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Incremental Effect and Determinants of Equity to
Shareholders in Regal Management

Ho-Jung Kang* - Kap-Soon Kim**

Abstract

Legal management is a law system freezing liabilities to prevent the liquidation of a
viable firm and guarantee its activity. By acceptance of legal management by a court, A
viable firm can increase firm value in condition free from the financial pressure of early
repayment of principal and interest.

In case of firms filing legal management, the market value of its assets exceeds the face
value of its debt generally. If the firm is liquidated, claimants receive payments in order
of priority. Stockholders are no payment in principle because they have the lower priority.
But entering legal management, shareholders receive some payment. We call this
phenomenon the deviations from absolute priority. Absolute priority deviations are common
in legal management.

This study focuses on incremental effect and determinants of equity to shareholders by
wealth transfer from creditors to stockholders in the process of legal management.

The main results of this study can by summarized as follows.

First, the incremental effect of equity to shareholders is common in the sample of this
study. The sample contains 30 listing firms that filed for legal management and had
confirmed their reorganization plans.

Second, the results of the regression model analyzing the determinants of incremental
equity to shareholders in legal management show that it is negative related to the
solvency(total debt/total asset), firm size, and ratio of small shareholders significantly.

Key Words: Legal Management, Reorganization Plan, Absolute Priority Deviation, Incremental
Equity to Shareholders, Secured Creditors, Unsecured Creditors

* Full Time Instructor, PaiChai University.
** Assistant Professor, Dongguk University.
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but weight of claims for secured creditors and banks and corporate reorganization
period(from filing to confirmation)are not significant.

The result of this study on incremental effect of equity to shareholders by wealth
transfer from creditors to stockholders in the process of legal management is consistent
with empirical studies that absolute priority deviations are common in Chapter 11 of USA.
The determinants of incremental equity to shareholders in the process of legal
management are solvency, firm size, and ratio of small shareholders. But in Chapter 11,
its main determinants are solvency, weight of claims for secured creditors and banks,
degree of delay by manager.

This result differs from empirical studies on Chapter 11 of USA in that incremental
equity to shareholders in legal management is decided by solvency, firm size, and ratio of
small shareholders than option to delay bargaining given to stockholders.
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