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Preface
I i 0 TS e Y T R A IO S

During the 19905 and 19805 Japanese corporations were considered
models for business enterprises in other nations. But today, as the
Japanese economy languishes in recession, many corporate executives,
economists, and policymakers are looking to the American corporate
model as the one thar will bring success. In this brief, William Lazonick,
of INMSEAD and the Cenrer for Industrial Competitiveness at the
Urniversity of Massachusetrs Lowell, challenges this view, arsuing that
American corporations, having followed a stearepy of downsizing, may
appear strong, but their policy of extracting short-temm financial returns
tor the benefic of scockholders and executives will be detrimental in the
long mum.

In Lazonick's view, the Japanese foous on allocating resources in ways
that strengthen the corporation and boost the productivicy of labor pro-
vides benefits to the society at large and makes possible a commirment
tor lifetime employment for the labor force. This focus makes corporace
enterprises fundamentally stronger than American corperations and ina
berter position to penerste sstwinahble prosperity—the spreading of the
benefits of economic growth to mare and more people over a prelonged
peciod of tme. Japanese comporate managers have been protected from
sharcholder pressure m exerer immediate financial gains and have been
u".-uwu:d o retain contiol over the allocation of resources and Tefumes o
their companies by the instiruton of cros-shareholding and by the exis-
tence from the 19508 to the 1980s of a highly integrated banking system
sructured to provide financial suppore for industeial development.

How long chis system of corporare governance will remain in eact, how-
EVEer, is now open to question. According o Lazonick, che financlal
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Japemess Compomate Giovemance and Smategry

crigis and the prolonged recession of the 19905 were due not o weak-
ness in the productive capacity of the Japanese economy, but to a trans-
formation of the role of the financial sector and to its panticipation in
5131:-:ula£l1.rr.'.- activities { which amse as a resule of the succes of the indus-
rial development). The government {s now in the process of altering
the financial sector in order to creare new business oppartunities and
new sources of profits for banks, securities compantes, and insurers. As
yet, financial recrganization does not encail dismantling the cross-
sharcholding system or dercgulating domestic inrerest rates and the gov-
ernment appears commicted to financial reforms thar do noe threaren
the retain-and-allocate strategy of the existing corporare governance
system. However, some changes in Japanese corporate govemance are
inevitable in response to the realities of competitive challenges and
financial pressures.

Ecomamists ard policymakers penerally agree thar it is important for dhe
world ecomomy that Japan pull its economy out of recession. Lazonick’s
work suggests thar the Japanese industrial economy remains strong and
points o the possibilicy that the Japanese comporate model may still be
the besr one for corporations in other nations, including the United
States, oo follow. | weleome your cominents on this research,

Drimicei B. Papadimitriou, President
December 1998
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Japanese Corporate
Governance and Strategy

Japan's financial morass and recessionary conditions in the 1990s stand in
comtrast to its high growth from dhe mid 19505 o the early 1970s and is
|.'r|.|-|.'||.'|:|i.|1g PrOspenity froom thie late 1970 I_'I'm;:ugh the 1980, The gru-wrh
rate of the Japanese economy has sputtered throughout the 19905 and
WS EVEN NEfAve in 1997 I:"l"nl:n::-'!,'i-una 19977, D|,|:ri_ng the firse quarter af
1%H Japan's groas domestic product declined at om annueal rte of 5.3 per-
CEnt I:."";L'lrilj s ancd Ter lWHT. f:||1.r|n'.': Llnemplnllnnqnf rafe |_'||r j|,|5.t O%veT
4 percent in .-"Lpril 1998 s enviakle by world standards, but the unem-
]:-ln}lmc:nl: rares aknoe 199G are ]'|i|-||_]:||=r tEuam ||IE'!|' have been in ]apa.n sime
the current mode of caleulating the rates began in 1953 (Mikkei Weekly
lfﬁ'ﬁ}. Ag MMANY, if ruot MOSE, COONOMISTEE S8 L, ]:l.]:u-u:l. s now entersd
the real world of international economics, and unless it quickly derejm-
lates its capital and labor markers, it will not be able to get is economy
hack om tmack,

Meanwhile, in the United States, stock markets have been booming
throughout the 19905, ond the economy has been growing rapidly simee
the mid [990s, The LLS, unemployment rate of 4.3 percent in May 1998
was the lowest for the nation since early 1970 {U.5. Burcau of the
Census 1976, 135; 1997, 397). The financial turmoil that the United
Stares experienced in the 1980, with the savings and loans crisis and
major bank failures, now seems to be a thing of the past. Many
Americans are also now hopeful that the increase in income inequality
that began in the mid 19708 and the comporate downaizing that begn in
the early 1980: have also been relegared o history. In the late 19905 the
perception of the LS. economy, both ar home and abroad, is thae it is
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hack on & path of sustainable prosperity—smable growth thae will benefic
mare and more Americans over a prolonged period of time.

[n this paper | examine the perceived weakness of the Japanese economy
in the 19905 from a comparative and historical perspective {Lazonick
and (YSallivan 1997a). The basic question is how do the resource-
allocation strategies of corporations influence the sustainable perfos-
mance of pational economies {Lazonick and O'Sullivan forcheoming).
The main propositions that frame this perspective as applied w the
United Stares and Japan are:

* The economic development of advanced economies depends criri-
cally on the investment strategies of corporate enterprises to develop
and udlize productive resources,

¢ PBath LLS, and Japanese corporate enterprises are making, and will
continue to make, invesrments in productive capabilities that can
result in higher-qualicy, lower-cost products.

*  The resource-allocation straregies of ULS. corporate enterprises favos
the downsizing of corporate labor forces and the distribution of cor-
porate revenues to financial interests.

* In comerast o the “dovnsize-and-discribuce™ scracegy of VLS. corpora-
tions, Japanese corporate enterprises pursue a “retaln-and-reallocare"
strategy, retaining corpormte revenues and reallocating the labor
farce.

* The cholee of the downsize-and-distritute stratepy or the retain-and-
reallocate strategy reflects fundamental instirurional differences
between the rwo nations in the ways in which, st the macroeco-
nomic level, money i3 saved and invested and, at the microcconomic
level, corporate enrerprises are governed.'

In the advanced economies, major industrial corporations, by virtue of
their prior success in developing and urilizing productive resources, con-
tral at any point in time vast amounts of productive resources and finan-
cial returns that remain to be allocated to alrernarive wies. Corporute
strategy is about the forms that these allocation decisions mke, corporate
povernance is about the institurions thar chape the allocarion decisions
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(OfSullivan forthcoming a), and the institutions are abour the ways in
which people are employed and the ways in which investments are
financed. The institutions have deep historical roots in particular social,
generally national, environments (Lazonick and O'Sullivan 1997h), but
they also evalve in response to pressures on corporations to change the
way they allocate their resources and returns. The institutions of
employment and finance that prevail in the United States place much
MHITe Pressure on corporations to downsize and distribute than the coree-
sponding institutlons in Japan. Even so, the downsize-and-distribure
straregy did not become n widespread phenomenon in the United Srares
until the 1980s and 1990, when it replaced the corporate retain-and-
reallocate strategy char had been dominant in previous decades.

The main sources of these pressures in the United States since the 1970s
have heen (1) corporate overextension, which made it diffieult for cor-
porate strategists to understand the investment requirements for the
development and urilization of productive resources in different lines of
business, (2} intemational competition, which transformed the organiz-
tional requirements of rechnological develapment in different industries,
and (3) intergenerational dependence, which shified the balance of
power within the United States from those whose interests lay in
employment incomes to those whose interests lay in retirement incomes
{Lazonick ard O'Sullivan fortheoming). In the 1990s the pressures from
these three sources have been building in other advanced economies as
well. Currently, for example, as O'Sullivan {1998) argues, corporare gov-
emance in Germany is at a crossroads in responding to these pressures,

Japan is not immune to these pressures. Like all the advanced
economies, Japan faces the long-run problem of a growing financial bur-
den in providing pension and health benefits to an aging population. Bur
thas far, in contrast o the United States and western European couns
tries, Japan has been pursulng a strategy of keeping pecple employed
until later in their lives as a way of decreasing intergenerational depen:
dence. Japan is also facing new competitive challenges, particularly from
other East Asian economies, such as South Korea, Taiwan, and China,
but it remains a power in international industrial competition; despire
high wages and a relatively strong currency throughour most of the
19905, ir has continued to create comperitive pressures on the rest of the
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watld. The leading Japanese corparations have grown larger amd become
more bureaucratic than in the TiIsE, bt oz a central fearure of their
retain-and-reallocare seravegies, they have avoided some problems of cor-
porate overexrension by spinning off personnel and money inte new
business enterprises that are sutonomous units of serategic contral.

