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PREFACE

The Preface explains how this book came to be written, considers
who might find it of 1nterest, and Jjustifies the use of a
'graphical guide’. ' ‘

CHAPTER ONE: AN INTRODUCTION TO FINANCE AND GROWTH IN POST-WAR JAPAN

Chapter One is a general introduction to the topic, showing the
relatlonshlp of financial structures to other factors encouraging
economic growth in Japan. This chapter also identifies two
periods of financial structures: the post-War 'Classical System’
and the emerging 'Open System’ of the 1990s. The chapter closes
with two key questions: Where does the money come from? and How
is risk absorbed?
A, Explaining Growth in Japan

1. All MF (Manufacturing} Index of Output (Figure 1)
B. The Pyramid of Growth

1. Factors Encouraging Growth (Figure 2)
c. Other Important Factors

D. Financing the Long Term View

CHAPTER TWO: WHERED]])'ITIEPDNEY(I!'IEM"

: Borrowmg R Banklng a.nd Sa.v:.ngs in the 013.3510 System-

Chapter Two answers the questlon: where did the money come from
in the Classical System? This begins with a discussion of the

origins of high gearing in Japanese companies and goes on to. =

consider the role of the post-War Japanese savings and banking
system in financing high investment and growth. In describing
this system, we also see how the risk of long term, high growth

- loans has been managed in the banking system.

A. High Gearing

1. External Sources of Company Funds 1947-1981 (Figure 3)
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2. Origins of High Gearing (Figure 4)

3. Japanese Government Deficit {(to come) (Figure 5)
4, Interest Rate Spreads {Figure €)

5. Private Banking Sector Funds (Figure 7)

6. Consumer Prices Index 18950-1987 (Figure 8)

Banking on Negot.labed Transactions

1. Eates of Growth v Sources of Company Funds 1950—1990 {to

come) (Figure 9)

High Savings

1. A Higher Savings Kate in Japan 1960-1890 (Figure 10)
2. Higher Gross Capital Formation 1960-1990 (Figure 11)
3. . Japanese Savings Rate 1925-1890 (to come) (Figure 12)
4. Composition of Personal Assets 1953-1983 (Figure 13)

5. Bank v Post Office Deposits (Figure 14)
Linking the Borrowers and Savers: A Funnel for Funds .
1. Every Bank Has Its Place (Figure 15)

Summary: Savings and Bank:i.ng in t.hé Classic System

CHAPTER THREE: H(I’?WASRISKABS(XIBED"

Crossged Shares, Rising P.Ia.rkets and Bankruptcy in the Classical System'

Chapter Three considers how the 1nvest1ng companies, looking for
high growth, absorbed the risk of the this strategy. This leads
us into a discussion of the evolution and structure of the
keiretsu system in Japen of industrial groupings, the role of the
stock market and the management of bankruptcy.

Al

Evolution of Crossed Shareholdings and the Keiretsu Organisation

1. Two Important Dynamics of High Growth Finance (Flgur'e 1 6)
2. Mitsubishi Interests 1946 (Figure 17)
3. Growth of Stable Shareholdings 1950-1990 (Figure 18)

4. Presidents’ Club Members, March 1990 (Figure 19}

5, Schematic Structure of Keiretsu in the Japanese Chemical
Industry (Figure 20}

6. Interfirm Dependence & Power (Figure 21)

7. Keiretsu v Others 1989/90 {(Figure 23) ‘

8. Keiretsu Group Sales v.. Others (Figure 24)

g. Keiretsu v Others 1989/90 - Equity Ratios (Figure 25)
10. Mergers and Acquisi t_:_ions in Japan (Figure 26)

Role of the Stock Exchange'

1. Shareholders & loans in a Presidents’ Club Member (Figure
27}

2. Shareholder Composition & Sharebolder Activity 1981 (Figure
28)

3. Share Prices Index 1850-1985 (Figure 29)
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4.  Growth = High Gearing (Figure 30)

5. Shareholding: Growth = Capital Appreciation (Figure 31)
6. FEER (Far Eastern Fconomic Review Graphs of World Stock

Exchanges 1987 (to come) (Figure 32)

C. Menaging Bankruptcy in Japan

1. Banks Monitoring and Problem Loans (Figure 32}
2. Bankruptcies by Size of Firm (Figure 33)
3. The Process of Bankruptcy in Japan (Figure 34)

4, Implicit Contracts Create Long Term Relationships (Figure

35)
5. Bank Margins and DlSCOUHt Rate Chang'es {Figure 36)

D. .Smn'ary: How Was Company Risk Absorbed?

CHAPTER FOUR: A Short Summary of the Classic System: 1950s-1980s

1, The "Classical" System 1950s-1980s (Figure 37)

CHAPTER FIVE: The Emerging Financial System of the 1990s

This chapter is not yet written, but will look at the emerging
financial system in Japan. From 1975-1985 a number of pressures
built up in Japan forcing the Ministry of Finance to begin
experiments with . various forms of financial deregulatlon and
internationalisation. During the 'bubble economy’ of 1985-1991,
the rising values of shares and land both put additional pressure
on the economy. Since the fall of the land and share prices, new
stresses have been added, but the process of reform continues.

The chapter will discuss the evolution of the Japanese economy
and financial system since 1975 and postulate changes in the
future.

A, 1975-1985: A Slow Transition
1. Macro-economic changes
2. Household and individual changes
3. International changes

4. Regulatory changes
5. Company changes

B. The Rise and Fall of the Tokyo Stock Exchange

1. The Risge

C. And the Consequence Was ...
1. Where Does the Money Come from?

a. Sources of funds
b. Dividends



2. How Is Risk Absorbed? -
a. Stable crossed shareholdings
b. Main bank relationship

c. Bankruptcies
D.  Possible Future Changes

1. Reform of land Iaws and ta.xes

2. Universal banking

3. Better disclosure laws

4. Increase in corruption?

5. Growth of consumer market and consumer credit?
. 6, Continued hierarchy of institutions?

MOF + BOJ
Big Banks and securltles flrms
Insurance companies and other financial groups

7. Surv1va.l or transformation of keiretsu industrial groups?

VII. CHAPTER STX: CONCLUSIONS

No conclusions have yet been written, but it would be a good
place to look at the implications of the overall analysis.
Possible things to think about here are: 1) the value of the
‘Classical System for today’s developing countries; can this be
applied elsewhere? If not, why not? and 2) what are some of the
consequences of emerging open system of Japanese financial
structures for the long term view? Will the long view still
survive? Or will it be modified?



Preface

In 1986 I was asked by a major multinational chemical company to develop
alternative scenarios for the future of the Japanese economy._' As I st:udied
Japanese business practices, read about the -mémy strengths of tﬁe Japanese
economy, and interviewed people who had worked in ;Iapan s T heard 6ver and over
again that Japanese companies took fhe 1ong. term point of view —- they
invested in research, they invested in'people, they invested in market share.
Tt was this approach, I was told, that made Japanese companies such formidable
competitors and which created an economy that consistently enjoyed very high

growth.

But theé.e observations then begged another queét_ion: ho.w. did Japanese
companies pay for this long term point of view? _ How was the research
financed? How did_ fhe costs_ of lifetime employment survive the usual cjclical
economic downturns? | ﬁow couid any company afford to kéep prices low to secure
market share or to provide customer services that Western companies found too

expensive to offer?

In answering this question, the company and I began to discover the
outlines of what I would now describe as the "Classical” system of Japa.nese'
finance. This system had its origins in Japan’s post-war ambitions for
restoring and advancing its economy. It has probably been more requnsible
for Japan’s remarkable ecqnomic growth than any _othef single factor that can
be named. However, even as we came to understand this "Classical” system, we
also began to pick up signs that the system itself was changing. Under a
variety of rdomestic and international pressures, the Classical System has been

evolving into a different organism, one that may or may not be capable of



sustaining the kind of growth Japan has enjoyed so far.

This book will look at both the Classical System of Japanese finance as
well .as the emerging Open System. There are several reasons for taking a
closer .look at the evolution of the Japanese system for financing long term
growth, First, it contributes another small insight into the nature of
Japanese growth since the end of World War II. Second, it is important for
any Western company competing with Ja_.panese business to understand how its
competitor is funded -~ since the company with the deeper pocket ié much more
likely to survive. 'Third, there aré a mumber of interesting lessons to be
drawn from the Japanese experience by other countries trying to assemble
resources for rapid social and economic development., Fim}ly, Japan is now
a leading world economy. As it becomes mére and more integratc—_ad into the
world inanciai structure a clear understanding bf the history and evolution
of the Japanese financial system over the_past forty years will contribute to

our own ability to follow the course of international financial integrétion.

A note on style: I have chosen in this book to follow the format of a
corporaté presentation which relies heavily on a visual display of ideas.
This has several advantages. First, statistical information is much more
accessible when it is presented visually. Second, complex relationships ca.n.
be sketched out to show how a variety of pieces fit together. Third, the
matepial should be more memorable because of the joint impact of a wvisual
display and written text. This is particularly important for those who must
make policy decisions about their business or government, but who may have
little time to look up background material and make a logical considered
choice from several alternative models. I would hope, therefore, that in this

small guide I have made it possible to understand a complex, but successful



system for financing growth and to show how it is evolving in the future.

Aclmowledgeiﬂents v

B.J. Heinzen
August 1992



Chapter Ope

An. Introduction to Finance and Growth in Post-War Japan

Explaining Growth in Japen

The single stunning fact about the history of Japan in the past fifty
years is the speed of its economic and technological transformation. From
being perceived as a poverty-striken and defeated nation, it has become one

of the economic leaders of the world. (Figure 1: All MF Index of Output)

Some of the shock of this achievement reflécts ﬁhe poor understanding
of Japan that éxisted in the West after the Sécond World War. Ip pe.rtiéular
few people remember that Japan was aiready a fairiy developed nation in. 1940
and that the cﬁuﬁtry’s growth after the war is better compared to the i*écovery
. of West Germany than to fhe development record of India, .for exémple. In
addition, some of Japan's post-war success was purely a matter. of _good Juck
and good timing. The United States needed Japan’s supﬁori:. during the Korean |
War, and drew on Japanese manufacturing for much of its supplies just at a
time when Japanese .businesses | needed markets to re—eétablish theméelves.
There was ralso an 'Iintezmtional climate that favoured the circulation of
technology through licénces and a trading system that opened the Amériéan'

market to many non-American producers.

