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ABSTRACT 

Exploring the Relationship between Diversification and Performance in Korea: Are 
Chaebols Any Different from Western Conglomerates? 

Ji-Hwan Lee 

Contrary to the previous academic suggestions in the U. S. A. and Europe, chaebols 
(large Korean business groups) continued to diversify for the last decades without adversely 
affecting their performance. Questioning this seemingly puzzling phenomenon, I examine the 
management of diversification in different institutional contexts. 

First, I challenge the traditional ways of measuring the extent of diversification. 
Measuring diversification with strategic considerations reveals quite different picture of the 
similarity between businesses from that based on traditional SIC codes, and can be used as a 
way to reconsider the contours of diversifiers. Empirical results show, however, that chaebols 
are still highly diversified into unrelated businesses even when we employ the concept of 
strategic relatedness. 

Second, I propose that chaebols may obtain more benefits by filling the institutional 
voids that are far more prevalent in emerging economies than in advanced economies. 
Evidence reveals that the level of institutional context in Korea lags behind that in the U. S. A. 
in numerous aspects. Value creation through filling the institutional voids by chaebols has 
been supported by external and internal enabling mechanisms, which was established and 
developed by chaebols' HQs with leadership, authority, and calibres. 

Finally, I focus on the structural and cultural mechanism through which various 
divisions are managed. I analyse whether chaebols could continue to diversify due to a more 
effective use of organisational mechanisms for managing diversity. Structural mechanisms 
such as strategic control and contingency arrangements were not so significantly associated 
with divisional performance, whereas socio-cultural mechanisms such as shared values and 
corporate-level training, were significantly and positively associated. 

This thesis highlights the importance of organisational capabilities for managing 
diversity in ensuring sustainable advantage over competitors. The results can be applicable to 
many business groups in emerging economies as well as those in developed economies, 
specifically regarding the function of corporate headquarters and strategic leadership. 
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Chapter 1: Introduction 

1.1. Research Question 

My thesis aims to study the diversification-performance relationship within 

the Korean context by examining the organisational and institutional issues 

concerning the Korean big business groups, widely known as chaebols, in the period 

of 1975 - 1995.1 begin by observing that chaebols continued to diversify without 

adversely affecting their performance in these years. While many chaebols 

diversified their businesses beyond levels ever reached by diversified firms in the 

West, they did not suffer a deterioration in their performance until the mid 1990s. 

Throughout the thesis, I will try to explain this puzzle. 

While chaebols and their diversifying behaviour have unceasingly attracted 

researchers, studies so far have focused on giving a "verdict" on them by examining 

subsequent outcomes with economics perspective. In the process of polarization - 

either praise or blame - by researchers, few implications have been derived 

regarding the way we structure business portfolios or manage diversified business 

groups. 

Based on a comprehensive theoretical framework that builds on the literature 

in strategy and organisation, I test whether there have been some sustainable reasons 

that underpinned the extremely high levels of chaebols' diversification and that have 

not been identified in Western literature. In practical aspects, the result will suggest 

to us whether most chaebols (as well as those highly diversified groups prevalent in 

many developing economies) should follow the refocusing activities pursued by 

many Western diversified firms, or establish a unique model of managing 
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diversification. 

1.2. The Phenomenon 

Chaebols emerged with the rapid industrialization of the Korean economy in 

the early 1960s. Obtaining various nicknames such as industrial mights, giants, 

dinosaurs, empires, and so on, they have played an important role as the growth 

engine of the Korean economy (Steers, Shin & Ungson, 1989). 1 Even though they 

have recently come under increasing public scrutiny and claims have been made that 

they are inefficient and bloated, there is no questioning their immense influence on 

the Korean economy over in the past 40 years. 2 

Like most business groups in emerging economies, Korean chaebols have 

grown through diversification. To overcome the limits of growth within a specific 

industry, chaebols have through the years pursued active expansion strategies toward 

new fields of businesses (i. e., they diversified). The limited size of the Korean 

market was not sufficient for a company to realize economies of scale, and provided 

strong incentives to diversify. Indeed, Jwa (1997) proved that there exist economies 

of scope among businesses in which chaebols operate, while economies of scale in 

any given industry do not exist. 

Moreover, given that the size of an enterprise usually matters as much as 

' According to the Bank of Korea, four flagship companies of the five largest chaebols - Samsung 
Electronics, Hyundai Motors, LG Electronics, SK, and Kia Motors (Affiliated to Hyundai Motors 
Group), accounted for as much as 19.4% of the sales made by all Korean companies in the first half 
of 2002. 

2 Even amid the turmoil of the economic crisis beginning in 1997 that forced Korea to seek an IMF 
rescue package, the largest and most diversified chaebols somehow survived. Among the top 10 
chaebols in recent years, only Kia (once ranked 7th when at its peak) went bankrupt. In contrast, 
those business groups ranked between 11th and 50th have been far more severely damaged. Halla, 
Jinro, Hanbo, New Core, Haitai, Sammi, Keopyung, and Daenong are only a few of the worst hit 
groups. Although the "Big 4" (Samsung, Hyundai, LG, and Daewoo) have also been under pressure 
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profitability or share price in Korea, it is not surprising that chaebols have been 

fascinated with expanding into as many industries as possible, and at the same time, 

as quickly as possible. 3 Through internal development as well as M&A (mergers and 

acquisitions), chaebols have built up huge fleets of subsidiaries covering a vast array 

of industries. Abundant empirical research verifies that chaebols have increased their 

levels of diversification over the past three decades, whatever measures the 

researchers used - be it the entropy index, Berry's index, or Rumelt's classification 

(e. g., Chung, 1987; Chung & Yang, 1992; Hong, 1997). 

Among a number of tools developed to measure diversification, the entropy 

index (Palepu, 1985) has been one of the most frequently used measures (For the 

definition of the entropy index and an example of calculation, see Appendix 1-2). 

Thus, I looked at the trend of chaebols' diversification for the period of 1989 - 1996 

by measuring the entropy index of the top 33 chaebols that were categorized as "Big 

Business Groups" by the Fair Trade Committee of the Korean government in 1987. 

For the calculation of the entropy index, I gathered data from the KMCC 

(Korea Management and Credit Rating Corporation) database. This database 

contains yearly basic financial statements (balance sheets, income statements, cash 

flow statements, etc. ) and the primary SIC (Standard Industrial Classification) codes 

of Korean companies. 4 In addition, it identifies with which chaebol a company is 

affiliated. Accordingly, I could easily obtain sales breakdown by subsidiaries for 

to restructure, their status as industry leaders in Korea does not seem to be in jeopardy. 
In a comparative study through a questionnaire survey, Hitt, et. al. (1997) released empirical 
evidence that Korean executives emphasized growth, while U. S. executives emphasized profitability 
in making strategic decisions. 

`' Here, companies are "subsidiaries" of chaebols. In this thesis, I regard a "subsidiary" of a business 
group as equivalent to a "division" in a diversified firm. Subsidiaries of chaebols are legally 
independent entities, but are substantially affiliated with each other under the HQ unit. Hence, the 
sub-divisional level within a given subsidiary is not taken into consideration in this analysis. 
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each of the 33 chaebols. Then, I created a sales breakdown by 4-digit SIC codes for 

each chaebol by aggregating the sales of subsidiaries with identical SIC codes. 

Finally, the entropy index for each chaebol was calculated according to the formula. 

The results in Table 1.1 show that, among 28 groups that still existed in 1996, 

21 groups increased their level of diversification in the period 1989-1996, while only 

7 groups decreased their diversification. And their weighted average entropy index 

increased by 0.57 during the same period. 

The chaebols' level of diversification has increased continuously even over a 

far longer period, from 1975 to 1996 (See Table 1.2). Other studies for the earlier 

years also reveal the same trend (Hong, 1997; Chung & Yang, 1992). 

The fact that Korean chaebols continued to diversify in the 1980s and 1990s 

is obviously interesting given the exact opposite behaviour of Western 

conglomerates after the 1960s. As shown in Table 1.3, slightly more than 1% of all 

U. S. firms were refocusing their businesses before 1970, while more than 20% were 

diversifying into new businesses. However, in the 1980s, the proportion of 

refocusing firms surged to more than 20%, whereas that of diversifying firms 

dwarfed to 8.5%. 

As a result, the degree of diversification of U. S. diversified firms decreased 

steeply over the 1980s. In Table 1.4, the entropy index of conglomerates decreased 

from 2.84 in 1981 to 2.43 in 1987. Multicompanies experienced a similar change of 

entropy index from 2.84 in 1981 to 2.58 in 1987. 
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Table 1.1 . Entropy Index of the Top 33 Chaebols (Based on Sales) 

Rank Group Entropy '89 
) 

Entropy '96 
(B) 

(B)-(A) 

1 Hyundai 2.162 2.730 0.567 
2 Daewoo 1.676 2.038 0.361 
3 Samsung 2.009 2.688 0.678 
4 LG 2.474 2.651 0.177 
5 Ssangyong 2.017 1.952 -0.065 
6 Hanjin 1.611 1.834 0.223 
7 SK 1.646 2.119 0.473 
8 Hanhwa 0.834 2.185 1.350 
9 Daelim 1.080 1.346 0.266 
10 Lotte 2.574 2.292 -0.282 
11 Dongah Construction 1.260 1.326 0.066 
12 Hanil 1.592 1.246 -0.346 
13 Kia# 0.868 1.178 0.310 
14 Doosan 1.332 2.324 0.992 
15 Bumyang Sangsun bankrupt 
16 Hyosung 1.186 1.290 0.104 
17 Dongkook Steel 0.911 * 1.209 0.298 
18 Sammi# 0.806 0.711 -0.095 
19 Hanyang bankrupt 
20 Keukdong Construction 0.861 0.856 -0.004 
21 Kolon 1.386 2.012 0.625 
22 Kumho 0.629 1.788 1.159 
23 Daehan sunju defunct 
24 Kohap 0.946 1.516 0.570 
25 Dongbu 1.668 2.091 0.423 
26 Hanbo# 0.651 0.892 0.241 
27 Haitai# 0.814 1.736 0.922 
28 Miwon 1.950 2.031 0.080 
29 Daehan Chosun defunct 
30 Life bankrupt 
31 Samwhan Kieop 1.243 0.847 -0.395 
32 Shindongah 0.690 0.521 -0.169 
33 Halla# 0.971 1.673 0.701 

Note: These 33 chaebols were classified as "Big Business Groups" in 1987 when the Korean 
government began to announce the list. 

* Calculated based on the 1990 figures due to limited data availability. 
Chaebols that went bankrupt after 1996. 
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Table 1.2. Diversification Level of Chaebols (Weighted entropy index based on 
assets) 

Year 1975 1982 1989 1996 

Top 4 1.642 2.083 2.392 2.642 

Top 10 1.385 1.980 2.083 2.396 

Top 20 1.217 1.854 1.992 2.300 

Top 30 1.190 1.763 1.916 2.238 

Table 1.3. Refocusing and Diversification, 1949-1987 (%) 

1949-59 1959-69 1981-87 

Firms refocusing 1.3 1.1 20.4 

Firms diversifying 21.7 25.0 8.5 

Source: Markides (1995: 47) 

Table 1.4. Entropy Index of Diversification of U. S. Diversified Firms, 1981-1987 

1981 1983 1985 1987 

Conglomerates' (N=18) 2.843 2.882 2.693 2.427 

Multicompanies (N=13) b 2.836 2.756 2.726 2.577 

Note: Figures represent entropy indexes of total diversification (DT). 
aA group of firms classified as conglomerates by Forbes in its 1981 survey of American 

business 
bA group of firms classified as multicompanies by Forbes in the same survey 
Source: Markides (1995: 57) 

Further more, the rising diversification of chaebols has not been associated 

with declining profitability, as was the case in the U. S. A. during the 1980s. 
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Chaebols' continuous diversification was accompanied by excellent performance in 

terms of both growth and profitability for decades. According to a comprehensive 

study of chaebols' performance (Choi, 1996), total sales of the top 30 chaebols 

increased by 17.4% on average per year in 1986-1995. This growth rate surpassed 

the average annual Korean GNP (gross national product) growth rate of 16% as well 

as the average annual GDP (gross domestic product) growth rate of 15.7%. 5 

Table 1.5 indicates that, during the same decade, ROS (return on sales) of the 

top 30 chaebols remained stable with an annual average of 0.92%. With the 

exception of a couple of bad years such as 1987 and 1996, chaebols have also 

remained profitable. 

The top 30 chaebols' total net earnings in 1995 represented roughly half 

(48.7%) of the entire Korean industrial sector in the same year (Choi, 1996: 164). It 

is also worth noting that the biggest 10 groups were particularly profitable, while 

smaller groups (ranked 1 1th to 30th by total assets) had a cumulative net loss. 6 

To analyse the highly diversified chaebols' profitability compared to that of 

average Korean companies, I calculated the weighted industry-adjusted ROA of the 

top 4 chaebols (Hyundai, Samsung, LG, and Daewoo) in 1975,1982,1985 and 1996 

as shown in Table 1.6. Firstly, the industry-adjusted ROA, which equals a 

subsidiary's ROA minus its 4-digit SIC industry-average ROA, 7 was calculated for 

5 These figures were computed based on data provided by the Bank of Korea. 
6 The polarization among chaebols is still ongoing. In fact, while announcing plans to sell off millions 

of dollars in assets to raise cash, the biggest chaebols are concurrently entering into new business 
fields such as finance and insurance. Going against public opinion, the shareholdings of owner 
families (including affiliates and foundations) of the top 10 chaebols, have increased following the 
IMF bail-out package from 30.44% (in January 1998) to 35.68% (in February 1999), according to an 
estimation by the Korea Stock Exchange. 
The industry average ROA was obtained from the figures in Financial Statement Analysis published 

by the Bank of Korea. 
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each subsidiary affiliated to the four chaebols. 8 Secondly, the weighted industry- 

adjusted ROA for each chaebol was calculated by using the sales in each 4-digit SIC 

as weights. Then, the weighted industry-adjusted ROA for the top four chaebols' was 

calculated by using the sales of each chaebol as weights. The results show that, at 

least since the 1980s, these largest chaebols have continuously outperformed average 

Korean firms in terms of profitability despite aggressive diversification. 

Table 1.5. Size and Profitability of Chaebols (1985-96) 

Top 10 Top 30 

Year Sales 
(tril. won) 

Net Earning 
(bil. won) 

ROS 
(%) 

Sales 
(tril. won) 

Net Earning 
(bil. won) 

ROS 
(%) 

1985 47 231 0.4915 59 181 0.3068 

1986 52 351 0.6750 65 279 0.4292 

1987 61 240 0.3934 75 298 0.3973 

1988 71 828 1.1662 87 1,002 1.1517 

1989 78 956 1.2256 97 1,106 1.1402 

1990 95 736 0.7747 117 900 0.7692 

1991 118 717 0.6076 146 1,060 0.7260 

1992 138 1,214 0.8797 171 996 0.5825 

1993 154 1,284 0.8338 189 1,165 0.6164 

1994 184 3,078 1.6728 225 3,061 1.3604 

1995 241 6,132 2.5444 293 5,899 2.0133 

1996 292 773 0.2647 350 763 0.0022 

Note: Financial companies were excluded. 

8 Here again, subsidiaries of chaebols refer to legally independent companies affiliated with chaebols. 
Financial statements of those subsidiaries were obtained from public sources including the KMCC 
database. 
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Table 1.6. Performance of the Top 4 Chaebols (Hyundai, Samsung, LG, and 
Daewoo) 

Year Total Assets (tril. won) 

1975 1,307 

1982 11,956 

1989 44,914 

1996 156,468 

This is remarkable. Theories from Western literature that will be reviewed in 

the next section suggest that there is a limit to how much a firm can diversify, and, 

indeed, many large U. S. firms seem to have reached this limit in the early 1980s. 

However, in Korea, most business groups have continuously expanded their scope of 

business until very recently. Moreover, the largest and most diversified groups have 

been among the most successful economic entities. Given this phenomenon, the 

basic research question of this dissertation is "Why and how were Korean chaebols 

able to continue to diversify during 1975-1995 without adversely affecting their 

performance? " 

There are many possible explanations for this phenomenon, as listed in Table 

1.7. Among them, my thesis focuses on the measurement of diversification and the 

efficiency of business groups, which are the upper three issues in the table (shaded 

cells). The non-efficiency reasons pertinent to the oblique competition in the Korean 

economy have probably afforded chaebols various advantages over other Korean and 

foreign firms. Nevertheless, they are far from my research purpose, which is to find 

significant insights in the "management" of diversification. 

It would not be easy to make a clear cut between efficiency and non- 
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efficiency reasons because there might be interdependent factors behind them. 

However, in the viewpoint of diversification research with economic and 

management perspectives, I separate those non-efficiency reasons, in that they are 

not directly concerned with diversification per se. They may explain why chaebols in 

general performed well, not exactly focusing on why chaebols as diversifiers 

performed well. The purpose of this thesis is to investigate why and how chaebols 

could avoid deterioration in performance despite continuing diversification, not to 

reveal all enablers - including those related primarily to political or social 

environmental uniqueness - that contributed to many chaebols' prosperity. As a 

matter of fact, many of the non-efficiency related reasons have been subject more to 

studies in political and social perspectives than to those in management side. 

18 



In 

In 
N 

. 1021 
4a 

-1ý 
N 

a) 
03 

U 
4-4 

cl Cý Ü 
O 

. O U 
U ' Ö 

i b p p 

cat 
> ; m4 o M 

u 
Ö 

d O 0 cý . U 
U 

G r 

U r+ N p 

O 
m 

a O ce 

''fl 
E M "r Ü 

v) 

4-j 
u 

I '" ' CJ O a) 
Ü 

-AZ) U C U 

Ci 

Q 
> 

"d 03 
U 

-4 

O "'_" ö O 

>; a) c ö 
a) Ln 

1 1 

O p ö p 7 
. 

- y 
Cl) 
V 

+ 
c 

cn 
O +J -4--A rA N 

Ö 
03 

r C C) 

O O 
> bA U cý 

;: I c >, cl z 
cn 
E Ü 

Cd 0 .ý I M 

O a. O O O O 

> O U a y 

. . . . 

U 

ý+ Cd U 

to a) 
-4 

Z 4--b 

o >,.? 

a) 
U 

11.1 

E 

cn a) 
as a) Z 0.4 

rn 



1.3. Three Approaches and Propositions 

My strategy to conduct this research is based on two theoretical considerations. 

First, I challenge the traditional ways of measuring the extent of a firm's 

diversification: A different picture of the current phenomenon might be revealed when 

a measure with higher validity is used. I argue that instead of measuring relatedness 

using SIC codes that have been especially preferred by economists, we need to look at 

the strategic assets that are necessary to compete in different businesses and measure 

relatedness between these assets. When a "more correct and meaningful" measure of 

diversification is used, it may reveal that chaebols are not as recklessly diversified 

into unrelated businesses as is widely believed, but are operating in more related 

businesses than previously thought. This view is one of the most basic methodological 

issues of diversification research: Can more appropriate and valid measures of 

diversification be used to estimate a firm's overall diversification? I make theoretical 

arguments and conduct empirical research on this issue in Chapter 3, where I aim to 

develop and test the following proposition. 

Proposition 1: When we measure diversification using the indicators of 

strategic relatedness, chaebols are more related-diversified than when we 

measure diversification using SIC codes or Rumelt's categories. 

Second, I test whether the successful diversification of chaebols in the past 

decades was indeed grounded on the efficiency of their management of 

diversification: It is possible that chaebols may have had higher levels of optimal 

diversification if they can obtain more benefits from diversification while keeping the 
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costs of diversification down, compared to their counterparts in the West. Thus, I 

examine the factors that affect the benefits and costs of diversification, and in turn, the 

optimal level of diversification. 

On the benefit side, I analyse the "institutional context" surrounding chaebols. 

I propose that, compared to the U. S. A., diversification in Korea may bring about more 

benefits to the firm because it can then fill the institutional voids that are far more 

prevalent in emerging economies than in advanced economies. For example, the 

external capital markets are underdeveloped in many emerging economies, whereas an 

established diversified group can allocate funds to various businesses more efficiently 

than the external capital market does. My research aim here is to compare institutional 

contexts in Korea and in the U. S. A. in order to support the argument that corporate 

diversification can give more benefits in emerging economies than in advanced 

economies. To be succinct, Chapter 4 takes the following proposition as its starting 

point. 9 

Proposition 2: Diversification in Korea generates more benefits to a firm (or a 

business group) than diversification in the U. S. A. 

On the cost side, I analyse the "organisational context" through which 

chaebols' numerous subsidiaries10 are managed. I propose that chaebols' competences 

9 In a similar vein, the sub-par performance in the late 1990s that threatened chaebols can also be 
examined with this approach. One possible consideration is that the benefits of diversification are now 
negligible, compared to those of the 1980s and early 1990s. This view can be substantiated by the 
examination of whether factors that affect diversification benefits in Korea have changed. These 
issues will also be included in Chapter 4. 

10 I regard a "subsidiary" of a chaebol as equivalent to a "division" in a diversified firm. Subsidiaries of 
a chaebol are legally independent entities, but are substantially affiliated with each other under HQ. 
The sub-divisional level within a given subsidiary is excluded from my analysis. 

21 



in managing diversification could indeed contribute to decreasing the costs of 

diversification, and in turn, to sustaining high levels of diversification. If chaebols 

have structural and/or cultural mechanisms that help them keep the managerial costs 

of diversification lower than those in U. S. large firms, then chaebols can manage with 

higher levels of diversification than their U. S. counterparts. In Chapter 5,1 test the 

following proposition. 

Proposition 3: Chaebols manage diversification in a more cost-efficient way 

than Western firms. 

The overall structure of the thesis is presented in Figure 1.1. 

1.4. Contribution of this Research 

The propositions introduced in the previous section highlight three dimensions 

I identified for studying the diversification-performance relationship in the Korean 

context. 

First, as a preliminary check-up, I explore the possibility of developing a more 

valid measure of diversification by focusing on strategic relatedness between different 

business units. 
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Second, I examine how institutional factors have influenced diversification in 

Korea. I suggest that the diversification-performance relationship should be 

understood in consideration of the institutional context of the economy to which a 

firm belongs. 

Third, I compare the management of diversification in Korean chaebols versus 

Western firms. I identify the factors that contribute to the effective management of 

diversification, and compare them to the normative suggestions of Western literature 

and practice. In particular, I explore whether cultural means are an effective way of 

managing diversification. 

By examining the organisational and institutional contexts in view of corporate 

diversification throughout the thesis, I will also see whether chaebols' structure have 

had (and will have) efficiency properties to support their high level of diversification. 

My analyses are based on data that was collected from longitudinal archives 

and a questionnaire survey. I expect that my results will highlight the importance of 

organisational capabilities for exploiting core competences and managing diversity to 

ensure sustainable competitive advantages over competitors. My results, especially the 

ways in which diversification can be managed, will be applicable to business groups 

in emerging economies as well as Western multibusiness firms. 
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Appendix 1-1. Korea's Economic Development and Chaebols' Growth 

It was not until the 1970s that chaebols became one of the most influential 

forces in Korea, but their historical roots can reach as far back as the mid 20th 

century. In this section I examine the history of chaebols from 1945, when Korea 

was liberated from Japan. 

1.1945-1960: Exploiting Preferential Opportunities 

Just when the Korean people were released from Japan's illegal 35-year 

occupation (1910-45), the country began to experience another tragedy. Conflicts 

among strong nations surrounding the Korean peninsula, as well as internal political 

turmoil, divided the country into two: South and North. Under the U. S. military 

administration in 1945-48 and the Rhee Syngman administration established in 1948, 

the South began to assume a free-market economy and the North a planned economy. 

In 1953, after three years of bitter and relentless fighting, the Korean War 

ended and the Korean peninsula remained partitioned in two. The war had devastated 

the country and the South Korean regime of Rhee Syngman inherited a backward 

agrarian economy. Industrial development during the Japanese colonial 

administration of Korea was concentrated almost exclusively in North Korea where 

the bulk of the peninsula's mineral deposits were located. By contrast, the South 

remained rural and underdeveloped for several years to come. 

The South Korean economy in these days relied heavily on foreign aid, which 

was the major source of people's living and rudimentary production activities. In 

1954-60 the Korean economy measured by GNP (Gross National Product) grew by 
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4.7% per year (See Table A1.1), especially 12.2% in the industrial sector. 

Contribution of the industrial sector to the whole national economy rapidly increased 

from 14% in 1945 to 20.5% in 1960. 

Table ALL Korean Major Economic Indicators, 1945-60 (%) 

Year 
GNP 

Growth Rate 
M2 

Growth Rate 
Financial 
Deficit') 

Interest 
Ratet) 

Inflation 
Rate 3) 

1946 - 117.4 -58.6 11.0 530.7 
1947 - 99.2 -39.0 11.0 91.4 
1948 - 40.8 -24.8 12.8 29.9 
1949 - 73.9 - 12.8 56.7 
1950 -15.1 133.7 - 9.9 186.7 
1951 -6.1 157.7 - 18.3 212.7 
1952 8.0 96.1 - 18.3 102.3 
1953 25.8 114.3 -23.2 18.3 25.0 
1954 5.1 93.3 -11.5 18.3 28.4 
1955 4.5 62.7 15.0 18.3 81.2 
1956 -1.4 28.7 - 18.3 31.4 
1957 7.6 19.8 18.6 18.3 16.3 
1958 5.5 33.1 10.7 17.9 -6.5 
1959 3.8 20.7 12.2 17.5 2.6 
1960 1.1 - 13.5 10.5 

Notes: 1) Against annual expenditures 
2) Rates for loans from major commercial banks 
3) Based on wholesale price 

Sources: Economic Planning Board; The Bank of Korea 

Industrial activities were mainly for producing so called "light industry" 

goods because, not surprisingly, the government put the first priority on meeting the 

people's daily necessities and overcoming nationwide poverty. Factories built around 

1955 to substitute for imported goods were the major foundation of chaebols' 

formation. The government played a key role in allocating material resources in the 

following two important ways. 
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First, the government disposed of the properties reverted from Japanese 

ownership. After liberation, the Korean government was given control of huge 

properties that had belonged to Japanese people. Those so-called "vested properties" 

were sold under highly preferential conditions. The beneficiaries paid only 10% of 

the disposal prices with the instalment payment spanned as long as 15 years, which 

made the properties almost free given the high inflation ratio. The disposal of vested 

properties combined with land reform resulted in the collapse of the landlord class 

and the emergence of new commercial or industrial capital. 

Second, the government distributed foreign-aided raw materials at prices 

much lower than the market level. Since the acquisition of foreign aid meant in itself 

huge profits, firms began to organise trade associations to monopolize the 

procurement of raw materials. These associations engaged in such cartel-like 

practices as fixing market prices or blocking new entries. 

However, the profits accumulated in the industries based on vested properties 

and foreign aid were not directed towards the production sector as expected, but 

rather used for speculative purposes or went to curb markets because of the lack of a 

proper capital market. Given that the official value of the Korean won was only 

about quarter to half of its value in the black market, obtaining foreign currency or 

raw materials meant huge guaranteed capital gains with almost no exceptions. 

Although the government discouraged imports to protect the domestic market, 

investment in plants and other production facilities were made only to meet the 

requirements to obtain financial and material resources from the government. 

Clever entrepreneurs chose to build factories for the so-called "three white" 

industries, i. e., sugar, cement, and wheat flours - industries which needed a relatively 
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small amount of investment, relied largely on imported (or aided) raw materials, and 

had immediate demand in the domestic market. The average ratio of value-added in 

the sugar industry was as low as 4% in the 1950s (Cho, 1990: 169). An astronomic 

inflation rate also gave enormous benefits to those who had access to raw materials 

and/or monetary loans. Like exchange rates, the primary interest rates were managed 

by the government and the substantial interest rates were of minus value until 1956 

as shown in Table Al. 1. 

A sharp decline in foreign aid after 1958, coupled with a recession in 1956-57, 

led to the bankruptcy of a number of firms followed by a wave of mergers and 

acquisitions. This M&A wave resulted in a change in distribution of sellers, 

widening of the size gap between large and small firms, facilitating diversification of 

many firms, and restructuring of consumer goods industries. The largest chaebols 

began to form their groups starting in the 1950s when their mother companies were 

growing fast and making handsome profits. In sum, the 1950s were an embryonic 

period for Korean chaebols (See Table A 1.2). 

Table A1.2. Major Chaebols in 1960 

Chaebol Major Business(es) 
Samsung Sugar / Trading 
Samho Trading / Textiles 
Samyang Sugar / Flour 
Gaepoong Mining / Cement 
Lakhi Chemicals / Electronics 
Daehan Electronics / Textiles 
Tongyang Cement / Confectionary 
Hwashin Retail / Textiles 
Hankook Choja Glass 
Keukdong Shipping / Trading 
Hyundai Construction / Slate 
Panbon Textiles 
Geumsung Textiles / Cement 

Sources: Park (1982); Cho (1990). 
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2.1960s: Gaining the Momentum of Growth 

Frustrated by the Rhee administration's failure to kick-start the Korean 

economy, General Park Chung Hee instigated a military coup in 1960. A graduate of 

Japan's finest military academies, General Park believed that Korea needed his 

strong leadership to marshal the resources necessary for sustainable economic 

development. " He ruled Korea with an iron fist, tolerating neither opposition nor 

dissent, until he was assassinated in 1979. Not surprisingly, Park administration's 

economic policy differed substantially from that of the Rhee administration. 

General Park had observed Japan's success in rebuilding its war-tom 

economy through government planning, and, in 1962, instituted a series of Five-Year 

Plans to harness Korea's private enterprise to achieve a broad set of economic and 

social goals set by the state (See Table Al. 3). 

Initially, the plans focused on industries that generated export revenues, but 

in the late 1960s, General Park's Economic Planning Board (EPB) began to target six 

capital-intensive industries - i. e., steel, non-ferrous metals, shipbuilding, heavy 

machinery, electronics and petrochemicals, which leveraged the Korean 

government's ability to mobilize and invest massive amounts of capital. Many 

Western observers initially dismissed General Park's ambitious plans to transform a 

backward agrarian nation into an industrial powerhouse (See Table A1.4). 
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Table A1.3. Korean Five-Year Economic Development Plans, 1962-92 

Plan Contribution to Planned and actual 
No. Industry Focus Korean annual GDP 

Development Growth Rate 
1962- - Light manufacturing - Exports 7.1 % planned 

66 - Domestic markets 7.9% actual 
1967- - Light manufacturing - Exports 7.0% planned 

71 - Construction - Domestic markets 9.7% actual 
Upgrade of labour 

- Infrastructure 
1972- - Heavy industry - Inputs to other 8.6% planned 

76 - Shipbuilding industries 10.2% actual 
- Automotive - Exports 

- Petrochemical, Steel - Domestic markets 
1977- - Hi-tech mass - Inputs to other 9.2% planned 

81 production industries 5.7% actual 
- Semiconductors, - Exports 
- Advanced consumer - Domestic markets 

electronics 
- Automotive 

1982- - Heavy industry - Inputs to other 7.3% planned 
86 - Hi-tech mass industries 8.7% actual 

production - Exports 

- Domestic markets 
1987- - No industry focus- - Efficiency in 7.3% planned 

92 international resource 8.8% actual 
competitiveness allocation 

Sources: B. N. Song 1994. The Rise of the Korean Economy, Oxford University Press; L. Lau 
1986. Models of Development, ICS Press. 

