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THE CHANGING ROLE OF CHAEBOL

Multi-Conglomerates in South Korea’s National Economy

The chaebol (U, A1'H) multi-conglomerates were instrumental in the
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development of the South Korean economy and will continue to be a source

of great economic strength in the future. However, a weak system of corpo-
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rate governance has exacerbated past financial failures in South Korea and
leaves the Korean economy at future risk. To ensure Kored’s success in an
increasingly globalized world the South Korean government should con-
tinue to streamline past reform and introduce new legislation to encourage
a culture of better corporate governance among the chaebol conglomerates.

stimations about the future value of South

Korea’s massive multi-conglomerate cor-
porations, commonly called the chaebol (W1,
A1), tend to be a function of the past roles
they've played and failures they've caused in Ko-
reas economy. In similar ways, South Korea’s
economic system under the chaebol has often
been criticized as too corrupt or antiquated for
the welfare of Korea’s modern economy. Some
chaebol executives have abused the influence of
their positions, and financial and structural fea-
tures unique to the chaebol have created or ex-
acerbated repeated financial failures in Korea.
Although useful during Korea’s industrialization
and economic development, many agree that
now the chaebol are only a hindrance to national
progress; speeches by South Korean President
Lee Myung-bak have suggested to some that Ko-
reas economic future relies on the prosperity of
small and medium-sized firms, rather than the
chaebol." However, the importance of the chaebol
for South Korea’s future economy has been too
quickly dismissed. Given trends of the interna-
tional economic system, the chaebol will remain
the heart of South Korea’s economic prosperity
for a long time to come, so long as the govern-
ment encourages the continued development of
good corporate structure.

This paper will argue that the development
and protection of good corporate governance
among the chaebol is necessary for South Ko-
reas successful integration into the increasingly
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globalized international economy. Past policies
intended to encourage better corporate behavior
have been piecemeal, with gaps and redundan-
cies, and were enacted only as reactionary reform
in specific instances of economic failure. Instead,
reform should be part of an ongoing, cohesive
effort to create self-governing norms of corpo-
rate behavior which encourage good business
within and among firms. Such good corporate
governance is essential for Korea’s successful in-
tegration into the increasingly globalized world.
Toward this end, the Korean government should
focus specifically on improved implementation
of policies meant to ensure managerial and fi-
nancial transparency and the accountability of
firms and individuals within the chaebol.

This paper will present this argument for
better corporate governance and the importance
of the chaebol in five parts: first, a historical re-
view of Korea’s industrialization and the origins
of the chaebol to explain both the strengths and
weaknesses that define the chacbol today as well
as their central role in the Korean economy; sec-
ond, a brief review of previous studies and theo-
retical work related to what defines corporate
governance, and exploration of the specific ben-
efits for Korea’s development of good corporate
governance; third, the 1997 Financial Crisis and
the subsequent reforms passed by the Korean
government; fourth, the effects of reforms in re-
structuring the chaebol and possible areas where
further policies could be used to supplement
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past reform will be discussed, as well as insights
into the future of the Korean economy found
through analyzing the 2008 global financial cri-
sis; lastly, recommendations and my concluding
arguments.

History of the chaebol and
their role in Korea’s economic development

Korea at the beginning of the 20" century
was an agricultural nation that by choice engaged
in little interaction with the nations beyond its
borders, stifling the importation of technology
and industry necessary for the development of
a more modern economy. Following annexation
of the Korean peninsula in 1910, the Japanese
had to build for themselves all factories and ma-
chinery required to exploit the natural resources
relatively abundant in Korea. Under the colonial
rule of the Japanese, Koreans neither held owner-
ship of Japanese firms nor were allowed to work
in the high levels of management and so few had
the opportunity learn about the technologically
sophisticated methods and machines used by the
Japanese. This changed following Japan’s surren-
der after the end of World War II in 1945. Japan
withdrew from Korea and Manchuria, leaving
behind the factories and machinery it had built
without any formal management or ownership.
Although most of these industrial and infrastruc-
ture facilities were either located in the northern
half of the peninsula or destroyed in the subse-
quent Korean War (1950-1953)?, assets located
in the south created opportunities for some
South Korean businessmen to start up new com-
panies. The first of the businesses that eventually
developed into the chaebol had their beginnings
after the Korean War through these assets left be-
hind by the Japanese occupiers.

