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JEL Abstract We analyze the effect of two types of corporate diversification (business diversifi-

CLASSIFICATION cation and ownership diversification) on the market value of the Chilean firms. For a sample

G30; of 83 nonfinancial firms listed on the Santiago Stock Market from 2005 to 2013, we find a dis-

G32; count for both business and ownership diversification, which is consistent with that reported

G34 for other economic or institutional settings. Second, we find that the business diversification
discount is related to the ownership structure and is due to the excess of the largest share-

KEYWORDS holders’ control rights. Third, we find that the ownership diversification discount becomes

Business a premium when the ownership diversification enables the control of the affiliated firms. This

diversification; effect can be explained by the improvement of internal capital markets that allows overcoming

Chile; the limitations of Chilean external capital markets.

Emerging © 2014 ACEDE. Published by Elsevier Espafa, S.L.U. This is an open access article under the CC

Latin-American BY-NC-ND license (http://creativecommons.org/licenses/by-nc-nd/4.0/).
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Introduction

The allegedly beneficial or detrimental effects of diversifi-
cation on the value of the firm have remained in the core of
the business research for long time (Tong, 2011). Recent lit-
erature on corporate governance and finance has underlined
the effect of corporate ownership, showing that the cor-
porate diversification discount is more pronounced among
firms with low managerial ownership and controlled by dom-
inant shareholders (Aggarwal and Samwick, 2003; Laeven
and Levine, 2007). Nevertheless, the effect of pyramidal
ownership structures, which amplify the control of dominant
shareholders, is not yet clear.

Using this control enhancing mechanism, the involved
shareholders can engage in diversification strategies by
drawing a control chain that enable them to achieve con-
trol benefits and maximize the value of the base? company
of the chain at the expense of the minority shareholders
of the subsidiary firms (Claessens et al., 2000; Faccio and
Lang, 2002; Laeven and Levine, 2008; Ruiz-Mallorqui and
Santana-Martin, 2009).

The effect of the ownership structure on the relation
between diversification and firm value can be more relevant
in institutional frameworks where the investor protection is
weak (La Porta et al., 1998, 1999). The previous research is
inconclusive and has led to a need for researchers examin-
ing how diversification strategy affects firm performance in
different institutional environments and market conditions
(Lodh et al., 2014; Yigit and Behram, 2013). Prior studies
have focused on developed markets and East Asia emerg-
ing countries. However, the literature on emerging South
American economies is lacking.

We focus on the Chilean context due to some spe-
cific institutional features that makes an interesting case
analysis. These characteristics are substantially differ-
ent compared to other developed countries and emerging
economies in which the literature has shown the existence
of a diversification discount (Berger and Ofek, 1995; Campa
and Kedia, 2002; Hoechle et al., 2012; Lang and Stulz, 1994;
Lins and Servaes, 1999; Rajan et al., 2000).

First, Chile is an emerging economy with a bank-oriented
corporate system, where banks play an important role in
comparison with the capital markets (Fernandez et al.,
2010; Fernandez, 2005). Even the firms belonging to eco-
nomic groups or holdings, despite of having developed
internal capital markets, keep a close long-run relation with
the banks or own a bank in their economic groups (Majluf
et al., 1998). Despite of the small size of the Chilean capital
markets, compared with other South American countries,
Chile presents a lower country-risk premium, lower corrup-
tions levels, and open financial markets.

Second, partially explained by the political process at
the second half of the 80s® and as a natural response of
the historical less enforcement of law, Chilean firms present
a high ownership concentration, primarily in the hands of

2 Base company is defined as the firm that invests in the ownership
of other companies.

3 This phenomenon, called *‘popular capitalism’’, resulted in the
privatization of several of the most important firms in stock mar-
kets.

individual shareholders or well-diversified conglomerates,
that give rise to pyramidal structures (Hachette, 2000;
Larrain and Vergara, 2000; Lefort and Gonzalez, 2008; Lefort
and Walker, 2000a, 2000b). Despite the growth of the capital
markets in recent decades, the legal system has not given
enough protection to the investors to avoid these concen-
tration levels. On the contrary, the Chilean legal system has
traditionally operated in a reactive way toward increasing
the protection of existing pension systems administrators
(Iglesias, 2000).

Third, in order to improve corporate governance prac-
tices, Chilean regulators have recently adopted several
capital markets rules as the corporate governance Law (Law
20.382, 2009) and the Law on transactions with related
parties in limited liability firms (Law 18.046, 2010), to
improve the informational transparency about corporate
governance.

Our study analyzes the effect of two types of diversifica-
tion (business diversification and ownership diversification)
on the market value of the Chilean quoted firms. The busi-
ness diversification refers to the firm segments in different
sectors, and the ownership diversification” refers to the firm
holding a fraction of the ownership of other companies. For
a sample of 83 nonfinancial companies listed on the San-
tiago Stock Market from 2005 to 2013, our main result is
the evidence of a discount for both business and ownership
diversification, which is consistent with that reported for
other economic or institutional settings. Second, we find
that the business diversification discount is related to the
ownership structure and is due to the excess of the largest
shareholders’ control rights. Third, we find that the owner-
ship diversification discount becomes a premium when the
diversification enhances the control of other firms. This
effect can be explained by the improvement of internal
capital markets that allow overcoming the limitations of
external capital markets.

Our work contributes to the financial literature in three
ways. First, this study is the first to analyze the impact
of nonrelated diversification on the value of companies in
an emerging South American economy. Second, our results
extend previous works that have analyzed agency problems
from high concentrated ownership structures and weaker
law investor protection (Lefort and Urzla, 2008; Majluf
et al., 2006; Silva and Majluf, 2008). Finally, we use the
method of control chains, which allows to draw the whole
ownership pyramid and to identify the ultimate sharehol-
ders of the firms. Consequently, we compute the difference
between voting rights and control rights that can result in
potential tunneling problems.

The remainder of the paper is organized as follows. The
second section develops the analytical framework, which
includes the literature review and hypotheses development.
The third section provides the description of the study sam-
ple and describes the method and variables used in the
analysis. The fourth section presents the results. The final
section summarizes our main conclusions.

4 Ownership diversification or participation in ownership is defined
as the base firm participation in the ownership of other compa-
nies, which are either subsidiaries or affiliates, in both related and
unrelated industrial segments.



Download English Version:

https://daneshyari.com/en/article/1004311

Download Persian Version:

https://daneshyari.com/article/1004311

Daneshyari.com


https://daneshyari.com/en/article/1004311
https://daneshyari.com/article/1004311
https://daneshyari.com