For an in-depth analysis of the evolution of Korean industrial policy, see Song (1990). 
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Table A1.4. Korean Major Economic Indicators, 1960-92 

GNP per GNP Real GNP Exports Unemployment 
Year capita (US $ growth (US $ Rate 

(US $) billions) rate (%) millions) (%) 

1960 80 1.95 1.1 33 11.7 
1961 82 2.10 5.6 41 12.2 
1962 87 2.31 2.2 55 9.8 
1963 100 2.72 9.1 87 8.2 
1964 103 2.88 9.6 119 7.7 
1965 105 3.01 5.8 175 7.4 
1966 125 3.67 12.7 250 7.1 
1967 142 4.27 6.6 320 6.2 
1968 169 5.23 11.3 455 5.1 
1969 210 6.63 13.8 623 4.8 
1970 243 7.99 7.6 882 4.5 
1971 285 9.37 9.1 1,132 4.5 
1972 316 10.57 5.3 1,676 4.5 
1973 396 13.50 14.0 3,271 4.0 
1974 535 18.55 8.5 4,515 4.1 
1975 591 20.85 6.8 5,003 4.1 
1976 800 28.65 13.4 7,715 3.9 
1977 1,028 37.43 10.7 10,047 3.8 
1978 1,406 51.96 11.0 12,710 3.2 
1979 1,662 62.37 7.0 14,705 3.8 
1980 1,589 60.30 -4.8 17,214 5.2 
1985 2,150 83.70 5.4 26,442 4.0 
1986 2,300 95.30 12.3 33,913 3.8 
1987 3,098 118.60 12.8 46,244 3.1 
1988 4,127 182.80 12.4 59,648 2.5 
1989 4,994 211.20 6.8 61,409 2.6 
1990 5,659 242.20 9.3 63,124 2.4 
1991 6,518 281.70 8.4 69,581 2.3 
1992 6,749 294.50 4.7 75,169 2.4 

Sources: Benjamin Gomes-Casseres, State and Markets in South Korea, Harvard Business 
School Case 9-387-18 1; The Economist Intelligence Unit. EIU Country Profile: 
South Korea /North Korea (Various Years). London. 
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In the 1960s no Western government would listen to Park's plans to build a 

world-class steel industry. He ignored them of course, and now Korea has one of the 

largest steel manufacturers in the world. Korea did the same in shipbuilding, in 

automotives and in semiconductors. 

Various incentives to promote the growth of exports were introduced in the 

early 1960s and were maintained until the mid 1980s with minor modifications. 

Export-oriented industrialization strategy inevitably increased Korea's dependence 

on foreign raw materials and capital resources. Export opportunities, however, 

helped domestic producers to overcome the diseconomy arising from the sub-optimal 

scale of the domestic market. Exporters were given financial resources with 

substantially low (or sometimes even minus) real interest rates, given the high 

inflation rates (See Table A l. 5). 

Table A1.5. Interest Rates, 1962-71 

Year Primary Interest Rate Inflation Rate Real Inflation Rate 
1961 17.5 14.0 3.5 
1962 16.6 18.4 -1.8 
1963 15.7 29.3 -13.5 
1964 16.0 20.0 -14.0 
1965 18.5 6.2 12.3 
1966 26.0 14.5 11.5 
1967 26.0 15.6 10.4 
1968 25.8 16.1 9.7 
1969 24.5 14.8 9.7 
1970 24.0 15.6 8.4 
1971 23.0 13.9 10.9 

Sources: Economic Planning Board; The Bank of Korea. 

More importantly, the competition in the world market put increasing 

pressure on Korean exporters who had no other choice but to make every effort to 
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strengthen their competitiveness. Thus, an export-oriented growth strategy was 

important from both macroeconomic (national) and microeconomic (industrial and 

corporate) viewpoints because it introduced a new and strong source of competition 

to Korean firms. 

The export drive was carried out under a tight control of investment resources 

by the government. Since foreign loans guaranteed by the government were an 

important source of capital, the government was never free from the performance of 

individual firms, and actually had to rescue them by providing even more credit in 

many cases. As the government found it necessary to maintain profitable investments, 

it aimed to protect the market position of those foreign-debt-invested firms, and 

introduced a strong license and permit system. This government-made barrier to 

entry (by domestic and foreign firms) consolidated the monopoly or oligopoly 

position of incumbent firms and resulted in a highly concentrated market structure. 

Incumbent firms on their part formed cartel-like industrial federations and engaged 

in associations and in many anti-competitive activities. Although there were many 

criticisms of the ill-effects of protecting monopolies and oligopolies, the prevailing 

view at that time was that economic growth should be maximized at any expense, 

including competition. The period of 1964-72 saw four major attempts to enact a 

competition law, but all of which ended up in failure. 

In exchange for the chaebols' cooperation in pursuing the government's 

economic goals, the EPB provided favoured chaebols with extensive credit at low or 

negative real interest rates, granted global trading licenses and permits for capacity 
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expansion, and protected domestic markets from foreign competition. 12 In some 

cases, the EPB pressured the chaebol management to enter new industries against 

their will, such as the textile manufacturer Daewoo which reluctantly entered the 

automotive industry in the early 1970s at the EPB's urging. Fuelled by cheap credit 

and protected from global competition, Korea's four largest chaebols (Hyundai, 

Daewoo, Samsung, and Lucky Goldstar - now the LG Group) grew to dominate the 

Korean economy. By the mid-1990s the four largest chaebols accounted for 30% of 

Korea's industrial production and 60% of external trade, 13 despite employing only 

3% of the workforce. 

President Park selected a few chaebols deemed capable of operating large- 

scale facilities, and worked closely with these companies to achieve Korea's 

economic targets. A chaebol was defined as a confederation of companies generally 

operating in a diverse range of industries, united by a complex series of cross- 

shareholdings and inter-company debt guarantees. Each chaebol was led by a 

powerful Chairman, who together with their staff made major capital allocation and 

personnel decisions. Chairmen were chaebols' founders or members of their families, 

which controlled an average of 60% of issued equity in the 30 largest chaebols. 

The rapid growth of exports and the development of such new industries as 

fertilizer, oil refinery, petrochemicals, textiles, and cement, diversified the expansion 

path of big businesses in the 1960s. The government policies to promote cement, 

chemical, and steel industries facilitated the growth of large firms. Bankruptcy of 

some foreign-loan-financed firms led to another M&A wave under the supervision of 

12 Gomes-Casseres, B. State and Markets in South Korea, Harvard Business School Case 9-387-181. 
This share of exports and GDP measured on a gross basis, which includes the value of internal 

supplies and does not eliminate inter-company transfers. 
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the government, and those who acquired these failed firms as preferential terms 

expanded very rapidly (e. g., Daewoo, Hyundai, Hanjin, Dongah and Hyosung). 

Various laws enacted to promote the development of target industries accelerated the 

growth of big business in such areas as shipbuilding, consumer electronics, steel, 

petrochemical, etc. Thanks to the land development boom, chaebols operating in 

cement and construction businesses grew dramatically (e. g., Huyundai, Dongah and 

Ssangyong). 

The Vietnam War, which began in September 1964, brought about a sharp 

increase in demand for some light-industry products and services such as textile, 

woods, and shipping. Chaebols, including Daewoo, Hanjin and Kukje, provided 

some of these goods for the military forces, and obtained capital resources which 

they used to aggressively expand in the 1970s (See Table A 1.6). 

Table A1.6. Ten Largest Chaebols in 1970 

Chaebol Major Business(es) No. of Affiliates 
Samsung Food / Petroleum / Electronics 16 
Lucky Goldstar Chemicals / Electricity / Electronics / Oil Refining 18 
Hanjin Airline / Shipping 8 
Shinjin Automotive / Machine 8 
Ssangyong Cement 6 
Hyundai Construction / Automotive 6 
Daehan Electronics / Tectiles 5 
Korea Explosive Explosive / Oil Refining 7 
Keukdong Shipbuilding / Shipping 8 
Daenong Textiles / Crop-Import 8 

Source: Kim (1987) 

3.1970s: Upgrading Industry Portfolio 

The Park government announced the "HCI (heavy and chemical industries) 

Development Plan" with the aim of increasing the share of HCI products in total 
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exports to above 50% by 1980. Although details of the HCI drive were modified 

according to changing economic conditions, it remained as one of the most important 

industrial policies in the 1970s. Under the HCI-drive policy, available economic 

resources were concentrated into the HCI sector. 

The HCI drive, undoubtedly, contributed to the dramatic growth of chaebols 

in the 1970s. First, it created an environment in which active participation in the 

HCIs targeted by the government was a must for any firm who wished to grow. In 

view of the scale economies inherent in many HCIs, it was believed that the size of 

production should exceed minimum efficient scale in order to be competitive. In 

many cases, this led to the government protecting the monopolistic positions of many 

firms who already enjoyed various kinds of support from the government. 

Chaebols' growth in the 1970s was quite explosive in terms of the number of 

affiliates, as well as their size. The number of affiliates of the 30 largest chaebols 

increased form 126 in 1970 to 429 in 1979 (Yoo & Lee, 1997: 436), and many of the 

new affiliates were de novo entry into new businesses while the rest came from 

mergers and acquisitions. For chaebols participating in the HCI drive, the rapid 

industrial restructuring meant quick expansion through diversification, which was 

mostly financed by policy loans from the state-controlled banks and equity 

investments from other affiliates within the same group. Thanks to the explosive 

growth of chaebols, the share of exports by Korean firms increased rapidly in the 

1970s (See Table A1.7). 

The Middle East construction boom, the development of non-bank financial 

institutions and general trading companies were all behind the rapid diversification 

of chaebols. The establishment of general trading companies by the largest chaebols 
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was particularly important for diversification. For chaebols licensed to operate a 

general trading company, it was easier to obtain greater access to preferential policy 

loans, employ higher quality manpower, and flexibly switch any managerial know- 

how to new business opportunities. 

Table A1.7. Share of Exports by Korean Firms in Worldwide Total Exports (%) 

Year 1971 1975 1979 
Share 0.34 0.54 0.98 

Source: IMF, International Financial Statistics Yearbook (1977 & 1980). 

Throughout the 1970s, chaebols were able to develop a conglomerate 

structure which had diverse businesses under a single control, covering most of the 

important manufacturing industries, distribution, construction, finance, etc. By the 

end of the 1970s, chaebols came to have the characteristics of today's chaebols, i. e., 

family ownership and management, control pyramid, seemingly excessive 

diversification, and cross shareholding and debt-guarantee among affiliates (See 

Tables A l. 8 and A1.9). 

Table A1.8. Chaebol Concentration Ratio, 1973-81 (%) 

GDP Manufacturing 
1973 1974 1975 1976 1977 1978 1979 1980 1981 1973 1974 1978 

To p5 3.5 3.8 4.7 5.1 8.2 8.1 - - - 8.8 12.6 18.4 
To 10 5.1 5.6 7.1 7.2 10.6 10.9 - - - 13.9 18.9 23.4 
To 20 7.1 7.8 9.8 9.4 13.3 14.0 - - - 21.8 28.9 33.2 
To 46 9.8 10.3 12.3 12.3 16.3 17.1 16.6 19.5 24.0 31.8 36.5 43.0 

Source : Yoo & Lee (1997) 
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Table A1.9. Ten Largest Chaebols in the 1970s 

Ch b l Number of affiliates umber of 2-digit SICs) 
ae o 1972 1979 

Hyundai 6(5) 31(15) 
Lucky Goldstar 18 (14) 43 (24) 

Samsung 16 (15) 33 (26) 
Daewoo 2 (3) 34 (20) 
Hyosung 4(4) 24(15) 

Kukje 3 (5) 22 (16 
Hanjin 8(10) 15(15) 

Ssangyong 6 (7) 20 (13) 
Korea Explosive 7 (8) 18 (16) 

Sunk on 5(6) 14(16) 
Average 7.5(7.7) 25.4 17.6 

Source: Seok-Ki, Kim (1987: 171) 

4.1980s: Enhancing International Competitiveness 

Although many chaebols sustained double-digit growth during the 1980s, 

they experienced a sharp decline in government and popular support. 14 In 1979, 

General Chun Doo Hwan led a military coup one and a half months right after 

President Park's death, and seized control of the Korean government. President Chun 

believed that Park's dirigiste economic policy prevented Korean firms from rapidly 

adapting to changes in the global economy. Furthermore, he recognized that Korea 

must open its domestic markets to foreign competition or risk a trade war with its 

largest trading partners, especially the U. S. A. and Western Europe. During the Chun 

era, chaebols came under fire from the press and public who blamed cozy relations 

between government officials and business leaders for the corruption, nepotism and 

graft that marred the Park regime. Many commentators also accused chaebols and 
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government of preventing small and mid-sized enterprises from entering domestic 

product and capital markets. 

The fifth Five-Year Plan, introduced in 1982, marked a watershed in Korean 

industrial policy. The Chun regime drastically reduced the government's role in 

economic planning, and promoted market forces as the primary mechanism for 

allocating capital, labour and technology. The Chun government abolished 

subsidized interest rates in 1982, and introduced Korea's first anti-trust legislation 

four years later. Throughout the 1980s, the government steadily opened Korea's 

product markets to foreign competition by reducing tariffs and eliminating import 

quotas. 

The Chun administration emphasized economic stabilization and tried to cure 

the imbalances caused by the HCI drive of the 1970s. In view of the market 

mechanism, however, there were not many changes since the predominance of the 

state over the market was maintained throughout 1980s. Strong leadership by the 

government and ensuring government regulations were deemed necessary to carry 

out such policies as price stabilization, investment realignment in heavy industries, 

anti-speculation measures, and the like. As the government resorted to price 

regulations, entry regulations and exit orders to rationalize some of the heavy 

industries, there was insufficient room for a market mechanism to function properly. 

Although the agenda of industrial policy changed relative to the Park administration, 

the anti-competitive measure of government regulations did not easily change under 

the Chun administration. 

14 For a discussion of the change of direction in Korean industrial policy see J. McDermott & L. 
Young 1989. South Korea's Industry - New Directions in World Markets. Economist Intelligence 
Unit. 
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Even under these circumstances, the prevailing opinion supported market 

principles as an effective tool for solving the problems the Korean economy faced in 

the 1980s. In fact, the 1980s witnessed a series of new policies to strengthen the 

functions of the market mechanism and to cure the imperfections found in the 

government's management of the economy. These included trade liberalization, 

competition law and policy, deregulation and privatisation of government-owned 

enterprises, most of which are still on-going policy issues in Korea. 

Although market structure in Korea changed towards a more competitive one 

in the 1980s, the absolute level of the share of monopolistic industries was still high 

- 63.7% of the total shipments of the manufacturing sector were from industries 

where the three largest players accounted for more than 50% of the industry 

shipments (Yoo & Lee, 1997: 448). The high concentration ratios of many industries 

in Korea reflect that they existed for a long time as monopolies, duopolies or 

oligopolies. Entry or investment barriers enforced by the government helped 

chaebols to enjoy such status. 

Around 1980, criticisms called for modifications of the producer-oriented 

trade liberalization policy. In fact, the government's strong commitment to a more 

liberal policy in those years was apparent, such as the import liberalization measures 

in May 1978, the liberalization of technology imports in April 1979, the measures to 

promote foreign direct investment in September 1980, and the fifth Five-Year Social 

and Economic Development Plan which emphasized liberalization. In 1984, tariff 

reduction and the revision of the foreign investment regulations expanded the scope 

of liberalization policy. 
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It is true that the open door policy of the early 1980s lowered the tariff 

barriers to imports and increased the number of industries open to foreign investment. 

However, the speed of liberalization was quite slow and the scope was limited 

mainly to some of the manufacturing industries. The slow progress in the 

liberalization policy was not surprising in view of the strong tradition of industrial 

policy that placed top priority on promoting the development of domestic - often 

infant - industries. The vested interests of domestic firms and the protectionist 

characteristics of technocrats also formed a strong thrust against liberalization. Since 

the mid 1980s, however, liberalization was on the agenda in trade talks with Korea's 

major trade partners, especially the U. S. A. Demands of trade partners began to shape 

Korea's trade and investment policies and accelerated market opening. 

Even though Korea's import liberalization had approached a level close to 

that of advanced economies, the majority of imports were non-consumer goods, and 

thus, the imports did not produce the effects of competitive liberalization of many 

consumer goods markets until very recent days. There were other reasons why the 

import liberalization had limitations in increasing competitive pressures in the 

domestic markets. These include the import diversification policy that was aimed at 

prohibiting imports of certain products from Japan. In fact, the protectionist policy 

favoured the producers at the expense of the "captured consumers, " who were not 

given sufficient opportunities to buy imported consumer goods. 

It is notable that the Korean government enacted the Monopoly Regulation 

and Fair Trade Act (MRFTA) in 1980 when most of the other developing countries 

and even some of the advanced countries did not have one. The MRFTA has been 

amended several times to add new provisions or to strengthen the enforcement. 
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Provisions against the concentrations of economic power of chaebols included 

regulations of cross shareholdings and regulations of mutual loan guarantees. Along 

with the enactment of the MRFTA, the Fair Trade Commission was established in 

1981 as the competition watchdog. Although the MRFTA is the basic concern of the 

Fair Trade Commission, it is also responsible for the implementation of the Law on 

Fair Subcontracting Trade enacted in 1984 and the Law on Regulating Business 

Stipulations enacted in 1986. 

As we review the evolution of competition law and policy in Korea, we may 

agree that the MRFTA symbolized a discontinuity from previous decades and 

contributed to the establishment of a freer market economy in Korea by promoting 

free and fair competition and also mitigating the concentration of economic power 

(See Table Al. 10). 
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But still, the strong tradition of the state dominance over the market 

continued to exist not leaving much room for enforcement of competition law and 

policy. 15 Most of the enforcement cases of competition laws were related to unfair 

trade practices, undue international contracts, and unfair subcontracting trade, while 

corrective measures against abusive practices of market dominating firms, anti- 

competitive business integration, collusive activities and violations of chaebol 

regulations were much smaller in number. Whenever opinions for strengthening 

chaebol regulations were on the rise, counter-opinions appeared to advocate the need 

to nurture chaebols to enhance national competitiveness. Supported by a number of 

fraternal and friendly groups who argued the chaebol system was a relatively 

efficient one for economic growth, most chaebols continued to expand in the 1980s 

(See Tables A1.11 and A1.12). 

Table A1.11. Sales and Assets of the Largest 50 Chaebols (billion won) 

1980 1983 1985 1987 
Sales 28,502 54,663 77,630 86,141 

Assets 24,167 44,640 61,690 71,410 
GNP 36,672 58,985 72,849 97,532 

Sources: Management Efficiency Research Institute; Samil Accountancy. 

15 It should be noted, however, that it is a different question whether free and fair competition in the 
market is absolutely helpful for industrial development. 

44 

Ok 



Table A1.12. Number of the 10 Largest Chaebols' Affiliates 

Chaebol 1980 1987 

Hyundai 31 34 
Samsung 33 37 

Lucky Goldstar 43 62 
Daewoo 34 28 

Sunkyong 14 18 
Ssangyong 20 21 

Korea Explosive 18 23 
Hanjin 14 16 

H osun 24 15 
Lotte 18 26 

Source: Korea Information Service. 1988. Chaebol Analysis Report. Seoul. 

5.1990s: Facing a New Challenge 

It is fair to say that since the 1980s the traditional predominance of the state 

over the market, represented by regulations, protection and support, has been actively 

interacting with new forces of the market, represented by trade liberalization, 

competition, deregulation, and privatisation. 

The first round of deregulation was attempted in 1988 under the Roh Tae 

Woo administration. The industries in which anti-competitive regulations were 

deemed to impede their development were first selected by the government and an 

economic analysis was conducted to investigate the rationale and problems of 

existing regulations and to seek an optimal solution of deregulation. Since then, 

deregulation became vogue in Korea, and the Roh administration put a lot of effort 

into deregulation. With the inauguration of Kim Young Sam in 1993, deregulation 

was selected as one of the most important economic reforms. 
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Yet, the objective of deregulation policy was often confused. Deregulation of 

entry, price and investment was called for in order to promote competition and 

expand the functioning of a market principle. However, efforts of deregulation 

focused more on relieving difficulties of domestic firms - e. g., removing or 

simplifying the administrative and procedural regulations - rather than on enhancing 

the efficiency of the market. 

Privatisation of government-owned enterprises has been another important 

issue in the history of Korea's economic development. Except for the disposal of the 

vested properties after the liberation from Japan, the first round of privatisation came 

as early as 1968, when the government privatised the airline, trucking, and a few of 

the mining and heavy manufacturing industries. In 1980, the second round of 

privatisation was carried out in the banking and oil refinery industries. In 1987, an 

ambitious privatisation program was drafted by the government, which included the 

largest public enterprises in Korea such as Korea Telecom, Korea Electric Power 

Corporation, and POSCO. But the plan was only partially implemented for many 

reasons including strong resistance of the labour unions and the downturn of the 

stock market. The two rounds of the privatisation program in the 1980s were rather 

superficial, in that the government sold out part or all of its shares but maintained 

management control over the privatised firms. 

In 1993, the Kim Young Sam administration announced a new privatisation 

program, which included the privatisation of 58 and the restructuring of 10 state- 

owned enterprises out of the total of 133 state-owned enterprises. The government 

announced that it would sell out the entire government shares and leave the 

management in the hands of the private sector. Yet, the policy was not effectively 
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implemented due to various vested interest groups including managers and workers 

in the firms, government officials and politicians as well as the concerns about the 

effects of privatisation on the concentration of economic power and on the impact in 

the stock market. 

Meanwhile, shareholdings by founder families of chaebols has been 

decreasing since the early 1990s, making it increasingly difficult for them to 

maintain their control power and to transfer resources from one affiliated company to 

another (See Table A1.13). Such a change was partially due to the IPO (Initial Public 

Offering) boom in the late 1980s when the Seoul bourse was quite strong. Chaebols 

exploited the opportunity to raise capital in the stock market (at the expense of 

diluting their shareholdings) while trying to reduce debts. The partial opening of the 

Korean stock market to foreign investors in 1992 also had an increasing influence on 

the ownership structure of listed companies. 

Table A1.13. Within-Group* Ownership Concentration (%) 

1983.9 1987.4 1989.4 1990.4 1991.4 1992.4 1993.4 1994.4 1995.4 
To 30 57.2 56.2 46.2 45.4 46.9 46.1 43.4 42.7 43.4 
Family (17.2) (15.8) (14.7) (13.7) (13.9) (12.6) (10.3) (9.7) (10.5) 

Subsidiaries (40.0) (40.4) (32.5) (31.7) (33.0) (33.5) (33.1) (33.0) (32.8) 
Top 5 - 60.3 49.4 49.6 51.6 51.9 49.0 47.5 - 

Family - 15.6 13.7 13.3 13.2 13.3 11.8 12.5 - 
Subsidiaries - 44.7 35.7 36.3 38.4 38.6 37.2 35.0 - 

Hyundai 81.4 79.9 - 60.2 67.8 65.7 57.8 61.3 60.4 
Samsung 59.5 56.5 - 51.4 53.2 58.3 52.9 48.9 49.3 
Daewoo 70.6 56.2 - 49.1 50.4 48.8 46.9 42.4 41.4 

LG 30.2 41.5 - 35.2 38.3 39.7 38.8 37.7 39.7 

* The so-called "within-group ownership" means the ownership shares held by chairman 
(chongsu) and his/her family members and those held by other subsidiaries. 

Source: Fair Trade Commission 
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Chaebols suffered a severe blow when the financial crisis that plagued 

several South East Asian countries - the so-called "Asian Contagion" - spread to 

Korea in 1997. In the wake of escalating defaults on corporate loans, foreign lenders 

withdrew credit lines and refused to renew obligations as they matured. The 

evaporation of foreign credit put considerable pressure on the Korean Won, which 

declined 50% against the US dollar in a single week in November 1997. The 

economy was on the brink of a financial melt-down that would dwarf the Mexican 

crisis of 1994. 

Having exhausted its foreign currency reserves, the Bank of Korea 

approached the International Monetary Fund (IMF) in November for financial 

assistance. The IMF provided a package totalling $58 billion in exchange for 

government pledges that Korea would reform its capital and labour markets, remove 

trade barriers, and force chaebols to eliminate debt guarantees and subsidies across 

businesses and increase transparency in financial reporting. 

Shocked by one of the largest economic crises since 1945, the Korean public 

urged chaebols to take responsibility for the nation's economic collapse, arguing that 

the conglomerates contributed to the crisis by piling up massive debts in reckless 

quests to expand their empires. It was a widely accepted notion that efforts to 

stimulate recovery were impeded by the weight of the billions of dollars of bad debt, 

caused by the conglomerates. 

Kim Dae Jung, who was sworn in as Korea's president in February 1998, 

reaffirmed his strong commitment to meeting the IMF conditions. For decades, Kim 

had been an outspoken critic of Korea's successive military governments and their 

cosy relationships with chaebols, and had suffered arrest, kidnapping and exile at the 
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hands of government officials anxious to silence him. Kim returned from exile in 

1985, and unsuccessfully contested three presidential elections before winning the 

office in December 1997. Relative to his predecessors, Kim Dae Jung tends to feel 

little sympathy for chaebols, and would grant them few concessions. 

Since 1998, a number of non-viable firms including many affiliates of 

chaebols were forced to terminate operations, while the process of corporate 

workouts with creditor banks began for viable firms. Legislative measures to 

enhance the transparency of corporate governance, unwind cross payment-guarantees, 

and strengthen the accountability of controlling shareholders and management were 

implemented as well. The restructuring of the five largest chaebols was focused on 

Capital Structural Improvement Plans, including the liquidation of non-viable 

affiliates, the elimination of cross payment-guarantees, and the reduction of banks' 

large credit exposure. In addition, a number of asset swaps and mergers - so called 

"Big Deals" - were required. 

These would allow the conglomerates to specialize in three to five core 

sectors in which they can more successfully compete globally. If the government's 

plan is executed as planned, the number of the top five chaebols' affiliates would be 

reduced to 50% of the one before the Asian economic IMF crisis, with each chaebol 

averaging 15-25 affiliates. This streamlining of the top five chaebols is closely 

associated with the restructuring of several target industries, including 

semiconductors, petrochemicals, aerospace, and rolling stock. 

Furthermore, unlike the past, banks would play the role of overseeing the 

progress of reform among the top five chaebols. Creditor banks are now capable of 

forcing the chaebols to sell off their unprofitable units. They can also stop extending 
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new loans to non-viable affiliates. In addition to the restructuring of the top five 

chaebols, over 200 financial institutions signed the "Corporate Restructuring 

Agreement" right after the IMF rescue to facilitate "workout programs" involving 

financially weak but viable chaebol affiliates and non-affiliated companies. 

Table Al. 14 summarizes the environmental characteristics and major factors 

that affected chaebols' growth and behaviour in each period since 1945. 
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In short, the above historical review can be summarised as follows: 

" Early chaebols began to emerge from the mid 1950s operating mainly in 

light industries, as the nation strived to meet the people's daily necessities 

and overcome extreme poverty in the aftermath the Korea War. 

" In the 1960s chaebols tried to actively take part in the government-led 

economic development plans, and took various advantage such as 

preferential financing or tax benefits by aggressively diversifying into 

strategic industries selected by the government. 

" Chaebols continues to diversify in the 1970s, especially into the HCI 

(heavy and chemical industries) with explosive increases in terms of both 

the number of affiliates and the amount of total sales. 

" By the late 1970s, chaebols came to have the current characteristics such 

as family ownership and management, control pyramid, wide business 

scope, and cross-shareholdings and debt-guarantees among affiliates. 

" As chaebols' economic power kept soaring, the government began to enact 

strong rules and regulations to curb their reckless expansion from the early 

1980. However, supported by a number of fraternal and friendly groups 

who argued the chaebol system was a relatively efficient one for economic 

growth, chaebols continued diversify until the mid 1009s into additional 

new business sectors including semiconductor and finance. 

" Shocked by the Asian economic crisis in 1997, chaebols were urged to 

take responsibility for the nation's economic collapse in that they piled up 

massive debts in reckless quests to expand their empires. Since 1998, a 

number of non-viable chaebols were forced to terminate operations, while 
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the process of corporate workouts with creditor banks began for viable 

firms. Legislative measures to enhance the transparency of corporate 

governance, unwind cross-payment guarantees, to eliminate cross 

payment-guarantees, and strengthen the accountability of controlling 

shareholders and management were implemented as well. 
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Appendix 1-2. Measurement of Diversification 

1. The Entropy Index (Jacquemin & Berry, 1979, Palepu, 1985) 

The entropy index of diversification takes into consideration two elements 

of diversification: the number of industry segments in which a firm operates and 

the relative importance of each industry segment in the total sales16 of the firm. 

Consider a firm (business group) operating in N industry segments, where an 

industry segment is defined as a 4-digit SIC industry. These industry segments 

aggregate into M industry groups, where an industry group is defined as a 2-digit 

SIC industry (and N >_ M. Let Pi be the share of the ith segment in the total sales of 

the firm. Then the entropy measure of total diversification (DT) is defined as 

follows: 

N 

DT = P; Ln (1 /Pi) (1) 
i=1 

In addition, the index decomposes diversification into its related and 

unrelated parts. It is normally assumed that industry segments that belong to the 

same 2-digit industry group are related to each other, and that industry segments 

that belong to different 2-digit industry group are unrelated. Let P11 be the share of 

the segment i of group j in the total sales of the group. Then, we can define the 

related diversification within one industry group (DR3) as: 

N, M 

DRS =E P1 Ln(l/P1) (2) 
ij 

16 Asset (instead of sales) breakdowns are also frequently used in calculating the entropy index. 
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Since the firm operates in several industry groups, we can define the firm's 

related diversification (DR). Let Pj be the share of the jth group sales in the total 

sales of the firm. Then, 

M 

DR = Pj DRS (3) 
j=1 

Consistent with the definition of DT, the firm's unrelated diversification 

(DU) is defined as: 

M 

DU =I Pj Ln (1 /Pj) (4) 
j=1 

From the above definition it can be shown that the sum of the related and 

unrelated components equals the total diversification. 

DR + DU = DT (5) 

The exemplary case of an imaginary chaebol Z shown in Table A 1.21 is to 

illustrate how I calculate the entropy index. From the KMCC (Korea Management 

Credit and Credit Rating Corporation) database, I obtained a primary 5-digit SIC 

(Column 2) and sales (Column 3) for each subsidiary of chaebol Z. The sales 

breakdowns by 4-digit SIC (Column 4) and 2-digit SIC (Column 6) in the total 

sales of chaebol Z are then simply identified. Then, I calculated the entropy index 

of total diversification (DT: Sum of Column 5=2.185) by applying the formula 

(1) above to the share of each 4-digit SIC. In turn, according to formula (4), 1 get 

the entropy index of unrelated diversification (DU: Sum of Column 7=1.709). 
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Table A1.21. Calculation of the Entropy Index (An Example: Chaebol Z) 

(1) 

Company 

(2) 

SICs 

(3) 
Sales by 
Company 

(4) 
Sales by 4- 
digit SICs 

(5) 
P; Ln (11P; ) 

(6) 
Sales by 2- 
digit SICs 

(7) 
P; Ln(1/P; ) 

AA 15510 129,144 

BB 15510 103,658 232,802 0.121 

CC 15520 202,596 202,596 0.109 
DD 15530 1,334,088 
EE 15530 187,676 1,521,764 0.342 
FF 15540 662,048 662,048 0.235 2,619,210 0.366 
GG 22110 282,299 282,299 0.138 282,299 0.138 
HH 24290 8,716 8,716 0.009 8,716 0.009 
II 26100 338,940 338,940 0.156 338,940 0.156 
JJ 28990 154,658 
KK 28990 102,472 257,130 0.129 257,130 0.129 
LL 29190 239,320 239,320 0.123 239,320 0.123 
MM 32100 144,964 144,964 0.086 144,964 0.086 
NN 45200 1,296,374 
00 45200 620,487 1,916,861 0.361 1,916,861 0.361 
PP 51200 72,853 72,853 0.051 

QQ 51910 260,429 260,429 0.130 333,282 0.154 
RR 63030 17,664 17,664 0.016 17,664 0.016 
SS 65990 33,251 33,251 0.027 33,251 0.027 

TT 72200 41,728 41,728 0.033 41,728 0.033 
UU 74200 13,386 13,386 0.013 
W 74300 94,229 
WW 74300 7,268 101,497 0.066 114,883 0.072 

XX 92410 1,565 1,565 0.002 
YY 92434 52,537 52,537 0.039 54,102 0.040 

Total 6,402,350 6,402,350 2.185 6,402,350 1.709 

The entropy index of related diversification (DR) of chaebol Z can be 

obtained in two ways. First, following formula (5), 1 subtract DU from DT to find 

DR (2.185 - 1.709 = 0.476). Alternatively, according to formulas (3) and (4), 1 

calculate DR of chaebol Z as the weighted sum of DR in each 2-digit SIC in which 

chaebol Z is operating. Let DRxy be the entropy index of related diversification 
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with 2-digit SIC code XY of chaebol Z. Then, DR of chaebol Z is: (DR15xO. 44) + 

(DR51x0.027) + (DR74xO. 006) + (DR92xO. 001) = 0.476.17 This value exactly equals 

the result obtained using the previous method. 

