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HISTORY OF THE KEIRETSU



The keiretsu is rooted in the ancient relationship between feudal landlords, or daimyo, and their samurai. Ancient Japan was divided into small feudal fiefdoms called han.  Each han was ruled by one man—the daimyo—who lived in a castle town surrounded by the agricultural land that provided his tax base and power.  Members of the daimyo's extended family, related through marriage or adoption, were entitled to wear the family crest.  Below the family were his most trusted retainers—samurai, who served the household.  On the bottom were the commoners, including farmers, artisans, and merchants in that order. They were viewed as expendable resources, born to serve the daimyo and his family. Samurai were expected to show unwavering loyalty to their daimyo. The common people were also bound to their han, most not being allowed even to travel to other fiefs. 


Today the largest Japanese corporations  (viewed as contemporary fiefs) may be considered modern hans—they act and are treated as if nothing has changed over time.  The parent company is the daimyo, the supreme power, the apex of a pyramid in which production flows from the bottom up and rewards from the top down—a vertical hierarchy. In the pyramid are layers of subcontractors whose only function is to produce a small quantity of goods for the company just above them in the pyramid.  No matter how bad times may get, companies can never leave their industrial group to seek employment elsewhere.  If they tried, no one would hire them.  This provides obvious benefits to the parent companies in that it provides a group of highly skilled and motivated captive workers.  


The Japanese obsession with market share also has traditional roots.  In the han, prestige was based more on the number of retainers or the amount of land a lord had or the amount of rice one had stored away than on such a petty thing as money—something that only primitive merchants might covet.
 





The keiretsu has its origins in the Meiji era. The Meiji government, having launched a variety of enterprises ranging from mining and shipbuilding to the manufacturing of cement, paper, and glass, had sold most of its commercial ventures to private businesses at firesale prices by the end of the nineteenth century. This resulted in the select group of family-controlled industrial and financial enterprises known as the zaibatsu. Zaibatsu officials moved easily in and out of government positions and bonded with politicians and the military, often  through intermarriage.  The larger zaibatsu in prewar Japan owned significant interests in as many as ninety different companies.  These thirty or so were giant trading conglomerates and, in fact, ran most of pre–World War II Japanese industry. 


Between August 1946 and August 1947, eighty-three companies were designated as holding companies by the American occupation forces, and, in 1947, ten families controlling these and other companies were designated as zaibatsu  families.  Most of their shares were transferred to the Holding Companies Liquidation Commission.  Shares were then offered to the general public. By March 1950, individual holdings reached nearly 70 percent, with no individual allowed to acquire more than 1 percent of any company.  A January 1948 law banned all members of the ten zaibatsu families and high-ranking directors of 240 zaibatsu-related companies from assuming directorships of related companies for ten years.  The Antimonopoly Law of 1947 imposed a 5 percent ceiling on bank holdings in the stock of any single company (which was ultimately raised to 10 percent in 1953).  Intercorporate shareholding was also virtually prohibited via the same law, but it was repealed in 1949.  By 1949, 69 percent of the shares in the ten largest zaibatsu were held by individuals.


The fall of China and the Korean War made Communism a far greater threat to the United States than Japan.  Fears of Communism in Japan changed the plans of the occupation authorities. The zaibatsu structure was seen as providing an organizational framework that could quickly contribute to initiating and sustaining economic rehabilitation.  The zaibatsu  dissolution program was virtually abandoned in 1949. By the mid-1950s, the old zaibatsu began to reassemble and were actively encouraged by the Japanese government for two primary reasons:  First, interlocking  ownerships and  close  buyer-supplier  relationships would help keep out foreign imports and investment; second, the government was concerned with concentrating on scarce industries deemed critical to Japan’s long-term economic security.  It was felt that the groups, with their strong bank backing and diversified risk, could be directed more easily by the government into strategic industries. Mutual shareholding increased tremendously during the 1950s and 1960s.  By the end of 1968, 30 percent of the total outstanding stock was held by financial institutions. Shareholdings by other business corporations had risen to nearly 25 percent.  By this time, the companies had takeover threats from abroad, which had never loomed before.  So they began accumulating each other’s shares, in some cases by exchanging stock in cashless transactions. They went on a final buying binge in the early 1970s, since the government was opening the economy to increased foreign investment, raising the scary prospect of foreign takeovers.  By the time foreign companies were allowed to buy Japanese firms, most of the target opportunities had been ensconced in the cocoon of stable shareholdings. Since that time the original companies have bought back nearly 75 percent of their shares. 