The next big step toward South Korea’s in-
dustrialization followed the military coup that
overthrew the First Republic. By the beginning
of the 1960s, the Syngman Rhee (Yi Seung-man)
administration, elected into office through the
United Nations—moderated elections in 1948
and then able to return with the United States’
support following the 1953 ceasefire’, had be-
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come notoriously corrupt. President Syngman
Rhee himself was accused of creating ethically
questionable financial agreements with the busi-
nessmen and industrialists of the post-war peri-
od. The few economic plans he did pursue were
intended to maintain the flow of more foreign
aid into the Korean government and did little to
bolster Korean economic development.®

The military-dominated government which
installed itself after the coup in 1961 quickly an-
nounced an end to the corruption of the First Re-
public and its intention to use economic growth
and development through industrialization to
legitimize its authority.® The following year saw
the first of six sequential five-year plans passed
by the Korean government to develop South Ko-
reas industrial base, setting the stage for South
Korea’s economic prosperity.” Underlying each of
these five-year plans was a long-term course of
economic development set in place by the gov-
ernment’s economic planners.

The government planners made two deci-
sions that greatly influenced future corporate
and financial structure in Korea. First, the gov-
ernment decided it would choose which markets
should be developed by Korean firms and allow
entry to only a select number of firms. These
firms were chosen from a relatively small group
of companies cultivated by the government to be
used as tools for Korea’s state-run development.
Financial incentives offered by the government,
such as low-interest loans, tax breaks, and other
benefits, made it easy to recruit businesses willing
to cooperate.

The second significant economic decision
made by the government’s planners was to focus
market development through export-oriented
industrialization.® Export-oriented industrializa-
tion is a method of industrialization that focuses
on the production of goods in which a country
has a comparative advantage. Rather than invest-
ing time and money to build up domestic de-
mand for goods, Korean companies concentrated
on exporting products to established markets
abroad. As the South Korean government con-
trolled firms’ market entry through control of



investment capital in Korea, the exported prod-
ucts were all manufactured by various branches
of the chaebol conglomerates. Korea’s economy
came to depend heavily on its export industries
and, by extension, on the chacbol. This method
of industrialization produced magnificent eco-
nomic growth for South Korea, but export-ori-
ented industrialization by nature also increased
Korea’s market vulnerability by creating a heavy
reliance on the stability of international markets
and external demand for goods. This sensitivity
exacerbated the other economic problems of the
1997 Financial Crisis.

Although the social costs of Korea’s path of
industrialization were significant, Korea’s econo-
my successfully developed over the course of five
short decades into the 14™-largest economy in
the world today.” External factors helped to facil-
itate Korea’s economic rise, including normaliza-
tion of relations with Japan, inflow of foreign aid
and investment, and the fall of the Soviet Union,
which created South Korean construction jobs in
many new, formerly Soviet states.'® Close direc-
tion by South Korea’s authoritarian government
made it possible for Korea to quickly develop its
economy over a few short decades, but govern-
ment planners’ use of export-oriented industrial-
ization to fuel market development had signifi-
cant effects on the resulting structure of Korean
corporations.

Firms that received the government’s prefer-
ential treatment were allowed exclusive entrance
into Korea’s emerging markets and accumulated
enormous wealth and size. These corporations
were left to themselves so long as they continued
to expand, create jobs, and follow the govern-
ments course of industrialization. They devel-
oped with little actual business risk due to vari-
ous financial safety-nets provided by the govern-
ment and the state-run banks. Rather than worry
about the profitability of business ventures, these
firms instead eagerly sought entry into any mar-
ket possible."" Firms diversified through a wide
range of completely unrelated goods, spread-
ing tentacles into many markets. For example,

a ship-building firm might have a branch that
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produces cosmetics, or a clothing producer
could have a branch in pharmaceuticals. When a
firm failed beyond what the government judged
redeemable, its branches were forcibly divided
and distributed among the other chaebol, eager
to snap up these assets. In this manner the chae-
bol conglomerates grew so large that the top fifty
chaebol had sales equivalent to almost 94% of the
total national GDP by 1984."

