PAGE  
17

Keiretsu and Chaebol: Sustainable Models of Economic Growth?

Jennifer Kim

Sociology 142D

Research Paper

April 13, 2007


Industrial development in both Japan and Korea has been shaped by a historical reliance on large, family-owned corporations known respectively as keiretsu and chaebol. They do not only encompass a style of corporate ownership, but also refer to “diversified networks of firms with a long history of cooperation” which include “various forms of transactional links, for example buyer-supplier relationships, equity ties, financial links, etc,” headed by the keiretsu and chaebol (Dow and McGuire, 1999: 2). In this manner, family-owned corporations and their extended networks provided a strong framework for industrialization and even now serve as the backbone of industry as some of the most prominent firms in each nation. Yet despite the similar family ownership structure, the keiretsu of Japan and the chaebol of Korea are very different in operation. Their different relationships with government and its influences on corporate governance, labor relations, and bank financing, provide each country with unique competitive advantages – and disadvantages – that have shaped their industrialization, mainly in respect to globalization. This paper will particularly discuss how the keiretsu and chaebol models play out using Toyota and Hyundai, corporations in the automobile industry that typify the models.

To better understand industrial development in Japan and Korea, it is important to understand their unique historical relationship. Many Japanese business practices were “imported during the period of Japanese colonization and occupation” of Korea between 1910 and 1945 (Ahmadjian, 2004: 6). Korea’s relationship with Japan following World War II and the end of the Japanese occupation became more beneficial. The subsequent Korean War distorted the national economy with the division of the country into North and South Korea (Castley, 2004). As a result of Cold War politics, however, South Korea received a lot of US aid which helped the nation recover. In the late 1970s, Japanese firms grew enormously and began offshoring extensively in low-income countries, particularly Taiwan and South Korea (Head and Ries, 2002: 8). ‘Strategic sourcing’ by Japan helped the nation rise to the top, and they enjoyed a period of prosperity in the 1980s. Korea, however, also benefited from the relationship by the influx of capital and the exposure to new technologies. “By 1974, Japan accounted for 84% of the technology supplied to the Korean electronics industry” (Castley, 2004, 40). Although Korea never adequately localized technology, they were able to produce more cheaply which gave them a cost-advantage over the Japanese. Korea benefited from the downfall of the Japanese ‘bubble’ economy in 1990, at least until the economic crisis of 1997. 
These crises revealed that Japanese and Korean industrial models were too dated to cope with globalization, and they have since been met with reforms. This paper will discuss the advantages and disadvantages of the keiretsu and chaebol models, and how reforms are contributing to sustainability – sustainability of the keiretsu and chaebol’s continued existence, and sustainability of economic growth based on them. It will identify advantages and disadvantages of both models with respect to corporate governance, labor relations, and bank financing by using Toyota and Hyundai, respectively keiretsu and chaebol corporations.  
Despite keiretsu ownership by a particular family, the family itself has little power within the actual firm. Formal corporate governance is usually “made up almost exclusively by the thirty to forty most senior managers of the firm” (Milgrom and Roberts, 1994: 12). Although their official duty is to the shareholders, in practice, the board exhibits a large degree of loyalty to its employees and company’s overall success. This separation of ownership and management is a competitive advantage of Japanese industries. Management decisions, less influenced by immediate shareholder benefits, are less likely to be influenced by corruption (Dow, 1999). As managers, the board has intimate knowledge of company operations and can create effective, long-range plans to build up particular company assets. Also, managers safeguarded the job security of their employees. Although the prioritization of commitment to labor may have hurt some companies, it would help the nation’s stability during times of recession by keeping unemployment down, especially during the turbulent 90s. 
In the early 1990s, after the Japanese ‘bubble’ economy burst, shareholders became more vocal. In 1993, legal reform allowed individual shareholders to act on their rights and monitor company performance “either by exit or by voice” (Shishido, 2004: 20). A focus on long-term pay-offs may have satisfied manager-directors, but priorities for shareholders differed. The entrance of shareholders in the board room is creating a hybrid business model of the Japanese keiretsu model and Western capitalism. In 2002, a revision to the Commercial Code “offered firms a choice between maintaining the board structure under the previous law and adopting a structure similar to that of many US firms, with audit, compensation, and nominating committees that had a majority of independent directors” (Ahmadjian, 2004: 23). Although the reform was not very popular, it formalized Japanese acceptance of Western models and offered a flexible business model which Japanese corporations could use to adapt and compete in the global market. 

