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ABSTRACT 

Essays on the Stock Transfers 

 

Su Jeong Lee 

Business School 

Seoul National University 

 

This dissertation is comprised of two related but independent essays on stock 

transfers.  Controlling shareholders of Korean firms usually attempt to pass on the 

firm to the next generation, and stock transfers are frequently used during the 

process of management succession. The first essay focuses on the market reaction to 

the stock gifts of controlling shareholders of the firms listed on Korean Stock Exchange 

(KRX). The second essay investigates whether the controlling shareholders of private 

Chaebol firms engage in income-decreasing earnings management preceding the 

ownership transfer events to reduce gift taxes. Below, I briefly explain the two essays in 

my dissertation.  

The first essay examines how equity market investors react to the announcement 

of stock gifts given by controlling shareholders. Prior literature documents evidence that 

controlling shareholders use their private information and discretionary power to time 

stock gifts at lower stock prices in order to reduce gift taxes. I observe significant 

positive excess returns when controlling shareholders transfer stocks to their related 

parties as gifts, suggesting that investors interpret stock gifts as a signal that stock prices 
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are relatively low at the time of the transfer. The evidence implies that the disclosure of 

stock gifts reveals private information of controlling shareholders. 

 In the second essay, I focus on the effect of a gift tax rule on the firm’s 

accounting decisions. Under Korean tax laws, the value of an unlisted stock is measured 

by ‘the Alternative Valuation Method’, which is an explicit function of earnings reported 

over the prior three fiscal years. Few studies examine how a valuation rule for unlisted 

stocks would provide controlling shareholders with tax-motivated incentives to 

influence the managerial decisions of firms, such as the reporting of earnings. I study 

hand-collected data of ownership transfer transactions (stock gifts, stock sales, and 

issuance of new shares) conducted by the controlling shareholders of private companies 

associated with Chaebols to find that firms decrease their discretionary earnings during 

the years used in the valuation, which is the three fiscal years preceding the year of 

ownership transfer. Furthermore, among the three years used to conduct valuation on the 

unlisted stocks, earnings management is found to be more evident in the year 

immediately preceding the year of the ownership transfer. In addition, I estimate the 

amount of tax reduction to show the economic significance of the tax planning strategy 

conducted by controlling shareholders to reduce gift taxes. The evidence suggests that 

controlling shareholders tend to use income-decreasing earnings management to reduce 

the personal gift tax levied on their related parties. 

 

Keywords: Stock gifts; Gift taxes; Market reaction; Controlling shareholders; Chaebols; 

Earnings management; Ownership transfers; the Alternative Valuation Method 

Student Number: 2011-30161  
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Essay 1 

Investor Reaction to the Stock Gifts of Controlling 

Shareholders 
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I. Introduction 
 

For most Korean firms, controlling shareholders control the management decisions 

of the firm (Classens, Djankov, and Lang 2000). Considering the dictatorial status of 

controlling shareholders, the ownership change between controlling shareholders and 

related parties has received great attention from the media and investors. Among the 

various strategies implemented for successful ownership change, the gifts of stocks to 

related individuals, typically family members, are the most evident form of ownership 

transfers. 

Under the Korean tax law, the highest applicable inheritance and gift tax rate is 50 

percent (See Table A1 in Appendix 1) and the tax base is additionally increased by 20-30% 

if the party bestowing the gift is the largest shareholder.
1

 Therefore, controlling 

shareholders have a strong incentive to engage in tax avoidance strategies for cross-

generational wealth transfers. This paper explores whether equity investors understand 

this incentive to avoid tax by examining the stock market reaction to the stock gifts of 

controlling shareholders. 

Announcing stock gifts reveals the private information of controlling shareholders 

that can affect stock prices. I expect investors to regard stock gifts as good news for two 

reasons. First, investors can infer that the firm’s stock prices are relatively low at the 

time of the stock gifts of controlling shareholders. Why else would controlling 

                                            
1 The premium is 30% if the majority shareholder has more than 50% of issued stock. For example, if the 

value of gifted stocks from a shareholder with over 50% is KRW 50 billion, the gift tax amounts to 
approximately KRW 24.1 billion. 
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shareholders choose to pay gift tax now rather than later? Controlling shareholders are 

likely to project the current stock price to be the lowest over the next few years. Tax 

planning recommends paying taxes later unless the tax payment is substantially larger in 

the future (Scholes et. al 2009). Second, controlling shareholders also have the 

discretionary power to influence stock prices towards being as low as possible (Jung and 

Park 2009, Jung et al. 2015). If investors can see that controlling shareholders have the 

incentive and means for reducing gift tax, investors will interpret the news of stock gifts 

as a signal to buy. These reasons collectively support the positive reaction of equity 

investors to the stock gifts of controlling shareholders.  

I hand-collected 149 stock gifts from 17,921 ‘report on change in ownership of the 

largest shareholder’ disclosures on Korea Investor’s Network for Disclosure System
2
 

(KIND) for the recent period of 2009-2014. However, I use only 94 stock gifts to avoid 

the issue of confounding disclosure. Additionally, I use a hand-collected sample of 60 

bequests as a control group because the same tax rule is applied to both bequests and 

stock gifts. However, they are different in that effective tax planning before ownership 

transfer is difficult for stock bequests. The 154 stock transfers in my sample are 

conducted by the controlling shareholders of 119 different firms.
3
 

It is noteworthy that using the bequest sample as a control sample effectively 

addresses the effect of other confounding factors and isolates whether investors 

understand the tax implications of stock gifts. Pinpointing an optimal (ex-ante) transfer 

time for tax saving purpose is not plausible in the case of a bequest. If investors 

                                            
2 http://kind.krx.co.kr, website operated by the Korea Exchange (KRX) 
3
 154 stock transfers include 94 stock gifts and 60 bequests. 

http://kind.krx.co.kr/
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understand the difference in the tax planning capacity between stock gifts and stock 

bequests, they would respond positively to the announcement of stock gifts but not to 

bequests. I find a significant positive market reaction to stock gifts but an insignificant 

reaction to stock bequests. The results suggest that investors react to stock gifts because 

they understand the tax consideration of controlling shareholders.  

In addition, I show the economic significance of the tax planning strategies to reduce 

gift tax conducted by controlling shareholders, in order to explain the positive market 

reaction to the gift announcement. It is difficult to estimate the tax benefits from the 

efforts of controlling shareholders to depress stock prices during the valuation period, 

because the stock price without the influence of such effort is counterfactual. Therefore, 

I estimate the tax benefits using the data of size and industry matched firms and the 

expected returns of gift firms estimated by FF3, the three-factor model of Fama and 

French (1993). The mean difference in the four-month average closing price between the 

gift firms and the matched firms is KRW 1,380. On average, the tax benefit per 

transaction amounts to KRW 435,976,500, assuming the gift rate to be at 50%. Using 

estimated prices from the FF3 model, the mean difference between actual and predicted 

prices is KRW 745 and tax benefits per transaction are KRW 235,364,125, on average. 

The contribution of this paper is threefold. First, this paper contributes primarily to 

the empirical research on stock gifts. The stock gifts of controlling shareholders receive 

great attention from investors, regulators and the media, but there is a remarkable dearth 

of empirical studies on the topic. Second, this study examines not only whether 

investors respond to the stock gifts but also why they respond by showing the economic 
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significance of the gift tax incentive of controlling shareholders. I document evidence 

that equity investors understand the tax saving incentives of controlling shareholders 

and use it for their investment decisions by comparing the difference between the 

responses to gifts and bequests. Finally, this paper contributes to the line of corporate 

governance research. Similar to the studies on U.S. data, studies on corporate 

governance with Korean data are mainly concentrated on the mechanisms for 

monitoring managers. This is perplexing after one considers who ultimately controls the 

top managers of Korean firms. This paper helps to place more attention on theories and 

empirical studies regarding the monitoring of controlling shareholders rather than 

managers. 

The remainder of the paper is as follows. Section 2 delineates the institutional and 

legal background of stock gifts in Korea. In Section 3, I develop the hypotheses based 

on the review of the related literature on stock gifts and corporate governance. Section 4 

outlines the sample and empirical research design, while Section 5 reports the main 

results. Finally, Section 6 concludes the paper. 

 

 

II. Institutional and Legal Background of Stock Gifts 
 

II.1 Gift Taxes on the Stock Gifts of Controlling Shareholders 

One of the most frequently raised concerns regarding gift tax is that controlling 

shareholders can easily provide stock gifts at a timing that minimizes the imposed gift tax.  
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This has been an important consideration for Korean valuation rules on stocks for gift tax 

purposes, and these rules have continuously been changed over time as an attempt to 

make it more difficult for controlling shareholders to choose the timing of the stock gift 

that induces the lowest possible gift tax. 

The chronology of the valuation rule for the taxation of stock gifts of listed firms in 

Korea is presented in Table 1. Prior to the valuation rule change in 1997, gift taxes were 

levied on the closing market price on the date of gift. This valuation rule enabled 

controlling shareholders to take the simple but significant stock-gift planning strategy of 

waiting for the lowest possible stock price on which the stock will be gifted. Despite its 

simplicity, this gift-planning strategy was one of the most effective strategies in 

minimizing the tax imposed on cross-generational wealth transfer, which raised the harsh 

criticism from tax reformers. This criticism led to a revision in tax laws in 1997 when 

legislators decided to amend the valuation rules in the tax law so that stocks provided as 

gifts will be valuated as the average of daily closing prices for the three-month period 

immediately before the date of gift. 

 

[Insert Table 1 about here] 

 

However, this valuation rule change was not enough to change the tax-planning 

strategy of controlling shareholders, although the rule did succeed in slightly increasing 

the imposed gift tax as the implemented average price would be larger than the lowest 
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possible price of a certain day.
4
  As a result, the valuation rule was changed again in 

2000 to increase the difficulty that controlling shareholders face when they try to time 

stock gifts at its lowest valuated price. After 2000, for tax purposes, the fair market 

value of the stock to be given as a gift would be valuated as the average of closing prices 

over the four-month period stretching from two months before to two months after the 

date of gift. This change in the valuation rule for gifted stocks renders it more difficult 

for controlling shareholders to choose an appropriate  timing for the stock gift as the 

unforeseen stock price changes in the two-month period following the stock gift make it 

impossible to know whether this is a good timing or not. 

Due to this change of valuation rules in 2000, in order to lower the tax burden, 

controlling shareholders now have the incentives to assert their discretionary power and 

use their inside information to lower the price, in addition to the existing incentives to 

time stock gifts. 

 

II.2 Disclosure of Stock Gifts 

  Currently, a disclosure form solely for the stock gifts of controlling shareholders is not 

available. Instead, Securities and Exchange Act 60 requires firms to disclose any change 

in the ownership of their controlling shareholders.
5
 Companies submit a ‘report on 

change in ownership of the largest shareholder’ to the Financial Supervisory Service 

(FSS), reporting a reason for the change and the details of ownership status. In the event 

                                            
4 Valuation of listed securities, Inheritance and gift tax law 63  
5
 The scope of related parties, Enforcement Decree for Inheritance and Gift Tax 12(2)   
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of a stock gift from the firm’s controlling shareholders, the firm submits the report, 

citing the reason of change as “Gifts”. This information is publicly available on DART 

(FSS website) and KIND (KRX) websites on the day of submission.  

 

 

III. Related Research and Hypothesis Development 

Market reaction to the stock gifts of controlling shareholders 

The existence of any significant investor reaction to a certain piece of news implies 

that investors find the news useful in their investment decisions. In that case, what 

information can investors extract from the stock gift of the controlling shareholders? To 

answer this question, it is critical to understand the situation that controlling 

shareholders face when they transfer their ownership to related parties, usually their 

children. When a controlling shareholder provides stock gifts to his or her related parties, 

the donee of the gift is subject to heavy gift tax, often close to 50 percent of the value of 

gifted stocks. Therefore to reduce this tax burden, controlling shareholders have strong 

incentives to use their discretionary power to influence management decisions.  

I find ample empirical evidence on tax-motivated incentives in the literature whereas 

there are few studies on stock gifts due to the limited data availability.
6
 Kim and Lee 

(2003) find a pattern in the timing of stock gifts and the cancellation thereafter for the 

period of 1993-2002. According to their study, controlling shareholders of listed 

companies wait for an opportune time (when stock price is relatively low) to make a gift 

                                            
6
 Stock gift data is not available in machine readable database. 
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and cancel the gift if the gift timing becomes unfavorable due to the price movement 

following the gift announcement.
7
  

Controlling shareholders who plan to gift stocks tend to devise more aggressive tax-

saving strategies beyond timing strategies to mitigate the tax bites. Jung and Park (2009) 

and Jung et al. (2015) are studies that address the active strategy of controlling 

shareholders who plan for stock gifts: They examine whether controlling shareholders 

attempt to influence stock prices when they give stock gifts. Jung and Park (2009) find 

empirical evidence that controlling shareholders release more bad news about the firm 

and withhold (or delay the announcement of) more good news during the valuation 

period (four-month around the gift date) than in other periods. Additionally, Jung et al. 

(2015) observes income-decreasing discretionary accruals during the valuation period to 

depress the stock prices on which gift tax is based. In contrast to studies using Korean 

data, I find only one U.S. study on stock gifts. Yermack (2009) provides evidence that 

CEOs strategically time the donation of their stocks to family foundations to maximize 

income tax deductions. Specifically, the paper finds that CEOs donate stocks at a high 

price and that price tends to sharply decline afterwards. 

The empirical results listed above suggest that controlling shareholders seem to use 

their informational advantage and discretionary power for the purpose of tax reduction. 

If investors understand the tax-motivated incentives related to stock gifts of controlling 

shareholders, investors would infer from the disclosure of the stock gifts that stock 

                                            
7 Backdating is not an alternative for cancellation in case of stock gift transactions because donees must 
submit a copy of account statement issued by securities companies with the transfer date when they report 
gift tax to NTS (National Tax Services).   
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prices are relatively low at the moment, which is good news to investors. Put differently, 

the private information of controlling shareholders (e.g., undisclosed good news to 

increase the stock price) is revealed to the investors in the market by the announcement 

of stock gifts. In addition, investors may interpret the controlling shareholder’s stock 

gifts to family members, opposed to selling to a third party, as a signal of a positive long 

term prospect of the firm. Therefore, I expect that investors will perceive the stock gift 

of controlling shareholder as good news. My first hypothesis, in its alternative form, is 

as follows.  