2. Rumelt's Categories (Rumelt, 1974) 

This is a categorical measure of diversification, based on the specialization 

ratio (SR) and the related ratio (RR). 18 SR is defined as the proportion of a firm's 

revenues that is attributable to its largest industry segment. RR is defined as the 

proportions of its revenues that are attributable to the largest group of industry 

segments that are related in some way to one another. In calculating RR, I 

primarily assume that different 4-digit SICs in the same 2-digit SIC are related. 

And then I try to determine whether they had anything in common in terms of skill, 

resource, market, or purpose. Once the above two ratios are calculated for each 

firm, it is classified into one of the following categories: 

If SR < 95% - Single Business 

If 70%<_ SR< 95% - Dominant Business 

If SR < 70% and RR >_ 70 4 Related Business 

If RR < 70% - Unrelated Business 

In the example of chaebol Z above, we see that the largest 4-digit SIC 

industry segment of chaebol Z is the one with SIC code 1553, which accounts for 

17 Note that DR, 7= 0 when there is only one 4-digit SIC in a given 2-digit SIC. 
IS Rumelt (1974) used another ratio, the vertical ratio (VR), which is excluded in my study. I regard 
vertical integration as a type of related diversification. 
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only 24% (SR) of the total sales. The largest 2-digit SIC industry segment is the 

one with SIC code 15, which accounts for 41% (RR) of the total sales. Because 

SIC 15 (food industry) does not seem to have anything in common with other 

industries in which chaebol Z is running businesses, I classify chaebol Z as 

"Unrelated Business (SR < 70% and RR < 70%). " 
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Chapter 2: Theoretical Background for the Research 

2.1. Diversification and Economic Performance 

In the strategy literature, it is accepted that a firm cannot diversify 

indefinitely without running into diseconomies of scope. Empirical research has 

confirmed that the relationship between diversification and profitability is not linear 

but curvilinear: There exists a positive relationship between diversification and 

changes in profitability up to a certain level of diversification, but the relationship 

turns negative at higher levels of diversification (Markides, 1995; Hoskisson & Hitt, 

1990; Grant, Jammine & Thomas, 1988). Figure 2.1 shows the curvilinear or 

quadratic relationship between diversification level and firm performance. 

Figure 2.1. Curvilinear Relationship between Diversification and Profitability 

Profitability 

Diversification Level 

To understand the above relationship further, it is necessary to briefly review 

the literature on the optimal level of diversification. The limit to how much a firm 

can diversify can be formulated in terms of marginal benefits (MB) and marginal 
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costs (MC) to diversification. 

Through diversification, companies try to attain various benefits such as 

reduction in operating risk, economies of scale, market-power (Berry, 1971), 

exploitation of excess firm-specific assets (Teece, 1982), and financial advantages 

(Galai & Masulis, 1976). Some 10 (industrial organisation) economists that 

specialize in the Korean economy suggest that diversification allows firms to 

overcome size limitations that occur due to declining product-demand curves or 

rising factor-supply curves (Jwa, 1997). 

The literature not only identifies the various benefits of diversification but 

also shows that the marginal benefits of diversification tend to decrease as the firm 

diversifies further away from its core competences. For instance, Montgomery and 

Wernerfelt (1988) argued that a firm contemplating diversification would first try to 

apply its excess firm-specific assets to the closest market it can enter. If excess 

capacity remains, the firm will enter markets even further afield. But, as these factors 

are applied in more distant fields, they lose their competitive advantage and thus earn 

lower profits. This implies that the marginal benefits of diversification decrease as 

the firm further diversifies. 

The above benefits of diversification are not obtained without costs. Even 

related diversification involves costs and risks as a firm must make increasingly 

more efforts to coordinate various divisions to create benefits of diversification (Park, 

1996). The costs of diversification identified in the literature include loss or 

distortion of information in the firm's hierarchy (Williamson, 1967), difficulty in 

managing and coordinating divisions (Keren & Levhari, 1983), and mismanagement 

of divisions occurring when top managers continue to apply one dominant logic on 
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different kinds of businesses (Prahalad & Bettis, 1986). 

The literature identifies the costs of diversification and suggests that these 

costs increase as the level of diversification increases. This outcome results from the 

increase in loss or distortion of information as the firm's hierarchy becomes steeper 

(Williamson, 1967), or because the cost of applying an inappropriate dominant logic 

increases more steeply as a firm enters into areas that are more remote from its 

familiar, core ones (Prahalad & Bettis, 1986). 

When we combine the decreasing MB curve and the increasing MC curve, 

we are able to construct Figure 2.2 (Markides, 1995). These curves show the 

conceptual existence of an equilibrium diversification level D*. 19 This equilibrium is 

the optimal level of diversification, where the marginal benefits of diversification 

equal its marginal costs. This result is also the point A* in Figure 2.1, where 

maximum profitability is achieved. It is important to note that different firms have 

different optimal levels of diversification. Each firm has different MB and MC 

curves, and consequently different optimal points. Moreover, these curves tend to 

change themselves over time. 

19 This equilibrium might be an oversimplification because we do not know that the actual MB and 
MC curves are monotonically declining and rising, respectively. As Markides (1995: 172-173) 

admitted, "There are possibilities of multiple equilibria, no equilibrium, and a continually shifting 
frontier of equilibria. " However, these possibilities do not seem to affect my analyses in this thesis. 
My research aim is to examine why chaebols did not show signs of reaching the optimal 
diversification limit (be it single, multiple, or non-existent) in 1975-1995 unlike Western firms. 
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Figure 2.2. Marginal Benefits, Marginal Costs, and the Optimal Level of 
Diversification 

Marginal 
Benefits/ 
Costs 

Diversification Level 

Given the theoretical framework discussed so far, the argument proposed by 

Markides (1995) is that U. S. and European firms diversified beyond their optimal 

levels during 1960-1980 for numerous reasons. Therefore, they have been refocusing 

to return to their optimal levels ever since. The argument so far explains why an 

increase in focus, as opposed to further diversification will enhance value for most 

(but not all) diversified firms in advanced economies. 

However, we know that large and diversified business groups still dominate 

private sector economies in developing countries, including Brazil, Chile, Hong 

Kong, Indonesia, Malaysia, Pakistan, South Africa, and Taiwan, to name only a few. 

In particular, Korean chaebols have played a pivotal role in creating the amazing 

success story of the Korean economy, by continuing to diversify while being 

profitable. 

In this thesis, I attempt to test that because diversification confers more 
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benefits in Korea than it does in the U. S. A. (for reasons explained later), and/or 

because the costs of diversification are lower in Korea than elsewhere (for reasons 

explained later), the optimal level of diversification in Korea has been higher than 

what it used to be in the U. S. Figure 2.3 graphically depicts such a comparative 

situation. 

Figure 2.3. Marginal Benefits, Marginal Costs, and the Optimal Level of 
Diversification: Chaebols vs. U. S. conglomerates 

Marginal 
Benefits/ 
Costs 

MCI IQ A 

. EA 

MBKOREA 

MBUSA 

DUSA DKOREA Diversification Level 

If my propositions are correct, the optimal level of diversification in Korea is 

higher than that of the U. S. A., which justifies most chaebols' seemingly abnormal 

performance. I will also include in the discussion the view that changes in Korea's 

external and internal environment have affected the benefits and/or costs of 

diversification, thereby shifting back the optimal level of diversification. 
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2.2. Management Literature on Chaebols' Diversification 

The rise of the chaebols in the last 20 years has triggered a number of studies 

about them. In the field of management and economics, much research has been 

conducted on business-government relations (e. g., Jones, 1987; Kim, 1987; Amsden, 

1989), industry structure (e. g., Lee & Lee, 1985; Chung & Yang, 1992), 

organisational characteristics (e. g., Steers, Shin & Ungson, 1989), and issues 

surrounding political network and social responsibilities (e. g., Cho, 1990). A few 

studies included international comparisons between Korean chaebols and business 

groups (or diversified firms) in other countries (Jones, 1987; Amsden, 1989; Cho, 

1990). While empirical attempts have been made to examine the relationship 

between diversification and performance of chaebols, produced results have been 

inconsistent and mixed depending on research designs and methods. Table 2.1 shows 

some prominent studies on chaebols' diversification and subsequent economic 

performance (specifically, profitability). 

Several studies showed that diversification strategy had a positive effect on 

chaebols' sales growth but a negative effect on such profitability measures as ROS 

(return on sales) and ROA (return on assets) (Chung, 1987; Kang, 1991; Lee & Han, 

1998). This result has been attributed to the fact that Korean firms including 

chaebols aimed to achieve growth rather than profitability (Chung, 1987; Cho, 1990; 

Hitt, et. al., 1997). When the types of diversification are considered, related 

diversification had a positive effect on profitability, while unrelated diversification 

had a negative effect (Lee & Han, 1998). 
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In contrast, an earlier study showed that unrelated diversification contributed 

to growth and profitability, and related diversification undermined profitability (Cho 

& Lee, 1987), which is quite contradictory also to the results of many studies in the 

West. Further, it appeared that the rate of increase in the number of affiliates in a 

chaebol was positively associated with its profitability in terms of ROS (Kwak, 

1989). 

In some cases, studies failed to show any significant relationship between 

diversification and profitability (Cho& Lee, 1987; Hong, 1991). In a relatively earlier 

study, Jun (2000) concluded that there were changes in the effect of diversification 

around 1990. With a panel data from 1987 to 1993, he found out that in the early 

1990s the negative effect of unrelated diversification on profitability increased 

further, while the positive effect of related diversification disappeared. 

Chang and Choi (1988) took the transaction cost approach to analyse 

diversification strategy and resulting organisational structure of chaebols in order to 

show that large chaebols' subsidiaries displayed superior performance. In another 

firm-level study of 125 listed companies (including firms not affiliated with 

chaebols), Hong (1997) concluded that managerial decisions to diversify were 

largely affected by industry attractiveness, but that performance of the diversified 

firm depended primarily upon its internal factors such as intangible assets and 

financing capabilities. 20 

As far as the motivation of diversification is concerned, three perspectives 

have been earned special attention in the case of chaebols: i) managerial motivation 

such as risk reduction, enhancement of market power, exploitation of excess 
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resources, and creation of synergy; ii) environmental conditions such as inefficient 

markets for capital and labour; iii) political motivations such as enhancement of 

bargaining power against the government (Jung, 1991; Yang, 1992). 

Far less research has been done on how to actually manage diversified firms. 

Some researchers explored this dimension through qualitative methods (e. g., Hattori, 

1991; Jun & Han, 1994). Quantitative studies with large samples on diversification 

of chaebols have been mostly focused on finding out the relationship between 

economic performance and the choice by the firm of the type, level, or mode of 

diversification (e. g., Cho, 1990). Comparative analyses between Korean firms and 

diversified firms in other countries have been concerned primarily with management 

style and organisational climate in general (e. g., Shin, 1984), rather than 

organisational context or mechanisms directly relevant to managing diversity. 

However, recently in many Asian economies, tremendous attention has begun 

to be paid to the importance of managerial competences. As described by Yoshino 

after the Asian economic crisis, 21 "Until now, Asian economies have been like a 

rising tide lifting all boats - regardless of the captains' sailing abilities. In the future, 

the quality of management will make much more of a difference. " Triggered by the 

financial crisis as well as rapid globalisation, Asian business groups such as chaebols 

are expected to recognize the value of quality management more seriously than 

before. 

20 Hong also showed that the level of chaebols' diversification continued to increase between 1985 
and 1992. 

2' This paragraph was excerpted from "Briefings from the editors, " Harvard Business Review, 77(2): 
15,1999. 
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Chapter 3: Diversification Measured by Strategic Relatedness 

My research question for this thesis is implicitly based upon an assumption 

that we know how much a firm (or a business group) is diversified. However, this 

chapter, as a preliminary study of the thesis, challenges that seemingly apparent side 

of diversification research before I get into the issue of relative benefits and costs of 

diversification in Korea. 

Many scholars have argued that the potential for realizing economies of 

scope is the main (if not the only) justification for a diversified firm (Teece, 1982; 

Porter, 1985; Kanter, 1989), and that related diversification is superior to unrelated 

diversification (Rumelt, 1974; Palepu, 1985; Singh & Montgomery, 1987). This view 

is based on the possibility that a related diversifier can achieve competitive 

advantage by exploiting synergies among its different but related businesses 

(divisions, SBUs, or subsidiaries). In this regard, measuring relatedness between 

businesses has been of particular interest to strategy researchers. In fact, studies of 

the relationship between various diversification categories and corporate 

performance have limited usefulness unless we can answer the fundamental question: 

"Which industries (or businesses) are related to each other, and which are not? " 

Therefore, examining the puzzling phenomenon that chaebols continued to 

diversify without declining performance during 1985-1995 should also begin with 

the tricky issue concerning the way we measure relatedness between businesses. This 

chapter undertakes this task to test Proposition 1 that I have already articulated in 

Chapter 1. 
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Proposition 1: When we measure diversification using the indicators of 

strategic relatedness, chaebols are more related diversified than when we 

measure diversification using SIC codes or Rumelt's categories. 

3.1. Measures of Diversification 

The traditional measures of diversification, developed in the earlier years of 

diversification research, rely heavily on the SIC (Standard Industrial Classification). 

In deciding relatedness, SIC-based measures have been accepted by researchers 

because of their objectivity and time-efficiency. SIC tables are found easily in most 

countries, and the SIC codes of a firm's businesses can usually be identified with the 

help of public data sources. 22 The basic classification criteria of the SIC is 

summarized as: physical traits of the final goods or services; types and usage of the 

goods or services; and manufacturing process or technology of the goods or services 

(Korea Ministry of Trade and Industry, 1997). 

The simplest way to measure diversification is to count the number of SIC 

codes that a firm is competing in. Researchers can determine the scope of an industry, 

say a 2-digit SIC, 3-digit SIC, or whatever. Other measures such as Berry's index 

(Berry, 1971) and Gort's index (Gort, 1962) consider the share of each SIC segment 

in the total sales or assets of a firm, but here again, allocating SIC codes to each 

business is the critical issue. Basically, these tools are measures for unrelated 

diversification, where businesses with different codes (by the digit determined by 

researchers) are simply assumed to be dissimilar businesses. 

The entropy index of diversification (Jacquemin & Berry, 1979; Palepu, 

71 



1985) is a more advanced tool within the group of SIC-based measures, in that it 

attempts to breakdown a firm's total diversification into its related and unrelated 

parts. 23 The entropy index typically assumes that if two businesses share a similar 

SIC (for example, SIC 2517 and SIC 2534 share a same 2-digit SIC), they must have 

common input requirements and similar production and technology functions. The 

entropy index has been widely used among researchers, and several arguments have 

appeared in literature advocating the use of this index. For example, Hoskisson, et. al. 

(1993) pointed out the construct validity of the entropy index as a reason for its use. 

Apart from SIC-based measures of diversification, categorical measures have 

been also developed. The most famous one is Rumelt's classification. On the basis of 

preceding work (Wrigley, 1970), Rumelt (1974) devised a measure to capture the 

nature of a firm's portfolio in terms of the relatedness between businesses. The 

crucial task here is to calculate a firm's specialization ratio (SR) and related ratio 

(RR)24. These ratios can be calculated based on SIC codes and/or other sources such 

as company annual reports. Businesses are regarded as related "when a common skill, 

resource, market, or purpose applies to each (Rumelt, 1974: 29). " This is an 

acceptable categorization, even though it inevitably relies on subjective judgment to 

some extent. 

Unfortunately, both the SIC-based measures as well as Rumelt's categories 

are not the best ways to measure relatedness because these traditional measures view 

relatedness mainly at the industry or market level; Production processes and 

characteristics of the output such as manufactured goods or provision of services 

22 When a division belongs to two or more SICs, we assign only the primary SIC code to that division 
in this study. 

23 For the details on the entropy index of diversification, see Appendix. 
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rather than looking at economic processes as they occur across and through 

industries. Among the critiques is the argument that traditional SIC-based 

approaches do not consider whether the inputs (or throughputs) shared by more than 

two businesses could be obtained easily by other firms which do not have those 

inputs in their own businesses (Markides and Williamson, 1994,1996). If 

competitors could purchase those inputs in competitive markets, we would not 

expect a diversified firm running multiple businesses to have any advantage over 

other firms. 

In the Korean SIC System, for instance, industries that produce goods with 

close relations in terms of technology or managerial skills are put into one 2-digit 

category, and thus, considered related. However, industries that have little 

technology link in upstream or downstream, but share huge market potentials are 

separated, and thus, considered unrelated (Cho & Lee, 1998). Oil refining industry 

and petrochemical industry provide a good example. 

Problems of the SIC system are actually revealed in the diversification 

research. A number of studies looked at the correlation between patterns of 

diversification and performance. There are certain differences among these studies, 

mostly in the classification of industries and performance measures, or in the choice 

of the industries for data collection. Nevertheless, most studies follow the same 

pattern in their attempts to classify the types of diversification into related and 

unrelated ones, and to compare the economic performance of firms in the two 

categones. 

24 For details on Rumelt's categories, see Appendix 1. 
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Existing studies have not been able to show consistent results on the 

relationship between the types of diversification and performance of firms. While 

many studies concluded that related diversifiers outperformed unrelated diversifiers 

(Rumelt, 1974,1982; Bettis, 1981; Montgomery & Singh, 1984; Singh & 

Montgomery, 1987), others found either that there were no performance differences 

between types of diversification (Christensen & Montgomery, 1981; Bettis & Hall, 

1982; Palepu, 1985) or that even unrelated diversifiers generated better performance 

than related diversifiers (Chatterjee, 1986). 

Researchers have pointed two problems as the cause of the inconsistent 

results. First, studies have paid much attention to the planning aspect such as the 

choice in the type of diversification, but neglected the implementation aspect of 

diversification such as management of diversity (Rumelt, 1982). Second, studies 

relied heavily on cross-sectional analyses, but did not sufficiently take into 

consideration the long-term, dynamic implications of diversification (Ramanujam & 

Varadarajan, 1989; Porter, 1991). Although some of the studies attempted to analyse 

the relationship between firms' resources and a particular type of diversification (e. g., 

Chatterjee and Wernerfelt, 1991), they do not differ much from those of the main 

stream research, in that they used the SIC codes to determine the relatedness between 

businesses. 

Meanwhile, the recognition of invalidity of traditional and popular SIC-based 

measures of diversification in management studies has been shared among many 

scholars and has brought about various trials for measuring relatedness in different 

ways. 
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For instance, Nayyar (1992) argued that an external examination of a firm's 

businesses permits only potential relatedness, and that relatedness may lack external 

transparency. Emphasizing the necessity of using internal data instead of external 

data to look at actual relatedness, he measured relatedness based on data obtained by 

questionnaire surveys from CEOs of large U. S. service firms. Each respondent was 

asked to identify the 10 most significant resources and businesses (with the 

respective proportion of the sales from each business), and to indicate the businesses 

in which particular resources were used. Therefore, if particular resources were used 

in more than two businesses, those businesses were assumed to be related. 

Stimpert, Duhaime and Irene (1997a, 1997b) also used internal data to study 

how managers perceive their firms' businesses to be related. They found that 

managers also tend to perceive relatedness not only by similarities in products, 

markets, and technologies, but also additional conceptualizations such as shared 

differentiation and marketing skills. For all the improvements in capturing 

similarities between businesses, inevitably, these methods identify "strategic 

importance" or "core competence" only in a very implicit and abstract way. 

To investigate the impact of diversification on firm technological innovation, 

Chacar and Stewart (1998) differentiated product market diversification from 

technological diversification, and measured the level of technological diversification 

based on Key Technology Class (KTCs) suggested by Frumau(1992). Other novel 

approaches to the assessment and measurement of relatedness have provided notable 

insights regarding diversification (Pitts & Hopkins, 1982; Prahalad & Bettis, 1986; 

Amit & Livnat, 1988; Ginsberg, 1990; Seth, 1990, Anand & Singh, 1997; Farjoun, 

1994,1998). 
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As an alternative criterion of relatedness for research on Korean firms, Cho 

and Lee (1998) introduced an idea of a new Korean industrial classification system. 

Combining the resource-based perspective and the value-chain concept, they divided 

a company's activities into several related groups. They argued that an industrial 

classification system should be made with these activities, in order to consider the 

source of a company's core competence. In other words, industries are related when 

they share the resource with which a company may carry out strategically important 

activities with lower cost than competitors or do it in a better way. Even though they 

emphasized "strategically" important activities, the new SIC framework has limits 

when it comes to the matter of practical utility; It tends to depend too much on 

subjective and even arbitrary ways in assessing the strategic importance of activities 

and pigeonholing industries into different categories. 

With this regard, more objective research was previously initiated by 

Markides and Williamson (1994,1996) based on the strategic assets identified by 

Verdin and Williamson (1994). Building from a resource-based view and their 

critique of traditional measures addressed above, Markides and Williamson (1994) 

emphasized that related diversification will enhance performance if it allows a 

business to obtain preferential access to skills, assets, or competences that cannot be 

easily purchased in a competitive market and can help diversifiers create and 

accumulate new strategic assets more quickly and cheaply than competitors 

including independent, non-diversifiers. 

At the heart of the issue lie two fundamental perspectives distinct from other 

approaches for measuring relatedness. Markides and Williamson (1994) aimed to 

capture "strategic" and "dynamic" values of assets or resources, not just similarities 
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in product, technology, or resource between divisions. First, SIC-based measures and 

Rumelt's categories cannot properly value "strategic" assets that underpin a firm's 

cost or differentiation advantage and are imperfectly imitable, substitutable, and 

tradable (Peteraf, 1993). Suppose that an asset that Firm X provides to a division by 

cross-utilizing among sister divisions the asset that any other firm can easily 

purchase on the open market at close-to-marginal cost. In that case, even if Firm X 

can get short-term cost or differentiation advantage, it will not really achieve any 

sustainable competitive advantage over time: Competitors will quickly reach similar 

positions by purchasing an equivalent asset. 

Second, most of the previous measures of relatedness, including SIC-based 

ones, have a limit because they tend to equate the benefits of relatedness with the 

static exploitation of economies of scope through sharing the same assets. However, 

real leverage of related diversification comes from exploiting relatedness more 

quickly and cheaply than competitors: 1) to improve the quality of an existing 

strategic asset in another division; 2) to create a new strategic asset in a new 

business; and 3) to expand the firm's existing pool of core competences. A 

diversified firm can derive long-term benefits from the "dynamic" relatedness over 

and above the traditional benefits by resource sharing. For example, if a consumer 

electronics manufacturer has competence in building up a quality A/S (after-sales) 

service system (say, in answering telephone inquiries, visiting service engineers, and 

parts delivery) in its TV business, it can have a positive influence in improving the 

quality of the A/S system in its PC division. This competence will be also helpful in 

creating another A/S system in a newly established DIY (Do It Yourself) appliances 
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division. Afterwards, other competences accumulated in the DIY appliance division 

could be useful in the TV and PC businesses. 

When we adopt the above perspective of diversification, it is possible that a 

seemingly unrelated-diversified firm is in fact rather a related-diversified one that 

might have not diversified beyond the optimum level of diversification yet. For 

instance, in Korea, it has been generally accepted that Samsung and Hyundai are two 

of the most diversified business groups. However, we need to look at whether they 

have diversified into businesses where certain types of competences they hold were 

commonly required. In fact, it is quite conceivable that Samsung's competences in 

careful fabrication have allowed the business to continue to diversify into such 

businesses as textile, consumer electronics, semiconductor, and so on with much 

lower cost compared to the cost we estimate simply based on our superficial 

perception of those businesses. In a similar vein, Hyundai's competences in bidding, 

obtaining, and executing large turn-key projects might have been an important lever 

of the group's successful diversification into construction, shipbuilding, engineering, 

and the like. 

In order to operationalize the concept of strategic relatedness, Markides and 

Williamson (1994,1996) used structural indicators of the importance of similar types 

of non-tradable, non-substitutable and inimitable assets in different market 

environments. They divided these types of assets into five classes (consumer assets, 

channel assets, input assets, process assets, and market knowledge assets), and 

developed structural indicators to quantify the importance of the strategic assets in 

each industry. A detailed explanation will follow in the next section. 
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3.2. Data and Methods 

In this section, I try to identify related businesses in Korea based on the 

conceptual framework mentioned above. This is basically to see whether we could 

come up with a different picture of diversification of chaebols when we measure 

relatedness in a more meaningful way. Using a hierarchical cluster analysis, I display 

strategically related industry groups as a showcase and investigate whether chaebols 

are more related-diversified when we employ strategic relatedness in measuring 

diversification. 

For measuring strategic relatedness, we need to 1) decide which assets are 

strategic; 2) identify underlying strategic assets in each business; and 3) assess which 

businesses share these strategic assets. For deciding which assets are strategic, I refer 

to the work by Verdin and Williamson (1994). For identifying strategic assets in each 

business, I conduct a Web-based questionnaire survey. Then, using the technique of 

a cluster analysis based on the data collected from the questionnaire survey, I assess 

which businesses share these strategic assets in Korea. Instead of using traditional 

SIC codes, the results will be a new basis for computing chaebols' level of 

diversification. 

As briefly introduced earlier, Verdin and Williamson (1994: 83) 

distinguished five classes of strategic (nontradable, nonsubstitutable and inimitable) 

assets: 1) Customer assets such as customer loyalty, brand recognition, and installed 

base; 2) Channel assets such as established channel access, distributor loyalty, and 

pipeline stock; 3) Input assets such as loyalty of suppliers, human resource 

development system, knowledge of imperfect factor markets, and financial capacity; 

4) Process assets such as proprietary technology, product or market specific 
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functional experience, and organisational systems; 5) Market knowledge assets such 

as accumulated information and the systems and processes to access new information 

on the goals and behaviours of competitors, price elasticity of demand, or market 

reaction to different phases of the business cycle, etc. 

In finding out the underlying strategic assets in each business, we need to 

analyse businesses in view of as many strategic assets as possible. In conducting a 

cluster analysis to measure the relatedness between businesses, it is also required to 

include as many dimensions as possible to avoid masking important differences 

between the cases of clusters (Hambrick, 1984). 

As shown in Table 3.1,1 employed eight "structural indicators" in the 

empirical study to capture the four 25 strategic assets operationally that can be 

exploited by related diversifiers. Customer asset indicators value the nature of 

interactions with the customer as an important determinant of the types of assets 

necessary to effectively serve a market. Channel asset indicator refers to imperfectly 

tradeable, channel-related asset, which is likely to be more importance in industries 

where a large portion of the products is sold through intermediaries on the 

distribution channel. Input asset indicator involves the factor embodied in an 

organisation during a significant period of learning to underpin competitive 

advantage. Process asset indicators are associated to the experiences accumulated in 

the process of operating in a specific industry segment. 

`s Market knowledge assets were excluded due to difficulties in finding quantified indicators. 
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Each of the eight structure indicators is a proxy variable for the three types of 

strategic assets: infrequency of purchase, media expenditure, service requirement, 

channel dependence, labour intensity, product customisation, industry skill level, and 

R&D intensity. These eight represent four of the above classes of strategic assets 

previously mentioned. 26 

For example, infrequently-purchased goods (e. g., car) in contrast to 

frequently purchased goods (e. g., toothpaste) tend to involve bigger financial 

expenditures. Accordingly, if a customer experiments with a new brand and gets it 

wrong, the penalty for trial will be high. Whereas frequently purchased products are 

more likely to win customers on their independent (other than activities or reputation 

of the manufacturer) merits or through trial and error, the sales of infrequently 

purchased goods are largely dependent on product quality, brand reputation, and/or 

accompanied services. When two or more divisions are manufacturers of relatively 

infrequently purchased products, chances are that they can improve overall 

performance by exploiting the strategic relatedness in terms of those relevant 

competences. 

Markides and Williamson (1994,1996) obtained the data for calculating 

these structural indicators from an old, but unique survey supported by the U. S. 

government on the marketing cost ratios of U. S. manufacturers (Bailey, 1975). 

Because no such source is available in Korea, I collected data via two sources: A 

Web-based questionnaire survey over the Internet and the Financial Statement 

Analysis (FSA) published by the Bank of Korea (BOK). 

26 For a detailed exposition of the other structural indicators, see Verdin and Williamson (1994) and 
Markides and Williamson (1994,1996). 
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Questionnaires were uploaded onto the Centerworld (http: //www. 

centerworld. net) Website, which is one of the most popular free sites in Korea for 

people seeking information on business and economy. A clear notice of the 

questionnaire survey was given on the homepage of the site as well as through the 

site's Webzine for registered members of the site. Those who work for the planning 

and coordination office or the marketing department unit of manufacturing 

companies27 were asked to fill in the short questionnaire. First, I asked the name of 

the respondent's company so that I can identify the appropriate SIC codes with pubic 

sources. However, it was expected that many respondents might be reluctant to open 

the name of their companies. Therefore alternatively, I asked what is the primary 

business (in 3- or 4-digit SIC level) in which each respondent's company is operating. 

Next, I put four questions for measuring structural indicators of each industry 

- infrequency of purchase, service requirement, channel dependence, and product 

customisation - as follows. 

" In your main line of business, what percentage of the sales is from products 

or services purchased by a specific customer less than once a year? 

" In your main line of business, what percentage of the sales requires after- 

sales and/or technical service more often than once in a year? 

" In your main line of business, what percentage of the sales is sold primarily 

through agents or resellers (as compared to direct to end-users 

" In your main line of business, what percentage of the orders from your 

customers is filled by product units manufactured upon receipt of the 

27 As was the case of the Bailey (1975) survey, non-manufacturing industries were excluded from my 
survey, because of the basic differences in business processes. 
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orders (as compared to your inventory stock at the warehouse or at the 

plant)? 

Ten-point scales were used to help respondents indicate the level of structural 

indicators with just ticking the box. 28 (See Appendix 3-1 for the actual questionnaire). 

After one month, I retrieved the questionnaire from the Website and collected 

the answers. A total of 224 respondents filled in the questionnaires and 179 

responses were from respondents in the manufacturing sector and usable for 

statistical analysis. Among all the respondents, two lucky winners were sent gift 

coupons after a random ballot. 