Toyota’s annual investment report for 2005 outlines the progress of significant changes in corporate governance since 2003. They chose to adopt a more Western structure with an external auditor and multiple sources of monitoring (Annual Report, 2005). The board members all have operational knowledge, and their professed goal is to “increase shareholder value” (Annual Report, 2005). The adoption of capitalist style of corporate governance and this type of language suggests that Toyota is increasing focus on their shareholders. The hybrid model is bringing together directors that support long-term corporate growth and shareholder interests of immediate profit. Rather than resulting in conflicting interests, this model is allowing Toyota and the automobile industry to increase worldwide sales. Although Japan has been losing world export marketshare to Germany since 1995 (Appendix A), it is increasing sales competitively (Appendix B) and may soon reclaim its number one spot with their hybrid models. Japanese reformation of corporate governance suggests that the true competitive advantage of Japan is general adaptability and commitment to sustainability.  


In contrast, the corporate governance of Korean chaebols is largely dominated by the owning family, creating a massive imbalance of power. Despite how the family may own “only a small fraction of the equity claims on a company’s cash flows,” they control company operations almost exclusively by using “dual-class share structure, stock pyramids, and cross-ownership ties” (Lee, 1999: 3). The families are left largely unchecked by other the shareholders, the banks, and the government, and their corporate growth has been phenomenal. Today, “the largest 10 families in South Korea control around one-third of the corporate sector” (Campbell II, 2002: 377). Usually, top executive positions are filled by family-members, giving them little incentive to perform well since they are not likely to be held responsible for poor decisions. Their top priority of “growth over profitability, and a belief that the government would always bail them out,” led them to ignore long-term sustainability (Ahmadjian, 2007, 13). 
In the long run, the chaebol corporate governance structure hurt the Korean economy. The 1997 Asian economic crisis is strongly linked to chaebol domination by founding families and its consequences. Hanbo, a medium-sized chaebol, collapsed in early 1997 due to corruption among the President’s aids and son (Chang, 1998: 6). Subsequently, many chaebols went bankrupt, revealing more corruption and shaking international faith in Korean corporations. After the crisis hit, Korean President Kim Dae-Jung and top chaebol families formulated a “5+3” reform plan: 
“1) to hold chaebol leaders more accountable for managerial performances; 2) to boost managerial transparency; 3) to improve financial health; 4) to focus on core businesses; 5) to eliminate loan guarantees among affiliates; and 1) prohibiting the domination of finance by industrial capital; 2) suppressing circular investment and unfair transactions among chaebol affiliates; 3) preventing improper bequests or gifts to chaebol heirs” (Yanagimachi, 2004: 5). 
The reforms were aimed at restructuring the chaebol model so that it would be sustainable as a support for the economy. 
Out of the three Korean automobile makers, only Hyundai survived the 1997 economic crisis and remains the only major Korean automobile manufacturer. Following the reform plan, Hyundai is making changes in their corporate governance. By 2002, their ratio of internal directors to external directors was nearly two to one (Yanagimachi, 11). Also, shareholder ownership by the founding-family slowly declined, reflecting a change in attitude about the position of the family to the corporation. Although the Korean automobile industry had 3.3% of the world marketshare, it has retained a steady marketshare that is slowly growing (Appendix A). Also, the industry is increasing export value more rapidly since 2002 (Appendix D). Reformation of corporate governance and reduction of corruption seems to be contributing to industry growth.
Japanese corporations have a strong labor policy that supports employee rights. Corporations have historically provided their hires with “lifetime employment,” based on the mentality that employees are also ‘owners’ of a company (Milgrom and Roberts, 1994: 10). Employees are hired soon after college at the start of their careers and usually stay with the same company until retirement. Salary and promotion structures based on seniority give individuals a strong incentive to remain with a particular company (Burkett and Hart-Landsberg, 2003: 6). Companies, however, must present a favorable work environment to attract good potential hires. Employees could be turned off by high company opportunism, low employee benefits, or unfavorable working conditions. Because of employee-friendly labor practices, Japan enjoys a competitive advantage based on human capital resources. Its highly skilled employees have developed innovate ideas that help national industries maintain a competitive edge. In the automobile industry, Japan was an early forerunner to environmentally-friendly cars that are now in high demand. 