But if luck aﬁd early developmenf are put to one side, one is still left
with a formidable achievement and the desire to mderstand what in Japan’.s._
culture, society, economy and government has. helped this achievement be
realised. By now, of. course, many exblzmations have been offered. MITI and
the Japanese Miracle by Chalmers Johnson .offered one, emphasising the rocle of
* the Mil;list,ry of International Trade and Industry in working with business to
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generate growth. Japanese "culture” has provided another frequent explanation
for success. Japan, we are told, is a consensus society; cooperation is more
important than competition and internal corporate harmony determines wider

corporate accomplishment.

.My own approach has been to lock for the rules of the game. ' I have
sought in this fashion to cut through as much of the mythology about Japan as
possible, to look underneath this. great gloss of accomplishment to discover
why individuals in Japan have made the choices .tl;ley did. To what rules and
conditions were people and companies responding? What have been the important
carrots and sticks in Japanese society? How have people reacted to them and
what has been the effect on economic growth‘? This a.pproech led me to
construct a pyramld of growth" which put flnanclal atructures in a kew

supportmg p031t10n .

The Pyramid of Growth

This pyramid, which appears in the diagram ictors Encouraging Economic
Growth, (Figure 2), shows that three fa.ctofs were particularly important in
encouraging economic gfowth in the post-war period: 1) financial st.ructuree,,
2} the speed of technologicai change, and 3) tl;e flexibility of the 1aBour
force. While I could devote several chapters to discussions of both
technology and labour, here it is importantly only to note that the technology
rules have accelerated the rate of techologlcal change in Japan, while the
labour _markets have been structured in such a way that the labour force is
abie to learn new skiluls and adapt to new posifions more quickiy than

elsewhere.



' Neither of these aspects of Japanese growth is cost-free, however.
Investment in technology and applied research is expensive, as is the cost of
retraining and redeploying staff. For this reason, financial structures lie.
at the base of the system. Strong financial backing has allowed companies to
invest in new technology. It has also made it bossible to invest in long-térm
marketing strategies to sell the products of that technology, and has paid for
the cost of retraining and redeploying the flexible labour force of the
.Ja.pa.nese syastem. In this way as technology has evolved, the labour force has
taken up new skills producing new prodﬁc:t.s expanding into new markets. This
has generated continued economic growth which in turn has supported the

financial structures; beginning the whole process all over again..

Other Important Factors

There were of course other important factors in Japan’s successful
record of growth. Part of the flexibility of laboﬁr, for exampie, has been
derived from the presence of numerous small companies acting as suppliers and
subcontractors.to the larger companies. These small businesses have often
acted.as buffers surrounding the larger companies, absorbing economic shocks
and adapting to changes faster than the larger organisations could have done.
on their own. There has also'beén the strength of the keiretsu system, whicl')‘
is discussed in more detail below, but which has proxfided a framework for the-
working relationships between companies. Nor should. the_ role of government
coordination be ignored. While géve_nnnent intervention has not always been
wholly successful, there are mumerous examples of . occasions when an industry,
threatened with a need to restructure, has cé.lled_ on gqvemmgnt to help
negbtiate important transitions that needed to be agreed among companies which

were otherwise fierce competitors with each other.



However, while many of these factors have helped companies adapt to
rapid change and remain competitive, the overriding importa.nce. of those rules
of the game which have enabled. companies: to finance the long term point of .
view must be recognised. These rules have not been obvious nor have they ever
been explicitly described outside heavy academic textbooks. However, they
have largely determined ﬁhe ability of Japanese companies toAfinance the long

term point of view.

Financing the long Term View‘

From an Anglo-Saxon perspective, writing as an American working with
British multinational companies, I have been forced to ask why Japanese
companies have béen willing and able to bear costs that Western compani_es have
found to be ill-advised? Can it all be laid at the door of some vaguely
formulated, cultural committment to the long view versus an Anglo-American
preoccupation with short term goals? Even if there is a cultufal base to this
difference, what are the rules of the financial game which embody that
difference? To what extent have those rules meant that Japanese companies
have been better able to .a.fford lohg term investments and, in addition, have
had a befter system for managing the risks inherent in such gambles than their
Western competitors do? If Japanese financial structures have allowed the
long-term view to predominate, to what extent are they now changing? As the
Japanese economy becomes more and more integrated w:i.th- the international
éconorhy, how much will t.he supporting financial str;ictures evolve towards the
Anglo-Saxon model? Or is the financially supported competitive pressﬁre of
Japanese compenies likely to dog the efforts of Western business for many

yvears to come?



In approaching this issue, I will look first at the Classical System of
Japanese finance during the post-war period of high growth, with the next two
chapters each considering one of the following ques-tions: 1) Where does. the
money come from for investment? 2) How is long term risk absorbed? To
idéntify the sources of investment money, we need to understand héw banking,
borrowing and savings have been organised in post-war Japan. By comparison,
to answer the second question about absorbing risk requires a inore complicated
answer. This leads us to consider complex corporate structures, business

relationghips and the role of both in ba.nkruptcy proceedings.

Oﬁce we have addressed these two issues, the final chapter of this guide
to Japanese financial structures will look briefly at how fhe Classical_ System
of financing growth in post-war Japan is changing towards a moi'e open
international financial structure. This is likely to be a transition that
carries some risk and it is also likely to alter Japan’s interaction with the
rest of .the world and the organisation of business domestically. However, it
is also likely that the ma.rk of the Classical System will remain on the
organisation of corporate finance in Japan, although how and, where that mark

will endure remains to be seen.

First, however, we need to understand the Classical System itself, and
for that we turn to the next chapter which considers the question: where did

the money come from to finmance growth in the post-war period?



Chapter Two

Where Did the Money Come From?

" 'Borrowing, Banking and Savings in the Classical System

This chapter addresses our first critical guestion: whert—; did the money
come from to. support Japan’s long term investment during the period of high
growth after Worid War II? To answer t.hisl question we begin with an
explanation of the origing of borrowing by Japaneée corporations. This in
turn leads us into a discussion of the way banking and savings have operated

in post-war Japan.
High Gearing

Throughout Japén’s high growth period, the major suppiier of funding for
Japanese companies was the banking system, rather than the equity or bond
markets, as shown in Figure 3: External Sources of anpanyﬂmds. This meant
that Ja,pa,nese firms were very highly geared, with. a majority of their
investment funds coming from borrowed money rather than equity funding. To
Western business people, this seems to put companies at greater risk of
failing for the simple reason that interest due on borrowed money must be paid.
whether a company is in profit or not. In the Anglo-Saxon system suc:h a
 chronic obligation would force all the risk of hard times onto thé borrower,
_whereas when money is raised through shares in a company , all shareholders
"sha.re" the risks and rewards of good and bad timés. If there ié no profit
there is_no dividend, and the company is ,. theoretically, more likely to

survive.

So how did it come about that during the period of high growth (and high



risk) in the 1950s and 1960s Japanese companies were very highly geared,
borrowing a very large share of their investment costs. from Japanese banks?
Why did companies not go to the equity markets to raise money for long term

investments?

In his book, Money and Banking in Contemporary Japan (Yale .Dhiversity
Press, 1980), Yoshio Suzuki of the Bank of Japén provided the most cogent
explanation for the high gearing of Japanese corporations. His arguments are
sumarised in the flow chart, Indirect Finance During High Growth (Figure 4).
They begin with the observation that two government policy goals effectively
set the terms for the financial system which followed. First, the post—war‘
Japanese govermment decided to achieve rapid economic growth through
investment-led export policies. Second, the governmment defic.it, until the
1870s ,was kept §ery low, thereby discouraging the development of a bond and
securities market comparable to the London or New York Exchanges. (Figure 5

to come: TIME smms' OF GOVERNMENT DEFICIT IN JAPAN)

Another factor; not mentioned by Suzuki, is 'l;ha.t at least since the late
nineteenth century, the stock exchange in Japan had the reputation of being
a highly speculative and risky enviromment, tainted with corruption and shédy.
dealings. This no doubt encouraged government reluctance to rely on such
financial markets, as well as discouraging individual investors ffom
participatihg. It is also possible that government leaders felt they would
be more able to control a limited number of banks than ‘a large mmber of
public investors; theréby maintaining govexmént control over the economy.
While that is a hypothefical suggestion there is no doubt that together with
the low govermnent deficit and absence of govermnment borromng ,. the overall

effect of govermment policy was to delay the development of an open and
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sophisticated free financial market in Japan where corporations could raise

investment funds in their own name.

In the absence of such a market, the Ministry of Finance (MOF) expected
the banks to prox.ride investment money. In part to reduce thé risk of this
funding the MOF set stable, controlled interest rates on both deposits and on
borrowings. This allowed banks in particular to know the terms on which they
operated (Figure 6: Controlled Interest Ihte Spreads). This reduced some of
the unpredictability associated with floating interest rates and provided
banks with a stable supply of funds, as shown in Figure 7. Private Banking

Sector Funds.

However, with interest rates --. and the spread between them -—-
controlled by the government, a bank cbuld not  increase its profits .: by
increasing the amount it charged its customers for'loaps.: _ Iné.tead, profits
grew by increasing the volume of loans offered, and by gaining a larger share
of the total loan market.  This led to arrangements whereby banks asked their
corporate customers both to 'delay their loan repayments and to make
compensatory deposits. Delayed loan repayments meant that interest was paid
for a longer period of time, while compensatory deposits meant that for every.
1000 yen borrowed by a company, 500 would be used for investment, but the
balance would be left with the bank which could lend it out again; this
effectively allowed interest to be collected at least twice on the same
tranche of funds. Both delaj’ed repayments and compensatory deposits acted to
raise iﬁterest rates, while compensatory deﬁosits also incréa_,sed the amount
of money available for lending, thereby increasing the bank’s market share of

loans being made.



That companies were willing to go along with these arrangements can
probably be explained by several factors already mentioned. First, government
_préssur'e and their own ambitions were encouraging companies to adopt high-
-growth, high-investment policies. Thié led inl turn to a serious corporate
deficit which the bond and securities market could not adequately fill.
Third, as companieg tried to cover their deficits by Borrowing from the banks,
the banks tried to increase their profits through delayed loan repayments and
compensatory deposits. As a whole, therefore, the system created the kind of
high gearing so often noticed and criticized by Western business people
ﬁorking in Japan where a company’s total investment was largely financed by

borrowed money rather than equity funds.

