Professor Paul Herbig

Japanese Marketing lecture series

Lecture #13:Sogo Shosha
Sogo Shosha

Over 8,000 trading companies exist today in Japan, but only a few hundred are engaged in foreign trade. Most are senmonshosha (specialized trading firms); only a few are sogo shosha.  Sogo  means “general” and shosha is a trading company; hence the sogo shosha (Japanese general trading companies—GTCs) handle a wide range of products. What makes these firms unique are their size, scope, information-gathering capabilities, and functional diversity.  Traditionally, the domestic wholesalers of Japan, or tonya, specialize in one particular operation.  The GTCs supply large volumes of raw materials and distribute goods from large manufacturers to smaller distributors to numerous retailers.  A GTC is an economic organization whose functions consist of minimizing the risks involved in transactions through its ability to distribute risks, reducing transaction costs via its ability to take advantage of economies of scale, and making efficient use of capital. Sogo shosha are Japanese traders, existing at the center of Japan's global economic effort and serving as intermediaries for half of their country's exports and two-thirds of their imports.




The GTCs handle more than half of Japan's total foreign trade and much of its domestic transactions. The total annual domestic sales of the nine largest sogo shosha amount to 31 percent of Japan's gross domestic product.  In 1984, the largest GTC, Mitsubishi Corporation, had total sales exceeding $69 billion, making it the largest company in Japan and the third largest in the world. Its profits, though, were only $190 million, thus producing a dismal 0.274 percent return.  In 1988, Mitsui had $150 billion in sales, employed 12,000 people worldwide, and had equity investments in 620 companies in Japan and 320 abroad.  This GTC accounted for 5 percent of the Japanese gross domestic product.  Collectively the sogo shosha are the largest purchasers of American exports in the world, as well as accounting for 10 percent of total overseas sales and 4 percent of world trade. Table 1 indicates the size and global influence of the sogo shosha. The top nine companies—Mitsubishi, Mitsui, Marubeni, C. Itoh, Sumitomo Shoji, Nissho-Iwai, Tomen, Kanematsu-Gosho, and Nichimen Jitsugyo—maintain approximately 1,110 offices in over 200 cities around the world and employ more than 20,000 highly-trained specialists who each average more than fifteen years of trading experience. 

Table 1 

 Size and Influence of Sogo Shosha

The World’s Top Ten Corporations in Sales Revenues (1993)

Rank   Company 
Sales ($ Billions)

1
Itochu

180

2
Sumitomo Corp.*
168.3

3
Mitsubishi Corp.*
166.1

4
Marubeni*

161.8

5
Mitsui & Company* 
160.2

6
Exxon

117

7
General Motors
113

8
Nissho-Iwai*
105.6

9
Ford Motor

100

10
Toyota Motor
94.9

*  denotes Sogo Shosha

WHAT  ARE   THE SOGO  SHOSHA ?

The sogo shosha have three basic functions:  seek export opportunities, secure necessary imported materials, and acquire technology for industrial development. Traditionally and still today, they are concentrated in high-volume, low-margin commodities. They handle the importing, exporting, and trading of over 20,000 items—including metals, machinery, energy, chemicals, textiles, foodstuffs, and general merchandise. The sogo shosha are actively involved in raw materials extraction, creation, and discovery, through multiple stages of production, fabrication, and distribution, downstream to the end user.  Table 2 provides a list of the activities they perform. Barter and counterpurchase opportunities are made possible by their ability to accept other commodities in lieu of hard currency. Although labeled as general trading companies, the sogo shosha are involved in numerous activities beyond those of exporting and importing. 



