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Reconstitution to come in June

Topic 1. KOSPI 200 reconstitution and free-float ratio adjustment

Every June, the Korea Exchange (KRX) reconstitutes the basket of stocks that make up
Alternative Investments the KOSPI 200. This year, we expect six stocks, five from the manufacturing sector
May 2, 2013 (Korea Aerospace Industries, Cosmax, Huvis, Nexen, Korea Circuit) and one from the
services sector (Emart), to enter into the basket. We are confident about the inclusion of
Emart, but Daeduck GDS could be added instead of Nexen.

Daewoo Securities Co., Ltd.

Additionally, the free-float ratios of existing constituents will also be updated (based on
Alternative Investments their latest business reports) after the expiration of futures and options. LG Uplus will
likely show the most dramatic free-float ratio increase (+25%p), while Doosan Corp.

Sang-bum Sim ) A
should display the largest decline (-10%p).
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Index funds usually consist of around 120 stocks. Emart, Korea Aerospace Industries, and
Cosmax, which are expected to rank 34™, 67", and 117", respectively, in terms of KOSPI
200 weight, are likely to be included in index funds’ baskets. However, the other three
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stocks are unlikely to be included due to a lack of real demand.
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keewook lee@dwsec.com Assuming that: 1) index fund baskets usually consist of 120 stocks and 2) the combined
value of Korea’s index funds is W16tr, including ETFs and arbitrages, Doosan Corp. (in
terms of selling) and Emart (in terms of buying) are expected to be affected the most by
index funds’ basket rebalancing.

Topic 3. Event-driven strategy

Based on past reconstitution events, we advise adopting a long-short strategy—"long
new entrants + short-sell outgoing”—prior to the reconstitution of the KOSPI 200. To
maximize returns, we recommend that investors unwind their positions three days
before the reconstitution, and, at the same time, enter “short-sell new entrants + long
outgoing” positions. But caution is required in selecting stocks, given the recent failure
of the long-short strategy since 2012.

Notably, based on data from the past five years, we grouped constituents of the KOSPI
200 into top, middle, and bottom baskets in terms of five factors. We found that that
the top and bottom baskets in terms of trading value and free-float market cap showed
a significant divergence in returns. All in all, we recommend investors long Emart and
Korea Aerospace Industries and short lljin Electric and Dong-A One.
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Topic 1. KOSPI 200 reconstitution and free-float
ratio adjustment

Six new entrants, including Emart and Korea Aerospace Industries, likely

Every June, the Korea Exchange (KRX) reconstitutes the basket of stocks that make up the KOSPI
200. This year, we expect six stocks, five from the manufacturing sector (Korea Aerospace
Industries, Cosmax, Huvis, Nexen, Korea Circuit) and one from the services sector (Emart), to
enter into the basket.

For the services sector, we are confident about the inclusion of Emart and the exclusion of HHIC
Holdings. However, for the manufacturing sector, there could be changes in our forecast
depending on changes in trading value and free float after April; for instance, there is a possibility
that Daeduck GDS could be added instead of Nexen <Table 1>.

The free-float ratios of existing constituents will also be updated (based on their latest business
reports) after the expiration of futures and options. LG Uplus will likely show the most dramatic
free-float ratio increase (+25%p), while Doosan Corp. should display the largest decline (-10%p)
<Tables 2, 3>.