To many Westerners, such a system seems inhefentl-y rmstable, risking
both a high rate of company failures and the i_nflationa,ry pressures. known to
attend uncontrolled credit booms. The question of company failures will. be
discussed later, but since, by all accounts, post-war Ja.ﬁa.n enjoyed something
very like a credit boom as _cbmpanies "over-borrowed" from their banks (to use
Yoshio Suzuki'é quaint phrase) why was there so little inflationary-pressure
in the country at this time? (Figure 8 to came: TIME SERTES GRAPH OF JAPANESE

INFLATTON)

Banking on Negotiated Transactions

. The short answer is that this was .not a free market system. Most of the
transactions between companies and the banks were what Yoshio Suzuki has
called "negotiated" transactions. In this system, companies could not simply
borrow money from any bank willing to lend it. Rather, most companies got

their funds through the thirteen city banks, seven trust banks and three long



term credit banks, with the city banks taking the lead. Moreover, the banks
who . lent money did so after getting to know the borrowing company and, once

the loan was made, bankers kept in touch with that company on a regular basis.

As a result, loans to companies were based on a fairly high level of
understanding about both the company and its market. This information was
used to decide the access to and use of borrowed funds. Moreover, as
companies "overborrowed” from the city banks these banks were forced in turn
to go to the Bank of Japan for addit,ioné.l funds. Such addifiona.l funds were -
also negotiated transactions, following the subtle rules of information
exchange rather than the simpler (and of'ten idealised) pricing rules of ﬁ free
market. But as the Bank of Japan in its turn began to "overlend" to the city
banks, additional moneté,ry controi entered the system frc_)m -the Miﬁis_try of |
Finance. The MOF"S contrél, howevér, did not take the form of highei' interest, |
rates, but father was managed through the Bank 6f Japai‘x and was known .as
"window oonfrol". This was really another negotiated transaction, imposing
in this case, a form of credit rationing. As "window control" limited the
Bank of Japan’s lending to the city banks it limited the flow of funds from
the banks to the non-financial corporations, and inflationary pressures based
on a credit boom were reduced. It could well be that window control was most.
tightly exercised in Japan'’s period of highest growth 1953-62 (Figure 9 to
oane TIME SERIES OF JAPANESE GROWTH RATES v SOURCES OF CORPORATE FUNDS} when
inflationary pressures would have been particularly high. If it had been,
that would at least partially explain the greater recourse to equity financing

in that period, as shown in Figure 3: External Sources of Company Funds.

Overall, however, companies raised investment money through the banks

for whom the Japanese government was effectively the lender of last resort in



the post-war Japanese industrial system. This back-up role of government
financing is another reason why there should have been higher inflation than
seem to have existed during the period. However, it must be remembered that
the government def iéit. stayed low uﬁtil the mid-1970s. Therefore, investment
money, wﬁile being in a sense guaranteed by the government, did not actually
come from the government. = Instead, it came from the private sector. But how

did this happen?
High Savings

Japan’s high savings rate is .llegenda.ry and closely matches the rate of
cai)ital formation, with both figures being consistently higher in Japan from
1960 to 1990 than in either the European Conmmity or the United States, as
shown in Figure 10: A Higher Savings Rate in Japan and Figure 11: Higher

Gross Capital Formation.

Over the years, a number of explanations have been canvassed for the
high rate of savings in Jaa.pan.1 Apart from methodological differences which
inflate the Japanese numbers slightly, there have been variocus cultural
explanations put forward. One refers to the "earthquake mentality" in Japan, .
which suggests that a chronic sense of insecurity based on the unpredictable
timing and strength of earthquakes leads people to save against a disaster
they can anticipate, but not accurately fpretell. To this rather_ vague
geological insgéurity (never, it should be noted, postulated for people in
California whor are .not known for their high savings) have been added

explanations based on the influence of Confucian ethics. These cultural

I Largely taken from Koichi Hamada, "The Causes and Consequences of
Japan's High Saving Ratio", briefing paper for SOAS conference on the Japanee
Financial System, May 3, 1990, London.
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explanations take a more sophisticated form in explorations of cross-
generational social and family structures which encourage high savings 1n

Asian societies.

In distinction to these cultural niotives, economists have also used -
"1ife—cycle" analysis to suggest that the high Japanese savings rate has been
related to the age structure of society, and that as the population grows
older, savings will be spent to support people in their old age. While
attractive, this is not supported so far by the data which shows no positive
evidence that Japan’s savings ratio is declining with the seme speed that the

population is aging.

However, the. 1link between savings and social security takes another form
in the suggestion thaf-savings has been high throughout much of the post-war
 period because social benefits have been much‘lower in Japan than elsewhere,
forcing families to save against hard times, not otherwise cushioned by the
. state. A variation on this argues that Japanese families éave to pay for
housing, education and weddings which cannot be paid for by loans, because
there are only very limited consumer credit facilities in Japan. This savings
is then further facilitated by the twice-yearly bonus payments most Japanese.
employees receive, since theée can be eaéily set aside for savings as current

daily expenses are met out of basic salaries.

While_ all these factbrs may well have contributed to the high savings
rate in Japan, they do not take"a.ocomt of the 'fé‘ct fhat the savings rate
between the wars was much lower (Figure 12 to come: TIME SERIES OF PRE & POST-
WAR JAPAAEHE SAVINGS RATE and that therefore some change in post-war terms or

conditions has probably been important in encouraging the high savings rate



of the past forty years. Of these, the most significant has probably been the
Ministry of Finance rules under which the income on any deposits in private
financial institutions or the Post Office savings system has been tax-free.
This not only compensated for thé 1ow return of the controlled interest rates,
it encouraged savers to put their money into private banks and the Post Off ice
savings. Post Office savings were further encouraged by the fact that
although in law an individual could only hold a limited number of Post Office
savings accounts, this law was frequently got round by a person using several
different names to open multiple Post Office accounts, a loophole largely

ignored by the government.

| The success of this policy can be seen in the Figure 13: Caqxxutlan of
Personal Assets, which shows that for -the thirty years from 1953 to 1983
slightly more than hélf of personal assets were held in fixed rate d.epos:i._t
accoﬁnts.r Furthermore, uhtil t.h_e mid- 1870s, the private financial
institutions were getting the bulk of thése deposits, as shown in Figure 14:
Bank v Post Office Deposits. Tax policies also. influenced the role of
equities in personal a.ssets,_ since individuals did not have to pay capital
gains on equity trading unless a fairly high number of transactions had been
carried out. The role of equities and the stock exchénge will be discussed.
in greater detail below, but here it is important to note how tax policies
were used in Japan to mobilise personal savings for the use of the corporate

sector.

These policies oh deposit accounts and  equity trading =allowed
individuals to feel that they were getting a fair return on the use of their
money, while also providing funds for investment by non-financial

corporations. In addition, the Post Office and the banks were effectively.



competing for depositers, albeit within a structure of controlled interest
rates. ' This competition to bring depositers into the system may well have
helped to~ raise the overall amount of savings available to the corporate

sector, although it is a difficult proposition to quantify.

Linking the Borrowers and Savers: A Funnel for Funds

The final point to be made in this discussion of savings and banking in
Japan is to note that the banking system was highly specialised. Not only was
it separated by law from the financial companies operating in the securities
markets trading bonds and equities, but the banking business itself was also
split into different markets managed by different institutions. Therefore,
the 317 regional banks handled business in local areas, the -7.-trust.banks

handled business relating to _ ~ _ .,_ the thi'ee long term credit

banks were responsible for and the thirteen city banks were

most intimately concerned with the day to day financial transactions of the
corporations. In addition, the insurance companies, post office savings, and

losn trusts all acted to provide a variety of institutions for savixlgs.

The advantages of this segmentation are not obvious, except that in a
banking system where the primary products -- loans and deposits -- are
governed by' fixed interest rates over which the banking institutions
themselves have no control, these segmented markets meant that each bank was
in effect guaranteed a market niche, a small monopoly position without having
to worry about 'fa.ilﬁre by competing on too many fronts simxl-ta.neously-.' It was
not, however, a pure monopoly as such, since there were always se;veral
regional banks, several insurance .cbmpanies, several long term credit banks,

etc, competing with each other within each market niche. However, the range



of competition was more limited, giving each bank a better opportunity to

survive. In this way, segmentation reduced the risks to the banks,

Segmentation also acted to fimnel savings from the population at large
into the non-financial corporations.in need of investment funds ({ See Figure
15: Every Bank Has a Place), those banks which were closer to the grass roots
" of the population with money to save acted as intermediaries between the
population and the city banks which were close to the corporations with a
desirg- to invest. In each relationship the rates of exchange were again
controlled by a combination of controlled interest rates and negotiated
transactions (CHECK). That this system worked effect_ively was no doubt in
part due to the relatively small number of institutions involved, - each
operating a clear set of differentiated businesses and responsiblities and
‘relationships to the others, As a system, it seems also to have allowed a
 fair amount of mutual oversight by the different inst.itutions along the .w'ay -
-a factof that must have reduced opportmi_tieé for corruption in the system

and with that reduced the risks of bad loans and bank failures.

Summary: Savings and Banking in the Classic System

In thig chapter, we have seen that the éompa.nies were urged by the
government and their own ambitions to borrow heavily +to fund their
_iﬁvestments. We have observed that the city banks were willing to lend to
them on the stréngth of back-up from the Bank of Japan, and that the money was
available through a high savings rate among the citizenry at large. We have
also seen that risks were reduced to all parties by controlling interest rates
and by having #high level of negotiated transactions which acted to oversee

the use of funds at all levels. Additionally, the Bank of Japan’s "window
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control"” used credit rﬁtioning to keep down the level of inflation in the
gystem. Inflation was also controlled by the fact that national savings was
used fér -im}estment in Japan and that thé population was willing to save
becéuse of the availability of institutions accepting their money and

providing the tax breaks on the interest their money earned.

These factors alone meke the Japanese banking system worthy of study
when one considers how devglopnent growth can be financed, However, it still
leaves our second question hanging: How was risk shared? We have seen how
the lenders, the banks, reduced their risk through market segmentation, Bank
of Japan support, controlled interest rates and negotiated transactions. But
how did the bbrrowers, the inveeting compenies., reduce the risks that they
faced in meking their investments in long term strategies normally seen as
high risk propositic;ns by Western firms? To answer that question, we turn to

the next -cha.ptér .
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Chapter Three
How Was Company Risk Absorbed?

Crossed Shares, Rising Markets and Benkruptcy in the Classical System

This chapter addresses our second critical question: how was risk
absorbed by companies during the period of high investment in long term goals?
We have already seen in the previous chapter that controlled interest ratés,
government support and segmented markets reduced risk for the banks, but we
have yet to look at what factors reduced risk for the borrowing and investing
companies in Japan. Here there are three principal areas of discussion: the
evolution of crossed shareholdings and the keiretsu structure, the role of the

Stock Exchange, and the management of bankruptcy.