Japancse corporations continue to pursue a strategy of retain and reallo-
care on the basis of the strong pessisrence of the insdnitlons of liferime
employment and cross-shareholding, which shaped Japanese corporate
governance in the past. Mevertheless, in response to the realites of pro-
duction and financial pressures of the 1990s, important changes are tak-
ing place in the ways people are emploved and remunerated in |apanese
corporations. Working within the institutional framework of lifetime
employment and cross-shareholding, the challenpe now facing |apanese
industrial corporations is how to retain people as productive employess
for more years of their lives and how to reallocate these labor resources
o ek them more productive.

The lapanese System of Corporate Governance

Lifetime employment and cross-sharcholding form the insticutional
foundations for the operation of the Japanese system of corporate gover-
nance, with crosi-shareholding making lifetime employment possible
[although not necessarily viable). Lifetime employment means that the
company takes responsibility for a certain class of employees from the
L 'rJ:'l.E'lr are hired to the tme they retire. By ensuring that the returns
of the enterprise can be devoted to reinvestment in the productive capa-
bilities of these employees and the capital equipment that they can use,
cross-shareholding provides a foundation of financial commitment for
the pursuit of the enterprise’s employment objectives.

From the perspective of the Anglo-American principal-agent model of
the firm, which posits that corporations should be governed in the inter-
ests of stockholders without regard oo the inrerests of employees, the insxi-
tutions of cross-sharcholding and lifetime employment make dhe Japanese
system appear to be what one scholar has termed “anti-governance”
{Scher 1995). Such a perspective ignores the implications of the
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commitment to deliver lifetime employment as the fundamental obiec-
tive of the Japanese enterprise.” This commitment accentuates the nead
far active corporate governance in the allocation of resources and returns.
The carpormtion must develop and utilize its productive resources, inehsd-
g its human resources, in ways that enable it to generare the sustained
retures that ean keep its labor force employed ar acceprable standasds of
living. Within the rigidity impesed by the commitment to lifetime
employment, considerable exibility in corporate governance in the allo-
cation of resources and returns is required (Dore 1986).

Financial Foundation of Corporate Governance

The Japamese system of corporate governance (s Inrensely hierarchical,
with ultimate stostegic decision making the presogative of an executive
board af top managers, of whom the president is the mosr powerful fig-
ure. Many of these top managers also sit on the company's board of
directors. Ameng the largest Japaness companies, abour one-tenth of the
direcrors are employed by other corporations thar are major shareholders
of the company and with which the company has extensive business
relarions. Anather one-fifth of the directors are full-time managers with
thie company who have pursued most of their careers with other compa-
nies or government agencies bue have been permanently transferred
{Cerlach 1992, 132-137, 299)." Typically, banks, business enterprises,
and povernment agencles have each supplied about one-third of these
part-time and full-time "disparched dicscrors,” with hanks generally hav-
ing no more than one such direcror with any ene industrial or commer
cial enterprise at a time. The rest of the directors, including the
company auditors, are liferime company emplovess or lormer emplovess.

Board of directors meetings are in effect executive management meet-
ings, and any independent supervizory function thar the board of dires-
tors as such might serve is merely ceremonial. Even mose ceremonial are
stockholders” meetings, which are held once a year. This is so despite the
face thar, legally, the top managers and board of directoss of a company
are responsible 1o stockhelders, who, according to the Japanese
Commercial Code, have the right to elect directors, approve the annual
balance sheer, decide dividends, and approve top management decisions
such as gifta of swocks to companies for business purposes.

The Jerome Levy Economdcs Institune of Bend Collepe 11
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The essence of cross-shareholding, which accounts for about two of
every three shares, is the willingness of participant companies to ba “ta-
ble shareholders.” Excepr under conditions of financial duress, a
Japanese company does not sell the stock of another company it holds as
a stable investor; when it must sell the stock, the buyer is another stable
shareholder, and the company that sells is expected to repurchase the
stock when it regains its financial strength. Stable shareholdess do not
rypically come to stockholders' meetings, but routinely give their proxy
votes to the top managers of the companies. Besides being willing o
forgo capital gains and control rights, stable shareholders have also, over
time, been increasingly willing to accepe low levels of dividend yields,
given the marker value of the stock that they hold. These acrions by sta-
ble sharcholders make Japanese cros-shareholding in effect a system
wherehy the Japanese business community protects the power of corpo-
rate managers to control the allocation of the resources and retums of
their compamies.

Those ssockhalders who would like to exercise their voice find that they
are piven little chance w do so. It has long been the practice for most
Japanese companies to schedule their annual stockholders” meetings
comcurrently. For example, on June 27, 1996, 94 percent of 1,864 listed
companies held their meeting on the same day and mast at the same
pime. Their meerings lasred an average of 26 minutes (Morishita 1997a).

A for individeal and inscivetional investors who are not stable share-
holders, the only way in which they can generate financial returns is
through stock price appreciation. The Mikkei 225 stock price index
{which reflects the prices of 225 stocks listed on the First Section of the
Tokyo Stock Exchange) sppreciated gradually during the 1950s, scag-
nated during the 19605, and then, sve for declines in 1974 and 1975 In
the aftermath of the oil crisis, rose at a relatively rapid pace wnedl 19682,
After a small decline in 1983 to abowt 7,000, the Nikkel exploded owver
the next six years to a peak of 38,915 at the end of 1989, During the
19705 amd 1980z, thersfore, even as the dividend ylelds on stock fell
from arcund 3 percent to well under 1 percent, these nonstable stock-
haolders were kept happy by the run-up in the marker prices of corporate
equities. However, that increase could mot be sustained; che Miklkei fell
as low as 14,309 in September 1992 and fluctuared between 14,600 and
16,700 during the fisse half of 1998,
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Stable sharcholders throughout the 19705 and 1980, but particularly in
the “bubble” perlod of the lare 1980s, declined o cash in on the rise of
otfer companies’ stocks. However, Japanese companies sold large quanti-
ties of their oum stocks to the public ar inflaced marker prices, either
directly in the form of equities or indirectly in the form of convertible
bonds. Ae the same time, the volume of conversions of bonds o stacks
(some but not all of which ended up in the hands of nonstable sharshold-
ers) was high. In addition, during the 19805 companies issued lasge vol-
umes of warrant bonds—bonds with rights to buy stocks anached—shae
were mainly floated abroad. In the late 19805 large amounts of warmnts
were exercised, accounting for 16 percent of the new shares issued by
listed Japanese corpomations between 1987 and 1989,

Uiven these sales of equities, much of which ended up in the hands of
nonstable shareholders, how then did Japanese corporations maintain
levels of cross-shareholding at about 65 percent during the 1980s? They
distributed masslve amounts of stock 1o stable shareholders as rights
imsues, privave placements, “offerings to selecred persons” for business
purposes, and stock dividends (Japan Securities Research Institte 1006,
40). Thus, while the public was buying up shares of Japanese companics
ar price-earnings ratios that averaged about 58 in 19687 and 1988 and 71
in 1989, Japanese companies were ensuring that stable shareholders,
who sought neither capiral gains nor high dividend vields, would con-
tinue to hold a marked majoricy of the companies’ ourstanding stock.

