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Lecture #23:THE   ROLE  OF   THE KEIRETSU     IN   JAPAN’S   ECONOMY 


The keiretsu system is a driving force behind Japan's industrial success.  Japanese keiretsu such as Fuyo, Dai-Ichi Kangyo, Mitsubishi, Mitsui, Sanwa, and Sumitomo generate nearly one-quarter of Japanese business revenues. This system is not simply a superior form of business operations; it is a system that fits Japanese culture.  The fact that the Japanese are team oriented has been well documented (Weihrich, 1990; Miller, 1991). The keiretsu is the ultimate form of teamwork. It is the team concept that makes this system part of Japanese corporate culture. While Americans have been complaining that the keiretsu violates U.S. antitrust laws, the fact is that it is rooted in economic cooperation, which lowers transaction costs, and in collaborative research efforts, which expedite development of new technologies. 


When an organization gains membership in a keiretsu, both financial and non-financial benefits accrue. These benefits include reduced risk through mutual support and the control of stock voting power, cooperation in marketing and product development, guaranteed markets and sources of supply, ties with a trading company that supplies needed raw material imports and handles export trade, and a bank to supply financial resources. Trading firms also arrange for transportation, insurance, warehousing, and financing. Although there are about 6,000 trading companies in Japan, the ten largest firms account for half of Japan's exports and almost two-thirds of its imports. 


Vertically integrated industrial entities can spread high R&D costs over a large product base and thereby reduce the financial exposure and risk in technology ventures. Interdependency upstream and downstream allows resources to be mobilized quickly, technical expertise to be pooled, long-term risks to be shared, enabling technologies to be rapidly applied across a diverse product base. A fragmented industry, as is common in the United States, spreads R&D funds thin, slows technology diffusion, and diffuses manufacturing and marketing power.  Companies must work together systematically to create the effort required for competitiveness in the global marketplace. American individualism and its entrepreneurial heritage do not readily adapt to large-scale intercompany and interindustry cooperation.   



Japan's FTC is concerned about kato kyoso—competitive chaos. With large companies gobbling up most of the business, small firms find it difficult to compete—leading many to bankruptcy or employee layoffs. Excessive competition has resulted in sympathetic views being voiced by Japan's FTC and numerous consumer groups—but this compassion for the less efficient has kept prices high.  The goal is to have "order" in the marketplace.  This results in limiting consumers' choices, while slanting the playing field toward producers and away from consumers. In providing stability in the marketplace, cartels are allowed, even encouraged, to form.


Japan’s cartels tend to strengthen Japanese producers in the world marketplace. The closed dango system is used in the construction industry. If open bidding were used, many small operators would be forced to declare bankruptcy. In return for economic security among industry participants, certain limitations on their freedoms are imposed and accepted.  When the market becomes saturated, cartels are formed (as in textiles, steel, and shipbuilding) to work out solutions to reduce overall production. The government often subsidizes the destruction of some company facilities so that only the most contemporary and competitive facilities will remain.  It, therefore, avoids serious dislocations in the affected companies.  Competition within Japan may be fierce; it takes place within the framework of the government and sectoral associations that define the scope and nature of activity and encourage some cooperation between firms in R&D, standards setting, market segmentation, and so on. Managed competition brings benefits for the entire sector (but at the expense of  consumers who are forced to pay higher prices).


The keiretsu system combines horizontal scale, diversification of related systems, vertical technical coordination, and market discipline. The combination of these factors provides each sector with stability and economies of scale, while at the same time preserving internal rivalry.  Japanese producers can access capital through their parent companies and their banks in order to protect themselves from short-term financial pressures, which then enables them to participate in risky long-term R&D. Though the keiretsu is not illegal, it does discriminate against imports because members purchase only from other keiretsu members. This, in turn, excludes foreign competitors from participating in the Japanese market. To imagine a keiretsu in the United States of equivalent proportion, imagine AT&T, DEC, GE, Ford, Prudential, Amoco, Merck, USX, Alcoa, UAL, CSX, and Caterpillar all aligned with their central bank, Citicorp.  Japan has not one of these economic giants but six.

*

KEIRETSU     WORLDWIDE


Are keiretsu  relationships  a uniquely Japanese business practice?  International keiretsu-style practices have received positive evaluation, particularly in the auto parts industry.  For example, the “Big Three” U.S. auto makers have begun favoring long-term contracts with selected parts producers instead of short-term agreements they are accustomed to making.  Associations of suppliers have been formed to help maintain communications between auto makers and parts producers. European car makers are also following in the United States' footsteps.