Table 1. Expected changes in KOSPI 200

Added Excluded
Industry - -
Ticker Company Ticker Company
Services 139480 KS Emart | 003480KS HHIC Holdings
047810 KS Korea Aerospace Industries | 004710 KS Hansol Technics
044820 KS Cosmax | 016380 KS Dongbu Steel
Manufacturing [079980 KS Huvis | 000050 KS Kyung Bang
005720 KS Nexen [ 008040 KS Dong-A One
007810 KS Korea Circuit| 103590 KS ljin Electric
Note: KDB Daewoo Securities projections
Source: KRX, KDB Daewoo Securities Research
Table 2. Free-float ratios of new entrants (Wbn, no. of shares, %)
i Shares owned by Free- | Free-float ratio
Ticker Company HEILES QU] Li==T7 ESOP shares largest shareholder Free float | float| afterapplying
cap shares shares . -
and related parties ratio 5% rule
139480 KS E-Mart| 54358 27,875,819 11,638 0 7,562,972 20,301,209 | 72.83 75
Korea
047810 KS Aerospace | 2,446.6 97,475,107 0 3,776,575 26,114,206 67,584,326 | 69.33 70
Industries
044820 KS Cosmax. 744.9 13,592,714 129,010 30,854 3,197,595 10,235,255 | 75.30 80
079980 KS Huvis 388.1 34,500,000 0 3,676,740 17,595,000 13,228,260 | 3834 40
005720 K Nexen 4264 5,088,017 0 0 3,387,631 1,700,386 | 33.42 35
007810 KS Korea Circuit 370.0 18,734,330 0 18,389 11,298,690 7,417,251 | 39.59 40
Note: As of April 16, 2013
Source: KRX, Koscom, KDB Daewoo Securities Research
Table 3. Changes in the free-float ratios of existing KOSPI 200 constituents (%, Wbn)
. Free-float ratio
Ticker Company - Market cap Comments
Current Revised (F) Change (F)
000150 KS Doosan Corp. 35 25 10 25656 127 repurchase; Increase in largest
5 shareholder’s stake
ECTEaSE 119680 kS Daekyo 40 30 10 629.3 [Share repurchase
064960 KS S&T Motiv 55 45 -10 399.7 [Increase in largest shareholder’s stake
032640 KS LG Uplus 40 65 25 3,890.2 [Disposal of treasury shares
| 036570 KS NCsoft 70 80 10 31658 Change in the largest shareholder; Disposal of
ncrease ltreasury shares
000120KS | CJ Korea Express 40 60 20 22447 |PeCTease In treasury shares arising from
merger with CJ GLS

Note: As of April 16, 2013
Source: KRX, Koscom, KDB Daewoo Securities Research
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LG Uplus’ weight in KOSPI 200 to rise by 15%p after reconstitution; SEC’s to fall by
0.30%p

Since the free-float market caps of new entrants are typically higher than those of outgoing stocks,
the weights of existing KOSPI 200 constituents will decline somewhat after reconstitution. However,
stocks that saw their free-float ratios revised up will see limited drops in weight or even rises.

After reconstitution (factoring in changes in both constituents and free-float ratios), LG Uplus will
likely see the largest gain (+0.149%p) in its KOSPI 200 weight, while Samsung Electronics (SEC)
should display the sharpest drop (-0.303%p) <Table 4>.

Table 4. Changes in weights of existing KOSPI 200 constituents after adjustment of free-float ratios (Wbn, %)
Free-floatratio  |% changein Rank in KOSPI 200 Weight in KOSPI 200
Ticker Company | Market cap ] free-float ] . . ]

Current Revised(E) market cap Current Revised (F) Diff. | Current Revised (F) Diff.

| 032640ks LGUplus| 3,890 40 65 62.5 70 49 21| 0242 0391 0.149
\;\z/a?rlwirr]: 000120 KS | CJKorea Express|  2,244.7 40 60 50.0 99 80 19| 0.140 0207 0.068
036570 KS NCsoft|  3,165.8 70 80 143 54 48 6| 0345 0390 0.045

005930 KS Else‘z::j;:lgs 2250734 75 75 00 1 1 0|26305 26002 -0303
005380KS| Hyundai Motor |  42,182.9 70 70 00 2 2 0| 4601 4548 0,053

005490 KS POSCO| 27,9434 85 85 00 3 3 0| 3701 3.659 -0.043
000150KS|  DoosanCorp.|  2,565.6 35 25 286 98 1M1 13| 0.140 0099 -0.041
012330KS| Hyundai Mobis|  26,039.5 70 70 00 4 4 0| 2840 2.808 -0.033

055550 ks | 2Mhan Fi”g:ciap' 18,470.1 90 90 0.0 5 5 0| 259 2561 -0030

000660 KS SKHynix | 20,200.1 80 80 00 6 6 0| 2518 2489 -0.029

000270 KS Kia Motors | 20,876.2 65 65 00 o| 2115 2090 -0.024

035420 KS NHN| 14,6549 90 90 00 o| 2055 2032 -0.024

ToP20 | o560ks|  KBFANANCRl| 4355 95 9 00 9 9 0| 2033 2010 0023

weight Group

losers | 051910KS LGChem| 158719 70 70 00 10 10 o| 1731 1711 -0020
017670KS SK Telecom|  14,857.2 70 70 00 17 11 o| 1621 1602 -0019
032830KS|  Samsunglife| 20,8000 50 50 00 12 12 0| 1621 1602 -0019