It should be noted here that, unlike in Chapter 1,1 dealt with data only for the 

manufacturing sector this time. As known widely, non-manufacturing sectors such as 

construction, trading, and finance also account for chaebols' sales. However, it may 

severely distort the empirical results and subsequent interpretations if we apply the 

same tools to measure the structural indicators in manufacturing and non- 

manufacturing businesses. In fact, it is not uncommon that researchers do not mix 

data from manufacturing and non-manufacturing businesses. Specifically, studies on 

business groups in developing economies have often focused on the manufacturing 

sector (e. g., Chang & Choi, 1988; Khanna & Palepu, 1997b) 

I categorized the respondents' companies to the SIC codes used in the BOK's 

annual FSA survey. In the manufacturing sector, eleven out of twelve 2-digit SIC 

codes were included in the analysis, 29 and these were broken down as 3 to 5 digit 

SIC codes depending on the appropriate aggregate level of each industry. In the end, 

28 For example, answers that fall between 0-5% have the value of 1. Likewise, 2 for 5-15%, 3 for 15- 
25%, 

..., and 11 for 95-100%. 
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I could classify the respondents' companies into 65 industry segments belonging to 

twenty one 2-digit SIC codes in all. A particular limitation of my industry-level 

survey was that it could not cover all or a majority of the companies in each industry. 

If two companies in the same business are operating in totally different ways, our 

survey is doomed to fail to capture the industrial characteristics and measure 

structural indicators. 

To minimize this sort of flaw, I tried to secure at least two responses in each 

of the 65 industry segments. Then an arithmetic average for each of the four 

structural indicators was calculated for each industry. 30 For nine industry segments 

for which I, unfortunately, had only one respondent, I identified the largest or second 

largest companies with help from industry specialists and asked those companies to 

fill out the questionnaire. 

Table 3.2 shows the 65 industry segments where a total of 188 respondents31 

were operating as well as the number of respondents in each segment. 

29 SIC 16 (Tobacco industry) was excluded because a government-owned company was monopolizing 
the production and sales of all domestic tobacco brands in Korea. 

30 The precise way must be to use sales in the primary business in question as weights. However, due 

to the availability problem of the required data, we used simple arithmetic averages. 
3' These include 179 initial respondents and 9 additional ones. 
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Table 3.2. Industry Segments by SIC Codes Included in the Clustering 

1511 Production, processing & preserving of meat & meat products 3 
1512 Production, processing & preserving of fish & fish products 2 
1513 Production, processing & preserving of fruits & vegetables 2 
1514 Vegetables and animal oils & fats 3 
152 Dairy products 2 
153 Grain mill products, starch products & prepared animal feeds 3 
1542,5 Sugar, condiments and food additive products 2 
1541,3,4 Bakery products, confectionery & noodles 3 
1551,2 Distilling & blending of spirits & fermented alcoholic beverages 4 
1553 Malt & malt liquors 2 
1554 Ice & soft drinks 2 
1548,9 Processing of food, beverages & other food products 3 
1711 Preparation, spinning & weaving of textiles 3 
1712 Bleaching, dyeing & finishing textiles 4 
172 Other textiles 2 
18 Wearing apparel & fur articles 4 
191 Leather, luggage, handbags, saddlery and harness 2 
192 Footwear 4 
20 Wood & products of wood & cork except furniture 2 
21 Pulp, paper & paper products 3 
221,2 Publishing & printing 5 
223 Reproduction of recorded media 2 
232 Refined petroleum products 3 
2411 Basic chemicals, except fertilizers 3 
2412 Fertilizers & nitrogen compounds 2 
2421 Pesticides and other agro-chemical products 3 
2422 Paints, varnishes & similar coating, printing ink & mastics 2 
2423 Pharmaceuticals, medicinal chemicals & botanical products 2 
2424 Soap & detergents, cleaning & polishing preparations, & cosmetics 3 
2429 Chemical products n. e. c. 3 
243 Man-made fibres 3 
251 Rubber products 2 
252 Plastic products 4 
261 Glass and glass products 2 
2691,3 Ceramic products, structural non-refractory clay products 2 
2694 Cement, lime & plaster 2 
2695 Stone products, non-metallic mineral products n. e. c. 3 
271 Basic iron & steel 4 
272 Basic precious & non-ferrous metals 3 
273 Casting of metals 3 

Note: n. e. c. = not elsewhere classified. 
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Table 3.2. Industry Segments by SIC Codes Included in the Clustering (Cont'd) 

281 Structural metal products, tanks, reservoirs & steam generators 3 
289 Other fabricated metal products 2 
2911,4,9 Other general purpose machinery 4 
2915 Lifting & handling equipment 3 
2921 Agricultural & forestry machinery 3 
2922 Machine-tools 3 
293 Domestic appliances n. e. c. 4 
2923,5,9 Other special purpose machinery 2 
2924 Machinery for mining, quarrying & construction 2 
30 Office, accounting & computing machinery 2 
311 Electric motors, generators & transformers 4 
312 Electricity distribution & control apparatus 4 
3135,9 Insulated wire & cable, electrical equipment n. e. c. 2 
321 Electronic valves, tubes & other electronic components 5 
322 Television & radio transmitters & apparatus for line telegraphy 4 
323 TV & radio receivers, sound or video recording or reproducing apparatus 5 
331 Medical instruments, appliances for measuring checking & testing 3 
332 Optical instruments & photographic equipment 2 
333 Watches, clocks & parts 3 
341 Motor vehicles 3 
342 Bodies of motor vehicles, trailers & semi-trailers 2 
343 Parts & accessories for motor vehicles & its engines 4 
351 Building & repairing of ships & boats 3 
352,9 Railway locomotives, aircraft & transport equipment n. e. c. 2 
36 Furniture & manufacturing n. e. c. 3 

Total 188 

Note: n. e. c. = not elsewhere classified. 

In case that answers from two respondents in the same industry segment 

showed more than a 30% point discrepancy (There was only one case in our survey, 

SIC 2924, which is "machinery for mining, quarrying and construction" industry), I 
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included an additional respondent and excluded the presumably exceptional outlier. 32 

For the other four structural indicators other than those measured by the Web- 

based survey, I referred to the BOK's FSA statistics for 1997 (Bank of Korea, 1998), 

where I could obtain the values of proxy variables for the remaining four structural 

indicators, i. e., media expenditure, R&D requirement, industry skill level, and labour 

intensity. 

Following the recommendation in the literature (e. g., Hambrick, 1984; Hair, 

et. al., 1995; Faroun, 1998), the raw scores of the eight structural indicators of each 

industry were further standardised around their mean score across all manufacturing 

industries prior to clustering. Standardisation is normally required before clustering 

because 1) most distance measures are quite sensitive to differing scales or 

magnitude among the variables, and 2) variables with larger dispersion (standard 

deviations) generally have more impact on the final similarity value. With help of 

computer program, I converted each variable to standard scores (also known as Z 

scores) by subtracting the mean and dividing by the standard deviation. 33 

Like the traditional KSIC, the subsequent clusters based on strategic 

relatedness will allow us to compute how much a firm is diversified into unrelated 

businesses. Instead of simply assuming that businesses in a 2-digit SIC are related 

with each other, it might be more sensible in strategic and management perspectives 

that we use the above clusters in classifying businesses. 

32 These cases may be due to the low reliability of our measures or due to the real heterogeneity 

among players. These are of particular interest for further research. However in this study, we did 

not exclude this problematic industry because the outlier was not a major competitor. 
This is the general form of a normalized distance function, which utilizes a Euclidean distance 

measure amenable to a normalizing transformation of the raw data. 
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3.3. Results 

A hierarchical cluster analysis using Ward's method (George & Mallery, 

1999) with squared Euclidean distance measures34 resulted in eight industry clusters 

as in Table 3.3.35 It lists industry segments included in each cluster. The resulting 

clusters reveal related businesses with each other in terms of core competences that 

can be shared or transferred between businesses. 

As shown in the above table, a number of industries with different 2-digit SIC 

codes belong to the same clusters, implying that there are greater possibilities of 

exploiting strategic and dynamic relatedness among theses industries. For example, 

cluster 6,7 and 8 do not have any same 2-digit SIC industry in their clusters, 

respectively. We can also recognize that many industries with same 2-digit SIC 

codes are now apart in different clusters, implying that relatedness among these 

industry segments may be difficult to is not so likely to contribute to corporate 

performance in the mid or long run. 

Table 3.4 summarizes the values of structural indicators by each cluster on 

average as well as by each industry segment in each cluster. It shows which 

competences might be particularly important for the businesses in each cluster to be 

successful. For example, cluster 5 is characterized by a high level of service 

requirement (9.5 out of 11), suggesting that a related diversification covering the 

34 The lower the squared Euclidean distance measure, the more similar industries are in term of their 
structural indicators, and the more likely they are to be clustered. The calculation of the distance 
measure for each pair of industries results in an industry-by-industry similarity matrix that serves as 
the input for the subsequent cluster analysis. 

35 The largest percentage increase in the clustering (agglomeration) coefficient was observed when 
moving from 2 to I one cluster. However, since this level of agglomeration would be hardly 
meaningful for our analysis, we decided to have 6 to 12 clusters. Among them, the percentage 
increase in the agglomeration coefficient was largest when moving from 8 to 7 clusters. 
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businesses in cluster 5 may create more value to the firm when competences in after- 

sales service are shared and transferred effectively among business units. 

Table 3.5 shows the entropy index of diversification for 23 chaebols, which 

were ranked in the list of top 30 business groups by the Fair Trade Committee both 

in 1989 and 1996.1 used the sales breakdown of each chaebol in calculating its 

entropy index. 36 Because businesses in the non-manufacturing sector were excluded 

from the calculation this time, the entropy index (DU, DR, and DT) of a given 

chaebol generally has lower values in Table 3.5 than those in Table 1.1. 

The entropy index based on strategic relatedness (SDU, SDR, and SDT) was 

also calculated following the formulas, previously shown in Appendix 1-2. One 

critical difference was the way I differentiated related businesses from unrelated ones. 

In the traditional calculation of the entropy index, any 3- or 4-digit SIC businesses 

are considered related if they share 2-digit SIC codes. However, based on the 

concept of strategic relatedness here, I regard any 3- or 4-digit SIC businesses as 

related ones as far as they belong to the same cluster. 37 In Table 3.5 DT equals SDT 

because both of them were calculated with 3- or 4-digit SIC businesses identically. 

36 Again, for the definition of the entropy index and an example of calculation, see Appendix 1-2. 
37 To put it more simply with the case in Appendix 1-2, "assets by 2-digit SICs" (column 6) in Table 

A 1.21 is replaced with "assets by clusters based on strategic relatedness" shown up in this chapter. 
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Table 3.3. Industry Clusters based on Strategic Relatedness 

SIC icode Industry segments Cluster 
1511 Production, processing & preserving of meat & meat products 1 
1541,3,4 Bakery products, confectionery & noodles 1 
1542,5 Sugar, condiments and food additive products 1 
172 Other textiles 1 
18 Wearing apparel & fur articles 1 
192 Footwear 1 
21 Pulp, paper & paper products 1 
2412 Fertilizers & nitrogen compounds 1 
2424 Soap & detergents, cleaning & polishing preparations, & cosmetics 1 
312 Electricity distribution & control apparatus 1 
3135,9 Insulated wire & cable, electrical equipment n. e. c. 1 
321 Electronic valves, tubes & other electronic components 1 
323 TV & radio receivers, sound or video recording or reproducing apparatus 1 
342 Bodies of motor vehicles, trailers & semi-trailers 1 
343 parts & accessories for motor vehicles & its engines 1 
36 Furniture & manufacturing n. e. c. 1 
1512 Production, processing & preserving of fish & fish products 2 
1513 Production, processing & preserving of fruits & vegetables 2 
1514 Vegetables and animal oils & fats 2 
191 Leather, luggage, handbags, saddlery and harness 2 
223 Reproduction of recorded media 2 
252 Plastic products 2 

152 Dairy products 3 
1548,9 Processing of food, beverages & other food products 3 
1551,2 Distilling & blending of spirits & fermented alcoholic beverages 3 
1553 Malt & malt liquors 3 
1554 Ice & soft drinks 3 

153 Grain mill products, starch products & prepared animal feeds 4 
1711 Preparation, spinning & weaving of textiles 4 
1712 Bleaching, dyeing & finishing textiles 4 

2421 Pesticides and other agro-chemical products 4 

243 Man-made fibres 4 

2691,3 Ceramic products, structural non-refractory clay products 4 

2695 Stone products, non-metallic mineral products n. e. c. 4 

271 Basic iron & steel 4 

272 Basic precious & non-ferrous metals 4 

273 Casting of metals 4 

289 Other fabricated metal products 4 

322 Television & radio transmitters & apparatus for line telegraphy 4 

351 Building & repairing of ships & boats 4 
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Contrary to my expectations, the figures on the table tell us that the overall 

picture of chaebols' diversification is not so different whichever way we use to 

measure relatedness and classify businesses. In both years, among the ten highly 

unrelated-diversified chaebols by 2-digit SIC codes (measured by DU), seven were 

included in the ten highly unrelated-diversified ones again by the strategic clusters 

criteria (measured by SDU). Observation of changes over time also provides similar 

insights. Most importantly, DU increased in 11 chaebols during 1998 - 1996, and so 

did SDU in 13 chaebols during the same period, indicating that most chaebols 

continued to diversify into unrelated businesses also in terms of strategic relatedness, 

DU and SDU increased in three out the four largest chaebols. 

It is notable that DR/DT (the proportion of related diversification out of total 

diversification) and SDR/SDT ratios (the proportion of strategically related 

diversification out of total diversification) increased in 11 and 16 chaebols, 

respectively. Nonetheless, in 1996 related diversification still accounted for far less 

than half of the diversification in most chaebols even in a strategic viewpoint. 

The aggregated ratios of related diversification over total diversification as 

shown in Tables 3.6 also reveal a similar view. The largest chaebols are the most 

unrelated diversifiers even when we measured diversification by strategic relatedness 

(SDU). 

All in all, despite adopting a more strategic perspective, my first proposition 

that chaebols may be more related diversified than we traditionally have thought is 

not supported by the above empirical results. 
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Table 3.6. Comparison of the Entropy Index of Diversification 

1989 1996 
DU SDU DU SDU 

Top 4 1.323 1.065 1.598 1.203 
Top 10 1.130 0.922 1.245 0.967 
Top 20 1.018 0.861 1.156 0.939 
Top 30 0.983 0.838 1.111 0.920 

Note: Figures are averages weighted by sales of chaebols. 

3.4. Discussion 

The bottom line of this chapter has been that our understanding of relatedness 

might be incomplete as long as we rely only on traditional ways of measuring 

diversification. A diversified firm operating in related businesses in terms of product, 

market, and technology (key considerations in the traditional methods normally 

using the SIC codes) may expect to have the potential benefits from economies of 

scope by using common resources and transferring skills and knowledge among 

different divisions. However, the SIC is definitely just one of many criteria for 

judging relatedness between businesses. As some researchers suggest (e. g., Gong, 

1999; Hwang, 1999), chaebols' businesses may be actually quite related because 

they share non-technological, general assets such as entrepreneurship or marketing 

capabilities. In fact, the continuing debate about relatedness has become rather 

subjective, and even chaotic. In this chapter, I tried to overcome this frustration by 

inquiring what should be the strategically important considerations and how we can 

balance objectivity and subjectivity in measuring relatedness. 

Consequently, I employed a method that does capture relatedness in strategic 

assets that cannot be accessed quickly and cheaply by competitors, and competences 

in building, improving, creating and accumulating particular strategic assets over 
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time. The clustering exercise shown earlier in this chapter tells us that, in Korea, 

which industries are strategically related and what might be the important strategic 

assets in each industry group. However, the empirical results of this chapter showed 

that chaebols are still very highly diversified even when we consider the relatedness 

at the strategic asset level. The possibility that chaebols can maintain highly 

diversified business portfolios because their businesses are strategically related (i. e., 

similar types of strategic assets are important in their businesses and competences to 

build, improve, create and accumulate those strategic assets can be transferred 

between business) was not supported. 

Nevertheless, the recognition of strategic relatedness is still important and 

useful in managing business portfolios. Research so far has been heavily relied on 

SIC codes in measuring the extent of diversification. While SIC codes are certainly a 

convenient reference for classifying industries, their performance implication has not 

been admitted in the literature maybe because they do not involve strategic elements 

of doing businesses. 

The industry clusters obtained by the industry-level analysis in the last 

section can be used as a fresh reference in understanding the industry characteristics 

for subsequent corporate portfolio strategies. Regarding many chaebols' agenda after 

the Asian economic crisis, it could pave the way towards a more viable portfolio 

restructuring. Additionally, it is also possible to measure the similarities among 

subsidiaries by using the "firm level" (as compared to "industry level" used in this 

study) structural indicators, for each chaebol will know much better of its 

subsidiaries and the industries it is competing in. It will help scrutinize the strategic 

relatedness among subsidiaries and potential competences of each subsidiary. 

98 

IL 



Whether strategic relatedness has advantage over SIC-based businesses yet to 

be examined. I cannot say here that the former is a better predictor of corporate 

performance than the latter one. Limited sample size of chaebols in this study will 

hardly allow me to have a significant result from statistically tests. However, it 

would be still worth beholding a complicated business structure from a new - and at 

least conceptually viable - angle. 

Portfolio restructuring of a diversified firm should be accompanied with 

prudential efforts to look at the strategic relatedness between seemingly unrelated 

businesses and to find out core competences of each firm as a whole. While radical 

divestitures and mergers can help improve financial structure - i. e., lower debt/equity 

ratio, or higher cash flow -, myopic approaches regarding relatedness could cause a 

break up of strategic assets that need to be kept together for long-term viability of the 

entire firm or business group. In this regard, if chaebols consider the importance of 

strategic assets and core competences, they could evaluate the value of each business 

in the context of their own business group boundaries. It will prevent their current 

restructuring efforts from ending up with a cosmetic and costly reshuffle. 
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Appendix 3-1. The questionnaire for Chapter 3 

1. What is the name your company? 

Alternatively, what is the main business of your company in terms of sales? 
Please describe as detailed as possible. 
(e. g. Oil refinery, Production of motor vehicles, Casting of metals, Production of 
TV & radio receivers, Shipbuilding, Publishing printed materials, Transportation, 
Retailing, etc. ) 

2. Please indicate the extent to which the following statements apply to the 
situation of the main business you descried above. For example, if you think 
the answer falls between 10% and 20%, please tick the box right to 10% (left 
to 20%). 

1) In your main line of business, what percentage of the sales is from products or 
services purchased by a specific customer less than once a year? 

0% Q 10% Q 20% Q 30% Q 40% Q 50% Q 60% Q 70% Q 80% Q 90% Q 100% 

Information not available Q Not applicable to our business Q 

2) In your main line of business, what percentage of the sales requires after-sales 
and/or technical service more often than once in a year? 

0% Q 10% Q 20% Q 30% Q 40% Q 50% Q 60% Q 70% Q 80% Q 90% Q 100% 

Information not available Q Not applicable to our business Q 

3) In your main line of business, what percentage of the sales is sold primarily 
through agents or resellers (as compared to direct to end-users)? 

0% Q 10% Q 20% Q 30% Q 40% Q 50% Q 60% Q 70% Q 80% Q 90% Q 100% 

Information not available Q Not applicable to our business Q 

4) In your main line of business, what percentage of the orders from your customers 
is filled by product units manufactured upon receipt of the orders (as compared to 

your inventory stock at the warehouse or at the plant)? 

0% Q 10% Q 20% Q 30% Q 40% Q 50% Q 60% Q 70% Q 80% Q 90% Q 100% 

Information not available Q Not applicable to our business Q 
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3. Finally, we are interested in some basic information. 

1) What is your position in your company? 

Assistant-level Staff Q 

Team Leader Q 
Middle Manager Q 

Executive Manager Q 

2) What is your area for specialty? 

Planning/Strategy Q 

Advertising/Promotion Q 

Finance/Accounting Q 

Research/Development Q 

General Support Q 

Marketing/Sales Q 

Production/Manufacturing Q 

Personnel/HR Development Q 

Information/Computing Q 

Others 

ALL ANSWERS WILL BE KEPT CONFIDENTIAL 

Thank you very much for your help. If you would like to have a copy of the 

research findings, please fill in: 

Name 

E-mail address 

Thank you again! 
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Chapter 4: Institutional Context and Conglomerate Advantage 

In the last chapter, I challenged the way we normally measure the relatedness 

between businesses to explain why chaebols have been able to continue to diversify 

without harming their performance in 1975-95. In this chapter and the next, I 

examine other possibilities to explain the same phenomenon. 

As I introduced in Chapter 2, these two alternative explanations are based on 

an economics framework concerning the cost and benefit of diversification, 

respectively (Markides, 1995). Out of the two explanations, this chapter focuses on 

the benefit side by dealing with the proposition that highly diversified chaebols have 

been able to prosper because they are operating in an institutional context where the 

benefits of diversification are greater than in others. 

Proposition 2: Diversification in Korea generates more value to a firm (or a 

business group) than diversification in the U. S. A. 

This second possibility is stemmed from a relatively new area led by 

researchers who try to combine diversification literature and institutional economics. 

It suggests that the benefits of diversification are higher in developing countries such 

as Korea than in the developed countries of the West because diversified firms can 

substitute for many of the institutions that exist in the West but are absent in 

developing countries. 

In this chapter, I elaborate the theoretical argument regarding the mechanisms 

through which diversification in developing countries generate more value than in 
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developed countries. Then I attempt to find evidence to support the argument by 

comparing institutional settings between Korea and the U. S. A. based on multiple 

sources including secondary statistics and a questionnaire survey. Finally, I look at 

the changes in institutional context and their possible influence on the corporate 

scope (level of diversification) of chaebols. 

4.1. Institutional Voids and Diversification 

The existence of many highly diversified business groups in emerging 

economies, including Korea, has recently attracted the attention of strategy 

researchers. Strategy literature identified various benefits of diversification including 

reduction in operating risk, economies of scale, market-power (Berry, 1971), 

exploitation of excess firm-specific assets (Teece, 1982), and financial advantages 

(Galai & Masulis, 1976). 10 (industrial organisation) economists suggested that 

diversification allows firms to overcome size limitations that occur due to declining 

product-demand curves or rising factor-supply curves (Jwa, 1997). 

In addition to the above general benefits, several studies indicated that 

diversifiers can have more benefits in developing economies than in advances ones 

because they can be functional substitutes for allocation failures in the markets where 

the mechanisms are inefficient and the transaction costs are high (Leff, 1978,1979; 

Caves, 1989; Granovetter, 1995; Khanna & Palepu, 1997a). 

Their argument is grounded on the notion that emerging economies generally 

lack important institutional characteristics that are present in most advanced 

economies. As Khanna and Palepu (1997a: 41) state, "... conglomerates can add 

value by imitating the functions of several institutions. ... 
Successful groups 
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effectively mediate between their member companies and the rest of the economy. " 

Within the conceptual framework previously introduced in Chapter 2, it can be 

readdressed that diversified firms or business groups in emerging economies may get 

more benefits from diversification than those in advanced markets. 

To examine what may have allowed chaebols to have higher levels of 

diversification, it is necessary to describe the mechanisms through which business 

groups in emerging markets are able to get more benefits than their counterparts in 

advanced countries. In this section, I deal with this issue around the following 

aspects in the theoretical considerations regarding diversification before providing 

data that shows the less developed institutional context of Korea compared to that of 

the U. S. A. in the next section. 

Inefficient capital market: Institutional mechanisms such as reliable financial 

reporting, a dynamic analyst community, and an aggressive financial press ensure the 

free flow of information in advanced economies, making it possible for start-ups to 

raise finances on a comparable terms as established firms. Intermediaries like venture 

capitalists specialising in assessing new business opportunities also make it possible 

for entrepreneurs with good ideas or technologies to access to financial resources 

even in the absence of any track record. Investors can hold corporate managers and 

boards of directors accountable to them through the threat of securities litigations, 

proxy fights, and hostile takeovers. 

However, most of the above institutional mechanisms that make advanced 

capital markets work so well are either absent, or ineffective, in emerging markets 
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like Korea (Cho, 1990; Jwa, 2002). This means that internal capital markets often 

compare favourably with external markets than they do in advanced economies. 

Diversification can benefit a firm if corporate headquarters (HQ) act as an 

internal capital market that is more efficient than the outside capital market 

(Williamson, 1975; Weston, 1970). Diversifiers with track records and reputation for 

good corporate governance are likely to have access to cheaper and reliable financial 

resources. As a result of a superior ability to raise finances, HQs can act as internal 

venture capitalists, seeking out opportunities in the economy that are often unrelated 

to their existing businesses through which they can create additional value. 

Through the internal capital market, diversified business groups allocate and 

transfer limited financial resources, based on their knowledge of their own 

businesses and environment. This implies that the more inefficient the external 

capital market is, the more benefits from creating an internal capital market can be 

expected. An affiliated firm of a diversified business group can gain more advantage 

in financing than newly established or stand-alone firms, who must resort to the 

inefficient external capital market. 

Inefficient labour market: Managers who have strategic leadership and 

entrepreneurial skills supplement the market by allocating resources efficiently and 

filling the information gap between suppliers and customers. However, in developing 

countries like Korea, there have been only a handful of high quality business schools 

that provide well-trained management talent to the labour market. Similar situations 

occur in almost all emerging countries, and even in developed countries like Japan. 

Furthermore, in many East Asian countries, rigid labour laws have traditionally made 
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it difficult for companies to set up and implement hire and fire policies, thus 

hampering labour mobility. 

In economies suffering from a severe scarcity of management talent due to a 

lack of quality institutions for business education, diversified business groups can 

create value by acting as incubators of such talent (Khanna & Palepu, 1997b). They 

can form a better environment to recruit and develop superior managers because it is 

involved in a variety of businesses and needs critical judgment for entering into or 

exiting from businesses. Such value will be further enhanced if intelligent labour 

forces prefer those business groups, and/or if external labour markets do not have as 

much information and labour mobility as internal labour markets in diversified 

business groups have. 

Inefficient product market: A broad product scope can allow a diversifier to 

invest in internal mechanisms to develop a reputation for high quality products and 

services, and successfully use the resulting reputation as a signalling and bonding 

mechanism for various internal and external interest groups. Consumers' 

involvement will be largely dependent on the reputation of a firm. 

We should note that this perspective looks beyond the notion of scale 

economies. Since the market size in any given line of business is likely be small in 

an emerging market, scale may not be a complete substitute for scope in achieving 

higher reputation in product markets. In addition, part of efficiency in building 

reputations seems to be explicitly related to scope and has nothing to do with scale. 

For example, consumers tend to feel more comfortable with a reputation of a firm 

that is present in a large variety of markets, because it is very likely that a firm's 
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misconduct in any market will negatively affect its reputation in all other (often, 

more important) markets. 

Underdeveloped information and communication network: Availability of 

necessary information causes the fundamental difference between emerging and 

advanced markets. In emerging economies, communication modes are typically not 

well developed. Even when information about capital, labour, or product seems to 

get around, there are seldom mechanisms to enforce the authenticity of the claims 

made by numerous participants. Further, mechanisms through which users of the 

information can claim redress of damage or loss are not easily available. 

Meanwhile, diversified groups with good reputation can provide more 

credibility than stand-alone companies, in that their affiliates in a variety of 

businesses share prominent brands relatively well-known to investors, graduates, 

consumers, and so on. Inefficiency of the capital, labour, and product markets in 

emerging economies are in fact largely due to inefficiency of information flow. 

Extensive regulation: As presented in detail in Appendix 1.1, Korea has been 

a country characterised by extensive, and even arbitrary regulatory intervention, 

especially since the establishment of military regime in 1961. Such a social system 

usually bears costs as a result of such an environment (Carino, 1986; Mauro, 1995). 

Nevertheless, from a standpoint of a company, it is easier to do business in such an 

environment if relationships with bureaucrats at all levels facilitate the execution and 

interpretation of the regulations in a manner that favours the company, than if such 

relationships are absent. Consequently, diversified business groups can also add 

value by acting as an intermediary or a buffer virtually located between their own 

affiliates and regulatory bodies in the government. 
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Weak enforcement of law and rule: Economic actors expect any contractual 

agreement to be enforced, which is not often guaranteed in reality. To make it worse 

in developing countries, even when formal law and rule are established, they are not 

implemented effectively to protect economic actors due to expropriation, corruption, 

repudiation, and so on (Khanna & Palepu, 1997a; La Porta, et. al., 1998). Business 

partners in advance economies can arrive at arms-length contractual arrangements 

that are enforceable. In contrast, capricious enforcement of the law, and the resultant 

reneging of contracts and misappropriation of private property in developing 

economies often make such arms-length arrangement difficult. 

Business groups operating in developing economies can make up for that 

agony by having two major advantages over non-diversifiers. First, large fleets of 

businesses can serve chaebols as a shield to oppressive violation or business failure 

to some extent, given the huge potential impact on the national economy. Many 

chaebols' efforts to have shareholdings in banks or the media can be understood in 

this context, in that it is more difficult for the government to let chaebols go bankrupt. 

Realizing the lower risk of investment due to this indirect `protection' effect, the 

capital market has not surprisingly been favourable to highly diversified chaebols. 

Second, business groups are more like to be concerned with their own reputation in 

contract enforcement than non-diversifiers because the costs of breaching an 

agreement in any business will have an influence on all other businesses. Specifically, 

foreign providers of technology and capital to emerging markets may well seek 

opportunities in which their property rights or financial capitals are to be protected, 

and thus prefer diversified business groups that may provide a sort of haven for their 

investment. 
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In a nutshell, the above institutional characteristics signify that transaction 

costs are higher in developing countries than in developed countries. Higher 

transaction costs can justify even related diversification. When a single-business 

firm turns into a multibusiness firm, it can expect economies of scope in common 

resources. As Teece (1980) noted, "If a certain input is used in production of two 

products and this input is available only in units of a certain minimum size, then a 

single firm producing both products will be able to spread the cost of the input over a 

larger volume of output and thus reduce the unit costs of both products. " Even when 

excess resources can be separated, a firm will not like to sell or rent resources if huge 

transaction costs are expected. Many transaction cost economists emphasize the 

benefits that arise when a firm diversifies to exploit its excess "firm-specific" assets 

whose markets are imperfect due to asset specificity and measurement problems (e. g., 

Teece, 1982; Montgomery & Wernerfelt, 1988). Because factor markets in emerging 

economies are characterized by imperfections and high transaction costs, it is more 

difficult for a firm to sell its excess firm-specific assets in the market than in 

advanced economies. It has to use them through diversification, and it does not 

involve additional investment for the assets while generating more revenues. The 

higher these imperfections, the bigger the benefits of diversification. 

4.2. Comparison of Institutional Context between Korea and the U. S. A 

The theoretical argument in the previous section suggest that institutional 

surroundings in emerging economies help diversified firms to create value, while 

those in advanced markets can hardly add value. Before jumping onto the analysis of 
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chaebols' advantages as diversified firms, this section examines whether the gap 

between developing and advanced economies in terms of institutional context 

actually exists as well as whether there have been any changes in the gap. 

Since institutional settings consist of a number of dimensions including those 

that are not easily quantifiable, measuring and comparing the level of institutional 

context among countries is never a straightforward task. Therefore, I use two 

different sources that are complementary to each other - publicly available ones as 

well as those from my own questionnaire survey. 

Tables 4.1 to 4.4 compare the statistics showing the levels of institutional 

development in Korea (a developing economy) and the U. S. A. (an advanced 

economy), respectively. As shown in Table 4.1, given the size difference between the 

Korean and U. S. economies, it is not surprising that the size of the capital market in 

Korea (measured by various figures such as market capitalization, the number of 

listed companies, capital flows, portfolio investment flows, etc. ) is significantly 

smaller than that in the U. S. A. Not to speak of this absolute size gap, however, 

market capitalization and the value of stocks traded as percentage of GDP in Korea 

were only 35.7% and 43% respectively in 1998, which was much lower than 163.4% 

and 159.8% of the U. S. A. 