This growing tendency for keiretsu-style practices to be adopted internationally indicates that the advantages of this cooperative business style have come to be recognized worldwide and not just in Japan. Keiretsu auto parts procurement can encourage joint development activities between any manufacturer and its suppliers, provide steady improvement of parts quality, rationalize production methods with a long-term perspective, and allow cost reduction through equipment investment.  Participation in keiretsu relations enables suppliers to gain a clear understanding of the development policy or production plan of the manufacturer and to form a strategy to meet the requirements of that policy or plan.  In addition, suppliers are able to raise their technological level and guarantee product quality, since the keiretsu enables them to anticipate a stable business relationship.  This, in turn, enables manufacturers to enjoy the advantages of more efficient development of new models by assigning the development of some specific parts to specialist suppliers.  In summary, keiretsu agreements can grow into a  relationships of shared prosperity and development for both manufacturer and suppliers.


Do keiretsu relationships in fact forbid entry of new parties? The exclusiveness of keiretsu relations frequently raises a problem regarding the difficulty newcomers encounter when entering the markets.  Keiretsu create entry barriers for newcomers by engaging in anticompetitive practices.  Stricter antitrust enforcement seems to be an inevitable result. The U.S. Justice Department is deliberating whether to punish antitrust violations by keiretsu in Japan by suing their American subsidiaries.  The U.S. Federal Trade Commission (FTC) has been conducting a probe of the actions of Japanese companies and their suppliers operating in the United States. It is  erroneous, however, to refer to a keiretsu as a totally exclusive operation when one takes a closer look at the auto parts supply situation in Japan.  In many cases, producers place multiple orders  with several parts producers in order to encourage competition between them. This process is called “natural selection” and involves entry by a technologically superior parts producer.


The horizontal groups of the keiretsu can provide the security and stability needed to promote the risk taking and long-term investment often shunned by American companies.  By collaborating on production and research, keiretsu members deliver new products ahead of rival non-members. For example, Toyota Motor Corporation, one of the Mitsui Group companies, introduces new car designs in only four years, as opposed to the five to eight years for Detroit and Europe. American suppliers, more than their Japanese counterparts, provide many of the advances that drive innovation but design goes more smoothly with a keiretsu approach. Keiretsu linkages provide risk- and information-sharing benefits to its members and serve as a more efficient substitute for vertical integration—permitting reliable supply, while preserving corporate flexibility. This results in a painful trade off between openness and efficiency.  

*

GLOBAL    DEVELOPMENTS 


Japanese ethnocentrism can be seen throughout the world.  American and European multinationals tend to use nationals to run their local operations.  The Japanese policy is for most important divisions and overseas offices of major Japanese firms to be run by Japanese citizens. In fact, Japanese firms select few foreigners for local management jobs or home office corporate responsibilities. The Japanese are not confident about foreigners' business savvy.  They tend to stick together by looking out for each other's interests.  The tightly knit, exclusive group of Japanese expatriates provides an image of arrogance, contempt, and little goodwill toward the locals. They tend to promote within at higher levels than other multinationals.  No more training is typically given than is needed to get the job done; technological secrets are rarely provided. 


Eighty-five percent of Japanese firms in the United States have a Japanese CEO, while only 20 percent of American firms in Japan have an American in charge.  Local staff employed by Japanese branches do not have good promotion prospects.  Internationalizing business is well accepted, but internationalizing personnel is not.  A dual employment system exists for managers as well as for staff employees.  One is for staff dispatched from Japan who are permanent members of the firm, and  the  other  is  for  the  local staff.   The dispatched staff have their careers in the main organization and can be sent anywhere in Japan or overseas; the local staff are hired strictly for local work, and their promotion can only be in the branch.  The coveted Japanese lifetime employment system applies only to the dispatched staff, not to the local staff. 


A study of the Australian operations of sixty-two multinational companies (forty-two American- or European-owned and twenty Japanese-owned) found that the factories owned by Americans and Europeans contained equipment made in a variety of countries; Japanese factories contained mainly Japanese-made equipment .  When a Western firm needs something new, it takes competitive bids; a Japanese firm will go first to members of its keiretsu, then approach another Japanese company, and use non-Japanese or local sources only as a last resort if the item cannot be found elsewhere. American firms in Japan generally use Japanese contractors; Japanese companies in the United States and Europe use Japanese contractors. In 1992, Japanese-affiliated companies in the United States imported $71 billion of goods and exported only $20 billion, almost the same amount of the trade deficit for that year.  Japanese multinationals are more likely to rely on Japanese managers. Most Western-owned affiliates are managed by locals. In the same Australian study, only one of the twenty Japanese-owned companies was entirely run by Australians.  When Australian managers were used, they were often shadowed by Japanese advisors who exercised the actual power. Forty-five percent of executives and 85 percent of CEOs of the Japanese subsidiaries were Japanese.  A native working for a Japanese-owned firm encounters discrimination and is treated like a second-class citizen in his own country.  The Japanese often believe foreign workers cannot build as good a product as Japanese manufacturers.