015760 KS KEPCO|  20,446.6 50 50 00 13 13 0| 1593 1575 -0018
0g6790Kks | M Fi”gr”;fp' 8737.6 95 95 00| 14 14 0| 1552 1534 0018
096770KS|  SKInnovation|  13,037.6 75 75 00 15 15 0| 1524 1506 -0018
009540ks | Hundaibeaw |00 65 65 00 16 16 0| 1478 1461 -0017

Industries

066570KS | LG Electronics | 14,090.1 65 65 00 17 17 o| 1427 1411 -0016

033780 KS KT6G| 10,653.9 80 80 00 18 18 0| 1328 1313 0015
000830KS|  SamsungC&T|  9,7480 85 85 00 19 19 0| 1291 1276 -0015

Note: As of April 16, 2013
Source: KRX, Koscom, KDB Daewoo Securities Research
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Topic 2. Impact of reconstitution

Meanwhile, not all of the six expected entrants are likely to be included in baskets for index funds.
Index funds usually consist of around 120 stocks. Emart, Korea Aerospace Industries, and Cosmax,
which are expected to rank 34™ 67", and 117", respectively, in terms of KOSPI 200 weight, are
likely to be included in index baskets. However, the other three stocks are unlikely to be included
due to a lack of real demand.

Table 5. Expected weights and ranks of new entrants after KOSPI 200 reconstitution (Wbn, %)
Ticker Company  Market cap Free-float ratio Free-float market cap Weight Rank
139480 KS Emart 5,435.8 75 4,076.8 0.628 34
047810 KS Korea Aerospace Industries 2,446.6 70 1,712.6 0.264 67
044820 KS Cosmax 744.9 80 595.9 0.092 117
079980 KS Huvis 388.1 40 155.3 0.024 180
005720 KS Nexen 426.4 35 149.2 0.023 183
007810 KS Korea Circuit 370.0 40 148.0 0.023 184
Total/Average 9,811.8 56 6,837.9 1.053 -

Note: As of April 16, 2013

Source: KRX, Koscom, KDB Daewoo Securities Research

Assuming that 1) index fund baskets usually consist of 120 stocks and 2) the combined value of
Korea’s index funds is W16tr, including ETFs and arbitrages, Doosan Corp. (in terms of selling) and
Emart (in terms of buying) are expected to be affected the most by index funds’ basket
rebalancing. In light of the average trading value of Doosan Corp., reducing the weight of the
stock is expected to take 1.7 days. If trading value temporarily increases, however, the volume
could be digested in just one day. Thus, the impact of rebalancing is not projected to be
significant. However, the process of adding Emart to baskets should take 9.5 consecutive days in

light of the stock’s average trading value.

Table 6. Top weight gainers and losers assuming an index fund basket with 120 constituents
Weight in KOSPI 200 index

(%, Wbn, no. of days)

Potential

Rank Weight in KOSPI 200 fund Average  demand
. . Degree
Ticker Company Revised trading value from of shock

Current Revised (F) Current Current Revised (F) Diff (20 days) index

(5]

funds
000150KS |  Doosan Corp. 98 111 0140  0099| 0.144 0102 -0.042 5.1 68 -1325
088350KS |  Hanwha Life 39 40| 0451 0446 0465 0460 -0.005 46 07 0163
032830KS | Samsung Life 12 12 1.621 1602| 1670 1653 -0017 17.4 27 0154
005930Ks | >3Msung 1 1| 26305 26002 27105 26833 -0271 3456 434 0126