From the 1950s ta the 1970s the growth of industrial companies was
highly dependent on their leveraging retained sarnings with bank
finance. Retained eamings were hardly sufficient to fund the invest-
ments in rechnology and organization required in this ers of rapid
growth, To supplement retained earnings, companies were able to tum
tor & highly regulated banking system that, since the Meiji em, had been
structured to provide financial support for industrial development
{Lazonick and O"Sullivan 1997h). This financial srructure became
known as the “main bank system” (Aoki and Patcick 1994). A com-
pany’s “main bank" is the financial institution that rakes the lead in pro-
viding it with loan finance, even though much, if not most, of the hans
are made to the company by other financial institutions. The main bank
takes responsibility for monitoring the performance of the company and
for leading the rescue should i fall into financial distress, thereby
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permirting other lanks to make loans o the company without having o
take on these functions themselves, The resule & thar, based on the repu-
tatbon of the main bank and is close reladionship with a particular com-
pany, & de facto loan syndicate finances the company,

Under the main bank system Japanese industrial corporations were able
o engage in developmental investment strategies wicth debe-equity ratios
far in excess of those that existed in the advanced economies of the
West and with debe financing thar was almost encirely in the form of
unsecuritized bank loans as opposed to securitized bonds, In 1960 bank
loane sccounted for 65 percent of the financing of large Japanese enter-
prises, bonds less than 7 percent, paid-in capital 14 percent, and reserves
14 percent {Teranishi 1994). For the pericd 1962 to 1979 hank loans as
a percent af all sources of funds to the nonfinancial corpombe sectar
averzged 45 percent in _].i!pl:l'L. 19 percent in the United States, 24 per-
cent in Cermany, and 21 percent in Britain. During the second half of
the 1970s Japanese bank finance declined to 42 percent, down from 50
percent during the first half of the decade, a rrend away from bank
finance thar continued during the 1980s. Yer even during the 1980,
bank loans as a percent of all nonfinancial corporace funds were 34 per-
cent in Japan, 15 percent in the Unived Seaves, 19 percent in Germany,
and 21 percent in Beivain (Aokl, Parrick, and Sheard 1994).

Besides the Industrial Bank of Japan {the most impomant long-term
credic bank} the mest significant main banks are the city banks thar are
part of the Big Six enterprise proups {kipwe shudmm), These enterprise
groups are also called “horizontal kereesw," because they link weether a
number of powerful companies across an amray of industries. The city
banks of thess groups are the recently merped Bank of Tokyo-Mitsubishi
Bank, Sakura Bank {another merger of the 1990s that includes the for-
mer Mitsui Bank), Sumitomo Bank, Fuji Bank, Dhi-lchi Kangyo Bank,
and Sanwa Bank.

[ 1987 the nonfinancial enterprizes char were pare of the Big Six hori-
zonral keiretse Included 163 parent (or core) companlies, 4,960 sub-
sidiaries [in which the group held more dhan 30 percent of the stock),
and 8,875 affiliares (in which the group held berween 10 percent and 50
percent of the stock), The core companies alone accounted for 13 per-
cent of assets and 13 percent of sales in the Japanese economy; wich all
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of the subsidiaties and affiliates, these enterprises accounted for 27 per-
cent of assets andd 25 percent of sales (Maruyama 1992). Each of these
enterprise groups has a president's council, consisting of the presidents of
the parent companies in the group (ranging from 20 companies in the
Sumitomo council to 47 companies in the Dai-lchi Kangin council).
The presidents discuss matters of common concern, but the councils
have no kegal means o force member entesprises o act as part of 4 eal-
lectiviey (Gerlach 1992, 237-238).

In addition to the horizontal keiretsu, “vertical kefretnd® emerped during
the 19505 and 19605, Core companies of vertical ketretsy provide devel-
opment finance, often substantial, to large numbers of subsidiaries dhae
supply them with gpoods and services, either directly or through a chain
of suppliers and distribucors. The finance may be in the form of equity
stakes in and loans to the subsidiaries. To make martess more compli-
cated in the dense weh of business relations thar rie the fares of Japanese
companics together, many of the core companies of the vertical keiretsu
have relations with the horizontal keireess and both cross-shareholding
and hank lending eranscend keivetsu relations.

Much has been made by students of the main bank system of the role of
the main banks in monitoring corporate management in an induserial
econcmy in which companies are clearly not run for stockholders {Aaki,
Parrick, and Sheard 1994). During the 19508 and 1960s, when the
Japanese economy and the industrial companies that constitwted its
developmental core faced uncertain furures, main banks did have o
know to whom they were making financial commitments. As the finan-
cial institution thar was obliged to lead the effort 1o revitalize an ailing
company, the main bank had 1o understand the long-run potential of a
company if and when circumseances placed it in severe financial diffi-

culey (Sheard 1994).

But by the 1970: and 1980s, when che Japanese economy and it core
companies had ovescome the inherent uncerminties of the developmen-
tal process, the monitoring role of the main hanks became virmally rou-
tine. Indeed, s0 as not ta be overly dependent on one main bank, SLrOmE
inwdustrial companies sought bank loans from 2 greater range of sources
than they had before or used retained eamnings or funds rased on the
securities market to pay off Large amounes of their bank debt. Awash with
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cash and having lost cheir best customers, the banks tumed o making
loans o real estate developers and stock specularors, among others.
When the “bubble economy” burst in 1990, the collapse of land and
stock markets left the banking system with 8 massive bad loan problem
{Watanabe 1996).

Even when, in earlier decades, the Japanese banks had mone power aver
how the industrial corporations to which they lent allocared their
resources and returns, they were actors in a highly repulated finamcial
systern in which, given the uncerminties invalved, they were willing o
take relatively low remurns on thelr lending acelvities to support the sue-
cesa of the industrlal economy. One reason cthat banks were willing w
participare in such a system is thar they expecred the government would
stamd behind chem should che loans go bad, As central pamticipants in
the crosssharcholding movement, the banks themeelves were un mot
for the sake of their stockholders bur for the sake of developing the
economy. Developing the economy meant delivering on the promise of
lifetime employment, not only to the banks® employees but to the
emplovess of the industrial enterprises that the hanks helped to finance.

Strategic Decision Making within the Management
Structure: Labor Relations

Japanese corpomtions have been, and continue to be, governed by their
top manapers as part of a hiesarchical structure of ceganizational conerol.
Wirhin the management structure key allocation decisions are generally
made by a process of consensws decklon making thar includes dhe formal
ringi seido, clreuladon of a memorandum to be signed by all concerned,
and the informal nemseashi, a process of seeking cur differences of opin-
ion and generaring discussion before an important decision is made
(Abepolen and Sralk 1985, 208; Ballon 1996, 54-55). Top managers uli-
mately make the allocation decisions, but they are integrated into a
process that makes them aware of the capabilities and expectations of
those responsible for implementation (Monaka and Takeochi 1995).

This process extends down the hierarchy to the enterprise unicns through
joint consultation committess (JOCs) that invalve Libor and manage-
ment [(Makamura 1997; Shimokawn 1994, ch. 3). Mose eap managers,

hiwing come up throngh the compamy and having been union osembers
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carly In their career, have participated in JCCs on the labor side. For
example, a 1978 survey by Mikkeiren (Japan Federation of Employers'
Associarions) found thar ewo out of three of the major companies had
executives—accounting for almost one in six executives—who had at
ome time served the company as union officials (Manyama 1992, 196).
Linion officials, who are company employees, hold repalarly scheduled
conferences with management ar different levels of the enterprise o
resolve ismies concerning remuneration, work conditions, work onganiza-
tion, interdepartmental and intercompany transfers, and production.
Japanese enterprise unions have no explicit rights to enpage in the execu-
Eive ar supervisory institutions of corporate governance, in contmst
work councils and codetermination in Germany (0'Sullivan 1998, In
large companies JOCs perform an information-gathering function for
both management and labar that is a preliminary to collective bargaining.
In smaller companies, in which enterprise unions are absent, collective

bargaining cakes place in the JOCs (Kwwahara 1982, 51).

JOCs can make management aware of what labor wants, bur they cer-
tainly do mot give labor the power to influence the allocations of
resources and reourns against the wishes of top management (Nakamusa
1997). Since the 1970s overt and prolonged lsbor-management strife
has been virtually nonexistent in major Japanese companies, largely
because of the commitment of management to liferime employment
and management's willingress, behind the wall of cross-shareholding, to
share the gains of the enterprise with employees. In turn, workers'
claims on enterprise camings rake into account financial requirements
for reinvestment and the performance of the econamy as a whaole.
Workers have been willing to restrain their demands for pay incresses
on the understanding that the encerprise will rerain and invest what
they do not mke now in ways chat will benefir them larer. Guiding this
wage bargaining at the enterprise level is a comparison of enterprise
performance with the national benchmark for enrerprise wage increases
created by shunto, or the Spring Offensive—the annual public debare
over the possibilicies for augmenting the eamings of Japanese employees
withour jeopardizing the sustainable prosperity of the nation {Sako
1997; Dore 1987, 70-72).