H1: Investors react positively to the announcement of the stock gifts of controlling 

shareholders because they understand the tax incentive of controlling 

shareholders.  

 

IV. Sample and Research Design 
 

IV.1 Sample Selection  

The sample for this study consists of the KRX listed firms that disclose stock gifts 

and bequests of controlling shareholders given to their related parties in the period of 

2009 to 2014. I collect stock bequests as well as stock gifts to compare the market 

response to stock gifts and stock bequests. I identify the firms for my sample by 

inspecting the original copies of all ‘reports on change in ownership of the largest 

shareholder’ disclosed in the KIND system (Korea Investor’s Network for Disclosure 
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System) for the sample period.
8
 KIND provides more disclosures than DART because 

KIND includes the reports submitted by delisted firms as well. Most of the disclosures 

report the gift date and the number of shares given, but there is no information on the 

stock’s market price at the time of gift announcements. Therefore, to obtain the value of 

gifts and stock returns, I obtain stock prices and financial data from the FnGuide 

database. To avoid the survivorship bias, I include the firms whose controlling 

shareholders gifted or bequeathed their stocks during the period but are currently 

delisted. To address confounding disclosure issue, I exclude stock gift disclosures with 

any confounding disclosures that can affect the stock price during the window of five 

trading days before and five trading days after the stock gift disclosure.
9
 The final 

sample consists of 154 transactions (94 stock gifts, 60 stock bequests) that involve 119 

different firms. 

 

IV.2 Market Reaction to Stock Gift Disclosure 

To conduct a more robust examination on the market reaction to stock gifts, I 

execute all tests with a stock bequest sample as a control sample. This method controls 

the possibility of confounding effects because the same tax law applies to stock gifts and 

stock bequests. The two types of transactions are only different in the level of discretion 

that controlling shareholders can exercise. Unlike stock gifts, stock bequests leave 

                                            
8 There are 17,921 reports in total. The most common reason for ownership change is the change 

by trading (purchase and sales). 
9  Example of confounding disclosure includes audit reports, quarterly reports and dividend 

announcement, etc. 
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controlling shareholders little room for discretion to reduce gift tax because controlling 

shareholders cannot choose when to die.  

I use the date on which the firm filed a ‘report on change in ownership of the largest 

shareholder’ to the FSS as the event date to examine whether there was a market 

response to the stock gift announcement. For univariate tests, I refer to Menon and 

Williams (2010). To test H1, I calculate daily market-adjusted excess returns for the 

event date and for the five days preceding and succeeding the event date (t=0).
10

 I also 

measure raw cumulative returns (RAW) and cumulative excess returns (CAR) as well.
11

  

 

IV.3 Multivariate Analyses 

To test H1, I estimate the ordinary least squares regressions of eq. (1) with the 

cumulative raw stock return and cumulative net-of-market stock return as dependent 

variables, both measured over the three days (one days preceding and one day 

succeeding) around each stock gift announcement. The explanatory variable of interest 

is the coefficient of GIFT_D. Consistent with the hypotheses, I expect a positive 

coefficient for GIFT_D, which would indicate that the market reacts positively to the 

stock gifts (compared to stock bequests) of controlling shareholders even after 

controlling for other firm characteristics which may influence the level of market 

reaction (H1). 

 

CAR = α + β1GIFT_D + β2LNTV + β3LNSIZE + β4 LAG  + ε      (1)                   

                                            
10 Daily excess return = raw return – market (KOSPI composite index) return 
11 The cumulative excess returns for the announcement period is computed by adding the daily 

excess returns.  
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where,  

 

Dependent Variable 
CAR = The cumulative market-adjusted excess returns in the event window (t-

1, t+1) around the event date (t = 0), which is the date a stock gift or a 

stock bequest is announced. 
 
 

 

  
 

Test Variables 

GIFT_D  = A dummy variable that equals 1 if the firm’s controlling 

shareholder provided stock gifts, and 0 if stocks are bequeathed.  
 

Control Variables 

LNTV = The natural log of the market value of gifted or bequeathed stocks.  

LNSIZE = The natural log of the market value of equity.  
LAG = The number of calendar days between the reported gift (or bequest) 

date and the FSS filing date.  

 

The control variables included in Eq. (1) may affect the level of market reaction to 

stock gifts or bequests. LNTV is the natural log of the market value of each stock 

transfer (gift or bequest). Larger values for the stock gifts (bequests) of controlling 

shareholders imply larger incentives to use their discretion for tax-saving. If investors 

perceive that controlling shareholders would execute larger stock gifts (bequests) with 

more precaution, the investor reaction is expected to be more significant. LNSIZE, the 

natural log of the market value of equity, is a proxy for firm size, included to control for 

size effects. For example, larger firms tend to have richer information environments, 

resulting in a smaller market response on the event date. LAG, the difference between 

the reported gift date and the FSS filing date, is included because a reporting delay may 

influence the magnitude of market reaction. The direction of the coefficient of LAG is 

not clear. A longer delay may imply a more opportunistic tax-saving strategy of 
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controlling shareholders, resulting in a bigger reaction. On the other hand, a longer 

reporting delay may imply a higher likelihood of information leakage, reducing the 

reaction to the official disclosure.  

 

V. Results 

V.1 Descriptive Statistics 

I examine the market reaction to stock gifts by comparing the reaction to stock 

bequests. If stock gifts and stock bequests have drastically different values in terms of 

control variables, it would be more challenging to analyze the two types of samples in 

one regression. Therefore, I present the descriptive statistics of stock gifts in comparison 

with stock bequests. Panel A and Panel B in Table 2 show the descriptive statistics for 

the variables in Eq. (1) for the stock gift sample and stock bequest sample, respectively. 

 

[Insert Table 2 about here] 

 

The mean CAR (-1,1) is 0.78 for the gift sample and -0.76 for the bequest sample. 

RAW (-1,1) also shows a similar pattern. The investor’s reaction to gifts is clearly more 

positive than the reaction to bequests, although the same tax rule applies to both gifts 

and bequests. This is consistent with our prediction that investors perceive the stock 

gifts of controlling shareholders as good news. The median gift size is KRW 1.67 billion, 

with a mean of KRW 6.8 billion. Compared to gifts, the size of bequests are larger with 

a median (mean) of KRW 1.77 (8.89) billion, indicating the inability to adjust the size of 
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ownership transfer at each transaction. On average, firms report the gift two to three 

days after the stock gifts are actually given, but the delay is not material considering the 

distribution of LAG (median is one day).  

 It is also noted in Table 2 that the stock gift and stock bequest samples are similar 

in terms of the firm’s market value (LNSIZE), supporting the use of bequests as a control 

sample. 

 

V.2 Empirical Results 

Market reaction to stock gifts 

In Panel A of Table 3, I compare the stock gift sample and the stock bequest sample by 

examining the daily market-adjusted excess returns for the event date and the five days 

that precede and follow the event. I find that for the gift sample, the mean excess returns 

for Day +1 is significantly positive (p-value is 0.002). The positive return of Day +1 

(0.87 percent) is well explained by the observation that gift disclosures usually occur 

after the market closes. In contrast to the strong reaction to stock gift sample, investors 

do not seem to show any strong response to the news of the stock bequest of controlling 

shareholders.  

 

[Insert Table 3 about here] 

 

  This observation confirms that investors find the news of stock gifts to be more useful 

in trading than that of stock bequests, although the two types of transactions are both 
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ownership transfers that are subject to the same tax rule. The cumulative three-day 

excess return (-1, 1) for stock gifts in Panel B is approximately 0.78 percent and 

statistically significant (p-value is 0.024). The results shown in Table 3 suggest a 

positive investor reaction to the stock gift announcement, consistent with H1. 

Table 4 presents regressions on the market reaction to the report dates of stock gifts 

and bequests. I regress RAW(-1,1) and CAR(-1,1) on GIFT_D and other control variables. 

Column (1) uses the raw stock return and column (2) uses the market-adjusted return as 

the dependent variable. The market-adjusted return is defined as the difference between 

the raw stock return and the KOSPI index. As in Table 4, the positive coefficient of 

GIFT_D is significant after controlling the value of transfer (LNTV), size of firms 

(LNSIZE), and the reporting lag (LAG), supporting the univariate results in Table 3. I 

find that other independent variables (LNSIZE, LNTV, LAG) are not statistically 

important in explaining the market reaction to stock transfers. 

 

[Insert Table 4 about here] 

 

   In Table 5, I run the same regression in Table 4, but only for the sample of gift firms. 

The positive coefficient (p-value is 0.066) of LNTV implies that larger amounts of stock 

gifts by controlling shareholders lead to greater market reaction, suggesting that 

investors infer the tax incentive of controlling shareholders to be greater when the 

amount of gifted stock is larger.   

[Insert Table 5 about here] 
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V.3 Robustness Tests 

The effect of earnings announcements 

The observed positive reaction to stock gifts may be due to the compounding effects 

by other disclosures or news announced concurrently with stock gifts. Figure 1, Panel A 

and Panel B show the seasonal pattern of controlling shareholders’ gift or bequest 

announcements, displayed by month and year respectively. I show the pattern, especially 

in Panel B to address the concern on whether the reaction to announcement is likely to 

be compounded by earnings announcements. The disclosures occur regularly, not 

concentrated in a specific year or month, except the peak in December. The large 

concentration of December gifts or bequests does not imply a possibility of 

compounding effects because earnings for the third quarter and the fourth quarter tend to 

be announced in October and January respectively. To my knowledge, no major periodic 

event of a firm is disclosed in December. 

 

[Insert Figure 1 about here] 

 

Timing of Gifts by controlling shareholders 

Although Kim and Lee (2003) find evidence of timing stock gifts, the evidence may 

not hold for my sample period because their sample period (1993-2002) is different from 

mine. Therefore, I examine whether controlling shareholders use timing strategies for 

my sample period (2009-2014) to reduce their gift taxes. Figure 2 illustrates the 

movement of company stock prices during the one year period ((-120, 120) in trading 
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days) around the dates their controlling shareholders transferred stocks to their related 

parties. Cumulative returns are presented on a net-of-market basis with the KOSPI 

market index return subtracted from the raw stock return. 

 

[Insert Figure 2 about here] 

 

The figure presents two lines: a solid series for the firms whose controlling 

shareholders make gifts of stocks, and a dashed series for the firms whose controlling 

shareholders make bequests of stocks. A comparison of the two series in Figure 2 

supports my argument that controlling shareholders use timing strategies to minimize 

taxes levied on their family members. The dashed series (bequests) do not seem to show 

a clear pattern. In contrast, the solid series show that stock gifts occur when stock price 

tends to recover after a continuation of decline. After the stock gifts at t = 0, stock prices 

tend to increase and the slope becomes far steeper at the moment the valuation period 

ends at t = 40. On average, it seems that controlling shareholders avoid the run-ups of 

close to 8% over the three month after the valuation period. The clear evidence of timing 

shown in Figure 2 supports my argument that investors react positively to the news of 

stock gifts of controlling shareholders expecting a sharp increase of stock prices after 

the stock gifts.  
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Economic significance of the tax incentive of controlling shareholders 

 To explain the positive market reaction shown in Table 3, I examine the economic 

significance of the tax incentives of the controlling shareholders during the valuation 

period. Panels A, B, and C of Figure 3 show the price movement around the date of 

stock gift compared to the market, size and industry matched firms, and the predicted 

prices of gift firms estimated using the three-factor model described in Fama and 

Frecnch (1993), respectively. For each comparison, I use the standardized price of each 

firm. The standardized price is set 100 at the trading day t-120. The standardized price 

after t-119 and before t+120 is obtained by multiplying daily return to the price of the 

previous day. Panel A illustrates the behavior of company stock prices around the dates 

of gifts against the market. On average, gift transactions occur (t=0) when gift returns 

surpass market returns. During the two-month valuation period after the stock gift, the 

increasing pattern of the stock price seems to be attenuated by the opportunistic tax-

avoiding behavior of controlling shareholders (Jung and Park 2009, Jung et al. 2015). 

After the end of valuation period, the price of the gift firm soars, deviating from the 

market return, consistent with the suspicion that the stock price following the gift had 

been suppressed by the opportunistic behavior of controlling shareholders.  

 

[Insert Figure 3 about here] 

 

How much tax benefit would those controlling shareholders get from their efforts 

to depress the price of the gifted stock? It is difficult to estimate the tax benefit from the 
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efforts of controlling shareholders to depress stock prices during the valuation period 

because the stock price without the influence of such efforts is counterfactual. Therefore, 

I use the prices of size industry matched firms and model predicted prices of gift firms 

to approximate the tax benefits. Panel B presents the price pattern of gift stocks in 

comparison to that of the firms matched by size and industry. The comparison of the two 

series clearly shows that prices of gift firms are lower than those of the size industry 

matched firms during the valuation period. However, outside of the valuation period, the 

price level and pattern are similar. I estimate the tax benefit using the price difference 

during the valuation period. The mean difference in the four-month average closing 

prices between the gift firms and the matched firms is KRW 1,380. On average, the tax 

benefit by transaction amounts to KRW 435,976,500, assuming a gift tax rate of 50%.  

Panel C compares the movement of the actual prices of the gift firms to that of the 

model predicted prices. The model predicted prices are obtained using the estimation of 

the three-factor model described in Fama and French (1993). Following Heron and Lie 

(2007), my estimation period is the one-year period ending 50 days before the first day 

of the valuation period. The trading day relative to the gift date ends in t+40 due to the 

data availability of the portfolio returns used for the calculation of the three risk factors. 

In Panel C, on average, the actual price is lower than the predicted price during the 

valuation period. Based on the price difference, the approximation of tax benefit is KRW 

745 (KRW 235,364,125) per share (transaction), assuming the 50% gift tax rate. Overall, 

the size of tax benefits estimated using the prices in Panel B and Panel C supports the 

economic significance of the controlling shareholders’ incentive to reduce gift tax.   
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Investor reaction to gift cancellations  

Additionally, I examine how investors respond to the cancellation of stock gift. If 

investors react positively to stock gifts of controlling shareholders with the expectation 

of the rise of stock price following stock gifts, they would respond negatively to the 

stock gift cancellations. In other words, investors would reverse their expectation and 

their reaction would be negative. Table 6 provides the frequency of stocks gifts and 

cancellations. For a long period (1993-2014), stock gift transactions seem to have 

occurred regularly. Figure 4 shows the seasonal pattern of the stock gift cancellation 

ratio.  