Evolution of Crossed Shareholdings and the Keiretsu Organisation

In the last chapter we locked at one of the important financial dynamics
during the high growth period in Japen: the ba.nklng and borrowing system. The
main elements of this side of the system are shovwn on the left in Figure 16:
Two Important Dynamics of High Growth Finance. A second aspect of the system
is shown on the right: the breakfup and reassembly of the large pre-war.
industrial groupings leading to the evolution of crossed shareholdings and the
keiretsu business organisation. It is that aspect of the Japanese system we

discuss here.,

Crosgsed Sharcholdings .

In 1949 Eleanor Hadley wrote one of the definitive studies of the pre-

war industrial groupings in Japan, known as the zaibatsu. Before the war



there were 5? important zaibatsu: Mitsui, Mitsubishi, Fuyo, Sumitomo, Sanwa

and , as well as several minor groupings: ., All of

these groups were controlled by very -wealthy families. whose interest was
exercised through shares held in holding companies which in turn held shares
in the group’s wide variety of financial and indusﬁrial corporations. The
overall organisation of one such zaibatsu is shown in Figure 17: Mitsubishi

Interests 1946, which reproduces a diagram from Eleanor Hadley's book.

In the pre-war period, the zaibatsu had served an iﬁlportant, function in
mobilising capital, establishing international trading companies to handle
overseas business, and setting up industries which contributed to the rapid
developaﬁent of Japan.  They were also frequently the chief beneficiaries of
government development policies so that, for example, aftef the government had
started an industry under governmment control using gdvernment funds, it would
later be sold off to one of the zaibatsu interests as a going commercial
concern ready for expansion and further develépnent. Furthermore, many.of the
zaibatsu financial houses had descended from businesses which had made their

fortunes and reputations by financing government deficits.

' These kinds of intimate links between businesses and governments led the.

leaders of the Ameriéan Occupation in Japan to conclude that the zaibatsu
| organisations had been one of the chief backers and beneficiaries of Japan’'s
military adventurism in the 1930s and 1940s. While recent research has tended
to undercut the strength of this as a blanket _conclusion, the U.S. ocmfpafion
forces concluded that the strength of the zaibatsﬁ must be broken if Japanese
militarism was to be effectively driven out of the system. To meet this
objective, the occupation outlawed all holding GomPaniesr (a iaw atill in

existence today), put a limit on the percentage of shares that could be held



by any bank, and forced the divestiture of shares held by the zaibatsu
families and their major holding companies. As a result, by 1950, over T5%
of corporate shares were held by the public at jarge. By this measure, -the
occupation’s objective had been achieved, and the strength of the 2aibatsd had

seemingly been broken.

However, over the next ten to twenty years,. a new collective form was
created: the keiretsu. There were at least two forces driving this evolution.
First, the major corporations in Japan began to fear they would be subject to
hostile takeovers, and were particularly worried about the possibility of 7
American corporations buying up Japanese companies. Second, as companies
began to reestasblish business ties with each other and with their financial
ins.t,itutions, these working relationships were solemnized by the acquisition
of shares 1n each other, with the dom:'mant partner usually taking a larger
holding in his opposite number than the subordinate .partn.er had in him.. Banks _
were particularly keen to a.cquire. shares in those companies to which they Jlent

money, although they were limited by law to 5% or less.

As a result the public proportion of total shareholding had shrunk from
75% in 1850 to 59.1% by 1960, to 46% by 1970 and to about 206% in 1990, with.
the financial institutions and other, non-financial corporations, holding the
balance of shares. (See Figure 18: Growth of Stable Sbareboldings 1950—1990)
These corporate and institutional qross»shareholdings have sinée become known
as "stable shareholdiﬂgs"- and have widely been ﬁerceived t.o be .unmoveable, -
sinc:e they have usually remained unsold in a corporate portfolio. . Here they
have served to sblidify the existence of long term working reiationships
between businegs entities and have acted as security against bank loans y 8

subject covered in more detail below.



The 25% of shares held by individuals in Japan in 1990 is actually

1 However,

glightly higher than the comparable 1892 statistic in the UK.
whereas thée UK pension funds and insurance companies who hold over half of | the
UK company shares, feel free to :trade the shz;,reé thej hold, the Ja.paﬁese :
companies have historica.liy held onto t.heir_ shares, leaving only the .
individual shareholdiﬁgs free for trading. While .many. Japanese companies
increased their share trading in the late 1980s, the important crossed
shareholdings have largely remained and have been an important aspect of the
Classical System and particularly of the keiretsu organisation which evolved

around them.

- Keiretsu Organisation

One of the interesting features of any keiretsu organisation is- that
moét -of the major corporate shareholders in a coﬁpany hold less than 5_% of the:
company’s shares, However, collectively, the total of these corporte
éhareholdings from a single keiretsu can be considerable and will reflect a
degree of group control, even if they do not add up to majority control (51%
or more). Mast of these keiretsu or group shares, are held by the financial

and non-financial companies who are members of the group’s Presidents’ Club..

The Presidents’ Club is an informal ﬁssocia.tion in each keiretsu which
officially has no power and no authority. However, the presidents of the
leading companies in a group will meet on a regular basis for lunch and

gossip, meetings which, it is claimed, never include any businesé., but

1‘!u:l':t::rn.’ling_ the August 1992 Economic Trends Bulletin (No. 466, HMS50, £11.50) from the
Central Statistics Office, the percentage of UK guoted company shares held by individualsg amnd
uni ncorporated businesses was just 20% in January 1992 having been as high as 37.5% in 1981,
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function as purely social gatherings. For many people, this is. a disingenuous
claim, .since the leading companies have both a financial and operational
authority within the group which is widely respected. This is reflected in
the club’s: memberéhip which includes both the. f inahcial _interests of a
keiretsu (the insurance companies, banks a.nd trading houses) as well as the
major non-financial industries, including the older founding businesses in
steel, chemicals and textiles and some of the successful new businesses.
(Figure 19: PRESIDENTS’ CLUB MEMBERSHIPS - March 1990) Tt can be argued that
the lunch clubs have been a substitute for the old zaibatsu holding companies,
but the analogy is only partially valid. First, the shareholding foundations
of the holding company are. not really duplicated in the club structures and
there is considerable formal scope for autonomous action by the individual-
club members. Second, as 1.t,he post-war generation of business leaders with
their pre-war zaibatsu background dies off, some of‘ this fomﬁl (but often
unexerciséd) autonomy may come to be expressed by a younger generation.
Nonetheless, throughout the ﬁost—war périod s the presidents’ clubs have been
the leading informal institution in any keiretsu organisation and their
position is reflected in the chain of shareholdings that run from the

Presidents’ Club members through the associated companies of the larger group.

Some idea of that chain of shareholdings is presented in Figure 20:
Schematic Structure of Keiretsu in the Japanese Chemical Industry. Unlike
many studies of keiretsu which have loocked at the relationship of ciiverse'
companies in a group, this g:;'aph ié based on looking at one industry and
seeing how the keiretsu have organised around the industry’s réquirements.
As can be seen, those chemical companies, shown in shaded boxes, which are

closely attached to the group count among their main sharcholders the



financialmembers of the Presidents’ Club, while their main bank {(an important
institution discussed further below)} is one of the banks associated with the
group., In addition, the 1eading ‘chemical companies in a keiref;su are often
members in their own right of the Presidenﬁs’. Club, while others are attached
to these big chemical companies in a kind of subsidary relationship which
provides both. an operational and a .financial link to the larger group. Still
others (shown here as "Other Ranks") appear to be attached formally to the
group only through the shareholdings of financial members and the appointment
of the group bank as their main .bank, while more ﬁst@t connections are held
by the subsidiaries of the "Other Ranks"., There are inally those companies
Qhere a foreign partner or a single family holds a large percentage of shares,
but whiéh are still strongly linked to the group through the shareholdings
held by financial members of the Presidents’ | Club a.nd._their use of the group
bank for their main banker. All thesé categories of chemical companies, as
defined by their shareholdi.ng.s and their main bank relationship, _constitute

the core chemicals business of a keiretsu.

More widely, both the financial a.nd non-financial group companies at all
levels are likely to hold shares in chemical companies outside the group.
This has often reflected some business relationship; in the case of Mitsubishi.
in 1989/90, for example, the financial members of the Presidents’ Club held
"minority" or "placeholder" shares in a large number of companies which were
more closely linked to other groups. This may ha§e reflected the fact that,
for example, non-Mitsubishi companies were‘ located on large ‘.'-c:ombinat"
chemipal sites which were managed by Mitsubishi who organised a number of

downsteam industries around Mitsubishi’s own basic chemical plants.

This shareholding analysis of keiretsu in the chemicals industry,



completed in the spring of 1990, does not give any weight to the value of
loang in defining a company’s relationship to i_:he larger 'group_. . As already
noted, éompa.nies during the _post—war period of high gréwth were vefy dependent
on loans and it can be argued that_ such - loans acted as a kind of equity
investment. Research by Nishiyama assumed tha,t th_'i-s was at least partially -
the case and he analyzed the nature of the relationship between members of: a
keiretsu by calculating the stength of both shareholdings and loans members
held in each other. To do this, Nishiyama created a "power index" based on .
the percentage of shares any company held in anothér and calculated the value
of loans as equal to 1/10 the value of shares; This led to the ranking of
five Mitgubishi companies in order of the_ir relative dependence on each otﬁer, _
as shown in Figure 21: Interfirm Dependence and Rxeei'. - In this analysis,
Meiji Life Tnsurance has the highest "Net Power Tndex" largely because it is
a mutual fund aﬁd therefore no company hoids .any shares in Meiji: Life..
However, the relative weight of other é.hareholdings and loaﬁé placed some -
companies in a stronger position than others, despite the mutuality implied

by the term "crossed-sharceholdings".

This work by Nishiyaﬁa , together with the Schematic Structure of
Keiretsu in the Ja;nnese Chemical Industry (Figure 20), suggests that the.
keiretsu orga.nisﬁtion functions with a strong sense of hierarchy based on both
formal and informal séurces of power and authority. In this hierarcy, every
compahy understands its precise relationship to the others and does not,
normally,' attempt to go outside the understood boundaries of its pbsition.‘
This means that a company operates within a relatively secure orgmlisatibnal .
framework and has access to the group’s banks, insurance companies and trading
~ houses. However, the same framework can also be seen as a constraint on

individual company decisions. This notion of the keiretsu acting as a



constraint on a company was supported in my own 1980 study of the Japanese
chemical industry, which sought to identify which companies belonged to which
keiretsu. When the information was finally compiled, it became clear that a
sizeable minority of chemical comﬁanies functioned on a relatively independent
footing. ‘However, these 'companies may have paid a price for their
independence; the average sales per company of Ithe independents weré lower
than most of the keiretsu companies, and they may have had less access to

borrowed funds, as shown below.