The gap between the two countries is not limited to the quantitative facade of 

capital market. The rating on accounting standard, which at least partly account for 

the trustworthiness of financial reports, and thus, the level of efficiency of capital 

market, also marked a very lower score in Korea than in the U. S. A. in 1991 as shown 

on the bottom row of Table 4.1. In that rating, Korea was not was poorer not only 
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than the U. S. A., but also than some other developing countries such as Hong Kong 

(69), Taiwan (65) and Thailand (64) in the same year. 38 

Human resources with a high level of knowledge and skills have been also 

limited in Korea as shown in Table 4.2. Koreans achieved miraculous economic 

growth from scratch largely due to their enthusiasm about education as Korea's 

public expenditure on education as percentage of GNP exceeds that of the U. S. A. 

(6.7% and 5.4% of GNP in the 1990s). However, with a 30% lower gross enrolment 

ratio in tertiary-level education among a relevant age group (56% and 81 % in 1997) 

and two times more students per teacher in secondary-level education (24 and 12 in 

1994), high quality managers and engineers have not been provided sufficiently. 

Experts in the growing high-technology industries, measured by the number of 

scientists and engineers in R&D functions per million people in 1994 were also 

much more in the U. S. A. than in Korea. 39 

38 For the scores of rating on accounting standards for 41 countries, see La Porta, R., et. al. (1998). 
39 The gap is expected to dwindle away, though, given the ratio of science and engineering students 

among tertiary students, as shown in the last row of Table 4.2. By combining that ratio with the 
gross enrolment ratio in tertiary level education in the 4th row, we can obtain the percentage of 
science and engineering students among relevant age group: 18% in Korea and 15% in the U. S. A. 
Consequently, Korea is expanding the supply of human resources with technological expertise 
rapidly relative to the U. S. A. 
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The level of information and telecommunication is also a dimension to 

constitute a country's institutional context. The information infrastructure index is a 

privately constructed by National Computerization Agency in Korea based on 

examination of various statistics relevant to the status of information and 

telecommunication infrastructure. The index on Table 4.3 succinctly reveals the huge 

gap between Korea and the U. S., even though it has been significantly decreasing 

while the absolute figures surging in both countries. 

If we look at a more simple measure, the number of personal computers per 

1,000 people was 156.8 in Korea in 1998, only one third of that in the U. S. A. in the 

same year. Figures on other information sources or devices including newspaper, 

telephone, mobile phone, Internet and cable TV all imply that, compared to 

Americans, Koreans have suffered from the lack of channels or tools for accessing 

and sharing information. Consequently, Koreans could not easily acquire sufficient 

information about product attributes, product authenticity, and false claims by the 

supplier. 

Table 4.4 is based on a comprehensive survey by La Porta, et. al. (1998) that 

reveals international differences of the legal enforcement system that tends to 

support the actual execution of the official rules regarding economic activities such 

as mutual contracts. As shown, the level of efficiency of Korea's judicial system, 

rule of law, corruption, risk of expropriation, and risk of contract repudiation were 

recognised seriously lower than that of the U. S. A. 's. Accordingly, it might be quite 

difficult to expect any rules, laws, and contractual agreements to be enforced 

properly in Korea. 
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Table 4.4. Comparison of Institutional context (4): Law and Order, 1990's 

Enforcement variables Korea USA 
Efficiency of judicial system 6.00 10.00 
Rule of law 5.35 10.00 
Corruption 5.30 8.63 
Risk of expropriation 8.31 9.98 
Risk of contract repudiation 8.59 9.00 

Note: Higher number indicates that law enforcement is more likely to be ensured. 
Source: La Porta, R., et. al. (1998). 

The tables above basically tell us that the level of institutional context in 

Korea lags behind that in the U. S. A. in numerous aspects. Although Korea has 

experienced significant advance in its institutional context in recent years, 

conspicuous gaps are still found when compared to the U. S. A. 

In addition to the comparison of the institutional context based on a few 

secondary sources, I employed a questionnaire survey to confirm the institutional 

voids in Korea. 

A total of 100 questionnaires were sent out by email to those who were very 

likely to have knowledge and experience for answering the questionnaire. The 

recipients included 35 analysts in financial companies, 40 32 researchers in 

educational or non-educational institutions, and 33 journalists in business 

newspapers. Out of 100 questionnaires sent out, 43 were returned and 42 of them - 

16 from analysts, 14 from researchers, and 12 from journalist - were usable. 

The level of institutional conditions was measured by ten questions - two 

questions on capital market, two on labour market, two on product market, one on 
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information infrastructure, two on government's influence, and one for judicial 

system (See No. 1 of Appendix 4-1 for the questions). In each question, I asked the 

respondents how much they agreed that Korea had efficient mechanisms comparable 

to the U. S. A. 

The results in Table 4.5 show that the respondents rarely admit that the 

institutional context in Korea has been as much advanced as that in the U. S. A. Not 

surprisingly, the gap between the two countries was much bigger in the 1960s, when 

Korea was yet to ignite its phenomenal growth. However, with an exception of 

information infrastructure, Korea is still considered well behind the U. S. A. in every 

aspect. Specifically, the respondents think that government official's intervention 

and discretion are still more prevalent in Korea than in the U. S. A., while other 

aspects of institutional context have been notably evolved to reduce the gap between 

the two countries. 

Admittedly, the measurements in the tables introduced so far capture only a 

few, quantifiable dimensions of institutional context. However, suffice it to say here 

that it is very unlikely for a small, independent business entity to be able to overcome 

the high transaction costs due to the significant lack of supporting mechanisms that 

can be purchased or traded publicly, and then exploited for its own purpose. 

40 Commercial or investment banks, securities companies, insurance companies, mutual funds, etc. 
operating in Korea. 
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4.3. Diversifiers' Advantage in Korea 

According to the theoretical argument provided earlier in this chapter, 

institutional voids might have contributed to the performance of chaebols (mostly, 

the largest ones) who successfully internalised those functions typically provided by 

external institutions in advanced economies. Therefore, chaebols in Korea might 

have enjoyed more benefits from diversification compared to their counterparts in 

the U. S. A. thanks to the institutional voids. 

However, this viewpoint is more static than dynamic, and thus does not show 

the whole picture. It is just an inference based on an assumption that chaebols 

actually have successfully filled the institutional voids in the Korean economy, and 

thus has limited implications. Although the institutional voids in developing 

countries make room for business groups to add greater value, the greater benefits 

from diversification in Korea are not conferred to chaebols automatically. While the 

institutional voids may well increase the potential benefits of diversification, in 

reality there is also possibility that chaebols have not had capabilities to capitalise 

the advantage of being in a less developed economy. 

A number of diversification research focusing on the institutional context - 

following the seminal piece by Khanna and Palepu (1997a) - are based on an 

assumption that successful business groups in developing economies have somehow 

been able to fill the institutional voids. That assumption must be supported for the 

superior performance of highly diversified business groups in developing countries 

to be really attributed to the institutional voids. 
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As Khanna and Palepu (1997b) themselves admitted, we need to investigate 

the dynamic mechanism that has enabled plenty of business groups in developing 

economies to diversify without deteriorating their performance. In this section, I 

examine the institutional context surrounding chaebols to see whether successful 

chaebols in fact have taken advantage of the institutional voids by filling them on 

their own. 

The straightforward approach for such an examination is to compare the 

efficiency of chaebols' managerial functions built within themselves against those 

provided by external institutions in Korea. In the latter part of questionnaire survey 

introduced in the previous section, I included five questions for the comparison (See 

No. 2 of Appendix 4-1 for the questions). If chaebols actually filled institutional 

voids in Korea by substituting for the functions of external institution, their affiliates 

might well have enjoyed the benefits from the process. Therefore, I asked 

respondents whether they thought chaebols' affiliates normally had advantage over 

stand-alone companies in several aspects related to institutional context. 

As shown in Table 4.6, the respondents generally assume that being an 

affiliate of a chaebol has conferred benefits to the company in such a variety of 

dimensions as the markets for capital, labour, and product, and relationship with the 

government and business partners. Although the amount of advantage has decreased 

over the last decades, chaebols are still regarded as organisations that can add value 

for their affiliates by filling institutional voids. 
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While the above survey results support the existence of diversifiers' 

advantage, it remains still uncovered what their advantage has resulted from. Below I 

try to identify the mechanisms - external and internal - that have supported large 

chaebols' value creation through diversification, focusing on the market for capital 

among various dimensions of institutional context. 

(1) External mechanism 

Lack of an efficient market for capital can be rephrased as lack of functions 

that allocate capital resources to most efficient entities in terms of capabilities in 

making profits. This has been exactly the situation in Korea during the process of so- 

called "late industrialisation" (Amsden & Hikino, 1994). 

Meanwhile, competition among companies for financing was extremely 

fierce due to the limited availability of capital resources. Furthermore, just acquiring 

capital resources by itself often conferred companies an opportunity to make profits 

even without industrial operations. For example, in the 1960s and 1970s, real 

effective interest rates of policy loans and export financing, which accounted for the 

major portion of capital then, were mostly negative thanks to high rate of inflation. 

As such, gaining access to policy loans or export financing were a critical matter for 

companies. 

In this regard, diversification was an effective strategy that corresponded to 

the rule by which the government-led financial market allocated capital resources in 

the country. Since 1962, when the military government launched the first Five-Year 

Economic Development Plan, growth rate of GNP and export volumes became the 

most important assessment criteria for successful economic development. To sustain 
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rapid growth, the government pursued industrial policies to select "strategic 

industries" for import substitution and export promotion (Kim, 1987). Some Korean 

companies diversified aggressively into these strategic industries to which the 

government offered preferential financing. The strategic industries were often 

unrelated to existing businesses of the companies. In preempting new business 

opportunities, relatedness and associated capabilities were often not pursued due to 

lack of incentives to create specialized strategic assets such as technological and 

marketing skills (Han, 1995). 

Meanwhile, by diversifying into strategic sectors selected by the government, 

chaebols were able to obtain policy loans, which came at a reduced cost of capital, 

and enjoyed monopolistic profits that became sources of capital for entry into other 

markets. Given the limited size of the domestic product market, diversification was 

definitely an effective strategy not only to achieve rapid growth but also to 

appropriate monopolistic, oligopolistic, or first-mover rents in a given industry. In 

general, opportunities from the product demand side exceeded the supply capability 

of domestic firms. Thus, preemption of strategic market opportunities was given first 

priority. Firms that did not enter strategic industries often lost competitive edge over 

competitors or chaebols that gained superior accessibility to preferential financing 

(Cho, 1990). In turn, multi-market presence of chaebols let them leverage their 

power in individual markets. 

Diversifiers had advantage also in encouraging investors in the private sector 

to put money into their businesses. With little information and few safeguards, 

investors in general preferred to put money into diversifiers who normally had good 

track record of returns to investors. Especially, investors tended to feel comfortable 
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with chaebols who were selected by the government as pioneering players in 

strategic industries. While it is always a single company, not a chaebol, that investors 

actually put money into, they often took into more consideration which chaebol the 

company belonged to. 

Although the government seldom announced guidelines for supporting a 

specific industry after the early 1980s, diversifier's advantage in capital market did 

not vanish accordingly. With still few reliable ways to make right decisions for 

investment, institutional or individual investors viewed combined revenues of 

affiliated companies as the power and capability of a chaebol. Additionally, huge 

size and large scope of a chaebol were regarded as the guarantee for potential bailout 

by the government, given the enormous potential impact of the chaebol's failure on 

the national economy. 

While it was absolutely costly for investors to gather and process information 

for making right decisions, the track record of diversification by a chaebol was a 

useful substitute, reducing investor's efforts to a great extent. In this situation, 

chaebols could lower their costs of capital through continuous diversification. That 

was certainly a benefit that could not be expected by diversified firms in advanced 

economies with more efficient capital markets. Mr. Rock Chun, Vice President of 

ING Bank in Seoul, acknowledges: 

"Even these days, if other conditions such as past performance or credit 

ratings are the same, we (institutional investors) feel more comfortable with 

chaebols' affiliates than with stand-alone companies in making investment 

decisions. When it comes to the matter of more risky investment, say, for 
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entering a new business sector, we are even more inclined to prefer chaebols. 

Before the economic crisis in 1997, the tendency was so apparent that many 

chaebols could knowingly enjoy better conditions in equity or debt financing. 

As the risk of opaque governance structure of chaebols was exposed amid 

the economic crisis, that sort of atmosphere has disappeared on the surface. 

Nevertheless, I still believe some large chaebols are benefiting from the 

capital market's preference to them in such an indirect way as short 

processing time for financing or friendly discussion for estimating future 

value of the project in question. " 

Based on the points addressed so far, the external mechanism that have 

underpinned the performance of large, diversified chaebols in capital market can be 

depicted as Figure 4.1. 
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(2) Internal mechanism 

While having pursued diversification to exploit the inefficiency of the 

external capital market, chaebols have actively developed internal capital markets. 

Behind the confidence of the external capital providers towards chaebols lied the 

expectation that chaebols could run more efficient internal capital markets than 

external ones. 

Whereas participants in the external capital market generally suffered from 

little information and few safeguards, chaebols acted as internal venture capitalists 

taking advantage of the superior ability to raise finances and to evaluate individual 

businesses. Based on deeper knowledge on product markets as well as capabilities of 

their own divisions (affiliates), chaebols were able to replicate the function of capital 

markets internally. 

At the heart of chaebols' function as internal capital markets have been the 

strong group HQs. While having such different names as "Secretarial Office, " 

"Office for Planning and Coordination, " "Office for Corporate Restructuring41, " and 

so on, they all serve the "chongsu, " or the largest- shareholding manager (usually 

Group Chairman) with a view to increase the whole value of each group. Chaebols' 

HQs were a virtual organisation, which was not a legal entity itself nor an official 

part of any affiliate42. However, compared to other HQs existing also in most large 

firms over the world, chaebols' HQs held greater authority almost fully endorsed by 

the Chairman. 

41 This name was adopted by most chaebols after the economic crisis in 1997 when the government 
actively tried to curb chaebols' reckless expansion. 

42 Staff constituents officially belong to different affiliates by person, and work for HQs with a status 
of dispatched employees. 
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Chaebols' function as internal capital markets has been fortified due to their 

unique ownership structure. In the process of raising capital for aggressive 

diversification, most chaebols have suffered from week ownership structure. 

According to the Fair Trade Commission of the Korean government, the average 

shareholding rate by owner families in the largest chaebols43 was as low as 8.5% in 

1997, and even lower as 4.1% in 2003. However, owner chairmen maintained their 

control rights thanks to indirect ownership through reciprocal or circular 

shareholdings among affiliates as the cases of LG shown in Figure 4.2.44 The Fair 

Trade Commission reported that average shareholding rate by affiliates in the largest 

chaebols amounted to 34.5% in 1997, and 42.4% in 2003. This pattern of ownership 

structure means that owner families may lose control over a large part, if not all, of 

the group, once they lose control in any of affiliates with relatively large 

shareholdings on other affiliates. 

43 The figure was calculated for 30 chaebols in 1997, and 11 chaebols in 2003. 
as LG transformed itself to a group of subsidiaries owned by a newly established holding company 

(LG Corporation) in early 2003. 
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An effective way to avoid that dismal scenario was to create internal capital 

markets orchestrated by group HQs who keep control over information flow and 

financial resources within the group. With the authority and power to raise and 

allocate capital, HQs could discipline managers of their own affiliates, thereby 

reducing the agency problems between owner families and professional managers. In 

the viewpoint of non-family shareholders, inefficiency in internal capital markets 

would have meant loss of a major rationale for investing in a company affiliated with 

a chaebol, which might have led them to vote for a hostile take-over. 

In a nutshell, efficiency internal capital market was a crucial matter not only 

for increasing the value of the group, but also for maintaining the structure of and the 

management rights over the whole group. In that regard, it is not surprising that 

chaebols' HQ's usually put great emphasis on financial functions including business 

assessment, performance evaluation, internal audit, M&As, and portfolio 

restructuring (See Tables 4.7 and 4.8 for the organisation of Samsung's and 

Hyundai's HQs). 

However, not every chaebol were successful in running internal capital 

markets. Many chaebols with bad governance structure, i. e. those who committed 

"tunnelling" of resources in an inefficient way, went bankrupt amid the economic 

crisis in the late 1990s. 
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Table 4.7. Organisation of the Office for Corporate Restructuring in Samsung (1998) 

Teams Staff Size Major Functions 

Managing cash-flow; Financial 
Financial Restructuring 

11 Forecasting; Managing foreign currency and 
TFT* overseas subsidiaries; Assessing performance 

of affiliates and executive managers 

Personnel Support TFT 8 Recruiting; Training; Placement and 
Rotation; Managing labour relationship 

Management Analysis TFT 10 Monitoring and auditing sub-groups 
and affiliates 

Planning TFT 15 
Overall strategic planning; 

Advertisement; Managing public relationship 

Corporate Restructuring TFT 6 M&As; Divestitures; Selling assets 

Total 50 

* Task Force Team 

Table 4.8. Organisation of the Office for General Planning in Hyundai (1997) 

Teams Staff Size Major Functions 

Managing cash-flow; Coordinating 

Finance Team 19 
investment by affiliates; International 
financing; Gathering and distributing 
information on financial markets 

Developing new businesses, Establishing 

Investment Planning Team 17 plans for mid- and long-term investment, 
Monitoring national and international 
economic trends 

Management Analysis Team 21 Analysing and assessing management 
performance 

19 
Group-level personnel management; HR Development Team Managing labour relationship 

Total 76 
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In a similar vein to capital markets, Chaebols' internal labour market led by 

HQs also contributed to create value in the emerging economy. Working at a large, 

diversified chaebol has been regarded as a way to enhance job security, social status, 

and potential for more earnings through internal promotion (Cho, 1990). At least 

until the end of 1990s, long-term employment and internal promotion were norms in 

the Korean labour market. As a consequence, graduates from top-tier universities 

favoured major chaebols that pursued aggressive diversification and thereby 

provided abundant opportunities for internal promotion. 

Agglomeration of talented managers and engineers who were scarce 

resources in emerging economies further enabled chaebols to accelerate 

diversification. In particular, managers with best quality used to be selected and 

moved to HQs, where they were assigned to tasks for group-level control and 

coordination. As in the case of financial resources, HQs created internal labour 

markets based on their authority (endorsed by Group Chairmen) to evaluate and 

rotate managers in affiliates. Such an internal labour market contributed to attracting 

and keeping talents, as well as disciplining them. 

4.4. Changes in Institutional Context and the Level of Diversification 

Given the theoretical framework on the level of diversification discussed in 

Chapter 2, the argument proposed by Markides (1995) was that many large U. S. 

firms diversified beyond their optimal levels in 1960-1980 (for numerous reasons), 

and that since then they have been refocusing to return to their optimal levels, 

consequently. This conceptual framework explains why an increase in focus as 
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opposed to further diversification enhanced values for most (but not all) diversified 

firms in advanced economies in the 1980s. 

Even in an economy characterized by huge institutional voids, it is hard to 

expect a business group to be able to diversify indefinitely. As a business group 

enters into less related businesses, the symptoms of overstretching (e. g., shortages of 

core skills, increasing indebtedness) become evident (Achi, et. al., 1998). Meanwhile, 

institutional context tends to evolve in most economies as we can notice earlier in the 

Korean case in Tables 4.1 to 4.4. The results of the questionnaire survey in Table 4.5 

also showed the same trend prominently. The gap between Korea and the U. S. A. in 

terms of institutional context has reduced in most aspects on which data are available. 

The evolution of institutional context45 (towards that of advanced economies) 

reduces the optimal level of diversification by reducing the benefits of diversification 

that many business groups could enjoy in a situation where there were large 

institutional voids. Therefore, if chaebols have indeed gone beyond the optimal level 

of diversification, the current movement to reduce their diversification level will 

certainly pay off. 

Admittedly, estimating the marginal benefit and marginal cost functions of 

diversification for each chaebol is quite complex and beyond the purpose of this 

study. However, whatever the actual forms of the MB and MC curves are, even 

casual observation reveals several forces that might have decreased the benefits or 

increased the costs of diversification in Korea. For example, the relative advantage 

of the internal capital market created by a diversified business group might have 

been eroded as a result of improvements in the efficiency of the external capital 
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market in Korea. 46 Higher flexibility and mobility in the external labour market 

would also diminish the relative advantage of internal systems for training and 

reallocating employees. 

On the other hand, because of increased competition and complexity in the 

business environment (due to, for example, liberalization and globalisation), 

activities such as information processing and coordination of divisions are becoming 

costlier. In addition, legitimisation of hostile mergers and acquisitions, the 

emergence of active minor shareholder groups, and greater demand for more and 

better disclosure of corporate information increase the potential costs of diversifying 

into non-core businesses. 

These changes are certainly the forces that lower the benefits of the type of 

diversification pursued by most chaebols, and thereby push back the optimal level of 

diversification. The shifts in the MB and MC curves and the resultant decrease in the 

optimal diversification level can be shown graphically as in Figure 4.3. In this 

situation, a firm once diversified up to the optimal level may now be in a state of 

disequilibrium (here, overdiversification), even though it has not increased its 

diversification level recently. 

45 However, we should admit that it takes a long time for institutional context to evolve (Khanna & 
Palepu, 1997a). For examples of changing institutional context, see Achi, et. al. (1998: 63). 

46 For an empirical study of the U. S. case in the 1980s, see Bhide (1990). 
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Figure 4.3. Shift in the Optimal Level of Diversification 

Marginal 
Benefits/ 
Costs 

MB1 

Di 

Judging from the findings in the literature, changes in the relationship 

between diversification and performance due to institutional evolution indeed seem 

to have happened. An empirical test with panel data from 1987 to 1993 found out the 

negative effect of unrelated diversification on profitability increased further, while 

the positive effect of related diversification disappeared in the 1990s (Jun, 2000). 

The results of questionnaire survey, previously introduced in this chapter, 

also substantiated the possible shift of the optimal level of diversification. According 

to Table 4.6 presented previously, advantage of being affiliates of diversifiers has 

been decreased during the last decades, even though that advantage has not 

completely disappeared. Specifically, advantage in government relationship and 

capital market seems to have been diminished more among the five dimensions I 

looked at for the survey. As diversifiers advantage dwarfs more due to evolution of 
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institutional context in the future, more chaebols will struggle to maintain their 

current performance. 

The perspective of "strategy-structure" fit (Hill & Hoskisson, 1987, Hill, Hitt 

& Hoskisson, 1992) in relation to the relatedness between businesses also leads us to 

a similar expectation. 

When the markets for capital and labour were so underdeveloped, chaebols' 

subsidiaries in different industries were considered related in terms of "general" 

resources such as capital and manpower. A market entry that was considered to be 

"unrelated" in terms of market and technology was "related" because market entry 

was made successful by transferring and sharing those general resources among 

subsidiaries. Furthermore, given that the Korean government had strong control over 

the economic sector and protected the domestic product market from foreign 

competitors, an entry into a new business was often a promising opportunity to 

secure future profits. Therefore, the significance of general resources was huge in 

determining corporate performance in Korea, and thus large chaebols were able to 

have competitive advantage over stand-alone firms. 

Chaebols' centralized control system was effective when it could facilitate 

sharing general resources, which were significant as sources of competitive 

advantage in the past (Kim, Han & Hoskisson, 2000). However, institutional 

development and global competition has lowered the significance of general 

resources but heightened that of "specialized" resources such as technological and 

marketing capabilities as sources of competitive advantage. 

As a consequence, most chaebols have changed from related diversifiers 

(when general resources were more significant) to unrelated diversifiers (now that 

136 



specialized resources are more significant) by institutional development. 

Nevertheless, chaebols' centralized decision-making system (underpinned by 

chaebols HQs) and top-down management fashion are still largely existent, which 

has threatened strategy-structure fit. In this regard, the role of chaebol HQs should 

have accordingly transformed either to an effective facilitator of specialized 

resources (if they purse "related" diversification around specialized resources of their 

own) or to a fair supervisor of its own subsidiaries competing even with each other 

(if they purse "unrelated" diversification with HQ's role limited to a minimal scope 

such as merger and acquisitions or evaluation of divisions). 

4.5. Discussion 

Understanding the diversifiers' advantage through the lens of institutional 

context is basically an extension to the rationale of the M-form structure, which 

argues that, regardless of the relatedness among divisions, diversified conglomerates 

can replace the outside capital market with a more efficient internal capital market 

(Williamson, 1975). Research on institutional context and corporate scope extends 

Williamson's argument beyond the capital market to include more functional 

mechanisms that support various business activities. 

As we have seen in this chapter, the huge gap between Korea and the U. S. A. 

in terms of the efficiency of stand-alone institutions may well have underpinned 

chaebols' successful growth. It might be easier for a diversified firm to be more 

efficient than the external, stand-alone institutions if it is operating in a less efficient 

institutional context. And it may be true that it takes a long time for institutional 

context to evolve (Khanna & Palepu, 1997a). However, this argument must not be 
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taken as an advocacy for diversification strategy without considering managerial 

concerns pertaining to diversification. 

First, in most countries, institutional context may continue to change toward a 

more efficient status. As we saw in the previous section, economic institutions in 

Korea have been significantly developing during the last decade. Rapid globalisation 

as well as accelerated penetration of information technology makes it easier for 

participants to compare prices, and thereby, reducing transaction costs. 47 

Institutional economists argue that the main reason why firms exist is to minimize 

transaction costs by avoiding complicated concerns that would arise if every 

individual makes every deal in the marketplace (Coase, 1937). In this viewpoint, 

reduced transaction costs will eventually reduce the optimal size and scope of the 

firms. 

Moreover, it should be noted that the higher benefits of diversification in 

developing countries are to be capitalized only when a particular diversified firm in 

those countries have managerial competences at least as good as its equivalent in 

advanced countries. Given the difficulties in controlling all the variables related to 

diversification, empirical results that show superior performance of large, diversified 

firms in emerging economies (e. g., Khanna & Palepu, 1997b) should be interpreted 

very carefully. Indeed, a recent empirical study by finance researchers (Lins & 

Survaes, 1999) found that diversified firms trade at a substantial discount even in 

" Some analysts suggest that we are heading for the "nude economy" where the transparency is 

higher thanks to the businesses through the Internet (The Economist, 2000). 
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most developing countries, 48 indicating the agency costs may overwhelm the benefits 

of diversification. 

The seemingly superior performance of the largest, most diversified business 

groups in emerging economies cannot be firmly accepted until we are able to get 

consolidated data at the corporate (business group) level. The recent failure of 

Daewoo, once ranked as the second largest chaebol in Korea in term of total assets, 

may show the vulnerability of seemingly prospering business groups that lack 

appropriate organisational capabilities and provide oblique financial statements. 

Although institutional voids exist and are likely to confer more benefits to 

diversifiers in many developing countries, the capabilities of exploiting institutional 

voids is not necessarily given to those diversifiers. Many chaebols' successful 

diversification might have been partly due to the institutional voids in Korea. 

Nevertheless, notable advances in institutional context in the country are forcing 

chaebols to develop more capabilities to maintain higher efficiency of their internal 

markets for capital, labour, and so on, relative to the external markets, to produce 

greater outcomes than the aggregate sum of their own divisions. In this regard, the 

next chapter will review and test theories that have more "managerial" relevance to 

diversified firms. 

48 Even though Lins and Survaes's sample (1999) also included Indian firms, it cannot be said their 
evidence directly refutes Khanna and Palepu's results (1997b) which focused on business group 
level (not subsidiary level) diversification and used accounting (not stock market) performance. 
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Chapter 5: Organisational Capabilities for Managing Diversity 

The existence of many highly diversified business groups in emerging 

economies including Korea has recently attracted the attention of strategy researchers. 

The previous chapter focused on the institutional context of the Korean economy, 

echoing arguments that business groups can be functional substitutes for allocation 

failures in countries where market mechanisms are inefficient and the transaction 

costs are high (Leff, 1978,1979; Caves, 1989; Granovetter, 1995; Khanna & Palepu, 

1997a, 1997b). 

However, analyses focusing on the management of diversification and 

organisational context have been largely neglected in the literature on diversified 

firms in emerging economies. However munificent the environmental factors are for 

diversification, a diversified firm cannot necessarily create value without a cost 

efficient mechanism to manage its diverse division. Some researchers explored this 

dimension through qualitative or narrative methods (e. g., Hattori, 1991; Jun & Han, 

1994). There are quite a few quantitative studies with large samples on 

diversification of chaebols, but efforts have been made mostly to verify the 

relationship between economic performance (as a dependent variable) and the choice 

by the firm of diversification type, level, or mode (e. g., Cho, 1989,1990). 

Comparisons of Korean chaebols with their counterparts in other countries have been 

concerned primarily with management style and organisational climate in general 

(e. g., Shin, 1985) rather than organisational context or mechanisms for managing 

diverse divisions efficiently. 

Bringing the management of diversification back into the picture, this chapter 

tries to explain the seemingly puzzling performance of highly diversified chaebols 
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through the lens of the organisational capabilities to maintain integration among 

numerous, diverse divisions (or business units) operating in their own competitive 

fields. Testing Proposition 3 addressed already in Chapter 1 is the purpose of this 

chapter. 

Proposition 3: Chaebols manage diversification in a more cost-efficient way 

than large US. firms do. 

I therefore compare the management of diversification in chaebols to Western 

firms to examine whether chaebols indeed have organisational capabilities to 

maintain a higher level of diversification than Western firms. Firstly, through a 

comprehensive literature review, I identify what kinds of organisational mechanisms 

should be established to maintain integration in diversified firms. Next, with large- 

sample data based on mailing questionnaire surveys in Korea and in the U. S. A., I test 

the actual relevance of those suggested mechanisms to divisional performance. Then, 

I test whether Korean chaebols have an organisational context that is less vulnerable 

to the costs of diversification compared to U. S. large, diversified firms. 

In addition to the statistical analysis, I examine through two in-depth cases how 

successful chaebols actually have built up and utilised effective mechanisms to 

manage those large, growing organisations. The two stories of Samsung and SK are 

introduced especially with regard to the top management's deliberate initiatives for 

bringing and establishing shared values in the whole business group. The cases show 

the two chaebols' practices and cultures have been geared from the early years to 

maintain coherence among seemingly dissimilar divisions (affiliated companies) and 
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maximise the economies of scope in line with their own visionary paths for the future. 

It can be also seen that the two chaebols' unique leadership styles eventually affect 

their own practices and cultures, and thus the way the two groups have behaved 

distinctively. 

In a nutshell, this chapter tries to find out whether the puzzling performance of 

many highly diversified chaebols have been achieved to some extent because their 

diversification may have not been associated with steep increase in managerial costs 

unlike the case of U. S. firms. If this proposition is supported, we will have empirical 

evidence that chaebols' high level of diversification have been and will be 

maintained by virtue of their own efficient management practice. To the contrary, if 

this proposition proves wrong, it is quite unlikely that, other things being equal, 

chaebols' higher level of diversification can be sustained in the future. 

5.1. Balancing Autonomy and Integration 

As proposed for the first time by Penrose (1959), the main limitation to a 

firm's growth is a managerial one. Specifically when a firm pursues growth through 

diversification, the firm's ability to adapt its administrative structure to larger and 

broader scales of operation limits its infinite expansion. Even though chaebols and 

other business groups in emerging markets may enjoy more benefits from 

diversification thanks to the different institutional setting, the level of diversification 

can hardly be sustained for a long time without a cost-efficient mechanism for 

managing diversified organisations. 

The volatility in the list of the top 10 chaebols in the early years of growth of 

Korean chaebols - i. e., before 1980s - implies the difficulties in capitalising on the 
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conglomerate advantage even in emerging economies. As shown in Table 5.1, among 

the ten largest chaebols in 1960, only four (Samsung, Lucky-Goldstar, Taihan Wire, 

and Keukdong Marine) remained in the top-ten group. This contrasts to the 

phenomenon in 1979-1987, during which only one chaebol was expelled from the 

top-ten group. 
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Broadly speaking, there are two primary sources of managerial costs of 

diversification. On the one hand, there are costs of coordinating multiple divisions to 

achieve synergies (e. g., corporate HQ staff may intervene on divisional operations 

inappropriately, unless they have sufficient information, knowledge and experience 

on the operation of each division). On the other hand, there are costs associated with 

control loss as a firm's level of diversification increases (e. g., divisional employees 

may deliberately hide actual information on divisional-level operations to shirk 

responsibilities and consume corporate resources). 