Electronics
Sell 04990 ks Lotte 75 770 0222 0219 0229 0227 -0.002 30 04 0122
shock Confectionery
Top 10 005300KS | Lotte Chilsung 90 93| 0163 07161 07167 0.166 -0.002 24 03 0113
000670KS | Young Poong 117 120 0087  0086| 0089 0088 -0.001 13 01 -0.108
071050 KS Koreagﬁgtg”e”t 60 62| 0300  0296| 0309 0306 -0.003 46 05 0107
000810KS | Samsung F&M. 21 21 1185 1171|1221 1209 -0.012 186 20 0105
005490 KS POSCO 3 3 3701 3659 3814 3776 0038 59.3 61 -0.103
139480 KS Emart 34 0.628 0648 0648 109 1037 9472
047810 ks | <Orea Aerospace 67 0.264 0272 0272 10.7 436 4066
Industries

EUYk 000120 KS | CJ Korea Express 99 80| 0140  0207| 0.144 0214 0070 62 112 1798
SO 044820 ks Cosmax. 117 0092 0095 0.095 131 152 1.160
032640K5S LG Uplus 70 49| 0242 0389 0250 0402 0.152 211 243 1154
036570KS NCsoft 54 48| 0345  039%0| 0356 0403 0047 408 75 0183

Notes: 1) As of April 16, 2013
2) Assuming that an index fund includes 120 stocks
3) Degree of shock = Potential demand from KOSPI 200 index fund/average trading value (20 days)
Source: KRX, Koscom, KDB Daewoo Securities Research
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Topic 3. Event-driven strategy

Long-short strategy for newly included and excluded stocks

Over the past five years, thanks to stock replacement and speculative demand, shares of
companies expected to be included in the KOSPI 200 have typically outperformed the KOSPI
before the public disclosure of the reconstitution plan and the actual date of reconstitution.
Meanwhile, stocks anticipated to fall from the index have underperformed the market.

However, investors should note that, historically, the cumulative returns of expected newcomers
have generally started to fall two days prior to the reconstitution, recording the biggest declines
on the reconstitution date. As such, we advise investors to unwind their “long new entrants +
short-sell outgoing” positions three days before maturity, and, at the same time, build “short-sell
new entrants + long outgoing” positions to make profits both before and after the reconstitution
date <Figure 1>.

But we would be remiss if we failed to point out some recent failures of these long-short
strategies. Indeed, long positions involving newcomers to the 2011 and 2012 baskets recorded
negative daily average returns. Last year, total returns came in negative for the first time in
history, due to sizeable losses suffered by newly added stocks <Table 7>. Thus, we advise
investors to focus on a few new entrants and be prudent in their weighting.

Table 7. Long-short strategy: Returns for baskets of added and excluded shares (%)
; - . . 20-day cumulative return

Veur Average daily return (:Lded Standard deviation of daily return (B) CV of daily return (A{:ded befgre reconstitution

Added Excluded Added Excluded Added-Excluded |Added Excluded Added Excluded Added-Excluded
Excluded Excluded

2008 | 0.60 -0.13 0.73 1.79 1.1 228| 034 -0.12 0.32 12.45 -2.68 15.16
2009 0.44 -0.54 0.97 1.67 2.06 213| 0.26 -0.26 0.46 8.81 -10.57 20.86
2010| 0.02 -0.16 0.18 1.58 2.50 220| 0.01 -0.07 0.08 0.06 -3.82 3.18
2011 -0.13 -0.21 0.08 1.72 1.02 132 -0.08 -0.20 0.06 -2.82 -4.18 1.43
2012 | -0.41 -0.30 -0.11 2.44 1.72 176 -0.17 -0.17 -0.06 -8.43 -6.05 -2.53
Avg. 0.10 -0.27 0.37 1.84 1.68 194 0.07 -0.16 0.17 2.01 -5.27 7.62

Notes: 1) Average daily return is the simple average of daily excess returns over KOSPI 200 return for twenty days prior to reconstitution.
2) Returns of baskets are calculated based on equally-weighted investment.
Source: QuantiWise, KDB Daewoo Securities Research

Figure 1. Return of long-short strategy turned negative two Figure 2. Cumulative return of long-short strategy peaks three
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Notes: 1) Daily excess return of the basket of newcomers Note: Cumulative return of long-short strategy over the 20 days prior to
2) Reconstitution date (D-day): One day after futures/options expiration date in reconstitution
June 2012. Source: QuantiWise, KDB Daewoo Securities Research

Source: QuantiWise, KDB Daewoo Securities Research
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Long-short strategy: Stock-picking for baskets

In an ideal world, investors’ index baskets would include all of the constituents of the KOSPI 200
(at the corresponding weights). In reality, however, investors often need to cut the number of
constituents in their baskets for reasons such as insufficient capital or the adoption of a
“selection-and-concentration strategy.” Then, what stocks should investors choose?

