Chapter 1. Introduction

Mathematics is the study of analogies between analo-
gies. All science is. Scientists want to show that
things that don’t look alike are realy the same. That
is one of their innermost Freudian motivations. In fact,
that is what we mean by understandi ng.EI

Gian-Carlo Rota

Japan is different from the W&et,EI

or so we are often told. However, thanks to the
tide of multiculturalism, being different is no longer considered being inferior to the West,
and now thereis a stable demand for the study, both academic and practical, of Japanese
economy. Dun & Bradstreet (Morrison et a. 1997) gives us many useful tips on cultural

difference for U.S. executives.

1. Education, however, isthe seminal event in the lives of most... citizens. [Their] schools
are rigorous, assigning so much homework that children have little time for either mischief or

other activities.

2. [This country] remains a patriarchal country. Women's rights have come late to [this
country]; it wasn't until 1923 that women acquired the right to open their own mail! Sexual
harassment has been illegal only since 1992.

3. Social factors are as important as religion towards regulating [their] behavior. Thereisa
great desire for order and control.

4. [They] are sticklersfor titles. Try to address people by their full, correct title, no matter

how extraordinarily long that title may seem to foreigners.

! Rota (1997, p. 214).

2 Despite the pervasive and uncritical use of the word, it is unclear what “the West” (or ” western”) means,
no less “the East.” See Lewis and Wigen (1997) for the critical assessment of the West/something else bi-
narism. However, the United States seems to be included in the category with unanimous consensus.



5. [T]hey also exhibit alarge degree of conformity of behavior. From its clockwork punc-
tuality to its clean-swept streets, [this country] would not run so smoothly unless most of its

citizens agreed on proper behavior.

6. [They] generally avoid confrontation. They must reach a consensus with all parties be-
fore agreeing to a deal.

7. [They] believe that they have developed a fair and beneficent society, and exert strong

social pressures on their citizensto conform [their] patterns of behavior.

8. Age and seniority are important in [this country]. Avoid sending a young executive
aloneto [this country]; he or she will not be taken seriously. Expect to defer to the elderly.

9. [They] seem to apologize often, even over seemingly inconsequential events or for

things over which they have no control.

Do they sound Japanese? No; items 1 and 2 are about France, 3 and 4 about Ger-
many, 5 about the Netherlands, 6 about Sweden, 7 and 8 about Switzerland, and 9 about
the United Kingdom. The moral isthat every nation is different from others. They are
different from us simply means we are different from them. What is to be asked is how
and to what degree we are different.

The following analysis is not so broad, however. | concentrate on difference be-
tween Japan and the United States with respect to how large publicly held companies are
run. Specificaly, | focus on functioning of Japanese corporate groups. The widely held

picture of Japanese corporate groups could be outlined as follows:

Thereisasmall number - say, six - of corporate groups (kigyo shudan). Mitsui, Mitsubishi,
and Sumitomo are the representative. Member firms of each group form atight organization

and take concerted action, asif each member is adivision of the whole. A large bank is at the

3 By amost any definition, these countries constitute the core of the “West.” Words which show identity
such as“German” are changed into general words as bracketed.



core of each group and has a close ‘main bank’ relationship with the other members. Those

corporate groups dominate the Japanese economy.E|

Corporate groups are often regarded as bank-centered ke retesu£I because banks
are alleged to occupy the central role in corporate groups. It iswidely held that:

In Japan, trade relationships are long-term and exclusive; therefore it is hard to begin busi-

y

ness with new partners or to enter new markets. Foreign firms feel this constraint strongly.

Therefore, the bank-centered corporate group is supposed to constitute the wall that
closes Japanese economy to the outsiders. Thiswall is complemented by the central gov-
ernment, the Ministry of International Trade and Industry (MITI) in particular, who guide
and intervene in industries at will. The whole structure has been labeled Japan, Inc.

| compare these “ stylized facts’” with data. | draw a big picture of Japanese corpo-
rate groups in Chapter 2. | critically examine thiswidely held perception in Chapters 3, 4,
5, and 6 using the Mitsubishi group as a specific example: group loans and main bank in
Chapter 3, group cross shareholdings in Chapter 4, top management in Chapter 5, and
group transactions in Chapter 6. Chapter 7 is a summary statement on Japanese corporate
groups.

In light of these findings as well as others, Chapters 8 and 9 examine broader is-
sues which are relevant to Japanese as well as other advanced economies: why do profes-
sional mangers exist and who disciplines these managers?

In Chapter 10 (and Appendix 2), | digress alittle by examining why the corporate
group dominance view is so popular among researchers on both sides of the Pacific.

Chapter 11 presents conclusions of the work.

* Miwa (1996, p. 11). However, what he doesin this magnificent work is to debunk this “ misconception.”
What | want to do here, as readers will soon realize, isto follow suit.

®Inthisanalysis, | use keiretsu for a specific relation distinct from corporate groups. See Chapter 6 for de-
tail.

® Miwa (1996, p. 15).

"In Appendix 3 | clarify my research methods in some detail.



Chapter 2. What ar e corpor ate groups?

It isimportant to distinguish kigyo shudan and kigyo gurupu, although both are
called corporate groups in general. The former is what we analyze here; they consist of
companies in different industries and the relation among group membersis claimed to be
more horizontal than vertical, though the city bank is often claimed to occupy a dominant
position. Also, kigyo shudan is conceptually different from grouping under the main bank
relation. The main bank relation is between a bank and a borrower only and the relation
among borrowers under the same main bank is beyond the scope of the main bank argu-
ment, but atopic dealt with in the corporate group argument.

There are many definitions on the membership of kigyo shudan. Some researchers
use various measures such as sharehol dings and bank loans for grouping. However, what
such an exercise is doing is to define closely connected companies as closely connected
&l

companies!™In order to avoid circularity, we need some exogenous indices to define the

group membership. Fortunately, some leading companies form shachokai, presidents
meeting, whichis held regularIyEIand seemsto signify an at least certain friendly relation,
though it isimprobable that a two-hour lunch cum Iecture@s anything more than a social
gathering for presidents from diverse industries chatting in a friendly atmosphere.EI
Among them, Mitsubishi, Mitsui, Sumitomo, Fuji,mDaiichi Kangyo (DKB) and Sanwa
groups are called the big six kigyo shudan.

These six kigyo shudan are divided into two distinct categories, however. Mitsu-
bishi, Mitsui and Sumitomo are called ex-zaibatsu groups and member companies used to

belong to the respective zaibatsu groups until they were dissolved by the U.S. occupation

8 |to and Hoshi (1992, p. 75) point out this circularity.

® Usually once a month.

10 By academics, journalists etc.

1 Miwa (1996, pp. 11-12). Also, it is said that attendance is not always high.

12 This group is generally called Fuyo group in Japan. But, in order to clarify the alleged centrality of Fuji
Bank, | refer to it as the Fuji group throughout. Other financial institutions in this group use Y asudain their
corporate names because these financial institutions including Y asuda (Fuji) Bank formed the Y asuda fi-
nancial zaibatsu before the war.



forces. Because the word zaibatsu is liberally used for different meani ngs,E‘t IS neces-
sary to define it explicitly for further analysis. In the zaibatsu system, which was not un-
like the trust in the United States early in this century, the holding company closely held
by a particular family controlled companies in different industries through shareholdings,
though many member companies were held publicly and the holding company often had
only minority shares.mAmong many zaibatsu, only the Mitsubishi, Mitsui and Sumitomo
zaibatsu satisfy this definition. Therefore, such zaibatsu as the Y asuda, Nomura and Ka-
wasaki are excluded from my definition of zaibatsu because they were family-controlled
big business concerns concentrated in specific industries. On the other hand, Fuji, DKB
and Sanwa are called bank-centered groups and they have formed groups through the
main bank relation with the respective city banks since the end of the war.

Although both types of corporate groups are often lumped together among non-
Japanese scholars, it is unanimously agreed among Japanese scholars that the ex-zaibatsu
groups are more cohesive than the bank-centered groups. For example, bank-centered
groups include many rival companies in the same industries. Also, cross shareholdings
between non-financial companies in bank-centered groups are much more limited than in
ex-zaibatsu groups. The relation among bank-centered group companiesis rather indis-
tinguishable from the main bank relation. Moreover, these three bank-centered groups are

s

also indistinguishable from such bank-centered groups as the Tokai™+and Daiwa groups

except for their size. Although the respective city banks were the six largest banksin the

3 Any family-controlled big business tends to be called zaibatsu. Therefore, we often encounter the expres-
sion such as the Ford zaibatsu and Mellon zaibatsu. See Hashimoto et al. (1992), Shimotani (1993), Mori-
kawa (1996) and Kikkawa (1996) for the state-of-the-art analysis of zaibatsu.

4 Actually, in the early 1930s, the control of member companies by the zaibatsu headquarters has already
become loosened. See Chapter 8 for more detailed discussion. Also, such companies as Tokio Marine,
Asahi Glass and Nippon Y usen in the Mitsubishi group did not belong to the zaibatsu formally, though the
zaibatsu headquarters held substantial shares. Rather, the Mitsubishi zaibatsu had rival companies such as
Mitsubishi Marine and Mitsubishi Kisen. In addition, Toyota, which is often claimed to belong to the Mitsui
group, was unrelated to the Mitsui zaibatsu, though it used to borrow from Mitsui (now Sakura) Bank, and
is an observer of the Mitsui shachokai now. The following facts attest to Toyota’'s weak, if any, relation
with the Mitsui group: Tokai Bank and Sanwa Bank hold the same share (4.9 percent) of Toyota as Sakura
Bank does; Toyota's stock transfer agent is Toyo Trust, Sanwa’ strust bank; Nippon Y usen, a Mitsubishi
carrier, transports more Toyota cars for export than Mitsui OSK Line; and the main bank of Toyota Tsusho,
Toyota strading company, is Tokai Bank (Toyota itself isloan freg).

15 Before the merger with Taiyo Kobe Bank, the size of Mitsui Bank was comparable to that of Tokai Bank.
The Tokai group seems to be unfairly neglected by researchers.



1930s,mthere does not seem to exist any convincing reason why scholars and practitio-
ners focus their attention on the six groups today. However, whether the number of cor-
porate groupsis six or more, if there is any substance in corporate groups, it should surely
be found in the three ex-zaibatsu groups.

What is kigyo gurupu? Kigyo gurupu is an economically integrated unit consisting
of legally separated companies. Typically, one core company exists and coordinates the
decision making among group companies that include its subsidiaries and affiliated com-
pani &.EIThe activities of the group are summarized with consolidated financial state-
mentsE\f the core company is listed on stock exchanges. The group of thiskind isnot in
any sense uniquely Japanese. For example, what we call General Motors consists of not
only GM asasingle legal entity but also hundreds of subsidiaries worldwide. In that
sense, there are the Mitsubishi Heavy Industries group, Toyota group, NEC group etc. If

Il'T"lHowe'ver,

any unigueness exists, it should be not in kigyo gurupu but in kigyo shudan.
in asense, kigyo shudan is not entirely unique either. If kigyo shudan companies were
tightly controlled through fund allocation as often claimed, it could be regarded as a con-
glomerate that is not an unknown business form in the United States. Though the diver-
sity may be unheard of in the United States (from beer to nuclear reactor), thesizeis
relatively modest as described below.

The relation between kigyo shudan and kigyo gurupu can be depicted in Figure 1.
For example, Mitsubishi Corporation, a Mitsubishi sogo-shosha (trading company), is
both a member of the Mitsubishi group (kigyo shudan) and the core company of the Mit-
subishi Corporation group (kigyo gurupu). In order to distinguish two entirely different
concepts, Shimotani (1993, pp. 132-133) proposes we should set aside corporate group
for kigyo gurupu and use corporate complex for kigyo shudan. Although it isa sensible
ideaworth listening to, nevertheless | use corporate group for kigyo shudan because | be-
lieve thereislittle confusion for readersin thisanalysis. If there is any need to distinguish

in the following analysis, | will use kigyo shudan and kigyo gurupu for clarification.

16 Before the inception of Sanwa Bank in 1933, the other banks were called the big five banks.
17 See Chapter 4 for a precise definition.

'8 Member companies with aless than 20 percent shareholding are not included.

19 Shimotani (1993) also emphasizes this distinction.



In the following analysis of corporate groups, | focus on the Mitsubishi group.EI

Because the Mitsubishi group is said to be the most integrated group even among the ex-
zaibatsu groups and actually the only group which is free from dual membership (all oth-
er five groups have at least one member which belongs to another group.), we expect to
find the strongest ties within this group. In other words, should we not find such ties
within the Mitsubishi group, we would have reasons to doubt the substantive content of
the corporate group concept. Although the dual membership at the Mitsui and Sumitomo
groups is due to inter-group mergers, that at the three bank-centered groupsis not limited
to mergers. For example, Hitachi belongsto all three bank-centered groups. This fact
casts doubt on the alleged exclusiveness of groups, three bank-centered ones in particular.
Before starting a detailed analysis, | want to give readers a big picture on how
large these corporate groups are. It is claimed that corporate groups dominate the Japa-
nese economy. However, as Miwa (1994b, p. 97; 1996, p. 12) points out, even the com-
bined share of the six corporate groupsis not particularly large. For example, in 1996, the
Six corporate groups account for 3.6 percent of employment, 11.2 percent of gross assets,
and 12.6 percent of sales of al Japanese companiesmThe Mitsubishi group’ s figures are
respectively 0.5 percent, 1.8 percent and 2.0 percent. Some argue that figures would be
much larger if subsidiaries were included. Fortunately, the Japanese Fair Trade Commis-
sion (I——FC)EHDubI ished the report that includes data on subsidiaries (FTC 1994). Accord-

ing to the report, in 1993, the six corporate group companies and its subsidiaries explain

% The list of member companiesisin Appendix 1. Throughout the analysis, financial data are as of March
31, 1996, and personnel data as of June 30, 1996 based on Yukashoken hokokusho soran (Ministry of Fi-
nance, 1996) and/or Toyo Keizai Shimpo-sha (1996c¢, 1997a) unless otherwise stated. The latter is based on
the former and some original sources, and | put priority on the former if figures are different. Asfor person-
nel data concerning non-Mitsubishi companies and governmental agencies, | use Toyo Keizai Shimpo-sha
(19964, 1996b). Mitsubishi Bank merged with the Bank of Tokyo on April 1, 1996, and was renamed as the
Bank of Tokyo Mitsubishi. However, the analysis here is based on the pre-merger data except for personnel
ones and | use the older name, Mitsubishi Bank, throughout. Also, | exclude two closely held companies,
Mitsubishi Aluminum and Mitsubishi Research Institute from most of the analysis due to unavailability of
data

2 In 1930, the share of the three zaibatsu, Mitsubishi, Sumitomo and Mitsui, in the stated capital was 14.0
percent (Hashimoto 1992, p. 130). If we add Y asuda, the figure was 14.5 percent. These figures are not
consistent with the view that the three zaibatsu dominated the prewar Japanese economy.

% This organization is equivalent to the U.S. Federal Trade Commission. Actually, the Japanese FTC was
enacted through the Anti-Monopoly Act established by the U.S. occupation forces.



16.7 percent of gross assets and 18.4 percent of &ales.ElThe Mitsubishi group’s figures
are 2.6 percent and 2.7 percent. For a comparison, take some U.S. exampl es.mFi rst, Gen-
eral Motors: the number of U.S. employees excluding subsidiaries is about 300,000 in
1997, which exceeds that of the entire Mitsubishi group companies; the amount of salesis
164 billion dollarsin 1996, which is about 20 trillion yen,Etwo thirds of the all non-
financial Mitsubishi companies, and exceeds by 5 trillion yen if Mitsubishi Corporation is
excluded. Second, the number of employeesin Wal-Mart is about 700,000 in 1997, which
isequal to that of Mitsubishi, Mitsui and Sumitomo group companies combi ned,@and
the salesis 105 hillion dollarsin 1996, which is about 13 trillion yen and little less than
that of all Mitsubishi non-financial companies but Mitsubishi Corporation. Even if each
Japanese group were tightly knit, its combined influence would be comparable to one gi-

ant U.S. company (kigyo gurupu).

% No data for employment.

% The data are from The Wall Street Journal, August 28, 1997. The size of U.S. economy is roughly twice
as large as that of Japanese economy.

%41 =120yen.

% This comparison may be inaccurate because the number of Wal-Mart employees can be on a consolidated
basis.



Chapter 3. Group loans and main bank

The most conspicuous characteristic of the Japanese financial system isthat each
ingtitution is severely restricted to a specific domain of financia servi ce.EII n Japan and
the United States, unlike continental European countries, the law does not permit univer-
sal banking. The Japanese Securities and Exchanges Law was enacted during the U.S.
occupation era, and heavily influenced by the U.S. Act itself. Article 65 prohibits banks
from engaging in securities business, though more and more exceptions have been made
recently. Because of this clause, brokerage houses such as Nomura Securities have be-
come as powerful as banks in spite of their prewar insignificance.

Another shared characteristic with the U.S. system is that there are many small
deposit-taking institutions. In 1995, apart from 150 banks, there are more than 3,000
small institutions, whose combined deposit amounts to 239 trillion yen and roughly equal

to the deposit of all 11 city banks.EI

If we exclude the super giant postal savings (211 tril-
lion yen), the entire amount of fund in Japan is about 1,142 trillion yen, and the combined
share of 11 city banks, 3 long-term banks and 7 trust banks,El/vhi ch are often claimed to
be the core of the Japanese main bank system, is only 40 percent. In other words, the ma-
jority of funds are in the hands of small institutions. In addition, those larger institutions
concentrate, or rather are forced to do, their lending in Tokyo and Osaka areas where
most of their branches exist. The Ministry of Finance (MOF) usesitslega authority@to
severely restrict the opening of a new branch in non-Tokyo/Osaka areas in order to “pro-
tect” regional banks. It impliesthat city banks cannot offer service to employees of group
companies living outside Tokyo and Osaka areas.EITherefore, 129 regional banks and

other small deposit-taking institutions are dominant in other areas. As ageneral rule those

2" Now the entire system is under the complete overhaul, but | focus on the current practice as of 1997.

% These data are from Keizai Koho Center (1996). Due to the merger of Mitsubishi Bank and the Bank of
Tokyo, there are ten city banks at the end of 1997. Also, Hokkaido Takushoku Bank got bankrupt in 1997
and will cease to exist soon.

% There are another 17 shintaku kogaisha, trust bank subsidiariesin 1997.

% Article 8 of the Banking Law requires the MOF' s approval for opening new branches.

3 1t is often claim that group companies require their employees to open an account at a branch of the main
bank. However, in many cases, a necessary condition, the existence of a branch, is not satisfied.



regional banksin turn are restricted to have branchesin one prefecture.EIThis prefecture
by prefecture segmentation of the market is not unlike the restriction of interstate banking
in the United States.

Although the Japanese financial system is closer to the U.S. system than usually
believed, there is a marked difference. In Japan, banks are not only barred from securities
business, but also long-term and short-term deposits are segregated among banksElThe
long-term credit banks@and trust banksE!specialize in the former and city banks@nd
regional banksin the latter. In a sense, the segmentation of banking in Japan is morerigid
than that in the United States. The separation has been relaxed recently, but itsinfluence
on the banking industry has not yet disappeared substantially. For example, 86 percent of
the time deposit of Mitsubishi Bank, one of the city banks, is short-term with less than
one year to maturity. This restriction on the deposit side affects the lending by city banks
as discussed later, though there is no restriction on the term of lending.

Insurance companies are also very important in Japan. As banks are partitioned by
the type of deposits, they are divided between life and property insurance compani e's.EI
Because, considering the s ze@and influence on the economy, life insurance companies
are much more important than property ones, | focus on the former. The distinctive char-
acteristic of life insurance companiesisthat larger ones are mutual, not limited, compa

nies. Therefore, by definition, interlocking shareholdings of such companiesisimpossible,

% There are 47 prefectures in Japan. The governors are elected directly asin the United States and their
relative size of expenditure to that of the central government is comparable to those in such federal states as
the United States and Germany. The recent conflict between the central government and the Okinawa pre-
fectural government concerning U.S. bases shows the rel ative strength and independence of prefecturesin
Japan.

# |t is called chotan-bunri, long/short separation.

% They are allowed to issue long-term bonds with a fixed interest.

% Although they are called trust banks, trust business has been peripheral to them until recently, and their
main product has been kashitsuke-shintaku trust, which is actually along-term deposit with a variable inter-
est backed by the deposit insurance and used for long-term lending. Kashitsuke means lending. Miwa
(19944) isavery detailed and critical account of this peculiar practice.

% Although the Bank of Tokyo was classified as a city bank, it specialized in foreign transaction with rela-
tively few domestic branches and was allowed to issue long-term bonds. The bank was also considered a
favorite of the MOF whose retired officials often became its president and/or chairman. Toyoo Gyohten, a
former vice-minister for international affairs of the MOF, is awell-known example.

3" Recently life and property insurance companies have been allowed to set up a subsidiary engaged in the
other business.

% Nippon Life, the (world's) largest life insurer, is eight times as large as Tokio Marine, the largest property
insurer in terms of gross assets.
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though unilateral holding is possible. They specialize in long-term lending as discussed
below. Also the two largest insurance companies, Nippon Life and Daiichi Life@arein-
dependent in the sense that they distance themselves from any corporate group. It istrue
that Nippon Lifeis claimed to be amember of the Sanwa group because the former be-
longs to the Sanwa shachokai and Nippon Life isthe largest shareholder of Sanwa Bank
(4.5 percent), but, in the Japanese business world, even those who assert the importance
of corporate groups do not claim Nippon Life is under any influence of Sanwa Bank, or
vice versa. On the other hand, Daido Life, amuch smaller life insurer, is said to be close
to Sanwa Bank.ml\lippon Life holds a more than 4 percent share of the Industrial Bank of
Japan (IBJ), Sumitomo Bank and the Bank of Tokyo (before merger) among others.EIThe
fact that Nippon Life’ s only director from a bank is not from Sanwa Bank but the IBJ
confirms the relationship between Nippon Life and Sanwa Bank isweak at best.

IElNikko and Yama-

Asfor securities companies, the Big Four, Nomura, Daiwa,
ichiEISecuriti es, are dominant and they are not affiliated with any corporate group,
though Nomura and Daiwa Bankmhave some ties due to historical backgrounds and
Nikko is said to be close to the Mitsubishi group. However, there is no exchange of direc-
tors between the Big Four brokerage houses and leading banks.

K eeping the above background information in mind, let’slook at the lending pat-
tern in the Mitsubishi group. Tables 1, 2 and 3 show the shares of long-term, short-term
and total loans by lenders, respectively. Asfor long-term loan (Table 1), 21@10&
financial companies borrow only 21.3 percent of their loans from group financial institu-

ti ons@i ncluding 6.8 percent from Mitsubishi Bank, 4.9 percent from Mitsubishi Trust,

¥ No relation with Daiichi Kangyo Bank (DKB).

“0 One of Daido Life's managing directorsis from Sanwa Bank. Daido Life also maintains a close business
tiewith AIG.

“! Nippon Life is also the largest shareholder of Sakura Bank, a Mitsui city bank, with 3.4 percent.

“2 Not related to Daiwa Bank.

3y amaichi got bankrupt in 1998, leaving the Big Three security companies. Yamaichi was said to be close
to Fuji Bank. However, Fuji simply let it sink refusing any substantial commitment, although Fuji claimed
that it would do as much as possible to help until the final stage. Thisis atelling example that talk is cheap.
“ At the time of this writing, there are persistent rumors that Sumitomo Bank may take over Daiwa Bank.

*® There are 22 non-financial companies, but Asahi Glassis aloan free company like Toyota and Matsushita.
“6 Mitsubishi financial institutions are: Mitsubishi Bank, Mitsubishi Trust, Meiji Life and Tokio Marine. If
we include Nippon Trust and the Bank of Tokyo, the figure is 23.9 percent. Nippon Trust has become a
subsidiary of Mitsubishi Bank due to financial difficultiesin 1994 though not considered a Mitsubishi com-

11



and 9.3 percent from Meiji Life. On the other hand, they borrow 78.7 percent from non-
Mitsubishi institutions including 12.4 percent from Export-Import Bank, 7.6 percent from
Japan Development Bank, 6.2 percent from Nippon Life, 5.8 percent from IBJ and 4.6
percent from Sumitomo Life.

Asfor short-term loan (Table 2), group affiliation seems to matter alittle, but not
much. ZOE'companies borrow 26.5 percent@rom Mitsubishi institutions including 17.8
percent from Mitsubishi Bank and 8.2 percent from Mitsubishi Trust. On the other hand,
they borrow 73.5 percent from non-Mitsubishi institutions including 6.3 percent from
DKB, 4.9 percent from Sakura Bank, 4.5 percent from Norin Chukin and 4.2 percent
from Toka Bank. In total (Table 3), 21 companies borrow 23.5 percentE'from Mitsubishi
institutions including 10.7 percent from Mitsubishi Bank, 6.1 percent from Mitsubishi
Trust and 6.2 percent from Meiji Life. On the other hand, they borrow 76.5 percent from
non-Mitsubishi institutions including 8.1 percent from Export-Import Bank, 4.9 percent
from Japan Development Bank, and 4.1 percent each from I1BJ and Nippon Life.

What is clearly seen from these data are: Mitsubishi companies are not particu-
larly dependent on Mitsubishi financial institutions; they diversify the sources of funding
extensively; they quite naturally borrow long-term loan from long-term oriented institu-
tions such as long-term credit banks, trust banks, life insurance companies and govern-
mental agencies, and short-term one from short-term oriented ones such as city banks
regardless of the group affiliation. From the data above, it is likely that there is no bank
control of non-financial companies, and rather that financial institutions fiercely compete
with each other for lending across the group boundaries.

Itisa“stylized fact” that main banks control Japanese industries as delegated
monitors under implicit contract. The main bank research is burgeoning and there are
many interesting ideas, but | can safely recommend Aoki and Patrick (1994) as a collec-

tion of state-of-the-art worksin Engl ish.mOn the other hand, some researchers are skep-

pany nor a member of shachokai. The Bank of Tokyo merged with Mitsubishi Bank in April 1996. Whether
we include both of them or not, the overall picture does not change.

“" Nippon Y usen does not separately disclose long- and short-term loans.

“8 31.2 percent if Nippon Trust and the Bank of Tokyo are included.

%9 26.5 percent if Nippon Trust and the Bank of Tokyo are included.

* Also, Horiuchi (1989) and Prowse (1996) are nice summaries.
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tical of the main bank story, though the number is still limited. Among them, Miwa (1990,
19914, 1996) isthe most iconoclastic and entirely denies the main bank story.EIArgu-
ments on the main bank story are often confusing largely because what the main bank
means is not clear, but the bottom line seems to be as follows: the main bank (1) lends
(much) more than any other banks,E,I (2) keeps watch on the management of the borrower
intensively as a delegated monitor; (3) help the borrower as much as possible in financial
distress; (4) maintains the relation almost indefinitely. Although (2) and (3) are not di-
rectly observable, we can check (1) and (4). | take being the stable largest lender as a nec-
essary condition for being a main bank. Although, some researchers claim the main bank
is not necessarily the largest lender, such aflexible definition of main bank would make
the argument too fuzzy and too difficult to operationalize.

Before discussing the Mitsubishi case, | want to mention another point usually left
unexplained: why thereis no main bank contract at all. As Ramseyer (19944a) points out,
considering the amount of money at stake, cost for contracting seems relatively insignifi-
cant. Pervasive use of collateral inloan agreement defies usual cultural explanations
against legal contract. It seems simpler to infer non-existence of the alleged main bank
relation from non-existence of contract rather than constructing complicated modelsto
“prove’ the existence of an “implicit” contract.

The overall picture, the fact that Mitsubishi Bank’s share in long-term lending is
only 6.8 percenlEIand that in total lending 10.7 percentE’n particular, casts strong doubt
on the main bank literature because even companies of the allegedly most tightly knit
group do not rely much on the main bank. The FTC (1994) reports the largest lender’s
average loan share of all listed companiesis 27.4 percent in 1993. Therefore, Mitsubishi

Esl

companies are less dependent on the main bank (Mitsubishi Bank). >t may be argued

> Other important works are Ramseyer (1990, 1991, 1993, 1994a) and Odagiri (1992a, 1992b). Quite pre-
dictably, authors except Ramseyer in Aoki and Patrick (1994) ignore Miwa' s work. On the other hand, Shi-
kano (1994), one of the best works in Japanese, sincerely triesto respond to Miwa's criticism.

*2 Governmental agencies and life insurers are not usually regarded as main banks even if they lend more
than any bank.

%3 10.3 percent if we exclude Mitsubishi Corporation, which is the largest borrower.

>* 14.2 percent without Mitsubishi Corporation.

** Among non-governmental banks, Mitsubishi Bank is the top lender for 19 out of 21 Mitsubishi compa-
nies. Asfor the remaining two, Mitsubishi Construction and Nippon Y usen, Mitsubishi Trust is the largest
lender for the former and 1BJ for the latter, though Mitsubishi Bank is the close second in both cases.
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that the relatively large loan amount of Mitsubishi companies explains the smaller share
of the main bank, although it is not clear why the main bank reduces its share when the
size of loan increases. Rather, it is not consistent with the assertion that main banks help
borrowers in need. Whatever reason is behind, the elasticity of the main bank (Mitsubishi
Bank) lending to the total amount borrowed is less than one (0.75) for 21 Mitsubishi
companies (Figure 2). The regression resultsEare asfollows:

In(Loan from Mitsubishi Bank) =-0.73 + 0.75:In(Total Loan).