Under the limited span of control of top management, such problems as 

information distortion and disguised shirking become more damaging as the firm 

enters into more distant businesses from familiar ones. Accordingly, organisational 

capabilities for effective coordination and control without failure of integration are 

needed to realize the net positive benefits from diversification. 

As Lawrence and Lorsch (1967) proposed in their seminal work, the 

interaction of the multidivisional structure with the expanding size of the firm 

hampers integration of different units. This may create conflicts and loss of direction, 

and leads to mechanic portfolio management. Theoretically, failure in integrating 

diverse divisions means loss of a critical rationale for running a diversified 

corporation, because, in that case, the corporation cannot achieve a competitive 

advantage through efficient exploitation of its excess assets or through creating an 

efficient governance structure (Hill, 1994). The "parenting advantage" by a 

diversified firm can be accepted only when its performance is better than the 

aggregate performances that its divisions could realize when they were independent, 

stand-alone entities (Goold, et. al., 1994). 
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Accordingly, one of the most crucial functions of HQ is to keep both the 

scope and strategic variety of the firms within manageable bounds (Hill, 1990). In 

other words, the corporate HQ should achieve integration while giving autonomy to 

its divisions to strengthen their own competitiveness. Firms that can manage 

diversification in a more cost efficient way than others should be able to continue to 

diversify without adversely affecting performance. 

Given this background, this chapter focuses on examining whether chaebols 

have held organisational capabilities to manage diversity in a more efficient way than 

U. S. diversified firms, thereby having higher optimal levels of diversification. 

Multiple dimensions of organisational context49 are examined, from structural to 

social and cultural mechanisms. 

Before going over those mechanisms one by one, it might be useful to touch 

an issue here about the difference between chaebols and U. S. diversified firms in 

term of their organisational structure, and to clarify the aim and focus of this chapter. 

Although chaebols are undoubtedly classified as "diversified" firms, their 

typical organisational structure is quite different from the typical structure of U. S. 

diversified firms. In the U. S. A. a diversified firm normally has multiple divisions 

within a legal corporate boundary or has almost a 100% shareholdings of its 

subsidiaries, whereas in Korea chaebols' subsidiaries are legally independent entities 

that are affiliated with each other through hierarchical control pyramids (Hwang, 

1999). In a typical hierarchical pyramid, owner families are the largest shareholders 

49 Here, the concept "organisational context" refers to a comprehensive mechanism that underpins 
normal operations within an organisation. It has been defined in several studies such as "blending of 
organisational structure, information systems, measurement and reward systems, career planning, 
and a fostering of common organisational culture" (Prahalad & Doz, 1981: 5) and "sophisticated 
management systems, the corporate cultural milieu and people" (Hamel & Prahalad, 1983: 347). 
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of a few core companies functioning as holding companies, and those core 

companies own the largest share of other subsidiaries. This "chained" ownership as 

well as cross-shareholdings among subsidiaries allows the owner family to enjoy 

"leverage effect" in controlling a huge business group without owning majority 

shares of all subsidiaries. 

This type of structure is not unique in Korea, but quite common in many 

developing countries as well as in some advanced countries such as Canada, France 

and Belgium (Ghemawat & Khanna, 1998). Nor does it have to allow chaebols to 

have a more efficient control mechanism; it is actually an empirical question. A 

hierarchical control pyramid is also not immune to the costs of coordination and 

control occurring in the process of diversification. Even though chaebols have 

different organisational structures from those of U. S. diversified firms, this chapter 

does not aim to verify in general the relative efficiency of hierarchical pyramid vis-ä- 

vis a pure M-form structure, or vice versa. Despite the difference between chaebols 

and U. S. diversified firms in shareholding structure, the theoretical development 

regarding the management of diversification can be applied to both types of structure 

- i. e., a hierarchical pyramid and a pure M-form - because both types of firms 

constantly face a common issue of the management of diversification. 

Thus, I test them with regression analysis based on a pooled sample of Korean 

and U. S. cases. 50 Once I have selected mechanisms that proved effective in 

managing diversified firms variables, I will be able to make comparison to see 

whether, on average, chaebols use those mechanisms more than U. S. firms. In 

so Whether a hierarchical pyramid based on chained ownership leads to higher efficiency in managing 
diversification should be tested empirically with data from two groups of firms that represent the two 
types of structure, respectively. 
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addition, I will test whether some organisational mechanisms are effective only when 

used by chaebols. 

Since Chandler (1962), a number of researchers have argued that the success of 

a diversified firm depends on the appropriate organisational arrangements. 

Specifically, three approaches for managing divisions within a diversified firm have 

appeared in the literature: strategic control, contingency approach, and organisational 

bonding. 

(1) Balance between Control and Autonomy 

The idea of balancing control (centralization) and autonomy 

(decentralization) was conceived with the emergence of the multidivisional structure 

of large corporations. In his seminal work on the management of multibusiness firms, 

Chandler (1962) documented the key administrative problems created in the 

evolution of four large U. S. companies, and their response to those problems, which 

is represented by the emergence of the new organisational form: M-form 

(Multidivisional form) structure. The distinct characteristics of an M-form structure 

is that 1) responsibility for day-to-day operations is decentralized to the divisions, 

and 2) the HQ allocate capital resources between different strategic alternatives and 

monitor the efficiency of divisions. 

M-form structure was positively revisited and elaborated by Williamson 

(1975). He emphasized that corporate HQ should be concerned only with strategic 

and financial controls giving each division enough autonomy to cope with its own 
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business tasks. 51 Williamson argued against the intervention of HQ in the operations 

of the divisions, suggesting that when this happened we no longer had a true M-form 

structure but a "corrupted" M-form structure. 

The concept of "strategic management" was seriously brought into 

companies only one or two decades ago - even later in Korea compared to Western 

countries. Nevertheless, some concerns of balance between control and autonomy 

seem to have been in place from the early years of chaebols' development. For 

example at Samsung, an ex-CEO of Samsung Electronics says: 

"In the regular group-level top management meeting, the late Chairman 

Byung-Chul Lee always asked the presidents of subsidiaries (divisional 

managers), "Let me just do the big things. Report only 10% of what you are 

doing well. Then, tell me problems and difficulties. " Although Byung-Chul 

Lee was not familiar with Western management theories, his remark above 

echoes the principle of "management by exception. " He asked his men to 

report difficulties rather than success not only because he was too busy, but 

also he wanted to motivate managers to make their own decision in the 

operational level and to show his trust to his well-educated and much-trusted 

people he had carefully selected. 

The literature on the management of multinational firms may also offer 

similar insights to the management of multidivisional firms. For example, Bartlett 

and Ghoshal (1989) and Ghoshal and Nohria (1989) proposed that the 

51 Here, financial control may be included in the category of strategic control, since decision makings 
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"transnational" form of organisation is effective because it allows each subsidiary the 

freedom to differentiate itself according to local demands but at the same time it 

provides a dominant overall integrative mechanism. Here, the basic argument is to 

find ways to grant each division enough autonomy to make operational decisions 

suitable for its environment while, at the same time, making sure that integrative 

mechanisms are in place to exploit interdependencies. Again, one way to do this 

might be to grant operational autonomy to the divisions while maintaining central 

control over strategic and financial matters. 

In a recent empirical study on divisions of Taiwanese business groups facing 

strategic ambiguity, which demands conflicting needs for responsiveness and 

integration, Markides and Chu (1998) found evidence that divisions perform better 

when they are given a large degree of autonomy on operating decisions but are 

controlled by their HQ on strategic and financial decisions. 52 

Following the above arguments, I develop my first set of hypotheses as 

follows. 

Hypothesis 5-1a. - There is a positive relationship between balanced control 

and autonomy (high operational autonomy, and low, strategic and financial 

autonomy). 

If Hypothesis 5-la is supported, then I compare the divisional autonomy in 

chaebols with that of U. S. firms. If, on average, chaebols' divisions receive more 

on financial issues are dependent on strategic considerations to a great extent. 
52 These are corporate-level decisions (e. g., decisions on entry and exit, financing, or new investment), 

not concerned with business-level strategy or budgeting. 
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operational autonomy but less strategic autonomy than divisions of large U. S. firms, 

it means that chaebols use more appropriate control mechanisms for their divisions 

than large U. S. firms - and it might be one of the reasons chaebols have been able to 

maintain higher level of diversification. 

Hypothesis 5-1b: Chaebols' divisions have higher operational autonomy but 

lower strategic and financial autonomy compared to divisions of large U. S. 

firms. 

In addition, I test whether the mechanism of balanced control and autonomy 

works better in chaebols than in large U. S. firms. This is to see the interaction effect 

between this control mechanism and a dummy variable, chaebol, because it is 

possible that any particular control mechanism in question is not a significant 

variable in general, but a significant one in explaining the variance of chaebols' 

divisional performance. In that case, chaebols are more likely to be able to increase 

the levels of diversification without declining performance as far as they use the 

appropriate control mechanism. 

Hypothesis 5-1c: Balanced control and autonomy makes a greater 

contribution to divisional performance in chaebols than in large U. S. firms. 

(2) Contingency Approach 

Since Williamson's theoretical work, many researchers have tried to answer 

how diversified corporations manage their divisions. The contingency perspective 
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helped to provide new understanding about the basic assumption for good or ill of 

corporate management. The essence of the contingency approach is that the 

appropriate management arrangements53 might differ depending on the situation, that 

is, different businesses need different sorts of corporate management. It is because a 

multibusiness firm can be viewed as an organisation with heterogeneous task 

environments, a competitive strategy, and strategic mission. 

According to the result of an empirical study of Taiwanese business groups 

(Chu & Markides, 1997), corporate HQs can indeed use different administrative 

mechanisms (such as levels of divisional autonomy granted) towards different 

divisions, but business groups that adopted this differentiated approach did not 

outperform those that adopted a standardised approach. Among the possible reasons 

for the result is that the study did not take into consideration the "fit" between the 

administrative mechanism and each subsidiary's characteristics. Actually, the fit or 

the optimality of a configuration is the essence of a contingency approach within a 

diversified firm or a business group (Hill 1990). 

Hence, it has been suggested that a contingency approach is needed to ensure 

the fit between management arrangements and divisional situations. Haspeslagh 

(1982) urged corporate managers to think harder about the requirements of 

businesses with different strategic missions, and to tailor their administrative 

approaches to the needs of their businesses. Researchers on the internal control 

mechanisms of multinational firms also highlight the significance of internal 

differentiation (Baliga & Jaeger, 1984; Ghoshal & Nohria, 1989), suggesting that the 

s3 The concept of management arrangements are similar to that of the structural context defined by 
Bower (1970) as the distribution of decision making responsibilities within the organisation, along 
with the measurement systems used to assess the performance of business units and to decide the 
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levels of delegation to different overseas affiliated firms should be based on 

contingency factors. 

Given that corporate HQ and divisions (or SBUs: strategic business units) 

have their own roles and functions, contingency factors should also be identified at 

each level, as follows. 

a. Corporate-level viewpoint 

A number of critical administrative mechanisms - such as 1) the degree of 

centralization for operating and capital investment decisions; 2) the design of the 

measurement and evaluation system; and 3) the design of incentive systems for 

rewarding divisional managers - need to be adjusted depending upon the strategic 

orientation and/or the previous path of the diversified firm (Lorsh & Allen, 1973; 

Salter, 1973; Ackerman, 1970; Berg, 1973,1969; Vancil, 1980; Kerr, 1985). The HQ 

unit has an important role to play in developing these mechanisms and achieving an 

appropriate fit (Bower, 1970). 

Originally explored by Lorsh and Allen (1973), two different types of 

diversified companies have been identified by the firm's corporate level strategic 

objectives; 1) those where relationships between the different businesses in the 

corporate portfolio are of strategic importance (vertically integrated and related 

diversifiers), and 2) those where such relationships are unimportant (unrelated or 

pure conglomerate firms). They found that the related diversifiers need more 

centralized operating decisions to secure coordination and cooperation among 

divisions. They also suggested that a profit centre philosophy is efficient for 

bonus for the divisional managers. 
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conglomerates, while a more subjective measurement of performance is more 

appropriate for vertical integrators. 

The contingency issue in a diversified firm also arises in choosing a 

management style at the corporate HQ for its divisions. Goold, Campbell and 

Alexander (1994) developed a contingency approach, identifying three basic 

management styles of multibusiness corporations: strategic planning, strategic 

control, and financial control. They emphasized that the extent to which the 

corporate HQ will add or destroy value depends on the degree to which their 

influence fits the environment surrounding individual businesses in their portfolio. 

Pitts presented a series of empirical results on this theme: Performance 

assessments of divisional general managers for incentive compensation were much 

more affected by subjective judgment in internal diversifiers compared to acquisitive 

diversifiers (Pitts, 1974); Inter-divisional managerial transfers tended to be much 

more common in internal diversifiers compared to acquisitive diversifiers (Pitts, 

1976); Internal diversifiers operated with a much larger corporate-level technical 

staff than acquisitive diversifiers (Pitts, 1977). 

Compared to the divisional-level viewpoint that follows in the next section, 

this corporate-level viewpoint seems to be less useful when designing an empirical 

analysis of chaebols. Most chaebols are characterized as groups of unrelated 

business clusters (so-called sub-groups) that consist of related businesses within each 

sub-group's boundary. It is also problematic to differentiate internal diversifiers from 

acquisitive diversifiers, because many Korean business groups have employed both 

types (Chang & Choi, 1988). Given this difficulty in identifying a business group's 

type in the corporate level, my empirical research focuses on the divisional level as 
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follows. 

b. Divisional-level viewpoint 

Given the possible differences among divisions in a multibusiness firm in 

terms of task environment, competitive strategy, strategic mission, and resource 

sharing, divisional-level studies on the management of diversification have grown 

since the mid 1980's (Govindarajan, 1986,1988,1989; Gupta & Govindarajan, 

1986; Gupta, 1987; Govindarajan & Fisher, 1990). These studies argued that the 

relationships between HQs and their respective divisions (SBUs) must vary 

according to the factors that differentiate divisions. Ultimately, many researchers 

have concluded that a fit between the characteristics inherent to a division and the 

administrative mechanisms used by HQ to control that division will result in a 

superior divisional performance. 

Different divisions within the same multibusiness firm often pursue different 

business level strategies. According to the information processing perspective 

(Galbraith, 1973,1977; Egelhoff, 1982; Nadler & Tushman, 1988), a division that 

follows a differentiation strategy has a higher level of information processing needs 

because that strategy requires continuous innovation by nature (Porter, 1987). 

Therefore, such a division would benefit from a high degree of autonomy. On the 

other hand, a division that pursues a low-cost strategy does not need to be given so 

much autonomy. Instead, it is better for the HQ to monitor the divisional operation 

closely to ensure that costs are controlled efficiently (Govindarajan, 1986; Gupta, 

1987). Similarly, compared to divisions facing a stable external environment, 

divisions facing an uncertain and volatile external environment need higher 
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autonomy if they are to deal effectively with higher information processing 

requirements and react quickly and flexibly to environmental changes (Govindarajan, 

1986; Lawrence & Lorsch, 1967). 

Implications regarding more detailed management arrangements have also 

been presented in relation to the resource sharing or divisional interdependence 

perspectives (Thompson, 1967; Pfeffer & Salancik, 1978; Porter, 1985). The basic 

notion here is that the greater the degree of resource sharing within the firm, the 

more the strategy of the firm might be geared towards the exploitation of synergistic 

interrelationships between divisions, and vice versa (Gupta & Govindarajan, 1986). 

Therefore, when a division shares a large amount of resources with other divisions 

within the same firm, centralized control and strong coordination should contribute 

to increasing divisional performance. 

With regard to the evaluation of divisional performance, output controls with 

objective criteria are appropriate when there is negligible resource sharing among 

divisions, and behavioural controls with subjective criteria are appropriate when 

there is significant resource sharing among divisions (Govindarajan & Fisher, 1990). 

In a similar vein, incentive schemes for the divisional managers may have 

different effect on the performance depending on the level of resource sharing 

(Gupta & Govindarajan, 1986). On the one hand, determining the bonus of a 

divisional manager only by the focal divisional performance will be more beneficial 

for divisions with low resource sharing. On the other hand, linking the bonus of a 

divisional manager to the performance of the entire business group will be more 

beneficial for division with high resource sharing. Kwon (1997) replicated Gupta and 

Govindarajan's study (1986) for Korean companies, and his hypotheses were also 
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supported. 

In this study, I test the effectiveness of a contingency approach by looking at 

the interaction effect of independence (inverse of resource sharing) and 

decentralization (divisional autonomy). 54 1 predict the level of decentralization (high 

autonomy) will be positively associated with divisional performance when the 

division is quite independent from other divisions because, in this situation, 

coordination or intervention by HQ is likely to have destructive influence. On the 

other hand, the level of centralization (low autonomy) will be positively associated 

with divisional performance when the division is quite interdependent from other 

divisions. Thus, 

Hypothesis 5-2a(1): In divisions with low resource sharing, there is a positive 

relationship between decentralization and divisional performance. 

Hypothesis 5-2a(2): In divisions with high resource sharing, there is a positive 

relationship between centralization and divisional performance. 

If the above hypotheses are supported, then I will compare the level of 

divisional autonomy in chaebols with that in U. S. firms among those with low 

resource sharing and high resource sharing, respectively. If, on average, chaebols' 

divisions with low resource sharing receive more autonomy than U. S. firms' 

divisions with low resource sharing, it means that chaebols use contingency 

sa The reason I focus on resource sharing among various contingency factors is largely due to 
measurement problems. For example, I included in my questionnaire a question to capture 
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arrangements suggested in the literature more appropriately than large U. S. firms. 

The same argument holds if chaebols' divisions with high resource sharing have less 

autonomy than U. S. firms' divisions with high resource sharing. Thus, 

Hypothesis 5-2b(1): Among divisions with low resource sharing, chaebols' 

divisions have higher (overall) autonomy than divisions of large U. S. firms. 

Hypothesis 5-2b(2): Among divisions with high resource sharing, chaebols' 

divisions have lower (overall) autonomy than divisions of large U. S. firms. 

In addition, in a similar vein to Hypotheses 5-lb(l) and 5- l b(2), I test whether 

chaebols using this contingency approach achieve a more significantly positive 

performance compared to large U. S. firms. 

Hypothesis 5-2c(1): In divisions with low resource sharing, decentralization 

makes a greater contribution to divisional performance in chaebols than in 

large U. S. firms. 

Hypothesis 5-2c(2): In divisions with high resource sharing, centralization 

makes a greater contribution to divisional performance in chaebols than in 

large U. S. firms. 

divisional-level strategies, but many respondents answered that their divisions are pursuing both 
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(3) Organisational Bonding 

Admittedly, a firm is a social entity in which numerous participants and small 

groups are interrelated. Therefore, in addition to studies of the structural (and 

mechanic) approaches of management, research streams focusing on social and 

cultural aspects of organisations have steadily appeared in literature (e. g., Ouchi, 

1980; Deal & Kennedy, 1982; Bensaou & Earl, 1998). Research on multinational 

firms has also urged top management to use socio-cultural (other than structural) 

tools including corporate values and culture, and the positioning of key people (e. g., 

Hamel & Prahalad, 1983; Nohria & Ghoshal, 1994). In this section, I apply these 

socio-cultural solutions to the management of diversified firms, and shed light on the 

factors that may contribute to the reduction of costs due to coordination needs and/or 

loss of control. 

a. Shared Values 

One of the invisible, but meaningful signs of higher integration might be the 

"shared" values, visions, goals, and the like among individuals and groups in an 

organisation. A shared vision or a set of common values embodies the goals and 

aspirations of the members of an organisation. It is not surprising that individuals in 

an organisation have their own goals that are only partially overlapping (Barnard, 

1939). However, with a shared vision, an organisation can minimize divergent 

interests through the socialization process to internalise the organisational goals into 

the value system of its members (Parsons, 1956). A shared vision is a cognitive 

dimension of social capital (Nahapiet & Ghoshal, 1998), and can be appropriated by 

cost-leadership and differentiation strategies. 
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the collectivity as a resource (Portes & Sensenbrenner, 1993). 

This theoretical framework can be applied to a diversified firm. As a firm 

becomes more diverse, it tends to be more difficult for top management to effectively 

allocate its resources and supervise its divisions because of the strategic variety of 

businesses and possible increases in shirking. Therefore, top management often relies 

upon formulaic financial criteria to control divisions in an attempt to overcome the 

bounded rationality problems associated with processing large amounts of 

information. The result of this "management by numbers" is a long-term decline in 

the productivity and competitiveness of these firms. High levels of shared values 

may alleviate the pressure on divisions to meet short-term financial objectives at the 

cost of long-term investment while not shirking their own jobs. 

Some chaebols have tried to develop shared values from the very early stage of 

their growth. For instance, LG is well known for being founded on the principle of 

"People Harmony, " which echoes the idea that the group is a place of collectivism 

and cooperation. 

A senior researcher at Samsung Economic Research Institute recalls the 

founder' s management style through which he achieved " coordinated 

decentralization" as follows: 

"Compared to the other early entrepreneurs in Korea, Chairman Byung-Chul 

Lee emphasized numbers more. He told divisional managers to set up a goal 

based on objective data. However, he also knew the risk of relying too much on 

numbers and computerization. He regarded these as just tools, and never spared 
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his effort to make manager share "Samsung spirits, " which everyone is required 

to almost memorize right after joining the group. " 

Chairman Lee also believed that shared values would be underpinned only 

when the employees feel that they are treated fairly. "That's one of the reasons he 

established a very careful system for personnel management and internal audit, " says 

an executive manager at the Office for Corporate Restructuring, which is the current 

corporate (business group) HQ of Samsung. 

Group-level events such as corporate athletic activities are often organised to 

increase shared values among the constituents. Outsiders viewed it as a ritual when 

around 100,000 employees of Samsung and their families (even local employees at 

overseas subsidiaries) gathered together at Olympic Stadium in Seoul in September 

1994 to boost their corporate community spirits. In February 1996 a large group of 

500 LG employees flew to Bali, Indonesia with their Chairman Bon-Moo Koo to 

develop and share the group's vision for the 21st century while participating in skills 

competition and sport activities. 

If divisional need is coherent with the corporate goal, the division is more 

likely to act as expected by its HQ in line with the whole firm's interest. In such a 

case, the cost of diversification will be low thanks to the reduced need for 

supervision (Etzioni, 1965). Creating strong shared values and beliefs among 

divisional managers and their HQ enables the HQ unit to grant more autonomy to 

divisions without fear that the divisions will pursue their own interests at the expense 

of the firm as a whole (Ouchi, 1980; Markides & Chu, 1998). Moreover, shared 

visions enhance the sense of mutual interdependence in the organisation and can 
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therefore lead to the creation of synergies with less coordination costs. 

Other manifestations of social and cultural control such as "clan control" 

(Ouchi, 1980), and a strong corporate culture (Deal & Kennedy, 1982) also 

emphasize the effectiveness of shared values in minimizing the opportunistic 

behaviours within an organisation. The positive relationship between shared visions 

and firm performance has been demonstrated in recent studies on diversified firms 

(Markides & Chu, 1998) and multinational corporations (Nohria & Ghoshal, 1994). 

Thus, 

Hypothesis 5-3a: There is a positive relationship between shared values and 

divisional performance. 

If this hypothesis is supported, then I will compare the level of shared values 

in chaebols with those in U. S. firms. If, on average, chaebols' divisions have higher 

shared values, it is more likely that their HQs can give more autonomy to their 

divisions without fear of losing control and efforts. In this case, it would not be that 

puzzling that chaebols can maintain higher levels of diversification. 

Hypothesis 5-3b: Chaebols' divisions have a higher level of shared values 

than divisions of large U. S. firms. 

Here again, I also test whether chaebols capitalize on the above mechanism 

more than large U. S. firms, thereby being able to reduce managerial costs associated 

with a high level of diversification more effectively. 
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Hypothesis 5-3c: Shared values make a greater contribution to divisional 

performance in chaebols than in large U. S. firms. 

b. Inter-divisional Interaction 

Inter-divisional interactions in an organisation conceptualised more visible 

mechanisms for social integration than shared visions. The need for using 

mechanical tools to control divisions will diminish when individuals in different 

divisions have more opportunities for collaboration and communication and 

understand each other and/or HQ staff well. Therefore, divisions can be given much 

autonomy and still be kept integrated within the whole group (Markides & Chu, 

1998). 

Transfer or rotation of divisional managers may help top management teams 

of diversified firms to overcome a single "dominant logic" (Prahalad & Bettis, 1986) 

by accumulating experiences in strategically dissimilar business fields. Social 

interactions among different divisions blur the boundary of those divisions, and 

individuals may gain easier access to other division's information and resources. 

Consequently, chances are that effective coordination of different divisions can be 

achieved at a lower cost. 

Samsung's success in the semiconductor industry was largely due to the 

effective collaboration among various subsidiaries. "When we built the first DRAM 

line, " an executive at Samsung Electronics says, "It seemed that nobody in the group 

knew what to do. However, once we chose our target product, which was 64K 

DRAM, managers with experiences and expertise in construction, purchasing, and 
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quality control in other industries proved absolutely helpful, and many of them were 

transferred to the semiconductor division sooner or later. " While it took almost one 

year for Japanese and U. S. manufacturers to build up a fabrication line, Samsung 

completed the set-up of their first DRAM line in 6 months. 

In addition, regular or irregular group-level training programs provide 

individuals with opportunities to build up informal relationships with colleagues 

from other divisions and to internalise core ideology of the firm. 55 The following 

comment by an executive at LG Academy, which is the comprehensive group-level 

training facility of LG, suggests that corporate-level training serves not only 

improving individual skills, but also strengthening horizontal ties: 

"Newcomers at a given time belong to a specific cohort (e. g., cohort of 1999), 

which they can identify at the first group-level (corporate-level) training 

program. Although they are allocated to various subsidiaries (divisions) after the 

training, they form informal ties with each other. Whenever they are promoted to 

each senior level, they have chances to gather again at the group training 

facilities. Persistent ties within the same cohort encourage communication and 

collaboration between divisions. " 

At Samsung, corporate education often involves hard physical training. When 

Samsung was entering into the semiconductor business, 200 people from different 

subsidiaries boarded together at a place for three months, and even had an extreme 

ss Inter-divisional interactions and shared visions tend to affect one another. On the one hand, social 
interactions stimulate the formation of common interests and shared visions among different 
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running of 64km (symbolizing 64K DRAM) every morning. They are the people 

who created Samsung's semiconductor legend, and are now the key managers at 

Samsung Electronics. "During the program, we built up so-called `let's do it together, 

and we can do it together' spirits, " recalls an ex-participants. 

In many cases, corporate-level training also provides employees to see senior 

manager and executives from other divisions. These are good opportunities for 

employees to be picked up and transfer to other divisions within the business group, 

while maintaining informal ties with their former divisions. The existence of a virtual 

internal labour market within the business group keeps employees from denying 

cooperation with other divisions. 

On the ground of the above arguments and observations, the following 

hypotheses are developed for examining the effects of inter-divisional interactions in 

four aspects, i. e., rotation of managers, collaboration between divisions, 

communication between divisions, and corporate-level training programs. 

Hypothesis 5-4a: There is a positive relationship between inter-divisional 

interactions and divisional performance. 

If this hypothesis is supported, then I will compare the level of inter-divisional 

interactions in chaebols with those in U. S. firms. If, on average, chaebols' divisions 

maintain higher level of inter-divisional interactions, it is more likely that their HQs 

can give more autonomy to their divisions without fear of losing control and efforts. 

In this case, it is not that puzzling that chaebols can reach a higher level of 

divisions (Kanter, 1989). On the other hand, inter-divisional interactions may be facilitated when the 
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diversification. 

Hypothesis 5-4b: Chaebols' divisions have a higher level of inter-divisional 

interaction than division of large U. S. firms. 

Here again, I also test whether chaebols capitalize on the above mechanism 

more than large U. S. firms, thereby being able to reduce managerial costs associated 

with a high level of diversification more effectively. 

Hypothesis 5-4c: Inter-divisional interactions make a greater contribution to 

divisional performance in chaebols than in large U. S. firms. 

5.2. Data and Measurements 

Every year, the Fair Trade Commission of the Korean government publishes a 

list of the top 30 big business groups according to the amount of aggregate assets 

held by all subsidiaries of each business group. 56 The report released in April 1998, 

based on the figures as of the end of 1997, identified 804 companies affiliated with 

the top 30 chaebols. As mentioned earlier in this thesis, those subsidiaries are 

considered divisions of chaebols. 57 1 developed and sent questionnaires to the top 

managers of 525 companies. 279 companies were excluded due to difficulties in 

obtaining information on addresses, names of top manager, or basic financial 

statements. Most of the excluded companies were quite small in terms of size, and 

informal ties across divisions are tight (Posner, Kouzes & Schmidt, 1985). 
56 This survey excludes government-owned corporations and financial service groups. 

168 



many of them were not on operating normally - i. e., they were soon to be closed, or 

just established. 

Out of 525 questionnaires sent out, 129 (24.6%) were returned from 28 

chaebols, and 116 (22.1%) of them were usable. I tested for response bias by 

comparing the size (sales in 1997) and profitability (return on sales in 1997) of 

affiliates whose managers responded to the questionnaire (129 affiliates) versus 

affiliates whose managers did not (396 affiliates). 58 The test detected no bias 

between the two groups. 

Like in most comparative studies, identifying an equivalent sample was a 

crucial task of this study. Given the focus of this study in diversification of large 

business entities, I chose the U. S. sample from the list of Fortune 500 U. S. firms in 

1998. Among them, 78 firms operating in more than three 2-digit SICs, except those 

whose primary businesses were financial service, were chosen. A total of 510 

questionnaires were posted, 92 (17.5%) from 43 firms were returned, and 78 (15.3%) 

of them were usable. 

In the U. S. case, however, response bias could not be tested in the same way I 

did with chaebols. Unlike chaebols' affiliates, U. S. diversified firms' divisions are 

rarely legally independent entities that produce their own financial reports. Although 

some firms report their financial status by major industry segments, it hardly 

corresponds to financial status by divisions because more than one divisions often 

contribute to financials of an industry segment. Therefore, it was difficult to compare 

57 Therefore, I regard "a business group (chaebol)" and "its subsidiaries" in Korea as equivalents to "a 
firm" and "its divisions" in the U. S. A., respectively. 

58 At the end of the questionnaire I included auxiliary questions about respondents name, position, 
company, and contacts. In case they didn't reveal the information, I identified the company to which 
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divisions whose managers responded to the questionnaire with divisions whose 

managers did not. Alternatively, as a sub-optimal choice, I compared the size (sales 

in 1997) and profitability (return on sales in 1997) of firms in which at least one 

divisional manager responded to the questionnaire (43 firms) versus firms in which 

no divisional managers at all did (35 firms). The results showed no response bias. 

In reality, it was not expected that many responses would be received directly 

from top managers. Therefore, in both countries, I asked top managers (or their 

secretaries who were supposed to receive the questionnaire) that if the top managers 

could not fill out the questionnaires, they should pass them onto executive directors 

or seniors managers who had been in the company for more than three years. This 

alternative way of data collection was proved to be reliable and valid (Shortell & 

Zajac, 1990). '9 

With the survey results, I measured each variable for my empirical analysis as 

follows based on the methods introduced in previous research (Gupta & 

Govindarajan, 1986; Hill, 1988a, 1988b, 1988c; Markides & Chu; 1998). 

