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I ntroduction

Budness groups fedture prominently in the indudrid organizetion of many
countries. They are of particular importance in developing countries. In countries such as
Mexico, Chile, Brazil, Mdaysa and India, large diverdfied conglomerates dominate
economic activity. In Mexico for example, just the ten largest groups account for 54% of
total sales expenditure and 48% of forma employment. In addition, business groups have
assumed a prominent role in the economic organization of emerging economies tha are
in the process of making a trandtion from date-controlled economy activity to a greater
rliance on markets. This has simulated a lot of research interest in the indudrid
organization of economic development in generd (see Mookherjee (1999) for a survey)
and in business groups in particular. In this paper we survey some of the main hemes of
recent theoreticd and empirica research on this topic. It is by no means a comprehensve
survey of research on the topic, because a lot of issues reman unresolved, and aso,
because our sdection of themes is driven by our own research interests on the topic.
Ghemawat and Khanna (1998) and Khanna (2000) provide excellent surveys on the topic
that are complementary to ours.

There is condderable heterogendty in the organizationd dructure of busness
groups, both within and especially across countriess Common underlying features are
diversfication across a wide range of busineses', financid interlinkages, trade ties,
personne  exchanges, interlocking directorates and, in many cases, familid control. The
companies that are members of a group ae usudly not completdy and formdly
integrated as part of a conglomerate in the economic sense of the word, nor are they
independent subsdiaries. Their compogtion gopears to defy modern management
mantras about core competence and focus. In large pat because they defy neat
categorization, this intermediate pattern of indudria organization has, until very recently,
been ignored by academics (see Granovetter, 1994).

! For example, the House of Tatain India hasinterestsin steel, watches, trucks, tea, automobiles, and
computer software. Grupo Luksic of Chile hasinterestsin banks, hotels, mining, beer and pasta, while
Grupo Carso of Mexico has firmsin telecoms, internet services, retail and finance.



Recent research on business groups by economists has focused a lot on the role of
financd interlinkages within  busness groups in dleviating vaious problems of
imperfect information, transactions costs and missing markets. Thee take the form of
equity interlocks as wedl as mutua debt guarantess. Vaious explanations of these
interlinkages have focussed on the role played by cross-shareholding in either providing
rsk sharing (see for example Goto, 1982; Brioschi, Buzzacchi and Colombo, 1989;
Nakatani, 1984 and Kadi, 1999), softening intendty of competition between firms in
imperfect product markets (see Clayton and Jorgensen, 2000), in mitigating mord hazard
problems within the group (see Aoki, 1982, and Berglof and Perotti, 1994) and in solving
advarse sdection problems in financdad markets by inducing firms to sdf-sdect into
business groups (Ghatak and Kali, 2000). Sociologists in contrast have emphasized the
relations of interpersona trust based on Smilar persond, ethnic or commercid
backgrounds that link together the group affiliates. However, these views ae
complementary, since these network of informa reationships based on mutud trust are
precisely the glue that binds the groups together in the absence of efficenct formd
contract enforcement ingitutions.

Are these diverdfied groups good or bad for these countries? How can we
explan their emergence and perssence? Why ae they s0 visble and dominant in
developing countries but not in developed ones? How should regulatory authorities view
them? These are some of the questions that new and origina research is seeking to
answer. Complete answers will take severd years of careful study, but we can report
here on some preliminary answers and hypotheses.

In western indudtridized economies such as the United States, conglomerates are
generdly consdered inefficient organizationd dructures. This view is reflected in the
“conglomerate discount” that stockmarkets impose on them, implying that the vaue of
the condtituent parts is greater than the whole, often forcing firms to bresk themseves up
(see Sarin, Denis and Denis, 1997).

The cae againg conglomerates can be summed up in two words Sze and
complexity. Size is sad to dow down decison-making; complexity to creste confusion.
And investors who want to spread their risk by diversfying — once thought a good reason
to invest in a conglomerate — can now do SO by buying shares in many different
companies.

Consequently we are left with the following question.  Given the codts of
diversfication, what explans the ubiquity of diverdfied busness groups in developing
countries?