A key issue orher than wages for the enterprise unions is whether o
cooperane with management Lo s plans far the reallocation of labor.
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Keeping people employed over a lifetime means putting them in jobs
where they can penerate the productivity that com justily their pay. For
emplovees in their twenties, thirties, and forties, the key o labor alloca-
tion is their integration into a proces of organizaconal leaming thar
enables them o become more productive as cthey receive the higher
earnings that occur under the senbority pay system (nenko), When they
reach their fifties, however, the key to labor allocation is putting
employees in jobs where they can live off their experience but often at
lower pay, and in many cases this means a transfer to subsidiary enter-
prises. In the 199} such transfers hawe become much more central to
the maintenance of lifetime employment ss an institwtion of Japanese

COMPOTAnG SOVCTIRANCE.

Pressures to Change Corporate Governance and Strategy

The Banking Crisis

The banking crisis of the 1990s is an example of what happens when
financial markers rather than productive organizations drive dhe alloca-
tion af resources in the economy.”’ During the 19508 and 1960z the
Japanese erected a highly regulared financial system thar was extremely
effective in supporting the development of the Japanese economy
(Suzuki 1987; Aokl and Parrick 1994). Into the 19905 the Ministry of
Finance and the Bank of Japan supported a range of highly specialized
privace-sector institutions in financing industrial develepment (Sakae
1996}, With all financial wehicles moving in the same direction snd ac
the same pace under chis coordinated system, the “convoy fleet system™
{gosozenedan) became the popular name for the Japanese financial infra-
structure [Morishita 1996).

Since the start of the 1900s, financing o Japamese business enterprises

has come from six main sounces:

* 3 long-rerm credic banks, which make long-term loans to major
industrial eneerprises

# 7 rrust banks and 27 life insurance companies, which make long-
teren loans vo large companies, bur increasingly since the 19805 have
absorbed corporate government securities, both domestic and foreign
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* 11 city banls {centered in Tokyo, Osaka, and Magoya and reduced o
10 city banks with the merger of the Bank of Tokyo and the
Mitsubishi Bank in 1995}, which make ostensibly short-term loans,
many of which have been continually rolled over to finance long-
term investments, t0 major companies

* &4 regional banks spread out over Japans 47 prefectures, which
extend loans to larger regional businesses

* o0 secord-tier regional banks, which cater o the financal needs of
small and medium ENtETpTises I:S}-'IEE.]I

*  large numbers of credit unions and sssociations and agriculoueal insti-
mutions {shinkin banks), which extend loans to small enterprises and
farmers

The Bank of Japan has supported this system of business finance by
maintaining a scructure of low and stable interest rates and by extending
“overloans" to banks, especially the city banks, so that banks could
increase their wolume of business loans beyond thar permitted by cheir
deposit base (Sumuki 1987), The Ministry of Finance's Trust Fund
Bureau, which controls the invesmment of Japan’s postal savings deposits
and public pension funds, has supporred the system through the Fiscal
Investment and Loan Program {zaito) by financing infrastructural invest-
mienits, small and mediom enterprises, and public works (including hous-
ing) and by ahsorbing the debentures of long-term credic banks {which
have no depository base, other than their corporare customers) and
other financial institutions {Nakamura and Yamada 1996, 131-136;
Endo 1996). In addition, zaite draws on funds thar the Ministry of Posts
and Telecommunicarions controls in the postal insurance system.

Zaito must generane sufficient retums to cover the savings, pension, and
insurance obligations o households for the funds that it uses, But these
rates are kept low by Japan's repulared interest rare structure, and the
Ministry of Finance and the Bank of Japan coordinare their policies and
operations. Zaite functions as a second or shadow government spending
budget, but one that does not rely on either ax revenues or public dehe
issues (Suzuki 1997a). During the firse half of the 19803 investments and
loans made with zeite funds were abour 50 percent of the povernment’s
genetal account appropristions. This proportion increased sharply in the
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'tllﬂl 2 Bad Loans of Japanese Financial Institutions, September 30, 1007
Percent)

Share of Al Bad Loans/  Bad Loans'  Provislons'

Institution Bad Leans Asscts  AllLoans  Bad Loans'
City banks 3441 .22 345 6902
Long-term

credit banks 10,22 37 563 58.90
Trust banks 13,50 1.56 6,56 §5.52
Begional bamks 20,33 2.06 .95 59,08

Toeml banks 76,84 212 1.E1 £3.00

Lhinkin banks 12.27 103 442 4945
Credit unions and

mEsociations 1.25 .00 12.10 12.81
Agricultural

COOPeritives 1.52 0.45 1.96 L41.39
Toal 100.0 219 4.05 3897

SPravisionsBad Loans” is the amosnt of funds placed an reserve o absorh bad loans 25 2
propeation of bad loans curstmndeng.
Source: Mikkei Waekly, lopan Feosomic Almmnne 1998 (Mihon Keissi Shimbun), 11,

nccumulation of bad loans.’ In March 1992 the Ministry of Finance
revealed the extent of the bad kan problem, and the Bank of Japan cur
the discoune rate to an all-time low of 1.75 percent to help debtors make
their payments, Nevertheless, the volume of bad loans continued o
increase, and financial instimtions began to write off large amounts
(Makamura and Yamada 1998, 137-143).

Afrer eredit unions and associations, hardest hit in terms of bad loans as
a proportion of all lkans have been the long-term credic banks and the
trust banks {see Table 2). But, given the size of their loan pordolios, a
disproportionate volume of bad loans has been concentrared in the city
banks, which in September 1997 accounted for 3441 percent of all bad
loans in the private sector financial system. Even though the trust banks
had a relatively low proportion of their toral assets in loans, they alsa
had the lowest level of loan loss reserve and hidden reserve coverage
among the major bank lenders.

In September 1597 disclosed bad loans for Japanese banks were esti-

mated at 28 trillion yen, down from 34 trillion yen in Mareh 1996 hur
up from 13 trillion yen in March 1995 (Nikkei Weekly 1998, 10-11;
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Takarsuki 1996, 15). Banks, insurance companies, and securitics compa-
nies had made a significant proportion of these bad loans to jusen, loan
companies that wene incorported in the 1970 for the purpose of mak-
ing howsing loans o individuals and thae borrowed fumds from the finan-
cial institutions. Bat in the 19808 many of the banks mmed o making
housing loans themselves, thus leading che fisen o tum instead o
financing real estare development projects. When, in 1990, ar the onset
of the financial crisis, the Ministry of Finance introdeced regulations
that limited bank loars oo real estate companies and nonbank lenders,
the jusen turmed oo the cash-rich agriculoural cooperarives,

As land prices plummeted in the early 1990s, the jusen loans went bad.
In September 1995 seven jusen companics had 12,9 trillion yven in loans
outstanding, of which about two-thirds were problem loans, About 48
percent of these borrowings came from banks {of which over one-third
wits from ensst banks) and another 42 percent from agricultural coopera-
rives. Ar the end af 1995 the Ministry of Finamce ordered the hanks that
had founded the jusen companies to write off all of their loans (3.5 wmil-
lion yen) o affiliaved jusen and 45 percent of their loans (1.7 trillion
yen) to nonaffiliated jusen. The minsery contributed 685 hillion yen of

public funds o wind down the jusen companies, thus enabling the apri-
culoural cooperatives to write off enly 530 billion yen. In July 1996 the
government et up the Housing Loan Administration Corporation to

take over about 6.8 trillion ven of the loans oustanding of the seven
failed jusen (Morishita 1997k, 2021},

A number of failures of smaller banks (second-tier regional banks) and
cooperatives occurred through 1996, The first big bank failure occurred
in Movember 1997 with the bankruptcy of the Holkkaido Takushoku
Bank, the weakest of the ten city banks (Yokota 1997k, It was expecred
that it would require 1 trillion yen from the Deposit Insurance
Corporation o cover the bank’s bad leans. The failure of the Hokkaido
Takushokn Bank cceurred in spite of the Ministry of Finance's pledge in
the early 1990s that none of Japan's major banks woukl collapse. In the
ﬂl‘.&l‘m:ld'i -;:-I’ 1J:'|.E Hokkaido Takushoku :|'=i|.|:|n:I thers wWere pr:_:-pq:usu'ls K]
wse postal savings money—managed by saito—rto buy subordinated bonds
issued by banks o supplement funds available to the Deposit Insumnce
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Carporation. Shortly thereafter, the fourth largest Japanese securities
compary, Yamaichi, also collapsed, raising fears of a recall of foreign
loans (including money invested in US. Treasury bills), which, in the
midst of financial failures in & number of other Asian cconomies, could
have triggered an international liguidity erisis. In March 1998 the gov-
emment implemented a 2.1 trillion yen plan to provide financial support
tor the nine remaining ciry banks, the three long-term credit hanks, six
trist hanks, and three regional banks (hikawa 1998).