Standard error of the coeffici entEI: 0.06 and R? = 0.88.

Then,

Loan from Mitsubishi Bank/ Total Loan = 0.48-(Total Loan) .

In 1996, the weighted average loan amount of all listed companies excluding loan
free onesE‘s 63 billion yen. If a hypothetical Mitsubishi company with this loan amount
were to exist, the share of Mitsubishi Bank would be 17 percent, which is smaller than
27.4 percent. It means Mitsubishi group companies are less dependent on the main bank
(Mitsubishi Bank) on average even if we take the size into account. Also, the similar elas-
ticity (O.SO)E"Iobtai ns with the loan amount of Mitsubishi Bank, Mitsubishi Trust and
Meiji Life combined (Figure 3). Again, it shows that the bigger a group company be-
comes, the less dependent the company is on group financial institutions.

Therelatively low dependence on Mitsubishi Bank is not a recent phenomenon.
Table 4 shows the degree of dependence was not very high (less than one third) even in
the 1950s and 1960s, the alleged heyday of the main bank control.

% There is no marked difference between the results with and without Mitsubishi Corporation, by far the
largest borrower. Therefore, | only report the results including the company.

> | follow the sensible but ignored advice of Goldberger (1991): “In presenting the results of an empirical
study, a correct practice is to report the regression coefficients b along with their standard errors o . This
gives readers the information they need to construct a confidence interval for each regression coefficient,
and to test a hypothesis about any one of them. It is common practice to report the regression coefficients
along with their ‘t-ratios’ or ‘t-statistics,’ the uj = boj / 0, and to say, if u; islarge, that by is ‘significant,
meaning ‘significantly different from zero.” This common practice is not a good one, because it encourages
readers to consider only ‘zero null hypothesis' 3; = 0, which are not necessarily the interesting ones.”

%8 12.9 percent of listed non-financial companies are bank loan free.

* Standard error is 0.06.
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Asfor stability of relationships, the main bank story does not fare well as shown
in Table S.E'Between 1973 and 1983 in which the main bank relation was thought to be
stronger than today, 30 percent of Japan’s largest compani esmchanged the main bank
(the largest lender) .ElAS Miwa (1996, p. 260) points out, “The stability suggested by the-
sefiguresis similar to that of our relationship with barbers or dentists.” Thereisno
marked difference between group companies (70 percent) and non-group companies (66
percent). It is noteworthy that 15 percent of bank-centered group companies maintain the
main bank relation with banks outside the group. If we focus on city banks, often claimed
the main banks, the figure is mere 41 percent, though much higher for group companies
(55 percent) .EIBecause of the long/short deposit separation, city banks and trust banks
may play complementary roles. If we add the number of changemoetween acity bank and
atrust bank to that of no change, the figure for ex-zaibatsu group companies increases
substantially from 68 percent to 87 percent,Elout not much for bank-centered ones (71
percent to 73 percent) as well as non-group ones (66 percent to 72 percent). Accordingly,
there is no complementary relation between a city bank and a trust bank except among
ex-zaibatsu group companies. These results show: if any stable main bank relation exists,
it isonly among ex-zaibatsu group; bank-centered groups do not have much substance.

Once we unshackle ourselves from the conventional wisdom on Japanese econ-
omy, the pictureis not surprising at all. Considering the concentration on short-term de-
posits, city banks are not expected to offer much long-term lendi ng,@which isvital for
any company. In 1993, the city banks lent 54.9 percent of the total loan in long-term
(more than one year), while the same figure was only 29.3 percent in 1975.E|On the other

hand, there is areverse tendency in the lending of the long-term credit banks; their long-

€ The data are from Miwa (1990, pp. 148-149). Other studies summarized in Okazaki (1992, p. 321) con-
firm Miwa s results.

6 Companies listed on the first tier section of the Tokyo Stock Exchange.

62 Because being the largest lender is a (minimal) necessary condition, some (many?) companies may not
maintain any main bank relation at all.

83 65 percent for Mitsubishi companies.

% This change is not necessarily between the same group banks, though it actually is among ex-zaibatsu
group companies (Miwa 1996, p. 261)

© 83 percent if we exclude banks other than group ones.

% The necessity of duration matching was more pressing until the 1980s than today due to the lack of swap
markets, though liquidity itself is not an issue for such large lenders.

7 The Data are from Kuroda (1995, p. 298).

15



term lending dropped to 72.0 percent in 1993 from 92.5 percent in 1975. It is clear that
the long/short separation in deposit still exerts influence, though the difference have nar-
rowedE'M oreover, the near complete separation until the 1970s casts strong doubt on the
main bank control even in the heyday of main banks. Another interesting fact that only
41.4 percent of Mitsubishi Bank’sloan for group companies is long-term questions the
importance of the main bankE’-I

However, it may be argued that a 23.2 percent share is substantial and others lend
because the main bank monitors group companies. First, 23.2 percent is a combined fig-
ure of al group financia institutions. This view implicitly assumes that one of them, per-
haps Mitsubishi Bank, dictates to other Mitsubishi group financial institutions where and
how much to lend. However, no convincing evidence has ever been offered to support
this premise.mAs shown in Chapter 5, there is no current or former Mitsubishi Bank ex-
ecutive on the boards of other Mitsubishi financial institutions except Nippon Trust,
]

which isafar smaller non-member subsidiary.~~Mitsubishi Bank has no more than 5 per-
cent of any company’s stock except Nippon Trust. By definition, no one controls Meiji
Life because it is a mutual company.ElAIso, if Mitsubishi Trust were under the control of
Mitsubishi Bank, why would the latter need to acquire Nippon Trust at all? It is not lim-
ited to the Mitsubishi group. All other city banks have set up trust banks as subsidiaries

when they were allowed to do so, and now fiercely compete with group trust banks.

% The development of swap transaction has facilitated the change.

% Some argue that part of loans classified as short-term are actually long-term because they are renewed
automatically. It may be so. However, why does the main bank use such an unnecessary formality if renewal
isreally automatic? It is all the more perplexing considering the fact that Mitsubishi Bank lends 67 billion
yen without collateral to JR East, a non-Mitsubishi railroad company, an amount greater than it lendsto any
Mitsubishi company as along-term loan.

" There are countless anecdotes. But, many of them go the other way. It is said that the relation between
Mitsubishi Bank and Mitsubishi Trust is not cordial, if put mildly. The relation between Sumitomo Bank
and Sumitomo Trust is believed to be particularly adverse. The recent scandal discussed in Chapter 4 con-
firms the strikingly cynical relation between Sanwa Bank and Toyo Trust. In general, it seems that city
bankers take patronizing attitudes toward trust banks and insurance companies.

™ Though the chairman of Mitsubishi Bank is a part-time auditor of Tokio Marine, he cannot exert any sub-
stantial influence considering the nature of the job discussed in Chapter 5. In any case, Tokio Marine lends
less than 10 billion yen to the entire Mitsubishi companies.

2 Theoretically, each policy holder isan “owner,” though.

"3 The recent reorganization of Y asuda Trust by Fuji bank does not contradict my claim. Fuji Bank has just
mercilessly taken over Y asuda Trust, whose key directors have been forced to retire, i.e. fired.
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Even if other Mitsubishi financial institutions were under Mitsubishi Bank’s con-
trol, remaining 76 percent of funds are still borrowed from non-Mitsubishi financial insti-
tutions. If the main bank must incur the cost for obtaining superior information, how
could the main bank mitigate the free-riding problem? If the main bank has superior in-
formation, how could it clear the suspicion of other institutions that the main bank would
renegein financial distress? Indeed, it is observed that: lenders are suspicious each other,
in particular, of the behavior of big IendersE,] lenders are very sensitive to the (decreas-
ing) change of their sharesin lending; and contrary to the usual claim of the main bank
view, lenders do not share information each other.E"I

It is claimed that banks honor their special obligations as main banks to maintain
reputation. However, what would a bank loseif it lost reputation? If other banks contin-
ued to monitor a borrower with additional cost, that “bad boy’ bank could freeride. This
bank would not lose clients because many borrowers prefer this detached lender to nosy
main banks, possibly with alower rate due to the reduction of monitoring cost and/or to
the submission of collateral.

It should be always optimal for the main bank to lend the whole amount in order
to solve problemsinherent in the existence of other lenders, caused by information
asymmietries, though the following problem still remains. Money is a highly generic
product, which implies there are many potential lenders to offer the same product with
competitive conditions. Thisis all the more so for a short-term loan, which isthe main
product of city banks. Therefore, it is difficult for lendersto exercise discretionary powers
against the will of borrowers and get more information than other potential and actual
lenders receive. Hold-up problem cannot be an issue unless borrowers receive preferential

treatment such as the lower than competitive nterest.EIBut if it were, how could the main

™ Actually some leading banks have established a notorious reputation by their aggressive behavior among
the Japanese business community.

" At least they claim not to do so. They may collude to lie. However, if they do, they have to risk litigation
because sharing information is breach of contract even if it is not written in the contract format. Actually
there are several relevant court cases. The safest way to avoid potential litigation is simple: each lender re-
quires the same information from the borrower.

" Many Japanese proponents of the bank control view argued this way in the 1960s and 1970s. However,
Miwa (1996, ch. 5) criticizes this view pointing out logical inconsistency and scant, if any, evidence. This
view was usually advocated with the assertion that banks exploit small companies. On the other hand, recent
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bank recoup its costs? Fee business cannot be a candidate because borrowers need it re-
gardless of the main bank relation, and there is no reason for borrowers to pay higher
fees.EIThis relation contrasts with the situation in manufacturing companies. Between
assemblers and suppliers, highly specific investment often occurs and there exists the
danger of opportunism.

Some scholars argue that if the main bank were to lend the whole amount needed
for group companies, it would be too large for the bank to swallow. However, this argu-
ment cannot convince accountants. The amount lent and borrowed are always identical as
awhole. If there are six corporate groups and each has financial institutions of compara-
ble size, it is possible for group financial institutions to satisfy the entire need of group
companies. If this endeavor is claimed to be too risky, this argument again is not consis-
tent with the usual claim that the main bank plays a supervising and dominant rolein fi-
nancial difficulties, i.e. taking al risks concerning group companies. If they help in
emergency, why don’'t they always lend the whole amount needed possibly with tighter
controls and thus avoid any agency problem with other Ienders?ET his policy would not
increase the risk of the lender’ s portfolio because the lender of last resort may bear the
entire risk anyway.lz'(_"|

In Japan, collateral is generaly required for loans, especially for long-term
Ioans.@T his practice suggests that Japanese business relies heavily on explicit legal con-
tracts.EITherefore, the lack of main bank contract may be simply due to the non-existence
of such arelation as discussed above. In any case, Mitsubishi companies are not excep-
tions and Mitsubishi financial institutions often require group companies to offer collat-
eral. For example, Mitsubishi Corporation, a flagship and blue chip Mitsubishi company,
isrequired by Mitsubishi Bank to offer collateral, though Nippon Life and other non-

group financia institutions as well as Meiji Life lend more than Mitsubishi Bank without

researchers argue main banks require higher interest rates to compensate for the cost of information produc-
tion. Whatever the interest rate is, some scholars give us arguments consistent with the main bank view.

" Ramseyer (19943, p.247).

"8 Stiglitz (1994, p. 78) points out this “paradox,” and resorts to peer monitoring to solve it.

" Ramseyer (1994a, pp. 244-245).

8 Ramseyer (1991, pp. 101-102).

8 Thisis not arecent phenomenon. Japanese banks routinely relied on collateral even before the war (Ram-
seyer 1991, pp. 103-104).

18



requiring collateral. In the case of Nippon Y usen, all Japanese institutions require collat-
eral, though four foreign banks lend without it. Asfor Mitsubishi Logistics, Mitsubishi
Bank and Meiji Life require collateral, though Mitsubishi Trust does not. As for Mitsubi-
shi Kakoki, Mitsubishi Bank is the only bank that requires collateral for short-term

B trer all, | am

Ioans,EIaIthough the Bank of Y okohama lends more without collateral.
unable to identify any rule or pattern on when collateral isrequired from these data. The
fact that often Mitsubishi institutions require collateral from group companies while oth-
ers do not is not consistent with the main bank theory. It might be argued that because the
main bank takes the entire risk, the other lenders do not need collateral. However, if the
main bank takes the risk, why doesit require collateral? Secured claim is given priority
over unsecured one. Then, why do the other lenders expose themselves to such an avoid-
able risk?

Aside from theoretical difficulties, the data show that the whole amount needed is
not big at al relative to the size of lenders. Twenty-one Mitsubishi companies borrow a
total of 4,432 billion yen and Mitsubishi Bank lends 474 billion yen to them. However,
Mitsubishi Bank alone lends 31,314 billion yen in total, not counting its other invest-
ments. It means Mitsubishi Bank lends only 1.5 percent of itstotal loan amount to group
companies. The similar figures for Mitsubishi Trust, Meiji Life and Tokio Marine are 2.0
percent, 4.5 percent and 0.7 percent respectively. Considering that 24ENI itsubishi non-
financial group companies explain 1.8 percent of the sales and 2.0 percent of the gross
assets in Japan, Mitsubishi financial institutions cannot be said to concentrate their lend-
ing on group compani &.E'Even if Mitsubishi Bank alone met the borrowing needs of all
group companies, it would still be 14 percent of the bank’ s entire loan portfolio. This per-
centage does not seem to be particularly risky considering the diversity and high credit
rating of those 21 companies. If Mitsubishi Trust, Meiji Life and Tokio Marine shared the

entire borrowings of the group companies with Mitsubishi Bank on a proportionate basis,

8 Because the company procures long-term fund through bond issue, the amount of long-term loan is negli-
gible.

8 In return, | suppose, Mitsubishi Kakoki holds more shares of the Bank of Y okohama than those of Mitsu-
bishi Bank.

8 Two unlisted companies are included.

& Meiji Life's higher shareis mainly due to the fact that its lending is concentrated on large companies.
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less than 10 percent of the bank’ s entire loan would be sufficient to satisfy the entire de-
mand of Mitsubishi (:ompanies.EI

This diversification of portfolio by Mitsubishi Bank is not a recent phenomenon,
though the degree of concentration used to be higher in the past than today. Mitsubishi
Bank lent 10.3 percent of the total loan to group companies on average between 1953 and
1960,m/mi chis, however, not much different from the IBJ s 9 percent concentration on
15 companies (most of them are considered non-group independent companies) in 1996.
On the other hand, the figure was still lower 7.9 percent between 1932 and 1936.E|As
Hashimoto (1992, p. 117) points out, neither Mitsubishi, Mitsui nor Sumitomo Bank de-
pended on intra-zaibatsu transactions even in prewar years.ELI

Also, there exists an interesting fact on borrowing: arelatively straightforward
regularity among 28 biggest lenders to 21 Mitsubishi group companies. If the rank of
lendersis plotted against the log of the loan amount, the plotted line is close to a straight
line (Figure 4). Regression results are as follows:

Rank = 50.53 - 8.28:In(Loan).

Standard error of the coefficient = 0.24 and R?= 0.98.

Thisrelation implies the ratio of amounts of two adjacent ranked lendersis constant. In
this case, the value is 1.13. Theratio of the top to the second lender is similar to, say, the
ratio of the 14th to the 15th lenders. This relation could happen should the borrower pro-
cure a certain share of the total amount need from the first lender, the same share of the

remaining amount from the second and so on. The shares among lenders should be:

8 Because Article 13 of the Banking Law sets the maximum amount of loan to any single company, Mitsu-
bishi Bank may not offer the whole amount required by Mitsubishi Corporation and afew others. However,
because Mitsubishi Bank lends far below the legal maximum to group companies, the bank can increase
loan substantially without violating the legal constraints.

87 Kikkawa (1992, pp. 268-269). Still this figure was higher than either Mitsui or Sumitomo Bank. Their
figures were respectively 4.3 percent and 4.8 percent.

8 The prewar data are from Sawai (1992, pp. 180-181). Mitsubishi’s figure was higher than that of either
Mitsui or Sumitomo.

8 |t istrue that the dependence substantially increased during the war under the total mobilization, but the
picture based on this exceptional erais hardly representative.
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X, (1-%)x, (1- x)2-x,...EAnd the total is unity as expected. However, |ess than unit elas-
ticity of Mitsubishi Bank’s lending to group companies suggests borrowers diversify the
source by increasing the number of lenders when they increase aloan amount. Also, in
this diversified borrowing strategy, the borrower can maintain the current loan amount
easily even if it stops borrowing from the largest lender/main bank: what it hasto doisto
keep a dlightly more (1.13 times) credit line than actually needed.

In addition to bank loan, bond issue is an important debt instrument. Indeed, the
total outstanding straight bond of 22 non-financial Mitsubishi companies are 2,016 billion
yen and that of convertible bond are 891 billion yen, totaling 2,906 billion yen. This
amount dlightly exceeds the total long-term loan (2,876 billion yen). Regulations have not
allowed banks to underwrite domestic bond issuesm/vith few exceptions, though relaxed
recently. Also, in the Euromarket, which issuers prefer to the domestic market because of
lighter regulation and lower cost, the M OF regul ates the operation of the subsidiaries of
banks to the advantage of security compani %.EITherefore, the Big Four, Nomurain par-
ticular, are dominant in the bond market. This fact again weakens the argument for the
main bank control.

Also, inter-company credit isimportant. Twenty-two Mitsubishi companies “ bor-
row” 757 billion yen with promissory notes and 4,853 billion yen on accounts payable
from their business partners. We should keep in mind that financing is not monopolized
by financial institutions.ElIf financing through financial institutions are regulated against
the market force, inter-company credit is expected to partly offset the (negative) effects of
the regulation. Indeed, when loan financing was tighter during the 1960@, inter-company
credit, promissory notes in particular, played a more important role than it does today. It
makes economic sense for business partners to be more willing to lend because they are

expected to know more about the risk and viability of their partners than bankers who are

% x is 12 percent if 1/(1-x) = 1.13.

°L But, through collateral management, banks shared rent with underwriting security companies until bor-
rowers fled to the Euromarket in the 1980s (Ramseyer 1994a, pp. 237-241).

%2 This administrative guidance is the notorious sankyoku shido, three-bureau directive. It has been relaxed
recently, and will be abolished soon.

% Miwa (19933, p. 118).

% Credit rationing ala Stiglitz. See Stiglitz and Weiss (1981).
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essentially amateursin their knowledge of conditions prevailing in the industry of the
borrowers.

The data above imply that group financial institutions, including the main bank,
do not want to commit to specific borrowers even if they are group companies, and group
companies can freely shop in the competitive marketE'for loans. Noisy lenders are likely
to be avoided. An arm’ s length relationship between borrowers and lenders is more sus-
tainable.

Many empirical studies have tested various main bank hypotheses. But so far,
none has yielded conclusive e'vidence.EI

and Horiuchi et al. (1988) showed that main banks neither share the risk of borrowers nor

In particular, since Horiuchi and Fukuda (1987)

try to offset the variability of financial position, the main bank-as-an-insurer hypothesis
has lost favor among Japanese schol ars.EI

A more basic question is whether banks have the ability to monitor the perform-
ance of either group or non-group companies. Since the “bubble” economyEburst inthe
early 1990s, it has been argued that lax bank control isamajor reason.g“—lowever, the
after-effects of the “bubble” economy have been felt more by financial institutions and
industries closely tied to them (such as housing loan, construction and real estate), and
not by manufacturing companies. If banks cannot discipline themselves and the industries
in which they are supposed to have expertise, why should we assume that banks can ef-
fectively monitor industries far from their expertise? First of all, if bankers could enhance
the performance of a company with which they have no expertise, would they want to

lend to this company whose “ professional” managers are by definition inferior to bankers

% This claim does not contradict the strict regulation of the financial markets. Even if rules are restrictive,
banks can compete fiercely within the rules, particularly in unregulated domains. Finding a new customer is
one of these areas.

% For example, such leading advocates as Okazaki and Horiuchi (1992) and Ito and Hoshi (1992) admit
they cannot find confirming results. Even the sign of coefficient in their estimated equations, the weakest
type of test, is often “wrong.”

97 shikano(1994, p. 178). However, he claims the statistical insignificance may result because financial dif-
ficultiesin which risk sharing function is actually implemented rarely occur.

% AsMiwa (1991c, ch. 5) points out, it is not clear what “bubble” economy means. But, | abide by this ter-
minology as alabel for the late 1980s.

% Morikawa (1996) claims executives with postwar egalitarian education lack self-discipline unlike those
with prewar elitist one. Professor Morikawa, of course, belongs to the pre-war educated noblesse oblige.
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in their own field?mf hose who emphasi ze the importance of the main bank seem to as-
sume the management is an automaton once money is provided. Although it might be true
in less sophisticated economies, the management required for modern big businessin in-
dustrialized economies such as Japan and the United States hardly fits thisimage. The
recent financia fiasco in Japan can be interpreted as being totally orthogonal to the main
bank story: once banks lost the self-disciplined manufacturing companies as their main
customers, they had no expertise to distinguish good borrowers from bad ones, and made
enough bad loans to find themselves near insolvent. The false confidence, nurtured by the
main bank story, might have aggravated the lending spree in the late 19805."‘”_—|
Do banks actually help companiesin financial distress? If they do, business fail-
ures should be less frequent in Japan than in the United States. Although definitional dif-
ferences may be substantial enough to make comparison problematic, there are some
comparative data,@rom which | construct two data series for both Japan and the United
States: the liabilities to GDP ratio and the number of bankruptcies. The Japanese data
consist of cases with more than 10 million yen liabilities. On the other hand, as for the
U.S. data, the number of failure consists of cases with more than 100,000 dollars but the
amount of liabilitiesincludes al smaller cases. The results are summarized in Figures 5
and 6. Although the coverage may be less than comprehensive in either country, it seems
that more Japanese companies fail than U.S. on&e.ﬁl n aword, the bankruptcy data do
not support the main bank story. It may be argued that main banks only rescue large com-
panies. However, it is not clear why banks do not help smaller companies; monitoring
smaller companies seems easier than monitoring larger ones.@\/l oreover, do Japanese

banks help large companiesin financial distress more often than U.S. banks do?

100 Ramseyer (1993, p. 208).

101 T their credit, the notoriously conservative Mitsubishi financial institutions are the least affected and
the Bank of Tokyo Mitsubishi is now considered the strongest bank in Japan.

192 Bank of Japan (1997) and Dun & Bradstreet (1996). Although the Japanese data are published in the
publication of the Bank of Japan, they are actually collected by Tokyo Shoko Research, a private research
company.

193 This conclusion is consistent with Ramseyer (1991, pp. 109-111).

104 Ramseyer (1994a, p. 246).
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As Odagiri (19923, p. 35) points out, Mintz and Schwartz (1985, pp. 77-80) count
42 bank interventionlm_i!:ases in the United States in the five-year period (1977-81)
mainly from Business Week, while Sheard (1989) identifies 27 casesin Japan in the ten-
year period (1975-84) from Nihon Keizai Shimbun. “[I]t appears very difficult indeed to
conclude that bank intervention israre in the USA but common in Japan.”mhe bottom
lineis: “We know only that both Japanese and American banks rescue afew large trou-
bled firms, and jettison most.” (Ramseyer 19944, p. 251) Using the sample of listed com-
panies in deficit for three consecutive years, Miwa (1996, p. 116) finds“ The bank with
the largest share of loans, the core bank, appears not to support borrowers as strongly as
do other banks, but instead draws back from business with firms that fall into distress.”
This behavior of the main bank is consistent with the claim that lenders are suspicious of
the main bank’ s change of loan share as asign of exploiting inside information to the
main bank’ s advantage. Even Shikano (1994, p. 196), one of the leading advocates of the
main bank view, admits that main banks do not behave as a representative of lenders ex-
cept for their ex-zaibatsu groups companies, and consequently other banks have to moni-
tor main banks. In other words, Shikano’s claim is arather modest one: the alleged main
bank relation is limited to ex-zaibatsu group companies (less than 5 percent of al listed
companies) and such arelation does not exist outside them. The difference between Miwa
and Shikano seems more apparent than real.

Even the rare cases of rescue by banks may not be benevolent. Banks may corner
borrowersin the shadow of the formal bankruptcy procedure under the Corporate Reor-
ganization Law,Ehnder which the management will lose almost all control of the com-
pany under the strict supervision of a court-appointed receiver. In aleged bank rescue
operations banks simply play the role of a de facto receiver. The story of Ramseyer (1991,

p. 114) may be closer to the truth than the conventional wisdom:

195 Sending bankers to ailing companies, forcing managerial changes, etc.

106 ghikano (1994, p. 195) claims the equitable subordination theory prevents U.S. banks from committing
to borrowersin financial distress. However, the legal scheme only changes the risk/return schedule. There-
fore, if it pays, U.S. banks are expected to intervene. Indeed, they do as Mintz and Schwartz (1985) show.

Moreover, Japanese courts take a similar stand on the pre-bankruptcy intervention (Takeuchi 1990).

197 The |aw was introduced under the direct influence of the U.S. bankruptcy law after the war. Large lend-
ers have aright to file the case (Article 30 Section 2) and thisright is not an empty threat. Between 1978
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They might also be cases of implicit foreclosure: the bank’ s officers simply could be taking
over the debtor firm as a carpetbagging army of occupation. They can manage the firm pre-
cisely because of the bank’s legal rights on default. Using itslegal rights to seize collateral
and call short-term notes, the bank can reshape the firm to its own advantage... Creditor vigi-

lance may masquerade as benevolence toward debtors in distress.

The fact that “rescue’ operations are usually passive in the sense that banks only
intervene when no other related parties take initiative, as pointed out by Shikano (1994,
pp. 229-230), is consistent with the de facto bankruptcy procedure story.

From the evidence and argument above, the conclusion seems rather ssmple: the
Japanese main bank does nothing special but making money with some monitoring and
expertise as U.S. banks do as discussed in Stiglitz (1985), no more and no Iessmn other
words, this alleged special feature of Japanese economy, the main bank, may not exist at
al.

and 1987, 39 reorganization plans with more than 10 billion yen liabilities were rectified by courts (Shimo-
jima 1990, pp. 512-513).

108 As Royama (1992) points out, if the main bank mechanism has efficiency advantage, the question is not
why it exists in Japan but why it does not exist in the United States. Anyway, Hall (1996) shows “even main
bank firms, which are thought to be the most shielded from short-run fluctuations, appear to respond simi-
larly to U.S. firms’ (p. 21) during periods of financial distress.
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Chapter 4. Group cross shareholdings

Before examining the actual shareholding pattern, | want to clarify some confu-
sion concerning the effect of cross shareholdings on the stock price and the alleged irra-
tionality of the Japanese stock market. Although it iswidely claimed that interlocking
shareholdings affect the stock price, a careful analysis shows that it should be neutral un-
der the perfect (equilibrium) market.EThe share interlocking is the same as the share
buy-back in its effect on the stock price. It is clear that the share buy-back is neutral for
the stock priceif bought at the current market price because it does not matter who buys
shares. The share interlocking can be considered the exchange of treasury stock. If ex-
changed at the market prices, it should not affect the stock prices. The value of exchanged
shares is not necessarily the same for both parties. The balance can be settled by cash
transfer.

In order to clarify the (no) effect of interlocking on the stock price, | will consider
concrete examples. Suppose there are two companies, A and B. Both companies are debt-
free. A’s net assets are 100 dollars and B’ s 300 dollars. Because we assume the market is
continually at an equilibrium, these net assets are the present value of the future cashflow
discounted at the relevant risk-adjusted capital cost. A’s outstanding shares are 100 and
B’s200. Then, A’s stock price, Pao, is 1 dollar per share and B’s, Pgo, 1.5 dollar per share.

Case 1: New issue without any cash transfer at the market prices.
Suppose A issues 30 shares to B and B issues 20 shares to A without any cash transaction
in order to get interlocked. Then, the new prices are the solutions of the following equa-
tions (balance sheets: the left side is assets and the right side equity):

100 + 20: Pg1 = 130: Pa; and 300 + 30: Pa; = 220 Pg;.

The answers are Pa1 = 1 and Pg1 = 1.5, which are the same as before interlocking.

Case 2: New issue with some cash transfer at the market prices.

1% The explanation here is owed to Kobayashi (1990).
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Suppose A issues 20 shares and B also 20 shares to exchange, and A pays 10 dollarsto B
to compensate the difference of the market value. Then, the relevant equations are:
90 + 20- Pg; = 120- Pa; and 300 + 20- Pa; = 220 Pg;.

The answers are again Pa; = 1 and Pg; = 1.5, which are the same as before interlocking.

Case 3: Acquiring shares from the stock market.
Suppose A buys 20 shares of B’s stock and B 40 shares of A’s stock from the market.
Then, the relevant equations are:

70 + 20- Pg1 = 100- Pa; and 260 + 40- Pa; = 200- Pg;.

The answers are Pa1 = 1 and Pg1 = 1.5, which are the same as before interlocking.

