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Lecture #22: EVOLUTION  AND   CULTURAL  BASIS  OF  THE SOGO  SHOSHA

Sogo shosha were first established in the late nineteenth century, shortly after Japan opened her doors to the outside world.  At that time, trading was monopolized by foreign firms, particularly specialized trading companies.  Bypassing a quick way of obtaining necessary economic inputs, Japan decided instead to rely on the West only for manufacturing technology (Western technology, Eastern morals).  By the government’s guaranteeing purchases of locally manufactured products, their infant manufacturing industries had begun. 


The desire to develop foreign trade that was independent of foreign control led to the emergence of firms specializing in foreign transactions, the precursors of the sogo shosha.  Mitsui Bussan or Mitsui Trading Company (the ancestor of Mitsui & Company) began with the Meiji; it was the first sogo shosha in the modern period in 1876 when given the first opportunity by the new government to enter into banking, mining, and trading.  Its major export item was coal and its major import items cotton and spinning machines. Mitsubishi was created in 1889 and others soon followed.  


Sogo shosha came to perform multiple functions, including procuring modern equipment, new technology and raw materials; financing purchases; and arranging for the shipment and exporting of the final products.  Before the turn of the century, Bussan amended its charter to include ocean shipping and offered logistical support to client firms, ranging from shipping to warehousing to insurance.  In 1874, foreign trading houses handled 97 percent of Japan's total exports and 94 percent of her total imports.  By the mid-1920s, their existence was hardly noticeable. 

  
 In the nineteenth century, English firms had foreign traders, but they tended to be specialized.  Because Japan was late in entering international trade and needed quickly to enter markets and industries saturated by established competitors, large- scale generalists were needed—the sogo shosha.  During the nearly 250 years of sakoku, the closing off of the nation from international trade, Japan had little opportunity to acquire trading skills. The only trade that existed was with the Dutch and Chinese through Nagasaki, which was stringently controlled, and little was learned.  The price for a commoner to meet any foreigner was death.  The dominant method of trade after this beginning was through Westerners' newly opened merchant houses at the port cities.  In the beginning, Japanese naivete and the ignorance of Japanese traders were exploited. 

     
Transactions costs were high for would-be Japanese traders. Institutional arrangements called general trading companies evolved as a result of the previous 300 years.  Given the lower costs of capital and information, and hence the smaller risks, Western traders could exchange profitably without the aid of an intermediary.  In the West, the price charged for intermediation (commissions) did not usually justify the savings the intermediary provided. The exact opposite situation existed in Japan, which created the impetus for a dominance of intermediaries such as the GTC.

     
Cultural separation was an important reason for creating sogo shosha.  European trading companies existed as links between Asia and Europe, but European manufacturers did not rely much on intermediaries when trading across the Atlantic.  Having little knowledge of Asian languages, customs, and business practices, manufacturers traded through specialized trading firms. To penetrate the Japanese market, Western manufacturers used Japanese trading companies.  Japanese manufacturers wishing to do business with the West also encountered considerable cultural barriers, made even worse by the centuries of self-imposed isolation Japan went through before the Meiji. The other problem was finding help from people who could handle the foreign language and culture and the international transactions for numerous small merchants who had been unable to do so or had been ill advised in the past.  

     
The sogo shosha have traditionally been involved in commodities, a high-volume, low-margin business, and have been a mainstay of offshore trading.  This was not unique to Japan. At the beginning of the industrial era in the United States and Europe, large trading firms often dominated mercantile activities.  As industrialization continued, however, manufacturing firms grew by internationalizing the many marketing and logistical functions that were once performed by outside trading firms.  Thus, in the West, trading firms were often forced to become specialized commodity traders or wholesale and retail chains.