Unfortunately, Japan’s increasingly expensive labor poses problems for manufacturers wanting to stay competitive. First, instead of looking elsewhere, Toyota Motors upgraded their factories by automating production and increasing worker productivity so that fewer people could accomplish more work (Benders, 2004). In the past decade, however, sub-par economic growth has led to declining promises of job security by major corporations. An international comparison of wage costs in the automotive industry shows that wages in Japan have actually decreased since 2000 (Becker, 2006: 45, Table 3). Corporations are changing policies of wage increases based on seniority and ‘permanent employment,’ because of an aging population and increasing costs. In 1994, Toyota became the first large company not to guarantee permanent employment to its new college hires (Ellington, 1995). It is a precedent that is catching on in the industry and the nation. Although this has resulted in a small increase in unemployment, it may encourage meritocracy and productivity in the long run. 

In contrast, Korean corporations have unfriendly employee practices and make corporate development decisions at the expense of labor. The government, aligned with chaebols, mutes any union activity, using force if necessary (Koo, 2000). Many chaebols, rather than adding value to their companies through research and development, relied heavily on low-wage laborers to compete in the international market. Although “the production of millions of laborers under wretched work conditions was undoubtedly the key to South Korea’s remarkable economic growth over the past three decades,” progress based on such a foundation is not sustainable (Koo, 2000: 9). As the GDP rises and the nation’s standard of living rises, real wages must also rise. Once a developing nation loses the cheap-labor advantage, it should focus on upgrading its people to suit them with skills that will make the wage increase profitable and sustainable. 
Despite increased union activity through the 90s and successive reforms particularly after the 1997 crisis, employees still have very limited rights. In 1998, Hyundai Motor Company tried to lay off thousands of workers. The union protested and received a compromise which would lay off several hundred workers but authorized redundancy layoffs (Koo, 2000: 22). This taught companies to be wary of the budding power of Korean labor unions, especially since they wanted to avoid strikes that would harm productivity. Despite minor gains, Korean employees still do not have many rights. Even Hyundai Motor Company’s human resource policies are dated and are unfavorable to employees. There is no employee involvement in some aspects of decision-making at the plant level, and few if any opportunities for promotion from the shop floor to higher level positions (Lansbury, 2006: 138). Chaebols should increase employee voice in the company and give them more incentives to be more productive. It would help attract and encourage a higher skilled workforce.

Japanese industrialization was financed domestically for the most part with the underlying principle of Japanese people profiting from Japanese progress. The ‘bubble’ burst of 1990, therefore, was acutely felt by all of Japan, especially its financial institutions. Many companies “stopped payments to banks, but banks continued to lend to them so that companies would go bankrupt, with a hope that land prices would recover” (Ito, 2003: 3). Keiretsu, because of their relationship with an affiliate, had even readier access at larger sums. There was no economic recovery even with time, and lending institutions began to fail in 1995. In response, the government revised the Deposit Insurance Corporation Law to alleviate parties in cases of bankruptcy (Ito, 2003: 16). Unfortunately, it is unclear whether Japanese banking institutions are currently on the road to recovery. The banking industry “has not had a net operating profit since fiscal year 1993” and will require time for results of the reforms to show (Hoshi, 2004: 12). 


The collapse of financial institutions in 1995 and the weak domestic economy set the automotive industry back. It lost significant marketshare to German automakers shortly after 1995, and has been struggling to compete since (Appendix A). Putting Japanese automakers in a domestic context shows that their performance in the past decade is actually impressive. They closely mirror German automotive industry growth despite the weak domestic economy. As mentioned previously, Japanese strategy of producing small, fuel efficient cars, and also hybrid models, is giving them a competitive advantage over the German industry. It may result in Japanese reclamation as the world’s top exporter of automobiles. Unfortunately, the automotive industry is one of the only domestic exports showing steady value growth (Appendix C). It seems to be Japan’s principal focus which may or may not hurt them later. 