Case 4: New issue without any cash transfer at a non-market prices.
Suppose A issues 20 shares and B also 20 shares to exchange, but without any cash trans-
fer different from Case 2. Then, the relevant equations are:

100 + 20- Pg1 = 120: Pa; and 300 + 20- Paz = 220- Pg;.
The answers are Pa1 = 14/13 and Pg; = 19/13, which are not the same as before interl ock-
ing. However, not interlocking per se but asset transfer due to the unequal exchange
transforms the prices. Because the value of 20 shares of B’ stock is worth more than that
of A’sstock, A’s shareholders receive awindfall gain and B’s ones incur the loss. Please
note that the gain of A’soriginal shareholdersis 100/13 (1/13 per share), while the loss of
B’sonesisalso 100/13 ( 1/26 per share). Neither net gain nor loss emerges on the whole.
Stock option issued at lower than the market price should do the same thing. Interlocking
per seisnot aculprit for the price change as stock option priced at the market valueis
neutral for the stock priceE.I

K obayashi (1990) examines several variations more thoroughly and points out
that interlocking increases the total market value of the market, but not the stock price of
each company. For example, In Case 1, the market value increases by 60 dollars from 400

to 460 dollars. As mentioned above, the share interlocking is a variation of the share buy-

119 Because we assume the perfect market, no agency problem exists.
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back, which decreases the market value but not the stock price. Considering the strict
regulation of the share buy-back in Japan, interlocking can be regarded as a substitute in-
duced by the regulation.m-lowever, it is often claimed that there is one important differ-
ence: the share interlocking enables the management to exercise voting rights, while
voting rights are denied for treasury stocks.IEI
Another point worth mentioning is that interlocking increases the price to earning
ratio (PER) unless the dividend payout ratio is 100 percent. The formulato convert the

nominal PER to the adjusted PER (APER) id™]
1- (interlocking ratio)
1- (dividned payout ratio) [{linterlocking ratio)

APER =

[(PER.

For example, in Case 1, suppose the capital cost is 10 percent for both A and B,
dividend payment is zero and cash inflow equals earnings. Then, before interlocking, the
PERs are:

APER(A) = PER(A) = }/ 100701 =10 and APER(B) =PER(B) = 15/ 30010.1 = 10.
100 200
After interlocking, the nominal PERs are increased:
PER'(A) = J/ 1001 _ 5 g PER'(B) = 1.5/ 30000.1 _ g
130 220

But, the APERSs are the same as before interlocking:

APER'(A) = (1- —2) [13= 10 and APER'(B) = (1- -22) 11 = 10,
130 220

It iswell known that the PERS of Japanese companies are higher than those of U.S.
companies, and many claim it is a symptom of the inefficiency of the Japanese market.
However, if the Japanese market is efficient, the PERs of Japanese companies should be
higher than those of U.S. companies because the Japanese market is more interlocked

than the U.S. one. At least qualitatively, a higher PER isnot asign of inefficiency. If the

1 The recent revision of the Commercial Code has somewhat relaxed the regulation for treasury stock.
12 This claim assumes interlocking partners support the incumbent management unconditionally, which is
open to question.

113 See K obayashi (1990) for derivation.
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dividend payout and interlocking ratios are, say, 0.3 and 0.5 respectively, which figures
seem to be close to the actual figures in Japan, we have to multiply the nominal PER by
0.6 to obtain the APER.

Of course, interlocking may affect the price if the market is not perfect. It is not
surprising that the price falls when interlocked partners sell shares in the market because
itisrational to believe that interlocked partners have superior information than other in-
vestors and their selling strongly signals the price istoo high. However, if the market is
not perfect, anything can affect the price. Therefore, singling out interlocking, the effect
of which is essentially the same as the share buy-back widely practiced in the United
States, as a culprit of the aleged inefficiency of the Japanese stock market is unwarranted.

Funaoka (1990) actually estimates the APERs for about five hundred compa-
ni es@isted on the Tokyo Stock Exchange between 1966 and 1988. In 1988, the Nikkei
225 Index was over 30,000, while the figure is around 15,000 at the end of 1997, which is
close to the 1986 figure. Figure 7 shows the APER and PER for the sample and the PER
for the S& P 500 companies. Except for the 1988 figure, the Japanese APER is roughly
around ten and comparable to the U.S. PER. Moreover, if unrealized capital gain due to
land holding is taken into account, the 1988 Japanese fully adjusted PER is 12.3.@)nce
cross shareholdings and unrealized capital gain due to land holding are taken into account
in line with the market efficiency assumpti on,@he Japanese stock priceisnot high at all
compared to the U.S. stock price even in the “bubble” era. It istrue that the land price
then seems too high from today’ s point of view, but it is not directly related to the ques-
tion whether the stock market be efficient or not.E':unaoka (1990) aso traces the time

114 The sample is chosen from companies listed on the first tier of the Tokyo Stock Exchange ending their
fiscal year in March. The number of sample varies from 357 in 1975 to 653 in 1988.

15 However, Funaoka (1990, p. 55) warns this land holding adjusted figure may be wide of the mark.

18| do not claim this assumption is valid. Rather, my point is that the Japanese stock market is no less con-
sistent with the assumption than the U.S. market.

117 Although the alleged irrationality of the Japanese land price is not related to the stock market efficiency,
we should not be Monday quarterbacks in explaining the volatile land price. As Coase (1973, pp. 104-105)
points out, “the correctness of the decision cannot be determined by subsequent events. If a businessman
undertakes to do something which entails certain risks, he considers that the change of gain is worth the
risks he runs, and whether ultimately he succeeds or fails has no relevance to this preference.” Rational ex-
pectations do not mean expectations are always realized. However, we often forget this ssimple fact. For
example, Nishimura (1990) claims the land price up to 1985 is explainable by the fundamental value but the
price after 1986 is not because we would have to assume the rent in Tokyo should increase by 13 percent if
the price reflected the fundamental value. Many researchers use this example as a definitive piece of evi-
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series back to 1926 and finds that the PER was the yardstick for investment in the entire
period except for the turbulent years between the 1930s and the 1950s when the PER was
far lower, i.e., avery high risk premium was required, although it is often claimed that the
dividend yield was the yardstick before the War.mt is not a coincidence that the per cap-
itaincome recovered the prewar level in 1955 and the high risk premium was required for
these stagnant and lost twenty years until then.

There is another interesting aspect to interlocking: if the share interlocking is
widely practiced as in Japan, holding any particular share becomes essentially holding a
portfolio of the interlocked shar&s.lElsuppose n companies hold shares of one another as
well as outside investors do. In order to simplify the argument, | also assume that every

company finances its assets only with stock. Then, ith company’ s balance sheet becomes:

X+ ) S =5.
]Z:l i 2
X; : real assets of ith company.
r;; - jth company's shares held by ith company divided by s, .
s : total outstanding shares of ith company.
Then, x+Rs=s (1).

E]rll ) rin%
X' = (X, %, %,)- R :Q. . Q S =(s,S,. %)

nl

From (1),

dence for the land price “bubble.” Ex post, such a high estimate of the annual increase seems ridiculous. But
isit foolish ex ante? Citing the case of Y ataro Nishiyama, legendary president of Kawasaki Steel, who de-
cided to invest in a huge steel plant in the 1950s and was mocked by the then governor of BOJ saying such
a plant would soon be covered with weeds, Otani (1996, p. 230) argues:. “ Entrepreneurs such as Mr. Nishi-
yamawho have accomplished a great deal in the process of economic development as well as those who
failed in business are those who dared to do what most people considered absurd. Both those who predicted
that the plant would be covered with weeds and those who easily dismiss the 13 percent increase asirra-
tional do not understand the creativity of the capitalist economy at al.” (My translation)

18 Fynaoka (1990, p. 37) shows the correlation between the bank lending rate and the reciprocal of PER is
0.84, while that between the bank rate and the dividend yield is 0.16 between 1926 and 1933.

119 The relation between share interlocking and input-output analysis was first pointed out by Futatsugi
(1976) in Japanese and Ellerman (1991) in English independently. 1to and Hoshi (1992) try to capture the
cohesiveness of group by adjusting the degree of interlocking. But it is not clear why a 25 percent/25 per-
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x=(l -R)s,
s=(1 -R)™x.
Enl . rn_ln

J
Let(I-R)*'=M =. . .
T

Then, an increase of ith net real assets, Ax;, leads to an increase of share prices:

0 _
5°8 d™8
0-0 0- 0

- 0= aAx On. O

As MEBXID AXIEhLD.
0-0 0- 0
HoH  tmnO

Therefore, an increase (decrease) of net assets of one company leads to an increase (de-
crease) of all stock prices of interlocked companieﬁ.ﬁ|

Then, keeping the above theoretical and empirical clamsin mind, | describe afew
institutional characteristics of the Japanese stock market.

First, aswidely known, unlike the United States, banks are allowed to hold stocks
in Japan, though holding companies was not allowed until 1997.@5\ctually, Japanese
companies including financial institutions hold shares of each other extensively (Figures
8 and 9). However, the Anti-monopoly Act, which was introduced in the occupation era,
restricts a bank’ s shareholding of any company to a maximum of 5 percent (10 percent
until 1977) and an insurer’ s to a maximum of 10 percent.Erherefore, itisimpossible
for financial institutions to control non-financial companies through their own sharehol d-
ing. With the very limited access to securities business by banks, this holding regulation
makes the Japanese financial system more like the U.S. system than the German system

in which banks can and do hold controlling shares of non-financial companies.@ﬂ\ctu-

cent holding is more cohesive than a 50 percent/0 percent holding. Also, they seem to believe share inter-
locking increases the stock price.

1201f & company short sells shares of another company, the stock price of the former moves in the other di-
rection of that of the latter.

12 No bank holding company exists at the end of 1997.

122 Article 11, Section 1 of the Anti-monopoly Act. Aside from holding on trust accounts, exceptions were
rarely admitted before the 1997 revision.

12 However, it is an open question whether the shareholding alone is sufficient for control.
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ally the Japanese stock market is more substantial than continental European markets, and
closer to Anglo-American markets at least in terms of size.

Second, as briefly mentioned in Chapter 3, major life insurance companies are not
limited but mutual companies. Also, insurance policies are a popular means of investing
in Japan. Actually, Japanese stand out among rich nations in their partiality to life insur-
ance policies with about 4,000-dollar per capita premium in 1995.@I'herefore, those
mutual life insurance companies can be regarded as super large and diversified mutual
funds. For example, Meiji Life, aMitsubishi life insurance company, holds more than 1
percent of all publicly traded stocks. Nippon Life, the largest one, holds an average of 3
percent of every listed company’s stock,@nd is the largest shareholder of 94 companies,
the second largest of 104 companies, the third largest of 86 companies and one of the top
ten holders of 915 compani es.@llz percent of the entire stock isin the hands of those
insurance companies, and two largest independent insurers, Nippon Life and Daiichi Life,
hold about half of it in 1996.

Third, many subsidiaries and affiliated companies are listed in Japan. A company
isregarded as an affiliated company@f another company: holds 20 to 50 percent of the
stock of the former; and can exert materia influence through personnel, finance, technol-
ogy, transaction, etc. Unless the latter company shows evidence to the contrary, the
shareholding criterion mechanically appli es.@rherefore, unlike a subsidiary, the relation
with an affiliated company ranges from a de facto division to atotally independent entity
asadecision unit.@m so, the Commercial Code denies the voting right of a company for
another company if the latter holds more than 25 percent of the stock of the former.@:or
example, if A holds 30 percent of B’s stock, B losesits voting right on the holding of A’s
stock.

124 The Economist, September 12, 1997.

125 2,280 out of 2,291 companiesin 1996.

126 Nippon Life (1997).

127 Kanren-kaisha. Article 8, Section 4 of the MOF Ordinance on Financial Statements. This ordinance is
mandated by the Securities and Exchange Law, and does not belong to administrative guidance. | set aside a
related company, which is also used as atrandation for this category, for kankei-kaisha, another category.
128 This clauseis, of course, an outright copy of APB 18.

129 10 some cases, even the relation with subsidiaries, publicly held onesin particular, is fairly loose. See
Miwa (1996, p. 138-139) for the case of Toshiba and Toshiba Machine.

' Article 241, Section 3.
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What is going on in the Mitsubishi group? If there are concentrated cross share-
holdings among group companies, we should expect to find them in this group.ml'able 6
shows the stockholding of 25 publicly held Mitsubishi companies by major shareholders.
Meiji Life, aMitsubishi life insurance company, isthe largest holder with 5.0 percent.
The second largest holder is Mitsubishi Trust with 3.9 percent, the third Mitsubishi Bank
with 3.7 percent, Tokio Marine, Mitsubishi Heavy Industries, Nippon Life and Sumitomo
Life with more than 2 percent, and Mitsubishi Corporation, Asahi Glass, Daiichi Life,
Taiyo Life, Mitsui Trust, Toyo Trust, DKB and Employee Funds with more than 1 per-
cent. Moreover, these figures for non-Mitsubishi companies are underestimates due to
data avail ability; the shareholdings of these companies are counted only when they are
among top 20 shareholders. For example, Nippon Life shows up only in 16 out of 25
companies, although the world' s largest life insurance company holds all but 11 listed
companies in Japan.

On average, 25.7 percent of a Mitsubishi company’s stock is owned by other Mit-
subishi companies. As Table 7 shows, this amount is higher than in the 19605.Ebut of
25.7 percent, 15.7 percent are held by Mitsubishi financial institutions and 10.4 percent
by non-financia institutions. 25.7 percent is a substantial holding, but not sufficient to
control the management against their will as discussed below, even if group companies
behave unanimously, which does not seem an easy task. In general, no Mitsubishi com-
pany, either financial and non-financial, can exert much influence by its own sharehold-
ing alone. However, more than 20 percent of five companies stock are held by asingle
Mitsubishi company: Mitsubishi Plastics by Mitsubishi Chemical (51.5 percent), Mitsubi-
shi Cable by Mitsubishi Materials (29.2 percent), Mitsubishi Shindoh by Mitsubishi Ma-
terials (27.6 percent), Mitsubishi Motors by Mitsubishi Heavy Industries (27.0 percent)
and Mitsubishi Construction by Mitsubishi Materials (25.9 percent). Except for Mitsubi-
shi Motors, each largest shareholder not just has a close business tie with, but also sends a

president to its respective affiliated company (or subsidiary). We can say these affiliated

3! Thereis afamous phrase in Japanese: Soshiki no Mitsubishi, Mitsubishi the organization.

132 Because the membership is changing (for example, Mitsubishi Motors was incorporated in 1970), figures
in different years are not directly comparable. The data of Okazaki (1992) seem more stable than the datain
Table 7: 24.7 percent (financial 15.2 percent, non-financial 9.5 percent) in 1964, 26.5 percent (15.4 percent,
11.0 percent) in 1973 and 24.0 percent (15.2 percent, 8.7 percent) in 1987.
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companies belong to their respective largest shareholders’ kigyo gurupu, as Mazda be-
longs to the Ford group, rather than the Mitsubishi kigyo shudan. As for Mitsubishi Mo-
tors, considering the board compositi on@and the relative business scale of both
companies (roughly equal salesfigures), the relation seems more equal than vertical de-
spite the large shareholding which is due to the fact that Mitsubishi Motors used to be a
division of Mitsubishi Heavy Industries, but was incorporated in 1970 as ajoint venture
with Chrysler and listed in 1988. However, their rel ation@s much closer than, say, that
between Mitsubishi Corporation and Mitsubishi Bank.

As briefly mentioned above, isa20-odd percent shareholding enough to control
the company? Fortunately, atest case occurred afew years ago. East Japan Railway (JR
East) has 21.9 percent of the privately held stockELf JTB, Japan’s largest travel agent,
and the latter is classified as an affiliated company in the annual report of theformer.IEI
However, a proposal by Shoji Sumita,@hen chairman of JR East and a director of JTB,
publicly endorsed by the president of JR East in advance, to make JTB listed on the To-
kyo Stock Exchange at a board meeting was turned down by the internally promoted di-
rectors unanimously. The move of JR East was not supported by directors on the board of
JTB from other JR companies, although they used to form the same corporation until JR
companies were incorporated in 1987 as aresult of the reorganization of the now defunct
Japanese National Railways (JNR), and virtually all full-time directors of JR companies
used to be colleagues there. In particular, the then presi dents@)f the three largest com-
panies, JR East, JR Central and JR West, closely cooperated and masterminded the reor-
ganization of the JINR and still continue to cooperate extensively in various areas@f we

take account of the fact that railroad operation needs close cooperation among themm

133 There is no managing director exchange, while the president of Mitsubishi Motorsis on the board of
Mitsubishi Heavy Industries and the chairman of the latter on the board of the former.

3% For example, they share housing facilities for employees in Tokyo and other areas.

135 19 shareholdersin total in 1997. The six JR companies hold 37.5 percent in total.

138 However, JTB is not included as a member of the JR East kigyo gurupu in its brochure (East Japan
Railway 1997).

37 He has been arguably the most powerful vice-minister of transport since the war and now strongly advo-
cates the deregulation of Japanese economy.

138 The mass media calls them the Kokutetsu Kaikaku Sanningumi (JNR Reform Triumvirate).

139 All six current presidentsin tandem fiercely protest against the additional contribution to the repayment
of INR debt proposed by the government.

10 The rail network is integrated even after the dissolution of the INR.
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and managers spent most of their career as colleagues in the same organization, the JR
companies are expected to be at |east as close as ex-zaibatsu companies, which were bro-
ken up half acentury ago. Therefore the detached attitude of other JR companies to the
move of JR East casts doubt on the usually asserted claim that corporate group companies
with heterogeneous interests can make a concerted effort and exert a material influence
on management policies of amember company. The fact that the mass media was aso
very critical of the aleged high-handedness of JR East surely deter implementing any pol-
icy not agreed upon by the incumbent management in advance, although asking the affili-
ate company to get listed hardly seems to be an unreasonable requ&et.mThis caseIZI
shows the strong power of internally promoted directors, the lack of any material influ-
ence even over some affiliated companies by large shareholders, and the difficulty of co-
ordinating large shareholders even they are believed to be close.

The recent upheaval at Meitec is another telling case: the founder and then presi-
dent has been fired by hisfellow inside directors at a board meeting, though he was and
still isthe largest sharehol da.lErhis case again suggests that |ess than majority owner-
ship of stock alone cannot be relied upon to give effective voice in controlling a company
in Japan.

If amore than 20 percent share is not sufficient, abank’ s less than 5 percent share
issmaller still. For example, not only Sanwa Bank is the largest shareholder (4.9 percent)
of Toyo Trust, but also the trust bank was incorporated in 1959 partly based on Sanwa’'s
trust business due to the MOF s trust/city bank separation policy. Therefore, their relation
is expected to be closer than that between usual group members. However, in the recent
scandal briefly mentioned in Chapter 3, it has been revealed that Sanwa bankers misap-
propriated the confidential information of Toyo Trust through MOF offici als.ml'his

141 1n general, JTB gives no more information on their business to JR East than to other shareholders. The
management of the latter knows only what the former showsin the financial statements specified by the
Commercial Code. Because JTB is not listed on any stock exchange, the Securities and Exchange Law does
not apply and far less information is revealed publicly through the Commercial Code based statements.

142 | know this case personally because | was a deputy manager of Corporate Planning Headquarters at JR
East until 1995. Although this incident was made public, there should be many similar cases which have not
been made public.

143 Then he had 16 percent of the stock with indirect holding through his closely held company.

% Those officials were arrested and indicted.
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embarrassing incident raises questions about the alleged closeness of group members, fi-
nancial institutions in particular, and the importance of bank shareholdings.

Returning to cross shareholding among Mitsubishi companies, except the five
cases mentioned above, shareholdings by non-financial companies are rather limited. An
average combined share of 22 companiesis 10.4 percent and if we exclude those five af-
filiated companies, the figure would be lower still. Only Mitsubishi Corporation, Mitsu-
bishi Heavy Industries and Asahi Glass hold more than 1 percent on average.

On the other hand, each group financial institution holds more substantial shares
consistently, and an average combined share of four institutionsis 15.3 percent. Meiji
Lifeisthe largest shareholder, Mitsubishi Trust the second and Mitsubishi Bank, the al-
leged center of cross shareholdings, the third. More noteworthy but rarely pointed out is
the fact that non-Mitsubishi financial institutions hold more shares than Mitsubishi finan-
cia institutions with 18.5 percent on average, though these holdings are spread across a
large number of institutions. Moreover, this amount is an underestimate because of data
availability mentioned above. These data suggest cross shareholdings among Japanese
companies are not limited to group companies. Asfor financia institutions, they hold
shares of hon-group companies and companies whose main banks are different from them
extensively as well as those of their group companies and companies under the main bank
relation with them. As non-Mitsubishi financial institutions hold shares of Mitsubishi
companies, Mitsubishi financial institutions also hold shares of non-Mitsubishi compa-
nies. Mitsubishi Bank holds a more than 1 percent share of 463 out of 2,291 listed com-
panies, whileit isthe largest lender of 170 listed companies; Mitsubishi Trust holds a
more than 1 percent share of 570 listed companies, whileit isthe largest lender of only 30
listed companies.

The situation is not different as for non-financial companies. In order to confirm
this conjecture, let’ s examine the shareholding data of Mitsubishi Corporation and Mitsu-
bishi Heavy Industries, two of the so-called Mitsubishi Tri umvirate.EI

Because their shareholding is so extensive (Mitsubishi Corporation holds a more

than 1 percent share of 111 listed companies and Mitsubishi Heavy Industries 36), |

%5 The remaining oneiis, of course, Mitsubishi Bank.
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choose one specific industry in which each of them has a strong businesstie as well as
banking industry. First, Mitsubishi Corporation holds: 0.3 percent each of Teijin, a Sanwa
company, and Toray, a Mitsui company, 0.2 percent of Nisshinbo, a Fuji company, and
0.1 percent of Asahi Chemical, a DKB company, aswell as 0.5 percent of Mitsubishi
Rayon in textile industry; 1.7 percent of the Bank of Tokyo, 1.0 percent of DKB, 0.7 per-
cent each of Sanwa Bank and Toka Bank, 0.5 percent of Fuji Bank, 0.4 percent each of
Sumitomo Bank and Shizuoka Bank, 0.3 percent each of the IBJ, the Long-term Credit
Bank of Japan (LTCB) and the Bank of Y okohama, 0.2 percent each of Sakura Bank,
Sumitomo Trust and Hachijuni Bank as well as 1.4 percent of Mitsubishi Bank and 1.6
percent of Mitsubishi Trust. Second, Mitsubishi Heavy Industries holds: 3.0 percent of
Mitsui OSK Line, 2.3 percent of Tokai Kisenlmo\nd 1.6 percent of Navix Line, a Sanwa
company, as well as 4.6 percent of Nippon Y usen in shipping industryl"‘l'_z,-ll.B percent of
Hachijuni Bank, 1.1 percent of the IBJ, 0.7 percent each of the LTCB and Tokai Bank,
0.6 percent each of Yasuda Trust and the Bank of Y okohama, 0.3 percent each of Sakura
Bank and Sumitomo Bank as well as 3.0 percent of Mitsubishi Bank and 2.7 percent of
Mitsubishi Trust. These data show the group boundary does not matter much for share-
holdings even by the very core of group companies, though aweak concentration on
group companiesis seen.

All in all, the data show the shareholding of Japanese companiesis very well-
diversified. It is not an exaggeration to say that the shareholding of alarge Japanese com-
pany isakind of market portfolio aside from the holding of affiliated companies stock
by non-financial companies.

Then, why do Japanese companies hold shares of other companies? | believeitis
easier to tackle the question by classifying those companies into three categories, mutual
life insurance companies; other financial institutions; and non-financial companies.

As mentioned above, mutual life insurance companies unilaterally hold shares of
other companies and the magnitude of their shareholding stands out. Therefore, should

the shareholding be the decisive factor, it would be natural to single out mutual life insur-

146 1t does not belong to any group, but is said to be close to the IBJ.
147 Recently Mitsubishi Heavy Industries has taken over Showa Line, a Fuji company, despite little ties be-
fore.
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ance companies as the dominant power of Japanese economy.mbonsj dering the fact that
policy holders are their “owners,” we could claim Japanese economy is the ultimate peo-
ple's capitalism. However, in spite of the near obsession with the main bank control, re-
searchers usually consider life insurance companies as passive investors, i.e. large mutual
funds. | agree with the view that insurance companies are passive investors because there
IS no reason to believe otherwise.

However, if insurance companies are passive investors, why aren’t banks, city
banks in particular, in the same situation? City banks as a whole have smaller shares than
mutual life insurance companies. Also, in long-term lending, life insurance companies are
comparable to city banks. In addition, the position of city banks as controllers is weaker
than that of life insurance companies because, unlike mutual companies, substantial
shares of city banks are held by their alleged targets to be controlled, non-financial com-
panies. If life insurance companies are passive investors, there is no compelling reason
why banks should be seen to behave differently. After all, the reason why banks hold
stock seems rather simple. As Ramseyer (1993) points out eliminating the logically im-
possible reasons advocated by other scholars, banks buy stock to make money as other
investors do, but with superior publicly unavailable information through lending, because
they are legally allowed to hold stock in Japan. Indeed, stockholding was a profitable in-
vestment in Japan at least until the 1980s (Figure 10). Between 1971 and 1985, the Japa-
nese stock market outperformed the U.S. market by awide margin (Table 8).

Thelogic for the shareholding of non-financial companiesis the same. They hold
awell-diversified stock portfolio of companies with close or not so close businesstiesto
make money. If we consider aloan relation as one of many business relations, there is no
reason to single out the shareholding of banks as a device for monitoring unique to banks
at all. Perhaps banks monitor borrowers as intensively as other business partners do. Con-
sidering the generic nature of money and often highly specific nature of some business
relations, these non-financial business partners may monitor each other more intensively

than bankers can.lEI

148 K omiya (1989, p. 442).
19 Miwa (19914, p. 16).
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Besides, thereis an additional institutional reason why Japanese companies hold
shares on their own account. Retirement allowance has been more important than corpo-
rate pension in most Japanese companies, though the importance of the latter has been
increasing. Twenty-one Mitsubishi non-financial companies excluding Mitsubishi Corpo-
ration hold 735 billion yen in reserve as retirement allowance on their balance sheets,
while the total stated capital is 1,496 billion yen. Because of the tax regulation which lim-
its the maximum tax deductible amount,@nost companies only set aside 40 percent of
the amount needed for payment if all workers quit companies at will. Due to the nonlinear
pay scale, the amount based on this assumption would be an underestimate even if the
whole amount were reserved. Therefore, the amount on the balance sheetsis a substantial
underestimate compared to the actual amount needed. If the retirement allowance were
put outside the corporate balance sheet and administered independently, i.e., treated asa
pension fund, it would be natural for the fund to invest in the stock market. Indeed, diver-
sified portfolios of stockholdings by Japanese non-financial companies are not dissimilar
to the pension fund accounts of U.S. compani e's.EI

It iswidely believed and asserted that Japanese companies hold each other’ s stock
as antel kabunushi, friendly shareholders, to protect the incumbent managers. Some argue
this practice contributes to the stable long-term oriented management (Ito 1993), while
some claim the practice enables the management to take advantage of “ordinary” share-
holders and to build corporate empires (Okumura 1984). | examine the latter “ exploita-
tion” theory first. Because no oneisforced to buy stock and the stock market is the most
liquid of all markets, shareholders dissatisfied with the management can exit,@.e., sell
their shares any time they want. The Wall Street Rule works nowhere better than stock
markets.E*Even if the company isinefficiently managed, investors do not suffer because
the price of the company already reflects poor management. Moreover, as shown above,
those who invest in publicly traded stock have been handsomely rewarded in Japan most

of the time since the war. The “exploitation” view does not hold water.

130 Article 55 of the Corporate Tax Law.
5! Odagiri (19924, p. 28).

152 See Hirschman (1970).

153 Easterbrook and Fischel (1991, p. 83).
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Then, does friendly shareholders protect the management to pursue along-term
goal? It is not clear what along-term goal means, but if it means profit maximization, the
management does not need any protection, because no one makes money to take over ef-
ficiently run companies by kicking out the incumbent management. Also even friendly
shareholders do not have any incentive to protect the incompetent management from po-
tential acqui rers.ﬁéo despite dl nice talk, such athing as afriendly shareholder isun-
likely to exist if everyoneisrational and wants to make more money. Y es, these two
conditions, rationality and exclusive monetary concern, are crucia. However, there are
lots of strange people in the real world. Also, because of time inconsistency, green mail-
ers can make money as terrorists can. Furthermore, because minority shareholders with a
more than 25 percent share could require cumulative voting until 1974,E’t IS not unrea-
sonable for the management to believe subjectively the high possibility of disruption by
idiots and villains, whether imaginary or real, at least until then. The fact that the share-
holding by non-financial companies reached the peak (27.5 percent) in 1973 and has been
declining (23.8 percent in 1996) since then supports this conj ecture.E,n the rea world,
friendly shareholding is consistent with profit maximization. But what friendly share-
holders are expected to do is to behave rationally to make money. It does not make eco-
nomic sense to churn a portfolio. On the other hand, buying shares at a discount in case of
new issues, which are allegedly used to strengthen the friendly shareholding relation, is
not abad deal for business partners. Also, business partners free from irrational disrup-
tion are beneficial to friendly shareholders including banks. Seemingly stable cross share-
holdings do not need any reason other than profit seeki ng.EI

If we see the time series data more closely, we can explain the institutionalization
of shareholdings without recourse to Japanese uniqueness. Until the early 1960s, when
main banks were alleged to have substantial power, individual shareholdings (including
mutual funds) exceeded 50 percent of the total holding and this percentage did not decline
between 1956 and 1963 (Figure 8). “Hello securities companies, good bye banks’ was a

154 Ramseyer (1993, p. 2009).

155 Article 256-4 of the Commercial Code before the 1974 revision.

156 The data on institutional shareholdings are from National Conference of Stock Exchanges (1997).
157 Ramseyer (1993, p. 2013).
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commonly heard phrase then. However, as Figure 10 shows, Japanese investors experi-
enced the “burst of bubble” in the early 1960s. After the Nikke 225@eached 1,549in
1961, stock prices stagnated and then dropped to 1,203 in 1965, when Y amaichi Securi-
ties almost went bankrupt.@rhe Nikkei 225 could not recover to the 1961 peak price
until 1968 (Figure 10). In these dark days, both financial institutions and non-financial
companies increased their shareholding in order to mitigate the selling pressure from in-
dividual investors and the collapse of the mutual fund market. Household financial flow
data confirm the dramatic change of household behavior (Figure 11). It is clear that after
1965, individual investors turned away from the stock market and went back to bank de-
posits. Since then, the institutionalization of shareholdings continued until the early 1980s.
However, thisincrease of institutional holding makes economic sense. As Black
(1977) points out, individual investors are in general gamblers. If their aim were to make
money, it would make little sense to hold a small amount of individual shares directly.
Japanese investors seemed to learn the hard lesson in the 1960s. They can and do hold
sharesindirectly through not just life insurance premiums but also bank deposits. Because
banks are allowed to hold shares on their own accounts as well as on trust accounts, they
have a strong incentive to hold a diversified portfolio to make money. In a sense, they are
forced to hold a portfolio because they have to pay competitive interests for deposits un-
der the legal scheme in which all banks are allowed to hold shares. In spite of the decline
of shareholdings by non-financial companies and the stable holding by life and property
insurers, banks increased their holding until the early 1990s (Figure 9). Thisincreaseis
not consistent with the claim that banks' shareholding is related to the control of non-
financial companies because it is a consensus that the main bank control has been weak-
ened since the 1970s. The significant increase in the mid-1980s al so reflects the increase
of shareholdings on trust accounts due to the advantageous tax rule change. The red
owners of those accounts are mainly cash rich non-financial companies and they are most

likely to set up accounts for making money.