Besides diversification in unrelated markets,
the chaebol structure was defined by centraliza-
tion of ownership around a single founding fam-
ily. Through either direct ownership of the chae-
bol and all its branches, ownership of a nucleus
company which then owned various subsidiaries,
or ownership by which control of one particu-
lar member company was granted control of the
other companies through inter-locking cross-
shareholding'®, members of the firm’s founding
families were able to maintain their positions in
ownership if not direct management at the heads
of their respective corporations.'* Centralization
of chaebol control within a relatively small, co-
hesive family facilitated the implementation of
governmental economic direction; assuring the
cooperation of a wide range of corporate manag-
ers would have been much more difficult.

A third defining outcome of South Korea’s
government-led economic development was
the massive amount of debt accumulated by
the chaebol to fund their investments. In 1961
the Korean government nationalized all banks,
controlling interest rates and loan allocation.
The state was able to maintain power over the
supply of credit and, therefore, the increasingly
large and indebted chaebol. During instances of
financial failure the government could adjust the
interest rate or otherwise manipulate the finan-
cial market to keep important companies from
falling apart. Government-led industrializa-
tion had meant the chaebol had not developed
according to predicted profitability of market
entry, but rather to secure investment from the
government. Through borrowing from Korean
banks, which in turn controlled allocation of
all foreign investment that flowed into Korea,
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corporate debt-equity ratios rose to a staggering
348.4 by 1985, about three times greater than
the ratios for similar firms in the United States
and Taiwan." This ratio continued to grow until
the 1997 Asian Financial Crisis forced the Ko-

rean chaebol to reform.

Corporate governance

Corporate governance is composed of the
relationships and established norms of behavior
between the various agents of a limited liabil-
ity corporation. Such agents include managers,
shareholders, employees, creditors, important
customers and other relevant communities, who
together determine the strategy of a company.
Rules and behavioral standards that frame such
interaction can be grouped together under the
category of corporate governance.'

The core principle of good corporate gover-
nance can be generalized as encouragement to-
ward establishing a healthy, competitive corpo-
rate sector, the prosperity of which forms a center
of national economic growth.'” As defined by the
Organization for Economic Cooperation, goals
of good corporate governance fall into into five
groups: (1) protection of the rights of sharehold-
ers; (2) the equitable treatment of sharehold-
ers, including minority or foreign shareholders,
which includes the ability to challenge decisions
that violate their rights; (3) encouragement for
shareholders to take an active role in corporate
governance; (4) greater disclosure and transpar-
ency of all material matters regarding the firm;
and (5) protection of this framework through
monitoring by management boards, which are
themselves held accountable to the company and
its shareholders."

Reflected in the Organization for Econom-
ic Co-operation and Development’s (OECD)
guidelines is the current popular conception of
corporate governance that places primary impor-
tance on protecting shareholders’ ability to direct
firm behavior. Shareholders are the legal owners
of a company, and their interests align with the
prosperity of the firm, as firm profitability means
larger received benefits. Shareholder interests no
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matter how diverse must “not only be assured,
but also harmonized. [...] One organization is
likely to create more wealth, for itself and for
the whole of society, by an ethical strategy, and
this will gain the corporation an integrity repu-
tation.”"” A reputation of integrity is important
as trust reduces certain transaction costs be-
tween firms; one feels relatively assured of both
adequate compensation and a stable partner in
future cooperation.

Transparency and accountability are the oth-
er two aspects that are key to good corporate gov-
ernance. Weak governance manifests in financial
and managerial information opacity® which may
benefit firms in the short run by protecting busi-
nesses from external competition. In the long
run, however, this opacity creates a moral haz-
ard that undermines the health and stability of a
firm. Shielded from accountability to monitor-
ing individuals and agencies, individual and mi-
nority interests can usurp majority interests and
the welfare of the firm as a whole. Informational
transparency can occur only when no agent can
stand as an obstacle to the flow of information
between all the agents within a given system.

Managerial boards should be maintained
separately from ownership of the actual compa-
ny in order to maintain the transparency and ac-
countability which protects the interests of share-
holders within corporate structures. These boards
must be impartial toward the different investors
of a company as they provide an important ser-
vice in monitoring the performance of a firm and
interpreting shareholder demands to direct its
future actions. By keeping a few outsiders on the
board, individual managers can serve as whistle-
blowers to keep the firm in line.