This crisis in the Japanese financial sector has certainly contributed o
the prolonged recession of the Japanese economy in the 1990s. At the
same time, however, Japan’s induscrial econonyy is strong. While the
financial institutions wallow in bad loans, meost major industrial enter-
prises are cash rich. In 199] the ratio of their net financial ases to GOP
was minus 10 percent, in 1996 plus 6 percent (Koll 1997, Z8). Japan
remains a ereditor nation with a high savings rare, Japanese companies
are investing in new rechnobopies, and the Japanese economy s generat-
ing persistent trade surpluses. Japan’s unemplovment rate, 4.1 percent in
April 1998, is high by the nation's postwar smandands bur low by world
standards. Despite the financtal turmail, Japan's formidable productive
system is not in danger of collapse.

Indeed, the Japanese financial crisis of the 1990s is the result not of an
underlying weakness in the productive capacity of the Japanese economy,
but of the mansformation of the role of the mtion’s financial sectoc with
the maturation in the 1970s and 19805 of perhaps the most highly suc-
cessful national economic development effort in world history, The origin
aof the crisis lies in the participation of financial institutions in the unreg-
ulated financial speculation to which the phenomenal success of the
Japanese industrial economy in international competition in dhe 1980
gave rige. During the 19805 the retums on the wealth thar Japan’s indus-
trial developmene had created since the 1950s far surpassed the ongoing
investment requirements of the Japaness economy, so that even within a
highly regulared financial system this surplus wealth was permirted o find
outlers in real estate and corporate stock speculation, Thus, in the wake
of the very real and ongoing success of Japan's industrial economy in
invermarional comperition, the "bubble economy™ emerged !
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In the process, Japan's banks became less involved in financing che
development of the industrial economy and tumed to fueling speculative
fever. The very success of the industrial economy made corporations
much less reliane on the major banks oo mobilize capical for their fureher
development. In search of new business in the 1980s, Japanese banks
ergiaged in lending activities that contributed o expanding the bubble
uneil it burst. When, in 1990, the stock and land markets crashed, much
af the value of the asets against which Japanese banks had lent meney
vanlshed into thin air.

During che 19505 and 19608 the rale of the financial sector was to com-
mir finance o industrial development through the provision of low-cost
and secure loans o Industrial enterprises who innevative potential was
yet oo be revealed and whose prospects for financial retums were hence
highly uncerrain, The banks' access to Bank of Japan preferential “over-
loan®™ credits and Trust Fund Bureay investments in bank debentures was
conditional on their willingness w play this developmental rele. By the
19705 the successful development of the Industrial companies that husd
been central to the emergence of Japan as 2 major economic power
meant that they had much less need for the support of the banking sys-
tem. These industrial enterprises were now generaring lasger and more
secure streams of retained earnings that they could use o finance thels
further growth, and for their sdditional funding requirements they could
gor dlirectly to securities markess.

Moreover, with accumulated productive capacity in place, by the late
1970s companies did not have to invest as much capital as in the high-
growth era to ger a given amount of sales revenues. They could also use
retained earnings and securities isues to reduce their bank debe, For
Japanese nonfinancial corporations, intemal sources of finance (depreci-
arion and rerained earnings) accounted for 58 percent of the total
sources of funds in 1980, In 1985 It was 54 percent and in 1989 it was 51
percent. OF the external sources of finance, in 1980 equity and debt
offerings accounted for only 12 percent and bank loans for 87 percernt—
proportions that were in line with the external sowrces during the 1960s
ancd 1990z In 1985, however, equity and debt offerings had risen 1o 17
percent of external finance and bank lcans had fallen o 81 percent,
with other sources of funds sccounting for the other 2 percent. In 1989
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proporticn of securities afferings was 27 percent and bank koans only
petcent, with commercial paper (unused before the late 1980s)

wunting for 5 percent and other sources the remaining 4 percent
an Securities Research Institue 1996, 2-3).

m 1963 through 1977 the growth rate of bank borrowing by large
ufacturing companies was persistently positive, averaging abour 4
ent per year, whereas from 1983 o 1989 this growth rare was persis-
ly negative, ae minus 1 to minus 2 percent per year. In 1975 retained
ings accounted for 10 percent of the capiralization of these compa-
 paid-in capital 20 percent, corporate bonds 5 percent, and barmaw-
63 percent. In 199 retained earnings had risen to 28 percent,
«in capital to 24 percent, and corporate bonds to 26 percent and
owings had fallen 1o 22 percent (Waranabe 1996, 100}, Depending
he terms under which they could raise funds on capital markets,
 when these companies did not need o float securities to fund new
uctive investment, it could be worth their while ea 4o 5o to pay off
e debt or even simply to build up cash reserves (Lake 1990). Hence,
ame developmental process that in the 1970: and 1980s eliminared
uncertainty inherent in bank loans to industrial enterprises also
led these industrial enterprises to reduce their reliance an bank
5. Espectally during the bubble economy of the late 19805, as price-
imgs ratios of corporate stock increased dramatically, listed compa-
found that they could raise large sums by floating equities. In
rion, the liberalization of the access of Japanese COMpanies o irkers
nal capital markets in the mid 1980s led many companies to engage
ek, or "financial engineering,” which included significant issues of
ertible {including warrant) bonds as well 4 commercial paper on
gn markets.

punies listed on the Tokye Stock Exchange raised about 2 trillion yen
ally through the sale of convertible bonds in the 1970s and about 4
n yen annually in the first half of the 19805, In the second half sales
nvertible bonds shot up, reaching 11 trillion yen in 1987 and peaking
- trilliom yen in 1959 (Waranabe 1996, 96), Warrant bonds were par-
arly atiractive to foreign lenders because they could sell the detach-
warrants, which could be converted to stock. Abour 80 to 90 percent
ese wartants were sold back o Japanese investors. The value of the
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Table 3 Net Change in Japanese Bank Loans, March 1985 wo March 1950

Change in Amount Share of Met Change
___ fin trillions of yen) e
City and  Long-Term City and  Long-Term

Regional  Credic and All Regional Credicand  All
Ha.n]uf_ Trust Banks Bamks Banks Tnul.B-l!l‘li_:E_ HEIE

All rions 5.4 11.2 LT G945 5.4 758
Manufacturers =15 =31 4.7 =1.6 4.9 =17
Feeal estate and

Comstmction 12.3 .7 30 237 3.1 235
Monbanks 15.4 21.0 6.4 16.4 a4 286
Chiers 161 58 349 e 174 274

Inelivichanls 7.3 1.3 IBS i g 39 124

{chers 1.4 09 i3 1.5 2 1.8

Tivtal 041 134 1214 130.0 10000 120.0

Couree: Minary Nakamira and Koji Yamads, *Financial Institutions of Japan,” in Shigeoabas
Hinyukawa, ed., faparsese Financial Markers (Cambridge: Gresham, 1996), 13%.

detachable warrane in the booming stock market meant that instead of a
hemd coupon of about 5 percent that would be needed o float regular con-
vertible bonds, Japanese industrial enterprises wese able to float warrant
batds with 2 coupon of 1 percent (Lake 1990; Smith 1993, 118-119).
Onue Tokyo-based analyst of a western money-market firm recognized that
in securing thess cheap funds on intemational securities markets, Japanese
industrial enterpriss were borrowing foe the furure: “Tr was an important
part of the countrys rise o industrial-emplre starus. The borowing win-
dow was too good to overlook, and corporate treasuties explolted Japan's
rise to the hil. What is most impresslve is that all this borrowing took
place even though they did not need the money.™

Pecmuse of the dramatic decline in companies” reliance on bank bormow-
ing, during the late 1970s and even more so in the 1980s the city banks,
long-term credic banks, and orust banks that made loans to the larger
Japanese induserial enterprises found themselves no only lasing theke
hest customers, but alse amassing huge volumes of loanable funds, in part
because of large increases in deposits by the very same corporate cus-
romers (Takatsuki 1996, 59). Table 3 shows the resulting changes in the
banks' loan portfolios. Leans to manufacturers declined, while loans to
real estate and construction, nonbank, ather corporations, and individu-
als shot up. Much of these funds tock the form of residential mormgages,
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loins hacked by real estate as collateral, or loans t0 nonbank corpora:

tiong such as the jusen companies, which used the funds o make real
estate loand.