Based on data from the past five years, we grouped constituents of the KOSPI 200 into top,
middle, and bottom baskets in terms of five factors (i.e., share price, trading volume, trading value,
market cap, and free-float market cap). After studying their returns, we found that the top and
bottom baskets in terms of both trading value and free-float market cap showed a significant
divergence in returns <Tables 8 and 9>.

All in all, we recommend that investors long Emart and Korea Aerospace Industries, which are
among the top third of constituents based on free-float market cap. And we recommend they

short lljin Electric and Dong-A One, which are in the bottom third <Table 10>.

Table 8. Excess returns of newly added stocks by factor

(%)

Average daily returns (A) Standard deviation of daily returns (B) A/B
Factor ba;g: Middle basket Bottom basket ba;rkc; F:‘. Middle basket Bottom basket ba;rkc; F:‘. Middle basket Bottom basket
Share price 0.35 0.12 0.23 0.65 1.13 0.93 0.54 0.11 0.25
Trading volume 0.29 0.22 0.18 1.17 0.78 0.81 0.25 0.28 0.23
Trading value 0.35 0.17 0.17 0.91 0.80 0.81 0.39 0.22 0.21
Market cap 0.30 0.24 0.16 0.76 0.95 0.90 0.39 0.25 0.18
Free-float market cap 0.35 0.17 0.17 0.83 0.78 0.99 0.43 0.22 0.17
Notes: 1) Based on five-year average data over the 60 days preceding reconstitution.
2) Returns are based on cumulative daily excess returns relative to the KOSPI 200 for the last 40 days before 2012 reconstitution.
Source: QuantiWise, KDB Daewoo Securities Research
Table 9. Excess returns of excluded stocks by factor (%)

Average daily returns (A) Standard deviation of daily returns (B) A/B

Factor Top .. Top .. Top ..
basket Middle basket Bottom basket basket Middle basket Bottom basket basket Middle basket Bottom basket

Share price -0.05 -0.13 -0.14 0.68 0.79 0.94 -0.07 -0.17 -0.15
Trading volume -0.10 -0.08 -0.15 0.82 0.77 0.73 -0.12 -0.10 -0.21
Trading value -0.08 -0.12 -0.13 0.80 0.80 0.84 -0.09 -0.15 -0.16
Market cap -0.09 -0.02 -0.23 0.69 0.64 0.90 -0.13 -0.03 -0.25
Free-float market cap -0.12 0.02 -0.24 0.70 0.80 0.86 -0.17 0.02 -0.28

Notes: 1) Based on five-average data over the 60 days preceding reconstitution.
2) Returns are based on cumulative daily excess returns relative to the KOSPI 200 for the last 40 days before 2012 reconstitution.
Source: QuantiWise, KDB Daewoo Securities Research

Table 10. Long/short baskets based on free-float market cap

(W, no. of shares, Wbn)

Ticker Company  Share price Trading volume Trading value Market cap Free-float market cap

139480 KS Emart 216,517 60,966 13.1 6,035.6 4,395.7

047810 KS Korea Aerospace Industries 24,843 443,474 11.1 24215 950.0

Added 044820 KS Cosmax 47,357 225,761 10.8 643.7 484.7
079980 KS Huvis 11,343 252,288 29 391.3 248.7

007810 KS Korea Circuit 19,415 117,734 24 384.9 162.2

005720 KS Nexon 77,193 889 0.1 3928 1313

004710 KS Hansol Technics 21,411 572,978 12.0 3389 2735

000050 KS Kyung Bang 89,408 2,474 0.2 2228 95.4

Excluded 016380 KS Dongbu Steel 3,563 92,396 0.3 180.5 88.9
003480 KS HHIC Holdings 6,392 23,523 0.1 188.7 73.7

008040 KS Dong-A One 3,219 169,718 0.6 209.8 59.4

103590 KS Iljin Electric 3,931 80,121 0.3 145.8 58.7

Source: QuantiWise, KDB Daewoo Securities Research
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