AFAT A28d ABE (20154 89Y)

FFe DEcetm ZEeint B

R Srpcheln Zrstt n

x5 Decistn A%k ma

2% & Qe vl FTAS 69 AHISkS AP tee] vl o4 gA08
atefste], 7lEATehe Aol St X}Fr% %L*éﬁ}ﬂ %616}04 0’&% APeIA
AP FAolE ] of e YakE mIAle el sl A5 Btttk
APt FApofE Tl SpaIE dop] Fistef 71%4 HHIOF 22
A7) 8 AR }04 A 5 S WA EABhL ofgAkTS EEst
Ao AT, TAPE A (A sl E Al Ak 719 Hlste], AR
= SRRF (s B Al ke 7]91e] FAlelgo] fefab] Holrl=
SIS PRl < U9l olefet Avks APge] SRl Wt 7)e] Aol ]
At 208, V& dygo] Aol FArelEel miaks Gl tstol
2 =P, 2k Aol A Aolgh AraTkEa A o] AAEAL Gl 7R,

LA lAAe] GO0 QI AR AsP 71 S A6l

O

FT0| MEAEEY FTA, FARCIS OISAHEY, M|

T 20164 02E 16Y

>3 20153 052 13

ZIXHEE 20154 07 22

* WAKRE FA 03063, MBA| Z2F MAHZ 25-2 MARstn AXMSt T E-mail : sharpjin@skku,edu
M3t 02-760-0429
2 A70| thotod oot Ro1n =28 FA LT Y, 93 ual, 2@ uad, datistn ZreiTa
(BT SHATA)0 AZELICE 0] =22 2014E FR(us2)9 WESE St XS Hop &

I RU(INRF-2014S1A5B3060964).

487



Asian Review of Financial Research Vol, 28 No, 3 (August 2015)

Product Market Competition and
Stock Market Returns:

Evidence from the Korea-US Free
Trade Agreement

Doowon Ryu
Doojin Ryu*
Joonho Hwang

Received
Revised
Accepted

Abstract

Ph.D. Candidate, School of Business, Korea University
Professor, Department of Economics, Sungkyunkwan University
Professor, School of Business, Korea University

16 Feb. 2015
13 May 2015
22 Jul. 2015

This study examines how product market competition affects stock market
returns by treating the advent of the Free Trade Agreement (FT'A) between
the United States and South Kortea as an external shock. The relationship
between product market competition and stock returns is unclear. For firms
subject to strong product market competition, investors may demand higher
rates of return to compensate for greater business risk or bankruptcy risk. For
firms that face less market competition, investors may require lower returns
because the business risk and risk of bankruptcy are correspondingly lower.
However, the actual realized returns may not be as expected. Firms subject
to strong market competition may earn low returns because of the stiff
competition in the product market, and firms that face lower product market
competition may earn higher returns because the lower market competition
allows them to generate a steady cash flow.

We are motivated by the limitations of previous studies that measure the
degree of product market competition by market share to construct a CR
(concentration ratio) or HHI (Hirschman-Herfindahl Index). These studies
ignore the possibility that firms in the same industry may have vertical
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relationships; some firms in the industry may not be competitors, but rather cooperators. We take
a new approach by considering how the Korea-US FTA increases market competition for products
supplied by individual companies.

We hypothesize that the decreased tariff resulting from the FT'A induces a more competitive
market environment and that the degree of tariff reduction is related to the degree of competition.
We use the effective date of the FT'A, March 15, 2012. By matching the degree of tariff reduction
resulting from the FT'A with product market sales, we construct a dataset for measuring product
market competition. Specifically, we choose firms in the manufacturing industry that were listed on
the Korea Stock Exchange between 2011 and 2013. We then match the firms’ two highest-selling
products with the tariff change resulting from the FTA. The final sample comprises 714 firms. This
unique data design reduces the biases that have often produced confounding effects and
inconsistent empitical results in previous studies.

We classify firms into a high-tariff-change group (the treatment group) and a low-tariff-change
group (the control group). We use two different cutoff points for the change in tariff . The first is
a tariff reduction of 1.6%, which places a similar number of firms in each group. Our results are
robust when cutoff points for the change in tariff of 2%, 3%, and 4% are used. As an alternative
way of dividing our sample, we group the firms based on whether they are subject to a tariff change
(the positive-tariff-change group) or not (the no-tariff-change group).

We then use controlled difference-in-difference (DiD) analysis to mitigate the possible
endogeneity problem. First, we use the annual returns of firms as the dependent variable and run
a DiD regression. Second, we examine the periods surrounding the effective date of the FT'A and
test whether there are significant differences in the monthly stock returns of firms that are subject
to different tariff changes. The DiD estimation results indicate that both the monthly and yearly
stock returns of the high-tariff-change group (and positive-tariff-change group) are significantly
lower than those of the low-tariff-change group (and no-tariff-change group). This is clear empirical
evidence that tougher product market competition lowers stock returns.

Our results differ from those of previous studies, such as Hou and Robinson (2006) who examine
the US market, Gallagher, Ignatieva, and McCulloch (2014) who examine the Australian market, and
Ryu, Ryu, and Back (2014) who examine the Korean market. Our results do support the argument
of Bustamante and Donangelo (2014), who find that tougher product market competition reduces
exposure to systematic tisk and thus lowers stock market returns, rather than reducing profit margins
and thus increasing exposure to systematic risk. When we examine a subgroup of firms that
experienced the elimination of tariffs, we find that a greater increase in US imports is associated with
a lower stock return.