The two commonly forwarded explanations are: @) group dructures are privately
economica responses to policy digortions and to gain political influence (like lobbies).
b) Groups ae economicdly efficent second-best responses to falings in badc
inditutiona infrastructure and market imperfections.  Ther scae and scope dlow them
to replicate the functions provided by sand-done inditutions in advanced economies
(See Ghemawat and Khanna, 1998).



We concentrate here on the second set of explanations. This is because of the
following empirical conundrum. Many developing countries have been in the process of
trangtion toward more trangparent market-driven environments, implying reduced policy
distortions and scope for political patronage. According to the firsd set of reasons, this
ought to be accompanied by a decrease in the dominance of groups. But on the contrary,
in countries for which studies have been done, business groups appear to have emerged
from the policy changes with greater vigor. Specificdly, in a recent sudy that looks at
India and Chile before and after liberdization, Tarun Khanna and Krishna Paepu (1999)
find an increase in group scope, an increase in the drength of socid and economic ties
that bind together group firms, an increase in Sdf-reported market intermediation
atempts by the groups and evidence of improvement in profitability and market vaue of
group affiliates.

. Endogenous Business Groups

A common thread in the indudrid organization of developing countries is the
absence of uniformity. The inditutiond infragtructure - legd, financid and physcd, that
underpins the efficient functioning of developed economies is ether absent or inadequate
in deveoping countries. The preciss compodtion of these deficiencies varies from
country to country. One way to interpret the condderable cross-country diversty in
indudrid  organization is in tems of country-specific responses to the pattern of
inditutionad inadequecy. Our objective here is to outline the theoreticd arguments of
business groups as being endogenous responses to inadequacies in the forma inditutiona
infrastructure.

Business groups rise, and flourish, when they are better able to cope with such
inadequacies than smaler firms. Their scde and scope enables them to peform the
functions that stand-done inditutions usualy perform in advanced economies. Trade ties
and sharing or exchanges of personnd indicates that the business groups potentiadly
compensate for poorly developed externa labor and product markets. Consider the
underdevdopment of financid markets. Because of poor accounting, inadequate
disclosure rules and inexperienced andysts and managers, investors may be unwilling to
lend to any other than large firms with recognized names. Consequently, these groups
often function as internd capitd markets, channding funds between firms in different
sectors. They may dso act as venture capitdists, funding risky but promising projects
that banks and other more traditiond financid inditutions are unwilling to touch. In
addition, when the gsock market is smdl, groups are able to achieve diverdfication
through the product market. Over time, this diversfication of risks could enable capitd
accumulation. This capitd can be reinvesed leading to grester specidization and
enhanced productivity (see Kadi, 1999). Eventudly this virtuous cycde of savings-
invesment-productivity may be trandated into faster economic growth for the economy
asawhole.

Falings in the legd sysem dso favor the formation of these groups. If contracts
are not honored, firms in rich countries seek redress in court. But in many developing



countries the legd sysem may be corrupt and unrdigble, besdes being dow. This
facilitates the enforcement of networks of firms that buy and sdl inputs and outputs
within themsdves. In fact, the less rdiable formd legd inditutions, the larger these
networks are likely to be.

The commercid legd system that is associsted with advanced market economies
can be viewed as a subdtitute to these business networks. the presence of one reduces the
need for the other. Well-developed contract enforcement inditutions give traders
assurance that deals will be honored. In fact, forma contract law originated in 18th
century Europe because relationships were wesk and legad sanctions were viewed as
necessary to ensure obligations were met. In a couple of recent papers that dea with
Viegnam's emerging private sector, John McMillan and Christoper Woodruff (1998,
1999) seek to understand how firms cope with undeveloped legd and market inditutions.
Using descriptive data and regression results they show that reputational mechanisms and
business networks that adlow for collective sanctioning of dishonest trading partners work
wall.

The scale and scope of these diversfied groups is dso to their advantage from a
labor market standpoint. In Argentina and India, for example, it is hard to fire anybody.
Though dl firms suffer, big groyps can a least shuffle people around their divisons if
they need to close a factory. Another important labor market issue is the acute shortage
of skilled managers that these countries face. Because there are not enough high-qudity
busness schools to produce enough managers to go aound, some of these big
conglomerates provide their own management education. The pettern is often to recruit
bright graduates and train them to be effective managers a the group’s facilities. The
fixed costs associated with this are such that only the groups are able to do this.