Even though Brazilians and Koreans can sell inexpensive steel, very little ends up in Japan.  None of the major trading companies will carry it, since their own steel companies are in financial trouble. Small importers might be willing to handle modest amounts, but they will insist that it being landed at warehouses away from where any domestic steel is going out so as not to be seen by others.  If seen, the company could be marked as a disloyal customer and treated in a less-than-friendly manner the next time a boom brings a seller's market.   


Yokonarabi or “herd instinct” is a normal business practice in Japan.  When one company introduces a successful new product, all major competitors must follow or lose face.  This results in intense competition, with  all having  the  same  product  in  the  same  market  segment.     An   example of this practice occurred in 1986 when Mitsui purchased the Exxon Building.  This transaction led shortly thereafter to Sumitomo's purchase of 666 Fifth Avenue.  This was followed by Mitsubishi buying Rockefeller Center—a transaction Mitsubishi was pressured into making to save face, causing them to pay $846 million, a price far above the property's market value (since then the market value has fallen to less than one-half of the original purchase price).  Why?  Mainly to maintain prestige. In order to attract top talent from leading Japanese universities, it is vital to keep up with one's peers. Isolated from their markets, Japanese manufacturers often find it safest to offer a wide array of products, at least as many as the competition. It is presumed in Japan that being in a particular industry means doing what other companies in that industry do.  


Japanese keiretsu investment is aimed at America's financial institutions, high-tech manufacturing, and entertainment industry.  Japan is gobbling up the companies that make the machines used to manufacture semiconductors and hence is targeting emerging American technologies.  Inexpensive capital, secrecy, and political influence are at their disposal, while their economy is largely protected from foreign investors and outside competitors in many high-tech businesses.  Japanese interests over the last decade have funneled more than $4.5 billion into Ameican scientific, educational, and economic policy institutions, mainly to gain access to cutting-edge technology.  But in Japan, foreign companies have no such opportunities, since Japan's best research is isolated in the labs of private corporations, shielded from takeover by the keiretsu  system.  


Japan, by transporting its vertical keiretsu auto supplier network to the United States, has blocked American auto suppliers from the transplant market.  There currently exists a $10 billion American auto parts trade deficit, almost exactly the amount Japanese transplants import from Japan. Keiretsu ties have effectively precluded many American suppliers from participating in the transplant market. Transplant auto companies typically deal with Japanese suppliers because of nationalistic preference or organizational ties rather than business considerations.  Little incentive exists for a Japanese producer to incur the added costs necessary in dealing with non-keiretsu suppliers, especially foreign suppliers.  If a company were to change suppliers, current suppliers would be incensed and would tell their keiretsu sister companies to stop selling it crucial raw materials.  In industries dominated by companies with the tightest keiretsu affiliations, imports tend to be abnormally low. Germany’s import quota—that is, the import share of market volume—is 47 percent while it is 22 percent in the United States, but only 5 percent in Japan, a good portion of which stems from Japanese businesses that have been transplanted overseas. 


Firms in each keiretsu attempt to maintain in the U.S. market the same close relationships they enjoy at home. The keiretsu is a system of lifetime business relationships built more on trust than on signed contracts.  To break such a relationship just because someone else, regardless of nationality, offers a cheaper product or service is to the Japanese a violation of trust and the worst kind of dirty dealing.  Strong motivation exists to maximize intra-keiretsu dealings.  However, to encourage competition in price and quality, an auto producer usually has within its keiretsu several companies producing specific parts. 


The keiretsu system has its drawbacks: Excluded companies have trouble competing. The keiretsu structure and close relations between industry and government minimize the risk of investment.  As a result of such relations, many companies can afford to lose money for five years to establish leading market share for their product; such is the determination for Japanese companies to do anything it takes to be the market leader.  Few, if any, American companies can afford to slug it out that long.  Japanese semiconductor makers ran up $4 billion in losses between 1985 and 1987 to achieve dominance in memory chips. Sumitomo Bank does not need to do a Western-style financial analysis of fellow keiretsu member NEC before granting it a loan; it has and will supply funds even when that business is unprofitable. No American bank would have given so much money under similar conditions.  In the early 1970s when Mazda was close to bankruptcy, the other members of the Sumitomo keiretsu saved the company by extending loans, employing workers temporarily, and purchasing only Mazda cars.  Firms in the United States do not have the security of a huge bank or sister companies to fall back on.  Thus, a Japanese company can compete on price and sustain horrendous losses, which do not endanger the corporation’s standing in the financial community or raise its cost of capital.  