As shown in Figures 23 and 24: Reiretsu v Others 1989/90 and Keiretsu
Group Sales v Others, of the 212 chemicals ccu*.::p@sv.nie.c:._2 listed on the Tokyo
 Stock Exchange in 1989/90, 66% were strongly linked to one or another of the
dominant keiretsu which together accounted for 72% of the sales. Another 11%
were large companies {such as Hitachi) which were members of several
Presidénts’ Club or. the. chemicals subsidiaries of such companies. These
companies v}ere defined in my work as those with "multiple loyalties" and
accounted for 12% of sales. The remaining companies (23% of the total) were

classified as V’independent’ of all groups and héd 16% of sales,

When the financial information for these three kinds of companies was.
analyzed, as shown in Figure 25, the independent companies raised slightly
more of _their investment from eéuities (39%) than did those with keiretsu
links; keiretsu companies had equity rations of 32% and the multiple loyalty
companies’ equity ratios were even lower at 28%. The greater dependence on _

borrowing of the linked companies could indicate that those companiés with

i The data for this anal ysis was taken from the to X b B
1990, Any company which listed some kind of chemicals as part of its main busi ness, or which was
a major shareholder in a chewical company, was included in the data base; hence, for exampl &,
Hi tachi was included, even though it is not known primarily for its chemical business,
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good keiretsu relationships enjoyed greater security against the risk of
'bofroﬁing than did the independent companies who were, albeit marginally, more
reliant on equity financing. Such é. conclusion is suppofted in Figure 25
which also shows tha‘c_. the independent companies were much more likely to have
a "positive net interest/dividend flow". This figure, 'which appears in the
Tokyo Stock Exchange Handbook ‘for all companies, results from adding up all
thé interest and dividend payments made by a company and then subtracting the
total from all the interest and dividend payments received by a companies.,
Those with a "positive flow" (i.e. more money coming in than going out) are
considered to be in better f inancial health than those with ﬁ negative flow.
The stronger financial position of the independents has no doubt grown up in
part because the independent companies lknew they were less able to fall back
on the suppor£ of a wider group and needed to be more self-reliant. From a
Western ﬁoint pf view, the relatively greater finéncial strength of the
independents would appear to be an advantage. However, during thé post-war
period more invgst.ment was available from borrowing than from equity, and it
‘appears that fhose with strong keiretsu links were able to borrow more money

than those without éuch links.,

In addition to éocess to borrowing, there was an'other advantage to group.
membership which enabled companies to take-‘a_ long-term point of view; namely,
that the tight crossed-shareholding structure, provided security against
hostile takeovers. Initially, in the early post-war yéars this structure, as
already stated, evolved in response to the thi‘eat of foreign takeovers.
I-Ioﬁever, the Japanese system .is still famous for avoiding unfriendly mergers
between companies and it is obviously extre&;ely difficult to launch a stock
market raid when a large percentage of a company’'s shares are held in ffiendly

hands. This shareholding defence has been further reinforced by the



cultivation of company loyalties which have frequently meant that when mergers
do occur | they are mﬂlapp& alliances, with legendary tales circulating
regularly 'té show how mergers'. subsequently suffer from cultural clashes
~ between the companies. .More_: ‘acceptably, mergers have taken place between

group companies, reflecting a process whereby a new venture is spun off

independently during its early loss-making years and only reincorporated when

it begins to succeed, as shown in the cartoon Mergers and Acquisitions in
Japan (Figure 26). There is glso the well-documented fact that in times of
crisis Japanese industries have frequently reétructured , as shown below in the
discussion of bankruptcy. Overall, hoﬁever, such restructuring and the
mergers and acquisitions that allow it to take place appear to be less common

than in an Anglo—Saxon system.

Sumary: Crossed Shares and Keiretsu Organisation

Overall, in considering how long term risk is managed by Japanese
companies during the post-war period, it is clear that the keiretsu
organisation has acted to provide security against hostile takeovers may have
increased an individual company's access to borrowed funds. It has also
provided a secure framework for companies which contained within it banking,
insurance and trading services as well as links to other companies in its
industry. It must therefore be considered a key part of the Classical System

of financing growth in post-war Japan.

Two other features of the Classical System can now be explored: the role

of the Stock Exchange and the management of bankruptcy in Japan.
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Role of the Stock Exchange

Figure 27: Shareholders and Loans in a Presidents’ Club Member, looks
at the 1987 ownership a;nd financial stakes in a major company in Japan, called
hefe, "KR Bésic Industries”, a member. of the "KR" ke.iretsu.. 'i‘his diagram
.shows that about half of the principal loans to KR Basic Iﬁdustries were held
either by the KR Trust Bank or the KR City Bank, with the balance held by non-
group long term banks. The company’s main bank, KR City Bank, held the
largest share of loans; 33%. Of the shares in KR Basic Industries, 38% were
held by other group companies, with the affiliates of a foreign partner, "ABC
International”, holding another 28%. This gave the KR group and its foreign
partner majority control of KR Basic Industries., Of the remaining shares, 13%
were held by other ba:ﬁs and . insurance companies y with the public at _la.rg_e_
Eolding 2.1%. It is this 21% that in 1987 would have béeh traded freely on the
Tokyo and Osaka Stock Exchanges, with the other ghareholding considered f.o be

"stable" investments.

Apart from the foreign participation, this shareholding structure of "KR
Basic. Industries” is not greatly different from other companies in the 1980s,
as shown in Figure 28: Shareholder Composition and Shareholder Activity, 1981..
This table, which was published by M. Acki in 1984, compares the percentage
of market holdings with the percentage of market trensactions. It shows that
in 1981 individuals held about 28% of the shares, but accounted for 42% of the
transactions, J&_l_.pmlese securities brokers and foreign shareholders acéounted
for another 38% of the transactions, while the financial institutions and
intercorporate holdings were barely traded at all. Not surprigingly, the
steady fall in the percentage of any company’s shares available _for trading,

and the growth in the Japanese economy geﬁerally after the Second World War,
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has contributed to a steady increase in Japanese share values over the past

40 years as seen in Figure 29: Share Prices Index: 1950-1985.

However, the effect of the rising vaiue of company shares did. not lead
to more éompanies enterihg the equity markets for investment funds. On the
contrary, so long as the government continued its policy of controlled.
interest rates, and so long as companies were committed to holding shares in
their business partners (the value of which would have been diluted by any new
rights issues), and so long as growth in the economy continued, the equity
markets were ignored as sources of new investment. Instead, as shown in the
cartoon Growth = High Gearing (F.igure 30}, crossed-shareholdings which were
held.on a company’s books at their historical value (i.e. their value when
acquired) became "hidden assets" against which banks were content to increase
their loans to a company. A company’s proi)erty, which was also rising in
value throughout the post-war period, was another hidden asset and likewise

seen as backing up greater borrowing.

Thege hidden assets thus .acted as collateral to further loans. Such
loans were also encouraged by the govemment’s continued emphasis on growth
and investment, and the bank’s own knowledge of a company’s é.ffairs, including,
its market share, reputation and good will. Given that there was surplus
gaving needing a home, a company in the Classical System could be comfortably
cradled between the rising value of its assets and the availabity of savings
looking for investment oppoftmities. The investment in turn, of ~course,
continued to create growtﬁ, which further raised the value of shares, which
acted as new collateral and so the process continued. Not unreasonably, the
Japa.ﬁese system has been compared to a bicycle: so long as it keeps moving,

it remains upright.
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This system benefited the majority of participants, as seen in the
cartoon, Shareholding: Growth = Capital Appreciation (Figure 31). The
‘friendly shareholders who held the stable shareholdings found that they
benefited from increased borrowing secured agé.inst the ;‘ising value of their
-hidden assets. They also had the benefit of the keiretsu's mutual sui)port
‘-.and, customarily, they received (and ﬁaid out) dividends which averaged an
i_rlsignificant. 10% of the par value of the shares. This low dividend payment
meant - that profits made b& a company could be reinvested. The public
shareholders, who were actually trading in the market, also benefitted, .
particularly private_ individuals who did not pay any tax on capital gains
until they thely'made a great number of transactions. They were, therefore,
happy to continue trading for the untaxed profits _they made, They too
received dividends averaging no more than 10% of the par value of their-
holdings, but were content with their untaxed. ca.bital a.pbreciatiqn -and

continued to support the market by reinvesting in it. The biggest losers in

this system were Western shareholders who were seeking to establish businesses -

in Japan. Many did not finance their businesses with borrowings or hold
crossed shares; they therefbre did not benefit from the rising value of hiddeﬁ
assets. Nor were they as a rule closely linked to any of the keiretsu, which
were seen as primarily Japanese ﬁssmiations. Finally, many Western investors.
with businesses in Japan were obliged to pay out to their shareholders in the
West larger dividends than their Japanese competitors were paying in Japan.
Moreover, the cost of competing with companies not obliged to make such
dividend payments was high, since the Japanese conlpanies could spend more on
. R&D, customer service and employee training. As a result, the Japaﬁesé
subsidiaries of Western companies were often not seen as good investments by

the home office, who found 10% of par value a paltry return indeed.
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There is finally, one other aspect of the stock exchange which should
be mentioned, the role of the securities houses. As was seen in Figure 28:
' Shareholder Composition and Shareholder Activity, the neé.r_].y 28% of thé total
transactions on the Tokyo Stock Exchange in 1981 were "self-dealings" by the
four secui‘ities houses: Nomura, Daiwa, Nikko and Yamaichi. The importance of
their weight in the market is best illustrated by the chapter .hyperbolically
titled "The Day Normura Helped Save the World" in Al Alletzhauser’s book The
House of Nomura, published in 1990. - This chapter descri‘bes the  Japanese
response to the October 1987 crash in stock markets around the world, which
began on Friday, the 16th of October 1987, when the London market was shut
because of a unusual hurricané, and the New York Stock Exchange (for reasons
unrelated to the storm in Brita.in_} closed .do.wn 107 points, a fall of 4:0‘%.3
In response the following Monday, the Japanesé stock mﬁrket fell 2.5%, with
both Hong Kong and Singapore falling much further (11% and 12% respectively)
.and London f‘ollowing suit and dropping by 10%. The combined effect was to
throw the New York Stock Eb{bhange (the last to open each day) into a panic so
that by the end of dealing on Monday, the Down Joﬁeé. had fallen 508 points and

all markets were in a state of chaos.