 

[Insert Table 6 about here] 

[Insert Figure 4 about here] 

 

Before 1997, stock gift transactions could be cancelled within a six month period 

after the transaction. Controlling shareholders had been heavily criticized for abusing 

the cancellation rule. The criticism led to the revision of cancellation rule as effective of 

1997.1.1. Since then, the period for cancellation is three months only. Figure 4 shows 

evidence that the cancellation tendency has decreased dramatically since 1997, which 

shows the change in the cancellation rule has curtailed the opportunistic behavior of 

controlling shareholders. Table 7 shows the market reaction to stock gift cancellations 

for three trading days before and three trading days after the cancellation announcement.  

[Insert Table 7 about here] 
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As predicted, the day 1 market reaction, the instant reaction to the news 

(cancellations are usually announced after the close of the market) is negative (-1.22 %). 

I interpret that the insignificance (p-value is 0.1181) of the reaction is because of the low 

test power due to the small size of the sample (n=21).
12

 The cumulative returns for the 

window (0, 1), however, are negative and statistically significant for both raw 

cumulative returns (-2.39%) and cumulative excess returns (-1.52 %).  

 

 VI. Conclusion 

In this paper, I examine how equity investors respond to the disclosure of the stock 

gifts of controlling shareholders and why they find the disclosure useful. Using hand-

collected data for the recent period of 2009 to 2014, I find that investors react positively 

to the announcement of the stock gifts. These results suggest that investors understand 

the tax incentives of controlling shareholders and infer the private information on the 

stock price movements revealed by the announcement of stock gifts.  

I admit that the early disclosures of stock gifts through press releases are probable 

but not considered in this study. However, my results remain significant despite the 

possibility of early disclosure, providing more conservative and robust results. The 

positive market reaction indicates that investors understand the prevalent features of the 

corporate governance of Korean firms: the informational advantage and discretionary 

power of controlling shareholders. The reaction to stock gifts manifests that the attempts 

by controlling shareholders to reduce stock gift taxes have been successful. Thus, my 

                                            
12

 Announcement dates for gift cancellations are available only for 21 transactions. 
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findings should be of interest to tax policy makers in Korea. The study provides 

empirical evidence that the most recent change in the tax law enacted to discourage 

controlling shareholders from avoiding gift taxes have not curtailed the practice.  
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Appendix 1 

Table A1 

Inheritance and gift tax rates 

Tax base  Estate and gift tax rates 

Not more than KRW100 

million 
10% 

KRW100 million  

      ~ KRW 500 million 

KRW10 million +20% x the excess over 

KRW100 million 

KRW500 million  

      ~ KRW 1 billion 

KRW90 million +30% x the excess over 

KRW500 million  

KRW1 billion  

      ~ KRW 3 billion 

KRW240 million +40% x the excess over 

KRW1 billion 

More than KRW3 billion 
KRW1.04 billion +50% x the excess over 

KRW3 billion 
 

This table presents the schedule for estate and gift tax rates under the Korean tax law (Inheritance 
and Gift tax law 26). 
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Appendix 2 

Table A2 

Variable Definition 

Variable Definition 

CAR The cumulative market-adjusted excess return in the event 

window (t-1, t+1) around the event date (t = 0) of the 

announcement of a stock gift or a stock request. 

RAW The cumulative individual stock returns in the event window (t-

1, t+1) around the event date (t = 0) of the announcement of a 

stock gift or a stock request. 

TV The market value of gifted or bequeathed stocks.  

LNTV The natural log of the market value of gifted or bequeathed 

stocks.  

GIFTSHS The number of gifted or bequeathed shares (stocks).  

GIFT_D A dummy variable that equals 1 if the firm’s controlling 

shareholder gifted stocks, and 0 if the stocks were bequeathed. 

SIZE The market value of equity.  

LNSIZE The natural log of the market value of equity.  

LAG The number of calendar days between the reported gift (or 

bequest) date and the FSS filing date. 
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Table 1  

Chronology of the Valuation Rule for the Taxation of Stock Gifts of Listed 

Companies 

 

Period Gift taxes are levied on 

Before 

1996.12.31 
The closing stock price on the date of gift. 

1997.1.1 ~ 

1999.12.31 

The average of the daily closing prices for the three-month 

period immediately preceding the date of gift. 

After 

2000.1.1 

The average of the daily closing prices for the four-month 

period covering two months before and two months after the 

date of gift. 

 

This table presents the chronology of the valuation rule for taxation of stock gifts of listed 

companies.  
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Table 2  

Descriptive Statistics for Variables 

 

Variable Mean Std. Dev. Q1 Median Q3 

Panel A : Stock Gifts (N=94) 

 
   

CAR 0.7781 3.2886 -1.3400 0.4650 2.4900 

RAW 0.7109 3.3581 -1.8400 0.0150 2.6800 

TV(100 mil won) 68.7286 170.8453 4.9760 16.7441 47.2500 

LNTV 21.0775 1.8069 20.0253 21.2385 22.2761 

GIFTSHS 631,850 1,313,617 47,285 196,126 600,000 

SIZE(100 mil won) 4,558.5654 13071.8540 629.5860 1219.2400 2,711.3865 

LNSIZE 25.4770 1.0705 24.7059 25.3434 26.0918 

LAG 2.5638 4.0813 0.0000 1.0000 3.0000 

Panel B : Stock Bequests (N=60) 

 
   

CAR -0.7603 4.2914 -3.0250 -0.7500 0.9900 

RAW -0.2135 4.7127 -2.4100 -0.3750 1.9600 

TV(100 mil won) 88.9014 170.1632 4.5551 17.7259 68.9166 

LNTV 21.1712 2.2258 19.9345 21.2957 22.6444 

GIFTSHS 681,755 1,213,477 27,073 162,249 626,213 

SIZE(100 mil won) 5,440.0405 16,808.0200 442.3158 1,151.1383 3,078.1014 

LNSIZE 25.6744 1.4108 24.5126 25.4682 26.4522 

LAG 5.6333 12.2516 1.0000 3.0000 6.0000 

 

Panel A and Panel B of this table report the descriptive statistics for the stock gift sample and 

stock bequest sample, respectively. See Appendix 2 for the detailed definition of the variables. 
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Table 3  

Daily Excess Returns of the Report Dates of Stock Gifts and Bequests  

 
Panel A: Daily Excess Returns (Market-Adjusted) 

 

    Gifts   Bequests 

             
Day 

 
Mean 

 
Std.Dev Median Pr > |t| 

 
Mean 

 
Std.Dev Median Pr > |t| 

-5 
 

0.0092  2.0615 0.1600 0.644 
 

-0.1089 
 

2.1711 -0.3800 0.694 

-4 
 

-0.0683 
 

2.4562 -0.0950 0.788 
 

-0.4384 
 

2.1295 -0.0650 0.110 

-3 
 

0.4077 
 

2.3828 0.1550 0.101 
 

-0.4028 * 1.7898 0.0200 0.084 

-2 
 

-0.1563 
 

1.7148 -0.1700 0.379 
 

0.0179 
 

2.0511 -0.3250 0.945 

-1 
 

0.0201 
 

2.3128 -0.2950 0.933 
 

-0.4067 
 

2.3588 -0.2700 0.183 

0 
 

-0.1059 
 

2.2306 -0.0250 0.647 
 

-0.4198 
 

2.0404 -0.3150 0.116 

1 
 

0.8664 *** 2.6265 0.4100 0.002 
 

0.6131 
 

3.1884 0.1300 0.135 

2 
 

-0.0866 
 

1.9100 0.1550 0.661 
 

-0.1482 
 

2.4947 -0.2500 0.644 

3 
 

0.0104 
 

2.1440 -0.2200 0.963 
 

0.1895 
 

2.0422 0.2000 0.471 

4 
 

-0.0546 
 

2.3121 -0.2700 0.820 
 

-0.1255 
 

2.2541 0.0950 0.663 

5   -0.0923   2.3714 -0.0200 0.707   -0.0995 
 

1.8577 0.2700 0.677 

 

 

Panel B: Cumulative Returns (-1, 1) 
 

 
RAW 

 
CAR 

 
Mean 

 
Std. Dev. Pr > |t| 

 
Mean 

 
Std. Dev. Pr > |t| 

Gifts 0.7109 ** 3.3713 0.044  0.7781 ** 3.2812 0.024 

Bequests 0.3113 
 

5.5106 0.658 
 

-0.2797 
 

5.0073 0.662 

 

Panel A and Panel B of this table present statistics for daily excess returns and cumulative returns 
around the report dates of stock gifts and bequests, respectively. The event date (t=0) is the date 

when a stock gift or a stock bequest is announced. Significance levels are for t-tests for the mean 

daily and cumulative excess returns. *, **, and *** indicate statistical significance at the 10 

percent, 5 percent, and 1 percent level, respectively. 
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Table 4  

Regressions on the Market Reaction to the Report Dates of Stock Gifts and 

Bequests  

 

 (1) (2) 

Y: Cumulative returns (-1,1) RAW CAR (raw-market) 

   

GIFT_D 0.9713* 1.3227** 

 (0.080) (0.016) 

LNTV 0.0580 0.1588 

 (0.707) (0.298) 

LNSIZE 0.2222 0.1037 

 (0.352) (0.660) 

LAG 0.0928 0.0962 

 (0.170) (0.150) 

Intercept -7.4286 -6.8337 

 (0.225) (0.259) 

   

Adjusted R2 0.0092 0.0231 

 

This table presents the results of the regression where the dependent variable is the cumulative 

returns of market reaction around the report dates of stock gifts and bequests. I regress RAW (-

1,1) and CAR(-1,1) on GIFT_D and other control variables. Column (1) uses the raw stock return 

as a dependent variable. Column (2) uses the market-adjusted return as a dependent variable. The 

market-adjusted return is defined as the difference between the raw stock return and the KOSPI 

index. P-values are in the parentheses. *, **, and *** indicate statistical significance at the 10 

percent, 5 percent, and 1 percent level, respectively. See Appendix 2 for the detailed definition of 

the variables. 
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Table 5  

Excess Returns of the Report Dates of Stock Gifts (Gift Firms Only) 

 

 (1) (2) 

Y: Cumulative returns (-1,1) Raw CAR (raw-market) 

   

LNTV 0.3867* 0.3955* 

 (0.080) (0.066) 

LNSIZE -0.3902 -0.2687 

 (0.260) (0.424) 

LAG 0.1342 0.1492* 

 (0.146) (0.097) 

Intercept 2.15754 -1.0957 

 (0.800) (0.894) 

   

Adjusted R2 0.0134 0.0176 

 

This table presents regressions on the market reaction to the report dates of stock gifts only. I 

regress RAW (-1,1) and CAR(-1,1) on GIFT_D and other control variables. Column (1) uses the 

raw stock return as a dependent variable. Column (2) uses the market-adjusted return as a 

dependent variable. The market-adjusted returns are defined as the difference between the raw 

stock returns and returns on the KOSPI index. P-values are in the parentheses. *, **, *** indicate 

statistical significance at the 10 percent, 5 percent, and 1 percent levels, respectively. See 

Appendix 2 for the detailed definition of the variables. 
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Table 6  

Frequency of Stock Gifts and Cancellations 

 

  No. of Gift Transactions   No. of Cancellations 

1993 8 
 

0 

1994 14 
 

1 

1995 24 
 

5 

1996 50 
 

12 

1997 18 
 

7 

1998 68 
 

15 

1999 28 
 

3 

2000 17 
 

0 

2001 26 
 

2 

2002 22 
 

1 

2003 26 
 

0 

2004 24 
 

0 

2005 13 
 

0 

2006 35 
 

1 

2007 37 
 

1 

2008 33 
 

2 

2009 31 
 

2 

2010 11 
 

2 

2011 41 
 

4 

2012 40 
 

4 

2013 24 
 

0 

2014 21 
 

2 

Total 1,214 
 

64 

 

This table presents frequency of stock gifts and cancellations for the period between 1993 and 

2014. Note that the frequency data for the period 1993 -1999 is from Kim, Y., and Lee, M. (2003). 

The rest of the data (2000-2014) is hand-collected from the KINDS system. 
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Table 7  

Excess Returns on the Announcement of Stock Gift Cancellations 

 
Panel A: Daily Excess Returns (Market-Adjusted) 
 

    Gift Cancellations   

        
Day 

 
Mean 

 
Std.Dev Median Pr > |t| 

 

-3 
 

0.6138 
 

3.002 0.5700 0.309 
 

-2 
 

-0.5291 
 

2.1342 -0.2300 0.593 
 

-1 
 

0.0843 
 

2.9739 0.2700 0.898 
 

0 
 

-0.2991 
 

2.1535 -0.0500 0.531 
 

1 
 

-1.2238 *** 3.4339 -0.4700 0.118 
 

2 
 

0.1924 
 

1.8942 -0.0800 0.647 
 

3 
 

-0.2667 
 

2.4433 -0.1600 0.622 
 

 

 

Panel B: Cumulative Returns (0, 1) 
 

RAW 
 

CAR 

Mean 
 

Std. Dev. Pr > |t| 
 

Mean 
 

Std. Dev. Pr > |t| 

-2.2871 ** 5.0124 0.0412 
 

-1.5229 ** 4.0176 0.0978 

 

Panel A and Panel B of this table present statistics for daily excess returns and cumulative returns 

the report dates of gift cancellations for 2000-2014, respectively. The event date (t=0) is the date 

when a gift cancellation is announced. Significance levels are for t-tests for differences in the 

mean daily and cumulative excess return from zero. The announcement dates for gift 

cancellations are available only for the period 2000-2014 (n=21). *, **, and *** indicate 

statistical significance at the 10 percent, 5 percent, and 1 percent levels, respectively. 
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Figure 1  

Distribution of Disclosure on Controlling Shareholders’ Gift or Bequest 

Announcements by Year and Month 

 
Panel A: Sample Distribution by Disclosure Year 

 
 

Panel B: Sample Distribution by Disclosure Month 

 
 

Panel A and Panel B of this figure illustrate distribution of disclosure on controlling shareholders’ 

gift or bequest announcements by year and month, respectively. 
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Figure 2  

Cumulative Abnormal Stock Returns during the One-year Period around Gift 

(Bequest) Date 

 

 
 