158 Annual average.

9 However, the Bank of Japan rescued the company under the strong leadership of Kakuei Tanaka, then
finance minister. In the same year, the regulation of securities business was strengthened with the revision
of the Securities and Exchange Law.
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Finally, friendly shareholders are not uniquely Japanese. Scholes (1991, pp. 812-
813) describes the similar situation in the United States:

By encouraging fund managers to invest in common stock, corporate managers placed ma-
ny sharesin ‘friendly’ hands, reducing the probability that outside shareholders could garner
enough votes in proxy contests to restrain managerial actions. In recent years, the active
funds voicing concern over managerial actions have been the noncorporate pension funds
(e.g., State pension funds), whose mangers are not worried about |osing pension fund assets

if they are too critical of corporate management policies.
Japanese companies buy stock because they want to make money. What they ex-

pect friendly shareholders to do is not to do special favors but just to behave rationally,

i.e., to make as much money as possible for themselves.
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Chapter 5. Top management

Under the Japanese Commercia Code and its subsidiary laws, the company has
two types of top management posts: directors and auditors.@l'he former are equivalent
to the U.S. counterparts, but alittle explanation is needed for the role and status of the
latter. First, they are different from outside accounting auditors whose audit is required
for large compani es@and are basically expected to monitor the directors independently.
In order to enhance their independence, at least one of them must be an outsider, that is,
not internally promoted person. However, their actual power islimited and, with very few
exceptions, their job does not go beyond honorable advisors if they have full-time jobs
outsi de.@n the case of full-time auditors, they are akind of second-tier directorsin
charge of internal audit, whether they are internally promoted or not. It is not an exag-
geration to claim auditors report to the board of directors, the president in particular, as
subordinates.

| should point out the role of labor union in corporate management before examin-
ing therole of directorsin detail. Unlike the German Mitbestimmung system, no formal
participation of labor into management is designated in Japan. Instead, union members
are not allowed to become either director or auditor because the appointment is consid-
ered interference with union activities.@‘herefore, Japanese auditors are completely dif-
ferent from and far less important than the German Aufsichtsrat, in which the law
requires union membersto be included. It may be true that the post-1960s relations be-
tween the management and labor in Japan have been more cordia than in the United
States.ﬁéut, the power of Japanese labor unionsis limited compared to the German
counterparts, and quite naturally, Japanese labor |eaders are eager to introduce the Ger-

man Mitbestimmung.

180 Articles 254 through 280 of the Commercial Code, and Law for Special Exceptions to the Commercial
Code concerning Audit, etc. of Kabushiki-kaisha.

181 What is“large” is somewhat complicated, but virtually all listed companies are legally regarded as large
for this purpose. See the aforementioned subsidiary law for detail.

182 Therefore, they are not unlike part-time directors mentioned later.

183 Article 2 of Labor Union Law.
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Directors can legally be given arepresenting right with the approval of the
board.EI'his right enables a holder to act as a representative of the company such as
signing alegally enforceable loan contract by himself. The president is aways arepre-
senting director. So is the chairman in most casesif the post exists. Chairmen are most
often former presi dents.@f both have representing rights, it is difficult to judge who is
the No. 1 of the company. Actual power balance is highly dependent on the specific situa-
tion of each company, but chairmen are not usually involved in day-to-day operations and
are expected to behave as elderly statesmen in zaikai .@:{eti red chairmen and presidents
are often given honorary posts called sodanyaku,@and sometimes they continue to be
di rectors@nd maintain substantial power, which is heavily dependent on their perform-
ance as presidents. Although thislong relay process has been criticized as gerontocracy in
Japan, it makes economic sense because this process substantially mitigates top execu-
tives' opportunism. As recent scandals at banks and brokerage houses show, top execu-
tives cannot enjoy this enviable post-retirement elderly statesman life once pre-retirement
misbehavior (fraud may be an appropriate expression in the recent cases) is detected. Poor
performance during or just after presidency may sufficiently damage the post-retirement
life of the president on both pecuniary and non-pecuniary terms so that one has a strong
incentive to choose one’' s actionsin the long-term interest of the company. The same kind
of relay processin U.S. companiesis also documented by Vancil (1987) and others. Con-
sidering the smaller rewardsin presidency and larger ones after retirement in Japan, the
process should have more disciplinary power in Japan than in the United States. More-

over, seemingly smaller salaries may be simply due to delayed payment to Japanese

164 Until the late 1970s, the number of lost working days due to labor disputes in Japan was more than hun-
dred times as high as today. | enjoyed extra holidays in spring due to public transportation strike when | was
a high school student in the 1970s.

185 Article 261 of the Commercial Code.

186 The post has become more and more widespread partly because former presidents want to retain power
after stepping down from presidency. In 1930, only four out of 158 (2.5 percent) largest companies adopted
the separate president /chairman structure; then 22.0 percent in 1954, 48.5 percent in 1974 and 64.2 percent
in 1991 (Morikawa 1993, p. 206). Presidency to chairmanship is an irreversible process except in unusual
circumstances such as a sudden death of the president.

167 Japanese big business community. President of Keidanren is considered the highest, though essentially
honorary, position. The incumbent is Takashi Imai, chairman of Nippon Steel.

168 Seniior executive advisor may be a close tranglation.

189 Even some retain representing rights.



presidents. Also, on-the-job consumption is expected to be higher in Japan than in the
United States because the Japanese marginal personal income tax rate is higher than the
U.S. rate.

Among 26 Mitsubishi companies, 21 presidents are internally promoteohl—o-land
five from other Mitsubishi companies closely connected in business relati ons,mhough
none is from Mitsubishi financial institutions (Table 9). Out of 22 presidents of non-
financial companies, 11 are engineers and seven have law degrees. Unlike U.S. compa:
nies, those in charge of finance are considered more experts than contenders who aspire
to become presidents. Twenty-two companies have the post of chairman, all of whom
have representing rights, and 19 are internally promoted and 3 are from other Mitsubishi
companies.@gai n there is no chairman from group financial institutions.

Some companies give representing rights to other directors. In this case, they are
given more weight than non-representing ones, but are not considered equal with presi-
dents and chairmen. Actually, the president and/or possibly the chairman have the full
control of the board and they designate who are directors and who have representing
rights, not vice versa.

In Japanese companies, almost all directors are full-time executives and they are
informally called jokin torishi mariyaku.IEbn the other hand, outside directors who have
full-time jobs outside are called hi-jokin torishi mariyaku.E‘Because thisdistinctionis
not legal, many studies blur the different nature of the jobs. Take a concrete example.
Among 26 Mitsubishi companies, there are 741 directors (29 per company), of which 669
or 90 percent are internally promoted (Table 10). Among 741 directors, 715 are full-time
directors and 669 of them or 94 percent are internally promoted (Table 11). On the other
hand, only 26 (just one per company) are part-time ones (Table 12). Among the latter,

seven are from Mitsubishi Corporation, five from Mitsubishi Bank, 13 from other Mitsu-

10| define internally promoted directors as those who spent the most of their careers up to that post in the
respective companies. |n the Japanese business jargon, those internally promoted are often called proper.
1 The presidents of Mitsubishi Construction, Mitsubishi Shindoh and Mitsubishi Cable are from Mitsubi-
shi Materials (al three are affiliated companies of the latter), Mitsubishi Plastics from Mitsubishi Chemical
(the parent company), and Mitsubishi Kakoki from Mitsubishi Heavy Industries (the largest shareholder).
172 The chairmen of Mitsubishi Plastics from Mitsubishi Chemical, Mitsubishi Shindoh and Mitsubishi Ca-
ble from Mitsubishi Materials.

13 Fyll-time directors.
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bishi group companies and one (American) from Shell. They are usually themselves
presidents or chairmen and expected to advise from broader perspectives. However, be-
cause they are busy on the management of their companies, they even miss the board
meeting frequently. The part-time directorship signifies more courteous relation among
them than any substantial business commitment.l'f-I
Apart from the president and chairman, the full-time directors usually consist of
vice-presidents, senior managing directors, managing directors and (plain) di rectors.@l\
great divide exists between managing directors and (plain) directors. Asthe number of
directors per company shows implicitly, being a director does not mean one belongs to
the top management. For example, Mitsubishi Bank has 67 directors (al full-time
ones)!Ehow can they manage a meaningful meeting with so many people on the table?
Actualy, the real decision making body in alarge company is the managing directors
meeti nd@/vhi ch consists of managing directors and up. Although the board of directors
is legally the supreme decision making body, it is actually a rubber stamp just to codify

174 pPart-time directors.

17 Nissan Life, which was said to belong to the Nissan/Hitachi group, went bankrupt recently. One of Nis-
san Motors’ directors was on the board of Nissan Life as a part-time director. But the president of the auto
maker vehemently refused a request by the MOF to rescue the life insurance company, declaring a part-time
director has one thousandth as much responsihilities as a full-time one has. The president of Hitachi also
refused to help. Jiro Ushio, outspoken president of Keizai Doyukai, one of the top zaikai organizations, was
reported to comment that the group may consult how much to contribute to Expos but there is no reason to
help ailing companies simply because of the group affiliation. This case also shows the MOF or any gov-
ernmental body cannot exert much influence over the business corporation without explicit legal sanctions.
Japanese companies, financial institutionsin particular, abide by notorious administrative guidance only
because those pieces of guidance are backed by specific legal regulations. Administrative guidance is not an
arbitrary whim but rather the administrative interpretation of often obscure legal letters in most cases.
Therefore, the MITI’ s power cannot be substantial because it has very little legal backing unlike the MOF
(See Miwa 1996, ch. 9 for the case of the steel industry). Countless anecdotes notwithstanding, the fact that
retired MITI officials are rarely offered top positions by leading Japanese companies indirectly supports my
conjecture. There is also atelling example concerning Mitsubishi Corporation. Makoto Kuroda, a renowned
tough negotiator asthe MITI’ s vice-minister for international affairs, had been hired as a (plain) director
with much fanfare by the trading company, and promoted to higher positions, but was soon forced to retire,
i.e, fired. If the MITI were as powerful as pundits claim, atrading company could not have fired aretired
top official so ruthlessly.

176 They are called hira-tori. Hira means plain or mere, and tori is an abbreviation of torishimariyaku, di-
rector. The label has a dightly contemptuous connotation.

Y Thisis partly due to the merger with the Bank of Tokyo. Mitsubishi Corporation’s board is the second
largest with 47 directors including one American. Other leading city banks have roughly 40 directors.

178 The nomenclature is different anong companies and some companies have an even more selective body
because there are too many managing directors.
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real decisions by the managing directors meeting in large Japanese compani&e.Ehow-
ever, in emergency the supreme nature of the board meeting is again restored. Because
(the majority of) the board has the exclusive right to give and take a representing right,
quite afew presidents are unexpectedly deprived of their rights and forced to retire by
thelr junior colleagues at supposedly routine meetings (See Chapter 4 for the case of
Meitec).

Often the managing directors meeting seems a mere ceremony because a manag-
ing director and his staff in charge of a particular agenda consult the presi dent@and
other full-time board members related to the agendain advance, and without their ap-
proval that agendais not presented to the meeting. If that agenda has been already ap-
proved by the president and related directors, who would dare to oppose it? However, this
ceremonia nature does not mean the managing directors’ meeting is useless. Related par-
ties have to negotiate the agenda before presenting it to the meeting in the shadow of
what would be the consensus if the matter were directly presented to the meeting.

Virtualy all (plain) directors are assigned the positions of general managers (em-
ployee positions) and are more like division managers than top executives. The nominal
nature of being a (plain) director is even acknowledged by the Corporate Tax Law. Al-
though the bonus payment to directorsis a distribution of profit in principl e,@he pay-
ment to (plain) directors with employee positions can be expensed as an exception.@n
order to satisfy the dream of Japanese sal arymen@o become a board member, presi-
dents have been overissueing nominal posts for years and even the tax authorities cooper-
atethis maneuver.E|

Because of the importance of the managing directors meeting, | want to investi-
gate into the composition of managing directors in detail. Twenty-six Mitsubishi compa-

nies have 357 managing directors and up (14 per company), which are about half the full-

" There was an attempt to legalize the managing director’s meeting but it has not materialized so far.

180 Also the chairman is consulted in some cases.

181 Article 35, Section 1. The bonus payment to employeesis tax deductible as salaries.

182 Article 35, Section 5.

183 Male white-collar workers.

184 The number of directors was limited even at large companies before the war. Ten directors at one com-
pany were considered quite numerous. Even in the 1950s, more than 20 directors were very rare (Morikawa
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time directors (Table 13). Among them, 327 or 92 percent are internally promoted and 30
are from other companies: eight from Mitsubishi Materials, seven from the government,
four each from Mitsubishi Bank and Mitsubishi Chemical,@hree each from Mitsubishi
Heavy Industries and non-Mitsubishi companies and one from Mitsubishi Trust.

Apart from non-financial managers being assigned to closely related compa-
ni es,@he top management at Mitsubishi companies amost exclusively consists of in-
ternally promoted professional managers.@‘here IS no evidence of the bank control. A
small number of former bank managers seem to be on the boards of non-financial compa-
nies because of their expertise, which can be seen from the fact that they are usually in
charge of finance and accounting and not regarded as contenders for top jobs.ﬁI

Also retired bureaucrats seem to be hired because of their expertise@nd no one
is given atop position. Moreover, they are not given any preferential treatment compared
to internally promoted top executivesin the sense that at least one of internally promoted
ones of the same college graduation yearmbccupi es a position senior to retired bureau-
crats . It is often claimed that the MOF and the Bank of Japan have huge discretionary
power over financial institutions. However, there is no retired MOF bureaucrat and only
one retired central banker on the board of Mitsubishi Bank, who happens to be there be-
cause of the merger with the smaller Bank of Tokyo.m\lo retired official ison other
Mitsubishi financial institutions. Actually, neither other top five city nor trust banks, that

1993, p. 205). Americans are not immune from post inflation. Every bank officer nowadaysisavice-
president.

185 All four are at Mitsubishi Plastics, a subsidiary.

188 Mitsubishi Construction, the youngest company incorporated from scratch in 1960, is the least “inde-
pendent” in the composition of managing directors with nine out of 13 from outside. Although the company
seems to be under some control of Mitsubishi Materials, which holds 26 percent of the stock, the claim that
the company is controlled by the group as awhole is not supported because two are from Taisei Corpora-
tion, a Fuji company, and three are retired governmental civil engineers.

187 Because Mitsubishi Motors was separated from Mitsubishi Heavy Industriesin 1970 and almost all cur-
rent directors joined the latter before that year, we could claim they are sent by the latter to the former.
However, | classify adirector asinternally promoted if one was a middle manager or new recruit and
changed one' s effiliation around the inception of the company.

188 |1 Japanese companies unlike U.S. ones, personnel managers are considered more powerful and impor-
tant than financial managers.

189 Or adelayed payment from rent earned through regulation. See Ramseyer and Rosenbluth (1993) for the
analysis of Japanese politics from rational choice theoretical perspectives.

10 The year of graduation from college is as significant at Japanese large companies asit is at the U.S. army.
911 case of Makoto Usami, aformer Mitsubishi banker and Keio graduate, who became governor of the
Bank of Japan in the 1960s, the process was reversed.
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is, other five kigyo shudan’ s banks, have any retired MOF bureaucrat or central banker on
their boards.

Are Japanese bureaucrats too shy to take advantage of their influential positions?
Where do they go after relatively early retirement from bureaucracy? They usualy find a
job at less prestigious and smaller banks.@mling banks seem to believe it expedient to
employ retired officials.@ﬁdso, guasi-governmental institutions are places to go: five out
of nine directors of Japan Development Bank (JDB) ,@ncl uding two from the MOF (one
isthe president) and one from the Bank of Japan (the only vice-president), all graduated
from the Faculty of Law of Tokyo University; four out of seven directors of Japan Ex-
port-Import Bank, including two from the MOF (one is the president) and one from the
Bank of Japan (the only vice-president), again all graduated from the same faculty of the
same university. Because the governmental shareholding of leading companies is much
rarer in Japan than in continental European countries, it is difficult for bureaucrats to head
aleading company after retirement. The situation in Japan@s different from pantou-
flage in France, where top posts of leading companies are often occupied by ex-
bureaucrats, most likely, énarques.@&mong top 50 publicly held manufacturing compa-
niesin Japan,ﬁé)nly one president is aformer bureaucrat (aformer vice-minister for Fi-

nance), while 47 are internally promoted and two are from closely related companies

192 The president of the Bank of Y okohama is a former vice-minister of finance, the most powerful and
prestigious position in bureaucracy. This fact suggests the real beneficiaries of the strict MOF regulations
are not leading banks but smaller ones. This situation seems close to the U.S. banking world where regional
small bankers are politically very influential. Considering the populist tendency common in both countries,
this similarity is not surprising.

193 The only major bank headed by a former bureaucrat is the half-bankrupt Nippon Credit Bank. However,
Hiroshi Kubota, former director general of the MOF's Banking Bureau and chairman of the bank, was re-
ported to have declined a bonus payment and even to have reduce his monthly salaries while he was the
president. The current president is aformer central banker.

194 Some researchers argue JDB has played a significant role to signal the creditworthiness of a borrower
through its lending and let other banks follow its lead (Horiuchi and Zui 1994). This claim isa variation of
the Japan, Inc. view in the sense that it claims bureaucrats can consistently outmaneuver the market. How-
ever, Beason and Weinstein (1996) and El-Agraa (1997) show there is negative correlation between growth
rates and targeted industries by industrial policiesincluding JDB lending. The most targeted industry in
terms of JDB lending is mining, which, mostly coal mining, has been euthanized since the 1960s due to
substitution for imported oil. Isn’'t isatypical capture by vested interests? Anyway, JDB has been criticized
as redundant for years and will be abolished soon.

1951t is called amakudari, parachuting from above.

1% Graduates of Ecole Nationale d’ Administration.

97 The data are based on 1997 consolidated sales and NTT isincluded (Toyo Keizai Shimpo-sha 1997a).
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(also the largest shareholders) ,Eand accordingly no company is headed by a banker. The
only company under the presidency of an ex-bureaucrat is Japan Tobacco (JT), arecently
privatized state monopoly,@\nd the government still holds 67 percent of the stock.

From personnel data, we can conclude that Mitsubishi companies are independent
entities or decision units, and no government control or bank control is substantiated.

There are some data for international comparison. According to Cosh and Hughes
(1987), among the U.S. sample consisting of 27 Fortune 100 industrial companiesin
1981, 23 CEOs (85 percent) had spent more than two thirds of their career with the com-
pany they led. The average years with the company was 29 years, and the average age 58.

Vancil (1987) has awider pool, 227 companies, from Fortune 500 industrial and
500 service companies in 1984. Of the CEOs holding office in 1972, more than 50 per-
cent had spend at least 21 years with the company before becoming CEO. The average
length of years with the company before appointment was 19 years and the average age of
appointment was 51 years old. Of 211 CEOs holding office in 1984, 43 percent of them
had spend at |east 20 years and the average age of appointment was again 51 years old.
But the average length of years with the company is not reported.

The most comprehensive comparison, however, is conducted by Kato and Rockel
(1992), who use the Business Week surve@or the U.S. data. With the sample of 599
Japanese and 506 U.S. companies, the average years with the company before appoint-
ment were 22 years for Japanese presidents and 18 years for U.S. CEOs. These data show

U.S. CEOs arein genera “company men”mas Japanese presidents are, and cast doubt on

1% The president of Mazda s from Ford (British until 1997 and now American) and that of Fuji Heavy In-
dustries from Nissan.

9 JT is till the only domestic manufacturer sanctioned by the JT law. Considering the high tobacco tax,
the company is still atax collecting institution rather than business organization as it was before privatiza-
tion.

2% Business Week, October 23, 1987.

201 Actually, virtually all CEOsin the U.S. are not only men but white. According to Cosh and Hughes
(1987), the typical U.S. giant company board consisted of 5 male executives, 9 male outsiders and only 1
female outsider in 1981. On the other hand, the typical U.K. board consisted of men only. In the Business
Week survey, there was no black CEO and only two out of 1000 CEOs were women. One was a daughter of
the late owner and the other seemed to share power with her husband.
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the existence of the alleged CEO market in the United States.@t least it islikely that
the market isfar from aliquid one.

Overal, we can conclude the typical Japanese president and U.S. CEO are more
alike than usualy believed. Professional managers prevail in modern large companiesin

both Japan and the United States. This tendency will be discussed in detail in Chapter 8.

202 K urtz et al. (1989) show other interesting characteristics concerning CEOs. Their sample consists of 243
CEOs from the 800 largest industrial and service U.S. companies. First, 64 percent of them were from up-
per-middle or higher social classes, while only 14 percent of all Americans were in these categories. Second,
33 percent of them were Episcopalian or Presbyterian (another 16 percent of them simply claimed to be
Protestant, which surely includes Episcopalian and Presbyterian.), while these denominations only repre-
sented 2 percent of all Americans. On the other hand, only 3 percent claimed to be Baptist, while 11 percent
of Americans did. The religious data confirm the social class data because the former denominations are
regarded as the ones for rich people and the latter predominates in lower social classes. Third, 90 percent
were taller than 510" and 60 percent were taller than 6'0", while the average height of male Americans was
5'9". Moreover, the median age of CEOs was 58 years old, and the average height of American malesin the
55-64 years old cohort, which covered two thirds of CEOs, was only 5'8". How can we interpret these data?
Are managerial abilities positively related to age, height and/or family background? The relative homogene-
ity of the CEO family background implies that even the appointment of outsidersto CEOsis not through the
CEO market, but through the Old Boy network (“Girls’ seem to be excluded.). Asfor height, it is plausible
that Americans are partial to height and tall guys have a competitive edge in business aswell asin politics.
Of course, we can claim being tall is a part of higher managerial abilities.
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Chapter 6. Group transactions

It is often said that group companies transact with each other exclusively or on
favorable terms and non-group companies, foreign ones in particular, are unfairly ex-
cluded from business. Apart from countless anecdotes,@lakatani (1984), often cited by
proponents of the view, claims to show that group companies insure each other because
they grow at alower rate than non-group independent companies. However, a careful rep-
lication by Odagiri (1992a, pp. 192-194) does not support the claim. There is no marked
difference between group companies and independent companies in sales, assets, profit
and profit variability. Even such main bank/corporate group view advocates as I1to and
Hoshi (1992) do not find any economically significant difference. At least among Japa-
nese scholars, this mutual insurance hypothesis seems to have been abandoned.

Before concluding, | want to show actual intra-group transaction data in some de-
tail. The FTC (1994) offers us the most comprehensive data@rhe FTC started to collect
datain 1977 and the overall picture has not change much since then, though group cohe-
siveness has been decreasing gradually. Therefore, what | present hereis not limited to
group transactions today. | focus on the Mitsubishi group, which happens to be the most
group-oriented among six groups according to the data@i r<t, the ratio of theintra
group salesto total sales was 14.2 percent consisting of a 12.1 percent transaction related
to Mitsubishi Corporation and a 2.1 transaction not related to Mitsubishi Corporation On
the other hand, the ratio of intra-group purchase to total purchase was 16.9 percent con-

sisting of a 14.9 percent transaction related to Mitsubishi Corporation and a 2.0 percent

203 One of the clichés is that only Kirin beer is offered at parties and ceremonies held by Mitsubishi group
companies, though it is not clear how helpful this behavior isto Kirin Brewery with one trillion yen annual
sales. However, | suspect this group-oriented behavior is possible only if it is marginal to their business, e.g.,
which beer to choose for parties. For example, Mitsubishi Corporation and Mitsubishi Heavy Industries use
mainly IBM computers, though Mitsubishi Electric is a major manufacturer of computers and its president
is on the board of Mitsubishi Corporation. Moreover, Mitsubishi Heavy Industries maintains extensive
business ties with Asahi Brewery, Kirin's arch-rival, while Kirin maintains similar ties with Sumitomo
Metal. The same kind of result is shown in FTC (1994) concerning the private branch exchange (PBX) sys-
tem.

2% This report is based on 1993 data. The figures also include non-listed companies. The FTC started to
collect data from 1977 and the overall picture has not change much since then.

%5 |10 any measure, not surprisingly, the ex-zaibatsu groups are more cohesive than the bank-centered
groups.
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transaction not related to Mitsubishi Corporation As expected, most transactions among
group companies involve the trading company. It would be strange if companies in differ-
ent industries buy and sell many of their products with on another , simply because they
belong to the same group. Some argue the relative weight of transactions between Mitsu-
bishi Corporation and other group companiesis evidence of group favoritism beyond
economic reason. Let’slook at the datain detail. According to my estimate based on the
FTC data, Mitsubishi Corporation’s sales to group companies were 0.9 trillion yen or 6.3
percent of itstotal sales, and the sales of 21 non-financial group companies to Mitsubishi
Corporation were 2.7 trillion or 17.7 percent of their total &ales.ml'he sales of Mitsubi-
shi Corporation is 13.5 trillion yen, which were roughly equal to the combine sales of
other 21 non-financial group companies (15.7 trillion yen). Not only Mitsubishi Corpora-
tion but any other large trading companies stand out in their salesfigures,ﬁi)ecausetheir
transactions are recorded in a gross amount. It means when they intermediate the transac-
tion between a seller and a buyer, they record not the amount of commission but both
“sales’ and “purchase” amount as if they bought and sold the product. In any sense, 6.3
percent is not a figure that supports the “dependence”’ on group transactions from Mitsu-
bishi Corporation’s point of view. 17.7 percent is a more substantial figure but it is still
too small to claim the dependence on Mitsubishi Corporation from group companies
point of view.

Although most studies, including the FTC report, focus on group transactions and
no comprehensive figures are availabl e,@ran&acti ons between group companies and
non-group trading companies are also substantial. For example, in 1996, Mitsubishi
Heavy Industries is one of Sumitomo Corporation’ top five customers and borrows 28.2
billion yen on account payable, which is nearly equal to 28.4 billion yen borrowing from
Mitsubishi Corporation and slightly less than a 33.2 billion yen short-term loan from Mit-
subishi Bank; Mitsubishi Rayon sells 7 percent of its products to C. Itoh, a DKB company,

5 percent to Marubeni, a Fuji company, as compared to 9 percent to Mitsubishi Corpora-

2% The simple sum of sales figures of 21 companies.

27 The sales of top five trading companies including Mitsubishi Corporation exceed 10 trillion yen.

28 Toyo Keizai Shimpo-sha (1996¢) includes the data on top five customers of each listed company, though
not compl ete.
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tion; Mitsubishi Corporation has set up Japan Kentucky Fried Chicken with PepsiCo,
now one of the top five restaurant chainsin Japan,@nd has substantial shareholdingsin
several bottling companies of Coca Cola, which has alion’s share of the Japanese soft
drink market, though Kirin Brewery, a Mitsubishi company, has a soft drink division
(Kirin Beverage) far behind Japan Coca Colamklso, Mitsubishi Estate uses not just
Mitsubishi Construction but also such non-Mitsubishi contractors as Taisei, Shimizu,
Obayashi and Takenaka, all of which are among the top ten shareholders of Mitsubishi
Estate, for development projects. Mitsubishi Construction relies 75 percent of sales out-
side the group.

The keiretsu transaction, mainly argued in the context of automobile industry,EI
isarelated but different issue. | am of the opinion that keiretsu is a concept too liberally
used and too vague to be useful for any understanding of Japanese economy. Therefore, |
define the word as along-term relationship between not just legally but economically (as
adecision unit) separated assemblers and suppliers, and explain the nature of transaction.
As mentioned in Chapter 2, companies in Japan form kigyo gurupu as U.S. companies do.
The relation between the core company and other member companies varies and is often
not so tight, however. Although the shareholding is agood yardstick to judge the strength
of tie, and kigyo gurupu is formally@jefined as the group of the parent company, its
subsidiaries and affiliated companies, almost exclusively using the stockholding criterion.
Moreover, the stockholding is not the only important benchmark as exemplified in the
relation between JR East and JTB mentioned in Chapter 4.