The keiretsu structure ensures the ability of Japanese companies not only to remain in those markets, but also to dominate them—making the future of smaller competitors look rather dismal.  Their power extends over distributors and dealers in the form of captive distribution networks.  They effectively prevent their distributors from carrying competitors' products by threatening to stop supplying products.  These threats can either be implied or actual threats.  Distributors are eager to please since they do not want to upset the harmony of the relationship between the their companies.

*

WORLD   REACTIONS


American politicians and businessleaders have requested that the tight supplier-buyer relationships be loosened to provide American firms a better chance to sell to Japanese companies; they also have insisted on more public financial data on keiretsu companies, requested that there be appointments of outside board members, and enhanced shareholders rights.  Article 23 of the General Agreement on Tariffs and Trade (GATT), which examines whether a member country provides the same access and benefits to other countries that it enjoys in foreign markets, may be used by the United States to open a case against Japanese economic institutions and keiretsu practices.  

 
T. Boone Pickens became the largest stockholder of Koita when he purchased 26 percent of the stock of the auto headlight supplier, yet for over a year he could not get the ownership rights, board representation, or the management voice to which he was entitled. Management refused to talk to him.  Since corporations in Japan are not directly accountable  to stockholders, Pickens was ignored. In Japan, it is rare for a non-Japanese to become a director.  Typically a company's board consists of its top executives and a representative or two from a fellow keiretsu company.  These stable shareholders hold on to their shares at all costs.  A company that does not would become mura hachibu—an outcast from Japan's corporate club.  


The company is totally controlled by management; investors have little power in business operations.  Since keiretsu members have cross-equity shareholdings, they do not have to be short-term managers, worrying about constantly rising earnings and higher dividends, in order to keep stock investors satisfied. They can sacrifice profits by lowering prices to gain market share. No such freedom or protection against stockholders exists in the United States. This creates the long-term visionary yet predatory, nature of the Japanese system.  Stable shareholders may care about their returns, but the long-term relationship is more important than mere financial gain.  In the West, capitalism means stockholders control the enterprise; in Japan, the enterprise is run by the managers for their workers. Individual stockholders have either little or no voice over company decisions.  An individual stockholder attempting to voice his or her disgust at a stockholders' meeting will probably be quickly removed from the room by sokaiya, professional bouncers used by Japanese corporations to prevent dissent.


To date, no true Japanese multinationals exist, such as BASF, Exxon, GE,   Hoeschist,  GM,  IBM,  ITT,   Shell,  or   Unilever,   which  engage  in production, marketing, exporting, and R&D in several countries of the world.  Japanese subsidiaries tend to  center around production and marketing within each host country and export mainly to neighboring countries.  Considerable anxiety exists among Japanese managers when having to venture out from the comfort of a familiar and supportive home into what many still see as a strange and inconvenient outside world.  Socially and psychologically and in its business structure, Japan remains insular and exclusive. 

CRACKS   IN   THE  KEIRETSU     SYSTEM


The yen appreciation put a great deal of stress on the Japanese economy, and today deregulation in various sectors is maintaining that pressure, resulting in an acceleration of the loosening of the keiretsu ties.  The keiretsu are not gone by any means, but they no longer have absolute control as they once did.  In hundreds of instances, the rigid walls between the keiretsu are breaking down, and individuals and companies are falling through.  The largest cracks in the keiretsu  have come from changes in Japanese employees' attitudes.  For decades, Japanese workers have devoted themselves to one employer, believing that big companies would always return their loyalty.  When companies had to lay off employees during the oil shocks of the 1970s, it became apparent that this belief was no longer warranted. Big companies take care of themselves first and their employees second. Young people today are realizing that big companies and keiretsu are no longer a guarantee of anything.  A majority of young people leaving college twenty years ago would have been proud to join a prestigious group like Mitsui, even if there were better paying jobs elsewhere. This way of thinking is rapidly disappearing as university students who once cherished the “company man” idea now believe it is a dated philosophy.  Gradually even the allegiance to the corporate group will fade, and already in the financial sector aggressive companies are hiring talented managers from rival organizations, just as in the West, and some Japanese employees are giving up company loyalty for a better job across the street.