While the zaibatsu went through some difficult times following the war, they have returned in recent decades under the name of keiretsu.  The keiretsu system during the 1980s and into the 1990s has begun to go global with significant consequences for the world economy as well as the keiretsu itself:  "These same gigantic economic networks have put down roots (in the United States) and are growing like kudzu all over the country". The Japanese economy relies on collegial groups that are based on various relationships created within and between companies, giving rise to a phenomenon of dependence induced by mutual reliance among persons. The key difference between Japan and the West is that the government, too, is a member of this collegial group and does not have an adversary relationship with other participants in the market.  

*

THE  KEIRETSU     SYSTEM


The keiretsu  system has been one of the driving forces behind Japan's industrial success.  It involves companies’ owning pieces of each other and working together to develop better products, better methods, and lower prices for the benefit of all members.  This cooperative subsystem operates within the context of a competitive system.  Due to the interlocking ownership, keiretsu members do not need to sacrifice the long-term  corporate  goals in favor of short-term profits.  One of the major criticisms of this system has been the concentration of tremendous economic power in the hands of a few executives. Besides being bound by ownership, keiretsu associations involve joint ventures, interlocking directorates, intragroup financing, long-term business relationships, and social and historical links. Because approximately three-fourths of their shares are held by other corporations (which are deemed family members), short-term pressures are minimal.  Group harmony, or wa, is promoted at all corporate levels, even to the extent of having group magazines and newsletters.  Most large Japanese firms maintain the same sorts of relationships with groups of stable shareholders, closely knit suppliers and customers, and a main bank that stands ready to provide emergency financial help if necessary.  This can enhance productivity, but such relationships have inhibited fair competition among firms in Japan. Japanese companies routinely pool and share information. This behavior probably has its roots in traditional rural village life where planting, irrigation, and the harvesting of rice are activities that have to be shared.


Ad-hoc keiretsu missions and study groups are continuously formed to provide feedback to the standing committees and more permanent bodies. Another characteristic is the central role played by major keiretsu institutions, the general trading companies and banks.  This role encompasses a special organizing function and leads in bringing the group's firms together in joint ventures, both domestically and overseas. The position of the keiretsu bank is particularly strategic.  It is the nucleus of a keiretsu financial institution, and, in terms of pooling resources, it maintains a control power based on the provision of funds and shareownership and provides guidance to corporate investment behavior and opportunities. 


Keiretsu cohesion drives toward accomplishing a general objective.  Such a drive exhibits a keen sense of industrial competitiveness along with concurrent industrial policy  objectives in the form of a tense race with a keiretsu counterpart.  The concept of the keiretsu is that it functions as a nexus of relationships.  The network is built to accommodate certain patterns in the flow of resources that will enable development and a level of competitiveness of keiretsu enterprises.


Keiretsu companies have clubs where their CEOs (for example, the presidents of the thirty or so major Mitsubishi group of companies or the Sumitomo group of companies) meet regularly to exchange business views and ideas, examine new opportunities, and help troubled member companies. The kinyo-kai, lunch meetings on the second Friday of each month, are popular in generating business strategies.   These meetings  in a relaxed environment provide open channels of communication, which create trust and encourage deal making.  Each company holds minority shares in the others.  They are dependent on the other member companies for up to 20 percent of their supplies and sales.  This keeps competition intense within the market and with each other.  Member firms enjoy the financial safety net that encourages long-term investment and high risk taking. They work together to create a family of companies that depend not on formal controls, but only on mutual interest—a characteristic ingrained in Japanese heritage. The keiretsu can demonstrate great power in an industry by excluding non-family firms, allowing one company to set prices and control contracts at another.   Table 1 lists the major keiretsu groups as well as all the interlocking companies associated with the Mitsui group.  Note that the Mitsui keiretsu has an associated company in virtually every major industry in Japan.  The other keiretsu  groups are also structured this way. 


The keiretsu system combines horizontal scale, diversified production of related systems, vertical technical coordination, and market discipline. Hence, each sector concentrates on guaranteeing stability and economies of scale, while preserving internal rivalry.  Japanese producers have access to stable capital flows through both their parent companies and their banks in order to insulate themselves from short-term financial pressures, thus allowing them to participate in considerably risky long-term R&D. Keiretsu may not be overtly illegal, but they do discriminate against imports, since members look to purchase from other keiretsu members.   