Suppliersin the keiretsu relation are sometimes, but not always, affiliated compa-
nies of assemblersin the sense that 20 to 50 percent of their stock is held by the latter.
Also we usually do not use keiretsu for the relation between parent companies and sub-
sidiaries, closely held onesin particular, because subsidiaries are more divisions than

separate companies and we would not use keiretsu for the intra-departmental transaction.

29 The |argest chain is, what else, Japan McDonald's.

219 3apan Coca Cola's 1996 taxable income is 66 billion yen and ranked 52nd in all Japanese companies.
21 Nishiguchi (1994) is the most comprehensive study on the Japanese automobile industry in English.

%2 Article 4 of Renketsu zaimushohyo kisoku (the MOF Ordinance for Consolidated Financial Statements).
Companies are required to disclose this information including consolidated financial statements by this or-



The crucia misunderstanding commonly held is that the keiretsu relationships should be
exclusive. Actually, virtually all primary suppliers@]ave transaction with more than one
assembler.@or example, Denso, Japan’ s largest automotive parts maker and an affili-
ated company of Toyotawith a 23 percent holding, supplies its products to other assem-
blers such as Honda and Mitsubishi Motors. If Denso were under Toyota' s control or at
least other assemblers believed so, Honda, Mitsubishi Motors and other assemblers could
not share information vital for their close cooperati on.m_%ecause Japanese auto makers
use outsourcing more extensively as discussed below, they have to share more informa-
tion than U.S. assemblers do with outside suppliers such as Denso which are often to be
affiliated with arival company in terms of shareholdings. The fact that Robert Bosch is
the third largest shareholder of Denso also implies that foreign investment is not discour-
aged if it makes economic sense. Koito, which has become known in the United States by
Boone Pickens' s takeover bid, also suppliesits products to Toyota, Nissan, Mitsubishi
Motors and other assemblers. Although recognizing this non-exclusivity in general, some
scholars claim that Toyota and Nissan rarely buy from the same suppliers due to their his-
torical rival ry.@t issimply wrong as pointed out in Miwa (1996, p. 72). Twenty-seven
publicly held suppliers classified as transportation equipment manufacturers by stock ex-
changes list Nissan as one of their top five customersin 1996. Ten out of these suppliers
also list Toyota as one of their top five customers. Asfor Mitsubishi Motors, 23 suppliers
in the same category list the company as one of their top five customers and all but one
list at least one other assembler as well. The only exception, Y asunaga, lists Kubota, a
Fuji company, as another top five customer, which makes specialized vehicles such as
cultivators. A different but equally interesting example is Exedy, which is said to be close
to Nissan, its largest shareholder with a 26 percent share. However, the largest customer
of Exedy is not Nissan but Mitsubishi Motors. Another interesting case is Akebono Brake,
which is said to be independent and has started a joint venture with GM in the United

dinance. However, this group information is called kigyo shudan information. We should be very careful
about what several related words mean in each context.

23 guppliers directly transact with assemblers.

24 Nishiguchi (1994, pp. 114-115) and Miwa(1996, p. 72) also point out this oft-neglected fact.

2% Thereiis no full-time director on the board from Toyota.

28 For example, Itami et al. (1988, p. 146) and Odagiri (19924, p. 163).
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States, but its outstanding shares are fairly concentrated: Toyota with 16 percent, Nissan
with 15 percent and Robert Bosch with 14 percent. Is Akebono Brake under the control of
these three shareholders? Well, the largest customer is again Mitsubishi Motors. More-
over, Akebono Brake and others are often the sole suppliers of key components which
would be made internally in the U.S. Isn’t there a hold-up problem which corners not
suppliers but assemblers, though researchers seem to be less concerned about this “re-
verse” hold-up problem? However, shrewd business people don’t miss the point. Toyota
makes it acommitted policy to diversify its sources of procurement.ml'oyota has set up
Hosei Brake with Akebono Brake and maintain the double sourcing policy even incurring
additional cost due to the scale diseconomy of Hosei relative to Akebono.

Figure 12 compares the popular beliefs and facts of keiretsu relations. In spite of
such frequently uttered fancy words as trust and mutual responsibility, both suppliers and
assemblers carefully avoid becoming overly dependent each other. Only those in whom
you have put much trust can hurt you deeply. At least in business, weak ties often have
mor e strength than strong ties as Granovetter (1973) points out.

Japanese manufacturers including automobile makers are outsourcing extensively
as mentioned briefly above. This iswhy Japanese companies are relatively small com-
pared to U.S. companies. For example, Toyota' s outsourcing ratio is 70 percentmand the
number of its employees are about 70,000, while the heavily restructured GM still keeps
300,000 employees as mentioned in Chapter Z.Ehowever, the domestic production of
Toyota with one fourth of GM’swork force is 84 percent of that of GM in 1996.mt
does not mean Toyota employees are three times as efficient as GM employees. Instead, it
suggests that suppliersin the keiretsu relation are substitutes for internal divisionsin GM.
Therefore, Japanese companies in the keiretsu relation are more market-oriented than of-

ten vertically integrated U.S. manufacturers.EI

27 Miwa (1996, p. 225).

28 The ratios of Honda and Mitsubishi Motors are slightly higher.

219 Miwa (1994b, p. 97; 1996, p. 10) also points out this smallness, though his comparison uses consoli-
dated figures for GM and non-consolidated ones for Toyota.

20 The data are from the website of Toyota (www.toyota.co.jp).

! See Shimotani (1993, pp. 236-239).
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It has been debated why Japanese manufacturers maintain the keiretsu relation
instead of integrating vertically. A once popular and still influential argument is the dual-
ist view: small suppliers are exploited by big assemblers. However, this argument is not
consistent with the fact that suppliers continue to improve their products for amost a half
century. As Miwa (1996, ch. 2) shows, small companies were more profitable than large
ones in the 1960s, when the dualist view was very popular. It istrue that employees at
small companies are paid less than those at large ones in Japan, but the wage differential
in the United States has been even larger than that in Japan for many years (Figure 13).
Today, it iswell-known that [abor cost in Japan is one of the highest along with Germany,
though most Japanese work for small companies. All in al, the labor exploitation argu-
ment does not hold water.EI

As Nishiguchi (1994) shows, historical contingency certainly plays arole for the
current institutional framework. However, whatever historical path the Japanese industry
has taken, the keiretsu system has emerged under the global competition. This suggests
the system should be efficient. Actually, thisis the conclusion of Miwa (1990, 1996) and
Nishiguchi (1994). Therefore, the question to ask is not why keiretsu is common in Japan
but why keiretsu is not so common in the United States as in Japan, though the keiretsu-
like relation exists to a certain degree in the Unites States as vividly depicted by Coase
(1991, pp. 71-72) concerning GM and A.O. Smith.

My argument isin line with Coase (1988, 1994). Law matters. Some readers argue
my claim contradicts the Coase theorem: institutional arrangements do not matter for ef-
ficiency. However, Coase (1988, p. 15) himself admits, the so-called Coase theorem isan

invention of Stigler and misses his message:

It would not seem worthwhile to spend much time investigating the properties of such a
world. What my argument does suggest is the need to introduce positive transaction costs
explicitly into economic analysis so that we can study the world that exists. This has not

been the effect of my article.

222 At least Japanese workers are not exploited more than U.S. workers. Nishiguchi (1994) refutes the dual-
ist view with convincing evidence.
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We should be cautious about the difference between what Coase claims and what heis
said to claim, though histext is not sacred and what we have to do is not to find what he
“really” means.ﬁ-I

Until the relatively drastic change occurred during the late 1970s and early 1980s,
the U.S. antitrust policy was very hostile to vertical integration including exclusive deal-
ing@as well as against horizontal monopoly including cartel. However, if the antitrust
policy should pursue economic efficiency, thereisvery little, if any, justification for the
restriction of vertical integration. As such eminent law and economics scholars as Posner
(1976, pp. 196-201), Bork (1993, ch. 11) and Posner and Easterbrook (1981) show, verti-
cal integration is only harmful if it helps horizontal monopoly from a viewpoint of eco-
nomic effici ency.El?ather, the restriction of vertical integration is likely to decrease
efficiency as long as horizontal competition is kept alive. Then, why did the antitrust au-
thorities and courts try to restrict vertical integration? The motivation seems more politi-
cal than economic. They not only are pressured by vested interests but themselves want to
protect small guys against big bullies, following the Jeffersonian popul ism,@ven
though small guys are inefficient and unproductive, and their “ protection” is economi-
cally questionable. It is too naive to believe antitrust policies pursue economic efficiency
asthe only objective. Rather the U.S. antitrust enforcement has been more anti-

competitive than usually believed. Also thereisatwist in rhetoric (Harada 1993, p.
93):k]

The fact that the U.S. antitrust law is enforced to restrict competition leads us to adeep in-
sight of human nature. Americans, who claim to love competition, actually hate competition.

However, because promoting competition is an official ideology rooted in American psyche,

223 Marxists and post-K eynesians seem to be fond of this theological exercise.

2% The most typical court decision is Brown Shoe Co. v. United Sates.

5 Although most economists agree that vertical integration is not efficiency reducing unlessit leads to
horizontal monopoly - Samuelson’s celebrated introductory text (1980, p. 525) cites the Robinson-Patman
Act as an example of bad economic policies -, the claim that even horizontal monopoly is efficiency in-
creasing based on the contestable market theory (Baumol et al. 1988) is far from a consensus.

26 Although Roe (1994, ch. 4) describes this tendency in detail as an American trait, populism is almost
always another name of envy. See Schoeck (1987) for a comprehensive analysis of envy.

2T My translation.
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restriction of competition is practiced quite perversely in the name of protection of competi-

tion. Indeed, American rent-seeking is complicated.

But as mentioned above, akind of sea change occurred in the 19803.@3\ctua| ly,
the 1984 Department of Justice Merger Guidelines abandon “foreclosure” as an antitrust
theory and “state that vertical acquisitions are objectionable only to the extent that they
affect horizontal competition.” (Posner and Easterbrook 1984, p. 139)

AsBork (1993, p. 248) points out, conglomerates are analogous to vertical inte-

gration:

Like the vertical merger, the conglomerate merger does not put together rivals, and so does
not create or increase the ability to restrict output through an increase in market share. What-
ever their other virtues or sins, conglomerates do not threaten competition, and they may

contribute valuable efficiencies.

Therefore, even if corporate groups such as the Mitsubishi group were tightly knit
conglomerates, they could not be claimed to be anti-competitive per se. It istheir business
not ours (consumers’) whether they form corporate groups or not. Moreover, the worry
for dominant economic powers, which may be alegitimate consideration besides an anti-
trust one,E’-ils not warranted either: the size of each corporate group is comparable to that
of one giant corporation in the United States and insignificant relative to the entire Japa-
nese economy. Even if their operations became inefficient due to conglomeration, it
would not hurt us, only them. In every industry in which a group company exists, there
are non-group independent companies that could take advantage of the inefficiency of
their rivals.

It is often claimed that the Japanese antitrust enforcement is weak and what Japa-
nese companies do in Japan would beillegal in the United States. This claim is not far

from truth particularly if we consider the U.S. antitrust policy until the 1970s, although

28 Bork (1993) affirmatively comments on this change in the new introduction and epilogue. In the original
edition (1978), he looked like Cassandra.

29 Bork (1993) also implies the possibility of considerations other than antitrust, but argue that “ They are
not antitrust issues.” (p. 248)
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such an efficiency-reducing policy is not desirable from an economic point of view as
mentioned above. If the Japanese FTC had adopted the U.S. style (but pre-1980s) anti-
trust policy after the war, Japanese assemblers could not have established the keiretsu re-
lation with suppliers. Rather they would have had to rely more on in-house production
and only to contract out peripheral partsto outsiders at arm’s length. Fortunately, the Ja-
panese antitrust authorities did not follow their U.S. counterparts. Consequently, the
keiretsu relation has enabled |ate comers such as Honda, Mitsubishi and Mazda@o join
the market because they did not have to build up a vertically integrated production chain,
but only to make the core components such as engines, and procure other components
from suppliers who had established ties with other assemblers. Indeed, Japanese manu-
facturers are assemblers rather than producers and, accordingly, the entry barrier isinher-
ently low. If we regarded keiretsu companies as quasi-divisions of assemblers, we could
say incumbents are forced to supply key components to new entrants. One of the distinct
characteristics of globally competitive Japanese manufacturing industries such as auto-
mobile and electronics is the existence of numerous competitors, which is attained be-
cause of the keiretsu relation. A large number of competitors make cartel difficult to
maintain and competition fierce. The keiretsu relation enhances rather than restricts the
horizontal competition, which is crucial for efficiency, although it should be noted that
the libera attitude toward vertical integration is inseparable from weak enforcement for
horizontal collusion, which might in certain cases hurt the welfare of consumers.

This argument is consistent with the recent changesin U.S. auto industry. GM has
been restructuring itself and outsourcing more parts. The relation between GM and Del-
phi, a parts making subsidiary soon to be spun off as an independent company, is close to
the keiretsu relation. Even before public offering, GM has been encouraging Delphi to
supply parts for other auto makers.m%ecently, U.S. auto makers are reported to have

surpassed the productivity of Europeans and be closing up in the Japanese. Competition

20 Yntil the 1950s, only Nissan, Toyota and Isuzu made passenger cars (Actually there were two others, but
Hino has become a truck maker of Toyota group and Prince has been acquired by Nissan). Among them,
Nissan was then the largest company. In 1955, the gross asset of Nissan was three times as large as that of
Toyota, which was even smaller than that of 1suzu, now a GM &ffiliate. The data are from Nakamura (1993,
pp. 368-369).

1 36 percent in 1996. The Wall Street Journal, March 13, 1997.
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seems to matter more than history. Moreover, surprisingly enough, the keiretsu system is
actually made in the Unites States.@ks Helper and Hochfelder (1997) shows, “many of
the features of these so-called ‘ Japanese-style’ customer-supplier relationships were pre-
sent in the US auto industry before 1920.” (p. 187) “During the 1910s and 1920s, the
large makers moved away from quasi-internalization and toward a mixture of vertical in-
tegration and arm’ s-length (and often adversarial) relations with outsider suppliers.” (p.
208) “ American anti-trust legislation and business culture placed limits on interfirm co-
operation[.]” (p. 208) “Accordingly, the current trend toward more co-operative supplier
relationsin the US auto industry seems like areturn to this earlier pattern.” (p. 209) They
also claim (p. 209):

Early US automaking seems to have combined the best of both a keiretsu and a competitive
market... close collaboration fueled innovation, asit allowed both sides to solve technical
problems and to preserve many of the benefits of a competitive marketplace. Automakers
profited from their suppliers’ technical expertise gained in other industries such as carriage-
building and bicycle parts, and entry into the industry, either as supplier or assembler, was

relatively easy.

Indeed, thisiswhat the Japanese keiretsu relation actualy is, contrary to the imagined but
non-existent exclusive relation which many researchersincluding Helper and Hochfelder
take asa“ stylized fact.”

Also noteworthy are the zigzags in the U.S. antitrust policy. In spite of the stabil-
ity of statutesin letters, their interpretation by courts and antitrust agenciesis quite capri-
cious and unforeseeable. This arbitrariness in the aggressiveness of courtsis not unlike
notorious administrative guidance in Japan, while the business review procedure is ad-
ministrative guidance pure and simple. We may regard the U.S. antitrust policy as an ex-
ample of judicial guidance so prevalent in the U.S. governance.@Ne should not be

overly aert to the distinction between the words, judicial and administrative. In addition

%2 Also life-time employment is. See Chuma (1987) and Harada (1993, ch. 9).
%33 See Berger (1997) for athorough examination of this peculiar U.S. governance structure.
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to lawmakers, judges and bureaucrats aso “legisate” through specific cases@-l owever,
in both judicial and administrative guidance, those who influence the welfare of people
are neither elected by nor representative of the general public. Moreover, the mindset of
liberal supreme court judges who formed the majority before Reagan presidency is close
to interventionist Japanese bureaucrats.@They believe they know what we want more
than we do ourselves. Moreover, due to its constitutional scheme, the U.S. courts play, or
are forced to play, an executive function different from other democracies such as Japan,
the United Kingdom, France and Germany, where courts are less politicized and more
passive.ﬁI
In asense, judicia guidance tends to be more arbitrary than administrative one.
Supreme court decisions are final and accordingly supreme court judges can be very crea-
tive without worrying about their decisions being overturned. Could anyone infer the
abortion right from the text of the U.S. constitution? Although there is some possibility
that the congress may enact new statutes after the decision, the congress rarely passes
laws which resolve such controversial issues. Rather this indecisivenessis one of the rea-
sonswhy the judiciary is so powerful in the United States. Even if the congress enacts a
new law, the court can declare it unconstitutional .@)n the other hand, administrative
guidance is precarious because interested parties can go to courts and courts are not
bound by it.@rherefore, the discretion exercised by bureaucrats is expected to be limited
unless related parties voluntarily agree. Rather most of administrative guidance may be
merely sealing compromises aready agreed upon among related parties. It is often argued

that business people cannot voice their complaint because bureaucrats will take revenge

%% See Kelsen (1967) and Hart (1994).

%5 Contrary to the usual claim that bureaucrats are guardians of big business, they are extremely suspicious
of market mechanism and big business. The intellectual atmosphere at Tokyo University is close to those of
European prestigious universities including French grandes écoles; those who go to business are considered
“sold out.”

% See Posner (1996). However, being “neutral” to the political controversy isindeed a very political posi-
tion.

371 A recent example is City of Boernev. Flores: The Religious Freedom Restoration Act, which had been
enacted in response to Employment Division v. Smith, was declared unconstitutional in 1997.

%8 A famous case is a 1984 Supreme Court decision on the cartel of gasoline price.
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at them and treat them unfairly in unrelated areas@ﬂowever, once “revolts’ are known,
not just the mass media heavily criticizes bureaucrats, but also their authority is tainted
and finally they cannot but acquiesce. Moreover, those “brave” companies would be
heard again if treated unfairly in other instances. Considering the huge damage incurred
in case of failed guidance, bureaucrats are expected to be more accommodating than usu-
aly clamed. Actually, the possibility of “revolts’ isvery real: there are quite afew in-
stances of unsatisfied players openly refusing to abide by guidance.@|
U.S. antitrust authorities are also willful. In spite of no statutory change, the 1984
Merger Guidelines of the Justice Department are a major departure from the earlier prac-
tice as discussed above. The Robinson-Patman Act, which was enacted in the depression
eraintended to protect small owners from chain storesin line with the Jeffersonian popu-
lism, has been rarely enforced recently though the law itself has not been repealed. This
situation is similar to the case of the notorious Japanese Large Retail Store Law,m/vhi ch
isalso aresult of politically powerful small shop owners' demand backed by the populist
sentiment strong among Japanese, but has been interpreted in favor of large retailers re-
cently due to the pressure from the U.S. government.EI
All in all, we can conclude that the transaction both among group (kigyo shudan)
companies and among companies in the keiretsu relation (some kigyo gurupu companies
included) is neither exclusive nor xenophobic nor particularly concentrated. Thisisalso
the conclusion of the Japanese FTC (1994, p. 10). Of coursg, it is areasonable attitude to
doubt the reliability of the official document or any public statements by any influential

fi gures.@-mwever, despite many anecdotes of Japanese non-tariff barriers and arcane

% guch a conduct has been considered illegal and many cases of administrative guidance have been over-
turned by courts, though not explicitly banned by Article 32 of the Administrative Proceedings Law until
1993.

20 gych leading companies as Daiwa Bank, |demitsu, Sumitomo Metal and Y amato Transport openly chal-
lenged and they almost always won. See Miwa (1994a, pp. 192-193; 1996, ch. 10).

21 Neither the (in)efficiency of the Japanese distribution system or the effect of the law is a settled issue.
Maruyama (1988, 1992), Miwa (1991b) and Miwa and Nishimura (1991) show the Japanese distribution
systemis at least as efficient as those of other industrial countries. Flath (1990) and Flath and Nariu (1996)
argue that the law is not the essential reason for the ubiquity of small storesin Japan using cross-country
data

%2 The law will be repealed in 1998.

3 For the same reason, it is too naive to take what U.S. CEOs say at face value. Claiming that the Japanese
market is closed is a dominant strategy: a good excuse for failed managers; a compliment for successful
managers if the market is believed to be so difficult to penetrate.
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regul ati ons,@he Heritage Foundation and Wall Street Journal (Holmes et al. 1997),

both self-styled pro-U.S. business organizations, rank Japan as the 11th in its 1997 index
of economic freedom. Among G7 countries, Japan is the third behind the United States
(5) and the United Kingdom (7), but considered freer than Canada (15), Germany (20),
France (31) and Italy (36). Compared to the United States, Japan is given the same scores
in such subcategories as trade, regulation and property rights, lower (more regulated) ones
in foreign investment and banking, but higher (less regulated) one in government inter-

vention. They comment:

Although Japan’ s economy often is characterized as heavily regulated, most business enjoy
alarge amount of economic freedom... even though some regulations may impose a burden
on individuals, regulations on businesses are aimed at allowing them enough room to maxi-
mize profits. Therefore, many regulations on business either are not enforced or are not sig-

nificantly burdensome... by global standards, Japan’slevel of regulation islow.

24 Japan actually imports more U.S. goods than Germany, France and Italy combined. Japan'’s per capita
import from the United States exceeds any of these three countries for years. Moreover, in 1995 Japan im-
ported more than twice as much as the U.K. (also slightly more on a per capita basis), which is believed to
have special ties with the Unites States (U.S. Department of Commerce, 1997).
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Chapter 7. Japanese cor porate groups, more myth than reality

No, Child, money speaks sense in a Language all Na-

tions understand, ‘tis Beauty, Wit, Courage, Honour,

and undisputable Reasonm

AphraBehn

From the data and the arguments above, | conclude: kigyo shudan does not have
much substance beyond, say, a loose trade organization in the United States; Japanese
banks play no more important role than U.S. banks; kigyo gurupu such as the Mitsubishi
Motors group and Toyota group are not different from such U.S. corporate groups as the
GM group and Ford group.E

The Mitsubishi Public Affairs Committec®Thas a website and publishes bro-
chures (Mitsubishi Public Affairs Committee 1994, 1997). In the website, the Committee
addresses several questions related to our discussion. The above evidence is consistent

with their answers:

Why do the Mitsubishi companies undertake joint endeavors like Mitsubishi Center if they
are separate and independent companies?

The companies conduct their business activities independently and even compete with each
other in many fields. But they cooperate in areas of common concern, such as sporting and

cultural events and public-interest activities.

Do the Mitsubishi companies have some kind of decision-making body that determines
overal policy for the companies?

No. But all the companies honor the three general principles prescribed by Koyata lwasaki,
the Fourth and final president of the old Mitsubishi organization:

% Behn (1996, p. 265).

26 Moreover, the Ford group can berightly claimed asaU.S. zaibatsu if we adopt a broader definition,
which includes a family controlled industry-specific big business such as the prewar Kawasaki zaibatsu.
27 According to the website, “The Public Affairs Committee works to promote understanding of the tradi-
tions and activities of the Mitsubishi companies. It began operating in 1964 as ajoint initiative by the Mit-
subishi companies.” This committee consists of al shachokai members and another twelve smaller
companies.
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(1) Corporate responsibility to society
(2) Integrity and fairness

(3) International understanding through business

Do the Mitsubishi companies give preference to each other in business dealings?
No. The companies deal with each other on the same fair and open terms that apply to their

dealings with all companies.

What else could we exped@.mder the fiercely competitive Japanese product

markets, often described as excessively competitive’?m-|

28 | cannot agree more with the comment by a manager of Mitsubishi Corporation: “We may help group
companies under the constraint of maximizing our profit. However, first of all, we have to make profit
which cannot be sacrificed for helping group companies for whatever reason.” The same manager also in-
formed me: they often join a non-group company to win a contract competing against a Mitsubishi com-
pany; what they have to explain to foreign customers first is that there is no group favoritism which new
customers, foreign onesin particular, implicitly expect before business starts; there is a huge perception gap
between outside and inside the group. However, he added “1 don't go against the tide if most people believe
afancy story. It’s not my business to correct the misperception unlessit hurts our business.” Other managers
at several corporate group companies told me essentially the same story. Of course, they may lie in tandem,
though | believe information contradicting the conventional wisdom is more informative than conforming
one. Anyway, all of them surely agree with Miwa (1996, p. 265): “Every buyer and seller emphasizes the
importance of mutual ‘trust’ of some kind. Every wife and husband emphasi zes the importance of love, and
answers, ‘Yes, | love my partner’ whenever asked and so long as they want to maintain the status quo. An-
swering this way is both cheap and at least non-damaging.”

29 Akio Morita, flamboyant former chairman of Sony, asserted that Japanese companies are too competitive
and should keep “symbiotic” relations with both domestic and foreign competitors as western companies are
practicing. Some economists interpret this message as an urge for cartel: let’s divide the market and stick to
our own field as western companies do. Fortunately, this message seems to be ignored.
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Chapter 8. Why do professional manager s exist?

Why professional managersmxist is another way of asking why firms exist. Be-
fore trying to answer this question, | want to clarify the difference between two concepts,
company and firm. In the analysis of Japanese corporate groups, | have used the word
“company” as nothing but alegal person, i.e., incorporated entity. Therefore, when | say
“internally promoted,” this simply means promoted within the company. However, eco-
nomically speaking, there is no clear boundary that distinguishes market from firm or or-
ganization. Rather, such a dichotomy does not have much meaning for economic analysis.
Any economic human interaction has afirm- or organization-like element. Because there
isno clear boundary that delineates market and firm, what we can meaningfully talk about
is how firm-like a particular interaction is (Demsetz 1988, p. 156). Indeed, even U.S.
economy, the self styled champion of the market mechanism, is an organization economy.
As Simon (1997, p. 200) succinctly summarizes, “I1t would appear that successful market
economies are actually organization-and-market economies.”

Then, why do firms, or more precisely, firm-like activities exist? | think the spe-
cialization theory advocated by Demsetz (1995, p. 11) is the most satisfactory answer:
“firms exist because producing for others, as compared to self-sufficiency, is efficient;
this efficiency is due to economies of scale, to specialized activity, and to the prevalence
of low, not high, transaction costs.”

In this theory, “The moral hazard problem is no different than the problem posed
by any cost. Someiron oreis left unearthed because it istoo costly to bring to the sur-
face.” (Demsetz 1989, p. 8) This approach is based on the comparative institution ap-
proach, while some agency theorists seem to be trapped into the nirvana approac:h.EI
Agency theorist are fond of talking about first best and second best solutions. However,
comparing the best available solution with the unapproachable nirvana solution and de-

claring the latter the first best and the former the second best is similar to saying the first

%0 This category includes not only top executives but also most white-collar and quite a few blue-collar
workers.

%L «1n practice, those who adopt the nirvana viewpoint seek to discover discrepancies between the ideal and
thereal and if discrepancies are found, they deduce that the real isinefficient.” (Demsetz, 1989, p. 3)
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best solution obtains under zero labor and capital cost and the solution under positive cost
is the second best. The claim that managers maximize sales or whatever rather than profit
is another example of the Nirvana approach. EI‘n thisline of research, managers are sup-
posed to maximize something other than profit under the constraint of satisfying a given
minimum acceptable profit. However, the minimum acceptable profit is given not by re-
searchers but by the (competitive) market. If managers meet this market imposed criterion,
that means they maximize profit. The market sets the required rate using al relevant in-
formation including managers alleged megalomania.

In firm-like production, managers are rightly at the center of stage becausein
modern advanced economies human capital embodied in them is the most important fac-
tor of production. The mgority of the company’s value added is distributed as salaries
and wages, which are the return on human capital. Of course, shareholders are also im-
portant participants of the game called firm, but they are one of many classes of partici-
pants. They own securities called shares but not a firm because no one does in any
meaningful sense. Although we can say shareholders own a company by defining as such,
what are given as shareholders’ rightsin the corporate law is surprisingly limited (Clark
1985, pp. 56-59). In any case, if capital in capitalism means monetary capital, neither Ja-
panese or U.S. economy is a capitalist one any longer (Miwa 1997, pp. 246-251).

The argument above is not new at all. Indeed, Berle and Means (1968) and Bar-
nard (1968) pointed out the emergence of managerial capitalism in the United States dis-
tinct from text book neo-classical capitalism more than half a century ago. While scholars
in this tradition tend to think this phenomenon is inevitable once the economy has be-
come sophisticated, Roe (1994) claims this “strong managers, weak owners’ mechanism
isnot universal but rather brought about by regulations only realized in the U.S.-specific
political atmosphere. Although his historical description on U.S. economy is fascinating
and well-grounded, his analysis on Japanese economy@eems rather superficial and

heavily influenced by the conventional wi sudom.EI

%2 Baumol (1962) isaclassic, while Leland (1972) is a sophisticated dynamic extension.

%3 He puts Japan and Germany into the same category but | concentrate on Japan because | have no exper-
tise in German economy.

%% For example, He does not mention Odagiri (1992a), which shows the unexpected similarity of the Japa-
nese and U.S. economic structures, though Miwa (1996) was not yet transated into English then. Asfor
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On the other hand, Japanese scholars such as Morikawa (1996) tend to contrast
the shareholders-oriented U.S. governance with the managers-dominated Japanese one.
Kagono (1994) reconciles this view with Berle and Means (1968) by claiming the coun-
terrevolution against the dominance of managers occurred in the United Statesin the
1960s. It is true that outside directors have substantially increased since then, but as Fis-
chel (1982) points out, the “corporate governance movement” seems a periodic fever or
much ado about nothing.