_ The next morning, Tuesday the 20th of October, The Tokyo Stock Exchange.
continued to fall, but broke for its customary two-hour lunch at 1lam. During
the lunch hour, the four largest'brokerage firms met for their regular Tuesday
lunch at the Ministry of Finance where Takashi Matsukata of the. Ministry
gathered. the views of the equity trading managers. A_ll.etzhauser quotes
.Matsukata as later saying, "It was an émergency. In order to normalize the

markets we listened to the opiniohs of the leaders of the securities industry

33:? compari gson, Alletzhauser notes, on Black Tuesday, 29 October 1929, the Dow Jones
industrials fell thirty points, or 1lX%.
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and asked them to co-operate.” Alletzhauser further reports that when asked
whether the government wanted the four firms to support the market, "Matsukata
leans forward and, almost imperceptibly, nods." (p.16) That afternoon, the
securitiés firms began issuing orders to buy. The degree of control of the
.equity markets in Ja.pan'that this collaboration exercised is reflected in the
graphs comparing stock market performances around the world in October 1987.
{Figure 32 to come: FFEER GRAPHS OF REPRESENTATIVE STOCK EXCHANGES:

October/Nov 1987)

Summary: Role of the Stock Exchange

The 1987 story is an extreme example. of the links between the
govémneﬁt, the securities houses and the stock exchange. Moreover, the
relationship between these three , as will be shown later. However,. it is
clear that the role of the stock exchange in creating capital appreciation
which supported company financing has been well-understood by the Ministry of
Finance and manipulated accordingly. Thus, even though by comparison with
other leading stock exchanges in the world, the Japanese market has lacked
many of the sophisticated instruments and mechanisms of New York or London,
it has therefore been a crucial feature of the Classical System of Japanese.

finance and has been manipula.téd to support that system as and when required.

Managing Bankruptcy in Japan

- This brings us to the last element in how risk has been absorbed in the
Classical System: safer and cheaper ba:rﬂﬁuptcies. Most of this discussion is .
based on research by Jenny Corbett, which was published in the November 1987

Oxford Review of Economic Policy, under the title, "International Perspectives
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on Fina.ncing: Evidence from Japan". While part of her paper confirms ltha.t_
Japanese industry does have higher gearing ratios than elsewhere, Corbett also
looks at various aspects of 'Japanese banking practice and conéludes that most
of these' are not signifiéantly différent from other banking systems. Thus
scréening,_ terms of loans and monitoring may differ in degree, but not
substantially in their nature from elsewhere. However, Corbett goes on to
examine typical bank responses to problem loans and bankruptcy and argues that
"it is this that distinguishes Jﬂpanesé ba.nking‘more than anything else from

counterparts elsewhere.” (p. 33)

The diagram Banks’ Monitoring and Probl_ Loans (Figure 32) summarises
Corbett’s description of a bank’s reponse to problem loans.  While she sets
out to degcribé bankruptey procedures, in fact most of the activity z_a,romd a
compa;ny in difficulties begins long before any ba.nkruptcy (tosan) is declared.
This activity is the natural outgrowth of routine monitoring by the bank's
branch officers or head office. This monitoring, which may occur  more
frequently than in the West, relies on regula.r contact and a high exchange of
information, Sc:mething that is consistent with the style of negotiated

transactions we have described earlier.

Tt is this inonitoring which first uncovers any problems loans, which
are then referred to the bank’s Loan Committee, consisting of the senior
managers of the bank’s main divisions. This conmi_i;t.ee in turn appoints a
"Project Team" to decide what should be done about the problem loan and the
company which has borrowed the money. The Project Team will include people
from the Credit Administration Division of ‘the bank as well as someone with
experience of thé particular industry, and it will use the resources of the

bank’s Industrial Research Department. The establishment of this team shifts
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responsiblity away from the officer with the oi-iginal responsibility for the
lecan. His career iz unmaffected by the difficultiés of his cliént ; but he will
Be seen as having built up personal relationships Wit.h the clients that could
cause difficulty in resolving thirxgs. The Project Team will then recoménd_-
whether to call a meeting of the firm's creditors, send in a team of ad\}isory
mgers to help the 'compa.ny, or negotiate c_hanges in the terms and conditions .

of the problem loans.

Various factors will affect their recommendation. If the lending bank
is not the main bank of the company, it may simply attempt to increase the
security against the loan or may try to reduce the amount outstanding. 1In
deciding when to call a meeting of creditors, the Project Team may consult
them early, or the ma.nagement. advisors may first_ try to sort things out and -
' either propose a solution to the. creditors or demonstraté that "ref_orm ‘has
already taken place. The decision to send in advisory managers depends on
whether the company is listed (since listed companies will be helped, if
possible), whether there are any special social responsibilities of  the
company {e.g. it is in a depressed area or other companies are dependent on
its survival), and finally on the size of .t,he bank’s possible losses.
Obviously, the more the bank stands to lose, the more likely it is to send in.
advisors to mitigate the loss. According to Corbett,; at the end of 1984 25%
of top management in listed companies came from outside of the firm and of
these 21% were from thé banks, consituting roughly 5% of top management.
Finally, any financial help to a problem company will be contingent on the
production of a recovery plan, which may have been drafted with the help of
the company’s maiﬁ bank, but which in any case will require the main bank’s

approval.
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It may happen, of course, than none of these measures succeeds and the
company continues to experience difficulties. In that case, an early stage
of bankruptcy, called Tosan, _will' be declared. Cbrbett points out, however,
that-even gt this stage tosan "does. not refer to a legal status, but to a
situation”. The situation is one in which the company is operating at a loss,
and its bank has suspended its checking and bill discounting services.
ﬁowever, the company may still function on a cash basis and may not yet have
defaulted on any committments. In 1975, there were 12,606 companieé declared
bankrupt in this fashion. More recent_ numbers for 1983 and 1984 can be seen
in the table Bankruptcies by Size of Firm (Figure 33). This table also shows‘
that the Japanese rate of bankruptcy for all firms was higher than that in the
USA, supporting one of Corbett’s conclusions, that bankruptcy is a less

expensive option in Japan than elsewhere.

One of the reasons bankruptcy in Japan is less.expensive y ig that most
of thé toéan Bankruptcies rdo.not'proceed to.legal remedies. Of the 12,606
companies that were declared bankrupt in 1975, only 21% (2699 companies) wenf
through the legal procedures, which can take years to settle and are very
expensive. Even amongst these a small number (less than 700 of the total)
were able to experience some form of compan& rehabilitation, as shown in.
F:L.g'ure 34: The Process of Bankruptcy in Japan, which is taken from Corbett’'s
article. The remaihder s 79% of the tosan bankruptcies in 197 5, wéfe handled

by informal procedures.

In the informal procedures at this stage, the company’s main bank:
appears to take the lead. Under the Japanese system, its main bank is seen
as having a particular responéibility for a company , which is why in defining

the strength of any company’s links to a keiretsu the affiliation of its main
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bénk is important. This responsibility does not seem to have any legal
status, but it becomes extremely important when a company .experiences
difficulties. Like the original project team appointed to help a company with
a problem loan, the main bank has three courses of action: it can call a
credi_tors' meeting, or it can send in advisory managers, or it can arrange for
financial assistance. Corbett quotes examples of the kind of direct financial
assistance which has been arranged by main banks, as described in 1986
research by Sheard.. These include reducing _interest rates to below prime
and/or reducing the size of the compensatory deposits held by the bank., A .
moritorium on interest payments can also be agreed, but requires cooperation
of the Ministry of Finance and the Tax Authorities since otherwise the bank
would be liable for tax on its ’gift’ to the troubled company. The main bank
may also seek to share the burden with smaller lenders and eventually with
shareholders. In some cases the main ba.nk_ will replace ﬁhe' loans held by
smaller lenders,; but it does not usually provide guarantees fqr them.
Fina}ly, the main bank may arrange for the sale of some company assets to
paper companies in order to create an accounting profit, or it may reorganise
* the firm through mergers, genuine sales of assets, or reductions of the labour

force.

- In considering these efforts by the main bank for a troubled company,
it is natural to ask: why does the bank takes on these responsibilties and .
risks? Corbett argues that it is one half of an 'implicit contract’ between
a company and its bank, as sketched in Figure 35: Implicit Contracts Create
Long Term Relationships. As we have seen in thé chaper on banking and
savings., 1_:he Japanese banks have operated in a controlled and fairly protected
environment. This has given them "a degree of oligopoly”, in Corbett"s. words, -

which has meant that when companies are doing well and times are good, the
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banks earn higher than ’normal’ margins because firms pay higher than 'normal’
interest rates.  She illustrates this with Figure 36: Bank Margins and
Discount Rate Changes. In return, the companies are able_ to fely on the banks .
to help them when timés a.ré hard. Corbett sees this iﬁ]plicit contract as
acting to 'smooth’ the interést rates paid by companies aocbrding to the ups
and downs of a company’s business. She also argues that, given the reliance
of the banks on a high level of knowledge and information about their client
companies, new customers a;re an expensive proposition for a bank so that
maintaining long term relationships is actually cheaper than repeatedly
establishing new ones. 'Furthémore, the bank’s own reputation is enhanced by
its loyalty to its customers in bad times. Conversely, a firm's reputation
would suffer if :the fi_rm defected to another bank when times were  good,
thereby leading to "doubts about the firm’s reliability among its own

commercial network of suppliers, distributers, etc.

Sunmary: Bankruptcy and the Long Term View

The bank’s willingneé.s to lend money to companies has been based on many
fa.étors, including the availability of savings, the collateral of hidden
assets and the ultimate backup of government through the Bank of Japan..
However, it has also been based on rgreatex" access to company information,

which supported the "negotiated" transactions of the system. Jenny Corbett

- goes further in stressing that the bank’s access to information functions hand

_in hand with "the ex ante knowledge that intervention is possible when bad

management is the cause of j)oor performance.”  Furthermore, the bank’s
knowledge about a company enables it to intervene long before legal bankruptcy
is declared, which lowers the cost of bankruptcy considerably. From the

company's point of view, the systein is beneficial since it can rely on its
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bank when times are hard. However, the very nature of this implicit contract
means that both firms and banks only reap the benefits of the relationship
over a long period of time that includes both periods of hardship and periods
of well-being. Given th'at both parties find the benefits of this '16m~tem
relationship greater thé.n any temporary advantages, the implicit cqntract that
underlies the .fapanese approach to bankruptcy has not 6n1y helpe& to manage

and reduce risk, but has also served to sustain the long term point of view.