The Sogo shosha  now account for about 10 percent of world export trade.  They search all over the world, using their international offices to meet the needs of their customers.  Possessing the power to create substantial amounts of credit, they have created a global network of offices, providing an infrastructure to control market reach abroad. They eliminate a formidable entry barrier to foreign trade for small, struggling manufacturing firms that are too financially and managerially anemic to open their own overseas sales offices or to independently export. Their operations also provides a communication network to link their domestic and foreign businesses. Their basic functions are to supply items to their markets more efficiently and effectively, to expand the market for their suppliers through increased efficiency and stability, and to cooperate in the maintenance of production.   They  act  as  market  intermediaries  for  the 

domestic and international distribution of Japanese-manufactured goods. They possess foreign networks that can only function well when they are closely linked to the domestic distribution channels of diverse commodities and products. They serve as an information system to their keiretsu  and bank. In the early days of Japan's industrialization, GTCs served as the nation's eyes and ears, identified new products and technologies for Japan, and provided market information for exporters. They tend to have highly-trained managers, showed financial strength, and relied heavily on debt sources.
Table 2  

Sogo Shosha  Activities
                                                     

Benefits:



Information



Economies of Scale



Barter



Capital



Risk


Functions:



Project Organizer



Market Researcher



Commodity Trading House



Financier



Coordinator



Marketing Arm for Keiretsu

Japanese GTCs serve a multitude of functions:

• Financial services (to both buyers and sellers):  They extend credit,make loans, provide loan guarantees, and develop venture capital.  They can borrow from the most advantageous sources in international capital markets and 
channel these funds to clients. They can act as a risk buffer by absorbing the financial risks for clients, but securing competence and hence profits in foreign exchange handling and investment fund operations.They act as financial intermediaries between giant commercial banks 
(particularly keiretsu sister banks). 

•Information services:  They provide up-to-date information on clients worldwide.  Mitsubishi's 232 offices send in more than 30,000 pieces of information daily.  These trading companies act as eyes and ears for its keiretsu,spotting business trends, market gaps, and investment opportunities.

•Risk reduction services:  They offer foreign exchange management, letters of credit, and insurance.  They accept all risks and can disperse risks created by changes in 
merchandise value or in the exchange rate.  Some of their essential functions include providing  information, transaction, financing, transport, and market development.

•Organization and coordination services:  They take on complex projects and pool capital to share risks.

•Auxiliary services: They offer documentation, freight 
forwarding, and customs information.

•Services are provided at a reduced cost and have greater capital efficiency due to economies of scale.  Smaller firms, which cannot afford their own market information 
network, can link up with a sogo shosha network. The client company can enjoy the economies of scale offered by the sogo shosha, which can spread its fixed costs over 
many transactions. Sogo shosha can also reduce political risks by creating portfolio diversity, can provide foreign exchange exposure, have built-in mechanisms to 
offset exchange losses and gains, and can extend credit to finance both the purchase and the sale of goods. 

•Human resources:  They hire and train highly capable employees.

•Financial resources:  They amass huge amounts of capital. They often borrow heavily and make small loans to numerous clients. 

•Global commercial network: As many as 150 overseas offices give them extended global reach.

•Communications systems: Their communications and intelligence systems rival those of the CIA and the old KGB in their effectiveness.  By internally accumulating the 
relevant territorial information concerning business opportunities, clients, distribution contacts, trading procedures, and finances, sogo shosha  have built this communication channel to be a leading intelligence-monitoring system.

•Capital formation: They provide incentive capital from outside the manufacturing sector, particularly in support of small  and medium-sized firms.

•Opportunity to barter goods and services internally:  A large internal market permits them the opportunity to barter goods and services among themselves or with sister firms.

MARKETING   FUNCTIONS   OF   THE  SOGO  SHOSHA

In 1889, the Mitsubishi Corporation, a sogo shosha, was created as the marketing arm of the Mitsubishi Group.  When the sogo shosha were first organized, they mainly handled paperwork for imports and exports and provided transportation and storage services.  But as their operations expanded, they began to increase their marketing activities.  Traditionally, though, Japanese manufacturers have preferred a clear separation between manufacturing and marketing—leaving the marketing function to trading firms.  


Japanese manufacturing firms, which are starting to prefer to control their own marketing operations, are more often concentrating their efforts on both the manufacturing and the marketing ends.  Will manufacturers continue to hand over international marketing responsibilities to the trading companies? The answer is probably no.  In the 1980s and even today, many of the marketing functions are being questioned by the manufacturers.  Thus, the more important the market is, the sooner the manufacturer turns away from the GTC (e.g., C. Itoh handles auto marketing for Toyota in Saudi Arabia, a small market, but not in the United States where Toyota handles its own marketing); also, the more specific and involved the marketing requirements are, the quicker the manufacturer replaces the GTC.  
WHO  ARE  THE  SOGO  SHOSHA  ?    