Good corporate governance is useful in
cultivating mutually beneficial relationships
among firms and individuals within firms. The
imperative for coordinated corporate coopera-
tion through a thoroughly developed system of
corporate governance becomes stronger as glo-
balization raises structural interdependence be-
tween firms.?! Globalization creates the need for
new political and social structures to normalize



behavior, which encourages cooperative efforts
between countries and individuals and further
creates the need for economic structures to do
the same between businesses. Through pursuing
greater development of corporate governance
within the world market, the significance of

comparative institutional advantages is enhanced
for all firms.*

The 1997 financial crises

Korea experienced similar economic trou-
bles in 1972, 1980 and the late 1980s, before
the Asian Financial Crisis of 1997. In each of
these instances, deterioration of firm profit-
ability, over-investment, and worsening finan-
cial structures were exacerbated by the internal
weaknesses of Korea’s economic structure and
external economic shocks, resulting in a Korean
economic slowdown.” In response, the Korean
government passed policies to superficially patch
immediate issues without any cohesive plan of
reforming the underlying structures responsi-
ble. Heavy-handed measures, such as adjusting
monetary policy to reschedule outstanding loans
and manipulating interest rates to artificially en-
courage investment and reduce debt, ultimately
deepened the structural weaknesses which had
led to the crises, and helped pave the way for yet
another in 1997.

The first overt signs of trouble in Korea be-
came evident in 1996. The current account defi-
cit had grown from 2% of GDP in 1995 to 5%,
and the rate of growth for exports had slowed
from 31% to 15%.** This sudden slowdown was
symptomatic of a much larger crisis felt across
East Asian nations, which would eventually de-
stabilize Korea’s economy.

In 1997 and 1998, South Korea was drawn
into international events that negatively im-
pacted its export markets. Due to the larger East
Asian crisis, the Japanese yen (JP¥) declined sig-
nificantly in value, causing relative appreciation
of the South Korean won (KRW) and giving Ja-
pan a competitive edge. Recessions in Japan and
Europe caused demand to shrink for Korean ex-
ports, and prices dropped for many of the goods
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South Korea exported, including ships, automo-
biles and computer chips.”

The 1997 crisis continued to balloon as
shrinking exports revealed the financial insta-
bility of the chaebol. Since their beginnings, the
chaebol had financed their development by bor-
rowing large amounts of money then used to
fund risky business ventures to increasing market
shares; by 1997, the average debt-equity ratio for
manufacturing was estimated, conservatively, at
an absurd 458%.%° The sudden market squeeze
in 1997 led to a raised interest rate, which put
further pressure on the heavily indebted chaebol.

The deterioration of profits exacerbated by
internal economic weaknesses and the external
shocks that formed the 1997 Financial Crisis in
Korea is reminiscent of the economic failures of
1972, 1980, and the late 1980s. During these
previous crises, the Korean government had
enough autonomous financial influence to fix
the immediate causes of economic failure with-
out much difficulty and had not yet undertaken
any sort of comprehensive structural revision. By
1997, important social, political, and economic
changes in South Korea had made systemic re-
forms more difficult for the government.

In the decade or so leading up to the 1997
crisis, there had been great strides in Korea’s de-
mocratization as well as financial liberalization.
This greatly diminished the aspects of authori-
tarianism which had allowed the Korean gov-
ernment to deal with previous economic failure
through forceful corporate restructuring and
market manipulation. The movement for democ-
ratization in South Korea began in the 1980s, as
by this time Korea’s economic prosperity had led
to the creation of a middle class in Korean soci-
ety.”” Over the next two decades, the movement
for democratization became stronger, and by
the 1990s saw real progress despite instances of
brutal governmental repression. With the 1992
presidential election of Kim Young—sam, South
Korean governance was returned into the hands
of civilians, an important moment in Korea’s de-
mocratization.