Summary: Bow Wag Company Rigk Absorbed?

There are, in summary, three critical aspects to the absorption of risk
among Japanese companiesl. First, there is the strength of the cross-holding
syst_em of the keiretsu organisations, which has provide a high degree of .
mutual support. Second, thié system itself has _. been strengthened by _the
riging value of shares in the stockJ exchange.  Third, the procéss of
ba:ﬂ{xupfcy is less costly than it is elsewhere. - These three eie’ments are
further summarised in a brief concluding chapter which follows and shows how -
the various pieces of. the Classical System of Japanese Finance have fit

together, both from the banking side and the corporate borrowing side.
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Chapter Four
A Short Summary of the Classical System: 1950s - 1980s

This short chapter presents in Figure 37: The Clgssical System a visu"al.
summary of Japanese financial structures from the 1950s to the 1980s. It
shows that the Ministry of Finance and the Bank of Japan have provided both
sﬁpervision and back up to the banking and securities sides of the financial
system, The diagram also puts the high saving rate in Japan in a central
position, ﬁooli_ng the money that then went through the loﬁg term credit banks
and regional banks to the City banks which negotiated transactions with the
corporations. Some of this savings pool also went intd the rising equity
market, usually through the big four securities houses. As the economy grew,
the value of the equity market and was partly:support_ed by a -corollé.ry rise

in land values.

‘As the equity markets grew, more aﬁd more publically-held shares were
transfered into stable ‘cross sha;.reholdings, creating the keiretsu groups.
This structure reduced the risk of hostile takeovers, helped. to share. long
term risks among a wider group of companies, and tdlerated low dividend
payments in return for a shared opportunity to reinvest earnings in greater.
growth. This growth, in turn, increased the_ value of shares on the stock
exchange and the ’hidden’ value of shares held in the stable holdings of the
companies. These .shareé., together with the rising value of land held by
companies, was then used tb secure more loans from the city and regional
banks. These banks were willing to lend the money bécause they benefited from
a high level of information about a company and kmew that they were implicitly
given the right to intervene when bad management was causing trouble in a

company. This arrangement has also meant that ’bankruptcy’ in Japan has been



relatively inexpensive and part of a wider early warning system which has been
able £_o identify troubled loans at a stagé when informal, non-legal remedies

could be applied.

Overall, therefore, the banking éystem and the shareholding system,
opefating under the supervision of the Ministry of Finance g.nd the Bank of
Japan, has enabled high grow*t;,h corporations to take the long fem' point of
view from the end of the Second World War until the beginning of the 1990s.
More recently, however, a number of gradual changes in Japa.n, the ﬁider world
and the corporations and banks themselves have led to the evolution of new
conditions and institutions governing Japanese financial structures. What
some of those changes are, and what they might meé.n for the ability of
Japanese companies to take the long view in the future is the subject of the

final chapter of this book.
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Total -
stable
sharehalding

17.8%
. : 23.6%
Non—-financial
Corparations 11.04
. Financial = 12.6% 23.1%
- Institutions :
d 1950
Note: '’

Source:

50.9%

1960

23.1%

30.9%

54.0%

1973

26.0%

37.3%

"Financial institutions” exclude investment trusts.
Okumura Hiroshi, Nihon no kabushiki kaisha, Toyo Keizai, 1986,
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1avre |

March 1980 )

Established 195)

Fi L g , .
Sumi towe RBapk
Sumitoms Llife
Sumiiome Marine & Fire

Sumi toms Trust & Banking

Hen-Fi pancial _Corporatiens

Ni ppon Denki {NEC Corp}

¥ Hippon Sheel Giass

Sumitome Al uminium Keduciion Go {1940 name)
E Sumitome Bakeljte

Sumi tomo Cement

T Sumiiome Chemicals

T Suchtomd Metsl
Sumi tomo Realty & Pevelopment (Sum tomo Fudosan)

Sumi tomo Coal Miokng (Seikltsn KoEyo)

Sumi tomo Constructi on

Sumi tomo Elecirlc Iodusiries au—...._ tome Denki Kogye)
Susi Lomo Foresiry

Suml tomo Heavy Industries

Sumi toms Light Metal Industries

Sumi tomo Metal Industiries (Sumitoms Xinzoko Kogye)

Mining Co (Sumi tome Kinzoko Kosan)

MLTSU. GROUF - NIKIEAL = 21 WEHEERE

Established J861

Eipancipl Inptitetjons
M LBUE Bank

Mitsui Life

Mitsui Trust Bank

Tskshe Fire L Maripe

_ 18l ¢ .

Hokkai 0o Coal Mining L Shipping Service Co {WNLI
¥ Mitsul bBussan
Mitzul Constructlon

Mitsul Englneering L Shipbull dimg (3 tsui Zosen)

Mitsui Mining (Mitsui Kozam)

T Mitsul Mining L Seeltipg Qo -.—b.

Mi taui OSK Lines (shipplng)

% Mitsui Petrochemi cal

¥ tsul Real Estate Devel opment (Fudosan)

3 Miiauj Toatgu

¥ t8ul Warehouse Co (Soko}

Mi tsukoshi Department Stores

¥ Klppon Flour Milis - {Kippon Seitun)
Ni ppon 5ei o KK = (bearl ngs)

041 Paper Co Lid

Omada Cementi Co Ltd

'
* Sumitomo Trading House {S5hoji) - ;] * Sanki Engineerink (Sanki Kegys)
Sumi tono W . i] % Toray Indusiries

- i] Toshiba
. 3 [] * Toyota
MITSUBLSEI - EINOEAI = 20 MEMBERS EUY0 GROUP - FUYOEAL - 29 MEMBERS
Egtablished 1955 Established 1966
Ebngaclal Jastityiens | Elmencisl Institysioms

o Melil Life JF

i . uii Bank

) Mitsubiski Bank Yasuda Fire & Marine

i] Miteubishi Trust Banok Yasuda Life
Tokio Marine L Fire "] vasuda Trust L Banking

*] ¥ Asabi Gl aze Canan
Ki nmw Beer R ¥ Hitachi Co Lid
% Melwa Trading Kei him Electric Express nu:rﬂw
Mi toubl shi A) umi bk um "' Kuboia Lid (siee))

Mitsubl sht Construction ¥ Kureha Chemcal

T Miteublahl Corp. (Shojl) 3 Marubeni

Mitsub) ghl Electric Nihon Cement

Mitzubl &bi Estate Co Ltd (Mitsubishi Ji 6ho) * Nippon 011 & Fatga (NI hon Yushi)

T Mitsublahi Gas Chemical Kippon or Nihon Relzzo {refrigerated tm-n..u:a_an
Mi tsubi sbhi Heavy Industry : Nippot Sel ko :uo-.._..nnu

T Mitaubishi Kasel

t Mitsublahi Metal cerp,
Miisubiabhi Mining & Cement
Mitosubl Ebi Motor Gorp.

* Mitsublaki ol1

Mitsubichl Paper Millas (M tsubishi
1 Mitsubishi Peirochemical (Yuka)
3 Miisublahi Piasilc Indusiries (Miteublshi Jushi
2 Mitisubishl Rayon

Selghi)

L g e

Mitaubishl Steel Manuracturing (M teubighl - Sej ke)
Mitoubiaki Warehouse & Tranportation (M tsubdlshi
Ml kon Corp (camera co.)

| M ppon Yusen KK { 5bi ppl ng}

® Mitaublshi Kaskokl Kaicha {plant chemical machi hery)

]

Soko)

M,_
_

¥ Nissan Hoterg
T Nisshin Flour Milling
X Nisgshinbe Industries (textiles)

¥HKH (Steel) (moving
Oki Electric Indusiry
X Sabyo Kokusake Pulp Co.
Sapporo Beer

* Shewa Demkeo

Showa Line- Ltd (Kalun) Skipplng
* Taisel Corp (conatruction)
Tobu Raliway
T Tonen (ol
* Toho Rayon
Tokye. Tatemone CGo Lid {buil di ng)
Yokugawa Elecirlic Corp {Denki}

into chemicals)

ca., affl] with Exxop & Mobil)

]
|
i
!
i
|
|
i
|

{mow merged with Japan liner as

A~ - E
Established February 1967

B ial i1uti
Ni ppon Fire & Matine
Ni ppos Life

Sanwa Bank
Toye Trusi & Banking

[} Td ]

Pablbatsu Moter Co Ltd (Hitechi
¥ Fujisawa Pharmaceuiical
Hankyu Corp

Hitachi Cable Ltd

T Bltachi Chemical Co Lta

x Hitachi Co Ltd

Hitachi Metals 1Lid

Bitachi Zosen Corp {shipbuil di ng)

Itobam Foods Inc

* Iwatani Internatlonal Corp (Iwatanl Sangyo)

¥ Kansal Paint

z Kobe Steel Lid

% KyoCera (ceramics - front renner in bio ceramics)

Group)

[ Maruzen 011

Kakayama Steel Works Lid

¥ Nichimen (trading houge)
Nippon Express

Higshin Steel

¥ Nisaho Iwai

T Nitto Denko Corp (electrics,
NTN Toye Bear|pg

Obayashi Corp (constructien)
Orient Fimance Ltd (comsumer credit)
Osaka Cement

IC, tapeg)

Owasaki Electric Co Ltd
% Sekisul Chemicals .
- % 5eklsul House {housing, pre-fab.)

Sharp Carp.