GTCs are large traders and supply and sales intermediaries, not manufacturers or financial institutions, although they are giant financial intermediaries for purposes of credit extensions.  They provide four important financial services to clients.  First, they supply up-to-date information to clients about global markets.  They give domestic manufacturer customers information necessary for inventory control, production planning, and capital investment, including information on market demand, product trends, and price movements.  Second, they supply information to potential exporters concerning distribution channels, the credit of potential distributors, risk data, foreign regulations and barriers, and export permits.  In addition to providing economic and business information, they convey political, demographic and sociocultural data.


Third, they offer auxiliary services related to paperwork, insurance, warehousing, transportation economies, cost reduction, organization and coordination, and capital efficiency (firms can borrow more cheaply from GTCs than from banks due to GTC’s huge borrowings at preferred rates). These services provide more efficient use of capital for small firms.  Instead of having substantial capital tied up in financing sales and distribution, a small manufacturing firm can invest most of its capital in plant and equipment to expand production and gain additional market share.  Finally, they offer suppliers primary services, a vast array of intermediary services (e.g., trade law expertise, cultural and linguistic advice, distribution), and sales networks and exporting for many small and medium-sized manufacturers. Activities began to change during the 1980s from activities fees and commissions to risk equity ventures.  This was due to direct exporting by large manufacturers, eliminating sogo shosha, as well as by the building of international networks by  big international banks.  


New areas of participation that are emerging include utilizing more third-country associations (i.e., offshore trade where neither buyer nor seller is a Japanese company), acting as intermediaries for firms in two foreign countries,  participating more in high-risk overseas mega-projects offering package deals to foreign governments for one-stop shopping, and participating more in product areas requiring sophisticated distribution.  The sogo shosha  base their livelihood on free world trade and deal primarily in Japan's import promotion mission overseas. In the postwar period, they were primarily involved in export functions and the securing of stable long-term suppliers  of  raw materials such as iron ore, coal, copper, and nickel from abroad. They have  recently become more involved in the importing of foreign-made goods into Japan and the selling of offshore trade.  The growth of the sogo shosha has been largely due to their willingness to expand into other areas. Recently, acknowledging Japan's growing consumer affluence, they have expanded into the development and distribution of consumer goods, housing construction, market consulting, and engineering.  They are also actively trying to participate in new and technologically intensive industries.  


Advantages of the sogo shosha include the vast array of trade services provided to manufacturers at a lower cost than otherwise possible. This provides small and medium-sized manufacturers with established channels to conduct international marketing operations.  Client companies also benefit from raw materials purchasing in bulk.  Another advantage is evident in this anecdote: 

Receiving a request from a Brazilian textile manufacturer for polyester fibers, a large GTC approached a major American chemical company.  The chemical firm was willing to supply the fibers but was short of ethylene glycol.  The GTC asked a French firm to supply the necessary ethylene glycol but was informed that they could do so only if the trading firm could provide them with benzene.  The GTC then obtained the benzene for the French manufacturer, who then supplied the glycol for the American chemical firm, who was able to provide the Brazilian textile maker with polyester fibers.  The transaction involved four countries and five different trading company offices but was concluded in only one week.


The sogo shosha avert most risks whenever possible.  They avoid commodity price fluctuations by matching sales and purchase contracts, tend to strictly regulate foreign exchange holdings to minimize the risk of currency fluctuations, make extensive use of export insurance, sell goods at small margin, and act as agents for a slight commission. Typically, their net profit is approximately 0.1 percent. Thus, they must sell in volume to survive.  Unfortunately, they tend to be heavily in debt with as much debt as ten times the amount of capital available.  
  