In any case, Roe (1994) and Morikawa (1996) give convincing arguments for the
relative importance of managers in their respective native countries but the description of
their foreign countriesis rather casual and impressionistic. In the long-run, institutional
differences do not seem to matter much as Ramseyer (1994b) argues. Indeed, La Porta et
al. (1996) show that despite some influence of legal origin on corporate governance, there
IS no systematic relation between per capitaincome and shareholder rights but strong re-
lation between per capitaincome and civil law enforcement regardless of legal origin.
They do not rule out the possibility that the legal system does not matter in their conclu-
sion (p. 42).

Also, once we take afirm as a forum stated above, many concepts such as vertical
integration lose meaning. In large companies, some divisions are amost independent enti-
ties though legally constituting one entity. Whatever contractual forms including com-
pany as a ready made set of contracts are adopted, production needs to get integrated
economically and technologically. Simon (1991, pp. 28-29) points out:

Why did General Motors manage its own tool design for many years, but recently decide to
contract most of it out? Under constant returns to scale and reasonably competitive markets,
which characterize many manufacturing situations, make-or-buy decisions become ambigu-

ous. The possibility of using internal division-by-division balance sheets, and internal pricing

Gilson and Roe (1993), Miwa (1996, p. 286) comments “unfortunately, they study Japan’s keiretsu, follow-
ing the conventional view, shown to be totally falsein Part I of thisvolume.” | agree. Also, hisargument is
sometimes too legalistic. Despite his claim on the legally restricted role of banksin the United States, banks
plays an active role pointed out by Mintz and Schwartz (1995) and others. Prostitution is prohibited except
in Nevada, but this oldest profession is flourishing all over the United States.
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in negotiation between components of an organization further blurs the boundary between

organizations and markets.

Also, as sociologists and non-mainstream economists claim, the U.S. corporate
world is as well interlocked as the Japanese corporate worl d.@?@earchers may simply
see U.S. economy from an undersocialized point of view and Japanese economy from an
oversocialized point of view.EI

Then, what is human capital that makes managers so prominent in modern
economies? In aword, it is an expertise embodied in their minds. “[ T]he ultimate deci-
sions must be | eft to the people who are familiar with these circumstances, who know di-
rectly of the relevant changes and of the resources immediately available to meet them.”
(Hayek 1945, p. 524) This expertise is related to optimization cost described in Appendix
3. Most business decisions require substantial computational burden relative to realizable
gains from those decisions. But human beings can reduce computational cost through
learning and at least know how burdensome it isto find a solution in a particular setting.
Experts may not hit upon solutions but are expected to judge how difficult problems are
instantaneous| y.EI n a sense, only those who have acquired this tacit knowledge can be
called experts and become successful managers.

This story is aso consistent with the declining influence of zaibatsu headquarters
in prewar Japan. As Hashimoto (1992) and Kikkawa (1996, ch. 2) point out, each zai-
batsu member company became more and more autonomous and detached from head-
guarters after the 1910s. It is true that the tight control of member companies by
headquarters was efficient when the economy was in the early stage of industrialization
and human capital was till in low level. However, once the economy became sophisti-
cated, the further development of each member company required the expertise of inter-
nally promoted professional managers. We should not overemphasize the influence of

zaibatsu dissolution on the development of Japanese economy after the war not because

%5 There are many interesting studies as mentioned in Chapter 10.
%6 The over- and undersocialized conceptions of human action are utilized by Granovetter (1985) in an
interesting way.
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kigyo gurupu is akind of tightly knit disguised zaibatsu as some researchers claim, but
because the decentralization of management is an inevitable course whether zaibatsu was
formally dissolved or not.E
In the age of information explosion, the cost of gathering information is no longer
abig obstacle for business decisions. But, because the information processing abilities of
human brains are limited, the raison d’ étre of experts or managers will never diminish.
Then, from the argument above, it is clear that professional managers have lever-
age over other participants in the game, though who is dominant in or controlsthe firmis

rather afutile question. A more interesting and fruitful question is: who disciplines them?

%7 See Simon (1996, pp. 82-90) for arelated argument on intuition. As a survivor of the Japanese exam hell,
| can quite reasonably estimate how long it takes to solve a particular problem in a time-constrained exam.

In business, time management is one of the most important elements for success.

%8 Miwa (1993b) claims the dissolution of zaibatsu does not materially affect the course of Japanese econ-
omy and corporate governance.
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Chapter 9. Who disciplines manager s?

As discussed in the previous Chapter, professional managers are the most impor-
tant class of participantsin the gamefield called firm. Then, who disciplines those man-
agers who have more information on activities than any other participants?

The stock market is the most plausible candidate. In order to be an effective disci-
plinary device, stock prices must reflect the fundamental value efficiently. However, the
fact that the market is unpredictable, i.e., no filtering rule exists, which is supported in
genera by a huge amount of empirical analysis, is necessary but not sufficient for the
market efficiency. The market may be unpredictably irrational. Even in an experimental
setting, which isrelatively straightforward compared to the real market, unpredictably
irrational outcomes emerge (Plott and Sunder 1988 and Sunder 1995). Asfor the red
stock market, Summers (1986) shows it is next to impossible to distinguish the efficient
market from the unpredictably irrational market. Also Amershi and Sunder (1987) shows
that, without common knowledge of rati onality,ggtock prices generically fail to disci-
pline managersin arational expectations economy, though al participants are individu-
ally rational. In addition, if market participants are not rational, the situation would be
even worse. As Grossman and Stiglitz (1980) shows, it is not easy at al to explain why
any transaction exists in arational expectations market. The argument that market partici-
pants sell and buy sharesin order to realign their return-risk preferences (Grossman 1995)
does not seem very convincing considering the sheer size of transaction. Apart from con-
vinced non- or near-rational school researchers as Shiller (1989) and Thaler (1992), Black
(1977, 1986) asserts noise (nice) traders are necessary for the liquid market and De Long
et a (1991) argue noise traders are not phased out as consistent losers contrary to the usu-
a evolutionary argument ala Alchian (1950). Whether the market is efficient or not, it is
certain that the market is quite volatile, and accordingly investors would have to pay huge

risk premium if they compensate managers based on the stock pric&s.EI

%9 More precisely, without consistently aligned beliefs. See Appendix 3 for the difference between these
two concepts.
%0 However, the volatile market is not necessarily inefficient.
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Theoretical controversies notwithstanding, it is usually asserted that U.S. compa-
nies are disciplined by the stock market more so than companies in other economies.
However, as Stiglitz (1994, p. 94) shows, “ Thereis by now quite strong evidence that eg-
uity markets account for arelatively small faction of new capital raised in almost all
counties.” Among five countries (France, Germany, Japan, United Kingdom and United
States) shown in Table 14, internal financing (net flow each year) is by far the most im-
portant for all five countries with Japan’s 71.7 percent, United States' 91.3 percent and
Germany’ s 80.6 percent; bank financing with Japan’s 28.0 percent, United States' 16.6
percent and Germany’s 11.0 percent; bond with Japan’s 4.0 percent, United States' 17.1
percent and Germany’ s -0.6 percent; equity with Japan’s 2.7 percent, United States' -8.8
percent and Germany’s-0.6 percent. Bank finance is more important than equity in all
economies on average in the entire period. However, Japan’s reliance on bank loan has
decreased substantially (become negative) since the 1970s, while its reliance on equity
increased significantly in the late 1980s (Table 15). Asfor bond financing, the United
States stands out in its reliance on bonds compared to Japan (but before the 1980s) and
Germany.

Because of my lack of knowledge of German economy, | focus on the difference
between Japan and the United States. It is true that the Japanese domestic bond market
has been insignificant until the 1980s. However, as Ramseyer (1994a, pp. 233-236) points
out, bank interest rates in Japan tracked the market rates more closely than those in the
United States in the 1970s and early 1980s when interest rates were regulated both in Ja-
pan and the United States. Therefore, “ Japanese investors had less reason to avoid
banks.” (p. 235) At least a gain through disintermediation for investors in Japan was
smaller than in the United States, “so did entrepreneurs who created the institutions nec-
essary to let them avoid the banks. Institutions are not free. With smaller incentivesto
create the ingtitutions that would facilitate disintermediation, those entrepreneurs did less
to facilitate disintermediation in Japan than in the United States.” (p. 236) Another insti-
tutional reason is that due to he long/short separation in the Japanese deposit regulations,

long-term credit banks and trust banksﬁblay asimilar role to U.S. investment banks.EI

%! And possibly life insurance companies.
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It is a consensus that these banks, the three long-term credit bank@n particular, com-
mit to borrowers much less than city banks even among main bank view advocates.

It can be argued that the relative unimportance of equity as financing is different
from the disciplinary role of stock prices. The most discussed topic is executive compen-
sation linked to stock performance. However, what numerous empirical studies from
Simon (1957) to Cyert et al. (1997) have reveaed is that the size of the company is by far
the dominant factor@/vith aweak, if any, relation between the stock price and compen-
sation.ﬁbemsetz (1995, p. 136), no fan of behavioral research, admits “firm size, the
most significant explainer of variations in management compensation, might reflect a
more or less “mechanical” rule of thumb (i.e., arule with no apparent rationale) aswell as
it reflects the importance of management productivity.”

What investors want managers to do is not to share risks but to exert managerial
efforts. Considering the volatile nature of the stock price, the appropriateness of the stock
price as a performance measure is far from clear as usually asserted because investors
have to compensate managers for risks inherent in volatile measures. Although earnings
figures are claimed to be distorted by managers discretion,@hei r lessvolatile nature
may more than compensate for their distorti on.Eéome other paradoxes are left unan-
swered: the performance of the entire market is not abstracted in stock-linked compensa-
tion, i.e., relative performance is not adopted widely; stock-linked compensation seems to
be used only when the market is booming; tax disadvantageous stock options persist and

do not seem to be penalized by investors.ﬁI

%2 Actually, the 1BJ, the largest long-term credit bank, calls itself and is considered in the business commu-
nity the strongest investment bank in Japan.

%63 None of them belongs to any corporate group.

%%t istrue that controlling the height of a patient is a sensible procedure when explaining the effect of ex-
ercise on hisweight (Goldberger, 1991, p. 241), but it does not seem to be appropriate to “control” the size
in aparticular functional form (log-log linear relation) and focus on the relatively small effect of corporate
performance on compensation as almost all researchers do. Notable exceptions are Simon (1957), Lucas
(1978) and Demsetz (1995).

%5 However, as Cyert et al. (1997) shows, the much publicized extremely weak relation claimed by Jensen
and Murphy (1990) is likely to be an underestimate.

%6 As summarized in Sunder (1997, pp.77-78), this claim has yet to be firmly established.

%7 |_ambert and Larcker (1987).

%8 This situation is similar to the persistent use of FIFO in spite of LIFO's tax advantage. See Stiglitz (1994,
pp. 75-77) for a critical assessment of several tax-disadvantageous practices.
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Therefore, even if stock-linked compensation were not so widely used in Japan as
in the United States, it would not necessarily imply Japanese managers are less motivated
to enhance their stock prices. However, the facts are more complicated. Kaplan (1994)
and Kaplan and Ramseyer (1996) show Japanese top executives are as likely to resign as
their U.S. counterparts when stock prices decline, although the majority of presidents and
CEOsin both countries do not resign even if the stock prices decline by half.@s Kap-
lan and Ramseyer (1996, p. 417-418) point out, we tend to compare two different sam-
ples: well-run Japanese companies and all U.S. companies. Once we include not so well-
run Japanese companies, the seemingly surprising results are not so surprising. At least
we can safely conclude the U.S. CEOs are by no means more disciplined by stock mar-
kets than the Japanese presidents are, despite what they claim in public.

If outside directors should represent shareholders’ interest, i.e., the performance of
the stock price, much admired outsider-dominated boards of U.S. companies do not seem
to function better than insider-dominated Japanese onesml'here are two interpretations:
U.S. outside directors do not have much power despite their number and visibility; or Ja
panese top executives are more sensitive to the market than their U.S. counterparts are,
and do not need the monitoring of outside directorsin order to attain the same degree of
discipline. Which story is more plausible? Mizruchi (1996) and others have been protest-
ing about the interlocking of Corporate America and the rubber stamp nature of the board.
Also Zgjac and Westphal (1996) and Westphal and Zgjac (1997) show an unsurprising
result: CEOs choose accommodating directors and avoid nosy ones. They also find “the
ownership of institutional investorsis only weakly related to the governance and strategic
changes’ (Westphal and Zgjac 1997, p. 179). Considering what is at stake, inside direc-
tors may monitor their CEO more intensively and seriously than outside directors, who
have neither expertise nor incentive to chalenge the CEO’s (Fischel 1982, p. 1283).
Moreover, how can and why should shareholders trust other companies executives than

those of their company?ﬂs for the effectiveness of separation of CEO and board

269 \When earnings decline, Japanese executives are more likely to resign than U.S. counterparts.

2% However, U.S. companies used to be insider-dominated. Among 35 of the 50 largest U.S. manufacturing
companies, inside directors outnumbered outside ones (58 versus 42 percent) in 1967 (Vance 1968, p. 33).
! See Power (1997) for arelated argument on auditing.
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chairman, Daily and Dalton (1997, pp. 18-19) conclude “Our analysis of large firms -
those firms typically targeted by activist shareholders - indicates no difference in chair
independence under either board leadership structure... the activism of institutions may
be largely unproductive].]” After all, The Economist (April 16, 1997) seemsto be right:

In short, bosses are quick to turn every imaginable system of corporate government to their
advantage - which is probably why they are the people who are put in charge of things. Here
is aparadox for the management theorists. any boss who cannot outmanoeuvre a system de-

signed to keep him under control is probably not worth having.

However, outsider-dominated boards may play an important role ignored by re-
searchers in the neo-classical tradition. Daily and Dalton (1997, p. 19) point out citing
Sheppard et a. (1992, p. 30):

The organizational justice perspective may provide some insight into institutions’ very
public persistence in demanding the separate board leadership structure. This perspective
suggests: “If we think that adecision isunfair, but believe that the procedure generating that
decision wasfair, we are less likely to act on that perception to change the outcome.” Ap-
plied to our situation, it may be that institutions expect very little from the actual change to
the separate board |eadership structure. Still, the perception persists that thisis the superior
structure from a shareholder perspective. Therefore, it may be that institutions continue to
engage in activism primarily to enhance their reputation among shareholders by demonstrat-
ing that they are effectively discharging their dutiesin protecting their constituents’ interests.

In short, what isimportant is not reality but perception as Sheppard et al. (1992, p.
12) argue:

In summary, one decides about the perceived justice of some action that harms or benefits
someone by deciding whether the action appears to be both balanced and correct... acritical
point in all such judgment is perceptions - for al intents and purposes, “reality” is not conse-
quential, so differences between perceptions and reality are not relevant. We act on our own

perceptions, and must deal with the perceptions of the people with whom we interact.
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Fairness-related arguments are often dismissed as metaphysical. However, once
we allow non-material arguments in the utility function, peopl€’s perception is a most
plausible candidate, and accordingly alegitimate concern for methodological individual-
ists armed with constrained maximization. Sen (1987) emphasi zes the importance of pro-
cedure in addition to substance and criticizes the lack of concern for the former as
welfarism. Procedure can be not just a means to an end but an end itself. Although there
may not be any substantive difference between Japanese and U.S. companiesin the influ-
ence of shareholders on corporate governance, perceptions are surely different. Conse-
guently, U.S. investors may get higher utility than Japanese investorsif the actual
pecuniary returns are the same. It is an interesting contrast that Japanese managers take
great care of building alabor-friendly image but show a curiously detached attitude to-
ward sharehol der@and U.S. managers seem to do the opposite, whatever both of them
actually do.

Then, does takeover play an alleged important role to penalize inefficient man-
agement? A relative lack of takeover in Japan is believed to show the inefficiency of the
Japanese capital market, though the fact that an anti-takeover legislation does not de-
crease much the stock prices of companies incorporated in the jurisdiction of that legisla-
tion casts doubt on the relative importance of takeover as adisciplinary devicein the
United States.mt isalso argued that takeover does not fit the Japanese labor custom.
However, in an efficient market, takeover does not make economic sense: “If making a
bid reveals the fact that the bidder knows the firm is undervalued, then anyone spending
any money searching for undervalued firms would obtain no return on that investment”;
as for minority shareholders, “[b]y holding on to their shares, they will participate as well
inthegaininvalue.” (Stiglitz 1994, pp. 69-70)E}Empi rical evidence suggests that those
(shareholders) who initiate hostile takeover do not gain, though the shareholders of target
companies no doubt gain substantial Iy.then, why do some people initiate hostile take-

22 1t iswidely believed that the shorter the general annual meeting is, the better in Corporate Japan. Many
meetings last for less than one hour and a two-hour meeting is often regarded as a sign of poor management.
213 Easterbrook and Fischel (1991, pp. 196-198) and Ramseyer (1993, p. 2018).

% This argument is a corollary of Grossman and Stiglitz (1980).

% See Jarrell et al. (1988) and Easterbrook and Fischel (1991, pp. 194-196).
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over? One possibility isthe lack of consistently aligned beli efsEas mentioned in Ap-
pendix 3, while there is no evidence to support the winner’s curse. Also, as Stiglitz (1994,
p. 75) argues, “It is not business judgment but managerial ego that drives much of the
takeover activity.” However, what is wrong with managerial ego? The data show takeover
in the United States is a Pareto-optimal activity, though the benefit seems to be attributed
only to the target shareholders. Different from awidely held perception, U.S. corporate
raiders are rather akind of noblesse oblige. They voluntarily make poorly run companies
more efficient without much reward for themselves. Americans are more compassionate
than usually they themselves and others usually admit, as Alexis de Tocqueville (1966,
p.498) pointed out long ago:

The Americans, on the other hand, enjoy explaining amost every act of their lives on the
principle of self-interest properly understood. It gives them pleasure to point out how an en-
lightened self-love continually |eads them to help one another and dispose them freely to
give part of their time and wealth for the good of the state. | think that in this they often do
themselves less than justice, for sometimesin the United States, as el sewhere, one sees peo-
ple carried away by the disinterested, spontaneous impulses natural to man. But the Ameri-
cans are hardly prepared to admit that they do give way to emotions of this sort. They prefer
to give the credit to their philosophy rather than to themselves.”

The bottom lineisthat if we assume the market is efficient, the paradox is not the
lack of takeover but the frequent existence of takeover. In this respect, | could argue
Japanese shareholders are more rational than U.S. ones. We do not need the alleged inef-
ficiency of the capital marketEbr alleged rigidity of the labor market to explain the lack
of (hostile) takeover in Japan. Simply, Japanese investors are more cold-blooded profit
maximizers than U.S. investors!

The low dividend yield of Japanese companiesis also not the sign of neglect of
investors but arational response to the asymmetric tax treatment. Again the paradox is

not why Japanese investors accept low dividend payment, but why U.S. investors allow

%% The lack of common knowledge of rationality is sufficient but not necessary.
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companies to pay relatively high dividend. Why do U.S. companies pay substantial divi-
dend (more than 2 percent in 1996)? | agree with Black (1990): “investors ssimply like
dividends.” Informational role is often invoked to justify dividend payment. But,
“[c]hanging dividends seems a poor way to tell about afirm’s prospects. Public state-
ments can better detail the firm’s prospects, and have more impact on both the speaker’s
and the firm’ s reputation.” Then, he predicts “ dividends that remain taxable will gradu-
aly vanish.” Indeed, thisis what has happened in Japan. The dividend yield used to be
high and comparable to bank interest rates, particularly before the war when both per-
sonal and corporate income taxes were very low. However, since the 1960s, the yield has
been reduced to a bare minimum (less than 1 percent since 1985).EI

Instead of stock markets, Jensen (1989, p. 67) proposes another candidate: “ Some
may find it curious that a company’s creditors wield far more power over managers than
its public shareholders, but it isaso undeniable.” Stiglitz (1985) is more explicit on the
monitoring role of banks. Thus, enters a bank as a controlling device. Then, isn’t it an-
other main bank story?It is true that bank loan isimportant as a corporate disciplinary
device but it is only effective if the relation between lenders and borrowersis more de-
tached than cohesive as described below.

Above all, the most important disciplinary device is competition. As Stiglitz
(1994, p. 131) claims, “imperfections in the managerial control systems make competi-
tion in the product market all the more important. A competitive product market imposes
adiscipline on management in large, publicly held corporations that is not provided in
any other way.”

However, competition per seis not a sufficient condition. As Becker (1962)
shows persuasively, non-rationality, i.e., non-profit-maximizing behavior, at an individual
level does not lead to pathological aggregate behavior as long as the budget constraint is
maintained. Furthermore, Gode and Sunder (1993) show a striking allocative efficiency in
a double-auction experiment with random bids and offers only constrained by the budget

constraint and concludes that “ Adam Smith’ s invisible hand may be more powerful than

" stock markets may not be different from beauty contests. However, as beauty contestants are almost al-
ways beautiful, good performing stocks are likely to reflect the good performance of companies.
%8 Companies have to pay dividend to remain listed on the Japanese stock exchanges.
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some may have thought: when embodied in market mechanisms such as a double auction,
it may generate aggregate rationality not only from individual rationality but also from
individual irrationality.” (p. 136)

Kornai (1986, p. 4) has reached the same conclusion from hisinvestigation into

socialist economi&e:E’-I

[T]he budget constraint is not a bookkeeping identity nor atechnical relation, but arational
planning postulate. Two important properties must be underlined. First, the budget constraint
refers to abehavioral characteristic of the decision-maker: he is used to cover his expenses
from the income generated by selling his output and/or by earning return on his assets.
Therefore, he adjusts his expenditures to his financial resources. Second, the budget con-
straint is a constraint on ex ante variables and first of all on demand; it is based on expecta-
tions concerning his future financial situation when the actual expenditure will occur... The
‘softening’ of the budget constraint appears when the strict relationship between expenditure
and earnings has been relaxed, because excess expenditure over earnings will be paid by
some other institution, typically by the State. A further condition of ‘ softening’ is that the
decision-maker expects such external financial assistance with high probability and this
probability is firmly built into his behavior... The notion of the soft budget constraint refers
to atrend in modern society: the relaxation of financial discipline, the weakening of the feel-
ing that spending, survival, expansion depends on earning capability and not on external as-

sistance.

In this regard, the argument that the assumption of rationality can be abstracted
away by evolutionary process (Alchian 1950) is wanting, as Demsetz (1996, p. 486-488)
pointed out:

To satisfy Alchian’s needs, positive profit must be to business decisions as the ice age was
to the survival of species. The positive-profit criterion must be external to our decision; its
application must not rely on human calculation if we are to avoid relying on rational behav-

ior indirectly... Positive profit clearly is not independent of thought processes. Profit isitself

% See Kornai (1996) for arecent summary on the post-communist eastern European economies.
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aresult of conscious calculation, and positive profit is afiltering criterion that we choose to
impose on ourselves...

The appeal of the positive profit criterion to Alchian undoubtedly isrelated to the notion of
feasibility or of the need to satisfy budget constraints... [But, w]hence the budget constraint?
That there is a budget constraint seems to require rational decisions by others... The people
behind the budget constraint behave as if they husband their resources. Without this behavior,

budget constraints lack meaning as long as wealth exists in the community.

In the following, | use a rudimentary evolutionary game theoretic model to make
the argument more transparent.

Figure 14 (1) depicts the payoff matrix dependent on the behavior of players. Pis
aproportion of those who play ‘Hard’, that is, keep their budget constraints. This propor-
tion can be between 0 and 1, and is commensurate with the degree of contract enforce-
ment and political independence in society. Figure 14 (2), (3) and (4) show the payoffs at
p =1, 0.5 and O respectively. Actualy, these three values are the only equilibrium values,
which will be shown later.

Now let’ s find best reply strategiesin each p value. Let x be the probability of
playing ‘Hard’ for the row player and y for the column player. Then, the expected payoff
of each player is:

= (=5+10p)xy + (=4 +8p)x(L~y) +(4 =8p)(1 ~X)y

=X[(10p =5)y+ (8p—4)]+ (4 —8p)y.
Let L=(10p-5y+(8p—4).
Then,

L<0if0<p<05 L=0if p=05andL>0if05<p<l(- 0<sy<l).
Therefore,

x=0if0<p<05 O<x<lif p=05andx=1if 0.5< p<1l.

Thatis, play ‘Soft’ if 0=p< 0.5, ‘Hard’ if 0.5 < p =1 and anything goes if p = 0.5.

Figure 15 shows the neighborhood of the three equilibrium points. Figure 16
shows the payoff values at best reply strategies. Figure 17 shows why the aforementioned
three points are the only equilibria. If 0 < p < 0.5, playing ‘ Soft’ isthe best reply. There-
fore, those who play ‘Hard’ continue to lose relative to those who play ‘ Soft.” On the oth-
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other hand, if 0.5< p <1, playing ‘Hard’ isthe best reply. Therefore, those who play
‘Hard’ continue to outperform those who play * Soft.’

How about stability? Let’slook at Figure 18, a conceivable phase diagram. Al-
though p = 0.5isan equilibrium aswell asp =0 and p = 1, the midpoint equilibrium is
not stable while the two endpoint equilibria are. Once, the proportion deviates infinitesi-
mally from p = 0.5, it convergesto either p =0 or p = 1. More formally, | assume the fol-
lowing condition for the differential equation of p and dp/dt (t istime):

dp/dt=f(p)=0ifp=0,p=050rp=1,

dp/dt =f(p) <0if 0<p<0.5and

dp/dt =f(p) >0if 0.5<p<1.

In this setting, if the mgjority of people believe the majority of people keep budget con-
straints, all surviving people tend to keep constraints. On the other hand, if the majority of
people believe the majority of people are rent seekers breaking budget constraints, every-
oneisforce to become rent-seeker in order to survive.

The situation is different from the Smithian anarchy described in Figure 14 (5).
There, both (‘Hard’, ‘Hard’) and (* Soft’, * Soft’) are Nash strategies as well as one mixed
strategy. Moreover, the former outperforms the latter and the deviation from the former
strategy does not make economic sense once agreed upon before playing even if the
agreement is not binding. Also, those who keep budget constraints may prevail by cluster-
ing and transacting with each other. Thisis a situation described by Axelrod (1984). Be-
cause, unlike the Prisoner’ s Dilemma of Axelrod (1984), my setting is a coordination
game, it ismore likely that the Pareto-optimal strategy prevails by construction. Besides,
it is possible to incorporate a stochastic element through multiplying each payoff by (1 +
€); € may be assumed to be an i.i.d. standard normal, Poisson, etc. Perhaps, lifeis not so
cruel as depicted in the Prisoners’ Dilemma but more benign as describable with a coor-
dination game.

However, in my main setting (Figure 14 (1)), the payoff of (‘Hard', ‘Hard’) is
commensurate with p. Although it is not unreasonable to assume that the payoff of
(‘Hard’, * Soft’) or vice versais related to p because contract enforcement islikely to be

positively related to the proportion of those who keep budgets (court decision is quick if
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few breach contract, etc.), there seemsto exist little reason to support my payoff structure
a (‘Hard’, ‘Hard’). Well, my reasoning may sound little sleight of hand, but | believeitis
not entirely outrageous. those who keep budget constraints are regarded as deep pocket by
the government and society in general, and likely to be intervened and exploited from
outside even if they transact among like-minded people. Unlike the Smithian world, the
government exists in my world. Whether the Smithian world is possible or not, human
beings have never experienced such a blissful anarchy yet. Furthermore, democratic gov-
ernments do not necessarily keep property rights intact. In such democracies as India and
post-communist eastern European countries, the soft budget constraint is prevailing. In
many industries in advanced economies, rent-seeking seems the best way to make money.
On the other hand, Hong Kong under the British rule is a good example of the hard
budget constraint without democracy.

The discussion above shows a certain discipline has to be imposed internally in
democracies. Then, enters accounting. First, we need accounting to grasp how much we
make or lose, though it is the only necessary condition. In my parable, without accounting,
we cannot know the payoff matrix. We have to keep in mind that accounting does not
merely describe the things which are out there; accounting is constitutive of redlity as
language is of social reality. Second, accounting as a bundle of activities, not account in-
formation, continually forces us to think in a particular fashion. People, possibly except
philosophers, do not examine why murder should be punished. Most moral codes survive
because people abide by them without thinking deeply about them. Rather, these codes
are too deeply ingrained to have their validity questioned. Compared to these moral codes,
keeping budget constraints is much weaker. Such beautiful words as social responsibility
easily mesmerize us and enable some smart people to tap other hard working people’s
money.

From this point of view, the role of accounting isfairly obvious: established ac-
counting concepts such as historical cost and conservatism as well as accounting system

itself are constructed either explicitly or implicitly to harden the budget constrai nt.@f

%0 |jiri (1975) advocates hardness from an accountor-accountee point of view. The argument above shows
hardnessis also vital from a viewpoint of decision usefulness at a meta-level, i.e., the market system itself.
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the budget constraint is the most important device for the viability of the market system,
accounting, which is the backbone of the budget constraint, may be another name of the
market system. The Sombart thesisis right after all. Accountants feel offended that peo-
ple utter “mere accounting.” However, accountants should take it a homage to account-
ing.@rhis matter-of-fact sentiment suggests that accounting way of thinking is so deeply
ingrained that people cannot think otherwise. Accounting becomes one of the most reli-
able commitment technologies. The benefit of stability itself can be shown from this point
of view.

