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ABSTRACT

Traditional studies in developed economies found that the major source of
profitability is the business unit effect; the industry effect is minor; while the business
group effect is negligible. However, recent studies on the emerging markets see business
groups as firms' attempt to eliminate high transaction costs and to imitate institutions in
less developed economies. Their common finding is that: group effect matters a lot in
emerging markets. This line of research implies that the relative significance of group and
business unit effect is influenced by the level of market efficiencies in economic systems.
When an economic system evolves from under-developed to well-devel oped, the group
effect is expected to decline while the business unit effect dominates.

This research project uses Taiwanese firms publicly listed in the TSE and OTC
Markets as the research sample. Data were mainly collected through the TEJ database.
Data cover two periods of time: 1991-93, and 1997-99. Through the variance
decomposition analysis, this research finds that, different from other emerging economies,
group effect did not decline with the evolution of contextual environments in Taiwan. It
became even more significant with an explanatory power increased from 8.7% to 28.4%.
Also it isfound that the business unit effect dropped from 25.7% to 14.7%.
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INTRODUCTION

The rationales and associated economic performance of business groups have
been a core research topic in the strategic management literature. The stability of business
groups implies certain efficiency and effectiveness for firms organizing their transactions
in such ways. Traditional studies on the developed economies such as North America
found that the major source of firm profitability is the business unit effect; the industry
effect is minor; while the corporate or business group effect is negligible (McGahan and
Porter, 1997; Rumelt, 1991; Schmalensee, 1985). However, recent studies on the
emerging markets provide different viewpoints. business group and corporate effect
matters (Chang and Choi, 1988; Ghemawat and Khanna, 1998; Khanna and Palepu, 1997,
1999). However, it remains unclear whether it is a generic phenomenon in emerging
markets that group affiliation can create value for individual lines of businesses. Also,
empirical evidence in Taiwan has not been provided yet. It is still unclear whether the
economic ingtitutions in Taiwan realy favor the large diversified business groups, and
allow them higher profitability than unaffiliated focus firms.

Therefore, this research project aims to examine the cross-sectional and long-run
influence on performance of group effect versus business unit effect in emerging markets,
by using Taiwanese firms as the research sample.

RESEARCH PURPOSE

® To investigate the relative significance of the three mgor determinants of firm
profitability (that is: industry effect, group effect, and business unit effect) in Taiwan.

® To examine whether the relative significance of the three effects change when the
institutional context changes and the economic system evolves from less-devel oped to
developed.

® To explore whether the empirical findings of Taiwan any different from the results of
other emerging economies, such as India, Chile or Korea.

LITERATURE REVIEW
Group Effect versus Business Effect: A Traditional View

The role of the corporate center in influencing the performance of individuad business
units has been a core research topic in strategic management. Porter (1987) has called the
diversification strategy as a “step child”, implying that the corporate center itself cannot
create value for individual businesses. Another stream of research on corporate
refocusing and downsizing provides similar viewpoints (e.g., Markides, 1995).

Similar line of reasoning can be found in the industrial organization economics
literature. Traditionally, threes major sources of profitability difference have been
addressed: industry effect, corporate (or business group) effect, and business unit effect



(Buzzel, Gale, and Sultan, 1976; McGahan and Porter, 1997; Rumelt, 1991; Schmalensee,
1985). Scholars found that the major source of firm profitability is the business unit effect;
the industry effect is minor; while the corporate or business group effect is negligible. All
these studies propose that large diversified business groups do not necessarily create
more value than non-group focused firms. In other words, in developed markets, the
group effect hardly has influence on profitability, and therefore is much less important
than the business unit effect.

Group Effect in Emerging Markets: An Emerging View

Recently, an emerging line of research has provided empirical evidences that confirm
the significance of the group effect in emerging economies (e.g., Ghemawat and Khanna,
1998; Khanna and Palepu, 1997, 1999). These studies integrate the institutional theory and
the transaction cost economics perspective, to argue that unlike advanced economies in
which efficient indtitutions are taken for granted, emerging markets suffer from weak
ingtitutions so that basic business operations can not be supported. Peng and Heath (1996)
point out that some institutional contexts in emerging economies set an idea platform for
the network-based business strategies, and business groups are thus common. Khanna and
Palepu (1997) point out three main sources of market fallures in emerging markets,
including information problems in product, capital and factor markets, regulation problems,
and inefficient judicial systemsthat hinder the actualization of contract laws.

Give all have discussed in the earlier sections, this research project predicts that in the
context of emerging economies, the group effect will be significant in determining
profitability, while the business unit effect will be less significance.

Evolution of Institutional Context: A Long-Run View

When the institutional settings are less developed, markets are pertained to high
transaction costs and abundant inefficiencies so that the group effect is more significant than
the business unit effect. On the other hand, when the institutional settings are well devel oped,
market inefficiencies are limited and the business unit effect is more significant than the
group effect.