     
All of the nine major sogo shosha began during the Meiji period.  Mitsui & Company began in 1876.  At that early time, combined, the sogo shosha handled only 1 percent of Japan’s trade but by 1900, that number had increased to 38 percent and more than doubled by the end of World War I.  By 1907, three of the largest firms—Nippon Menka, Mitsui, and Gosho—dominated their markets. Diversification did not commence until after the Second World War and did not become popular until the 1960s.  The sogo shosha developed along two paths during the early  postwar  period.   One  was  to  start out as a small general trading firms dealing in diverse products and services (Mitsui, Mitsubishi).  The other was to move from being a specialized trading firm (senmonshosha) into sogo shosha (C. Itoh, Nissho-Iwai). This metamorphosis was necessitated due to the need to obtain products for postwar Japan, the rationing of foreign exchange directly after the war, and the need to moderate the booms and busts of the postwar business cycles. During the postwar period, the sogo shosha provided trade credit to companies struggling with chronic shortages of capital. This role of financial intermediary has continued to this day.  Mergers abounded during the 1950s.  By the mid-1960s, thirteen large trading companies remained, and later mergers reduced the number to nine:  Mitsubishi, Mitsui, Sumitomo, Marubeni, C. Itoh, Nissho-Iwai, Kanematsu-Gosho, Toyo Menka (Tomen), and Nichimen-Jitsugya.  

     
The early 1960s saw a shift in the industrial structure of Japan, with the rapid growth of basic industries.  Maintaining health in these industries required obtaining long-term, stable supplies of raw materials from abroad.  The first oil crisis of 1973 was a turning point for the sogo shosha.  GTCs decided to shift their emphasis from rapid growth and sales volume to efficient management and the marketing of high-technology plants, products, and know-how.  They also decided to accelerate at all levels their efforts to become global enterprises. The growth of mass consumer markets in the 1970s further expanded their functions to include development and distribution of consumer goods, housing construction, marketing consulting, and engineering. 
 

     
Japan's commitment to competitor intelligence is derived from the rice bowl culture.  In medieval Japan, each family was responsible for growing rice on a small portion of land.  Water was scarce, and irrigation techniques were precise in order to deliver the right amount of water to each plot.  If one family did not take proper care of its plot, it might drain the water supply for the entire enclave.  This experience instilled in the Japanese a sense that each of them has a part to play—a collective orientation.  In Japan, information is synonymous with intelligence—jobo  covers both concepts.  

*

PROBLEMS


In order to effectively discuss the problems associated with the sogo shosha, their strengths, weaknesses, opportunities, and threats must be examined.   The sogo shosha are a major force in world trade and will continue to do so for the foreseeable future.  It is essential that we understand them better. 


Strengths  


One of the apparent strengths of the sogo shosha  is the chance for employees to travel overseas, since the trading companies' role is to spot business trends and opportunities throughout the world.  This role positions the companies to pick the top Japanese graduates.  Another strength is that the groups encourage specialists rather than generalists and move employees into new jobs every five to seven years rather than every two or three years as in most Japanese companies.  


Another strength lies in the trading skills of the personnel nurtured through their system. Professional employees with lifetime employment and seniority mean higher wages even though slower advancement occurs. Career advancement is an important source of motivation and incentive.  Building strong management overseas is another major challenge.  Traditionally overseas offices have been filled with members of their core staff from Japan.  Strong local managers now exist who have special knowledge of the local market.  This contradicts the sogo shosha's internal system of contacts, and their personal network. A major concern is whether they can integrate local management into the entire corporate system. This is a common practice among American multinationals.  But part of the sogo shosha’s uniqueness and strength lies in their managerial system rooted in the Japanese environment. There is an additional problem in obtaining work visas for Japanese expatriates. There have been discrimination cases against Caucasians by sogo shosha in the United States.  Local requirements exist throughout South America; for example, 75 to 90 percent of payrolls must go to nationals.  To be fair, the sogo shosha are not the only Japanese companies caught up in this nationalistic fever; almost without exception, every Japanese company which goes overseas   gives priority to Japanese nationals to the expense of host nationals, no matter how talented or essential they may be to the operation of the company in the country.

     
Solutions exist to these problems.  The sogo shosha can search for non-Japanese who can be acculturated into an existing sogo shosha system, but this is difficult, impractical, and time consuming.  They can change the managerial system from a traditional Japanese generalist approach to a more Western specialist approach— but this may destroy the cultural foundation of the sogo shosha.  Finally, they could use a hybrid of the two.  This may be the only feasible option.  Sogo shosha  must learn to recruit well-trained and educated local nationals and begin to use them to staff key positions, if they are to remain globally competitive.