Financial liberalization came partially in re-
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sponse to pressure following the 1980 market
failure. Confronted with economic difficulties
arising from financial structural problems, the
government tried to fix some of the structural
problems within Korea’s financial system. The
General Banking Act in 1982, along with the
launch of a new five-year economic plan in the
early 1980s, eased direct government controls
over banking practices, and permissible banking
activities were expanded.*®

The 1992 election and 1982 General Bank-
ing Act represent larger trends within Korean
society and the waning grasp of economic gov-
ernmental power. However, within the economy
no new method of market discipline existed to
replace close government direction. Strong mar-
ket regulation and supervision of the financial
and corporate systems had not had the chance to
develop, leaving the chaebol swamped with debt
they had no way of paying back.

South Koreas banking sector found itself
burdened with non-performing loans. The chae-
bol debt from funding aggressive expansions
could be neither paid nor supported by the
banks; many businesses suffered major failures,
either losing subsidiary branches or going bank-
rupt altogether. The International Monetary
Fund quickly provided debt relief at the request
of the Korean government,” but this financial
bailout could mitigate only some of the econom-
ic fallout; eleven of the chaebol conglomerates
were allowed to collapse in 1997, among them
being Kia and Hanbo Steel.** Ten other chaebol
from among South Korea’s fifty largest were at
risk of bankruptcy. Korean stock values dropped
to almost nothing as investors began to withdraw
their money, scaring away more investors.*!

Public backlash against the incumbent gov-
ernment overseeing the economic failures led to
administrative changes: Kim Dae-jung of the
Millennium Democratic Party won the 1998
Presidential election, making Kim the first non-
conservative head of the South Korean govern-
ment since the Korean War.** He was a staunch
opposition leader during the previous authori-
tarian, conservative administrations, and his
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inauguration marked Korea’s very first peaceful
and democratic power transfer from a ruling to
an opposition party.*® Under Kim, a number of
important reforms were enacted to fix the accu-
mulated imbalances of Korea’s economic struc-
tures responsible for the 1997 crisis. Structural
issues centered mainly around the financial and
corporate sectors®, so subsequent reform fo-
cused specifically on these two areas. The chaebol
in particular received much of the blame for the
1997 crisis and thus received much scrutiny from
reform-minded politicians.

Reform policies enacted under Kim’s admin-
istration focused on five goals: (1) increase mana-
gerial transparency; (2) pressure corporations to
focus on core businesses and divest themselves
of unrelated enterprises; (3) improve financial
health; (4) end loan guarantees among afhliates;
and (5) increase accountability of chaebol leaders
for their performances. Three more policy goals
were added in 1999: (1) prevent industrial capi-
tal from dominating finance, (2) discourage cir-
cular investment between chaebol afhiliates, and
(3) prohibit nepotistic transfer of management
or ownership to family heirs.?® This “5+3 rule” of
policy goals was based on IMF guidelines given
to Korean politicians in charge of reformation.*
The prescribed structural changes reflected the
two long-term political objectives of the post-
crisis period: moving the Korean economy to-
ward a more liberal, market-driven economy and
strengthening financial sector resilience to mar-
ket fluctuations. Policy implementation followed
a moving-target approach, namely policies were
changed to respond immediately to problematic
structural issues.”’”

Implicit in these reforms was the effort to cre-
ate a new form of corporate governance that was
less reliant on direct government regulation. In
February 1998, the Korean government mandat-
ed appointment of outside directors, members of
a corporation’s board of directors who are neither
employees nor hold operational responsibilities,
for listed companies. This increased account-
ability of majority shareholders and managers in
directing the chaebol, as outside directors could



serve as whistle-blowers when inside managers
attempted to abuse their influence for personal
gain. Increased managerial transparency creates
a less uncertain environment for investors and
encourages investment.*® In April 1998, legisla-
tors passed a law to reduce the minimum share-
holding requirement for actions such as filing
lawsuits, requesting the dismissal of directors, or
calling for a meeting of general shareholders.”
This strengthened minority shareholder rights
and was an improvement from before 1997,
when such power was held almost exclusively
by founding families who had retained majority
ownership of the chaebol conglomerates.