Divisional Performance: Both accounting performance and subjective 

evaluation were used as indicators of divisional performance. Accounting 

performance was measured by industry-adjusted ROS. Such an objective measure is 

used widely but has limited utility, because divisions may emphasize other criteria 

than profitability according to their own strategic missions within the firm 

(Govindarajan & Fisher, 1990). Therefore, in addition to ROS, I measured 

any specific respondent belonged to by looking at reference numbers I had inserted in each 
questionnaire. 

59 I included in the questionnaire three questions to see if the Asian financial crisis at the end of 1997 
resulted in any significant change in chaebols' organisational context. Their answers showed no 
change. 
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performance in two ways: 1) how the respondent would rate the performance of 

his/her own subsidiary, relative to that of the major competitors; 2) how much the 

group HQ seems to be satisfied with the performance of the respondent's subsidiary. 

These two scales ranged in value from 1 to 5, where higher values represent better 

performance. 

Divisional Autonomy: Based on the instruments developed by Hill (1988a), 

HQ's control style toward the divisions was measured by the degree of autonomy 

given to the divisions to take strategic, financial, and operational decisions. Strategic 

autonomy (STRATEGIC) was measured by the extent to which HQ allows its 

divisions to make strategic decisions on their own. It was constructed from the 

responses to 14 questions. Financial autonomy (FINANCIAL) was measured by the 

extent to which financial controls were decentralized. It was constructed from the 

responses to 8 questions. Operational autonomy (OPERATIONAL) was measured by 

the extent of autonomy in daily operations. It was constructed from the responses to 

17 questions. 60 These three scales ranged in value from 1 to 5. High scores indicated 

a high degree of autonomy in term of control over strategic, financial, and 

operational decisions. The overall degree of autonomy was measured by averaging 

the mean scores of the three scales. 

Given the values of the above three types of autonomy for each division, I 

estimated the level of balanced autonomy (maintaining strategic and financial control 

while granting operational autonomy) by calculating the value of "OPERATIONAL / 

(STRATEGIC x FINANCIAL). " According to the theoretical consideration in the 

60 To minimize the possibility of deliberate fabrication of answers by respondents, I included two 
additional questions that are not relevant to any of these three categories. 
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previous section, the higher the value of "OPERATIONAL / (STRATEGIC x 

FINANCIAL)" for a division, the more appropriately it is managed. 

The degree of centralization and decentralization towards a division is 

measured by the level of overall autonomy, which I obtain by calculating the 

arithmetic average of the three levels of strategic, financial and operational autonomy 

given to the division. 

Resource sharing: Based on the measure developed by Gupta and 

Govindarajan (1986), resource sharing among divisions was measured in terms of the 

following 8 aspects: technology, human capital, financial capital, purchasing, 

advertising, distribution channel, information, and other administrative activities. A 

five-point response scale was prepared for each of them. The higher the score, the 

higher the level of resource sharing with other divisions in the same business group 

or firm. 

Shared values: Shared value was operationalized by 10 items that represent 

the extent to which divisional members recognize the existence of strong and 

distinctive values towards the integrative organisational context of the firm or 

business group. A five-point scale was used to ask the respondents to indicate the 

degree of agreement, ranging from "Strongly disagree" (=1) to "Strongly agree" (=5). 

Inter-divisional Interaction: As mentioned earlier in this section, inter- 

divisional interaction was operationalized in terms of 4 dimensions: rotation of 

managers, collaboration between divisions, communication between divisions, and 

corporate-level training program. Again, a five-point scale was used to ask the 

respondents to indicate the degree of agreement, ranging from "Strongly disagree" 

(=1) to "Strongly agree" (=5). The level of collaboration was measured by the 
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responses to 4 questions. The levels of communication, rotation of managers, and 

corporate-level training programs were quantified by the responses to 3 questions, 

respectively. 

5.3. Results 

Descriptive statistics and bivariate correlations for all samples are shown in 

Table 5.2. Reliabilities of multi-item scales measured by Cronbach's alpha are also 

noted where applicable and every coefficient has acceptable value. Meanwhile, 

Tables 5.3 and 5.4 shows descriptive statistics for Korean and U. S. samples, 

respectively. 
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Tables reporting the results of the OLS regression analyses on divisional 

performance are presented below. 61 The equations include many interaction terms for 

testing my hypotheses. Some studies address the multicollinearity issue when 

interaction terms are included in the regression equation (Dewar & Werbal, 1979; 

Drazen & Van de Ven, 1985). However, it is not a serious problem when we are 

more interested in testing the significance of interaction than in measuring the 

exploratory power (noted as R2) of the equation (Allison, 1977; Arnold, 1982). 

First, as shown in Table 5.5, Hypothesis 5-la was not supported (Specification 

1), which means that a differentiated approach towards autonomy (at least according 

to the categorization of operational, strategic and financial autonomy) does not 

contribute to divisional performance. This result is contradictory to that of a recent 

study with a Taiwanese sample (Markides & Chu, 1998). Conventional wisdom 

regarding the management of the M-form structure does not hold in my sample, 

which makes it unnecessary to test Hypothesis 5-lb. Hypothesis 5-1c, which was to 

test if strategic control was an effective mechanism when it is used in chaebols, was 

not supported, either. 

61 Here, I employed performance data by subjective measures because accounting performance of 
many divisions of U. S. firms were not available, unlike the case of Korea where divisions 
(subsidiaries) of chaebols are legal entities publishing their own financial statements. 
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Table 5.5. Multiple Regression Results for Divisional Performance (1) 

1 
Variable 

2 
H5-la H5-lc 

Balanced autonomy . 08 -. 23 

Chaebor -. 21 -. 59 

Balanced autonomy x Chaebol 1.02 

R2 
. 01 

. 02 

Adjusted R2 
. 004 

. 002 

F 1.35 1.11 

aN= 194 
b Dummy variable: I= chaebol, 0=U. S. firm 
*p<0.1 
**p<0.05 
***p<0.01 

Table 5.6 reports the results of regression analyses based on contingency 

hypotheses, i. e., Hypothesis 5-2a(1) and Hypothesis 5-2a(b). I ran regressions for 

divisions with high resource sharing and low resource sharing, respectively. Simple 

averages and the upper/lower one-thirds were used as cut-off values in dividing the 

sample by the level of resource sharing. 

The level of autonomy appears to have a significantly positive effect on the 

performance of divisions with low resource sharing (Specifications 1 and 2). But 

unlike our expectations, the results do not show a negative effect of the level of 

autonomy on the performance divisions with high resource sharing (Specifications 3 

and 4). In other words, a contingency approach was effective only in divisions with 

low resource sharing. 
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With this regard, it is useful to test Hypothesis 5-2a(1) to see whether chaebols 

allow more autonomy than U. S. firms to those divisions that are sharing a good deal 

of resources with other divisions. A t-test on divisions with below-average levels of 

resource sharing indicated that chaebols' divisions (N = 22, Mean = 3.80) are given 

more autonomy than U. S. firms' divisions (N = 76, Mean = 3.51) at a 1% 

significance level. In other worlds, chaebols were better than U. S. firms at granting 

enough level of autonomy to relatively independent divisions, which is the 

appropriate practice suggested by the contingency approach. However, when I 

restricted the sample to the divisions with resource sharing below one-third value, I 

had only 5 divisions from the U. S. side and 59 from the Korean side, and the t-test 

result was not significant. 

Hypothesis 5-2c(1) and Hypothesis 5-2c(2), which expected the interaction 

effects between chaebol dummy and the level of autonomy in each contingency of 

resource sharing, are not supported as shown in the right columns (Specifications 5 

to 8) of Table 5.4 

Next, Table 5.7 shows the results of regression analysis for the hypotheses 

regarding more socio-cultural (rather than mechanic or structural) mechanism, i. e. 

organisational bonding. 

180 



M 

E 

N 
vi 

H 

Iýc 

iLr) 

I 

1M 

IN 

-4 

o 
Ü 

Q) C 

an 
'E 3 

U 

CD 

U 

cd 

I lI') 

U 
M 

i 
N 
x 

M 

kr) 

x 

aý 

cd 

cd 

re) IN 
* W) 

N 
N 
"--+ 

* 
* 

N 
p 

N 
rn 

O 
-4 

- 
- 

01 
p 

cn 00 ö 

IZ 
0 
cri 

N 

00 

N 
O * -4 O 

"o 
'- 

M 
O 

L 
O 

C\ 
O 

* 
* 

O O 

ti 

U 

c C) 

U 
x 
uý 
z 

c 

ýö o, e 
U 

Z 
0 
4, 

Ü 

U 
x 
r. 
o 

Ü 

o 
ce 

Ü 

x 
r o 

... 
Cli 

Ü H 

ö 
ci 

H 

N 
N N ý 

O 

* 
* 

M C* 

N 
0 
'- 

O 
M 

V7 

b 
aý 
Ct 

't3^' 
ýQw 

r 

ti 

cd 

hO 

°` Eö 

II 
EV 

R 
ZQ ý ý 
lu -* * 



It is remarkable that explanatory power of the models measured by coefficient 

of determination (R2) is now much higher than that of the previous models. This 

implies the importance of socio-cultural mechanisms that have been ignored 

relatively to structural mechanisms in the diversification literature. Specification 1 

proves that the level of shared values existing in a division is significantly positively 

associated with divisional performance, strongly supporting Hypothesis 5-3a. 

A separate t-test for Hypothesis 5-3b shows that there is difference at 5% 

significance level in the levels of shared values between chaebols (N = 116, Mean = 

3.70) and large U. S. firms (N = 78, Mean = 3.54). Hypothesis 5-3c that expected the 

interaction effect of shared values and chaebol dummy is also supported 

(Specification 2), while the level of shared values alone is now not significant. 

Among the four variables to capture inter-divisional interactions, only 

corporate training is significantly positively associated with divisional performance 

in the full sample (Specification 3). Another t-test to compare the level of corporate- 

training reveals that there is difference at 5% significance level between chaebols (N 

= 116, Mean = 3.43) and large U. S. firms (N = 78, Mean = 3.12). 

As far as the interaction between inter-divisional interaction and chaebol 

dummy is concerned, rotation and training was proved to be significantly positively 

associated with the performance of chaebols' divisions (Specification 4). The results 

were basically the same when I included shared values and inter-divisional 

interaction together in a regression equation (Specifications 5 and 6). 
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5.4. Cases 

The empirical tests in the previous section showed the effectiveness of socio- 

cultural mechanisms such as shared values in managing diversified firms, and that 

chaebols have maintained higher level of shared values than their U. S. counterparts. 

Those empirical results provide a convincing reason for chaebols' successful 

diversification, and thus motivate me to collect detailed stories about chaebols' 

internal control mechanisms that have made their constituents keep strong shared 

values among themselves despite increasing diversity in businesses. This section 

consists of cases of two chaebols, Samsung and SK, which are well-known 

specifically for their capabilities in managing organisations and people. 

(1) Samsung Group 

As the largest chaebol, Samsung is one of the dominant forces in the Korean 

economy as well as one of the world-best players in several industries including 

semiconductor, mobile handset, and consumer electronics (See Tables 5.8 and 5.9 for 

the financial overview of revenue composition of Samsung Group). 

Having grown by an average of 25% each year since the early 1970s, the 

business group accounted for approximately 15% of Korea's exports and almost 10% 

of national output in the early 1990s. Measured by its 1996 consolidated revenues of 

$62 billion, Samsung was larger than all but 9 U. S. firms. In 2002 Samsung had 63 

affiliates, employed 174,000 people and operated in 68 countries. 
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Table 5.8. Financial Overview of Samsung Group 

(Unit: Million US Dollars*) 

1997 1998 1999 2000 2001 

Sales 51,859 57,738 64,271 78,263 71,905 

Assets 49,214 46,669 49,882 48,681 49,741 

Liabilities 38,770 33,432 29,747 24,664 21,742 

Net Income 141 A 58 1,562 5,712 3,119 

*Exchange rate applied: Korean Won / US Dollar = 1290.79 /1 (2001 yearly average). 

Source: Korea Information Service 

Table 5.9. Composition of Samsung's Revenue (%) 

Industry 1999 2000 2001 

Electrics & Electronics 31.85 34.76 32.75 

Wholesale & Retail 32.49 32.12 27.68 

Finance 23.78 21.39 26.48 

Petrochemicals 4.06 4.36 4.73 

Transport Equipment 3.58 2.79 3.26 

Business Supporting Service 1.42 1.55 1.73 

Information & Telecommunication 1.09 1.25 1.39 

Basic Metals & Machinery 0.81 0.86 1.00 

Leisure, Culture & Education 0.92 0.93 0.69 

Construction - - 0.16 

Transport & Storage - - 0.15 

Total 100 100 100 

Source: Korea Information Service 
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While Samsung ultimately emerged as the most powerful chaebol, its ascent 

was far from smooth. In 1938 Byung-Chul Lee, a graduate of the prestigious 

Waseda University in Japan, registered the Samsung name (meaning `Three Stars') 

for his small trading company in Taegu, a provincial town in the south-east of Korea. 

Initially Samsung exported modest volumes of vegetables and dried seafood to Japan, 

but grew to become the ninth largest Korean-owned company by the time of the 

Japanese surrender in 1945. In 1950 Chinese and Russian backed communist forces 

invaded from the north, capturing Seoul within days. Lee was forced to abandon his 

business in Seoul and fled, hiding by day and travelling by night, to the southern port 

of Pusan, where he spent the war years selling consumer goods to US army 

personnel. After the Korean War ended in 1953 Lee returned to Seoul determined to 

rebuild his business from scratch. From the early 1960s, Lee aspired to build 

Samsung into a global leader by entering successively more demanding markets. 

Availing himself of government support, Lee led Samsung on a program of 

rapid growth through diversification into industries such as insurance, paper and pulp, 

chemicals, engineering and shipbuilding during the 1960s. In the following decade, 

Samsung identified the electronics industry as its primary opportunity for long-term 

growth and funnelled cash from established activities into its consumer electronics 

business in the 1970s and semiconductors in the 1980s. 

Samsung would face the dramatic shifts in its competitive market under new 

leadership. When Samsung founder Byung-Chul Lee died in 1987 - 50 years after 

founding the company -, he was succeeded by his third son Kun-Hee Lee. Kun-Hee 

Lee believed that the Samsung Corporation required a complete overhaul to thrive in 

the future, and told employees that "in the past second- or third-class companies 
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could get along in their own region, but in today's global markets companies must be 

first-class simply to survive. " To achieve global leadership, Kun-Hee Lee believed 

Samsung employees needed to define markets globally rather than locally, stress 

quality rather than quantity in production and compete through innovation rather 

than imitation. 

Like most other chaebols, Samsung suffered a severe blow when the financial 

crisis that plagued several South East Asian countries spread to Korea in 1997. In 

the wake of escalating defaults on corporate loans, foreign lenders withdrew credit 

lines and refused to renew obligations as they matured. The evaporation of foreign 

credit put considerable pressure on the Korean Won, which declined 50% against the 

US dollar in a single week in November 1997. In response to the crisis, Samsung 

announced plans to dispose of a dozen of businesses employing thousands of people, 

cut new investment by 30%, reduce overheads by 10%, and ask all executives to 

accept a 10% salary reduction. Chairman Kun-Hee Lee pledged to forgo his $6 

million salary and contribute $70 million from his personal portfolio to help 

Samsung regain its financial footing. All restructuring has been achieved from the 

perspective of building a truly global enterprise, in tune with emerging business 

trends worldwide. 

Samsung's "bone-cutting" restructuring was quite successful, while many other 

chaebols failed to survive the turmoil. As of November 2002, Samsung's affiliated 

companies account for 28.3% of the total market capitalisation of in the Korean 

Stock Exchange, while LG and SK, Samsung's rival chaebols, account for only 7.7% 

and 9% respectively. Samsung Electronics, which itself is a huge multibusiness 

company, alone account for 20.1% of the total market capitalisation. Samsung is now 
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the world's leading manufacturer of thirteen product categories, including DRAM 

chips, TFT-LCDs, monitors and Braun tubes. Samsung expects the number of market 

leading products to surpass 30 by 2005. 

Although it is never an easy task to explain how Samsung has successfully 

managed such a huge diversified business group, it is almost meaningless to focus 

some other aspects while ignoring its extreme priority towards human resources, 

more exactly, "excellent" human resources. Although most chaebols have 

emphasised the importance of human resources, only a few of them - if any - have 

systemised the way they recruit, train, and use people efficiently as Samsung have. 

Samsung's excellence in HR management was a powerful lever that conferred 

a critical competitive advantage over other chaebols wanting talent in Korea where 

quality managers were not provided by educational institutions in general, as we 

discussed early in Chapter 4. The founder, Byung-Chul Lee, was the very one who 

recognised the importance of human resources in his businesses, and is famous for 

his earlier announcement that "A company is a human-being. " Soon-Dong Lee, Vice 

President at Samsung's Secretarial Office, recalls, 

"Our ex-Chairman (Buyng-Chul Lee) believed that the purpose of business 

was to contribute to the well-being of Korea and to raise the standard of living 

for all Koreans. But he wouldn't hire just anyone. He regarded the recruitment 

of skilled and dedicated employees as the crucial determinant of an effective 

business. He attended almost without exception the final round interview of all 

new recruits until well into the 1960s. " 
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The strong shared values among Samsung's numerous sub-organisations under 

its umbrella haven been specifically centred around the Secretarial Office, which is 

the corporate HQ, and the people there. Since the Asian economic crisis, Secretarial 

Office has been called "Office for Corporate Restructuring, " which was the name 

also adopted by many other chaebols. 62 Although the Secretarial Office seems 

similar to HQs of other big business groups or diversified firms, Samsung's 

Secretarial Office has functioned exceptionally well, largely because the people in 

the Office have took the role of leading "Samsung Men" armed with strong values 

towards the whole group's destiny. 

Like other chaebols' HQs, Samsung's Secretarial Office is not a legal entity. 

People in the Secretarial Office belong to different affiliates officially, and their pay 

as well as other financial resources for operating the Office comes from various 

affiliates, especially outstanding performers. Of course, it is one thing that people in 

the Secretarial Office are proud of being in the corporate HQ, and it is another that 

they have power enough to control numerous affiliated companies effectively by 

instilling the whole group's core values and strategic choices into the management of 

its affiliates. In most affiliates of Samsung, the summed percentage of ownership 

held by the Lee family other affiliates is far less than 50%, which is the safe level 

that gives the Secretarial Office the power to have great influence on any affiliate. 

Nevertheless, the Secretarial Office often leads big decisions that are not 

immediately necessary for their particular companies and thus possibly involve fierce 

blames by a number of shareholders. 

62 Before the Asian economic crisis, chaebols called their HQ's differently. For example, the HQ was 
called "Office for Planning and Coordination" in LG, "Office for Corporate Management and 
Planning" in SK, and "Office for General Planning" in Hyundai. 
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The seemingly ironical commitment to the whole group's destiny in Samsung 

has been largely enabled by the function of the Secretarial Office in raising and 

appointing (or firing) executive managers including CEOs of affiliates. While each 

affiliate is given autonomy in its own personnel management, the Secretarial Office 

intervenes deeply in selection and appointment of executive managers in each 

affiliate. 

Under the founder Byung-Chul Lee's strong belief in the importance of human 

resources, the Secretarial Office has put higher priority on personnel management, 

specifically for executive managers. At the end of each year the Secretarial Office 

assesses incumbent executive managers as well as candidates (mostly general 

managers or departmental heads in each affiliate) and announce the new executive 

constellations in each affiliate for a new year. The Secretarial Office's strong 

authority in appointing executives is sustained by the fact that Samsung keeps one of 

the best pools of managers in Korea. 

As a leading chaebol, Samsung has a great deal of advantage in recruiting 

smart graduates from renowned universities in Korea. Additionally, Samsung has 

developed an advanced internal training system that admittedly excels any other 

educational institutions for management in the country. Therefore, being an 

executive manager at Samsung gives him or her an invaluable credit of being one of 

the best management talents. Of course, that credit is also quite effective even after 

he or she has left Samsung for another job. The credibility on managerial capabilities 

of so-called "Samsung Man" makes it difficult for other shareholders to resist the 

Secretarial Office's right in personnel management. As far as high quality managers 

are provided, no stakeholders in an affiliate can easily ignore the role of the 
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Secretarial Office. In that sense, Samsung's success as a conglomerate largely lies in 

its competence in acquiring, developing, and allocating human capital - rather than 

financial capital. 

In addition to the unique and competitive pool of quality managers, the 

Secretarial Office's utmost efforts to maintain effectiveness and fairness in personnel 

management has enormously contributed to its power over affiliates. The Secretarial 

Office keeps record of every manager in the pool of high-performance talents. 

Although managers in the pool are generally accepted to have great calibre, the 

Secretarial Office requires executive managers to have something more than just 

business capabilities. The Personnel Committee at the Secretarial Office scrutinizes 

every aspect of current and candidate executives before placing them in the affiliates 

for a new year. 

The severe selection criteria include people-related skill as well as integrity in 

private life. People who may ruin Samsung's reputation are ruled out of the list of 

new executive managers. Therefore, over and above business capabilities, Samsung's 

executives must pass the strict assessment by the Secretarial Office to assure that 

they have strong shared values towards future of the whole group. Mr. Sangsoo Lee, 

General Manager at Samsung Global Strategist Group says, 

"Outsiders may think that Samsung's internal audit system is quite harsh. 

It targets not only financial matters but also moral aspects. Executives' 

misbehaviours such as bribery or intrigue are thoroughly investigated by the 

Secretarial Office, and people involved are severely punished. ... To be an 

executive manager at Samsung is certainly a hard goal. But by conferring them 
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absolutely superior competitive compensation packages to those of other 

chaebols, as well as socially accepted reputation, Samsung has continued to 

retain and utilize quality managers. " 

Given that the Secretarial Office is at the heart of managing Samsung based on 

the group's core value, it is not surprising that a number of managers who serves the 

Secretarial Office are often sent out to the affiliates as CEOs or other top-level 

executives. As of June 2002, CEOs at about 12 Samsung's major affiliates including 

Samsung Electronics, Samsung Corporation, Samsung Heavy Engineering, Samsung 

Corning, Cheil Communications, Samsung Life Insurance, and Samsung Securities 

have experiences of working at the Secretarial Office. 

During the tenure at the Secretarial Office, the so-called "Secretarial Office 

alumni" were accustomed to view phenomena, analyse issues, and make decision in 

the perspective of the whole group. Such embedded perspective facilitates the 

organic collaboration with the Secretarial Office and other affiliates by encouraging 

them to create and offer opportunities that are advantageous to the whole group 

rather than protecting the interest of any particular affiliate. In a nutshell, the 

Secretarial Office has been the champion of Samsung's value and vision, which were 

spread down to its affiliates naturally due to the Secretarial Office's effectiveness 

and fairness in filtering and placing top managers within the group. 

(2) SK Group 

SK is Korea's third largest conglomerate in terms of assets as of 2002, whose 

major businesses include energy & chemicals, telecommunications, finance, and 
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logistics. It is made up of 62 affiliated companies including seven that are listed on 

the Korea Stock Exchange. It has currently around 25,000 employees of numerous 

nationalities over the six continents (See Tables 5.10 and 5.11 for the financial 

overview of revenue composition of SK Group). 

SK (named Sunkyong, originally) was founded as a small textile manufacturer 

in 1953, right after the utmost turmoil period of Korean War. The group had 

vigorously integrated upstream, moving into oil production, refining, and 

petrochemical production, and completed its "From Petroleum to Fibres" vertical 

integration, a long sought-after goal, in 1991. However, due to its effective 

expansion into many other businesses, especially information and telecommunication 

from 1990s, energy and chemicals account for only half the total revenue of the 

group. 

Table 5.10. Financial Overview of SK Group 

(Unit: Million US Dollars) 

1997 1998 1999 2000 2001 

Sales 23,347 28,396 28,898 35,178 37,618 

Assets 22,464 24,412 30,637 35,888 35,277 

Liabilities 18,442 17,441 17,514 21,631 20,636 

Net Income 170 335 782 1,024 940 

Exchange rate applied: Korean Won / US Dollar = 1290.79 /1 (2001 yearly average). 

Data: Korea Information Service 
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Table 5.11. Composition of SK's Revenue (%) 

Industry 1999 
2000 2001 

Trading 40.48 34.16 39.72 

Petro-chemicals & Non-ferrous Metals 34.08 34.15 31.05 

Information & Telecommunication 12.24 18.20 14.15 

Construction 5.51 4.51 3.96 

Finance 1.82 2.23 3.46 

Transport & Storage 2.79 3.21 3.28 

Gas & Energy 2.45 2.57 3.11 

Electrics & Electronics 0.31 0.70 0.88 

Leisure, Culture & Education 0.31 0.28 0.39 

Transport Equipment - - 0.01 

Total 100 100 100 

Data: Korea Information Service 

Although SK is also a family-controlled business group, it is currently led by a 

non-family member, Chairman and CEO Kil-Seung Son. SK was originally founded 

by Jong-Kun Chey, who died in 1973 and was succeeded by his younger brother 

Jong-Hyon Chey. When Jong-Hyon Chey passed away in 1998, members of the 

owner family surprisingly decided to appoint Kil-Seung Son as new Chairman of the 

Group, while Tae-Won Chey, who is Jong-Hyon Chey's first son and currently 

Chairman of SK Corporation, is expected to succeed Chirman Son. Jong-Hyon 

Chey's another son and Jong-Kun Chey's two sons are also at least partly involved in 

the management of the group. 
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Unlike Samsung, SK's successful growth was largely prompted by acquisitions 

rather than internal development. Specifically, acquisitions of Korea Petroleum 

Corporation (Yukong) in 1980 and Korea Mobile Telecommunications in 1994 were 

major milestones in the group's history. The two acquired companies somehow 

share two distinct characteristics. First, at the time of acquisition, they were large, 

dominant players in oil refining and wireless telecommunication, respectively. 63 

Second, the two companies had been owned by the government until SK bought 

largest shares and assumed management. 

Because of the fact that the SK enjoyed monopolistic profits by snatching 

lucrative, privatised companies, some people downplay the group's achievement. 

Nevertheless, many people admit that SK's success would not have realised without 

its managerial capabilities in post-acquisition integration, especially with those 

bureaucratic legacy of government-owned industry giants. 

It is indeed notable that SK made huge investment to strengthen shared values 

among the group's constituents even from the early years of its history. SK's 

unceasing efforts are vividly symbolised by two major initiatives, SKMS (SK 

Management System) and SUPEX (Super-Excellence) Quest, which nowadays 

almost accompany the group's identity. While Samsung has established strong 

shared values by placing managers with talent and vision into various divisions, SK 

has tried to form and disseminate clear management guidelines, through which 

people can communicate and interact with others in different levels and divisions. 

SKMS is SK's all-inclusive management doctrine, and SUPEX Quest is a tool to 

63 Actually, Korea Petroleum Corporation was much lager than SK Group in terms of sales and assets 
in 1980. 
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practice SKMS. They have played the role of a critical leverage in maintaining ties 

among dissimilar divisions including acquired ones. 

SKMS is based on respecting the dignity and creativity of each employee, and 

aims to: 1) instil corporate vision, values and goals in employees; 2) encourage 

people to achieve high-performance; 3) bring together diverse groups of individuals 

and achieve consensus; 4) find, develop and reward the unique talents of all people; 

and 5) foster understanding and acceptance of SK's business principles including the 

priority to maximize growth. 

SKMS was initiated by former Jong-Hyon Chey in 1975, just over one year 

after he took up the management of the group. He formulated the "Principles of 

Business Management" and instructed the Office of the Chairman for Management 

and Planning (renamed later to Office of Corporate Management and Planning, or 

OCMP) to define and systemise basic business concepts and management factors 

based on theses principles. The initial "Principles" were continuously modified to 

increase the clarity and applicability in using them in affiliated companies, and were 

finally reborn as the first edition of SKMS in 1979. SKMS was revised ten times by 

far, but its basic ideas and framework have remained until now. 

SKMS consists of "Basic Business Concepts" that summarise the essence and 

goal of business management, and "Business Management Factors" that affect them. 

The framework of SKMS is structured based on these two core levels as depicted in 

Figure 5.1. 

Basic Business Concepts are broken down into four essential elements as the 

followings: 
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" Perspective upon the Firm: Sustained growth is a goal of every corporate 

enterprise, and each employee, during his/her tenure, must contribute to 

that end. 

9 Definition of business management: Business management is the pursuit of 

the firm's stability and growth. 

" Objective of business management: The objective of business management 

is the achievement of world-class in the goods and service created by the 

enterprise. 

" Principles of business management: Human-oriented management, 

Rational management, and Reality-based management. 

Business Management Factors are broken into two categories, i. e., the "Static 

Factors" and the "Dynamic Factors. " All those management techniques that have 

been developed by management studies have been termed the Static Factors for the 

sake of convenience on the one hand. They cover many different management 

techniques in a wide range of fields from corporate planning management to 

information management. SKMS emphasises that companies must dedicate money 

and effort to acquisition of these management techniques. 

On the other hand, the idea of the Dynamic Factors was introduced to deal with 

factors that are not sufficiently covered by traditional management studies. They are 

not outwardly apparent, but reside within one's innermost thoughts or within 

interpersonal relationships. Nevertheless, they have an immense impact on the 

capability of individuals to live up to their maximum potential. Dynamic Factors 

comprise of five factors including Ui-Yok (close to the meaning of "willingness" or 

"volition") management and SK-Manship management. SKMS pays much attention 
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to, what they call, "unused human resources (unused part of the brain), "and believes 

that people can raise the level of brain engagement (not as high as 20% compared to 

the normal level of 3-10% by effective management practice, especially for the 

Dynamic Factors. 

Whereas SKMS consists of intellectual and mental guidelines of SK's 

management, SUPEX is a tool to help managers and other employees to practice and 

drive SKMS. In 1989 the top management team including Jong-Hyon Chey looked 

back to evaluate what had been achieved through SKMS. Disappointingly, they 

concluded that SK's people did not really understand SKMS and found it difficult to 

effectively practice SKMS. Therefore, the top management initiated SUPEX Quest 

as an application tool for SKMS. 

SK coined SUPEX, an abbreviation for "super-excellent" level, which means 

the highest performance level attainable with human capabilities. It came out of the 

needs to put forth the very best efforts beyond any ever put forth before rather than 

merely emulating current leading companies. SK recognized that otherwise they 

would forever trail global leading companies, and never become a world-class 

company themselves. 

SUPEX Quest was supported by several practice-oriented methods, among 

which are the "Five Steps of Job Execution, " "MPR/S/T coordination, " and "Can 

Meeting. " The Five Steps of Job Execution refer to: 1) Comprehend multi- 

dimensional location; 2) Identify the key factors for company success; 3) Set the goal 

at the SUPEX level; 4) Identify the barriers to achieve the goal; and 5) Remove the 

barriers. They are presented as Figure 5.2. 
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Figure 5.1. SKMS (SK Management System) 

BASIC BUSINESS CONCEPTS 

Management Definition of Objectives of Principles of 
Perspective Management Management Management 

BUSINESS MANAGEMENT FACTORS 

Static Factors 

  Corporate Planning Management 
  Human Resource Management 
  Organisation Management 
  Accounting & Financial Management 
  Marketing Management 
  Production Management 
  R&D Management 
  Purchasing Management 
  Safety Management 
  PR Management 
  Information Management 
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Dynamic Factors 

  Ui-Yok (Willingness) Management 
  Managerial Capacity Management 
  Coordination Management 
  Communication Management 
  SK-Manship Management 
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Figure 5.2. SK's Five Phases of Getting Things Done 

(2) Identify the KFSs (Key Factors for Success) 

l (1) 
(3) Set the goal level at SUPEX level Comprehend 

multi- 
dimensional 

location (4) Identify the barriers 

(5) Remove the barriers for job implementation 

MPRIS/T was introduced to urge coordination among marketing (M), 

production (P), and R&D (R) departments and encourage, what they call, "Lead- 

Help-Check" function by supporting (S) department and top management team (T). 