Our study makes the following contributions to the literature. First, we use an external shock to
mitigate the methodological problems that have plagued previous studies. Second, for a country
which relies heavily on foreign trade and is in the process of negotiating FT'As, we show how such
agreements affect market competition and the financial performance of local firms. Third, whereas
previous studies on this topic have inconsistent or mixed results, our results are strong and robust
to different model specifications and empirical methodologies.

Keywords Product Market Competition, FTA, Stock Market Returns, Difference-in-Difference
(DID), Tariff Elimination
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olulgitt, ol 70| QI ATSIHE AR ThE AT Ali et al, (2009)9] 7} 2]
Thesa] A - SAREE ol gatol AP WS AsIo] AMgals o] BA) QIS
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31 O™ 09 22 2= HO|H40|C} PostXHATariff= & H40] @02 0|FAHE 310|C} Leverage=
SEME \ItEAL ZEM9| ez Lhx 1, In(AsseIS)S ’SIMJQI 23 2 Sl

0%

&D2} CashFlows=

M2 SAHHAssets)
A, R
It |D:i * k% ***S 7_!;;‘}

9
2 \iBotes Lk 42 dos B8 92 -8

0%, 5%, 1% Fos&2 2lo|otot.
Dependent Variable: Yearly Return (N =1428)
Variable Model (1) Model (2) Model (3) Model (4)
Intercept -6.4428 -4.6693 -5.2474 4.6055
P (-0.45) (-0.33) (-0.37) (0.33)
Post 6.8783 6.6142 6.5998 6.6996
(1.58) (1.52) (1.52) (1.56)
. 1152717 11,7829 11,6065 9.8039"
HATariff (2.62) (2.69) (2.64) (2.26)

. -17.8049" -17.738™" -17.689™ -17.5341""
PostHATariff (2.88) (-288) (-287) (288
Leverage -26.285" 22611717 -17.5887"

9 (-3.12) (-3.1) (-2.09)
In(Assets) 1.1678 2.0454" 2.0972" 0.9053
(1.01) (1.72) (1.76) (0.76)
-16.7739" -12.7236™ -12.6104™ -15.9517"
(n(B/M) (-7.55) (-4.95) (-4.9) (-6.16)
Beta -11.9672" -11.7679 -11.6004™ 12,7727
(-2.99) (-2.95) (-2.91) (-3.24)
-10.5257 10441
R&D (:0.78) (0.84)
27.7489""
Cash Flow (6.47)
R-Square 0.0448 0.0513 0.0517 0.0788
Adj. R-Sq 0.0407 0.0466 0.0463 0.073
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Dependent Variable: Yearly Return (N =1428)

Variable Model (1) Model (2) Model (3) Model (4)
Intercent -5.865 -4.0721 -4.643 4842
P (-0.41) (-0.29) (-0.33) (0.34)
Post 6.3391 6.1225 6.104 6.2754
(1.38) (1.34) (1.34) (1.39)

. 11.1334" 11585 11.3817 9.5755"
HATariff (2.51) (2.62) (257) 2.19)

. -15.1889" -15.2135" -15.1642" -15.173"
PostxHATariff (-2.45) (-2.46) (-2.45) (-2.49)
Leverage -26.6306"" 26,4601 -17.8753"

e (-3.15) (-3.13) (-2.12)
In(Assets) 1.0772 1.9542 2.0079" 0.8577
(0.93) (1.64) (1.68) (0.72)
-16.8005"" -12.6992"" 2125927 -15.9385™"
In(B/M) (-7.55) (-4.94) (-4.89) (-6.15)
Beta 117667 2115263 -11.3775™" -12.6222™
(-2.93) (-2.88) (-2.84) (-3.19)
-10.0764 -10.8143
R&D (-0.74) (-0.81)
Cash Flow 27(2%
R-Square 0.0436 0.0503 0.0506 0.0776
Adj. R-Sq 0.039 0.0456 0.0453 0.0718

oA 2aE ARSI ke 3719 A4 2R ofFARE ] 7]+l
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*x
*x

Model (4)
0.4014
(0.07)

11.8621
(2.07)

-16.4075
(-2.04)

Size, B/M,

Beta, Lev,

R&D, CF
0.0616
0.0504

770)

.
*x

Model (3)
0.0751
(0.01)

10.4185
(1.79)

-16.1399
(-1.98)

Size, B/M,

Beta, Lev,
R&D
0.0342
0.024

*

10.7191
(1.84)
-15.8653
(-1.95)
Size, B/M,
Beta, Lev
0.0314
0.0225

Panel B: By 0% ATariff (N
Model (2)

wx

11.5466
(1.98)
-15.9335
[-1.95)
Size, B/M,
Beta
0.0241
0.0164

Model (1)

*x
o

Model (4]
13.4105
(2.18)
-18.2539
(-2.13)
Size, B/IM
Beta, Lev,
R&D, CF
0.0620
0.0498

702)

%
o

Dependent Variable: Yearly Return

Model (3)
11.5938
(1.87)
-18.0408
(-2.07)
Size, B/M,
Beta, Lev,
R&D
0.0355
0.0243

*
o

12.0865
(1.95)
-17.7503
(-2.04)
Size, B/M,
Beta, Lev
0.0326
0.0229

Panel A: By 1.6% ATariff (N
Model (2)

*x
o

-1.1119
(-0.18)
12.7557
(2.05)
-17.7995
(-2.04)
Size, B/M,
Beta
0.0258
0.0173

Model (1)

Variable
Post
HAImport
PostxHAImport
Control
Variables
R-Square
Adj. R-Sq
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