This figure shows cumulative net-of-market stock returns during the one year period (-120, 120) 

in trading days) for two samples of companies whose controlling shareholders transfer stocks to 

their related parties. The solid (dashed) line shows mean returns for the firms whose controlling 

shareholders make gifts (bequests) of stocks. Abnormal returns are defined as the difference 

between each stock’s raw return and the market (KOSPI) index. Event date t indicates a gift date 

or a bequest date. 
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Figure 3  

Price Movement around Gift Date 

 
Panel A: Gift firms vs. Market 

 
 
Panel B: Gift firms vs. Size and Industry matched firms 
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Panel C: Gift firms (Actual price vs. FF3 predicted price) 

 
 

Figure 3 shows the price movement around the date of stock gift. Panel A compares the price of 

gift firms with market index (KOSPI index). Panel B compares the price of gift firms with price 

of size and industry matched firms. Panel C compares actual price of gift firms with the predicted 

price of gift firms estimated from the Fama French three factor model. For each comparison, I 

use the standardized price of each firm. The standardized price is set at 100 on the trading day t-

120. The standardized price after t-119 and before t+120 is obtained by multiplying daily return 

to the price of the previous day. In Panel B, the mean difference in four-month average closing 

prices between the gift firms and the matched firms is KRW 1,380. On average, the tax benefit 

per transaction amounts to KRW 435,976,500, assuming the 50% gift tax rate. In Panel C, on 

average, the actual price is lower than the predicted price during the valuation period. Based on 

the price difference, the approximation of tax benefit is KRW 745 (KRW 235,364,125) per share 

(transaction), assuming the 50% gift tax rate. The trading day relative to gift day ends in t+40 due 

to the data availability of the portfolio returns used for the calculation of the three risk factors. 
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Figure 4  

Annual Stock Gift Cancellation Ratio (1993−2014) 

 

 

This figure illustrates annual stock gift cancellation ratios during 1993−2014. Ratio is the 

proportion of gift cancellations to the total number of gift. Note that the frequency data for the 

period 1993 -1999 is from Kim, Y., and Lee, M. (2003). The rest of the data (2000-2014) are 

hand-collected from the KINDS system.  
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Essay 2  

Earnings Management by Controlling Shareholders of 

Private Firms Preceding Ownership Transfers: The Case of 

Chaebols 

 



41 

 

I. Introduction 
 

This study examines whether the controlling shareholders of private Chaebol 

companies conduct income-decreasing earnings management before they transfer their 

ownership to their related parties using stock gifts, stock sales, and issuance of new 

shares. The paper is motivated by the prevalent management succession pattern of 

Chaebols where the ownership transfer of private subsidiary firms to their children is 

frequently used for succession purposes and by how the Korean taxation rules 

incentivize those controlling shareholders to influence the accounting policy of the 

private firms to reduce gift tax. 

The controlling shareholders of Korean firms have a tendency to bequeath their 

ownership and management rights to their children. Naturally, controlling shareholders 

have the incentive to transfer their ownership to their children at lower price to transfer a 

larger share of ownership at a lower cost. However, such transactions entail a heavy gift 

tax
13

 if the grantee obtains the shares without payment (stock gifts) or at a price lower 

than the market price (in sales or issuance of new shares). For example, in 2006, 

Chairman Lee, Ho-Jin of the TaeKwang Group issued new shares of Tsis, a private 

subsidiary of the TaeGwang group. He owned 100% of Tsis shares at that time but he 

lapsed his subscription rights and the rights were given to his son. His thirteen year old 

son received all of the new shares at a price less than one tenth of the predicted market 

price. As a result, the son’s ownership increased from 0% to 49%, second to his father’s 

                                            
13

 Refer to Appendix 1 Table A1 for the tax rates of inheritance and gifts. 
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51%.
14

 In this example, the difference between the issuance price and the predicted 

market price is subject to gift tax. If he had simply sold his shares to his son at a price 

cheaper than the predicted market price, the difference would still be subject to gift tax. 

If he had gifted his shares, gift tax would be levied on the full value of the gifted stocks. 

Therefore, controlling shareholders that attempt to transfer ownership have a strong tax-

induced incentive to lower the predicted market price.          

How the predicted market price is calculated is a critical question to understand 

the earnings management incentives of controlling shareholders. In principle, the value 

of assets subject to inheritance tax and gift tax is based on the market price of the 

assets.
15

 If the assets are unlisted stocks which do not have a specified market price, the 

values of such assets are predicted with ‘the Alternative Valuation Method (AVM)’, 

following Article 63 of the Inheritance Tax and Gift Tax Act.
16

 According to AVM 

implemented since January 1, 2004, the value of an unlisted stock is the weighted 

average of the earnings-based value per share (EBV) and the net assets amount per share 

(NAV) with the ratio of 3:2.
17

 The earnings-based value per share is calculated as the 

weighted average of the net profit per share for the prior three years divided by the 

                                            
14

 Chairman Lee and his family are currently undergoing litigations on the gift tax issue. 
15 The Inheritance Tax and Gift Tax Act, Clause 1 of Article 60 
16 If a price that reflects the objective exchange value by which people conduct transactions 

(transaction price) or a price from an objective and reasonable appraisal is available, then that 

price is set as the market price. In addition, for the unlisted stocks of small and medium 

businesses, the valuation through comparison with similar listed firms was introduced, but the 
regulations and process of selecting a similar firm is difficult and was thus rarely applied. 
17 For exceptions, refer to Table 1.  
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capitalization rate, which is specified by the Minister of Strategy and Finance.
18

 The 

level of past earnings directly affects the size of tax base because AVM is an explicit 

function of earnings reported over the prior three fiscal years. In addition, net assets 

value is also affected by the level of earnings because earnings are a component of net 

assets. If the earnings used for the valuation are reduced, the earnings-based value and 

the net assets value are reduced as well, which in turn reduces the tax base accordingly.  

Given this feature of AVM, I hypothesize that controlling shareholders have a 

strong incentive to engage in income-decreasing earnings management preceding the 

ownership transfer of private firms to reduce gift taxes. I refer to the three fiscal years 

prior to the ownership transfer as “valuation years”. The incentive for earnings 

management increases in years closer to the year of ownership transfer because a larger 

weight is given on valuation years that are closer to the ownership transfer year (see 

equation (2)). Moreover, it is easier to plan ahead if the year of ownership transfer is in 

the near future. Therefore, I also hypothesize that the earnings management behavior is 

more prevalent in the valuation years closer to the ownership transfer. To measure the 

level of earning management, I use discretionary accruals (DAC, modified Jones model 

1991) and performance-adjusted discretionary accruals (ADJDAC, Kothari et al. 2005, 

Kasznik 1999).  

 In order to test the earnings management incentives, I hand-collected the 

ownership transfers (by sales, gifts, and issuance of new shares) of controlling 

                                            
18

 According to The Enforcement Decree Article 56, the earnings-based value per share is 

defined as in equation (2). The capitalization rate is 10% for my sample period (2005-2014). 
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shareholders to their related parties in private Chaebol firms. Unlike listed firms
19

, 

unlisted firms are not required to disclose changes in the shares of the largest 

shareholder. Private firms associated with Chaebols, however, since April 1, 2005 must 

disclose changes in the shares of the largest shareholder if the changes exceed 1 % of 

issued shares, following the Monopoly Regulation and Fair Trade Act. The final sample 

includes 87 transactions that involve 64 different firms for the period between April 

2005 and December 2014.
20

 

Consistent with my hypotheses, I find that the discretionary accruals of sample firms 

that transfer ownership are significantly lower in valuation years than the discretionary 

accruals of other private Chaebol firms when there is no ownership transfer event. In 

addition, the discretionary accruals are more significantly lower for the year 

immediately preceding the year of ownership transfer. In a study closely related to mine, 

Jung et al. (2015) find evidence of income-decreasing earnings management conducted 

by controlling shareholders of listed firms during the valuation period
21

 to reduce the 

gift tax incurred by their stock gifts. The study, however, could not show that the 

earnings management has any economic significance in reducing the gift tax. The effect 

of earnings management on gift tax reduction cannot be measured for listed firms 

because the value of gifted stock is determined by the market price
22

, which is not an 

                                            
19 Following the Listing Regulation of Securities Article 83 (report of changes in shares owned 

by the largest shareholder), listed firms in Korea must disclose changes in the shares of the 

largest shareholder (including those of related parties). 
20 192 firm-year transactions are reduced to 84 due to the lack of financial information used to 

calculate DAC and ADJDAC. Refer to Table 2. 
21 Two months before and after the date of stock gifts, four months in total. 
22 The average of market closing prices over the four-month valuation period. 
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explicit function of earnings. In this study, I show the economic significance of tax-

induced earnings management for private firms by presenting how much tax benefit 

controlling shareholders obtain through their attempts to reduce gift tax. Specifically, on 

average, the controlling shareholders’ tax reduction through management of reported 

earnings prior to ownership transfer is 1,718 won (1,553,019,363 won) per transferred 

share (per transaction) (see Appendix 3 Table A3.1). 

My study contributes primarily to the line of tax research on AVM. First, to my 

knowledge, this is the first study to examine the effect of AVM on the accounting 

decisions of private firms. The prior literature on AVM is mainly focused on the 

limitations and alternatives of AVM (O et al. 2004, Cho and Yoon 2009, Ahn et al. 2013 

etc.). The significance of the paper is that the research on inheritance tax and gift tax on 

unlisted stocks is extended beyond the existing tax legislation perspective and into the 

topic of management incentives. Second, I show the economic significance of tax-

induced earnings management conducted by controlling shareholders by predicting the 

size of tax benefits they obtain from their opportunistic tax avoiding behavior. Third, the 

study has a tax policy implication for the valuation of unlisted stocks for gift tax 

purposes by documenting evidence that AVM incentivizes controlling shareholders of 

private firms to engage in income-decreasing earnings management prior to the 

ownership transfer to their related parties. To avoid the manipulation of earnings 

reported, tax policy makers may need to revise the valuation rule to levy the gift tax on 

the larger of either EBV or NAV.  
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The remainder of the paper is as follows. Section 2 delineates the institutional and 

legal background on the valuation of stocks of private firms for gift tax purposes and the 

disclosure requirements of changes in ownership of the largest shareholder for Chaebol-

associated firms in Korea. In Section 3, I review the related literature and develop the 

hypotheses. Section 4 outlines the sample and empirical research design, while Section 5 

reports the main results and the results from robustness tests and additional analyses. 

Finally, Section 6 summarizes the paper. 

 

II. Institutional and Legal Background 
 

II.1 Alternative Valuation Methods (AVM) 

In the valuation of the stocks of unlisted firms, AVM considers the assets (net assets 

value per share) and the profits (earnings-based value per share) of the firm 

(Enforcement Decree Article 54). The earnings-based value per share is calculated as the 

weighted average of the net profit per share for the prior three years,
23

 divided by the 

capitalization rate (currently 10%) specified by the Minister of Strategy and Finance, 

considering the yield of three year corporate bonds. The net assets value per share is 

calculated as the net assets amount of the firm divided by the number of issued shares. 

AVM that has been implemented since January 1, 2004, applies the weighted average of 

the earnings-based value per share and the net assets amount per share with the ratio of 

                                            
23

 Refer to equation (2) 
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3:2 for the typical firm. If real estate accounts for more than 50% of the assets of the 

firm, the ratio of the weighted average is 2:3.
24

 

As in Table 1, the Inheritance Tax and Gift Tax Act of Korea is very specific on the 

valuation method of unlisted shares. In the past, the principle on the valuation of 

unlisted shares was to calculate the arithmetic average of the earnings-based value and 

net assets value, and then later, under some specific conditions, the value of shares was 

calculated simply as the net assets value. For example, after 1997, firms with an excess 

amount of real estate assets (firms in which the real estate assets value account for over 

50% of total assets) were valuated with only asset value. In the revised tax law of 2000, 

the arithmetic average was discarded and the valuation of unlisted firms was conducted 

as the earnings-based value, unless the earnings-based value was lower than the net 

assets value, in which the firm would be evaluated at net assets value. In other words, 

the value of the firm was set as the higher value of either the earning-based value or the 

net assets value.  

 

[Insert Table 1 about here] 

 

However, following the accounting theory which states that firm value is the 

complex reflection of the earnings-based value and net assets value, from 2004, the 

weights for the weighted average of earnings-based value and the net assets value was 

                                            
24

 If the firm is currently undergoing liquidation or is no longer a going concern, the net asset 

amount is applied as the value of the firm. 
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set at 3:2 (2:3 for firms with an excess amount of real estate assets). In addition, since 

the revision in 2012, valuation for the firms with over 80% of assets in real estate is 

conducted as net assets value.  

 

II.2 Disclosure of changes in the shares of the largest shareholder 

Following the Listing Regulation of Securities Article 83 (report of changes in 

shares owned by the largest shareholder)
25

, listed firms in Korea must disclose changes 

in the shares of the largest shareholder (including those of related parties) by filling out 

the Changes in shares report and submitting it to the stock exchange. Therefore, the 

changes in the shares of the largest shareholder in listed firms can be observed through 

disclosures. 

However for unlisted firms, because the change in the shares of the largest 

shareholder is not subject to mandatory disclosure, it is difficult to obtain this 

information. In order to address this issue, from April 1, 2005, following the Monopoly 

Regulation and Fair Trade Act, a firm must disclose changes in the shares of the largest 

shareholder, even if it is an unlisted firm, if the firm is as a member of an Enterprise 

Group subject to Limitations on Debt Guarantees (“Chaebol”). In particular, the share 

holdings of the largest shareholder (including related parties) and changes in those 

holdings that exceed 1% of issued shares must be disclosed (Clause 3 of Article 11). As 

a result, changes in the shares of the largest shareholder that exceed 1% of issued shares 

                                            
25 Formerly Article 60. 
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can be obtained through disclosures for firms that are designated as a member of an 

Enterprise Group subject to Limitations on Debt Guarantees, even if the firm is unlisted. 

 

III. Related Research and Hypothesis Development 
 

III.1 Literature on Earnings Management 

The two main perspectives on managerial accounting decisions, suggested by 

accounting theory, is the financial reporting perspective and the contracting perspective. 