The consortium of keiretsu members usually leads to an exclusion of foreign competitors from the Japanese market. These associations tend to deny foreign businesses the acquisition of companies that could serve as a method of market entry.  The keiretsu believe in wan setto shugi:  that each keiretsu should have a company in each major industry. Thus, six to ten well-backed competitors exist in most major industries in Japan.  As a result, if a company introduces a successful product in a new field, soon others will also compete in the same market. This often leads to kato kyoso, excessive competition, which tends to result in overinvestment in capital equipment and invites government intervention through managed investment, leading to a cartel-controlled pricing structure.  Under this cartel scenario, prices are usually raised to artificially high levels so as to allow the companies to make up the profits they would have made during the market share accumulation era. These high prices are further evidence of the producer power that controls the economy of Japan.

Table 1  

Keiretsu
Major Keiretsu:



Mitsui



Mitsubishi



Sumitomo



Fuyo



Sanwa



Da-Ichi

Industries and companies associated with Mitsui keiretsu:

Segment
Associated  Company

Commercial Banking
Mitsui Bank

Trust Banking

Mitsui Trust & Banking

Life Insurance

Mitsui Mutual Life Insurance

Non-life Insurance

Taisho Marine & Fire Insurance

Trading


Mitsui & Co.

Coal Mining


Hokkaido Colliery

Construction


Mitsui Construction






Sanki Engineering

Food and Beverages

Nippon Flour Mills

Textiles


Toray Industries

Pulp and Paper

Oji Paper

Chemicals                            Toatsu Chemicals






Mitsui 
Petrochemicals

Glass and Cement

Onoda Cement

Steel



Japan Steel Works

Non-ferrous Metals

Mitsui Mining & Smelting 

Electric Machinery

Toshiba

Transportation

Mitsui Engineering & Shipbuilding






Toyota

Department Stores

Mitsukoshi

Real Estate


Mitsui Real Estate Development

Distribution


Mitsui O.S.K. Lines






Mitsui Warehouse 


Member firms try to keep as many business relationships as possible among themselves and help each other cope with business fluctuations by employing redundant personnel, and by providing financial and any other assistance  necessary.  Membership in a keiretsu enables firms to achieve more stable performance, steady growth of productive capacity, and less fluctuation in profit than experienced by non-keiretsu firms.  This stability encourages investment in new technologies and helps to keep out foreign products and investment; often the keiretsu firms buy only from each other and work jointly on research projects. For example, if you are part of the Mitsubishi keiretsu, you drink Kirin beer, bank with Mitsubishi Bank, buy securities from Nikko and insurance from Meiji Mutual Life, drive a Mitsubishi car and insure it through Tokio Marine and Fire. Nonetheless, there is a price the keiretsu pays for stability, since profits tend to be lower for group members than non-group members.  


TYPES   OF KEIRETSU: 


HORIZONTAL,  VERTICAL,  AND   DISTRIBUTIONAL 
 

A keiretsu may be one of three types: (1)  horizontal (“financial keiretsu “)—a collection of major companies from several industries typically including a major bank, other financial institutions, and a giant trading company; (2) vertical (sometimes called “production keiretsu”)—a large manufacturing business dictator controlling affiliated suppliers and distributors; and (3) the distributional ryutsu—where a manufacturer owns or controls its own distribution channel including wholesalers and retail outlets.


The three distinct patterns are not exclusive.  A keiretsu formed through horizontal ties accommodates enterprises that are being created through vertical integration and perhaps distributes through its own distributional keiretsu.  Separately, enterprises that are of the third type, but comparatively independent, are often inclined to establish certain links with one horizontally held industrial group or the other.  Thus, linkages among Japanese firms represent an economic effort that is both strategic and tactical.

Horizontal Keiretsu

Approximately 70 percent of the outstanding stock of the six horizontal keiretsu is held by affiliated Japanese financial institutions or corporations (mostly member companies), so takeover is unlikely.  They are controlled by the shahokai—the presidents’ council or member companies.  They meet regularly to discuss mutually beneficial joint ventures and the possibility of creating new member companies to fill industry and product gaps. They are not contractually bounded, but are tightly associated in a mutually beneficial economic way.  




Horizontal keiretsu span many diverse industries and are generally centered around a major bank and trading company.  They may have as many as forty-five core companies. Member companies share their knowledge and a mechanism to allocate investment in strategic industries.  The five largest include  Mitsubishi (28), Dai-Ichi Kangyo (47), Fuyo (29), Mitsui (24) (shown in Table 12.1), and Sumitomo (20).  They account for 10 percent of the companies on the Tokyo Stock Exchange and include more than half of Japan's largest 100 companies.  They employ nearly 10 percent of the work force and account for one-sixth of Japan's sales and profits.   Sumitomo Bank has substantial stock positions in nineteen core Sumitomo companies. Since each keiretsu has a bank, commercial bank borrowing has become a more important source of investment capital for the typical Japanese company than the sale of equity.  Heavy dependence on bank debt has made interest payments a major fixed cost for most Japanese corporations, and rapid sales growth is one of the best methods to reduce the burden of such fixed costs. 