Land, of course, has always been a scarce and hence valuable asset in
Japan, especially in che Tokyo-Magova-Osaka welangle where Japan's
industrial development has been concentrared. Mot only 5 usable land
scarce, bur whar land there is does not easily change hands, In Tolyo dhe
annual mrnover of land is abour 2 percent, so a demand increase presses
against a highly inelastic supply (Ziemba 1991, 51). During the first half
of the 19805 the value of land for commercial, industrial, and residential
uses im thee six largest cities rose by about #) percent; in the second half
of the 19805 it rose by over 200 percent (Shimizu 1992, 31; Ziemba
1991, 47-49].

Real estate loans went from an average of just over 1 trillion yen per year
iry the first half of the 1980 po about 7 erillion ven per year in the second
half, peaking at almase 11 tollion yen in 1987 (Ziemba 1991, 55). The
long-term credic banks, city banks, and rruse banks—for which loans po
large companies had been an important pare of their busines—became
! heavily involved in loans relared oo real estare. The city banks incresed
residential mortgages from abour 8 percent of their loan portfolios in
1984 ro 16 percent in 1990 Long-term credic banks increased loans o
the real estare industry from less than 4 percent of their pordfolios in
1984 o over 13 percent in 19990, and orust banks increased such loans
from about 12 percent to 16 percent, In addition, loans to monbank
financial institutions, which in tumm lent heavily to real estace, amounted
ta only 2 percent af the loan portfolios of long-term credic banks and 8
percent of the portfolios of trust companies in 1983 but 22 percent and
23 percent, respectively, in 1990 Adding to the upward presure on
land prices were increases in governoment loans for housing PUIPOSES.

Accompanying the rise in land prices was a rise in stock prices, appar-
ently wirth smock prices leading land prices (Flemba 1991). As price-
earning raclos of listed stocks soared, it was empting o look w the
increase in the value of land a5 a justificarion. Fortunes that were made

on the stock marker could be turned o the purchase of land. On the
supply side, the willingness of banks to lend during the 1980s was very
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much based on the noton thae land and stock prices would remain
high, Indeed, during the height of the bubble of the lare 1980s, there
was @ tendency for banks to increase the propostion of loans backed by
land that was valued at incressingly inflated prices. Furthermore, banks
sold wnd bought back some of their cros-shareholdings 1o increase
their capitalization and thereby augmented the volume of loans chac
they could make under the equity capital requirements for banks

engaged in domestic and international lending (Makamura and
Tarnada 1998, 136=137). The dramatic decline in stock prices and land
prices since 1990 have wiped out a considerable proportion of the col-
lateral on che leans that the hanks and other financial insticutions
meade (o che 1980s,

Growing Interpenerational Dependence

For the financial system to aid the process of economic development, it
meeds 1o commit financial reaousees ta enberprises that, Ifhn:ugh invest-
ments in arganization and technology, can develop and urilize produc-
tive resources. At the saime time, & national financial system has another
function to perform. In addition to its role in the process of value cre-
wtiorn, it also has a role in che process of value extraction. The process of
cconomic development encails not only the allocation of financial
resources to the development and urllizarion of productive capabilities,
but alsa the allocation of financial retums o participants in the process.
Key participants are emplovess, who recelve thelr remirns o the forms of
a stream of eamings while they are employed and old-age benefits when
they are in retirement.

Walue extraction and value creation can reinforce each other. On the
supply side, the expectation of o stream of eamings from participation in
a successiul enterprise can give emplovees the incentive to engage in
those activities thar create the earnings they can extrace. On the
demand side, the success in creating value of lorpe numbers of enterprises
in & national economy provides enmings o laree numbers of employees
who can absarb the products tha thase enterprises Fln::-c[u:: and hence
generate the financial returns thar enterprises can reallocate. These
returns can be enhanced by developing products that, even with high
earnings for national employees, can augment the enterprises’ market
shares in international competition.
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Bur, even under a system of liferime employment, employees do not
remain productive foreves, particularly when, as in the case of Japan, the
very suceess of its process of economic development has been a signifi-
cant factor in permitting people to live longer. To support people in
retiremnent requires a sustainable balance between allocation of financial
resaurces to support productive employment and allocation of retums o
employees who have retired. Such a balance Is easier to achieve in the
presence of investments in productive capabilities that make ernployees
more productive over longer spans of their lives.

Japan has the most rapidly aging population in the wartld. The propor-
tion of the popularion aged 65 and older increased from 3 percent in
1950 o 15 percent in 1995, a period during which the proportion of the
LS. population aged 65 and over rose from B percent o just over 12
percent. In 1995 Japan'’s eldedy population was still & smaller prapoe-
tion of the total than in most western European nations, but, with the
proportion of elderly expected to rise to 20 percent by 2010 and 2% pes-
cent by 2020, Japan is expected to have the most aged socicty in the
world within the next penerarion (Seike 1997a, 143; 1997h, 154
Bosworth and Burtless 1997, 11).

Dviving this rapid aging of Japanese society i a combination of longer
life expecrancies and declining birthrres. In 1955, on the eve of the
Japanese high-growth era, the average life expectancy wt birch was 64
years for men and 69 years for women. By 1967 these figures were 70
years for men and 81 years for women—the highest average lifie
expectancies in the world, a distinction chat Japan still malncains (Japan
Sratistics Bureau 1989, 55). Meanwhile, the birthrate has declined per-
siscently, renching a record low of 1.43 in 1995 (the 1995 birth rate fiont
the United States was 2.05 and for Germany 1.28). The rate was w0 low
that in 1995 fewer habies were born in Japan than in any year snce
records began o be kept, which waz 1899 (Nikkei Weekly 1997, 141).

These demegraphic trends have generared @ long-nun problem of inter-
peneraticnal dependence. In 19940, 17 percent of the Japanese popula-
tion were in the 20 to 29 age group and 12 percent were in the 60 to 69
age group. The proportion of the younger group rose to 19 percent in the
mid 19905, but will decline steadily into the carly decades of the next
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century. By around 2005 the proportions will be about equal, at 15 or 16
percent, but then the propartion of the older group will become incneas-
ingly greater than that of the younger group (Seike 1997k, 153). By
around 2025 the progartion of those receiving govemment pension pay-
ments will have incre: to aver 40 percent from the cument 20 per-
cent {Kuwara 1997, 37).

All Japanese are covered by natlonal health insurance {with premiums
based on income) and by povernment subsidies for retined, eldecly, and
low-income people (Opura 1994, 146). The public pension scheme is a
rwo-tiered system. Awailable mo all Japanese residents, with 70 million
participants in 1995, is a narional pension plan, which provides the same
benefits to and requires the same premiums from each insured person,
The second tier is a government-operated employee pension plan, in
which 33 million people participared in 1995, with premivms and pay-
mients depending on the income of the insured. In addition to the public
pension scheme, in 1995 12 million people were covered by corporate
pension funds (42 trillion yen in assets), which are penerally managed by
life insurers and trust banks and can substitute for the state-run
emploves pension plan. Another 1 million Fq::lpl.c contritamed o mx-
qualified pension funds (18 erillion ven in asets in 1993), which are
managed in-house by companies and cannot substitute for the povemn-
ment’s employee pension plan. A person can begin o receive pension
benefics ar age 60, bur in order o keep people working for more years
and to reduce the social security cutlays of the government, efforts are
being made to change oo 65 the age ar which a person can receive full
benefics (Sumki 1998; Ogura 1994, 146-148; Seike 1997h, 153).

In 1995 social security costs accounted for 13.3 percent of national
income, an increase from 7.5 percent 20 years earlier. The government’s
Economic Planning Apency projects that the burden of social sscurity
costs will rise to around 31 percent in 2025 and 35 percent in 2050
{N:il:l:ei: w==1:|.1|l ]WE, ']":|-]' Economic slowdown and recession in the
1990 have not helped the young and strong support the ald and weak.
Mor bas the face that the e toward higher levels of female labor force
participation means that women are no longer as available or willing to
care for the sick and eldedy as chey were in the past. Between 1980 and
1990, as the number of people aged 85 and over increased by 3.8 million,
the proportion of the elderly living wich children or relacives declined
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from 72 percent to 63 percent (Takayama 1994, 106). Propusals are now
being floated for government funding of long-term nursing care for the
ekderly [Suzuki 1997k).