Weaknesses 
  
The sogo shosha  do not know retailing.  GTC managers find it difficult to deal with independently minded and highly practical managers of mass-merchandising firms. They must realize that cooperative procurement, merchandise development, or store leasing does not make these firms captive markets. GTC managers are prototypical organization individuals, while those in retail firms tend to be highly individualistic and self-made entrepreneurs. GTCs see this as a wedge to establish themselves in the mass-merchandising field.  Not so for retailers.  It is only the means to achieve specific objectives such as access to financial resources or dependable suppliers of quality merchandise. 

     
The sogo shosha are also highly vulnerable, since their expertise is in commodities, not technically oriented products.  Some manufacturers (Sony, Honda, etc.) have undertaken many of their own domestic and international marketing activities.  As Japanese manufacturers gain experience in exporting, they need to rely less on the expertise of trading companies.  The sogo shosha also lack consumer marketing skills.  They typically do not provide strong sales assistance. The keiretsu and bank relationships are changing. If advantages previously gained by financial muscle are lost, much control in the GTC’s relationships will disappear. Their business is becoming increasingly complex and diverse. They must shift from a trading mentality to one of managing large and complex conglomerates. Can they do this effectively and successfully? 


Opportunities
     
Today's challenge to sogo shosha is globalization.  At the outset, service to Japan's national interests was the main objective:  to operate as Japan's major supply and distribution channel, primarily as importers of industrial raw materials and as exporters of manufactured goods. Their new role is becoming one of manager and coordinator of projects, plant exports, financial accounts, information, and other services.  

The GTCs may own hundreds of small subsidiaries and large joint ventures, but all have one primary purpose:  to support the core business of selling and buying and to generate new business opportunities, not for development and manufacturing purposes per se. The majority of their subsidiaries   are   in   sales,   warehousing,   transportation,    and    other service industries.  By contrast, Western conglomerates are centered around manufacturing industries, with their primary objectives being to improve cash flow and maximize profit.

Threats
     
The sogo shosha became involved in ill-conceived or poorly implemented new ventures. They diversified into real estate and housing, but the current status of Tokyo's real estate market is not healthy. Therefore, they have divested ill-conceived new ventures, withdrawn financial support from marginal suppliers, and reduced headcount by limiting the number of new recruits and encouraging early retirement; they have also restructured losing businesses by spinning them off.  They have begun to stress large-scale foreign direct investment in major industries in key countries, have put forth a major effort in third-country trade, and have pushed for major construction projects through bartering and countertrade. Examples include the Mobarakeh steel complex in Iran when Japan’s Kobe Steel accepted crude oil for 50 percent payment in return for construction materials.  Japanese imports of Chinese crude oil and coal would be taken over a 5-year period in payment for Japanese plant and equipment, construction equipment and technology.  Kao will take 60 percent of the output of palm oil in its Malaysian joint venture.  Kawasaki took England’s Aveling Barford’s rigid dump trucks in exchange for three models of Kawasaki wheel loaders.  The majority of countertrade is with lesser developed countries, including the former Soviet Union (now Russia) and China.  Offset is more often used with industrialized countries. Japan appears to use countertrade to export finished capital goods while sourcing industrial raw materials. 


A major problem of the sogo shosha  arose when they expanded aggressively and got caught when overcapacity and stagnant growth occurred in their markets. Their traditional strengths have been in commodity businesses that were rapidly reaching maturity.  An individual sogo shosha's desire to increase its market share, particularly through the use of financial power, has often resulted in chronic overcapacity.  Its power can be most effectively exercised over small firms, but in maturing industries, slow economic growth means continually providing financial support to poor prospects at a nominal return—where they must keep affiliated firms afloat.


The sogo shosha face many challenges during the 1990s. Japanese banks  that  have  become  more  internationally  oriented  have begun to dispute the trading companies’ role in trade financing. Manufacturers are questioning their role in marketing and turning away as the market in question grows larger and more significant.  For example, Marubeni has invested in automobile dealerships in Belgium to import Nissans, and it also imports Nissans into Poland; however, Nissan exports directly to France, Germany, and the United Kingdom, its major European markets. As technology becomes more complex,  it becomes  more difficult for the sogo shosha to deal with technical aspects; sogo shosha excel at commodities but the further away from a commodity a product is, the less capable a sogo shosha is of handling it. In addition, as the marketing and service requirements become more specific and involved for many of today’s complex products, the sogo shosha are less able to play a dominant role in their marketing.