A number of these emerging economies suffer from inadequate and poor
communications infrastructure. . Small, independent firms are forced to rey on, and
therefore suffer the uncertainties associated with digtributing and supplying their products
through exiging channds. Large business groups have the resources to enadble them to
st up dedicated and efficient channels that bypass these infrastructure fallings. And their
scale and scope makes these investments worthwhile,

Groups dso peform an important quaity certification role.  Developing a brand
name requires not only large expenditures on advertisng and promotion but aso an
ability to ddiver consagent qudity. Groups such as the Korean Samsung and Daewoo,
Turkey’'s Koc and the Tata group of India have successfully created brand names that
increase the market vaue of &ffiliated companies.

[11. The Evidence

Studies covering vaious countries find that firms associated with business groups
show better financid performance and productivity as well as better risk sharing than
unaffiliated firms (see Khanna (2000)).



In order to study the rative performance of firms affiliated to business groups, in
a recent paper Khanna and Rivkin (1999) have gathered data from loca sources on group
afiligion and peformance for firms in thiteen emerging economies® Using
methodology that has been used extengvely to examine firm performance in the U.S. in a
series of within-country estimations they estimate if there is a fixed effect associated with
busness group membership after controlling for firm and industry-specific fixed effects.
In nine out of the thirteen countries in ther sample the contribution of group
membership to profitability is ggnificat a the 1% levd. In Argenting, this contribution
is dgnificant & the 5% level, wheress it is indgnificant a conventiond levels in Mexico,
Peru and Turkey.

These results can be interpreted as confirming that group membership explans a
large and sSgnificant portion of the variation in firm performance. But they say nothing
about whether group membership enhances or diminishes the level of typicd firm
performance. On this question, Khanna and Rivkin find that of the seven countries where
the grestest number of groups are observed, the mean group coefficient is postive and
daidicdly ggnificantly diffeeent from zero in India Indonesa and Tawaen, and
datidicdly indiginguishable from zero in the others (Brazil, Chile, South Korea,
Thailand). When they include the countries in which a smdl number of groups (12 or
less) are observed, they find that the mean group coefficient is pogtive in seven of the
thirteen countries. Across dl the countries in the exercise, there & only one, Argenting, in
which the mean group effect is Satisticaly sgnificantly negetive.

A smilar picture emerges from other empirical studies. Keister (1998) shows that
the formation of groups in China modeed dong the lines of Japanese keiretsu and the
Korean chaebol, improved financid productivity in the later 1980s. Perotti and Gelfer
(1999) find that group firms in Russa have higher vdues of Tobin's g than comparable
uneffiliated firms

The evidence from vaious empiricd <udies covering a number of countries
therefore suggests that the effect of business group performance on firm performance is
mixed. However, even when busness group membership has a negdive effect on firm
profitability, one should be careful about drawing conclusons about their efficiency. It is
quite possible that better risk sharing and pooling of capitd to overcome financid market
fallures comes at the cost of lower returns. Indeed, some studies (e.g., Nakatani (1984))
show that the Japanese keiretsus, one of the most famous examples of business groups,
achieve better risk sharing among member firms a the cost of somewhat lower mean
returns.

Stll, we cannot dretch the above argument to make the case that an inditution
must adways be efficient subject to transactions costs from the point of view of the
relevant decison makers once the econometrician is able to measure the whole vector of
rdlevant peformance indices (eg., mean returns as wdl as risk shaing) because
otherwise they were free to choose another inditutiona form. These inditutions could be

2 These countries are: Argentina, Brazil, Chile, India, Indonesia, Israel, Mexico, Peru, the Philippines,
South Korea, Taiwan, Thailand and Turkey.



reponses to policy digtortions and hence may appear inefficient when compared to
sectors that are not subject to the same policy digtortions. Alternatively, they could have
various negative generd equilibrium effects For example, as in Kdi (1999), more
efficient financid markets need a certan minimum degree of participation before they
become efficient and the presence of business groups may prevent that. More generaly,
there could be various collective action or politicd economy problems (eg., when
individua groups lobby for specific policy advantages) that prevent various decison
makers to agree to collectively switch to a more efficient set of (interrdated) inditutions
(eg., liberdization). The implication of this discusson is that a careful andyss of the
role played by business groups on a case by case basis is needed to guide us to the correct
policy measures.