Can Meeting refers to meetings where everyone in a smaller or larger 

organisation (normally, a team or a department) in a company, gathers together. 

There are some importance prerequisites here: The leader of the organisation must 

take part in the meeting, and the place must be somewhere from the everyday 

production sites or business offices. 

To some people, SKMS looked odd. Professor Ho-Sang Kang at Sogang 

University confesses, 

"When I happened to look at SKMS, I felt it like a decree of a heresy. It was 

outrageous enough that it summarised marketing, for instance, in its own, unique 

way in only two pages whereas I teach marketing at my class for a whole 

semester. I took me quite long to realise how efficient it was to instil core 
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thoughts of top the management to the constituents of the group in that simple 

way. " 

SKMS and SUPEX Quest have made major contribution to SK's successful 

diversification. Whenever SK established or bought a new company, they have been 

the axis of integration. People at SK Corporation and SK Telecom, which were 

originally government-owned and bureaucratic, also had to accustomed to SK and 

SUPEX right after the take-over. 

The training programmes at SK Academy aims largely to develop and teach 

the ides of SKMS and SUPEX to new comers to the group after acquisitions or 

recruitments. Regardless of the positional level, employees and executives are 

required to study and discuss SKMS and SUPEX at SK Academy (administrated by 

the Office of Corporate Management and Planning) or other Can Meeting sites on a 

regular basis (See Figure 5.3, for an exemplar timetable of SK's training programs 

for newly promoted managers, ). Understanding and even memorizing SKMS and 

SUPEX is a must for promotion to a higher position at most SK companies. 

Incumbent Chairman Kil-Seung Son was the head of the Office of Corporate 

Management and Planning for about 20 years, where he developed SKMS backed by 

the ex-Chairman Jong-Hyon Chey's strong initiative. Chairman Son and CEOs of 

SK's major affiliated companies (14 companies among 62 at present) gather every 

two weeks in a confidential meeting called "SUPEX Quest Committee, " which is of 

course the most authoritative body for group-level decision-making. It puts great 

priority on coordination among diverse affiliates or business units (rather than direct 

intervention in their oprtations), trying to prevent each affiliate from selfish activities. 
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SK sees that cooperation within a company is relatively well attained, while 

coordination entails longer hours for problem-solving and even tends to threaten the 

whole group's survival. Dr. Sang-Cheon Ra, who received a PhD degree in 

chemistry from MIT and is currently Executive Manager at SK Telecom believes, 

"With SK's recognition that inefficient communication often hinders 

coordination among different organisations, SKMS and SUPEX have made it 

possible for managers in different affiliates have a clear definition of each 

management field and increase the efficiency in communication with each 

other. " 

SKMS and SUPEX are written and taught in English and Chinese as well 

according to SK's increasing global presence, even though SKMS does pinpoint the 

importance of adaptation to the local environment. SK Academy runs a special 

training programme called SUPEX Tour, for which foreigners (mainly Chinese at the 

moment) at offshore branches or subsidiaries are flown in Korea to study SKMS and 

SUPEX and hopefully share its values. 

Ex-Chairman Jong-Hyon Chey was apparently proud of the contribution of 

such self-invented management concepts and tools to strengthening SK's 

management practice and culture. Assessing the gains from SKMS in 1989 ten years 

after the first announcement, he said, 

"The business terminology of SKMS is now being widely used. Initially, 

many people in the group objected to the use of distinctive SK terms that were 

rarely used in the academic world of management studies. However, because of 
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the real benefits derived from SKMS in managing the group, a number of terms 

are now commonly used and many of them (Pae-gi64 for example) have become 

our unique ones that represent SK to the outside world and consolidate our 

people. " 

5.5. Discussion 

This chapter examined the relationship between organisational context and 

performance of diversified firms. As previously addressed in Chapter 4, the good 

performance of highly diversified chaebols, which contrasts to the phenomenon in 

the U. S. A., may be due to the institutional voids typical in developing countries to 

some extent (e. g., Khanna & Palepu, 1997a; Achi, et. al., 1998). Furthermore, the 

traditionally embedded business environment under patrimonialism and the absence 

of mechanisms for securing property rights have encouraged entrepreneurs to be 

involved in competitive expansion through diversification, which often promises 

exclusive rents (due to imperfect competition) and stable growth (Lew, 1996). 

However, the costs inherent in the process of diversification and the organisational 

capabilities to cope with those costs have been largely overlooked in this type of 

institutional approach of industrial organisations in developing economies. Therefore, 

in this chapter I investigated the organisational context that is relevant to the 

performance of divisions of diversified firms, and examined whether Korean 

chaebols have managerial competences to support their high level of diversification. 

Among numerous dimensions that consist of organisational context in a large, 

diversified firm, the level of decentralization must be one of the most fundamental 

64 Close to the meaning of "spirit" or "vigour" 
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ones. Given the imperatives to allow divisional autonomy to the extent that the 

divisions can respond timely to the environmental changes and strategize effectively 

in their own competitive field, maintaining integration in the corporate level is 

getting more and more elusive. 

My empirical results showed that, in general, structural mechanisms such as 

balanced autonomy and contingency arrangements are not so significantly associated 

with divisional performance. Only Hypothesis 5-2a(1) gave support to the argument 

that divisions that rarely share resources are better off when they are given a good 

deal of autonomy, which is one of the suggestions by a contingency approach. 

Compared to structural mechanisms, socio-cultural mechanisms such as 

shared values and corporate-level training appeared to have a more positive effect on 

divisional performance. And, in my sample, chaebols had a higher level of shared 

values and corporate-level training than large U. S. firms on average. These results 

suggest that chaebols achieved decent performance in spite of a high level of 

diversification in 1985-95 thanks in part to their mechanisms through which the costs 

of increasing diversification were kept down. 

The empirical analyses also tell us that the cultural mechanisms for balancing 

empowerment and integration have worked better in chaebols than in large U. S. 

firms. In addition, corporate-level training and rotation of managers among divisions 

were more significantly associated when used in chaebols. This implies that chaebols 

that used corporate-level training and rotation of managers more actively were very 

likely to outperform those that did not. 

In addition to the statistical test, I investigated cases of two chaebols whose 

deliberate efforts to build up and maintain strong shared values in their own business 
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group have been admitted quite effective in managing diversity among different 

divisions. Thoughts are still around that many chaebols' successful diversification 

was assisted by institutional voids and/or government support existed in the 

emerging economies setting. Nonetheless, it cannot never be overlooked that such 

competitive chaebols as Samsung and SK began to make huge invest in establishing 

control mechanisms to integrate diverse divisions and maximize the advantage of 

being diversified business groups from the early year of their growth. 

These results are interesting because the hypotheses I developed, largely 

based on Western literature, are more supported in Korea. It may be due to the 

differences in business systems pinpointed by some comparative lenses of sociology 

(e. g., Whitley, 1999). In Korea, where the business system is based more on 

collaborative and coordinated relationships between economic actors than on 

contracts and legal obligations, cultural dimensions such as shared values among 

within-group constituents are more likely to affect the output of an organisation. 

Another possibility could be that in U. S. firms organisational context and the 

role of HQ are less important than the capabilities in, for example, product 

innovation or cost leadership in the divisional level. If this is true, diversified firms 

will be less viable in the U. S. A. unless they have some other mechanisms that have 

not been captured by academic research. Exploration of those possibilities will be a 

valuable agenda in future research. 

The ideas presented in this study need to be tested by more rigorous methods 

with sufficient, although not exhaustive, control variables that need to be included in 

the regression equations. External and probably more objective measures of 

divisional autonomy and performance need to be employed to test the sensitivity of 
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results due to measurement. Systematically aggregate data such as group-level 

consolidated financial statements of chaebols will substantially improve the research 

in this subject area once they become available. Further clinical studies through in- 

depth observation or examination of the actual processes of structural adaptation 

might also be valuable in illustrating more detailed and dynamic issues. 

Western practice and research have developed various management 

arrangements - with regard to performance appraisal, incentive bonus, etc. - for 

granting autonomy without losing control. Although the structural approach might be 

easier to implement than cultural one, its effectiveness hardly tends to capitalize due 

to opportunistic behaviour and even cheating by numerous people with an 

organisation. While trying to find out how to overcome those mechanic tools, 

managers need to increasingly adopt cultural ones. The critical roles of vision and 

culture identified in a renowned in-depth study (Collins & Porras, 1996) of 

successful companies will be able to be applied extensively at most, or will provide a 

good starting point at least, for developing cultural schemes in unrelated diversifiers. 

Throughout the analysis, I focused on the managerial competence of the 

organisations. The future of large, diversified firms will be largely dependent on their 

competences in managing diversity rather than numeric levels of diversification. As 

the institutional context in developing economies evolves and the transparency of 

economic activities improves, diversifiers' advantage due to institutional voids will 

dwindle. Accordingly, managerial competences will become a more critical lever to 

create values in business groups. Business groups lacking those competences may 

well suffer from declining performance as many U. S. conglomerates experienced in 

the early 1980s, and will be forced to refocus or fail. At the same time, we should 
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also remember that well-managed, premium conglomerates do exist all over the 

world including advanced economies, and that refocusing is not a panacea for all 

diversified firms. In many senses, we are heading for the age of "management 

battle. " 
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Appendix 5-1. The Questionnaire for Chapter 5 

Please indicate the extent to which the following statements apply to the situation of your 
division by using the given scale. 

1= Never 2= Very infrequently 3= Sometimes 4= Often 5= Always 

Do you share your technology or expertise with other 
divisions in the company? 12345 
Do you exchange people with other divisions? 12345 

) Do you provide money to other divisions in the company 
if they are in financial need? 12345 

Do you receive money from other divisions if you 
need it? 12345 

) Do you share purchasing of raw materials with other 
divisions? 12345 
Do you share advertising campaign and expenses 
with other divisions? 12345 

) Do you share distribution channels with other divisions? 12345 
) Do you exchange competitor information with other 

divisions? 12345 
) Do you share administrative overheads with other divisions? 12345 

. How would you describe the strategy of your division? Please indicate which of the 
following statements is correct. 

We compete primarily on cost, offering value for money 
We compete primarily on differentiation, offering higher quality and service 
We compete through a mixture of cost and differentiation strategies 

Please indicate the rate of product and process innovation in your industry. If your division 
competes in more than one industry, please answer according to the situation of your main 
industry. 

Extremely slow Slow Moderate Rapid Extremely rapid 
12345 

Relative to your major competitors, how would you rate the performance of your division 
in the last two years? 

Much worse 
1 

Worse Equal 
23 

Better 
4 

Much better 
5 
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, How satisfied is headquarters with the performance of your division in the last two years? 

Not satisfied at all 
1 

A bit worried Generally OK Satisfied Extremely satisfied 
2345 

. In general, which of the following criteria are used by headquarters to evaluate the 
performance of your division? Please use the given scale. 

1 = Not a factor at all 
2 = Not so important 
3 = Not sure 
4 = Important 
5 = Very important 

1) Gross profit of the division 12345 
2) Profit growth of the division 12345 
3) Labor productivity in the division 12345 

4) Return on sales of the division 12345 
5) Return on investment delivered 

by the division 12345 
6) Sales growth of the division 12345 

7) Market share of the division 12345 
8) Cash flow from operations 12345 
9) Capacity utilization in the division 12345 

10) Cost control 12345 
11) New product development 12345 
12) Personnel development 12345 

13) Brand name/Company image 12345 
14) Customer satisfaction 12345 

How do you get evaluated (and receive bonus) at the end of the year? Please indicate which 
of the following statements is correct. 

My personal performance evaluation depends only on the performance of my 
division 
My personal performance evaluation depends mainly on the performance of my 
division, and a little bit on the performance of the whole company 
My personal performance evaluation depends equally on the performance of my 
division and on the performance of the whole company 
My personal performance evaluation depends mainly on the performance of the 
whole company, and a little bit on the performance of my division 
My personal performance evaluation depends only on the performance of the 
whole company 
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To what degree are the following the responsibility of corporate headquarters? Please use 
the given scale. 

1= Always the responsibility of headquarters 
2= Usually the responsibility of headquarters 
3=A shared responsibility between headquarters and divisions 
4= Usually the responsibility of the division 
5= Always the responsibility of the division 

Overall financial control of the division 12345 
Setting the price level of major products in the division 12345 
Approval of major investments in the division 12345 

Long-term strategic planning of the division 12345 
Public relations of the division 12345 
Relations with financial institutions of the division 12345 

Legal functions in the division 12345 
Identifying acquisitions of the division 12345 
Deciding upon acquisitions of the division 12345 

D) Setting annual budgets of the division 12345 
1) Setting business strategy for the division 12345 
2) R&D decisions in the division 12345 

To what extent do you have the authority to act on the problems described below without 
corporate headquarters' approval? Please use the following scale and assume business 
conditions are normal. 

1=I need to get formal approval from headquarters before taking action 
2=I seek advice from headquarters and then take action 
3=I take action after a formal meeting with headquarters 
4=I take action and inform headquarters later 
5=I take action without any contact with headquarters 

Problem Requiring Action 

Hire a replacement for my secretary who is retiring 12345 
Adjust the organizational structure by establishing a new 
department and closing some departments 12345 
Borrow an additional $ 10 million for the division 12345 

(Question 9 Continues) 
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1=I need to get formal approval from headquarters before taking action 
2=I seek advice from headquarters and then take action 
3=I take action after a formal meeting with headquarters 
4=I take action and inform headquarters later 
5=I take action without any contact with headquarters 

Problem Requiring Action 

Authorize the factory to work overtime during public 
holidays in order to reduce the backlog of overdue orders 12345 
Authorize the marketing manager to increase the number of 
salesmen in the field, but reduce the number of 
manufacturing engineers to maintain the same total cost 12345 
Change the advertising program of the division, reducing 
magazine advertisement but increasing direct mail 
and trade show promotional activities 12345 

Negotiate with environmental activists 12345 
Select the replacement for the manufacturing superintendent 
who will retire soon 12345 
Authorize a temporary 10% increase in division raw 
material inventory, in anticipation of a possible shortage 12345 

0) Pass final approval on the design of a new product, and 
authorize work to start on production tooling 12345 

1) Authorize a 8% salary increase for the manufacturing 
superintendents 12345 

2) Introduce a new system into the factory, which may lead 
to a strike 12345 

3) Increase investment in inventory on a product by 20%, 
because the sales department feels that they can get more 
sales if they have greater product availability 12345 

4) Establish next month's manufacturing schedule at a 
substantially higher level which will require the hiring of 
five additional people in the factory 12345 

5) Set the transfer price at which the division's products are 
sold to other divisions within the company 12345 

6) Establish next month's manufacturing schedule for the 
division at an increased level which will require the hiring 

of two additional people 12345 
7) Authorize a$ 10 million R&D project 12345 
8) Change the division's annual budget in mid-year 12345 

(Question 9 Continues) 
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1=I need to get formal approval from headquarters before taking action 
2=I seek advice from headquarters and then take action 
3=I take action after a formal meeting with headquarters 
4=I take action and inform headquarters later 
5=I take action without any contact with headquarters 

Problem Requiring Action 

9) Increase the price of an existing product line by 5% 
in order to recover cost increases in material and labor, 
which will place the price above the competitive level 12345 

; 0) Fire the manufacturing superintendent for poor performance 12345 
1) Postpone the scheduled introduction of a new model by 

three months and authorize a modification to the design 12345 

2) Set the division's annual budget at the start of a new fiscal 
year 12345 

13) Approach financial institutions for financing division projects 12345 
! 4) Change the division's main supplier 12345 

! 5) Set a new strategic direction for the division, i. e., 
entering a new market 12345 

! 6) Select the replacement for the marketing manager who 
is leaving 12345 

! 7) Cancel two engineering development projects 12345 

! 8) Settle a minor dispute with union representatives 12345 
9) Use the division's cash reserves for a new advertising 

campaign 12345 

0. Consider your division three years ago. Compared to how much autonomy you receive 
from headquarters today, how was it three years ago? 

1=I strongly disagree with this statement 
2=I moderately disagree with this statement 
3= Neutral 
4=I moderately agree with this statement 
5=I strongly agree with this statement 

1) Three years ago, we received more autonomy 
to make FINANCIAL decisions for my division 12345 

2) Three years ago, we received more autonomy 
to make STRATEGIC decisions for my division 12345 

3) Three years ago, we received more autonomy 
to make OPERATIONAL decisions for my division 12345 
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1. To what extent do the following statements apply to the situation of your division? Please 
use the given scale. 

1= Strongly disagree 2= Disagree 3= Neutral 4= Agree 5= Strongly agree 

We prefer internal promotion to recruiting someone from outside the 
company for a mid-level position 12345 
When deciding the replacement or promotion of an individual, 
the candidate's personality and attitude are critical factors for 
consideration 12345 
We know what kind of people will succeed and what kind of people 
will fail in this company 12345 

We can clearly feel the existence of strong corporate culture 12345 
We know clearly what our corporate culture is 12345 
Outsiders often point out the strength of our corporate culture 12345 

Different divisions have different cultures in this company 12345 
Our employees display high level of commitment to the whole company 12345 
We have corporate-level events that are held regularly (e. g., such as 
athletic meetings) 12345 

10) People in this company use special terminology and ways of communication 
which may be difficult for outsiders to understand 12345 

l 1) We share information on customers and suppliers with headquarters 
and other divisions 12345 

12) We have R&D centers that belong to the whole company, not to a 
particular division 12345 

3) We share R&D outputs with other divisions 12345 

. 4) Conflicts between divisions are mediated by headquarters 12345 

. 5) We have a company magazine and a company newsletter 12345 

6) The meetings between divisional managers and headquarters are 
generally effective 12345 

7) Managers from different divisions get together and talk to each other often 12345 
8) We have a formal rotation system for divisional managers 12345 

9) We are accustomed to transferring engineers and managers between divisions 1 
0) People show hostility to a new manager transferred from another division 1 
1) Headquarters of our company is committed to organizing training 

sessions for employees to help them adapt to their new working environment 1 

2) People in my division participate in group-level training 
sessions regularly 

3) We have group training centers 
1 
1 

2345 
2345 

2345 

2345 
2345 
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2. Compared to three years ago, has the culture of your business group become stronger or 
weaker? 

Much weaker Generally weaker The same Generally stronger tronger Much strong 
12345 

l3. Finally, we are interested in some basic information. 

1) Was your division originally founded by the company to which it belongs now? 
Yes, my division was created by the company in year 19 
No, my division became a member of the company through 
merger or acquisition in year 19 

2) How many years have you been working in the current division? 
How many years have you been working in the current company? 

3) Is your division a separate legal entity? 
Yes No 

4) Please provide the past three year performance of your division (in $ millions). 

1996 

Total sales 

Total assets 

Net profit after tax 

1997 1998 

ALL ANSWERS WILL BE KEPT CONFIDENTIAL 

Thank you very much for your help. If you would like to have a copy of the research findings, 
please fill in: 

Name and position 

address 

[hank you again! 
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Chapter 6: Conclusions 

6.1. Key Findings 

In this thesis, I made an attempt to reveal the reasons Korean chaebols have 

been able to continue to diversify in 1985 - 1995, which is a puzzling phenomenon 

that is perplexing in view of Western literature. I proposed and tested three possible 

explanations for the chaebols' diversification focusing on efficiency issues to see 

whether chaebols' high level of diversification could have been sustained even 

without the beneficiary factors including policy inducements. 

First of all, in Chapter 3,1 tried to measure diversification with the strategic 

perspective rather than the traditional methods that fail to consider the assets and 

competences that underpin a diversified firm's competitive advantage in the long run. 

Cluster analysis based on data from a Web-based questionnaire survey revealed 

businesses that are related in strategic terms and thereby critical competences can be 

transferred with each other. In addition, important strategic assets in each industry 

cluster and segment were identified. 

Nest, I examined whether chaebols' high level of diversification did not 

cause declining performance until recent years because they had higher benefits 

and/or lower costs of diversification. 

In Chapter 41 compared the institutional gaps between Korea and the U. S. A. 

that may confer more advantages (over non-diversified, independent firms) to 

chaebols than to U. S. diversified firms. I also tied to identify the actual mechanisms 

though which chaebols have leveraged the institutional voids in Korea. 

In Chapter 5 With regards to the cost of diversification, I tried to identify how 

corporate HQs in Korea and the U. S. A. are managing affiliated firms to increase the 
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value of diversification, and what affects the effectiveness of the tools adopted by 

HQ have had. Empirical analyses were conducted based on large sample survey data 

followed by examination of two chaebols' cases. 

In short, the key findings from the study can be summarised as follows: 

" Measuring diversification with strategic considerations reveals a different 

picture of the similarity between businesses from that based on traditional 

SIC codes, and can be used as an alternative way to measure the extent of 

diversification. 

" Chaebols are, however, still highly diversified into unrelated businesses 

even when we employ the concept of strategic relatedness in calculating 

the level of diversification. 

" Evidence shows that the level of institutional context in Korea lags behind 

that in the U. S. A. in numerous aspects. Although Korea has experienced 

significant advance in its institutional context in recent years, conspicuous 

gaps are still found and recognised by people. 

" Value creation through filling the institutional voids by chaebols has been 

supported by external and internal enabling mechanisms, which was 

established and developed by chaebols' HQs with leadership, authority, 

and calibres. 

" Structural mechanisms such as strategic control and contingency 

arrangements were not so significantly associated with divisional 

performance, while some socio-cultural mechanisms, especially shared 

values, were significantly positive factors on divisional performance. 
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" Chaebols had higher level of shared values and training (variables that 

were significant and positive in my regression) than large U. S. firms on 

average. Corporate level training and rotation of managers among divisions 

were more significantly associated when used in chaebols. 

" Chaebols such as Samsung and SK deliberately made huge efforts to build 

up and maintain strong shared values in their own business group, and thus, 

manage diversity among different divisions. 

6.2. Implications 

Finally, I conclude the thesis with presenting implications of my research for 

academics, managers, and policymakers. 

There are also limitations in this study. Due to the limited number of 

chaebols, we need to be cautious in generalising the empirical results of the study. 

(1) For Academics 

As long as diversified business groups are prospering in many countries 

around world, corporate diversification will remain one of the most important 

subjects in strategic management research. Decisions on and implementation of 

restructuring or refocusing will also need careful understanding of diversification. 

Most existing studies on chaebols have been conducted by economists, who 

regarded the chaebol as an aggregate sector of the Korean economy rather than 

looking at the corporate or affiliated-company level. This has led to a tendency of 

overlooking the efficiency issues in the organisational level. Some management 

scholars have conducted empirical research on chaebols' diversification as a key 
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characteristic of their behavioural attributes - for example, testing the relationship 

between diversification types and economic performances with traditional tools 

proposed in U. S. literature. 

However, studies on the mechanisms that underpin the chaebol system have 

been neglected due to economics-oriented research tradition and methodological 

difficulties. With data from a variety sources including secondary statistics, 

questionnaire surveys, and anecdotal probes, I attempted to investigate the way 

chaebols could successfully manage to diversify without hampering performance. 

Evidence in this study reveals the underlying mechanisms through which benefits of 

diversification were maximised while costs were kept down. 

Even though many issues unique to the Korean environment such as 

government have contributed to the past success of chaebols, I believe it is useful to 

study chaebols as one of the phenomenal diversified business entities rather than just 

an outcome of a peculiar environment. Accordingly, this study stands on the lines of 

a resource-based perspective, and has an implication that the organisational 

capability to exploit core competences and to manage diverse affiliated companies 

could serve as a sustainable advantage in spite of environmental change. The results 

of this study might be applicable to many business groups in emerging economies as 

well as to Western multibusiness firms, specifically with regard to HQ's approach 

for controlling divisions. 

This might be one of the few studies that have compared chaebols and 

Western diversified firms in a multiple dimensions - especially, those related to 

efficiency attributes of diversification. Consequently, future studies will be able to 

benefit from the conceptual framework, empirical results, and selected stories in this 
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study, as far as the limitations addressed in the previous section are reasonably 

considered. 

(2) For Managers 

The recognition of strategic relatedness introduced in this study would be of 

great use in the management of diversification in the viewpoint of individual 

chaebols. It will help a firm to find out strategic assets in its divisions and to exploit 

its competences in creating, improving and accumulating those strategic assets. If 

chaebols' managers consider the strategic importance, they could evaluate the value 

of each business in the context of their own conglomerate as a whole, and future 

decisions on corporate scope might be different from a mechanic reshuffle. 

Relatedness simply based on the superficial similarities in terms of product, resource, 

technology, or SIC code of each affiliated company could lead to a superficial - 

rather than a fundamental - change. 

Over and above the implications on portfolio restructuring, I would like to 

emphasize the importance of managerial capabilities. Unrelated diversification is 

vulnerable to various costs due to control loss, information distortion, or dominant 

logic and inappropriate intervention of corporate HQ. Despite greater potential 

benefits from common resources, skills, knowledge and competences, related 

diversification may also fail to outperform unrelated diversification because it is also 

costly to exploit the linkages between businesses (Hill, Hitt & Hoskisson, 1992). 

By conceptualising the mechanism that works in diversified corporations, 

managers might find useful tools that fit current business portfolio, organisational 

structure, and cultural characteristics. And more, they would be more confident in 
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dealing with trade-offs such as long-term vs. short-term strategy, or HQ's vs. 

affiliated firm's interest. 

Restructuring or refocusing is only one of numerous means for rebuilding 

competitiveness and improving performance. In fact, the reform of Korean chaebols 

must be directed not only to improve short-term cash flow or capital structure, but 

also to reform the capabilities to identify their own competences, and then improve, 

accumulate and create strategic assets for long-tem prosperity. Chaebols with 

competences in remapping their businesses and managing diversity will outperform 

the external capital markets. 65 In contrast, chaebols without those competences will 

keep sinking however talented they are in radical reshuffling of their portfolios. 

This study is expected to help HQ managers, as well as affiliated firm 

managers, to understand the value and role of each affiliated firm. It is true that 

institutional context affects business groups' behaviour and performance to a degree. 

But without the capability to manage the huge and diversified organisations 

efficiently, sustainable advantage will not last long, as we can see from the cases of 

several chaebols that went bankrupt after the Asian economic turmoil in 1997. 

Corporate decisions on the scope of a diversified firm must be accompanied 

with sensible formation and implementation of effective organisational mechanism 

including structural arrangements (e. g., divisional autonomy, evaluation system, and 

incentive schemes) and cultural integration (through, e. g., inter-divisional social 

interaction and shared values). The results of this study attract attention toward the 

cultural approach, in that it proved to be advantageous over structural one. 

65 Eisenhardt and Brown (1999) argued "Companies that patch well can outperform the most efficient 
capital markets. By "patching, " they mean mapping and remapping business units swiftly against 

shifting market opportunities. 
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Identifying and developing appropriate cultural tools for managing unrelated 

divisions will be one of the most emergent agenda in management, as we see a 

number of companies around the globe still keep growing through diversification. 

(3) For Policymakers 

It must be also recognized that the current wave of restructuring never means 

inevitable demise of diversification as a viable strategy in the Korean economy. The 

graphic exposition of the marginal benefits and costs of diversification implies that 

not only over-diversification (i. e., diversification level above the optimal level) but 

also under-diversification, is a state of disequilibrium, that is, not realizing the 

maximum level of performance. Empirical research on U. S. firms (Markides, 1995) 

showed that although many firms were refocusing in 1981-87, a large number of 

firms continued to diversify during the same period; The net effect of some firms 

diversifying and some firms refocusing was a relatively small change in average 

diversification and concentration level in the economy as a whole. Certainly, a caveat 

should be remembered that refocusing and rationalization activities must not trample 

on entrepreneurship for revitalization and growth. 

Even though the so-called entrepreneurial Korean government (Amsden, 

1997) often assisted chaebols and even persuaded them to buy bankrupt companies, 

it has usually stood against chaebols. It is partly because the government has been 

recognising public hostility against the empires of wealth, and partly because the 

government doesn't want chaebols to have exceedingly strong power. After the 

economic turmoil of 1997, many Korean policymakers began to urge chaebols to 

implement restructuring, which means drastic reduction of their lines of businesses 
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by selling, merging, or exchanging affiliated firms. However, if we understand the 

underlying mechanism of chaebols' diversified portfolios, it would appear 

undesirable to head simply for refocusing. The merits of diversified firms and many 

chaebols' advantageous capabilities to deal with diversity should not be destroyed. 

And before forcing chaebols to reduce the scope of activity, policymakers also need 

to be careful not to overlook the strategic relatedness between seemingly unrelated 

businesses. 

6.3. Limitations 

Despite every attempt I made to reach the above findings in a scientific way 

using both quantitative and qualitative tools, there still exist some limitations, 

especially inherent to the research methods. 

First, the divisional(affiliate)-level statistical tests I conducted in Chapter 5 

do not sufficiently address the relationship between diversification and performance 

in the corporate(business group)-level. While chaebols consist of legally independent 

affiliates - they have their own governance structure including board of directors -, 

each chaebol behaves like one large firm. Given the limited number of chaebols not 

so enough to run statistical equations as well as the increasing size gap between 

larger and smaller chaebols, it would not be easy to generalise the results from 

corporate level quantitative studies for the time being. 

Nonetheless, as we expect to have more reliable consolidated financial 

statements of chaebols, it would be worth trying to gather and analyse quantitative 

data in the level of a whole chaebol (rather than that of affiliated companies), 

especially in view of the internal managerial mechanism coordinated by HQs. 
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Second, given the probable dynamic and bilateral interactions between 

variables, possibility of reverse causal relationship between several variables in 

Chapters 4 and 5 also needs to be examined. Throughout the thesis, I emphasized the 

importance of institutional context and managerial capabilities in determining 

unrelated diversifiers' performance. For instance, however, contrary to the causality 

shown in regression equations, divisions with good performance somehow could 

have had high levels of shared values. In a similar vein, Chaebols' exceptional 

performance due to some other behind factors (say, crony capitalism) during a 

certain period could affect institutional uniqueness and management practice. 

Such possibilities of reverse causality will be able to examined by developing 

and testing additional hypotheses based on observation through more in-depth 

methods such as ethnographical study. In addition, testing hypotheses with richer 

data for multiple time points would also contribute to conducting more rigorous 

analyses and extruding robust results. 

Third, it is possible that differences between people in the manner of 

responding to questionnaire could have affected the survey results in Chapter 5, 

creating a serious problem in comparison. If there remains a significant difference 

between Korean and U. S. managers in willingness to reveal their own situations and 

views, the statistical results may be biased. Although I obtained a good deal of 

respondents to minimise bias due to such a discrepancy, it would have been quite 

useful to check such a possibility by asking some other auxiliary questions for 

measuring attitude or disposition of managers in the two countries with different 

culture. 
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Fourth, structural indicators I used in the same chapter are also to be proved 

as valid proxy variables for operationalizing the concept of strategic relatedness. 

While they have stemmed from undoubtedly creative previous research, few studies 

so far repeatedly adopted same or similar indicators because of concerns on and 

objectivity and accuracy. Given that measuring strategic relatedness would never be 

a simple task, many researchers are still relying on relatively objective, and thus, less 

challenged measures based on SICs. But, as the need for industry-level data 

collection increases and the technique for data gathering improves, widely acceptable 

measures for strategic relatedness as well as data for calculating them are expected to 

be available in the near future. 

In addition, usefulness of strategic relatedness addressed in Chapter 3 is yet 

to be tested. Whether it could serve managers considering portfolio reshuffling will 

be determined by subsequent empirical studies with, hopefully, enlarged samples of 

chaebols. 
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