The cracks in the keiretsu have been appearing for some time. More than thirty years ago, Matsushita took advantage of the "company castle town" structure common to the factories of many big manufacturers. Matsushita decided to take on Sumitomo, a powerful rival.  It was looking for a way to catch up with NEC, a key member of the  Sumitomo  Group,   in  the  field of communications technology,   so it  

bought some land and built a factory near an NEC plant—producing the same kind of products as its established rival next door.  It was clear to NEC's subcontractors that Matsushita was interested in the same kind of work and would welcome them as Matsushita subcontractors as well.  At that time, the unwritten rules stated that each major manufacturer was responsible for its own subcontractors and that manufacturers would not steal from one another.  Matsushita succeeded brilliantly and did much business with the subcontractors.  This kind of activity will only increase in the future.  The walls of the keiretsu will never fall down, but cracks will continue to appear.  Companies that are quick and aggressive enough to take advantage of the opportunities will grow and prosper.


Japan’s system of corporate cross-sharing, the glue that holds together the keiretsu system, may be letting go.  The Japanese banks, centerpieces of the keiretsu corporate groups, appear to be selling large chunks of their strategic shareholdings in other corporations. Companies, in turn, are unloading bank shares. Banks need to free up capital to write off bad loans and corporations are finding that holding expensive shares in their major lenders is no longer feasible. In the twelve months ending March 1994, Japanese banks were net sellers of nearly half a billion dollars worth of shares;  the Japanese top 100 corporations unloaded over 100 million shares of bank stocks over the same period.  

THE   LIKELY   FUTURE   OF   THE  KEIRETSU


Toyota's president indicated that “systems that have worked perfectly well for Japan in law, in finance, and in commercial practices can appear exotic and exclusionary from an international perspective.”  Japan "needs to change its systems to accommodate the new borderless society." In July 1991, the Japanese government published new regulations stating that shareholdings were allowed, but could not be used to block a company from doing business with a competitor.  Rules published by Japan’s FTC prohibit companies from enforcing “suggested list prices” and enjoined them from acting together to boycott new entrants to a market, a traditional way of keeping new suppliers and competitors out of a field.  These regulations should have a dramatic effect on keiretsu relationships. 







Japan's trade surplus has remained huge and disturbing to many foreign countries. American marketers have international products, abilities, and dedication—in fact, in Europe and in  many  other parts of the world they dominate the  market.  In Japan, though, they are bit players.  American businesses are not alone; the Koreans, Taiwanese, and Hong Kong Chinese have not penetrated the Japanese market to any considerable degree. Barriers to entry still exist in Japan, and the keiretsu  structure ranks as one of the foremost obstacles.


Protectionist tendencies are rearing their ugly heads worldwide. The United States is in the midst of a buy-American fad, aiming its negative efforts at Japanese manufacturers. The Europeans, with the economic unification of the European Community in 1992, have already put up formidable walls, quotas, and barriers.  The pressure placed on the Japanese to open up their markets is only going to increase.  Reciprocity will become the name of the game in the world marketplace. The Japanese companies dependent on trade and exports will bear the dire consequences if their home markets are not sufficiently opened.


The keiretsu  cannot live outside of Japan. Without the cozy Japanese bureaucracy-industry relationship, similar keiretsu arrangements will quickly find themselves in legal entanglements in non-Japanese countries (as is already the case for many Japanese subsidiaries operating in the United States).  The keiretsu does not have a future as a global organization. It can operate only under the favorable conditions found within the Japanese culture, industry, and government, conditions that cannot be duplicated elsewhere 


The Japanese market will eventually open. Many Japanese firms are more dependent on the world market than their own; thus, in order to continue playing on the global playground, they must offer their home field as a market—with rules similar to those of others. Therefore, the only question remaining is, When will changes occur?  When their market opens wide enough for foreign players to legitimately compete, the keiretsu structure will be forced to change.  It is unavoidable, since many incestuous relationships exist within the structure. 


The following changes  are postulated to occur within the next five years:  

1. Banks will be limited in or prohibited from owning 
equity of businesses. 

2. Limitations will be placed on cross-equity ownership by other companies.

3. Interlocking directorates and presidents' meetings 
will be abolished.

4. The July 1991 Japanese FTC regulations are just the beginning of more stringent antitrust regulations that will be issued.  


The end result will be the disappearance of the modern-day keiretsu.  No doubt, though, an evolutionary form will appear—the successor to both the zaibatsu and the keiretsu for the twenty-first century.  It will be uniquely Japanese in origin and created in response to its cultural demands and history.


The keiretsu have been an important ingredient in Japan's economic success.  However, with the realization of the global market and the loss of patience among Japan's trading partners regarding trade reciprocity, those elements that are required for the keiretsu have become the same ones inhibiting fair trade.  These characteristics must change or else a global unilateral trade war will result—one the Japanese cannot win. 