V. “Soft” versus“Hard” Infrastructure

In section 1l we argued that busness groups may be understood as efficiency
enhancing organizations in a second best world that lacks the wdl functioning stand-
done “soft” infragtructure--legd, financid, physcd and educationd, that underpin the
efident functioning of the market mechanism. Such is the current Studtion in many
emerging and trangtion economies. But this perspective points the way for governments
and regulators attempting to chart the trgectory to a hedthy market-based economy.
Invetment in “soft” infrastructure is every hit as important as invesment in “hard’
infrastructure such as roads, bridges and power generation, Since these are prerequisites
for markets to work well. Without the soft infrastucture, the hard infrastructure will not
reach it's potentid, thus limiting an economy to function wel bedow it's production
possbility frontier. In the case of India, maybe foreign invesment in soft infrastructure —
investment banks, financid anayds, venture capitd, busness schools, (such as the
proposed Indian Business School in Hyderabad) and power generation could make up for
the shortfdl in domedtic resources in edablishing these prerequistes for the market
mechanism.

This point is of reevance to the problem of economic development in generd.
Hernando De Soto (2000) has recently argued that one of the most severe condraints on
economic deveopment is not lack of capitd, physcd or human, or physcd
infrastructure. Rather it is the absence of a sysem of property rights, contracts, and
promises that works to make dl property liquid. In his andyss he shows that in many
devdoping countries more than hdf of the economy is “extrdegd,” meaning tha it
exists outsde of the legd system of private property. In the extrdegd economy, the por
accumulate huge assets in ther shanty homes and smal businesses, but because they
have no legd protections, they cannot access credit nor can they safdy invest. Ther
asts are thus "dead capitd"” as opposed to "live capitd” in the west. If the owner tries to
obtain title he will spend years doing it. Worse, he will risk having the property
condemned and torn down. As a result, the financia value of property in most of the
Third World is impaired. The ability to finance it or sdl it is reduced or non-existent.
Much the same happens with business assets. Wedth is created - but without legd



ganding it lacks the magicd animation of the living capita thet is taken for granted in the
West.

Unfortunately, policy makers in many emerging economies do not sufficiently
gopreciae the crucid importance of soft infrastructure.  Many of these countries have
invested heavily in physca infragtructure but have made very little progress in terms of
the inditutiond infrastructure.  Condder, for example the case of capitd market
devdopment in China  Although the Shangha stock exchange in housed in a gleaming
new building, the absence of accepted and enforced financia reporting systems prevent it
from functioning as an effective market.

Even when the politicad will exigs to builld an effective soft infragtructure, the
process is far from easy. Take Chile as a case in point. Chile was one of the first
emerging markets to serious pursue economic liberaization and attendant development of
soft inditutions.  Currently it has among the mogt efficient capitd markets in any country.
But the process of reform has taken 25 years. The country’s first round of financid
deregulation in 1974 sparked a banking crigs later that decade that is uncannily smilar to
recent events in Asa It was not until 1990 tha the benefits of Chil€s reforms redly
dtarted to be felt.

V. The Potential Costs of Business Groups

We have focused so far on a benign view of these business groups and networks,
uggeding that in countries with serious inadequacies in inditutiona infrastructure,
business groups may play an efficiency-enhancing role. However, once we shift toward a
more macro perspective it becomes clear that in order to judge the impact of these
networks on the economy as a whole, we adso need to consder their posshle adverse
effects.

There are two classes of potentid adverse effects that we ought to be wary about.
Fird, these networks may have negeive effects on non-members. While these entities
undoubtedly benefit their members, who then have a vested interest in their preservation,
their existence may worsen the opportunities for the pool of agents Ieft outside, through a
"creamrskimming" effect whereby better quaity firms dose themsdves off from the rest
of the agents by joining business groups (See Ghatak and Kali (2000) and Kdi (2000) for
models dong these lines). The ovedl efficiency implicaiions of busness networks
would then depend on how the positive and negative effects balance out.