This conclusion leads to another interesting research question: What will happen if the
economic system involves from less mature to more developed? As widely observed, a
nation’s economic systems and market institutions become more and more efficient when
the government adopts a open-market policy to enhance liberalization and international.
Thisis exactly the case in Taiwan during the past 10 years. Therefore, it is expected that in
Taiwan the degree of market inefficiencies declines during the past 10 years. Therefore, the
group effect is expected to decline and the business unit effect becomes more significant.

RESEARCH METHODS

Research Sample and the Data



Taiwanese firms were used as the research sample. Data were obtained from a
publicly available database maintained by TEJ, Taiwan Economic Journal. TEJ
provides detailed company profiles and financia information of 485
non-financial-sector companies publicly listed in the Taiwan Stock Exchange (TSE)
Market, and of 278 non-financial-sector companies listed in the Taiwan
Over-The-Counter (OTC) Securities Exchange Market. Therefore, there will be a total
of 763 firmsin the research sample.

For the long-run comparison, two periods of time were chosen: 1991-93, and
1997-99. The period during 1991-1993 was used to represent a stage in which
institutional environments are less developed and higher market inefficiencies exist.
The period during 1997-19993 was used to represent a stage in which institutional
environments are more developed and less market inefficiencies exist.

Variables and M easurements

Return on assets (ROA) was used for performance measurement. For each sample
firm, two averaged ROA were calculated: 1991-1993, and 1997-1999.

The three effects are the mgjor explanatory variables of this research project. A
dummy independent variable was constructed to specify whether a company is
group-affiliated (=1) or non-group-affiliated (=0). The industry effect was measured by
using the industry classification of the Taiwan Stock Exchange Market. Seventeen
dummy variables will be utilized to sort all firmsinto eighteen industries.

FINDINGSAND DISCUSSIONS
Evolution of institutional context in Taiwan

Table 1 shows the indexes of institutional contexts that were examined to proxy the
evolution of evolution of institutiona efficiency in Taiwan. Overall, it is found that
market efficiency is increased in capital, labor, and product markets, indicating a clear
movement of Taiwanese economy from emerging to devel oped.

Results of Variance Decomposition Analysis

Table 2 summarizes the descriptive statistics of the research project. Overall, for each
research sample, statistics were repeated three times to produce the results of time periods
of 1991-93, 1997-99, and 6-year pooled respectively.

The results of three-period of variance decomposition analysis were summarized
in Table 3. During 1991-93, company effect was the largest, the group effect came next,
with the industry effect the smallest. This finding is similar to those findings based on
other emerging economies. However, when the two periods are compared, it is found that
group effect did not decline with the evolution of contextual environments. It became
even more significant with an explanatory power increased from 8.7% to 28.44%. Also it



is found that the business unit effect dropped from 25.68% to 14.74%. This research
further repeated the analysis by categorizing the whole research sample into two
sub-samples (top-30 business groups and smaller business groups) to see whether the
results differ. Similar findings confirm the robustness of the research.

Table 1: Institutional Variables Examined

Institutional Variables Data Coverage
Total Market Value (at Year-End) 1967/1989-2003
Number of Listed Companies 1967/1989-2003
Gross Domestic Product, GDP 1979-2003
Foreign Investment in Taiwan's Stock Market 1991-2003
Overseas Chinese and Foreign Investment 1994-2003
Securities Issued Abroad by Public Companies 1994-2003
Number of Financial Institutions 1993-2003
Labor Force Status by Educational Attainment 1978-2002
Employed Persons by Educational Attainment 1978-2002
Educational Level 1978-2002

Table 2: Descriptive Statistics of Samples

Pooled Period I: 1991-93 | Period Il: 1997-99

Number of observations 1949 934 1015
Business group 200 200 200
Industry 123 123 121
Company 339 339 339

Year 6 3 3

Mean value of profits 5.07 6.62 3.65
Standard deviation of profits 11.03 7.43 13.37

No. of companies per group 1.70 1.70 1.70

Table 3: Results of Variance Decomposition Analysis (Dependent: ROA)

Source Pooled Period |: 1991-93 Period I1: 1997-99
variance % variance % variance %
component component component

Business group 13.31 10.75 4.90 8.70 57.14 28.44
Industry 0.71 0.57 453 8.05 0.22 0.12
Company 18.10 14.63 14.46 25.68 28.06 14.74
Year 6.10 492 0.10 0.18 7.43 3.90
Industry-Year 10.34 8.35 2.13 3.79 10.09 5.30
Error 75.20 60.76 30.18) 53.61 8741 45.92
Total 123.76 100.00 56.30] 100.00 190.35/ 100.00
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