The highly regulared strucrure of interest rates and the low yields on
Japanese corporate equities make it difficulr to suppore the nation's aging
population on the basis of high returns on financial assets, as in the
United States. At the same time, the high volume of savings per
Japanese houschold helps o offser these low rems (Nikkei Weekly
1997, 141). During the 1990s the savings rate in Japan has remained
high, ar about 13 percent {compared with 4 or 5 percent in the Unired
Srates), and the averspe amount of savings per househokd in 1996 was 13
million yen. Bank and postal savings deposits absorh 55 percent of these
savings, with life insurers holding 20 percent, private pensions 3 percent,
and money trusts 4 percent. Another 12 percent of savings are in securi-
ties (Makamura and Yamada 1955, 149),

As a proportion of national income, the value of insurance policies in
force in Japan is almost two snd o half times the UL.S. proportion.
Japanese life insurance companies, which manage a large portion of pri-
vate penslon funds, have a legal obligation o pay benefits our of inrerest
income and have invesved primarily in Japanese government bonds.
During the 1960s the life insurers, in search of higher yields, invested
heavily in LLS, Treasury bills, but sustalned huge losses in the latter half
af the 19805 with the 60 percent appeeciation of the yen relative mw the
dollar. In the lacter half of the 1980s the insurance companies also
shifted their sssers from domestie loans and bonds to equities and then
sustained hupe losses in the early 1990s when the stock marker crashed,

In the 1990s, with the cost of their obligations around 5 percent bur
with dividend vields on stock well under 1 percent, the insurers have
stayed away from new stock purchases. They have shifted much of their
assets into subordinared bank debt and loans to consumer credit compa-
nies, but have not been able to come clase ta the 3 percent rate of returm
they require. In early 1996 the life insurers reduced cheir guaranteed
teturns o pension funds from 4.5 percent to 1.5 percent, leading some
major pension funds o mem from life insrance companies to trust banks
and investment sdvisory companies to manage their portfolios. The
bankruptcy in 1997 of Nisan Mutual Life Insurance Company, the
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sixrecnth largest life imsurer, tesulted in more withdrawals of funds from
the insurance companies {Yamamors 1997; Terr 1997 ).

Corporate pension plans are under heavy pressure as well. A soudy done
for 71 major companies, inclhsding Nippon Steel, Hitachi, and Toyots,
caboulated & 35 percent underfunding of pension assets in 20 years with a
return on investment of 3.5 percent (the current average) and with
4,200 enrolless paying pensions to 1,000 retiress ot current rates
{Makamura and Yamada 1998, 145-162). The low returns on Japanese

wvings are creating pressure to deregulate interest rates and unravel
eross-sharehalding for the sake af higher returns.

A for the public pension sysrem, the government has made proposals o
cut pension benefits or rafse premiums or both (Yashiro 1997). An alrer-
native Is o keep people working for more years of thelr lives and o
make working people more productive. The Japanese pension prokblem
woild be further exacerbared If;, a5 in the United States and Germany,
corporations and their employees opt for early retirement plans, Given a
surplus of waorkers in their fifries in many Japanese companies, the reces-
sionary conditions of the 19905 have made it particularly tempting for
top management to offer early retirement packages o lifetime employees
rather than keep them emploved until the mandatory retirement age
{currently 60 in most companies). Some companies have implemented
such programs, but companies that are too aggressive aboutr encouraging
early retirement risk losing hard-to-replace human rescurces (Kodama
1997 ). Sl more common among major [apanese eompanies i5 & strategy
of reallocating older employees to subsidiaries so that they can remain
emploved and producrive.

Responses to the Pressures to Change

Reallocation of Labor Resources

The long-term financial problem facing the Japanese is the increase in
intergenemtional dependence, The question is whether in the late 19905
their solutions to this problem are consistent with solutions to the more
immediate problem of restructuring the banking system. The current
strategy for resolving the problem of intergenerational dependence
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entails keeping people employed for longer petiods of their lives so that,
as much as possible, they can sustain their standards of living theough
productive employment.

If the Japanese were to follow the 11.5. model for dealing with the prob-
lem of interpenerational dependence, they would dishand the system of
cross-sharcholding and derepulate domestic interest rates to gencrate &
cash flow out of corporations that would support higher retumns to sav-
ings. Unlike the American institutional environment, which favors mar-
ket contral over the allocation of corparate resources and retums, the
Japanese institutional environment favoes arganizational control. The
1.5, model enrails a corporate povernance strategy of downsizing corpo-
rate labor forces and distributing corporate revenues, whereas the serategy
in the Japanese model is to retain revenees and reallocate labor forces.

Jaganese workers already remain in the labor force much longer than in
any other advanced nation. Although high by international standards,
the current labor force participation rate of Japanese men aged 60 o 64
is acnually a sharp decrease from the rate of 84 percent that prevailed in
the 19605, It appears that, as in other countries, Japanese workers have
responded to increases in pension benefits by retiring earlier. The rate
declined o 71 percent in the late 19805, primarily because of an increase
in real pension benefits—in 1973 the government began indexing public
pension benefits o inflation—but abso because of a decline in the pro-
portion in the population of self-employed, whe have a higher labar
force participation rare for older workers (Seike 1997h, 155-157; Seike
and Shimada 1994). In part because of the recession of the 1990s and in
part because of a government policy to reduce pension benefits, from
1988 to 1993 the labor force participation eate of men aged 60 o 64
years old reversed direction, increasing from 71 percent to 75 percent in
1993, eompared with 55 percent in the Unired States and 35 percent in
Germany (Seike 1997k, 155). This was so despite the fact that employed
wotkers in Japan are eligible for pensions ar 60.

In view of the rapid aging of the population, the Ministry of Welfare had
propased in 1984 reducing future pension benefits and rising the mini-
mum age of eligihility from 60 to 65. Benefits were reduced but, in the
absence of policies that would ensure that those between the ages of &0
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amd 65 would be able to find employmens, political opposition prevented
raising the age of eligibility. The Ministry of Labor, therefore, proposed o
the tripartite Employment Policy Council that employers should be
required o keep employees on their payrolls until e age of 65—a policy
that employers vigorously opposed {Seike and Shimada 1994, 4344,

In 1994 the Japanese government reformed the public pension system by
moderating benefic levels and praduslly extending dhe age ar which peo-
ple would be eligible to draw the full pension annuity from 80 o 65,
effective in 2013, The reform also introduced a partial pension for peo-
ple aged 60 to 64 that provides about half of the full pension for those
who would like to retire before 65, For those eligible for pensions who
still remain employed, the reform increased the ameunt of permitted
earnings to ensure that total income {eamings plus pension benefit)
would not decrease as earnings rise (Seike 1996, 4; Seike 1997h,
160=161). Public pension palicy is therefore working to keep people
employed bonger.

[ the lage 1990s the age structure of corporate employmmene combined
with the continuing recession place a strain on most companies thar
woiild seek o keep people employed even longer than is presently the
case. The postwar baby boomers are now creating a bulge of middle-aged
ernplovees in Japanese companies. Bur the demographics are changing.
The size of the population in their twentics, which peaked ac 19,2 mil-
lion in 1996, is predicted o drop to 12.5 million in 2015%; the number of
people in their sixties will increase by about 4 million (Seike 1996, 3).
Berween 20080 and 2010 the proportion of the labor force aged 15 w 29
is expected to decline from 23 percent to 18 percent, and the proportion
over 35 is expected to incresse from 23 percent to 27 percent (Sugeno
and Suwa 1997, 56). Other things equal, employers will find it necessary
to employ an sging labor force over the next two decades.

To remain competitive, Japanese companies that employ an aging labor
force have to concern themselves with the productive contributions of
alder workers, relative to both their pay and the productive contribu-
tiona that could be made by younpger workers. High levels of education
and training and the good health of the labor force combine with the
prevalence of In-house organtzarional leaming o enhance the produc-
tivity of employees over the course of their carcers {Lazonick 1997).
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Mevertheless, the intense demands of oganizational learning, particu-
larly in the presence of rapid rechnological change, place limis on the
miativation ansd akility of alder workers, with glven educarion and expe-
rience, oo attain higher levels of productiviey. To enable companies to
fulfill the commirment of keeping workers employed, the employment
system must be flexible enough to permit the reallocation of labor
resourees and retums o labor n resporse to changes in the productive
andd competitive envifonments.