A related point is that while these groups may be second-best responses to market
imperfections, they may contribute or even reinforce these imperfections because of the
monopoligtic power they are likdy to enjoy. In the presence of the well known dgortions
asociated with monopoly, the wefare implications of busness groups must be evaduated
carefully.

Another potential source of concern is the effect of these networks on the
economy in the form of rigidities in adjustments to changes in the economic environmen.



Given the unrdigble legd infragtructure in many emerging economies, one kind of “glug’
that binds together group firms is the accumulation of trust or socid capitd.
Consequently, firms are often hedtant to experiment with firms ouside the network even
when outsde firms have more favorable offers. A recent study by Johnson, McMillan
and Woodruff (1999) that attempts to understand contract enforcement in the trangtion
countries of Russa, Ukrane, Poland, Sovakia and Romania finds that relationa
contracting is the bass of mogt of the transactions in their data and that such contracting
is often supported by a network. Relational contracting lies behind trade credit when the
supplier has obtained information about the customer from other firms in the indusry or
through a socid network. They aso find evidence tha reaiona contracting of this kind
works as a subgtitute for courts. It takes time for trust between a manufacturer and
customer to develop. The terms of trade credit improve between patners after the
passage of time. The likeihood of giving credit dso increases with the duration of the
relationship. Courts are important when there is no trugt, such as a the beginning of a
relationship.

However, they dso find that while network relationships aid contracting, they can
bring rigidities.  When firms were asked whether they would abandon a current supplier
to purchase ingead from a new, previoudy unknown supplier offering a 10% lower price,
many sad they would regect the lower offer. Persading with a high-priced supplier,
because of the trust that was developed, can generate inefficiencies as new entrants have
difficulty in competing.

These kinds of rigidites may have serious macroeconomic implicaions in
amplifying busness cycle fluctuations (See Cabdlero and Hammour (1998)) and may
play a role in explaning the problems of recovery from recent crises in severd emerging
economies (See Johnson, Boone, Breach and Friedman (2000)).

V. Concluson

We find oursdves in the shadow of the recent turmoil in emerging markets,
paticulaly in Ada. Pat of the blame for the downturn lies squarely on the oligopalistic
indudtrial  dructure of these countries. As a result, governments in many developing
countries may fed the pressure from international bodies such as the IMF to bresk up
conglomerates. And indeed, so should it be, if the primary “synergy” that holds such a
diversfied dructure together is proximity to the seat of power and privileged access to
regulators. But there is reason for pause before usng an axe. Developed countries take
therr forma inditutions for granted. Developing countries cannot. Bresking up business
groups may leave many countries without organizations able to provide the *soft”
infragtructure that western economies teke for granted. Until this soft infrastructure —
legd, financid, physcd and educaiond -- develops there may be sound economic
reasons to alow diversfied business groups to flourish.



Table 1: The Ubiquity of Diversfied Busness Groups

Thistable lists some of the many sources on business groupsin arange of economies, while intending no representation that
thisisacomprehensiveligt. In addition, sourceswhich discuss the genera phenomenon of diversified business groups
indude: Leff (1976), Amsden and Hikino (1994) and Granovetter(1994). For adiscusson particular to the numerous groups
controlled by the Overseas Chinesein Ada, see EAAU (1995); for generd discussons of groupsin Asia, see Kunio (1988:
especidly Appendix 2), and McVey (1992). Table excerpted from Ghemawat and Khanna (1998).

Bdgium Daams (1977)

Chile Zeitlinet d (1974), Mg|uf et d (1996)

CogaRica Strachan (1976)

Hong Kong Knoop and Y oshino (1995)

France Jacquemin & Ghellinck (1980), Encaoua & Jacquemin (1982)

India Herdeck & Firamd (1985), Khanna & Pdepu (1997), Piramd (1996)
Indonesia Robison (1986), Schwartz (1992)

Japan Caves & Uekusa(1977), Goto (1982), Hoshi et d (1991), Weingtein & Y afeh (1995)
Maaysa Ling (1992), Khanna et d (1996)

Mexico Strachan (1976), Camp (1989)

Nicaragua Strachan (1976)

Pakistan White (1977)

Philippines Hawes (1992)

Russa Blas et d (1997)

South Korea Chang & Chai (1998), Amsden (1989, 1996)

Tawan Wang (1992)

Thailand Suehiro (1992)
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