The former sees earnings management as a means for management to communicate their 

private information to the market, whereas the latter considers earnings management to 

be a low-cost method to prevent the firm from violating contracts with various 

stakeholders (e.g., debt covenants). Although the financial reporting perspective can the 

supported under the explanation that earnings management is simply the result of a 

faithful steward communicating inside information to owners and stakeholders, prior 

literature amasses on the notion of regarding earnings management as the opportunistic 

behavior of managers with the purpose of maximizing their own benefits at the cost of 

other stakeholders (Scott, 2003).  This study follows the perspective shared by the 

majority of earnings management research by considering earnings management as the 

actions of opportunistic managers (Healy 1985; DeFond and Jiambalvo 1994; Jones 

1991; Friedlan 1994; Dechow, Sloan, and Sweeney 1996; Yoon and Lee 2001; Guenther 

1994; Jeong and Park 2002; Cheng and Farber 2008; Jaggi, Leung, and Gul 2009; 

Armstrong, Jagolinzer, and Larcker 2010).  
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III.2 Literature on Ownership Transfers   

I review the prior literature focusing on opportunistic behavior of controlling 

shareholders regarding ownership transfers using stocks. There are considerably fewer 

empirical studies in this area compared with those of earnings management. Several 

studies document evidence that controlling shareholders opportunistically use their 

informational advantage and discretionary power to save gift taxes on the ownership 

transfers using listed stocks. In the Korean jurisdiction, Kim and Lee (2003) focus on 

the pattern of the timing of stock gifts and the cancellation thereafter for the period of 

1993-2002. They find that controlling shareholders time their gifts and cancellation of 

gifts to reduce gift taxes. Jung and Park (2009) address an active strategy of controlling 

shareholders who plan for stock gifts: They examine whether controlling shareholders 

attempt to influence stock prices using discretionary disclosures when they gift their 

stocks. During the valuation period
26

, the frequency of bad news was significantly 

higher, whereas the frequency of good news was significantly lower. This result suggests 

that controlling shareholders seem to strategically time information disclosure to depress 

the stock prices in the valuation period.  

Jung et al. (2015) is a study closely related to mine. They find evidence of income-

decreasing earnings management conducted by controlling shareholders of listed firms 

during the valuation period to reduce the gift tax incurred by their stock gifts. The study, 

however, could not show that the earnings management has any economic significance 

in reducing the gift tax. The effect of earnings management on gift tax reduction cannot 

                                            
26

 Two month before and after the date of stock gifts, four months in total. 
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be measured for listed firms because the value of gifted stock is determined by the 

market price, which is not an explicit function of earnings. In this study, I show the 

economic significance of tax-induced earnings management for private firms by 

presenting how much tax benefit controlling shareholders obtain through their attempts 

to reduce gift tax. In the U.S., stock gifts by controlling shareholders are unusual, and 

thus there are no related studies. However, I find a study addressing the timing of CEO 

stock donations. Yermack (2009) provides evidence that CEOs strategically time the 

donation of their stocks to family foundations to maximize income tax deductions. 

Specifically, they donate stocks just before a sharp decline in the share price of their 

company. 

Other than ownership transfers using stock gifts, Kim et al. (2010) provide a study of 

the well-known case of Samsung Everland’s Convertible Bonds. The four children of 

Chairman Kun-Hee Lee received the convertible bonds at the conversion price of 7,700 

won, which was considered to be substantially lower than its true value. Lee’s family 

could manage to avoid gift taxes by taking advantage of the loopholes that there was no 

legal ground for levying taxes on gifts through convertible bonds back then.  

 

III.3 Literature on the Alternative Valuation Method (AVM) 

As a study on AVM of unlisted shares, O et al. (2004) examines whether the unlisted 

share valuation method of 2000 to 2003, which was the higher value of either the 

earnings-based value or the net asset value, appropriately reflects the actual stock price. 

With newly listed KOSDAQ firms as the sample, the study compares the actual stock 
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price after the Initial Public Offering (IPO) and the share prices estimated with AVM, 

the Ohlson model, and the variation of the Ohlson model that incorporates the average 

industry premium. The results were that the Ohlson model that reflects the average 

industry premium exhibited the smallest forecast error, and the paper proposes this 

method as a potential solution to the shortcomings of AVM under the Inheritance Tax 

and Gift Tax Act. 

    Cho and Yoon (2009) examine the relation between AVMs and the actual stock price. 

The study finds that depending on factors such as the form of listing (Korea Exchange 

or KOSDAQ), size, industry, whether the value from alternative valuation methods is 

overestimated or underestimated than the actual stock price. This paper concludes that 

the arithmetic average of the earnings-based value and the net asset value is neither 

theoretically proven nor supported by accounting research, and therefore should be 

improved. 

Prior literature shows that the value of unlisted shares calculated from AVMs does 

not appropriately reflect the market value of the share, and proposes other valuation 

methods such as the Ohlson model, the industry average premium model, the discounted 

cash flow model, and the valuation through comparison with similar listed firms as 

alternatives. Ahn et al. (2013) point out that these valuation models are difficult to 

implement in practice and have many limitations that makes them difficult to work into 

legislation. As an alternative, the paper proposes using 15% instead of the current 10% 

discount rate as the capitalization rate in the calculation of the earnings-based value, 

excluding goodwill from the net asset value, and setting the ratio of the weights for the 
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weighted average as 3:2. The prior literature on this topic focuses only on the limitations 

and alternatives of AVM and overlooks how these regulations influence the incentives of 

financial reporting. This study attempts to empirically examine how AVM for unlisted 

shares, specified in the Inheritance Tax and Gift Tax Act, influences the incentives of the 

controlling shareholders of private firms to conduct earnings management.  

 

III.4 Hypotheses 

When controlling shareholders of private firms transfer ownership to their children, 

they tend to use stock gifts, stock sales, and issuance of new shares to increase their 

children’s ownership. Under Korean tax rules, if their children (or any other recipient) 

receive any economic benefits from the transactions, the benefit is considered to be gifts. 

Therefore the valuation of the unlisted stock is critical to impose gift tax. The value of 

unlisted stocks for gift tax purposes is measured using AVM, following Article 63 of the 

Inheritance Tax and Gift Tax Act. According to the AVM implemented since January 1, 

2004, the value of an unlisted stock is the weighted average of the earnings-based value 

per share and the net assets amount per share, as in equation (1). The first component of 

the AVM is calculated as the weighted average of the net profit per share for the prior 

three years divided by the capitalization rate, specified by the Minister of Strategy and 

Finance. Equation (2) shows the weights used in the calculation.  

 

Value (per share) = Earnings-Based Value(per share)×0.6 

 + Net Asset Value (per share) ×0.4        (1) 
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       ＊            ＊            ＊     

                         
                

       

 

where  
t = the year of the event for which the valuation of unlisted stocks is required 

 

 
As in equations (1) and (2), the level of past earnings is directly related to the 

calculation of the value of unlisted stock. If controlling shareholders reduce earnings 

reported during the valuation period (the prior three years), the earnings-based value is 

reduced as well. Moreover, the second component of the value per share, net assets 

value, is also reduced because earnings are a component of net assets. In sum, the 

reduction of earnings in the valuation period leads to the reduction of the value of the 

stock calculated for gift-tax-purposes. Thus, controlling shareholders have strong 

incentives to report lower accounting earnings to reduce gift tax on unlisted stocks. In 

addition, the incentive for earnings management increases as it becomes closer to the 

year of ownership transfer because a larger weight is given on valuation years that are 

closer to the ownership transfer year. Moreover, it is easier to plan ahead if the year of 

ownership transfer is in the near future. Therefore, my first and second hypotheses are as 

follows.  

 

Hypothesis 1: Prior to an ownership transfer, a controlling shareholder has the 

incentive to lower accounting earnings reported during the valuation period 

(the three fiscal years preceding the transfer).  
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Hypothesis 2: The tax incentive of a controlling shareholder to decrease reported 

accounting earnings is greater in the valuation years closer to the ownership 

transfer. 

 

 

 

IV. Research Design 
 

IV.1 Sample Selection  

The sample is selected from the private firms associated with Chaebols, whose 

controlling shareholders transferred their ownership to their related parties during the 

period of April 2005 to December 2014. The sample period begins in April 2005 

because the current disclosure rule for the change in ownership of the largest 

shareholder has been in effect since then. Furthermore, as the current valuation rule for 

gift tax on unlisted stocks has been applied since 2004, the observations in the sample 

are subject to the same valuation rule.
27

 My initial sample consists of 192 transactions of 

sales, gifts, and issuance of new shares. Table 2, Panel A details how the final sample 

was constructed. I exclude transactions of firms that do not have stock code or financial 

data on Fnguide and Kisline. I drop firms whose real-estate asset is more than 80% of 

the total assets for the transactions in 2012 to 2014.
28

 My final sample consists of 87 

transactions (64 different firms). Table 2, Panel B provides the frequency of 

observations by transaction type. Panel A and Panel B of Table 3 show the sample 

                                            
27 With the exception of the revision in 2012 for firms with over 80% of assets in real estate, which 

addressed in sample selection process. Refer to Table 1. 
28 Refer to Table 1. 
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distribution by year and industry, respectively. The highest frequency of transfers is 

observed in 2013. No significant concentration of the sample is observed in a specific 

year or industry. In addition, the firm-year observations of all private Chaebol firms in 

the sample period are included as the control sample. 

 

[Insert Table 2 about here] 

[Insert Table 3 about here] 

 

IV.2 Earnings Management and Discretionary Accruals 

Following the earnings management literature, I use discretionary accruals (DAC 

and ADJDAC) to examine the incentives of controlling shareholders. I obtain ADJDAC 

from the performance-adjusted modified Jones model (Kothari et al. 2005).  

I first estimate Eq. (3) by industry and year, and calculate DAC for all firm-year 

observations available in my sample period.
29

 These firm-years are on all private firms 

associated with Chaebols during my sample period. 

 

TAi,y /Ai,y-1 = α0(1/Ai,y-1) + α1 (∆REVi,y-∆ARi,y)/Ai,y-1 + α2 PPEi,y/Ai,y-1 + εi,y   (3) 

where 

TA iy  = Total accruals, estimated by NIy –CFO y for firm i in year y, where CFO y 

is cash flows from operations; 
REV iy = Change in net sales; 

AR iy  = Change in accounts receivables; 

PPE iy  = Gross property, plant and equipment excluding land; 

                                            
29 DAC is estimated cross-sectionally each year using all firm-year samples in the same one-digit KRX 

industry code. For industry classification, I follow the KRX sector specifications. 
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A iy-1 = Total assets at the beginning of the year; 
   

DAC estimated using Eq. (3) is known to be strongly correlated with ROA, which 

may lead to a performance-related bias (Dechow et al., 1995; Kothari et al. 2005). To 

control for this potential bias, I follow Kasznik (1999). I rank the observations by the 

level of ROA and assign them to 10 groups based on their ordered rank. Assuming that 

the median DAC for each group reflects the measurement error correlated with that level 

of performance, I calculate ADJDAC for each of the sample firms by observing the 

difference between its original DAC and the median DAC of the group to which the firm 

belongs (refer to Eq. (4)).  

 

ADJDACiyg = (DACiyg) – Median (DAC) yg                              (4) 

 

Where 

DAC iyg = Discretionary accruals estimated by a cross-sectional modified Jones 

Model (1991). 

 

Median(DAC)yg = Median DAC of the return on assets (ROA) decile group g to 
which the target firm year is matched, based on the ROA of that 

year. 

 

IV.3 Empirical Models 

Regression Model for Earnings Management  

 To test my hypotheses, I use the following regression model.  
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DAC (ADJDAC)i,y = α + β1 TR(t-3)i,y + β2 TR(t-2)i,y + β3 TR(t-1)i,y +β4 LEVi,y  

      + β5 CFOi,y + β6 SIZEi,y + β7 ACC1i,y-1 + β8 SGRWi,y + β9 LOSSTM1i,y-1  

       + Industry indicators + Year indicators + εi,y    (5) 

for firm i in fiscal year y. 

 

Dependent Variables 

DAC(ADJDAC)iy = Discretionary accruals (Performance-adjusted discretionary 

accruals)  

 

Test Variable 

TR iy(y) = Dummy variable that indicates which year of the valuation period the 
observation year is, such that TR(t-1) is 1 if the observation year is 

one year before the ownership transfer and zero otherwise, and the 

same applies for TR(t-2) and TR(t-3).  

 

Control Variables 

LEV iy = Leverage, defined as the firm’s debt-equity ratio.  

CFO iy = Operating cash flows scaled by lagged assets. 

SIZE iy = Firm size, defined as the natural logarithm of total assets.  
ACC1iy-1 = Total accruals in year y-1 estimated by NI y-1 -CFO y-1 and scaled by 

lagged assets. 

SGRW iy = Annual growth in sales 

LOSSTM1iy-

1 

= Dummy variable that takes the value of 1 if the firm reports net loss 
in fiscal year y-1, and 0 otherwise. 

 

The dependent variables in the regression model (5) are either DAC or ADJDAC. 

The variables of primary interest are event time dummy variables (TR(t-3), TR(t-2), 

TR(t-1)), which takes 1 if the observation belongs to three, two, or one year before 

ownership transfer, respectively and 0 otherwise. These event time dummy variables 
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indicate the valuation period. The multiple event time dummy variables are used in prior 

studies with similar research settings (Petroni 1992; Louis et al. 2010). Controlling 

shareholders who plan for ownership transfer transactions will manage earnings by 

decreasing discretionary accruals so that reported earnings are reduced. Therefore, I 

expect the coefficient of the TR variable to be negative. I also expect the magnitude and 

the statistical significance of the coefficient to be greater in valuation years closer to the 

ownership transfer. This regression model sets the test group as observations in the 

valuation years, in which earnings management is likely to occur. I include the all 

private firms associated with Chaebols in the non-valuation years as the control group.  

I also include control variables known to affect discretionary accruals in Eq. (5). 

First, SIZE is included as a control variable as large companies have the incentive to 

mitigate political costs by reducing reported earnings (Watts and Zimmerman 1986). 