Shin Meiwa lndustry

Takashimaya Department Store

¥ Tanabe Sel yaku Co Ltd (pharmaceuticals)

% Tejjin

T Tokuyama Soda Co

Toyo Consiructien

X Toye Tire & Rubber (Toye Gomu)

% Ube 1ndestriez {Ube Kozam)

* Unitlka (textiles)

Yamashlta - Shinni hon Steamship

Navix Line)

Saurce:

_m.w._ ablished 1978

Finepcipl Instituljons

Dal =i chi Hangye Bank
Asabl Life

Fukoku Life

Ni esan Life

Hissan Fire L Mariae

Taigei Fire & Marinme

Bep-Finanglal Corporstions

z Asahl Chemical {(mipor member of Sumltomo)

t ABabt Dberka Kogyo XH (alectric chemicals)
Asabi eCptical Co Ltd {Pentax)

¥ C.Itoh

Chi cbi bo Cexent

3 penki Kagalky Kogye (chemicalse)
Ebara Corp {enfineering)

Fuli Electric (Fuji Denki}

Fujhtsu (elecironics)

% Furukawa Co (m i ng)

T Furukawa Electric Co {Fuye Denki Kogyo)
Benshu Paper £o Ltd

% Hitachi Co Ltd

Iseki & Co (agricultural machinery)
Iehi kewajima<gar)ma Heavy Indnatties
Isuzu Moters

T Japan Metals & Chemicals Co
Kanemaisu Goshe (trading house)
Kawasaki Heavy lpdustries

Rawasaki X|seen Kalahu {=2hipplng)

¥ Kawagakl Steel Corp,

x Kawaghs (abserbed Kawateisn Dussan)
* Kobe Steel

Korakuen Co {stadi ums)

X Liens (deterfents)

Niigata Engineering Co

Nl ppor Col umbia

Ni ppen’ Express

Nippon Kapgyoe Kakhmatu Securities

i ppon Kinzoku

% Hippon Zeon Co (synibetic rubber)

% Hissho Iwal

% Sankyo Co Ltd (pharmaceuticala)
Selbe Depariment Store

Shibusawa Warehouse

shimizu Corp {(fonstruction)

% Shiseide (cosmetles)

Showa Shell

Yasukawa Electric Mf (Denkl)

* Yokohama Rubber (biggest suppller Nippon Zeon)

b nolenu:n in nrn!nu: data base . S s
private sources
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SCHEMATIC STRUCTURE OF HMHQHMG IN THE &ruubzmmw OH.HMEHO»PH. HZUCMHWM‘*

_ KEIRETSU PRESIDENTS' CLUB <=
mﬁlxi\n\xnj un A
| NON—FINANCIAL MEMBERS | | NON—FINANCIAL MEMBERS |~
1 OF PRESIDENTS' CLUB | Eo_.. PRESIDENTS', CLUB i ..

P .(with multiple loyalties) _ _ L

(1B) with Multiple Loyalties :m_
| suBSDIRIES OR | |SUBSIDIARIESIO
| AFFILATES OF o AFFILIATES! OF
1 PRESIDENTS' CLUB NON~— | PRESIDENTS', CLUB
| FINANCIAL MEMBERS | . umnmm:%zosr
azoms /l« ﬁ _ RS

!

() S
| SUBSIDIAR _ | . < !
_mcmm_csx_mm o_—tl _ _::__., AR U T ..., ‘
I

_

_

|

| INDEPENDENTS & | N Al
rzc:‘__u_.m LOYALTEES | Sign
IIIIII : by, fi ﬁ_._o:n_n_ Boaao«u

(4C) 'plus’ ‘group | main 1. o ..f_ P
MINORITY: (28) | o
Shareholding by financial . ., !
members, but another group mcmw_DSw_mm o.... L \ :
dominates OTHER .RANKS . __

(38) ae -y

__”__;:__.4 & _..omm_oz
“Group financial osoqo:
:o::aoo. cocn_q group.
:..ns co_..x but: u¢o=n
..na_.___w or, 336: !
ghar 2555%

| RONS-SAL BN

PLACE HOLDER:

One of several groups with
{ major shareholdings through
financial members only

4 + LISTED COMPANIES ONLY SHAREHOLDING LINK  MAIN BANK LINK

|||||| Dravwn May 18990



figure 2}

INTER FIRM DEPENDENCE & POWER
" THE MITSUBISHI GROUP, 1978
* PRINCIPAL SHAREHOLDERS |

W S S & §&F . &
S$| §F » SERE &
S5 |y $ & & |&¢
SRSE | USRS $
Meiji Life o 34 +91 L1
Insurance 0 0 0 0
. — N < —
Mitsubishi - 9 61 P
Bank | 23 7 8 59
Tokyo Marine & 17 6 37 10
Fire Insurance 16 | 18 7 0 | 47 _
 Mitsubishi 7 14 2
Corporation 6 18 3 | 43
Mitsubishi . 8 7 18 _o8
Heavy Indus. 12 16 4 | 44 .
Mitsubishi 4 24 _a6
Trust Bank .34 9 14 7 70

Source: Nishiyama, 1984

* Power index computed on the basis of % of shares

& value of loans as 1/10 the value of shares



(o Fraore 22

Vigore 23 . | |
r\ >
KEIRETSU V. OTHERS 1989/90
Number of Companies: N = 212
(notincluding minority & placeholder links)
"ALL INDEPENDENT |
COMPANIES
23% -
~ COMPANIES WITH
MULTIPLE _.O<>_.d.mm. i KEIRETSU
1% s 66%
o (e .
KEIRETSU GROUP SALES V. OTHERS
1989 fiscal years; including trading house chemical sales
' INDEPENDENTS _ . Tetions
16% S , Percent of yen
B Sanwa 6% 4
Sumitomo % 5
MULTIPLE B ean. i
LOYALTIES ”/,;7/ Mitsubishi 9% 6
12% ] DKB 10% 7
- 111 : - Muitipie
' Loyaities 12% 8
. KEIRETSU Independents 16% 12
. T 72% ] Fuyo 7% 12
*  MULTIPLE LOYALITES INCLUDE " ".N -
C 1O M OB, NAT INGERERDERTS < E Mitsui 8% 17
M. IWALIN SANWA, NOT MULTIPLE LQYALKIES e
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KEIRETSU V. OTHERS 1989/90

m Equity Ratios

. @ % of companies with positive net interest/dividend flows

46%

I

2% ” 3%
- - 28%

0d 0

All  Independents Multiple
Keiretsu Loyalties
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Agure 28 D |
SHAREHOLDER COMPOSITION & SHAREHOLDER ACTIVITY

1981

HOLDINGS ~ TOTAL TRANSACTIONS
TOKYO STOCK EXCHANGE

(X MARKET VALUE) . (X MARKET VALUE)

Government 0.4 % I
Finanical Institutions 38.2 % 2.9 % Banks

| S | | 0.8 ¥ Insurance Cos.
Intercorporate Holdings 26.2 % 6.9 % Non-Financial Corp
Securities Brokers - 1.5% 27.7 % Self-Dealings by

| | | Securities Houses

moamwm: Investors 5.8 % 10.0 % Foreigners
Individuals | . 27.9% 42.2 ¥ Individuals

(Directorate Holdings 2.4 %) o

TOTAL 100 % 90.7 %

JAPAN COMPANY HANDBOOK
JAPANESE LANGUAGE EDITION: |
13 ‘% ISSUED SHARES CIRCULATE FREELY

Source: M. AOKI, 1984 p 9 + 16
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wi>%ﬁ PRICES INDEX:

Mmf
225 .
200 -
175
150
1254
100 -

75 -

50 4

251 405%

share prices index

%@me

bgig

;moo

three ooswﬁﬁmm - Hmmo =

orl.___

| Saurce: IFS Yearbook 1986

- years

x Germany

m Japan

& UK




iy 3 GROWTH =HIGH GEARING

HIDDEN ASSETS:

" PROPERTY, SHARES +
PROSPECTS FOR GROWTH +
MARKET SHARE +
REPUTATION +
GOODWILL

POST
OFFICE SAVINGS

v
COMMERCIAL BANKS
” v
THE BANK OF JAPAN

A

 GROWTH & THE BELIEF IN GROWTH
+GOV'T LOW INTEREST RATES




fgue8 SHAREHOLDING o
' GROWTH =CAPITAL APPRECIATION

(Not Umio_o:a_m_

PUBLIC SHAREHOLDERS
e Untaxed capital
- gains
- @ 10% on equity

e Better borrowing
e Mutual support
® 10% onequity

FOREIGN SHAREHOLDERS
e 10% on equity

(.,
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fgore 33

Bankrupicies by Slze of Firm
{fiscal year)

Capital Size Year Debtra - Bankruptciesb Bankruptcy®
) Equity Ratio - Rate (%)

below 5 1983 89.3 14044(1,040,008) 1.20
million yen 1984 89.3 14009(1,152,033) . 1.27

5-10 1983 853 2853 (367,325) 0.94
million yen 1984 85.7 3196 {464,490} 1.01

10-50 1983 . 844 2140 (863,659) . 079
millionyen 1984 85.5 2431(1,117,509) 0.62

50-100 1983 88.7 113 {150,356} 0.50
million yen 1984 85.9 147 (290,555) 0.61

above 100 1983 810 45 {162,760) 0.27 LT
millionyen 1984 80.5 68 (619,518) .0.40 .

Source: Ministry of Finance, Annual Report of Corporate Statistics, (1984; 1985) and Tokyo Shoko
Research.
Notes: a) {{Total assets - equity)/Total assets} all at book value.

b) Number of firms. (Liabilities in millions of yen in brackets).

¢) Number of bankrupt firms as % of population of firms.

 Soura 7. n%g\ Nov 1443 Oford v of m.gsaio 7ol .

| (maut lo prinnt
(. | | _ @é 1?3 tma\
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THE PROCESS OF BANKRUPTCY IN JAPAN - {415

BANKRUPJCY (TOSAN)

]

SUSPENSION INFORMAL .\ LEGA 2} 0\0

OF BANK

PROCEDURES PROCEDURES

TRANSACTIONS _ .
: _ ’
16 %

INTERNAL REHABILITATION S ~£™, {4 LIQUIDATION. &

EVALUATION (SAIKEN) (SEISAN)
(CREDITORS : )
~ MEETING)

BANKRUFTCY SPECIAL .
(HASAN)  LIQUIDATION

| . I |
COMPANY . COMPANY COMPOSITION  SELF-DECLARED
REORGANISATION - CONSOLIDATION  WITH BANKRUPTCY
(KOSE _ (SEIRI) CREDITORS
(WAG)

¥ It seems likely that gmu.m:.w.wm.wmsxpm_m,wnﬂ

relationships not only reduce the risk of bankruptcy but are important in avoiding its costs.”.

woc.‘me._ I m??ﬁ Nov 181 05_{ v of Lievewm i ﬂm?@.
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Frgore 3

BANK MARGINS AND DISCOUNT RATE  CHANGES

PERCENT

2 g
7 \/x\// _ . |
ﬂ . : Tll*l‘ll*‘} 3
4
2=
3
-3 T T — T T | T T
1973 197 197 1978 197 gm0 198l 1982 1983 1986 1985

| == DISCOUNT RATE | 6 MARGINS

Covrer: I QEF\\R, 1943

OXFORD REVIEW OF ECONOMIC _uO_._O<_<O_!m.zO.A
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