Traders establish only one trading subsidiary per country.  They promote sales of Japanese products to local and third-country markets, procure goods for export to Japan, and develop intelligence networks. They also have an important role in Japanese foreign policy: tsunagi yunyu hoshiki—tie over or connect the import system.  The trading companies help connect the manufacturers with their markets. When a large   domestic   producer  bought  an  advanced  foreign  technology  and decided to mass produce a new product, the GTCs competed to import the new product and develop a domestic market.  When the product went into mass production, the GTCs ceased importing the product and switched to procuring the product from domestic producers  for export.  All sogo shosha have close ties with the industrial groupings of Japan, the keiretsu.  They have a ready, loyal, and dependable customer and supplier base. They have sophisticated communications and information systems at their disposal.  Their high reputations make them sought after as employers among elite Japanese university graduates. The sogo shosha is certainly an unique business enterprise; they are traders, developers, merchant bankers, shippers, marketers, and distributors all rolled into one.  They have survived for over a century because of their abil

*

THE   FUTURE   OF  SOGO   SHOSHA 


What is the future of the sogo shosha?  Will they be like mammals and adapt or like dinosaurs and become extinct, unable to adapt to changing economic environments?  During the past fifteen years, the trading companies' gross profit margins have continued to decline; customers are driving harder bargains.  Several arguments exist both for and against their survival.


Non-keiretsu companies such as Honda, Sony, and Toyota have evolved into successful multinationals, setting up their own direct export sales networks and bypassing the trading companies export networks.  The trading companies handle fewer of Japan's exports.  Manufacturers have been thrust into direct marketing, masking own purchases, gathering supplies, and marketing their own products rather than doing so through the GTCs. The sogo shosha lack the technological capability to provide necessary customer service and sales engineering. Once manufacturers learn to operate their own subsidiaries abroad, they will find it increasingly unnecessary to rely on the assistance of the sogo shosha. This must be countered by the sogo shosha's ability to procure commodities and to find markets for smaller Japanese clients, for manufacturing subsidiaries in developing countries, and for large-scale resource development projects, which have also enhanced their bargaining power.  More of their larger customers provide for themselves the marketing, financial, and distribution services they once bought from the trading companies. As the sogo shosha succeed in helping their customers grow, they are putting themselves out of business.  This is not unusual.  It is typical in the West for manufacturing companies to play increasingly important roles in trade activity and for intermediaries to have less important roles as firms grows.


The sogo shosha have been unable to expand independently of Japan.  Because of the large share of trade controlled by GTCs, growth potential inside of Japan is limited.  For decades, the sogo shosha's foreign-to-foreign trade level has hovered at about 10 percent. The sogo shosha must improve their direct involvement in foreign markets. They have already expanded their role as international business matchmakers, getting involved in third- nation or offshore deals in which neither the buyer nor the seller is Japanese. They can expand foreign-to-foreign trading by investing. They are establishing business bases in key foreign countries.  The sogo shosha  are also expanding through joint ventures, mergers, and acquisitions. Limits exist, however, due to the sogo shosha’s inherent ethnocentric behavior and ceilings that limit promotional opportunities for foreign nationals working for the GTCs.


The sogo shosha are no longer financially unable to carry insolvent small- to medium-sized clients. The primary growth of the sogo shosha during the 1950s and 1960s occurred by channeling funds to the small  and  medium-sized  firms  that   had   been  generally  shunned  by Japanese banks. In addition, they created many small- to medium-sized manufacturing firms in Japan when they needed to spin off products best produced by outside subsidiaries. Small firms were hurt; banks are currently willing to lend more to them—in some instances incurring more bad debt.  The sogo shosha  can now establish their own credits with financial markets outside of Japan.


The sogo shosha have declined from internal weaknesses.  Will the current strategy of increasing diversification into many non-trading activities cause them to lose their unique managerial strengths by dilution? Where inexperienced managers are used, the answer is likely to be affirmative. Capable traders exist but few experienced managers of foreign firms and projects are available.