Leverage (LEV) is also a control variable due to the following reasons: Managers of 

firms with high debt ratios are documented to have the incentive to increase earnings 

with the purpose of avoiding contractual costs (DeFond and Jiambalvo 1994). However, 

Ashbaugh et al. (2003) document contradicting evidence by finding a negative 

relationship between earnings management and the debt ratio. Nonetheless, LEV is 

included for both possibilities. CFO is included in the set of control variables to 

incorporate the findings of Dechow et al. (1995) and Dechow et al. (1996) which 

document that, even in the lack of actual earnings management, a company with bad 

performance tends to have positive discretionary accruals whereas a company with good 

operating performance can still have negative discretionary accruals. LOSSTM1 is a 
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control variable for the effect of firm performance of the prior year on the earnings of 

this year (Kasznik 1999). The reversal effect of accruals is controlled for by the total 

accruals of the previous year (ACC1) (Dechow et al. 2012). The last control variable is 

the growth rate of sales (GRW) which is for the greater incentives of managers to 

conduct earnings management under higher growth rates (Ashbaugh et al. 2003; Myers 

et al. 2003; Yoon 2005). 

The level of discretionary accruals may substantially vary across industry and time. 

Therefore, I also control for industry fixed effects and year fixed effects. In addition, 

standard errors are clustered by firm because discretionary accruals are known to be 

correlated across time. 

One plausible drawback of the above research design is that there is the possibility 

that the controlling shareholders of the sample firms may transfer their ownership when 

the net income for the past three years are low. In other words, the above research design 

is subject to the reverse causality issue. To address this issue, I also use propensity score 

matching (PSM) and construct a control group of private Chaebol firms that do not 

transfer ownership. Specifically, I estimate a logit propensity-score model for the TR(t-1) 

variable by using all control variables in the main regression (Eq. (5)) as independent 

variables and compute PSM scores for each firm. I match my test sample with a control 

sample that has a similar PSM score
30

 to constitute the PSM sample and re-estimate the 

model of Eq. (5) on the PSM sample.  

  

                                            
30

 The caliper width used for matching is 0.05sigma. 
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V. Results 
 

V.1 Descriptive Statistics 

Panel A to Panel D of Figure 1 graphically shows the mean and median of the 

discretionary accrual level (DAC and ADJDAC) of the sample of Chaebol private firms 

that conduct ownership transfer (EM sample) in comparison to the control sample of 

Chaebol private firms that do not conduct ownership transfer (NEM sample), for the 

period surrounding the event year t. As expected for a large sample, the mean and 

median DAC and ADJDAC for the NEM sample are close to zero for all years, from t-3 

to t+1. In contrast, for the EM sample, a clear V-shaped pattern is observed for mean 

discretionary accruals. The large decrease in year t-1, on which the weight for valuation 

is the greatest, and the recovery after it indicates the evidence of income-decreasing 

earnings management for the fiscal year immediately preceding the year of the 

ownership transfer event. On the other hand, the pattern of median discretionary 

accruals in Panel B and Panel D hints a possibility of income decreasing earnings 

management occurring in year t-3, suggesting that some firms in the sample are 

employing tax planning strategies from a long-term perspective. 

 

[Insert Figure 1 about here] 

 

Table 4 presents the distributions of EPS (Earnings Per Share), EBV (Earnings-

Based Value), and NAV (Net Assets Value) over the three years (valuation period) prior 
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to the year of ownership transfer for both the NEM and EM sample. The distribution of 

EPS is highly skewed. For the EM sample, the median of EPS (t-1) is lower than that of 

EPS (t-2), suggesting that firms of the EM sample reduce earnings at t-1 to reduce EBV. 

Negative EPS is assumed to be zero following the AVM rule. Overall, the levels of EPS, 

EBV and NAV for EM sample are lower than those of the NEM sample, implying that 

controlling shareholders transfer their ownership to their related parties when the value 

of transferred ownership measured by AVM is relatively low.  

 

[Insert Table 4 about here] 

 

Table 5 and Table 6 present the distribution of accounting variables to show the 

financial information of EM sample firms (Panel A) and NEM sample firms (Panel B) 

for the three year period prior to year t.
31

 Table 5 provides the distribution of major 

financial variables. Compared to NEM sample firms, EM sample firms have lower 

accruals (TA), net income (NI), and asset turnover ratios (TO) but higher leverage (LEV) 

and sales growth rates (SGRW), indicating that the overall financial status of EM sample 

firms are worse than NEM sample firms.  

 

[Insert Table 5 about here] 

 

                                            
31

 Variables are scaled by total assets. 
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Table 6 provides more detailed information on the financial status of the sample 

firms. Compared to NEM sample firms, EM sample firms have lower cash flows from 

operations (CFO) but higher cash flows from financing activities (CFF) and more loans 

(LOAN), implying that EM firms borrow more than NEM firms during the valuation 

period. For the EM sample, mean net income and total accruals are lower for fiscal years 

that are closer to the event year t. In addition, EM sample firms have relatively higher 

interest payments (INTERESTS) and salary expenses (SALARY), which lower earnings. 

Additional methods to lower NAV are dividends (DIV) and reserves for severance 

benefits (SEVERANCE). Dividends do not appear to be a common method for reducing 

NAV because most of the firms in the sample do not distribute dividends, but EM firms 

have larger reserves for severance benefits compared to NEM sample firms, suggesting 

that EM firms may reduce NAV by increasing adjustable liabilities. Reserves for 

severance benefits are estimated and adjusted annually. Taken together, EM firms appear 

to employ various methods to reduce EBV or NAV, but I expect firms to focus on 

income-decreasing earnings management because the reduction of earnings effectively 

reduces both EBV and NAV.  

 

[Insert Table 6 about here] 

 

Panel A in Table 7 presents the descriptive statistics of the variables in Eq.(5) for 

sample firms (firm-year observations) across the three fiscal years immediately 

preceding the ownership transfer event (y=t-1, t-2, and t-3). Panel A is on the EM 
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sample. The sample period is from 2002 to 2013 because the transactions of my sample 

are in the period of 2005 to 2014. Panel B shows the descriptive statistics of the 

variables for the NEM sample, which is the control sample that consists of all private 

Chaebol firms, excluding those of the EM sample, in the same period. The number of 

observations for the EM sample is 218. For the EM sample, the mean (median) 

ADJDAC is -0.0155 (-0.0063) and the mean (median) DAC is – 0.0208 (-0.0055). For 

the NEM sample, however, the mean and median values for both DAC and ADJDAC 

are approximately zero. Both proxies for discretionary accruals are negative and lower 

for the EM sample than the NEM sample, which is consistent with my prediction about 

the earnings management incentives of controlling shareholders who plan for ownership 

transfers.
32

 EM and NEM samples are similar in firm size. It is also noted that 

controlling shareholders transfer their ownership when the firm’s financial performance 

(LEV, CFO) is relatively poor but the firm’s growth rate (GRW) is relatively high.  

 

[Insert Table 7 about here] 

 

 

 

 

                                            
32 For the EM sample, some firms show positive ADJDAC and DAC, which indicate income-

increasing discretionary accruals. I examine the characteristics of these firms and find that they 

have higher earnings, sales growth rate, and larger loans compared to the rest of EM sample 

firms. I interpret that these high growing firms have income increasing earnings management 
incentive for financing reasons, which may outweigh the tax incentive of controlling 

shareholders. The descriptive statistics are untabulated.  
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V.2 Empirical Results 

Panel A in Table 8 shows the main regression results for the full sample. All 

coefficients of the TR variables in column (1), with DAC as the dependent variable, are 

negative and statistically significant except for the coefficient of TR (t-2), which 

supports hypothesis 1 that controlling shareholders would reduce earnings preceding 

ownership transfers to related parties. Furthermore, a comparison of the TR coefficients 

shows that the coefficient for TR (t-1) is more statistically significant than TR (t-2) and 

TR (t-3). This supports Hypothesis 2 that controlling shareholders have stronger 

incentives for earnings management when the ownership transfer is closer. Column (2), 

which sets ADJDAC as the dependent variable instead of DAC, also presents similar 

results. The coefficients of all control variables except leverage (LEV) are significant 

and the signs are as expected. Panel B of Table 8 shows the regression results from 

equation (5) using the PSM sample. Using the PSM sample, I also find evidence of 

income-decreasing earnings management in the valuation year t-1. Although the 

coefficient of interest is not significant for the valuation year t-2 and only marginally 

significant for the valuation year t-3, the results are still consistent with H1 and H2. 

Therefore, I find that the PSM results are also consistent with my hypotheses.  

 

[Insert Table 8 about here] 
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Calculation of Tax Benefits 

  I predict how much tax benefits controlling shareholders obtain through the income-

decreasing earnings management. The TR Coefficients (TR(t-1), TR(t-2), and TR(t-3)) in 

Panel A of Table 7 indicate, on average, the difference in the discretionary accruals of 

the EM sample and the NEM sample for each valuation year. The reduction in 

discretionary accruals can be translated into reduction in net income for the EM sample 

by multiplying the mean of lagged assets (the scale used in the calculation of DAC and 

ADJDAC) to the TR coefficients. I compute tax benefit per share from earnings 

management using the predicted net income reduction, mean total number of shares, and 

AVM formula (See Appendix 3 Table A3.1). On average, it is predicted that controlling 

shareholders would save 1,718 won in gift tax per each transferred share. Using the 

mean number of transferred shares, the tax benefit per transaction is predicted to be 

1,553,019,363 won.
33

 One can easily infer that the effect of earnings management is 

economically significant. 

 

V.3 Robustness Tests and Additional Analyses 

Discretionary Accruals after Ownership Transfers 

If the reduction of discretionary accruals during the valuation years occurs due to tax 

planning for ownership transfers, the discretionary accruals of the EM sample would not 

be different from the NEM sample after the valuation period. Table 9 shows the 

                                            
33 Using the median values for total assets, no.of outstanding shares, and no.of transferred shares, 
the predicted tax benefit per share (transaction) is 1,673 (491,828,560) won. See Appendix 3 

Table A3.2. 
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discretionary accruals after ownership transfers. Year t (event year) and year t+1 (the 

next year) are not related to the valuation of stocks using AVM. For DAC and ADJDAC 

in columns (1) and (2), TR coefficients for year t and year t+1 are not statistically 

significant and not even negative, supporting my hypotheses.  

 

[Insert Table 9 about here] 

 

Effect of Change in Loan amount  

When firms need to increase debt, higher reported earnings in the financial 

statement may be required by creditors. I use bank loans among the various debt types 

because most firms in my sample use bank loans. I examine the effect of loan amount 

change on the income-decreasing earnings management behavior of controlling 

shareholders. Table 10 shows the results of the regression model including CLOAN 

(Loan change/lagged assets) and TR*CLOAN, the interaction term of TR and CLOAN. 

The positive coefficient of CLOAN implies that discretionary accruals are higher for 

firms with a greater increase in bank loans. The negative coefficient of TR*CLOAN 

indicates that the positive effect of loan increase on the level of discretionary accruals is 

mitigated by the presence of ownership transfer events. However, for the EM sample, 

the negative effect of TR on discretionary accruals is still greater than the positive effect 

of CLOAN.
34

 The results in Table 10 suggest that tax-induced incentives for income-

                                            
34 The mean CLOAN is 0.013. 
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decreasing earnings management may outweigh debt-contractual incentives, one of the 

most common incentives for income-increasing earnings management. 

 

[Insert Table 10 about here] 

 

VI. Conclusion 
 

The controlling shareholders of Chaebols frequently use private subsidiary firms 

to transfer their corporate ownership to the next generation of family members. 

Controlling shareholders increase their children’s ownership or the ownership of related 

parties of private firms by the means of stock gifts, sales, and issuance of new shares. 

This process may incur gift tax if their children receive any economic benefit from those 

transactions, and measuring such economic benefits require the valuation of unlisted 

stocks for gift tax purposes. AVM, which is an explicit function of earnings of three 

years prior to transactions, is used to measure the value of unlisted stocks. I hypothesize 

that controlling shareholders will engage in earnings management to reduce gift tax. 

Using the hand-collected sample of 87 ownership transfer transactions for the period 

between 2005 and 2014, I find the evidence of income-decreasing earnings management 

during the valuation years. Furthermore, the earnings management is found to be more 

evident in the year immediately preceding the year of ownership transfer. This paper has 

implications to tax policy makers by providing evidence that the valuation rule of 

unlisted stocks for gift tax purposes incentivize controlling shareholders to manipulate 
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earnings reported. Finally, I acknowledge that this paper has a limitation of using 

accounting income as a proxy for taxable income, which is subject to measurement error.  
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Appendix 1 
 
Table A1 

Inheritance and gift tax rates 

 

Tax base  Inheritance and gift tax rates 

Not more than KRW100 million 10% 

KRW100 million  

      ~ KRW 500 million 

KRW10 million +20% x the excess over 

KRW100 million 

KRW500 million  

      ~ KRW 1 billion 

KRW90 million +30% x the excess over 

KRW500 million  

KRW1 billion  

      ~ KRW 3 billion 

KRW240 million +40% x the excess over 

KRW1 billion 

More than KRW3 billion 
KRW1.04 billion +50% x the excess over 

KRW3 billion 
This table presents the estate and gift tax rates under the Inheritance and Gift tax law. 
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Appendix 2 
 
Table A2 

Variable Definition 

 

Variable Definition 
ADJDAC The performance-adjusted discretionary accruals in year y divided 

by the lagged total assets 

DAC discretionary accruals estimated from the modified Jones (1991) 

model in year y  

TR(y) Dummy variable that indicates which year of the valuation period 
the observation year is, such that TR(t-1) is 1 if the observation year 

is one year before the ownership transfer and zero otherwise, and 

the same applies for TR(t-2) and TR(t-3).  
LEV Leverage, measured as total liabilities over total asset; 

CFO Operating cash flows, measured as the difference between operating 
income and total accruals in year y scaled by the lagged total assets 

SIZE Firm size measured as the natural logarithm of the firm’s total assets 

in year y 

TA 

REV 

AR 

PPE 

A 

Total accruals measured as net income less operating cash flows in 

year y 

Change in net sales 

Change in accounts receivables 

Gross property, plant and equipment excluding land 

Lagged total assets 

ACC1 Total accruals measured as net income less operating cash flows in 
year y 

SGRW Growth measured as one-year growth in sales 

LOSSTM1 Loss incurrence defined as a dummy variable that equals 1 if a firm 

reports net loss in the fiscal year y-1, and 0 otherwise; 

CLOAN 

 

TC 

NI 

TO 

CFI 

CFF 

DIV 

LOAN 

INTERESTS 

SALARY 

SEVERANCE 

Loan change calculated as the next period loans (y+1) less the 
current period loans (y), over lagged total assets 

(Total assets – total liabilities)/total assets 

Net income / total assets 

Sales/total assets 

Cash flows from investing activities/total assets 

Cash flows from financing activities/total assets 

Dividend/total assets 

Loan/total assets 

Interest expense/ total assets 

Salary expense /total assets 

Reserve for severance benefits/total assets 

  This table lists the definition of the variables used in my analyses. 
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Appendix 3 
 
Table A3.1 

Calculation of Tax benefits from Earnings Management  

 

Valuation year t-3 t-2 t-1 
 

1.Difference in DAC (a) -0.0209 0 -0.0288 
 

2.Mean lagged assets (b) 
 

0 
 

188,953,894,024 

3.Reduction in net income 

(c=a*b) 
-3,949,136,385 0 

-
5,441,872,1

48 
 

Calculation of the reduction in 

AV (=0.6*EBV+0.4*NAV)  
0 

  

4.Mean no. of outstanding 

shares (d)    
6,294,865 

5.Reduction in EPS(e=c/d) -627.36 0 -864.49 
 

6.Weight(f) 1/6 2/6 3/6 
 

7.Reducton in weighted 

EPS(=e*f) 
-104.56 0 -432.25 

 

8. g= Σe*f 
   

-537 

9. Capitalization rate (i) 
   

0.1 

 

 

 

 

 

 
 

 

 

 

 

 

 

 

 

The first row ‘1.difference in DAC (a)’ shows the regression coefficients on TR(t-3), TR(t-2), and 

TR(t-1) from  Panel A of Table 5. For the AVM formula, refer to equations (1) and (2). This 

calculation table shows an approximation for tax benefits that controlling shareholders may 

obtain from the income-decreasing earnings management. On average, it is predicted that 

controlling shareholders would save 1,718 won in gift tax per each transferred share, assuming 

the 50% tax rate. Using the mean number of transferred shares, the tax benefit per transaction is 

predicted to be 1,553,019,363 won.  