The government also began a program of re-
structuring the five largest chaebol groups. Due to
development of unrelated market diversification,
these corporations had acquired inefficient and
unprofitable subsidiary branches that created a
dead weight dragging down more successful sub-
sidiaries. Rather than force the discarding of un-
profitable branches, the “government asked chae-
bol to restructure their businesses” themselves.*’
To induce cooperation, government aid was con-
ditional on voluntary reform. The five conglom-
erates were required to communicate their plans
for reconstruction to their creditor institutions
to make sure reorganization followed rational
market principles. As another safeguard, all ex-
changes of businesses among the chaebol groups
had to be agreed upon by other industry lead-
ers.”! Samsung, the largest of the chaebol, gave
up its automobiles branch*? to focus on its more
established and profitable companies. Though
this was ultimately a good business decision and
Samsung’s entry into the automobile market had
been warned against by other industry leaders
from the beginning, the automobile branch had
been a pet project of Chairman Lee Kun-hee and
was a personally difficult decision to accept.*?

Post-1997 structural changes and the
2008 financial crisis
Korea’s corporations today look very differ-
ent; chaebol debt-equity ratios are far lower than
their late-1990 levels*, Korea’s economy has
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returned to phenomenal annual growth rates®,
and chaebol corporate development has changed
to reflect sound business decisions. Before 1997,
the void following the end of government-led
economic development had created a gap be-
tween the growing democratization of Korean
politics and struggling corporate liberalization.
Over the past decade, however, a normalized sys-
tem of interaction has begun to develop among
the Korean chaebol.

The principles of transparency and account-
ability guided Korean financial and corporate
reform following the 1997 financial crisis, and
they remain essential to encourage good corpo-
rate governance in Korea. However, the reforms
themselves have been too piecemeal and reactive
to fix all the underlying corporate structural issues
they were intended to correct. Also, implementa-
tion of reform meant to encourage development
of good governing corporate structure has been
too weak. “The establishment of a sounder cor-
porate behavior requires not only improving the
overall corporate governance and restructuring
frameworks but also diligently maintaining the
current rules or introducing new direct prohibi-
tions and interventions.”* The pre-1997 aspects
of corporate structure that reform has failed to
fix still prevent good corporate governance. Fur-
ther reform toward transparency and improved
implementation of existing policies is necessary
to better protect shareholders’ rights and foster
good management.

Toward transparency, more needs to be
done to defend the rights and influence of small-
er shareholders. Decreasing the minimum per-
centage of shares required to vote in 1998 was
a good start but only the first step. The Korean
government must tighten regulations to prevent
circular shareholding within conglomerates,
as regulations passed after 1997 have been too
lax and poorly enforced.” Exemptions based
on “business needs, industry characteristics and
government initiatives, including [...] attracting
EDI, economic cooperation with North Korea
and promoting industries identified as ‘growth
engines”* has resulted in only half of the chacbol
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shareholding which would otherwise fall under
government regulation being held accountable.

Circular shareholding describes the ambigu-
ous and complex web of ownership when dif-
ferent companies buy stock from each other.
Founding families have used circular sharehold-
ing to obscure the true range of their control by
owning a small amount of stock outright through
which they hold many shares legally owned by
their companies. Managerial structure becomes
opaque, leaving an opportunity for abuse by the
shareholder who effectually holds control. Cir-
cular shareholding also undermines the rights
of smaller shareholders by indirectly increasing
the influence of controlling shareholders. Stocks
might be given to afhiliates without requiring
cash outlays or other payment, artificially reduc-
ing relative voting shares and infringing on the
rights of minority shareholders.”

Additionally, circular shareholding makes it
difficult to hold abusers responsible by remov-
ing them from positions of authority within
corporations. The reforms of the late 1990s have
done little to limit founding families’ control
through cross-shareholdings of chaebol affiliates;
this undermines good corporate governance as
it compromises both accountability of agents
and the transparency of corporation manage-
ment.”® In the scandal leading to the resignation
of former Samsung chairman Lee Kun-hee, the
chairman was accused of creating a slush fund
through bribed prosecutors and other govern-
ment officials. Although Lee Kun-hee did resign
from his position as chairman, there are reasons
to doubt any sort of change in his ability to ex-
ercise control within Samsung. As said by Ahn
Young-hoe, chief investment officer at Seoul-
based fund manager KTB Asset Management,
through tangled cross-shareholdings of affiliates
“Lee Kun-hee will remain as a major shareholder
and his family will wield influence in one way or
another”.”!