The keiretsu structure provides several advantages, including blocking out foreign competitors, lowering the cost of capital, ensuring markets and loyal suppliers, providing lower prices and increasing information, giving preferential access to buying departments, allowing early use of technology, getting knowledge of international opportunities from banks and sogo shoshas, and providing access to consortium projects.  However, this system also diminishes the role of stockholders and the value of stock and dividends. In the United States, horizontal keiretsu have been blamed for the $10 billion auto parts trade deficit with Japan because of their closed business practices. Horizontal keiretsu are associated with a significant reduction in imports, but have no effect on exports.  They tend to inhibit entry rather than improving competitiveness.


Vertical Keiretsu

Vertical keiretsu  are exemplified by Toyota Motor Corporation and its set of contractors, where there exists a web of interlocking long-term relationships  between  the  large  manufacturer  and  its  main suppliers.  Once admitted to the keiretsu system, a supplier of Toyota knows it will not lose the giant company's business in the near future. This confidence and stability create mutual trust, thereby encouraging the supplier to be reliable, share information, participate in joint development projects, and so on.  Suppliers, in essence, invest in the relationship with Toyota.  These linked suppliers followed the parent company to the United States, and today they deliver in the United States the same as they do in Japan. This subcontracting system hinged on contracting companies creates a division of labor not found in the West; Toyota has only 60,000 employees, but it has 600 first-string subcontractors, which then deal with hundreds of other suppliers.  


Japan has over 800,000 small and medium-sized manufacturing companies that increasingly find themselves the captives of larger companies.  By 1980, two of every three companies were classified as subcontractors of larger firms.  Subcontractors and suppliers, those in the second and third tiers, do not have the protection of lifetime employment (which is typically until age fifty-five).  The “parent firm” helps the subcontractor with supplies, technical assistance, and investments in machinery.  It will not usually turn to cheaper subcontractors.  But the lower-tier firm must accept its role as shock absorber in periods of economic downturn—meaning that they must be willing to accept lower prices (usually mandated by the parent), larger inventories, and hand-me-down personnel from the parent company.  Many smaller companies have gone bankrupt due to the constant squeeze from their parent companies. The parent companies, however, remain healthy, which is the purpose of the system.  The system is regulated to preserve the status quo, to protect the big banks and keiretsu from competition—making it difficult for entrepreneurs, but easy for big companies,  to launch new businesses.  


Small to medium-sized companies, chu-sho kigyo, comprise the majority of firms in Japanese industry and are the foundation of the Japanese economy. When a subcontractor accepts its first contract, probably from a small subsidiary of one of the giant companies, it gives up many freedoms.  It is told what to produce, when to sell it, and what price it will get on delivery.  If the company that placed the order feels a profit squeeze, it can order the subcontractor to reduce its final price.  If hard times continue, the larger company can demand another cut. If the subcontractor loses money on each unit it produces and already has cut expenses and streamlined production, the  “parent company” could require the subcontractor to buy a new piece of equipment to increase productivity even if the subcontractor does not need the equipment.  If it refuses, the flow of orders from the parent companies would dry up overnight—and its business would be gon. The subcontractor is expected to be loyal to its parent company at all costs and is forbidden to accept orders from any other company even when times are slow and equipment remains idle. 


Many of the suppliers are wholly or jointly owned, meaning the parent company can dictate conditions. The others are so heavily dependent on orders that they voluntarily accept the parent’s conditions.  Distributors are kept in line because of their substantial debts, and since they only sell the goods of one producer, they would be ruined if supplies ceased. The core company can keep its prices lower by forcing suppliers to lower their prices; subcontractors can be forced to adjust their activities to the parent company's need, and distributors can be made to sell at the producer's fixed prices and pressured into meeting sales quotas. During the appreciation of the yen from 1985 to 1987, big firms pretended to tighten their belts. Real savings were accomplished by repeatedly ordering their smaller subcontractors to cut prices. While the larger companies stayed in business, many of the smaller ones went bankrupt. 