*

INTERDEPENDENCE   OF   GLOBAL   MARKETS  

While the Japanese economy is continuing to grow because of heavy consumer demand and corporate capital investments, sogo shosha have responded to these changes by moving from being producer oriented to being more consumer oriented. They are presently looking to participate more in new, promising industries such as electronics and biotechnology.  The devaluation of the American dollar has resulted in increased investments in the United States.  Major incentives also exist to produce higher-priced value-added goods.

     
The sogo shosha have evolved upstream (into mining or manufacturing) and downstream (into retailing) through equity investments in joint ventures and affiliates.  They are slowly changing from pure traders to financially sophisticated investment holding companies.  There are increased risks, and their capital is tied up longer, but the potential profits (and losses) are greater.  They have become pseudo–merchant bankers active in foreign exchange trading, commodity funds, and mergers and acquisitions.

     
Many of the factors that combine to produce their distinctive competence also constitute formidable barriers to entry.  Returns are very low, and there is a high degree of competition between the sogo shosha.  No reason exists for a customer to enter into an exclusive relationship with a single sogo shosha, since maintaining ties with several allows the company the opportunity to play one against another.  Out of necessity, sogo shosha must attempt to cover all products in all world regions.  This creates high fixed costs in order to maintain a network of offices worldwide.  It also encourages growth and provides incentives to expand volume. A competitive standing exists among firms resulting in an inherent desire to outperform rivals as well as a high degree of competitive matching. That is, the tendency exists for the sogo shosha to duplicate the offerings of their rivals.


The sogo shosha must always search for new business opportunities to add to their existing array of services to specific clients. They must search for differential advantages.  The sogo shosha have been found to be less than satisfactory in marketing products that require intensive marketing and post-sales service at the consumer level (Sony and Honda do all their own marketing globally). The commodity mentality widely shared among sogo shosha does not lend itself well to successful consumer marketing. In most consumer durables fields, they have not done well. They have traditionally performed better with ships, military hardware, and aircraft where the marketing of these products requires excellent contacts with a relatively small number of potential customers and high-ranking government officials.  

 
The Sogo shosha were ideally suited to the high growth period of the 1950s and 1960s, when Japan expanded capital-intensive heavy industries.  By the early 1970s these industries began to mature.  Energy prices started to rise, leaving the Japanese in a disadvantageous position.  Mitsubishi is perhaps the most changed GTC.  It has a profit margin of 1.7 percent compared with an average of 1.3 percent for the industry.  It invests in the securities of companies with which it has some business relationship, as supplier, customer, or provider of credit, and then exerts large amounts of influence.  Trading companies also entered new businesses, such as the information and telecommunications industries. During the late 1980s, many made huge profits from zaitech (financial engineering) games in Tokyo's booming stock market. This has hurt them in the 1990s with the collapse of the Tokyo Stock Market. They need to issue more equity, since they are woefully undercapitalized. The big banks in Japan have over three times as much capital as the average GTC. As their old role diminishes, the only choice for them will be to try new and riskier endeavors. 

WHAT  MAKES  SOGO  SHOSHA  UNIQUE ?


In the West, several large trading companies exist: Continental Grain, Cargil, and Bunge.  European trading companies such as East Asiatic, Sime Darby, Inchcape, and Jardine Matheson play an important part in trade throughout Asia by performing many sogo shosha functions; however, they are neither simple intermediaries nor a true sogo shosha.  To be a contemporary sogo shosha, a trading company must have a worldwide network, handle numerous commodities, and account for a large share of the foreign trade in the country of its domicile.  For a trading company to be a sogo shosha, it must deal with many products (rather than concentrating on just one product group), engage in both export and import, have offices throughout the world, and wield considerable power in the spheres of marketing and finance.


Jardine Matheson, a British trading company located in Hong Kong, started out as a true trading company more than a century ago.  But it cannot be considered a trading company today.  Besides trading, it is engaged in light industry, shipping, tourism, insurance, merchant banking, leasing, real estate, resource development, engineering, and construction. Trading is only one of its many activities—and a small part of it. The Danish company East Asiatic started to export teak from Thailand to Europe over a century ago and became one of the most successful European trading companies operating in Asia. Today, though, like Jardine Matheson, trading accounts for less than 30 percent of its total sales.  It is the difference between the boeki shosha (foreign trading companies) and the shoji kaisha  (companies engaged in  trade).
*