Other national trading companies have arisen. South Korean trading companies have become substantial in scope and size in recent years and have contributed significantly to the economic development of Korea.  Companies from Brazil and Hong Kong have also done so, but to a more limited extent.  Even in Europe some trading companies operate efficiently.  Other large, multiproduct trading companies exist: Kesco in Finland; Beijerinvest and KR in Sweden; CFBally in Switzerland, Acklands and Provingo, H Russel, Wajax, and Westburne International in Canada; Jardine Matheson in Hong Kong; and Bousteadco and Inchcape in Singapore.  However, the largest of these is much smaller than the smallest of the big nine sogo shosha.  An establishment of a quasi-sogo shosha is being planned by countries affiliated with the Association of Southeast Asian nations (ASEAN) as part of their development process, following the success of Japanese and Korean counterparts. In Thailand, SCT Company Ltd., Asoke International Trading Company Ltd., and C.P. International Company exist.  Problems exist in the lack of business expertise, and the weak ties which currently exist between manufacturers and trading companies. 


Due to the huge Japanese trade surplus, the GTCs' role as providers for Japan's industrial growth is outdated.  Ever present and so real are risky third-world business, high inventories of low-priced commodities, dangerous foreign exchange positions, and non-operating profits.  Between the huge debt load and the zaitaeku (financial maneuvers), can they survive? GTCs are now becoming sophisticated in the ways of financial transactions. They use top credit ratings to acquire low cost funds that are loaned. They have become adept at financing and coordinating mega-projects in the Third World.  They know how to manage trade risks as well as asset risks.  They are knowledgeable about countertrade and widely use it. 


Trading companies excel in bulk goods and commodities. GTCs are able to handle transactions at low cost through handling standardized products in large lots. Economies of scale in trading can only be achieved through access to world markets. Products unsuited for trading companies include those involving sophisticated technology and those requiring after-sales service (including consumer durable goods and motor vehicles).  Thus, this shift towards high-technology exports could well curtail the role of general trading companies.  Size may become a liability as well as being an advantage for sogo shosha.  Because of their sheer size and financial power, GTCs can dominate markets.  As nationalism becomes rampant and reactions to the continued high Japanese trade surpluses occur, few countries will tolerate the dominance of the GTCs.


As a result, the sogo shosha will face greater competition in international trade from manufacturers, smaller specialized Japanese trading companies, and foreign companies.  The number of sogo shosha will likely decline even further in coming years.  The smaller firms will probably find special niches and leave the ranks of the sogo shosha.  Risk has always been a hallmark of trading companies.  In the 1920s, a number of large trading companies such as Suzuki, Mogi, and Takada went bankrupt.  Thirty years ago, most of the Senba Eight and many steel distributors disappeared from trading.  Risky operations, financial difficulties, or market obstacles will cause some to merge, be acquired, or disappear. Survivors will be compelled to place greater emphasis on non-trading companies. Even today, they have taken on the appearance of conglomerates; however, trading still is the linchpin of their activities.

     The evolution of non-Japanese trading companies suggests future directions for the sogo shosha.  Table 3 shows the likely trends:

Table 3:  Future Trends

• The number of import-oriented trading companies will probably increase.

• Trading companies will probably continue to invest in production facilities throughout the world.

• Smaller trading companies  will continue to gravitate towards greater specialization and niches, 
where GTCs find it difficult to compete.

• Trading companies will become more international, more global with more offices, and increased power will be given to affiliates and subsidiaries abroad.


• The information-gathering and -processing capacity of GTCs will continue to expand, and greater depth of analysis is likely to be added.

• Offshore trading is likely to continue to expand rapidly, thus permitting  GTCs a more active 
role in trade promotion in more nations.

Key points for sogo shosha  to continue to succeed include:

• It is hard to succeed if dealing only with exports.  The Japanese expanded their business through imports of raw materials for domestic businesses and exports of manufactured goods.

• They must respond to new inventions or development plans.

• They must participate in manufacturing industries through investment.

• Internationalization requires establishing overseas branches and dispatching staff overseas.

• Governmental support is necessary to define division of roles between the public and private sectors.