10. Reduction in Earnings-Based Value 

(per share)(h=g/i) 
-5,368 

11. Reduction in Net Assets Value  (per 

share)(h1=g) 
-537 

12. Reduction in Tax Base 

(j=0.6*h+0.4*h1) 
-3,436 

13.Tax rate(k) 0.5 

14.Tax benefit per share(m=k*j) -1,718 

15. Mean no. of transferred shares(n) 904,084 

16.Tax benefit per transaction(=m*n) -1,553,019,363 
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Table A3.2 

Calculation of Tax benefits from Earnings Management  

 

Valuation year t-3 t-2 t-1 
 

1.Difference in DAC (a) -0.0209 0 -0.0288 
 

2.Median lagged assets (b) 
 

0 
 

58,465,270,000 

3.Reduction in net income 

(c=a*b) 
-1,221,924,143 0 

-
1,683,799,7

76 
 

Calculation of the reduction in 

AV (=0.6*EBV+0.4*NAV)  
0 

  

4.Median no. of outstanding 

shares (d)    
2,000,000 

5.Reduction in EPS(e=c/d) -610.96 0 -841.90 
 

6.Weight(f) 1/6 2/6 3/6 
 

7.Reducton in weighted 

EPS(=e*f) 
-101.83 0 -420.95 

 

8. g= Σe*f 
   

-523 

9. Capitalization rate (i) 
   

0.1 

 
 

 

 

 

 

 

 

 

 

 

 

 
 

 

The first row ‘1.difference in DAC (a)’ shows the regression coefficients on TR(t-3), TR(t-2), and 

TR(t-1) from  Panel A of Table 5. For the AVM formula, refer to equations (1) and (2). This 

calculation table shows an approximation for tax benefits that controlling shareholders may 

obtain from the income-decreasing earnings management. Using the median values for lagged 

assets and the number of outstanding shares, it is predicted that controlling shareholders would 

save 1,673 won in gift tax per each transferred share, assuming the 50% tax rate. Using the 

median number of transferred shares, the tax benefit per transaction is predicted to be 

491,828,560 won. 

10. Reduction in Earnings-Based Value 

(per share)(h=g/i) 
-5,228 

11. Reduction in Net Assets Value  (per 

share)(h1=g) 
-523 

12. Reduction in Tax Base 

(j=0.6*h+0.4*h1) 
--3,346 

13.Tax rate(k) 0.5 

14.Tax benefit per share(m=k*j) -1,673 

15. Median no. of transferred 

shares(n) 

294,000 

16.Tax benefit per transaction(=m*n) - 491,828,560 
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Table 1  

Chronology of the Valuation Rule (AVM) for Taxation of Stocks of Private 

Companies 

 

Period Valuation Rule 

Revised in 1967  
(Implemented 1968.1.1) 

Introduction of valuation of unlisted 
shares: Based on Net Assets Value 

Revised in 1973 

(Implemented 1973.4.24) 

Based on Earnings-based value 

Revised in 1986  
(Implemented 1987.1.1) 

Valuation conducted as arithmetic 
average of Net Assets Value and 

Earnings-based value 

Revised in 1996  

(Implemented 1997.1.1) 

Valuation for firms with over 50% of 

assets in real estate conducted as Net 
Assets Value 

Revised in 1999 

(Implemented 2000.1.1) 

The higher value of either Earnings-

based value or Net Assets Value 

Revised in 2003  

(Implemented 2004.1.1 - current) 

Weighted average of Earnings-based 

value and Net Assets Value with ratio 

of 3:2. (For firms with over 50% of 

assets in real estate, the ratio is set as 

2:3).  

Revised in 2012  

(Implemented 2012.2.2 - Current)  

Valuation for firms with over 80% of 

assets in real estate conducted as Net 

Assets Value 

Source: The Inheritance Tax and Gift Tax Act Enforcement Decree Article 54, the valuation 

of shares of   unlisted firms 
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Table 2  

Sample Selection Criteria 

 
Panel A 

Years   2005.4 – 2014 

 

Ownership Transfer Transactions  
                192 

 

Delete firms whose stock code is not available on Fnguide or 
Kisline 

 

Delete firms without required information on financial data  

from Fnguide 

 

Delete firms whose real-estate assets exceed 80% of total assets 

(for the transactions after 2012). 

 

(7) 
 

 

(96) 
 

 

(2) 
 

  

Final sample                                                
                                             

       87                    

 
Panel B 

Type Frequency Proportion 

Sales 43 49.4% 

Gifts 20 23.0% 

Issuance of new shares 24 27.6% 

 87 100% 
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Table 3 

Sample Distributions 

 

Panel A: Distribution of transactions by Year 

Year Frequency Percentage 

2005 10 10.7 

2006 6 7.1 

2007 8 9.5 

2008 5 6 

2009 4 4.8 

2010 9 10.7 

2011 12 13.1 

2012 5 6 

2013 14 16.7 

2014 14 15.5 

Total 87        100 

This table presents the distribution of ownership transfer transactions of private firms across year.  

Panel B: Distribution of the sample firms by Industry  
Industry 

Code Industry Description No. of firms % 

11 Manufacture of Beverages 3 3.4 

20 Manufacture of chemicals and chemical products except 

pharmaceuticals and medicinal chemicals 

8 9.2 

24 Manufacture of Basic Metal Products 3 3.4 

26 Manufacture of Electronic Components, Computer, Radio, 

Television, Communication Equipment and Apparatuses 

5 5.7 

30 Manufacture of Motor Vehicles, Trailers and Semitrailers 5 5.7 
41 General Construction 4 4.6 

42 Special Trade Construction 3 3.4 

46 Wholesale Trade and Commission Trade, except for Motor 

Vehicles and Motorcycles 

9 10.3 

47 Retail Trade, except for Motor Vehicles and Motorcycles 5 5.7 

58 Publishing activities 7 8.0 

60 Broadcasting 2 2.3 

61 Telecommunications 2 2.3 

62 Computer programming, consultancy and related activities  4 4.6 

91 Sports activities and amusement activities 4 4.6 

    

Total  64 100.0 

This table presents the distribution of the sample firms by Industry. The industry code is based on 

the KRX industry code. The number of total observations is 64 because the sample covers 87 

transactions of 64 different firms.  
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Table 4  

EBV (Earnings Based Value) and NAV (Net Assets Value) 

 

Variable  N Mean Std. Dev. Q1 Median Q3 

  Panel A: NEM 

EPS(t-3) 6,212 4,409 10,705 0 439 3,118 

EPS(t-2) 6,212 5,379 12,480 0 875 4,185 

EPS(t-1) 6,212 5,299 12,139 0 862 4,083 

EBV 6,212 327,701 729,255 10,603 67,015 261,155 

NAV(t-3) 5,295 41,012 87,306 4,641 11,920 35,100 

NAV(t-2) 6,205 42,584 92,184 4,601 12,117 35,979 

NAV(t-1) 6,210 46,357 102,308 4,597 12,774 39,416 

  Panel B: EM 

EPS(t-3) 84 2,242 4,671 0 26 2,408 

EPS(t-2) 84 3,613 8,480 0 200 2,794 

EPS(t-1) 84 3,363 6,390 0 148 2,553 

EBV 84 211,707 411,028 0 32,776 170,330 

NAV(t-3) 72 25,213 38,806 2,704 9,485 32,578 

NAV(t-2) 84 23,049 43,522 1,176 6,988 28,522 

NAV(t-1) 84 20,653 48,339 718 8,208 28,001 

This table presents the distributions of EPS (Earnings Per Share), EBV (Earnings-Based Value), 

and NAV (Net Assets Value) over the three years (valuation period) prior to the year of ownership 

transfer for both the NEM and EM sample. Panel A is the distribution of the NEM sample (firm-

year observations of the entire private Chaebol firms excluding the EM sample, for which 

earning management is not likely.), and Panel B is the distribution of the EM sample (firm-year 

observations of ownership transfer firms for which earnings management is likely.) 
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Table 5 

Distributions of Key Financial Variables over the Three Years (Valuation Period) 

prior to the Year of Ownership Transfer 

 

Variable  N Mean Std. Dev 1Q Median Q3  N Mean Std. Dev Q1 Median Q3 

  Panel A: NEM    Panel B: EM 

TA(t-3) 5,728 -0.037 0.100 -0.093 -0.032 0.021   81 -0.048 0.123 -0.109 -0.032 0.027 

TA(t-2) 6,208 -0.035 0.098 -0.091 -0.031 0.021   84 -0.066 0.116 -0.120 -0.040 0.004 

TA(t-1) 6,208 -0.040 0.095 -0.093 -0.034 0.016   84 -0.080 0.133 -0.145 -0.056 0.001 

TC(t-3) 5,731 0.428 0.245 0.252 0.419 0.607   81 0.379 0.284 0.130 0.392 0.633 

TC(t-2) 6,208 0.430 0.248 0.250 0.420 0.614   84 0.340 0.301 0.096 0.338 0.576 

TC(t-1) 6,208 0.434 0.254 0.255 0.428 0.623   84 0.311 0.320 0.060 0.313 0.546 

LEV(t-3) 5,731 0.572 0.245 0.393 0.581 0.748   81 0.621 0.284 0.367 0.608 0.870 

LEV(t-2) 6,208 0.570 0.248 0.386 0.580 0.750   84 0.660 0.301 0.424 0.662 0.904 

LEV(t-1) 6,208 0.566 0.254 0.377 0.572 0.745   84 0.689 0.320 0.454 0.687 0.940 

NI(t-3) 5,732 0.033 0.079 -0.002 0.032 0.078   81 0.000 0.094 -0.059 0.009 0.058 

NI(t-2) 6,208 0.030 0.081 -0.003 0.030 0.076   84 -0.027 0.132 -0.077 0.010 0.057 

NI(t-1) 6,208 0.026 0.083 -0.005 0.028 0.073   84 -0.041 0.153 -0.104 0.003 0.056 

TO(t-3) 5,638 1.212 0.920 0.471 1.029 1.740   79 1.019 0.827 0.339 0.892 1.732 

TO(t-2) 6,208 1.189 0.909 0.447 1.010 1.713   84 0.984 0.840 0.232 0.861 1.434 

TO(t-1) 6,208 1.217 0.914 0.487 1.035 1.730   84 1.004 0.803 0.192 0.888 1.663 

SGRW(t-3) 5,064 0.204 0.371 0.003 0.110 0.283   71 0.123 0.270 -0.038 0.094 0.235 

SGRW(t-2) 5,638 0.193 0.366 -0.003 0.104 0.267   79 0.207 0.391 -0.026 0.107 0.354 

SGRW(t-1) 6,208 0.164 0.322 -0.013 0.091 0.246   84 0.226 0.454 -0.016 0.089 0.327 

This table presents the distributions of key financial variables over the three years (valuation 

period) prior to the year of ownership transfer. Panel A is the distribution of the NEM sample 

(firm-year observations of entire private Chaebol firms except EM sample for which earning 

management is not likely.), and Panel B is the distribution of the EM sample (firm-year 

observations of ownership transfer firms for which earnings management is likely.). See 

Appendix 2 for the detailed definition of the variables. 
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Table 6 

Distributions of Additional Financial Information from Cash Flow Statements and 

Income Statements over the Three Years (Valuation Period) prior to the Year of 

Ownership Transfer 

 

Variable  N Mean Std. Dev 1Q Median Q3  N Mean Std. Dev Q1 Median Q3 

  Penal A: NEM   Panel B: EM 

CFO(t-3) 5,729 0.068 0.115 -0.001 0.059 0.136   81 0.041 0.120 -0.012 0.037 0.100 

CFO(t-2) 6,208 0.063 0.114 -0.002 0.055 0.131   84 0.040 0.143 -0.050 0.021 0.119 

CFO(t-1) 6,208 0.065 0.108 0.000 0.056 0.130   84 0.028 0.140 -0.051 0.021 0.118 

CFI(t-3) 5,713 -0.096 0.125 -0.149 -0.059 -0.011   81 -0.101 0.153 -0.194 -0.055 0.003 

CFI(t-2) 6,185 -0.085 0.111 -0.138 -0.053 -0.009   84 -0.125 0.144 -0.233 -0.094 -0.012 

CFI(t-1) 6,187 -0.069 0.096 -0.120 -0.045 -0.006   84 -0.058 0.119 -0.113 -0.047 0.001 

CFF(t-3) 5,068 0.039 0.149 -0.041 -0.001 0.089   72 0.066 0.195 -0.048 0.000 0.126 

CFF(t-2) 5,423 0.030 0.132 -0.042 -0.002 0.083   73 0.106 0.181 -0.022 0.069 0.177 