The Korean industry’s reliance on high debt backfired as the economy became too large to continue operating under previous conditions. Although top chaebols always had high debt-to-equity ratios, they operated successfully because of “cross-group debt guarantees” that allowed them to continue expanding without large risks (Mathews, 1998: 4). While it provided a good industrial model for growth, it was not sustainable in the long run. The introduction of foreign capital as a result of Korea’s entrance to the OECD (Organization for Economic Cooperation and Development) only aggravated the worsening situation and brought down the system. After the economic collapse of 1997, banks were restructured after Western models (Park, 1999: 267). The establishment of the Korean Asset Management Corporation and the abolishment of cross-group guarantees is changing the banking industry (Mathews, 1998). Hyundai, no longer able to guarantee its spin-off firms, has abandoned plans for expansion into the steel industry

Despite banking issues that have arisen in the past decade, the Korean economy has shown tremendous growth. All five of their top exports have shown growth since 1990 and particularly since 1998 (Appendix D). Their success indicates that the reforms undertaken to diminish the power of chaebols and their founder-families is having a positive impact on the economy. Unfortunately, despite the large growth of the Korean automotive exports, world marketshare has only increased a miniscule amount due to the competitiveness of other nations (Appendix A). Eventual stabilization of reforms, however, will hopefully allow corporations to identify, cultivate, and capitalize on core competencies in ways they would not have been able to before. 

In spite of weak bank sectors, from an economic perspective, Japan and Korea are strong nations. Although the keiretsu and chaebol brought each nation periods of economic prosperity, rapid globalization quickly made the models outdated. Governments are finally responding by reforming and modernizing the keiretsu and chaebol models to be sustainable for continued economic growth. The issue now is whether or not they will be able to survive and continue to give their nations competitive advantages in a globalizing world. With any luck, the economy will again outstrip the changes even before the reforms settle in.
Japan can engage in further reforms to improve their competitiveness. In terms of corporate governance, the Japanese government is encouraging firms to adopt a hybrid model that will prioritize short term benefits alongside long term goals to satisfy both shareholders and company executives. This partial adoption of the Western model may encourage conflict. Instead, government should encourage the adoption of the Western model in specific industry sectors only – sectors they want to develop quickly. While corporate abandonment of the “permanent employment” principle is disappointing, it is necessary for companies to stay competitive. In response, the government should by create stronger social welfare programs that will help cushion increasing unemployment. Another option is knowledge upgrading through a stronger engineering-based education. The top five exports are all high-level manufactures (Appendix C). If people involved in these industries had more engineering knowledge, they may be able to identify ways to make the manufacturing process even more efficient, thus continuing the Japanese reputation of efficient production. The biggest issue, however, is the weak Japanese banking sector. It is still underperforming tremendously. Borrowing standards need to be tightened further and healthy entrepreneurship encouraged through government incentives. These additional responses from the government and the keiretsu would help Japan become more competitive. 

Korean reforms of the chaebol model, though good in principle, have not gone far enough. More qualified, professional leadership of chaebols would make them more productive additions to the nation. While the transformation of directorship to include outside directors reflects a lot of progress, perhaps Korea should look again to their neighbor, Japan, for direction. There should be representatives with inside knowledge of practical company operations and also representatives to support labor interests. Labor has been fighting for a voice, and director representation might allow them a less public method of demanding changes or articulating complaints. Also, corporations should look beyond maintaining cheaper labor. Spending more money on research and development to cultivate their core competencies would enable them to afford higher wages as well as provide work that would necessitate better skills. This would allow both companies and their employees to profit. It may help to have government create an institution to review and support corporate research initiatives that would potentially bring money to the country. Despite a steady rise in export values, the weak state of the newly reformed Korean banking structure cannot be ignored. Government should assume a more direct role in regulating banking operations for the next few years to ensure that banks develop into healthy financial institutions. These additional responses from the government and the chaebol would help Korea become more competitive globally.

The goal of both nations is to have models that can support sustainable economic growth. This paper covered how the keiretsu and chaebol models are positively and negatively affecting corporate governance, labor relations, and financing. Interestingly, despite their similarity of family ownership, the two models are extremely different and have taken different paths of reformation. While keiretsu and chaebol were constantly reformed for the past decade, they cannot stay satisfactory. Globalization is giving other nations like China the opportunity to rise quickly in international economic trade. Can companies like Toyota and Hyundai, running on the reformed business models of keiretsu and chaebol, stay competitive in this day and age? Through example, they can each set an example for their respective nations, and encourage their industries and their nations to stay competitive.  
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