Parent companies expect keiretsu suppliers to help design their components and constantly improve them; price is subject to frequent negotiations. The below-the-surfacekeiretsu companies, chu-sho kigyo, conduct most of the research and pass the results up to the larger companies. These subcontractors also supply most of the components to the larger manufacturers. They are the first to suffer dire consequences as well.  They are the ones that must cut their profits in times of lower revenues for the larger companies (dai kigyo) and lay off workers in times of depressed sales. The subcontractors (shitauke) must remain loyal to the superior keiretsu members and buyers for life.  They are told what to produce, when to produce it, when to deliver it, and how much they will be paid for their product or service.  If the superior company requests the smaller company to buy a new and expensive piece of equipment, it is purchased regardless of whether there is a perceived need for it. The upside of this relationship is that the larger companies often make certain the smaller suppliers will remain in business, but with minimal profit. 


The vertical keiretsu  are associated with a significant reduction in imports and a positive significant effect on exports.  Some negative impact of vertical keiretsu on imports results not from improved efficiency, but from their discrimination against outsiders.  The keiretsu structure has been a boom to Japanese producers and to the detriment of Japanese consumers.

Distributional  Keiretsu

The third category is the distributional keiretsu (ryutsu keiretsuka)—characterized by distribution channeling arrangements or integrated marketing networks. This keiretsu involves the manufacturer owning its own wholesale operations and perhaps even retail outlets. Through equity ownership or financial dependence, the manufacturer controls many of its retailers. The distribution relationship becomes an extension of the company itself. Matsushita, Toshiba, Hitachi, Mitsuibishi, Sanyo, Sharp and Sony each have over 5,000 electronics retail outlets, of which only 2,000 are independent.  Toyota has over 4,200 sales units.


Loyalty to the manufacturer results. Retailers and wholesalers continue selling the manufacturer's products—whether bound by contract as sole agents or simply selling only one maker's products for financial or sentimental reasons.  It is also possible for the manufacturer to impose fixed prices at which the goods must be sold. Under most contracts, retailers cannot pass goods along to third parties. Resale price maintenance helps manufacturers boost profits. This is widely employed even if illegal.  Given the role of small retail outlets, the Japanese tendency to shop locally, and the tendency of the Japanese consumer to be loyal to his or her community, it is necessary for manufacturers to have extensive and dense networks of retail outlets. The manufacturer has life-and-death power over dealers, who must agree to any and all demands of the manufacturer.


What chances does an outsider have in this arrangement?  If one of these companies produces competing goods or has close associations with a manufacturer that does, it is obviously less interested.  Chain stores fill their own needs, leaving only lesser niches open. The distributional keiretsu sells manufacturer goods and not those of its competitors.  Given the large number of captive outlets, the limited number remaining leave only limited access to the market. Table 2 provides the characteristics of the distributional keiretsu :

Table 2: Benefits and Weaknesses of Keiretsu

Weaknesses:


•Exclusive dealers are restricted or prohibited from selling the products of other manufacturers.

•Territorial restrictions limit geographical area. 

•Single outlet, single account systems require retailers to purchase from designated wholesalers and prohibit wholesalers from selling to any retailers other than designated retailers, thus eliminating competition on the wholesale level.

•Discriminatory rebates are given.

•Dealer associations are organized by manufacturers to comprise all dealers that sell the manufacturer's  products.  This is used as a mechanism to promote cooperation among dealers and to facilitate the manufacturer's ability to impose its marketing policies on its dealers.

•The manufacturer retains all or part of the proceeds of a sale and repays the dealer only after the lapse of a fixed period of time, providing a rebate or 
discount to dealer

Benefits:

•Distribution costs are reduced by simplifying 
marketing channels, allowing bulk shipments, eliminating mixed shipments and rationalizing inventory controls.

•Distributional keiretsu promote better customer service, with reliance on specialized knowledge and experience; better post- sales service, and  better quality control.

•Information about products and changing wants and needs is communicated more effectively to 
manufacturers, with quick resulting reactions.


The aim of distributional keiretsu is to stabilize prices by promoting product differentiation and resale price maintenance. The consequences of the distributional keiretsu are the elimination or reduction of interbrand and intrabrand price competition; the strengthening of barriers against new entrants to the markets; the restriction of dealer independence, with a resulting loss of business enthusiasm, innovation, and rationalization; and the preservation and strengthening of oligopolies. In addition,  almost all Japanese producers belong to trade associations, which tend to exclude foreign producers and obstruct foreign imports.  


The distribution system acts as an entry barrier to foreign businesses.  Markets in which household purchases account for a large share of sales have a relatively high import penetration ratio.  If the Japanese government and businesses behaved like consumers, imports of manufactured goods might double. In addition, research has found that the foreign manufacturers  and  exporters are not charging  higher prices when selling to Japan. Goods at the retail level, however, are much more expensive. Japanese distributors receive excess profits and are placing unusually high markups on foreign products sold in Japan.  