CFF(t-1) 5,397 0.008 0.111 -0.050 -0.006 0.058   76 0.036 0.195 -0.032 0.022 0.135 

DIV(t-3) 5,733 0.005 0.011 0.000 0.000 0.002   81 0.003 0.007 0.000 0.000 0.000 

DIV(t-2) 6,208 0.005 0.011 0.000 0.000 0.002   84 0.004 0.010 0.000 0.000 0.000 

DIV(t-1) 6,208 0.006 0.013 0.000 0.000 0.003   84 0.002 0.005 0.000 0.000 0.000 

LOAN(t-3) 5,733 0.193 0.216 0.000 0.111 0.333   81 0.193 0.210 0.000 0.121 0.287 

LOAN(t-2) 6,208 0.193 0.217 0.000 0.110 0.334   84 0.220 0.224 0.017 0.150 0.339 

LOAN(t-1) 6,208 0.189 0.218 0.000 0.101 0.329   84 0.226 0.223 0.023 0.145 0.370 

INTERESTS(t-3) 4,761 0.018 0.016 0.004 0.014 0.027   70 0.021 0.021 0.005 0.013 0.027 

INTERESTS(t-2) 5,152 0.018 0.016 0.004 0.014 0.027   75 0.022 0.024 0.005 0.014 0.030 

INTERESTS(t-1) 5,153 0.019 0.017 0.004 0.014 0.028   76 0.023 0.024 0.005 0.015 0.035 

SALARY(t-3) 5,611 0.050 0.054 0.013 0.031 0.064   81 0.058 0.064 0.016 0.031 0.068 

SALARY(t-2) 6,092 0.050 0.055 0.013 0.031 0.064   84 0.055 0.058 0.016 0.032 0.073 

SALARY(t-1) 6,092 0.051 0.055 0.013 0.031 0.064   83 0.053 0.051 0.014 0.037 0.079 

SEVERANCE(t-3) 5,401 0.035 0.038 0.007 0.020 0.046   76 0.043 0.054 0.007 0.021 0.055 

SEVERANCE(t-2) 5,840 0.033 0.037 0.007 0.019 0.044   83 0.039 0.050 0.007 0.020 0.060 

SEVERANCE(t-1) 5,820 0.032 0.036 0.006 0.018 0.043   82 0.038 0.042 0.008 0.021 0.055 

This table presents the distributions of additional financial variables from cash flow statements 

and income statements over the three years (valuation period) prior to the year of ownership 

transfer. Panel A is the distribution of the NEM sample (firm-year observations of entire private 

Chaebol firms except EM sample, for which earning management is not likely.), and Panel B is 

the distribution of the EM sample (firm-year observations of ownership transfer firms for which 

earnings management is likely.). See Appendix 2 for the detailed definition of the variables. 
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Table 7   

Descriptive Statistics for Variables:  

 

EM sample (valuation year y=t-1,t-2, and t-3, n=218) and NEM sample (n=7,021) 

Variable Mean Std. Dev. Q1 Median Q3 

Panel A : EM      

ADJDAC -0.0155 0.0983 -0.0741 -0.0063 0.0442 

DAC -0.0208 0.1005 -0.0824 -0.0055 0.0396 

LEV 0.6601 0.3015 0.4243 0.6652 0.9241 

CFO 0.0499 0.1526 -0.0260 0.0384 0.1200 

SIZE 24.9562 1.3479 23.8652 24.7282 26.0505 

ACC1 -0.0548 0.1195 -0.1017 -0.0338 0.0040 

SGRW 0.2062 0.5122 -0.0204 0.0947 0.2845 

LOSSTM1 0.3670 0.4831 0.0000 0.0000 1.0000 

Panel B : NEM     

ADJDAC -0.0019 0.0895 -0.0437 0.0000 0.0440 

DAC -0.0028 0.0915 -0.0458 0.0000 0.0438 

LEV 0.5701 0.2484 0.3862 0.5800 0.7503 

CFO 0.0737 0.1353 0.0009 0.0616 0.1447 

SIZE 25.0064 1.4451 23.8582 24.7920 25.9431 

ACC1 -0.0367 0.1142 -0.0922 -0.0324 0.0203 

SGRW 0.2225 0.5917 -0.0142 0.0918 0.2491 

LOSSTM1 0.2612 0.4393 0.0000 0.0000 1.0000 

This table presents the descriptive statistics for variables used in our analyses. Panel A and Panel 

B report the basic statistics of the variables used in eq.(5) for the EM sample (firm-year 

observations of ownership transfer firms for which earnings management is likely.) and the NEM 

sample (firm-year observations of entire private Chaebol firms excluding the EM sample, for 

which earning management is not likely.), respectively. See Appendix 2 for the detailed definition 

of the variables. Sample period is 2002-2013 because sample period for y=t is 2005-2014. 
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Table 8  

Discretionary Accruals Prior to Ownership Transfers 

 

Panel A: Full Sample 
 (1) (2) 
Variables DAC ADJDAC 

   

TR(t-1) -0.0288*** -0.0252*** 

 (-2.81) (-2.59) 
TR (t-2) -0.0056 -0.0026 

 (-0.53) (-0.26) 

TR (t-3) -0.0209* -0.0191* 

 (-1.91) (-1.86) 
LEV -0.0000 0.0000 

 (-0.07) (0.09) 

CFO -0.3915*** -0.4216*** 

 (-30.04) (-33.98) 

SIZE -0.0017* -0.0020** 

 (-1.84) (-2.35) 

ACC1 0.0218* 0.0244** 

 (1.88) (2.24) 

SGRW 0.0130*** 0.0123*** 

 (7.09) (7.16) 
LOSSTM1 -0.0494*** -0.0386*** 

 (-17.96) (-15.03) 

Constant 0.0852*** 0.0898*** 

 (3.67) (4.03) 

Industry dummy Included Included 

Year dummy Included Included 

   

Observations 7,239 7,239 

Adjusted R-squared 0.291 0.345 

This table reports the effect of stock transfer on discretionary accruals prior to stock transfer. The 

dependent variable in Column (1), DACC, is discretionary accruals from the Jones model. The 

dependent variable in Column (2), ADJDAC, is defined as performance-adjusted discretionary 

accruals. The definitions of other variables are included in Appendix 2, Table A2.  *, **, *** 

indicates statistical significances at the 10 percent, 5 percent, and 1 percent level, respectively. 

The t-statistics of the coefficients are in the parentheses. The standard errors are clustered by firm. 
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Panel B: PSM Sample 
 

 (1) (2) 

Variables DAC  ADJDAC 

   

TR(t-1) -0.0372** -0.0372** 

 (-2.18) (-2.48) 
TR (t-2) -0.0012 -0.0004 

 (-0.04) (-0.02) 

TR (t-3) -0.0615 -0.0561* 

 (-1.53) (-1.68) 

LEV 0.0015 0.0020* 

 (1.13) (1.71) 
CFO -0.5048*** -0.5759*** 

 (-8.10) (-11.71) 

SIZE 0.0117* 0.0079 

 (1.75) (1.34) 
ACC1 -0.0884 -0.0896 

 (-1.31) (-1.63) 

SGRW 0.0395*** 0.0358*** 

 (2.84) (2.82) 

LOSSTM1 -0.0893*** -0.0679*** 

 (-4.62) (-3.94) 
   

Constant -0.2942* -0.1875 

 (-1.71) (-1.20) 

Industry dummy Included Included 

Year dummy Included Included 

   

Observations 156 156 

Adjusted R-squared 0.581 0.655 

This table reports the effect of stock transfers on discretionary accruals prior to stock transfers by 

using propensity score matching (PSM). I estimate a logit propensity-score model for the TR 

variable using all control variables in the main regression (equation (5)) as independent variables. 

I obtain the PSM matched sample using the estimated propensity scores. The dependent variable 

in Column (1), DAC, is discretionary accruals from the modified Jones model. The dependent 

variable in Column (2), ADJDAC, is defined as performance-adjusted discretionary accruals. The 

definitions of other variables are included in Appendix 2, Table A2. *, **, *** indicates statistical 

significance at the 10 percent, 5 percent, and 1 percent level, respectively. The t-statistics of the 

coefficients are in the parentheses and the standard errors are clustered by firm. 
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Table 9  

Discretionary Accruals after Ownership Transfers  

 
 (1) (2) 

VARIABLES DAC  ADJDAC 

   

TR(t) 0.0033 0.0046 

 (0.33) (0.50) 
TR (t+1) 0.0013 0.0015 

 (0.13) (0.15) 

LEV 0.0002 0.0002 

 (0.65) (0.75) 

CFO -0.3952*** -0.4270*** 

 (-29.08) (-32.90) 
SIZE -0.0019** -0.0024*** 

 (-2.19) (-2.89) 

ACC1 0.0344*** 0.0354*** 

 (2.76) (3.02) 
SGRW 0.0110*** 0.0104*** 

 (6.26) (6.35) 

LOSSTM1 -0.0491*** -0.0372*** 

 (-17.20) (-14.08) 

Constant 0.1014*** 0.1112*** 

 (4.35) (4.92) 
Industry dummy Included Included 

Year dummy Included Included 

   

Observations 6,657 6,657 

Adjusted R-squared 0.290 0.345 

This table reports the level of discretionary accruals after the valuation period (y=t-1, t-2, t-3) of 

stock transfers. The dependent variable in Colum (1), DAC, is discretionary accruals from the 

modified Jones model. The dependent variable in Colum (2), ADJDAC, is performance-matched 

discretionary accruals. The definitions of other variables are included in Appendix 2, Table A2. *, 

**, *** indicates statistical significance at the 10 percent, 5 percent, and 1 percent level, 

respectively. The t-statistics of the coefficients are in the parentheses and the standard errors are 

clustered by firm. 
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Table 10  

The Effect of Change in Loan amount  

 

 (1) (2) 

Variables DAC ADJDAC 

   

TR -0.0301*** -0.0248** 

 (-2.64) (-2.48) 

TR*CLOAN -0.2553*** -0.2372*** 

 (-3.04) (-3.30) 

CLOAN 0.1051*** 0.1027*** 

 (3.00) (3.26) 

LEV 0.0002 0.0003 

 (0.60) (1.03) 

CFO -0.5132*** -0.5567*** 

 (-35.39) (-41.31) 
SIZE -0.0028*** -0.0035*** 

 (-2.68) (-3.57) 

ACC1 0.0210 0.0238* 

 (1.54) (1.95) 
SGRW 0.0168*** 0.0153*** 

 (7.64) (7.56) 

LOSSTM1 -0.0656*** -0.0493*** 

 (-19.60) (-16.31) 

Constant 0.1263*** 0.1510*** 

 (4.66) (5.88) 
Industry dummy Included Included 

Year dummy Included Included 

   

Observations 6,403 6,403 

Adjusted R-squared 0.399 0.476 

This table reports the effect of loans change on discretionary accruals in valuation year y=t-1, one 

year before stock transfer. The dependent variables in columns (1) and (2) are discretionary 

accruals from the modified Jones model (DAC) and performance-adjusted discretionary accruals 

(ADJDAC), respectively. The loans change (CLOAN) is defined as the next period loans (y+1) 

less the current period loans (y), over lagged total assets. The mean CLOAN is 0.013. The 

definitions of other variables are included in Appendix 2, Table A2. *, **, *** indicates statistical 

significance at the 10 percent, 5 percent, and 1 percent level, respectively. The t-statistics of the 

coefficients are in the parentheses and standard errors are clustered by firm. 
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국문초록 

 

주식양도에 관한 연구 

    본 학위논문은 주식양도에 관한 두 편의 세부논문으로 구성되어 있다. 

국내기업의 지배주주들은 대체로 소유지분과 경영권을 자녀들에게 

승계하려는 경향을 보이고 주식양도가 승계과정에서 자주 사용된다. 첫 번째 

논문에서는 상장기업의 주식을 지배주주가 자녀들에게 증여하는 경우 이를 

주식투자자들이 어떻게 평가하는지를 조사하였고, 두 번째 논문에서는 재벌 

비상장 회사의 지배주주가 소유지분을 자녀들에게 증여,매각,신주발행 등을 

이용하여 양도할 때 조세부담을  경감하기 위해 이익이나 순자산을 감소시킬 

유인이 있는지를 검증하였다. 

 첫 번째 논문의 주요결과는 지배주주의 주식증여 공시에 대해 주식 

시장이 양(+)의 반응을 보인다는 것이다. 주식투자자들은 지배주주의 

주식증여공시를 통해 증여시점에 주가가 저평가되어 있다는 정보를 얻게 

되고 이는 주가반등으로 나타난다. 이러한 투자자반응을 설명하기 위해 

추가분석에서 지배주주의 증여세 절감전략의 경제적 유의성을 보였다. 

이러한 발견은 지배주주에게 증여시기를 주가가 저평가된 시점으로 

조정하여(timing) 증여세를 경감할 유인이 있다는 것을 주식투자자들이 

인지하고 있다는 점을 시사한다.  

두 번째 논문의 주요결과는 지배주주가 소유지분 양도 시 발생할 수 있는 

증여세를 줄이기 위해 이익을 감소시키려는 유인이 존재한다는 것이다.  

시장가격정보를 얻을 수 없는 비상장 기업의 주식가치는 대체로 보충적 

평가방법에 의해 결정된다. 보충적 평가에 의한 주식가치는 순손익가치와 

순자산가치의 가중평균이므로, 지배주주는 기업의 보고이익을 일시적으로 
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줄여서 주식가치를 감소시키고 결과적으로 증여세를 경감시키려는 유인을 

갖게 된다. 이 논문에서는 지배주주 소유지분변동공시가 의무인 재벌 비상장 

기업의 data 를 이용하여, 지분양도 이전에 회계연도의 이익을 줄이는 

경향이 있는 것을 확인하였다.  이러한 경향은 지분양도시점과 가까운 

회계연도에 대하여 더욱 강하게 나타났다. 또한, 회귀분석결과를 이용하여 

음의 이익조정을 통한 조세절감효과를 예측하였다. 이러한 발견은 현재 

상증법상의 주식가치평가방법이 최대주주에게 조세절감을 위하여 기업의 

회계정보를 왜곡시키는 유인을 줄 수 있다는 점을 보임으로써 조세정책에 

대한 시사점이 있다.  

 

주요어: 주식증여; 증여세; 시장반응; 지배주주; 재벌; 이익조정; 지분 양도; 

보충적 평가 방법  
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