For example, one of the great achievements of “mere” accounting is the fact that it
has brainwashed people into believing deficit is a bad thing without pondering. The rhe-
torical effect of the word itself disciplines managers substantially. Rhetoric matters. This
isall the moreimportant if we realize that breaking the budget and seeking external help
is the dominant strategy in many situations. However, because the budget constraint of
the entire economy is always hard, everyone is aloser under this dominant solution. Of
course, accounting or rhetoric does not discipline managers completely. Its established
status makes it difficult to soften the budget constraint, but not impossible. Such brilliant
rhetoricians as Lee lacocca sometimes make it possible. As McCallum (1996) forcefully
argues concerning the independence of the central bank, such a thing as commitment
technology does not exist contrary to the usual rules versus discretion argument.ﬁbon-
stitutions need to be enforced but who should do the enforcing under the democratic gov-
ernance which is rightly required to be sensitive to public demand?ﬁI

Accounting is the ultimate device to maintain rationality in the sense that it makes
people take aminimal but crucial element of rationality culminating in the budget con-

straint almost as an external environment. Considering high optimization cost, we may

Inflexibility limits room for creative accounting (March 1987, pp. 157-160). If we think broadly enough,
there is no trade-off between the roles of decision usefulness and stewardship of accounting.

%! Schelling (1978) and Klamer and McCloskey (1992) seem to agree that economicsis little more than
accounting. Mirowski (1986) and Hoskins and Macve (1993) a so point out the neglected importance of
accounting in economic discourse. John R. Hicks, one of the greatest economists in this century, wanted to
be remembered as the accountant of the economics profession (Klamer 1989).

%2 See Kydland and Prescott (1977) for the usual argument.

%83 \What many economists consider theideal polity seemsto be akind of Hong Kong under the British rule.
Benign but undemocratic policy makers maintain a market-oriented regime without any interference from
the public. It isalogical consequence of what Sen (1987) calls welfarism.
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not need more than this minimal level of rationality to conduct our economic lives. But
the near unconscious nature of the accounting/budget constraint has a negative effect. Al-
though trade deficit is a completely different concept from corporate deficit, people do
not seem to be able to distinguish. If it were coined trade difference, the actual economic
policy would be quite different and the relation between Japan and the United States
would be smoother.@I

To repeat, the budget constraint is crucia for the attainment of economic effi-
ciency. However, the hard budget constraint is not an externally imposed condition on
human activities unlike severe weather on non-human animals, as pointed out by Dem-
setz (1996, p. 486). Therefore, ausual evolutionary argument without teleology is want-
ing for human economic behavior. Maximizing utility in economic dynamicsis different
from least action in physical dynamics. The latter is an as-if metaphorical statement ex-
cept for del sts,@)ut the former isliterally teleological .@Ne cannot avoid assuming the
existence of human deliberation or purposiveness (rationality of anon as-if kind). But this
rationality has become so internalized that people behave amost unconsciously in accor-
dance with it. Above all, accounting has been playing a (the) crucial rolein facilitating
this process.

Another point not to be missed is the importance of acompany as alegal entity.
Because the basic unit of budget constraintsis a company unless explicitly contracted
otherwise, the legal boundary of organization matters economically.

The soft budget constraint gives a good counter-argument against the claim that
corporate groups and main banks are instrumental in the success of Japanese manufactur-
ing industries. What is described about now defunct Y ugoslaviain Knight (1984) seems
to be very Japanese: “In the Yugoslav system, labor rather than capital isthe residual

claimant of surplusleft...” (p. 8); “banks may aso be subject to considerable pressure

%4 However, the U.S. government and multinationals may knowingly blur the difference for rent seeking
and take advantage of the innocent anger of the grass root. See Otani (1996, ch. 5) for arelated argument.
% However, only intentional from God'’s point of view, not from a mortal’s.

%6 |f we understand human behavior solely from dispositions, eliminating preferences from the argument,
economicsis reduced to sociobiology and economics may really become social physics without teleology.
However, as Lewontin et a. (1984) show persuasively, most sociobiological arguments are tentative at best.
Even Edward Wilson admits “evolutionary theory itself [is] still too imperfect, for the propositions re-
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from the enterprise in difficulties, particularly if it islarge and a founding member of the
bank in question... this pressure is strong enough that the bank feels it has little choice in
responding...” (p. 24); “ Theinterlocking system of banks, enterprises and SPCs [socio-
political communities] has ensured that bankruptcy proceedings have been instituted only
exceptionally.” (p. 40) But his policy recommendation that “the * soft budget constraint’
facing Yugoslav enterprises needs to be ‘hardened’” was not followed. Stiglitz (1994, p.
184) is harsher: “Given the importance of interfirm lending, the disease of soft budget
constraints - and the resulting softening of incentives - can spread quickly through the
economy.” What istold in line with the corporate group/main bank view is precisely what
is described about inefficient planned economies with the soft budget constraint as the
key concept. There are two alternatives to reconcile: Japanese economy is as inefficient as
former socialist economies or the corporate group/main bank view is not a correct de-
scription of Japanese economy. For me, it istoo obvious to explain which alternative to
choose, though I do not deny some inefficient Japanese companies can and do survive
due to governmental regulations and interventions as some U.S. companies do.

Japanese economy has been able to attain the current high productivity, starting
from its obscurity compared to other industrialized economies several decades before,
because companies, non-financial onesin particular, have been facing the hard budget
constraint. After the ail crisisin the 1970s, many |leading manufacturing companies suf-
fered from deficit, often persistent one,@nd implemented severe restructuring including
cutting workforce.@iowever, the tragic failure of Japan’s largest corporation, the INR,
is reminiscent of the collapse of the command economies and a striking example of the

grand scale soft budget constraint in Japan.@lthough the scale of the INR'’ s soft budget

viewed here to be carved in stone.” (1978, p. xi) Also economic prosperity is not related to reproductive
success, which is the benchmark in evolutionary theory, in modern human society.

%7 Those industries are called structurally depressed. An examples then was shipbuilding.

%8 «1t js hardly known that even large companies fire employees when deficit continuesin two to three con-
secutive years.” (Inoki 1997, p. 230; my trandation) Japanese companies call firing voluntary retirement,
though they try to find jobs and add substantial benefit for the fired.

%9 Ryohei K akumoto pointed out the structural weakness of the debt-laden INR using the tragedy of impos-
sibility of bankruptcy as the key concept, which is similar to the soft budget constraint, independent of Kor-
nai’s analysisin the 1970s (Kakumoto 1977, 1994). With his experience as a Ministry of Transport official
and JNR executive, he describes how the morale of the management deteriorated after they were forced to
abandon the balanced budget plan in the early 1970s due to the denial of farerise by the Diet. After that, the
management borrowed to spend without any plan for repayment, and spending spree started. The only task
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is beyond comparison as that of any single entity,@egulated industries such as utilities
are notorious for their inefficiencies due to built-in soft budgets.ml'he JINR was not dif-
ferent from manufacturing companiesin almost all aleged respects of Japanese unique-
ness: life-time employment, the existence of the main bank (government), growth-
orientedness, etc. Above all, INR managers and employees shared the same Japanese cul-
ture in general with, say, those at Toyota and Matsushita. But the results of their nearly
half-century operations show completely divergent paths.@I

Perhaps the industry with the softest budget constraint in Japan at the moment is
banking. By asserting their special position in the economy and the possibility of systemic
risk, they have been protected from competition and recently secured preferential treat-
ments such as use of tax money and hyper-low interest rate policy to make ends meet.
The government seems to be trapped into atypical time-inconsistent policy regime. Isit
reasonable to believe that regulated and now globally discredited bankers monitor glob-
ally feared competitive manufacturers? Isit plausible that bankers used to be efficient, say,
until the 1970s but have become inefficient since then?

Isn’t there any secret for the economic “miracle”’ of Japan? If equally educated
people (not limited to Japanese) seek their self-interest under competition with the budget
constraints as hard as Americans or western Europeans face, we expect to see those peo-

ple become able to enjoy high living standards before long. We need neither monitoring

for them was to secure the government guarantee for loan by political maneuvering. This national enterprise
was dissolved in 1987 and three of its successor companies are now publicly held and listed as discussed in
Chapter 4. However, how to deal with remaining more than 20 trillion yen debt in the hands of the govern-
ment has been a major political issue recently. The 10-odd trillion yen debt incurred by successor compa-
nies are being repaid smoothly. JR East, which owes the largest burden with a six trillion yen debt, has been
rated AA- by Standard & Poors. If the government forces those successor companies to incur additional
burden, i.e., scrapping the agreed scheme before privatization not to require any additional burden, because
they are doing well, those companies have to face the super-hard budget constraint. The super-hard budget
is another side of the soft-budget, however. Because the overall budget constraint is always hard (account-
ing identity), some incur the results of the soft-budget of others. If efficient companies are penalized, who
daresto work hard?

20 |ts scale is only comparable to the sovereign debt crisis of Latin American and Asian countries.

%! Because Japanese regulators still stick to the rate of return regulation, utilities can and do pass any in-
crease of cost to consumers.

%2 The fact that railroad business has been in decline does not explain the difference. First, there are many
profitable railroad companiesin Japan which have been adjusting their operations to the changing environ-
ment. Second, passenger railroad is still aviable industry different from the United States and Europe. The
Japanese passenger traffic volumeis larger than that of all EU countries and the United States combined.
Third, since the dissolution, labor productivity has been doubled.
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main bankers nor outmaneuvering bureaucrats to explain the “miracle,” because thereis
no such thing as a miracle except in religion. For macroeconomic growth theorists, the
paradox is not that Japan has caught up but that most nations have not. Great peoples with
high educational standards such as Russians and east Europeans have not been able to
acquire the same level of economic prosperity because their budget constraints were and
often are soft though the constraint of the national economy is always hard, i.e., thereis
no free lunch as a whole. Why could Japanese bankers and bureaucrats be smarter than
Russian bankers or Polish bureaucrats? Considering the fact that their command econo-
mies have failed miserably without exception, the Japanese economy would be as bad as
theirs if main bankers and bureaucrats were so powerful as the conventional view

cla ms.ENe should not learn, much less teach, wrong lessons. What those aspiring for
economic prosperity have to do may be too mundane to mention: just to keep budget or,

more generally, promise. Simon (1990b, p. 11) rightly points out:

An interesting thing you learn when you teach something about management, however, is
that almost all the things you can say about good management are platitude.

That’s what advice on how to be a manager or how to be arevolutionary sounds like. It's
platitudinous. | suppose that thisis also true for advice on how to be a prize-winning, world-
class tennis player. What' s different between the world-class tennis player and revolutionary,
and the person who simply hears this advice, is that the world-class tennis player and the

revolutionary do it.

%3 | keo (1994, pp. 112-117) also uses the soft budget constraint as an important concept, but his argument
isthe opposite of mine. He claims loosened main bank control in the late 1980s made the budget of borrow-
ers soft; main bank control is the device for the hard budget constraint. However, as mentioned before,
those suffered most are banks and industries heavily dependent on bank loan such as real estate and con-
struction. Now no one denies that banks are the weakest part of Japanese economy, but that manufacturing
companies under alleged loosened bank control are rather in a good shape. Such loan free companies as
Toyota and Matsushita do not seem to have suffered much from the “bubble” economy.
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Chapter 10. Why does the myth persist?

Myths have truth content in the moral and psycho-
logical sense that the Bible does. They no more rep-

resent literal truth than do they demonstrate that

cyclopsreally exist.mI

Steven Goldberg

Why do so many scholars maintain the view that corporate groups dominate Japa-
nese economy and main banks control industrial companies in spite of scant evidence and
inconsistent theoretical claims? | believe there are several distinct reasons, though not
neatly separable and rather interrelated. Indeed, they are al closely related to the socially
constructed nature of reality. | only mention the more plausible of these reasonsin this
Chapter and defer the more speculative onesto Appendix 2.

Thefirst oneisrather institutional in the current research environment. Ramseyer
(1993, p. 2012) cites a candid comment of his Japanese academic friend (Y oshiro Miwa?)

which summarizes the situation succinctly:

Bag the main bank stuff. The reason there're all these main bank papers doesn’t have a
thing to do with what Japanese banks do. They don’t do anything special. Instead, thiswhole
discussion is theory-driven. There're all these fancy signaling, monitoring, and principal-
agent models out there in status economics journals, but until people thought up the Japanese
banking story no one had any facts to apply them to. So my friends started dreaming up this
main bank stuff. Now these stories about main bank monitoring give them a great set of an-
ecdotes to apply their high-tech modelsto. They're relatively plausible, too, since they per-
petuate lots of stereotypes about the Japanese economy that the older academic taught - you
know, those professors who were into all that dreadfully dogmatic Germanic theory. That's
al thereistoit...

Miwa (1996, p. 28) complements the above comment:

2% Goldberg (1993, pp. 163-164).
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Readers may comment, ‘why so much discussion and new literature on Japan’s main banks
and industrial policy? My answer isthreefold. First, many ignore the post hoc, ergo propter
hoc fallacy. Second, strong demand for the discussion and literature exists among politicians,
government officials, journalists and academics, particularly in the former socialists econo-
mies. It creates the supply, which the politicians and government officials in Japan support
enthusiastically both on the belief of effectiveness of government policy and for their own
self-justification. Third, asis usually the case, the authors of the literature on main banks, for
example, are only those who are interested in them. Thus, there now exist the ‘ main bank lit-

erature industry’ and the *Japan’ sindustrial policy literature industry’.

Also, we have such avast amount of data on corporate grouping and bank lending
only in Japan. For example, companies in other industrial countries including the United
States do not disclose separate |oan amount by each bank as pointed out by Shikano
(1994, p. 177). Researchers run regressions because there are data, as people climb be-
cause there are mountai ns.@A ccounting information dictates what we can construct with
our own lenses.

Don't you call a certain concrete example similar to the situation abovein mind in
your own fields? As a self-interested utility maximizer, | refrain from offending my future
senior colleagues by pointing out examples in the accounting literature.

If conventional views were confined to the ivory towers, it would be as harmless
as most extraordinary philosophical claims are for the general public. But | am afraid
thereisarea danger that economic policy makersin other countries “learn” wrong les-
sons from the Japanese experience and/or some shrewd former nomenklatura knowingly
exploit to their advantage.@I

If experts repeat conventional views, who else dares to question? Dawes (1994, pp.
202-203) points out:

Goebbels maintained that the effects of propaganda depend less on a belief in the legiti-
macy of the source than on the repetition and intensity of the propaganda itself. Subsequent

25 A comment of Joseph K adane on the increasing use of scanner data (1997, personal communication).
2% For example, the main bank story would give a convenient justification for managers at inefficient state
monopolies when demanding consistent help from the financial sector.
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psychological experiments have borne out this contention; experimenters have consistently
found that people tend to judge that whatever has been repeated is true - even when the repe-
tition is only of the words in the assertion...

Most of the time and in most contexts, most of us do no adopt the “show me” scientific at-
titude.

Moreover, as others have pointed out, we couldn’t.

Thisisthe point. It isarather rational resource saving strategy for usto rely on
experts. Our time and energy are limited; our bounded rationality forces us to adopt a di-
vision of (intellectual) labor. We have seen many conventional views collapse suddenly
with asmall amount of newly “discovered” information. More conventional views may
be actually brought about by informational cascades than we are ready to admit.

The second reason is, as mentioned in Miwa (1996, pp. 2-3), the extremely strong
influence of Marxism in Japanese socia scientific research. For along time, social sci-
ence meant Marxism in Japan. Its influence is the strongest in economic analysis, though
it has been enormous academically and socially in general and not restricted to economics.
Until the 1970s or even later, economics meant Marxian economics at such leading uni-
versities as Tokyo and Kyoto Universities and there were very few economists in the neo-
classicd tradition.ElEven those few non-Marxian economists were heavily influenced by
M arxism.@ven in the 1980s, Marxian economics was given as much weight as “mod-
ern economics’ (Japanese call economics taught in the United States and other countries
as such) in many leading universiti 6.@—|owever, those Marxian economists seem to
have recently transformed their identities into economic historians because of the world-

wide tide against them.

27 Miwa (1997, p. 165) mentions the dominance of Marxism at the Faculty of Economics of Tokyo Univer-
sity when he was an undergraduate student there between 1966 and 1970.

2% Ryutaro Komiya at Tokyo then was a rare exception and has been challenging the conventional wisdom
since the early 1960s.

29 \When | was an undergraduate student at Tokyo University in the early 1980s, economics major could
choose either the Marxian economics or modern economics track. It means many economics graduates did
not learn anything about standard economic tools such as marginal analysis and constrained maximization.
Instead they |earned exploitation, labor theory of value, monopoly capital, finance capital, etc. Many of
them are now working at government and financial institutions.
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It is not difficult to see the ideas of corporate group dominance and main bank
control have a strong affinity with Marxism even for those who have minimal knowledge
of the doctrine. Actually, those views are direct applications of the finance capital theory
first advocated by Rudolf Hilferding, an Austrian Marxist politician and economist, in the
1910s. Hilferding (1981) is based on the analysis on the Austro-German economiesin the
early twentieth century and distinguishesitself from other scholastic interpretations of
Marx’swork in trying to develop Marx’s ideawith empirical evidence. Thiswork is one
of the most widely discussed and read books on economics in Japan partly due to Lenin’s
praise@although it isarather obscure book only known to alimited number of Marxist
scholars in the English speaking countries and the English trandlation was not published
until the 1980s.

One of the most famous phrases in the book is * Even today, taking possession of
six large Berlin banks would mean taking possession of the most important spheres of
large-scale industry.” (p. 368) If we exchange Tokyo for Berlin, this phrase summarizes
what is claimed on Japanese economy nicely. The following passage (p. 225) sounds a

typical description of Japanese economy:

The dependence of industry on the banks is therefore a consequence of property relation-
ships. An ever-increasing part of the capital of industry does not belong to the industrialists
who useit. They are able to dispose over capital only through the banks, which represent the
owners. On the other side, the banks have to invest an ever-increasing part of their capital in
industry, and in this way they become to a greater and greater extent industrial capitalists. |
call bank capital, that is, capital in money form which is actually transformed in thisway into
industrial capital, finance capital...

Finance capital develops with the development of the joint-stock company and reachesiits

peak with the monopolization of industry...

Of course, it would be a textbook ad hominem fallacy if | questioned the conven-

tional view ssimply because it is originated from Marxism. What | want to question are

390 enin acknowledges Hilferding’s influence on his analysis of imperialism. Marxism in Japan is more
Marxist-Leninist than in western European countries. However, after the Cold War ended, the publisher
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undoubted assumptions underlying this view: economic exchange is analogous to the
master-servant relation, that is, one “ controls’ the other; money is the only important re-
source for business enterprise. Under this view, neither human capital formation, incen-
tive structure nor the value of specialized information (expertise) is aproblem at all.
Stiglitz (1994, p. 6) sees the same thinking in British economists who are also influenced

by M arxﬁ.I

In the economy of Joan Robinson (or Arrow and Debreu), decision makers, and the
structure of decision making, play no role. Joan Robinson describes the job of the manager of
afirm as simply looking up in the book of blueprints the appropriate page corresponding to
current (and future) factor prices. That page would show what technology minimized costs at
those factor prices. Were life so simplel Of coursg, if life were so simple, being a manager
would be atruly boring job, worthy of the disdain cast by the traditional British academic,
and the lack of concern of Lange, Lerner, and Taylor for managerial incentives would be of

little moment: They could essentially be replaced by automata.

Even for U.S. economy, there are quite a few studies which assert the U.S. indus-
tries are under bank control, mainly from sociologists and Marxian economists,@hough
rarely cited in the Japanese corporate group/main bank | iterature.@Nhat is described
thereissurpris nglymj milar to the main bank/corporate group view expressed on the
Japanese economy.

However, such claims as the bank control of U.S. economy and the interlocking of
large companies have never caught material concern of mainstream economistsin con-

trast to the popularity of the main bank/corporate group view on Japanese economy

deleted it from the catalog. Books on Marxismin general suffer the same treatment from various publishers.
%01 As Stiglitz (1994) also points out, general equilibrium is quite consistent with market socialism.

%02 Mizruchi (1996) and Mizruchi and Stearns (1994a) are concise reviews. Major works (books only) are
Kotz (1978), Mizruchi (1982, 1992), Mintz and Schwartz (1985), Mizruchi and Schwartz (1987), Useem
(1984) and Zukin and DiMaggio (1990). There are many journal articles, but if you try Mizruchi and Koe-
nig (1991), Mizruchi and Stearns (1994b) and Stearns and Mizruchi (1993) for example, afeeling of déja-
vu may be unavoidable for those familiar with the Japanese main bank and corporate group literature.

303 ghikano (1994) is an exception and cites Mintz and Schwartz (1985). However, his argument that a
bank’ s influence through management control is different from that through loan is not clear.

3% However, it is not so surprising as first thought because the origin is the same finance capital theory of
Hilferding.
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among many neo-classical economists and law and economics scholars on both sides of
the Pacific. Why are they attracted by the view which they would and do dismiss if ap-
plied to U.S. economy with “evidence” of the same degree? This question is too fascinat-
ing to be left unanswered, but | defer my speculation to Appendix 2 as mentioned in the
beginning of the Chapter.
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Chapter 11. Conclusion

Such a result can be called negative, though not en-
tirely worthless. For the sake of intellectual honesty,

the destruction of any illusion is a great achieve-

I‘YlefT[.E

Carl Schmitt

Against all odds, An inevitable conclusion is that the difference between Japanese
and U.S. economies is much less than widely believed. Although both economies have
established (superficially) distinctive corporate governance structures historically, their
influence on the relative prosperity and actual working mechanism of both economiesis
much less significant than the market discipline induced by budget constraints deeply in-
grained in the psyche of both nations.

Some (all?) readers may be fed up with my “rational” explanation for Japanese
corporate governance. However, at least Becker (1996, p.155-156) must be sympathetic

to my argument.

William Blake said that you never know what is enough until you see what is more than
enough... My work may have sometimes assumed too much rationality, but | believeit has

been an antidote to the extensive research that does not credit people with enough rationality.

Above al, we have no other way than assuming a certain kind of rationality in or-
der to understand human society, Japanese or whatever. “ Charity is forced on us; whether
we likeit or not, if we want to understand others, we must count them right in most mat-
ters.” boo ]

Of course, charity forces me to try to understand why certain stereotypes exist.
Actually, stereotyping saves our scarce resources and energies and enable us to concen-
trate on what is more important for us. However, | believe Japanese economy is too im-

portant for both Japanese and non-Japanese scholars and practitioners to stick to this

%5 My tranglation: “Man kan dieses Ergebnis ‘negativ’ nennen, aber esist sicher nicht wertlos. Fiir das In-
teresse intellektueller Redlichkeit ist jede zerstorte [llusion ein grof3er Gewinn.” (Schmitt 1988, p. 97).
%% Davidson (1984, p. 197).
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resource saving strategy any more. Serious interest in Japanese economy by non-Japanese
researchers is most welcome for more thorough understanding of human economic inter-
action regardless of different histories and cultures.E It istime we learned instead to
love Japan for telling us the cold truth: that, notwithstanding the rich variation within and
among societies, economic incentives generate similar and largely predictable results eve-

rywhere - in Tokyo, in Chicago, and in Jackson, Mississippi @

%7 Although Aoki (1988), perhaps the most comprehensive work on the Japanese economic system written
in English, qualifies his analysis carefully with empirical evidence not to oversimplify the difference be-
tween Japan and the United States, his brilliant mathematical models are based on stereotypical views on
both Japanese and U.S. economies. He seems to believe there exists “the highly market-oriented Western
economy” (p. xi) nearly orthogonal to Japanese economy, but the actual differences among industrial
economies are rather small and any industrial economy is an organization-and-market economy, as Simon
(1997, p. 200) points out.

8 Ramseyer (1994b, p. 267).
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Appendix 1. Mitsubishi group companies (shachokai members)
1. The Mitsubishi Bank, Limited (The Bank of Tokyo-Mitsubishi, Ltd. since April 1996)
2. The Mitsubishi Trust and Banking Corporation
3. Mdiji Life Insurance Company

. The Tokio Marine and Fire Insurance Company, Ltd.

. Mitsubishi Corporation

. Mitsubishi Construction Co., Ltd.

. Kirin Brewery Company, Limited

. Mitsubishi Rayon Company, Limited

. Mitsubishi Paper Mills Limited

10. Mitsubishi Chemical Corporation

11. Mitsubishi Gas Chemical Company, Inc.

12. Mitsubishi Plastics, Inc.

13. Mitsubishi Oil Company, Limited

14. Asahi Glass Company, Limited

15. Mitsubishi Steel Mfg. Co., Ltd.

16. Mitsubishi Materials Corporation

17. Mitsubishi Shindoh Co., Ltd.

18. Mitsubishi Cable Industries, Ltd.

19. Mitsubishi Kakoki Kaisha, Ltd.

20. Mitsubishi Electric Corporation

21. Mitsubishi Heavy Industries, Ltd.

22. Mitsubishi Motors Corporation

23. Nikon Corporation

24. Mitsubishi Estate Company, Limited

25. Nippon Y usen Kabushiki Kaisha

26. Mitsubishi Logistics Corporation

(Non-listed non-financial)

27. Mitsubishi Aluminum Co., Ltd.

28. Mitsubishi Research Institute, Inc.

© 00 N O o b~
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Appendix 2. Academic (mis)construction of reality*®[ ]

| will indulge myself in speculation on why the myth prevails so persistently,
though my story seems too whimsical to be included in the main text. On apologizing in
advance for all who may feel offended after reading this Appendix, | continue to discuss
the fascination of the conventional view for both western and Japanese scholars and the
popularity of Marxism in Japan.

First of all, western scholars seem to want to believe Japan is different. Otani
(1996) succinctly summarizeﬁm.I

If Industrial Revolution was internally arisen within the western culture and civilization,
this revolution, more broadly industrialization, should be inseparable from or part of the
western civilization. Accordingly, it would be quite natural to doubt the Japanese industriali-
zation, which has taken place in a society completely detached from the western tradition, is
something unnatural, and even to suspect it is phony. From this suspicion, it is easily con-
cluded that any aspect apparently different from the West must reflect the Japanese tradition
or uniqueness... The latest example is the Japan-is-different view that the Japanese capitalism
and western capitalism are as different as night and day... (pp. 190-191)

Tenacioudy repeated emphasis by western intellectuals on the role of government, the MI-
Tl in particular, with the Japan Inc. view as atypical example, is acorollary of the above
mentioned conceptual framework. Should industrialization be aresult of the internal devel-
opment of the European civilization and society, Japan would lack the force inherent in the
society to generate its own industrialization spontaneously. Therefore, they conclude that the

external force initiated by government must be instrumental and sine qua non... (pp. 217-218)

What exists behind such a self-gratifying perception is pointed out by Lewis and Wigen
(1997, pp. 100-101):

3 The title of this appendix is borrowed (and modified) from Hamilton (1996).

319 My tranglation. Otani (1996) is a good read for those who are fed up with conventional views. Also,
Inoki (1996, pp. 1-2) summarizes the basic principle of modern Japan as “broad opportunity and fierce
competition” with ample historical evidence adding “1 want to debunk the groundless conventional wis-
dom.”
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While debates on Oriental despotism are of arather recondite nature, the belief that West-
ernization is a necessary concomitant of modernization has immediacy in the popular imagi-
nation. The assumption is still often made that all of the desirable features of modernity are
inextricably bound to the West. In arecent survey of Japan in the influential journal the
Economist, for example, we are told that “ Japan is changing;... modernization is indeed turn-
ing out to mean westernization.” Westernization, in turn, is taken here to mean nothing less

than individualism, freedom of expression, tolerance, and democratization.

The alleged lack of originality of Japaneseis acorollary of the above argument.EI

The following comment by an advocate of the western dominance is by no means ex-

treme and rather the same kind of view is often expressed by western intellectuals:

It is not true, as some people think, that Japan adds European technology to its culture; no,
European science and technology are trimmed with Japanese characteristics. The foundation
of actual lifeis no longer the special Japanese culture, although it determines the color of life
- because outwardly, in consequence of itsinner difference, it is more conspicuous to the
European - but the gigantic scientific-technical achievements of Europe and America; that is,
of [western] peoples. Only on the basis these achievements can the Orient follow general
human progress. They furnish the basis of the struggle for daily bread, create weapons and
implements for it, and only the outward form is gradually adapted to Japanese character.

If beginning today all further [western] influence on Japan should stop, assuming that
Europe and America should perish, Japan's present rise in science and technology might con-
tinue for a short time; but even in afew years the well would dry up, the Japanese special
character would gain, but the present culture would freeze and sink back into the slumber
from which it was awakened seven decades ago by the wave of [western] culture... But if it is
established that a people receives the most essential basic materials of its culture from for-
eign [nationg], that it assimilates and adapts them, and that then, if further external influence
islacking, it rigidifies again and again, such a[nation] may be designated as 'culture-

bearing," but never as 'culture-creati ng.'

31 Inoki (1996, p. 2) points out “one thing is certain that those who claim Japanese lack originality are not
original a all; instead of reaching a conclusion logically with their own definition of originality, they simply
repeat what others say.” (My trandation)

312 Hitler (1943, p. 291-292). Words in the brackets are modified from the original text: from Aryan to
western and from race to nation.
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However, these arguments do not answer why so many Japanese scholars are

obsessed with the Japanese unigueness. Again Otani (1996, p. ii) gives us a brief sum-

maryE.I

Japanese universities have been established as organs for the westernization of Japanese
society through catching up and getting ahead of the West. Therefore, it is quite natural for
Japanese social scientific research to emphasize the Japanese peculiarity, difference and

uniqueness compared to the West.