Poor regulation enforcement has been an-
other problem blocking the success of the 1998
and 1999 reforms. For example, after the govern-
ment mandated that corporate boards include a
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percentage of outside directors, some firms ap-
pointed much higher numbers of directors from
outside their companies than policymakers had
intended. This is problematic because rather
than being just monitors of good corporate gov-
ernance, outside directors gain more influence
in managerial decisions than is best for the com-
pany. This precludes the initial purpose of these
members as minority whistle-blowers.*

These issues stand in the way of strong,
healthy corporate governance in Korea, which is
important for South Korea’s ability to meet the
economic challenges of increasing globalization.
Globalization in terms of economics describes
the process of closer integration of world finan-
cial, product, and labor markets.”® In the past
half-century, the pace of globalization increased
due to technological and social developments fa-
cilitating greater communication and exchange.
Good corporate governance guarantees the foun-
dation for corporate success and integrity®* and is
thus critical for reaping the benefits of globaliza-
tion. “Increased global competition makes con-
tinued corporate governance reform necessary”>
as good corporate governance will be able to
maximize the relative competitiveness of Korea’s
corporate sector.

By virtue of their size and capital reserves,
the chaebol will be Korea’s key asset as globaliza-
tion brings international firms into constant con-
tact with one another. Although small and me-
dium-sized firms are important for the national
economy’s internal stability®®, their growth and
success will not necessarily compete with the
chaebol”” “In the globalized economy size mat-
%8, and the chaebol conglomerates enjoy the
distinction of being among the largest in the
world. Where small firms would have difficulty
funding the research and development necessary
to produce globally competitive goods, the chae-
bol have ready access to the capital and manpow-
er required to constantly develop new and more
efficient ways of manufacturing goods to export.
Besides being able to organize the large invest-
ment necessary for foreign market entry, chacbol
are also large enough to absorb potential market
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entry failure; smaller firms might just collapse.
As globalization creates increasingly competitive
markets and greater interdependency between
countries, the importance of the chaebol for Ko-
rea’s economy will grow. As in the 2008 global
financial crisis, the chaebol have proven them-
selves able to globalize and take advantage of for-
eign market openings.

The 2008 financial crisis and “its impact
on global economic confidence and growth
prospects have highlighted the great relevance
of corporate governance, and its key contribu-
tion to stability”.”” More specifically, it has il-
lustrated the ways in which South Korea might
benefit if it does pursue better corporate gover-
nance through better enforcement and protec-
tion of those transparency-inducing mechanisms
in place. “While discussing the implications
of the [2008] American financial crisis, Presi-
dent Lee Myung-bak [...] said that in normal
circumstances, it was difficult to catch up with
advanced countries, but this kind of crisis pro-
vides an opportunity to move up a step in eco-
nomic rankings”.®® So long as good governance
allows the chaebol to adapt according to market
fluctuations, economic downturns can create
opportunities rather than just highlight institu-
tional flaws. For example, economic downturns
in 2008 can be used boost Korea’s intra-regional
trade as the won drops in relative value.

External economic fluctuations can create
openings in foreign markets, which can be ex-
ploited by Korean firms, leading to greater diver-
sity in the products and destinations for Korean
trade.®” Hyundai’s performance in the United
States automobile market is an example of a fi-
nancial crisis helping Korean relative competi-
tiveness. Hyundai entered the US market more
than two decades ago and has done a much bet-
ter job weathering the recent financial crisis than
American car manufacturers.®” The failure of the
US auto industry in 2008 created an unprece-
dented opportunity for Hyundai to increase its
market share. General Motors and other major
US car companies posted billions of dollars in
losses, declared bankruptcy and required govern-
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ment bailouts to keep from liquidation in 2009.
Meanwhile, Hyundai, as well as Kia, was one of
the few car manufacturers that made a profit.
For 2010, Korean automakers are both expand-
ing goals and aiming for greater market shares as
they introduce more new vehicles.*