CONCLUSIONS    

Sogo shosha have three major and closely related functions: (1) They minimize or reduce risks inevitable in both domestic and international trade, including fluctuations in demand and exchange rates. These risks can be reduced by distributing them over several transactions.  The more commodities that are traded and sold, the more widely the risks can be distributed.  This is certainly possible due to their global operations. They can deal in both importing and exporting so they can buy and sell in local currencies.  (2) They have the ability to take advantage of economies of scale.  They have the information, contracts, and transportation services.  (3)  They make efficient use of capital, a function based on their ability to reduce risks and to take advantage of economies of scale.  Reduced risks and affordable investment capital are not otherwise available to single traders. The distinct advantages of the sogo shosha lie in their territorial knowledge of both domestic and international markets, economies of scale, financing services made available to its clients, and the large Japanese internal market.  Their global trading skills are unmatched in today’s world economy.

     
Over the years, the sogo shosha have evolved in response to constantly changing business conditions. Trading companies seem to thrive when change is rampant; however, when the situation is static, other companies begin to encroach on trading company functions, and there is less need for trading companies’ services. While trading remains at the core of their activities, they are expanding their role as organizers of international partnerships to better meet the challenges of today's rapidly changing global economy. In the future, we will increasingly see trading companies play the role of catalyst in new global business alliances and partnerships.  

     
The sogo shosha can play a valuable role by helping small and medium-sized firms that lack the necessary global connections to tap global markets.  In this role, they play the traditional intermediary. As the West has shown, though, intermediaries are typically used by small and medium-sized firms or by those serving market niches.  Events have played themselves out in Japan as in the West, with the manufacturers, having grown past a critical size, handling the functions the GTCs once did for them. This will only continue as the need for firms to control their own international destiny continues. The sogo shosha will be forced into several specific roles. They will continue to be commodity brokers, a role they have played for Japan throughout the past century, but the role will be expanded within the global economy beyond Japan to any other country that may need their services. They will not merely secure and trade commodities or bulk goods, but will also be active in the financing, design, construction, and management of major projects involving these products. The second role will be as intermediaries for small and medium-sized firms.  By occupying the marketing and distribution role (including the critical logistics function) for these smaller firms, they will allow firms to concentrate on product design and manufacturing. The additional financing function will still be needed. As they have already started, they will expand this function beyond Japan to third-party trading.  As global intermediaries, they can succeed. A third potential role exists that is similar to their current role as a general trading company. With the rise of countertrade activities within the world (some experts indicate one-third to one-half of world trade is non-cash based), an entity with their trading expertise, size, and world contacts can continue to prosper by easily handling these complex countertrade deals.

     
However, growing protectionism abroad is looming; increasing displays of nationalism among developing nations are apparent. The greater  likelihood  of   restrictions  imposed  by  host  governments could put a damper on the sogo shosha's global existence. They know how to handle global management and control, plan on a global basis, manage overseas affiliates, develop global methods of financing and investment, and establish global organization. A change must occur in Japanese-centered and home office-oriented overseas management systems. Officials from Japanese head offices typically monopolize all top management positions. Local nationals find promotional opportunities to be minimal in Japanese firms. As economic realities demand the reduced stationing of Japanese officials, Japanese nationals must yield to host country nationals. Host country employees want advancement to top management levels. Unless changed, serious nationalist agitation in developing (and industrialized) countries  will occur over this point.


 The original GTC was well suited to the Japanese environment of the first 100 years of the Meiji by carrying out the middleman function between Japan and the West.  By using its familiarity with Western markets to provide finance and marketing expertise to Japanese firms who wished to develop trading links with the West, the sogo shosha prospered. However, with  the ability to market directly between firms increasing drastically, perhaps the traditional sogo shosha are mutating due to factors beyond their control (global economy) and are becoming more like Western trading companies. That is, they are diversifying by moving into distribution, manufacturing, and the service functions such as finance, real estate and insurance. This is the new look of the sogo shosha  in the  twenty-first century. 


Japan is unique in that it is geographically small and yet so powerful in terms of both its economy and its worldwide trade. It is the perfect demonstration of how a nation poor in resources can become very wealthy and successful. Japan’s world trade is greatly enhanced by that awesome tool for trade, their global trading companies or sogo shosha.  These are unique not only because of their worldwide presence through their hundreds of offices and commercial and industrial agreements, but also because of the closely interwoven, world-class financial institutions that are a key element of each sogo shosha.

*