In other words, Japanese scholars are self-styled representatives of the western
civilization. The late Masao Maruyama, arguably the most influential post-war Japanese
intellectual not only in Japan but also among Japanol ogists through his translated
WOI’kS,@S atypical example. | suspect the intellectual backbone of the Japan-is-different
view can be traced back to his rather journalistic writi ng.Ehe asserts that students
should study western languages, “because the Japanese language itself is not suitable for
the expression of rational thinking.” EI‘Daradoxical ly enough, he continued to writein
Japanese until his death afew years ago. The strong appeal of Marxism in Japan is not
surprising from this intellectual atmosphere. Considering the strong constructivi stﬂ&
ture of Marxism, it is natural for intellectualsin “backward” countriesto be mesmerized
by Marxism.mn particular, its Leninist variety gives the avant-garde, i.e., intellectuals, a
free hand for remaking a society from the scratch. Hayek (19673, p. 93) himself points

out:

33 My translation.

314 Maruyama (1963, 1974). He was a professor of political science at Tokyo University until early retire-
ment in the 1970s.

%1% He never wrote any substantial scholarly work after the war comparable to Maruyama (1983) written
early in his career.

318 My tranglation of a comment in Maruyama (1949), quoted in Okamoto (1996, p. 323).

317 See Hayek (1979) for constructivism.

318 As Hayek (1967b) points out, intellectuals in general tend to have a strong affinity for socialism every-
where.
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It was therefore only natural that, when Japanese thinkers began to study the different
strands in the development of European thought, they should have been most attracted by
those school s which seemed to represent this rationalist tradition in its most extreme and ex-
plicit form. To those who were seeking the secret of Western rationalism, the study of the
most extreme form of it, what | have called constructivist rationalism and what | regard as an
illegitimate and erroneous exaggeration of a characteristic element of the European tradition,

was bound to appear as the most promising path to the discovery of this secret.E|

On the other hand, this Japanese psyche harmonizes with the western psyche well:
the cultural superiority complex based on material dominance for more than 400 years.
The economic success of Japan has always been a thorny problem from the view that the
prosperity of the West has been brought about internally. But the view that Japan is play-
ing a different game would resolve this paradox. Besides the case of Japan, western intel-
lectuals love the theme of the Rise of West despite more and more serious doubts being
posed by experts on the premises of those arguments. Abu-Lughod (1989) shows similari-
ties between the West and other parts of the world before the western hegemony with

ample evidence from broader perspectives:

One of the striking findings of the research was that similarities between trading partners
in the thirteenth century far outweighed differences, and, wherever differences appeared, the
West lagged behind. This seemed to contradict the usual assumptions. Furthermore, in spite
of the tendency of western scholars dealing with the “Rise of the West” to stress the unique
characteristics of western capitalism, comparative examination of economic institutions re-
veals enormous similarities and parallels between Asian, Arab, and Western forms of capital-
ism. Thisfinding is particularly intriguing because, as we al know, variations cannot be
explained by constants... (p. 15)

What, then, distinguished the two regions - Europe and the Orient?... The question to be
asked iswhy, particularly if one rejects the facile answer that Europe had unique qualities

that allowed her to. My contention is that the context - geographic, political, and demo-

319 However, there are some Japanese scholars who have freed themselves from the constructive rationalist
dtraitjacket. Among them, Sakamoto (1991) isaradical reinterpretation of the modern Japanese political
thought based on the Hayekian spontaneous order.
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graphic - in which development occurred was far more significant and determining than any

internal psychological or institutional factors. (p. 18)

Powelson (1994, p. 2) is more specific on Japanﬁ.|

It is often supposed that Japanese economic devel opment “began” around the turn of the
twentieth century and that Japan copied its economic system from the West. Recent scholar-
ship demonstrates that neither of these assertions is completely true. Rather, Japanese eco-
nomic development had been progressing strongly for almost three centuries before the Meiji
Restoration of 1868. Indeed, the Japanese at that time may have been as far advanced as were
the British just before their Industrial Revolution. Furthermore, the Japanese had developed
sophisticated banking and exchange practices, commercial law, and bureaucracies capabl e of
handling advanced economic policy. Their agrarian system had been modernized. Taking a
cue from this scholarship, | will argue that Japan did not copy the West. Rather, the Japanese

and Europeans were independent progenitors of economic development.

The persistent appeal of the Weber thesis seems to have the same psychological or
ideological root, though the current consensus among experts is that the Protestant ethic
may contribute to the economic development marginally but definitely is not the driving
force. Such scholars as Samuelsson (1961), MacKinnon (1988a, 1988b), and Hamilton
(1996) even question any marginal contribution at all. However, the Weber thesisis too
appealing to abandon just based on historical evidence because this thesis completes the
ranking among societies putting the U.S. at the very top. Roth (1987, pp. 2-3) writes:

One important ideol ogical reason has to do with Weber’ s attitudes toward England and
America. In the superheated nationalist atmosphere of histime, Weber proved to be one of
the last liberal Anglophiles... On this score he found ready resonance among an Anglo-

American public that took the linkage of Protestantism, political liberty, and world power for

30 He s very critical of some Japanologists for being “ extremely paternalistic toward pre-Meiji Japanese.”
(p- 32) But overemphasizing the difference between western Europe plus Japan and the rest of the world, he
considers Japan as an honorary member of the West. This move is not uncommon. See also Hanley and

Y amamura (1977), and Hayami and Miyamoto (1988) for the detailed description of the pre-modern Japa-
nese economy.
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granted. Weber embraced the exalted self-image English Whig historians had fashioned
about the “Puritan Revolution” and itsliberal consequences...

Asit was, the original Whig interpretation, adapted by Weber for polemical reason, was re-
imported by Parsons and others into the Anglo-American realm and help reinforce the
American orthodox understanding of an inherent connection between Protestantism and lib-
eral democracy. The exportation and reimportation of Protestant self-interpretation, if not
self-congratul ation, appears to me an important element in accounting for the American re-
ceptivity to the Weber thesis. If the thesis was, for the German side, akind of negative foun-
dation myth - the “birth defects” of Imperial Germany - it embellished the myth of America.

The last but not the least reason why the myth persistsis: Japanese academics see
the world through their own Ienses.mn Japan, socia scientific research is conducted
mainly in the faculties of law and economics. A political science department, particularly
in national universities, belongs to the former and a business department to the latter.
Unlike the United States, undergraduates can major in law, and most of them go to busi-
neﬁs@as economics majors do. Actually the faculty of law has more undergraduates than
the faculty of economicsin national universities which on average attract academically
better prepared and motivated students and are considered more prestigiousin every field
than private and local governmental universities. Although either of the two faculties rep-
resents the overall tendency among Japanese social scientific researchers, | believe legal
scholars are expected to show the Japanese uniqueness, if it ever exists, more than
economists, because very few legal scholars have aforeign degree and they are more in-
sulated than economists from research conducted abroad. Therefore, | choose legal schol-
arsinstead of economists for a detailed analysis. Table 16 summarizes which schools
professors and associate prof&esors@ome from. | believe my 25 schools chosen repre-
sent the best part of the Japanese legal education and my selection invites few protests

from those who are knowledgeabl e about the Japanese education. | only count researchers

21 For this part, | am indebted to Bourdieu's (1988) analysis on French intellectuals.

%2 | essthan 5 percent practice law.

323 Because any full-time instructor is tenured in Japan, there is no equivalent to an assistant professor at
U.S. institutions.

103



on law and political science and exclude those on other areas who belong to the faculty of
law for general education such as foreign languages. Also, | do not count legal scholars
who belong to other faculties for genera education there.

Asisclear from the table, results are very different from the case of Mitsubishi
group directors. Tokyo and Kyoto Universities are without question dominant in the
number of researchers. Not only they are inbreeding at their schools (96 percent and 89
percent respectively), but aso send their graduates to other leading universities. 37 per-
cent of researchers at 23 leading schools are either Tokyo or Kyoto graduates. Also, na-
tional universitiesrarely hire private school graduates. It is often claimed that personnel
decision at other national universities and some private universitiesisin the hands of To-
kyo and/or Kyoto professors. Those schools are called “colonies.” For example, 21 out of
31 professors at Tohoku University are from Tokyo, and only six are their own graduates.
But, the fact that Tohoku sends more graduates than any other school except Tokyo and
Kyoto to other schools suggests the high quality of Tohoku graduat%.@kmong private
schools, 25 out of 28 Gakushuin professors and 20 out of 32 St. Paul professors are from
Tokyo. The situation at these two universities contrasts with that at Aoyama Gakuin, whi-
chisconsidered equal to Gakushuin and St. Paul in terms of academic reputation and
student bodyE,‘lbut only two out of 26 professors are from Tokyo. These pieces of evi-
dence show something other than academic standards plays a significant role for hiring at
quite afew leading schools.

From the data, without exaggeration, it can be concluded that Tokyo and Kyoto,
particularly the former, dominate the Japanese legal educati on.@rhi sdominanceis not

confined to Iavv.E}\/I ore or less, the same picture obtains in other areas including eco-

3% The late Y oshito Obuki at Chiba University, an outspoken Tohoku graduate, angrily pointed out how
professors from Tokyo belittled students at Tohoku when he was a student there.

35 Among private universities, Waseda and Keio stand out overall in terms of influence on Japanese society.
Inlegal education, Chuo is considered as good as Waseda and Keio. The high inbreeding ratios of these
schools also show their independence.

326 Begides academia, Kyoto is asinfluential as Tokyo in the judiciary. Kyoto is said to have a strong anti-
Tokyo sentiment and more liberal tendency than Tokyo, which may explain Kyoto's underpresence in ad-
ministrative bureaucracy.

327 Al eight Japanese Nobel laureates are graduates of either school, though four out of five science prize
winners are Kyoto graduates and the only Tokyo graduate conducted research at IBM.
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nomics, although it is not so overwhelming in natural sciences and engineering asin so-
cial sciences and humanities.

If every human being is not free from his own experience when seeing how the
world s, it is hardly surprising that Japanese intellectuals emphasi ze the control of the
game by the supposed dominant power. But it may be true only for their world where a
huge non-tariff barrier, i.e., the Japanese language, insulates them from foreign competi-
tion, and the market mechanism hardly works due to rigid hierarchies, in contrast to the
business world where participants have been competing fiercely with domestic and inter-
national rivals.

It is also plausible that Japanese academics are influenced by their friendsin busi-
ness. Figure 19 shows the placement of law and economics majors of Tokyo University in
1997.Ebut of 735 undergraduates, 183 (25 percent) go to public service, 252 (34 per-
cent) to financial institutions, 46 (6 percent) to trading companies, 160 (22 percent) to
other service companies, while only 94 (13 percent) choose manufacturing companies.
The six city banks and I1BJ attract more students (104 or 14 percent) than all manufactur-
ing companies combined. Even world famous manufacturers cannot lure Tokyo law or
economics graduates: only one each goes to Honda and Matsushita and none (!) goesto
Canon and Toyota,E"|

Top jobs at each segment reflect the placement data quite well. In 1996, 18 (14
law, two liberal arts, one economics and one engineering) out of 20 administrative vice-
ministers of the Japanese Government@and 14 (seven law, six economics and one agri-

culture) out of 20 presidents of city, trust and long-term credit banks are graduates of To-

328 The data are from Tokyo Daigaku Shimbun, June 10, 1997.

32 Of course, these companies hire quite a few Tokyo engineers every year.

30 This distribution is al the more striking if we take into account the fact that there are much more engi-
neers than law graduates among fast-track bureaucrats, and the number of economics graduatesis half as
much as law graduates. Since 1945, all but one vice-ministers of finance have alaw degree from Tokyo
University. Hayato Ikeda, the only exception and a Kyoto law graduate, later became one of the most popu-
lar prime ministers and is considered the most market-oriented in postwar Japan. It is highly likely that the
dominance of law over economics in bureaucracy makes economic policy biased for regulation against
market, whether it be effective or not. Miwa (1990, 1996) and Komiya et al. (1988) show that their eco-
nomic policy has been by no means beneficial or effective, but not materially destructive to disrupt the es-
sentially market-oriented Japanese economy.
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kyo University, while nine presidents of the 20 largest listed manufacturing compani esEI
are graduates of Tokyo University. In addition, among nine Tokyo graduates, four have

an engineering degree, four law and one economics. Mitsubishi group companies are no
exceptions. Three out of four presidents of financial institutions are Tokyo graduates (two
law and one economics) as well as all four chairmen. On the other hand, nine out of 22
presidents of non-financial companies are Tokyo graduates, five of whom are engi-
neers.@‘he conventional wisdom that smart bureaucrats and bankers control industrial-
istsis consistent (only) with the Japanese educational hierarchy.

Should my speculation have any plausibility, the same reasoning could be appli-
cable to academics in the United States. It seems that social scientists at U.S. universities
in general show more pro-market attitudes in the analysis of economy than those in other
countries. Isit too outrageous to claim that their view reflects the highly competitive aca-

demic market which they personally have to face, rather than U.S. economy itself?

3! The data are based on 1997 consolidated salesand NTT isincluded (Toyo Keizai Shimpo-sha, 19974).
Two government-owned companies, JT and NTT areincluded in the list and both are headed by Tokyo
graduates. Among the largest 50 listed manufacturing companies, only 15 are Tokyo graduates and eight out
of 15 are engineers.

332 |n many prestigious manufacturing companies such as Mitsubishi Heavy Industries, top posts are said to
be “reserved” for engineers. It isalso said that being a Tokyo graduate matters less in engineering than in
law and economics. In general, being a Tokyo graduate matters much more at financial and regulated indus-
tries such as utilities than manufacturing and service sectors, while being a Tokyo law graduate isamust in
quite afew ministries such as the MOF. Regulation is bread and butter for Tokyo graduates!
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Appendix 3. Research Methods™ |
Student must be prevented from speculating along

different lines and the more restless colleagues must
be made to conform and ‘to do serious work’. Is this
what Kuhn wants to achieve?E|

Paul K. Feyerabend

If, as Feyerabend suggests, some social scientists take
from me the view that they can improve the status of
their field by first legidating agreement on fundamen-
tals and then turning to puzzle solving, they are badly
misconstruing my poi nt.E"I

Thomas S. Kuhn

In thisanalysis, | try to pursue aless positivisti c@pproach than is common
among respected reﬁearchers.ﬁI

First, I do not conduct statistical “testing”, because | believe it has become a con-
venient substitute for real discussion. Data mini ng@s almost inescapable in the current
research environment. As Coase (1994, p. 27) points out, “if you torture the data enough,

nature will always confess.” Aside from data mining, there are many conceptual problems

333 | agree with Machlup (1963), though he is alittle pretentious: “ Semiliterates [!] adopt the word when
they are concerned neither with philosophy nor with logic, but simply with methods. Instead of * statistical
techniques’ they would say ‘ statistical methodology,” and instead of ‘ research methods' they love to say
‘research methodology.” They do not understand that the same method may be justified on very different
methodological grounds, and that from the same methodol ogical position one may defend very different
methods of research.”

33 Feyerabend (1970, p. 198).

3% K uhn (1970, p. 245).

3% |_ess demarcationist or more pragmatic may be a more precise expression. In any case, most researchers
claim to be positivistsin a narrower sense in that they seem to be Baconian justificationists believing the
observation/theory dichotomy.

37 Fortunately, such noted economists such as the late Fischer Black, Ronald Coase, Richard Posner and
Lawrence Summers express the skeptical remark on the current scientific style (Black 1995; Coase 1994;
Posner 1990; and Summers 1991). It isironic that Posner, the epitome of the law and economics schoal,
whom positive accounting theorists seem to aspire to declares himself anti-positivist. At least among profes-
sional philosophers, positivist research program has been dead for years. Among philosophy of economics
literature, McCloskey (1985a, 1994) is fun to read.

3% See Mayer (1975), Lovell (1983) and, in particular, Denton (1985) whose title is “ Data mining as an
industry.”
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that were pointed out some years ago but to no avail .EJDarticul arly conspicuousisthe
practice to equate statistical significance, which amost always obtains with alarge
enough sampl e,@mith substantive significance. Many works only mention the sign of
coefficients without discussion of magnitude and declare their results plainly “ signifi-
cant,” if the direction of sign coincides with the predicti on@)f their favorite hypotheses
with aritualistic 5 percent significance level .@but “tall men are more likely than short
men to bump their heads on the moon.”@)ften we cannot interpret the magnitude of
coefficients due to the complicated processing of original data. In thisanalysis, | focus on
magnitude and the word significance is reserved for economic one only. Thereis no *sci-
entific” criterion free from our experience and subjectivity to decide whether some dataiis
economically significant. Therefore | will try to persuade readers with various data, ar-
guments and of course some regressions and equations. | hope to be as good a conversa
tionalist as possible, whether conversation be bourgeois virtue (McCloskey 1996) or vice
(Schmitt 1985).

Second, theory-oriented researchers aways talk about “stylized facts.” Asfor the
topic discussed in this analysis, there are many stylized facts that churn out countless
theoretical works. However, my strategy here is not to propose another sophisticated
theoretical claim, but to examine whether stylized facts really exist. McCloskey (1994, p.
115) summarizes nicely an awkward feeling | have whenever | read theoretical worksin
the corporate governance literature. After citing atypical phrase “Consider the following
stylized setting” from atheoretical paper published in American Economic Review, she

continues:

339 |_eamer (1983) and McCloskey (1985b, 1996) for economics, Morrison and Henkel (1970) for sociology
and psychology, and Gigerenzer (1993) for psychology critically examine the abuse of statistical signifi-
cance in their respective fields.

30 That is why parapsychologists, astrologers and race scientists love significance test. See Gauquelin and
Gauquelin (1977) for an example of sophisticated astrological work surprisingly similar to empirical ac-
counting research. Zelen et al. (1977) seem to require a higher standard for empirical astrology than usually
required for empirical accounting in their rebuttal.

1 postdiction may be more precise.

2 1 percent and 10 percent are also used.

3 ghwartz (1987, p. 118) quoted in Green and Shapiro (1994, p. 61).
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These are mathematical, uninterested in facts, followers of a certain fashion, pretending to
be direct but staying firmly in the lecture room, unaware of how funny the first sentence
sounds to most economists. “ Stylized” in economics means “1 have not checked thisin the
world or even in the library, and am relying on the imaginary world that | and afew of my

friends like to talk about, but never mind.”

Asfor theoretical works themselves, she proposes a witty metatheorem on hyper-

spaces of assumptions (pp. 138-139).

For each and every set of assumptions A implying a conclusion C and for each alternative
conclusion C' arbitrarily far from C (for example, disjoint with C), there exists an alternative
set of assumptions A" arbitrarily close to the original assumption A, such that A" impliesC'...

We have discovered empirically in economics over the past forty years that blackboard
proofsthat A — C are not robust, cannot in principle be robust, because there always exists

A' - C',Acloseto A’, where C' isthe negation of C.

| do not deny the use of sophisticated theoretical works for understanding eco-
nomic phenomena as McCloskey doesn’t either. Rather | hope some more competent re-
searchers make models based on my argument below. However, | believe what we can
expect from fine theoriesisjust agrain of truth, neither more nor less, unless we are satis-
fied with being second-rate applied mathematicians. Again, awitty remark by Coase
(1988, p. 185): “In my youth it was said that what was too silly to be said may be sung. In
modern economics it may be put into mathematics.”

Next, | also want to make clear my position on more substantive issues. It is
summarized into four heuristics: functionalism, folk behaviorism, methodological indi-
vidualism, and individual rationality.

First, an important heuristic | adopt in the analysisis functionalist explanation: if
something exists for awhile, it performs some beneficial@uncti on for some, though not

al, people; this benefit is areason for its existence; conscious intention is often not only

34 Under informational cascades, people do not seem to gain anything by playing an inefficient equilibrium
strategy. However, that strategy is the best one in terms of utility maximization, though they misperceive
others’ behavior.
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lacking but denied by its beneficiaries. However, | use functionalism in alimited sense
that | only ask why a certain phenomenon continues to exist, not why it emerges.@Also,
| do not claim functional explanation can be reduced to causal explanation as Wright
(1973) does. Functions are aways observer relative with teleological and normative im-
plications (Searle 1995, pp. 13-23). Otherwise the statement that it malfunctions would
not make sense.

Second, | believe behavior is more telling than words.@n other words, talk is
cheap. It isinformative to know what people say in order to understand what they believe
are right things to say, though not necessarily what they actually practice. Perceived
norms often influence actual behavior and hypocrisy is along-term investment,@)ut that
is another story. However, because | do not deny the existence of mental phenomena, |
am not a scientific behaviorist who regards any mental phenomenon as an epiphenome-
non caused by di sposition.@rhat iIswhy | have chosen folk behaviorism as a better de-
scription of my position.

Third, anindividual isaunit of analysis and all supra-individual concepts should
be understood from a viewpoint of methodological individualism. Methodological indi-
vidualism may receive two objections from above and below. Among evolutionary biolo-
gists, the view that abasic unit isageneis popular though by no means domi nant.@
From this point of view, an individual or organism is amere vehicle for genes. However,
we have to keep in mind that selection occurs on a phenotypic, i.e., individua level. In
thisregard, an individual is still the basic unit. On the other hand, superorganisms such as
family, community, race, nation and cl ass@mve been claimed to be units though un-
fashionable now and dismissed by fiat by most biologists. However, as Wilson and Sober
(1989, p. 354) point out, the relation between individuals and alleles is analogous to that

between superorganisms and individuals:

3% gee this distinction for Ullmann-Margalit (1978).

346 Nisbett and Wilson (1977) show how unreliable “explanations’ given by human experimental subjects
arein order to understand their behavior.

37« A decision maker with good-sounding talk may be a person experimenting with being good in other
ways. It may be more sensible to encourage the experimentation than to condemn it.” (March, 1994, p. 263)
%8 See Searle (1992, pp. 33-35) for the critical assessment of scientific behaviorism.

39 Dawkins (1989) is perhaps the most widely known book.
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The statement “phoretic associations are mutualistic because of between-community selec-
tion” cannot be pitted against the statement “ phoretic associations are mutualistic because
genesin associates that increase the fitness of the carrier are more fit than neutral or detri-
mental genes.” All of these statements are correct, and mere recognition of their compatibil-

ity would be an important advance for evolutionary biology.

| agree with their argument. Therefore, methodological individualism adopted in
this analysis does not contradict the existence of group goals. Individuals may align their
self-interest with assumed group goals. The social self advocated by Brewer (1991) and
Brewer and Caporael (1991) cannot be dismissed as a kind of oxymoron. A brief sum-
mary of the theory is: “social identity derives from afundamental tension between human
needs for validation and similarity to others (on the one hand) and a countervailing need
for uniqueness and individuation (on the other)”; “equilibrium, or optimal distinctiveness,
is achieved through identification with categories at that level of inclusiveness where the
degrees of activation of the need for differentiation and of the need for assimilation are
exactly equa”; however, “Socid identities are sel ected from the various bases for self-
categorization available to an individual at a particular time. And specific social identity
may be activated at some times and not at others."EI

Herbert Simon’s concept of docility can be understood in this Iine.@)l son (1971,
p. 478) also argues “ groups must maintain distinctivenessin order to survive - effective
groups cannot be too large or too heterogeneous.” However, as Olson (1971) shows,
seemingly group oriented behavior can be understood from rational self-interest maximi-

zation based on methodological individualism.

%0 However, some of these concepts are extremely obscure. See Hannaford (1996) for race, Hobsbawm
(1992) for nation and Popper (1945) for class.

%! Brewer (1991, pp. 477-8). Although the author does not explicitly mention, the concentric view of social
identities assumes that “ Personal Identity” = S;0 S; 0... O S,.. In other words, any socia identity is a subset
of the next larger social identity. However, we cannot determine whether the Californians be larger or
smaller than, say, the psychologists al over the world as a social identity. If we allow the multidimensional -
ity of social identities, what should we optimize? Should we put some weight on each dimension and then
aggregate a vector into a scalar measure? How much weight should we put on each dimension? Or isthe
theory akind of partial equilibrium one on one dimension at each time?

%2 pkerlof (1983) and Frank (1988) are in the same vein. However, Simon’s explanation (1990a) is close to
the selfish gene argument and sounds Panglossian, perhaps contrary to hisintention.
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Fourth, | assume people try to choose the best option subjectively available for
themselves. Put differently, they do not knowingly choose an option subjectively inferior
to available alternatives.@ also assume people have some desires and beliefs, and act to
satisfy them. That is, folk psychology full of teleological explanations must be seriously
considered. In addition, | do not exclude anything from the set of argumentsin the utility
function because there is no compelling reason to do so. Of course, once we allow unob-
servable arguments in the utility function, any behavior is explainable by utility maximi-
zation and the framework would become tautology. My defense against this criticism will
follow at the end of this Appendix.

People in my analysis can be called rational ,@hough more limited than usually
attributed to this elusive concept. In particular, | do not assume the common knowledge
of rationality unless it seems reasonable to do. In addition, | use a narrower definition of
the common knowledge of rationality: the consistent alignment of beliefsisnot an ele-
ment of rational ity.@f beliefs are consistently aligned, people cannot agree to dis-
agree,@/vhile | assume people agree to disagree at least in a short-term.

To be more specific, | assume people will defect in the Prisoner’s Dilemma be-
cause defection is the best reply to any strategy of the opponent (dominant strategy). It
does not matter whether the opponent is a monkey, or an (ir)rational human being. How-
ever, because a dominant strategy is rarely available in human interactions, people have
to form abelief on what others do. In some (not all) instances in which the assumption of
the common knowledge of rationality is reasonable, people are expected to play ration-
alizable strategi es,@)ut not necessarily Nash ones which require consistently aligned
beliefs.

Moreover, | explicitly take optimization cost as well as usual constraintsinto ac-

count. What is optimization cost? “ Decision-making is a costly activity, in two ways. (i)

%3 This fourth heuristic is close to the premise of Sunder (1997, p. 6).

%% More precisely, instrumentally rational.

%5 This narrower definition is explained in detail by Bicchieri (1993, ch. 2) and Hargreaves Heap and Va-
roufakis (1995, pp. 23-28).

%6 See Aumann (1976).

%7 See Bernheim (1984). Iterated strict dominance and rationalizability are not perfectly equivalent, but the
equivalence restores if we allow correlation in the definition of rationalizability (Fudenberg and Tirole 1991,
pp. 50-53)
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Gathering information is costly. (ii) Given the information, seeking an optimal action is
costly. The former cogt, call it ‘information cost’, is well incorporated into economic the-
ory. The second cost, call it ‘optimization cost’ istypically suppr&esed.”@)pti mization
cost seems to be easily incorporated into the usual constrained optimization framework as
information cost. However, it cannot be done because unlike information cost, the infinite
regress problem occurs; how to decide how to decide how to...ﬁbue to thisinfinite re-
gress problem of optimization cost, any closed model is wanting. In other words, once the
scarcity of computational resources in human brainsis legitimately acknowledged, the
optimization paradigm loses its adored status as a closed model. Therefore Simon’s satis-
fying behavior cannot be “nested” into the optimization paradigm, although many believe
otherwise.EI

Finally, | want to make sure how these heuristics are used in my analysis. In every
intellectual inquiry including physics, some core premises are tautologies or negative heu-
riti cs.El'he notorious Duhem-Quine thesis haunts us: “ Any statement can be held true
come what may, if we make drastic enough adjustments elsewhere in the wstem.”@l -
though this strong version of the thesisis contested, few doubt the validity of the weaker
claim that “for any finite body of evidence, there are indefinitely many mutually contrary
theories, each of which logically entails the evidence.” (Laudan 1996, p. 31)E!Even La
katos (1978, pp. 99-100), the last pillar of the Popperian rationalist camp, asserts:

The direction of science is determined primarily by human creative imagination and not by
the universe of facts which surrounds us. Creative imagination is likely to find corroborating
novel evidence even for the most ‘absurd’ programme, if the search has sufficient drive. This

look-out for new confirming evidence is perfectly permissible. Scientists dream up phantasies

8 Conlisk (1988, p. 213). Agency theory is concerned mainly with (i). One of the classic articlesin this
information cost tradition is Stigler (1961). See Conlisk (1996) for optimization cost in the bounded ration-
ality framework.

%9 |_ipman (1991) shows the possibility of convergence of this sequence, but its applicability seems rather
limited.

30 Conlisk (1988, p. 215) quotes atypical claim by Baumol and Quandt (1964, p. 23).

%! See |akatos (1978). Also Von Neumann and Morgenstern (1953, pp. 8-9) argue in the same way for
expected utility.

32 Quine (1980, p. 43). (Thefirst edition of the book was published in 1953) However, as Laudan (1996, p.
251) points out, Quine seems to retreat in later works (Quine 1975).

3 |_audan (1996, p. 31). In the economics literature, this problem is called observational equivalence.
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and then pursue a highly selective hunt for new facts which fit these phantasies. This process
may be described as ‘ science creating its own universe’ (aslong as one remembers that ‘ cre-
ating’ hereisused in aprovocative, idiosyncratic sense). A brilliant school of scholars
(backed by arich society to finance afew well-planned tests) might succeed in pushing any
fantastic programme ahead, or, aternatively, if so inclined, in overthrowing any arbitrarily
chosen pillar of ‘established knowledge'.

And the Master himself admits (Popper 1972, p. 30):

At the sametime, | also realized the opposite: the value of a dogmatic attitude: somebody
had to defend a theory against criticism, or it would succumb too easily, and before it had

been able to make its contributions to the growth of science.

Keeping these arguments@ n mind, | want to explore the possibility of these heu-
risticsin explaining various phenomenaas far as| can go. Because | do not commit my-
self to any doctrine so earnestly (zero prior probability measure on alternatives) as, say,
Gary Becker commits to the stable utility function, | will reconsider any heuristic if it be-
comes clear that it does not work well. But before it turns out that my explanations de-
generate into just-so stories, | will stick to these four heuristics. Of course, only readers

can tell when my own story degenerates.

%% What Lakatos and Popper have in mind is not social science but physics. It may be high time we aban-
doned inferiority complex toward physics.
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