If South Korea intends to embrace the trends
of globalization and seize the benefits offered by
greater integration into world markets, corpora-
tions must extend Korean products into other
countries. They must also permit foreign firms,
in turn, to compete within the Korean market,
either as rivals or partners. Closer interaction be-
tween businesses will lead to further corporate
structural changes as mergers and acquisitions
(M&A) become more common. “Korea in gen-
eral has been hostile to mergers and acquisitions
[...] and corporate restructuring”®, but such an
attitude will undermine efforts to build up bet-
ter corporate governance. According to Kang
Sung-doo, the president and CEO of Golden
Bridge Investment & Securities in Seoul, re-
structuring corporations through M&As helps
maintain the competitiveness of firms when
management becomes corrupt and ineffective
and undermines the shareholders’ assets.”” As
such, leaving Korean firms open to M&As pro-
tects good corporate governance, though it does
change some governing agents. According to Lee
Won-il, serving CEO of Allianz Global Inves-
tors Korea since 2006, Korea’s maturing market
will be driven by M&As “over the next decade
as more businesses resort to acquiring competi-
tors and promising companies in other sectors
to create synergy effects with existing units and
emerge as a winner in an increasingly saturated
marketplace.”®

If this is true, Korea’s continued economic
liberalization and good corporate governance
among the chaebol are of imminent importance.

Conclusion
South Korea’s brisk economic development
through government-directed industrialization
of the 1960s, 1970s, and early 1980s created an
environment where firms could compete with-
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out worrying about their ventures’ profitability.
Success in this distorted market meant expansion
into unrelated markets, fueled by debt which, if
left unpaid, still did not necessarily signal failure.
Under this business model, the corporate struc-
tures that lead to the disastrous 1997 Korean fi-
nancial crisis were allowed to perpetuate until the
Korean economy could no longer support them.

The structural reforms following the 1997
crisis have benefited the Korean economy as a
whole and paved the way for the development
of good corporate governance. Although the cur-
rent body of corporate law in Korea has helped
the creation of better governance by creating
mechanisms to encourage managerial objectivity,
as well as both expand and protect the rights of
non-controlling shareholders, still more needs to
be changed in order to guarantee Korea’s success-
ful integration into the globalized market. Past
reforms have not been able to completely solve
issues of corporate opacity because they lack a
clear method of moving from policy goals into
actual policy. This has rendered ineffective the
policies designed to increase shareholder influ-
ence and reduce the control of founding families
to the shares they hold outright. Such failures
create problems of moral hazard, such as the
creation of personal slush funds with company
money.

The term chaebol should no longer be as-
sociated with Korea’s past economic crises, yet
because of continued scandals and the failure
to pass effective policy, lingering structural is-
sues undermine public opinion and corporate
competitiveness. The government should pursue
unified policies to supplement the post-1997 re-
forms. On their own, loopholes in these reforms
debilitate protection of minority shareholders
and management objectivity necessary for good
corporate governance. As the political and eco-
nomic systems upon which these reforms are
based evolve, the government should continually

streamline regulation to minimize compliance
costs.”’

This new policy should include stricter regu-
lations on circular shareholding. Circular share-
holding lowers transparency of the corporate
system and weakens non-controlling shareholder
rights. This opacity creates moral hazard as in-
directly powerful shareholders can manipulate
companies for personal gain at the cost of other
shareholders and the public. Even when individ-
uals are caught breaking the law, like ex-Samsung
chairman Lee Kun-hee, circular shareholding
makes it virtually impossible to remove corrupt
agents from corporate control.

Another part of future policy should be en-
couragement of greater cooperation between
Korean chaebol and other international firms.
Lowering some of Korea’s protectionist barriers
would incentivize chaebol to seek partnerships
with foreign firms interested in entering the Ko-
rean market.®® By creating bonds based on mu-
tual efficiency and profitability, the chaebol will
avoid outright rivalry with new firms, should the
latter decide to enter on their own, and increased
competition will only enhance the efliciency of
the Korean market.

Good corporate governance guarantees the
foundation for corporate success and integrity
which is critical for reaping the benefits of glo-
balization. In his inaugural speech, President Lee
Myung-bak described the chaebol as the “source
of [South Korean] national wealth and the prime
creator of jobs™ since their first inception un-
der the military authoritarian government of the
1960s and 1970s to the present day. By pursuing
cohesive, unified policies which protect the ba-
sic principles of good corporate governance, the
chaebol will be able to continue carrying Korea’s
economy into the 21* century, ushering in pros-
perity even under the burden of growing global-
ization.
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