Japanese companiea already had such a flexible employment system
coming into the 19905, and during the 19905 that flexibility has been
increming (Kameyama 1993; Takanashi 1998). One source of flexibil-
iry is the ability to reduce the number of new hires. The employment
system |5 noted for the practice, especially among the major compa-
nles, of recruicing new employees directly from the educarional system
{hl_gh school inm the case of blue-collar workers, ul:'|.|1.l'-El‘5|L'!.l in the case of
white-collar workers), In the past, when a company was growing
rapidly and had not yet accumulated a lasge supply of experienced
workers whom it had to support, it could hire large numbers of new
graduates and then, after a decade or so, decide which of the cohort
were best suited for employment tracks that provided more responsibil-
ity, authority, snd pay.

What is new in the 1990 is that employers have to be more selective
about new hires. There is a heighrened competition for graduates, particu-
larly univessity graduares, with specific capahilities. Companies used 1o fol-
low the practice of hiring new cmployees at the same time every year to
bepinn work oo April 1. This practice {which, to be sure, some companies
vinlared) was meant w reduwce competition among companies for employ-
ees and ensure that new employees would enter o company and continue
thelr careers in it as a cohort. Now it is becoming acceprable for compa-
nies to hire out of season. In a 1996 survey by Keidanren (Japanecse
Federation of Economic Organizations) of 501 Japanese companies, 13
percent said they hire at various times during the year and another 32 per-
cene said they had such a hiring practice under consideration,

In additiom, Japanese companies have rradirionally filled all openings for

lifetime employment positions with young people {(until the late [980s
invariahly men), who were newly graduared from high school ar
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university. These employees would then be trined intemally to develop
specialized skills. Maw, however, many companies are hiring people who
already have specialized skills, either through work experience or univer-
sity rraining, The Keidanren survey found that 27 percent of respondents
were recruiring people for specific jobs, another 12 percent were recruit-
ing only for specific research jobs, and 22 percent had sch recnuiting
practices under consideration. This kind of change in hiring practices
means that an increasing proportion of young workers are engaging in
job-hopping, although the ultimate objective of their labor mohility is
still to find the particular company that can offer an ameactive liferime
career [Mitta 1995).

A second source of flexibility is in rewards, Traditionally, lifetime employ-
ees were recruited to companies from high school or college and then saw
their earnings mcrease primarily on the basis of seniority {(with supplements
for larger numbers of dependents). The main competition among employ-
ees was over the pace and rype of promatiom, althoush even then senioricy
brulked Large a8 a eriterion for promotion over the fint two decades of com-
pany service. In the 1990s individual performance has begun to count
much more in determining promotion and pay. & 1995 survey of 210 com-
panies based in Tokyo found that 24 percent hud introdueced merit [y Eys-
tems and another 28 percent planned vo do 5o in the next three years.

Third, and perhaps most important, as a source of flexibility is the major
companies’ right, in consultarion with thelr enterprise unions, o reansfer
employess entering their late forties or early fifties to subsidiary enter-
prises, where pay and responsibilities are penerally substantially lower
(Japanese Institute of Labor 1997, 30-31), Provided the subsidiaries can
absorh these employees, the benefit for them is that they per experlenced
personnel without having to invest in training. In some enterprises the
core company assigns employees to the subsidiaries, and in others the
subsidiaries recruit employees from the core company, At the same time,
that small praportion of managerial employees who are considered to be
especially valuable to the company are given the opportunity, even after
the official redrement age, o continse o work for the COHTIPanY im |;u;|.5.'i-
tions of executive responsibilivy and ar relatively high pay.

Cme type of labor reallocadion is shukko, the emporary placement of a
core company employes with a subsidiary, with the core company often
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supplementing the pay of the transferred worker. In theory the warker
could be transferred back to the core company, but n practice the trans-
fer often becomes permanent, with the subsidiary taking over responsi-
bility for the employes. A second rype of labor reallocation is tenseld, the
permanent transfer of an employee to another company. Maost shaddea
il tenseki transfers are from larger to smaller companies. OF all compsa-
nies with 1,000 ar mere employees, about 87 percent engmge in shuldo
and tenseki: the employees transferred are likely to be in their fifties; and
many, if ot most, employees who are loaned to a subsidiary find thar
their new employment becomes permanent, thar is, their status changes
froviny shiakko o tenseki (Sato 1996, 5).

Tradirionally, hoth shukko and tenseki tnsfers were from a core com-
pany to a related company within the enterprise group, But increasingly
in dhe 19905, as subsidiaries have found it difficult to absorb the number
of experienced persomnel that the core companies want to reallocate,
the core companies have been finding unrelated enverprises o which
they can make tenseki transfers. The core company maintains its com-
mitment to lifetime employment, bur the company at which an
employee ends his career may change and the late-career pay of the
transferred worker is likely 1o be lower and his working conditions less
artractive I:S:I:-::- 1955, 1997 a, |',1LJ]'|:.].

This reallocation of labor resources is part of the Japanese phenomenon
of enterprise “spin-off.” Spin-off is a product of a system of corporate
povernance that permits & successful company to allocate both money
and people to the creation of new business entesprises, which then have
considerable autonomy in the allocation of their own resources and
repurns, During the 19705 and 19805 spin-off wis used increasingly as an
organizational strategy (Odagiri 1994, 145-146). During the 1990s it has
become a particularly effective means for a company to reallocate labar
resources in ways that create apportunities for is employees and poten-
tial sources of new emplovment in the economy more generally,

Spin-off enterprises can be suppliers or distriburors in 8 vertical kefetsu
or manufacturers of a new line of produces as part of a horizontal kefresu
or kipya shudan. Spin-off cuts down on layers of management and decen-
eralizes authority and responsibility far more effectively than the much-
vaunted multidivisional enterprise, in which respongibility may be
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decencralized bur authority remaine centralized (O'Sullivan 1996, ch. 3).
In horizontal kefretsu, by crearing new units of strategic decision making
that are focused on particular products, spin-off facilitates the integra-
tion of enterprise strategy and organizational leamning. Spin-off increases
the number of managerial positions that entail suthority snd responsibil-
itw withioue IrCreasing the '|:|l|r|:11: of management ared kence iz of preat
impartance fo the functioning of shueklen.

Although not all spinqalf entails the development of new technology, i
aften functions as a I:I.Fﬂl'ht!ﬂt! farm af venture l:lp'il:l (Mitta 1997} In
1997 the Commitree on Economic Policy of Keidanren proposed spin-off
venoures as one way of meeting the challenges o the Japanese employ-
ment system. In making this propesal, Keldanren is promoting, on a
national scale, a business straepy that has long been practiced by the
major industrial encerprises. The leader in this campalgn is Toyora
Moror Corporarion, whose president, Shoichiro Toyoda, was the chair-
man of Keidanren, In 1996 Toyota set up a 50 billion ven venoure-
capital fund to provide financial sssistance to new enterprises within its
group. In 1997 it expanded the program to include ventures outside the
Toyota group, generally taking equity stakes of 50 percent or more in
each company. In 50 doing, Tovota became the larpest single source of
venture capital in Japan; the next larpest fund has 20 hillion yen. As of
Juine 1997 the Toypata fund had financed 8 ventures and, with applica-
tions from about 300 compandes, planned to invest in about 10 compa-
niEs per ysir in imﬂl.ml'riu such 13 semiconcductoms, information and
communications, biotechnology, environmental rechnologies, and see-
vices for senior citizens (" Toyota Expands Venpure Fund™ 1997; Odagin
15956,

Such efforts by Japanese corporacions to allocace resources o new
sources of domestic employment have become all the more important as,
in the face of high costs in Japan exacerbated by the strength of the yen,
they have sought to rationalize their global operations and have shifred
many of their operations o lower cost locations in Asia (Yahata 1996, 5
Hatch and Yamamura 1996, 7). In 1989 abour 43 percent of foreign
direct investment by Japanese enterprises went to Asia; by 1994 it had
riseny to about 83 percent, with more than 60 percent going to China
Uapan Statistics Bureau 1998, 213). Most of this foreign direct invest-
ment is in manufacturing.
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The accelerated pace of foreign direct invesrment and the rise in import
penerration have raised some fears of a "hollowing out" of employment
in Japan, but within Japan the consensus seems to be that such fears are
overdrawn, Much depends on the incentive and ability of companies to
make invesrments in higher value-added products and processes thar
require complex organizational learning. A 1994 survey by the Expore-
Import Bank of Japan found thar well over 90 percent of Japanese com-
panics that had transferred peoduction facilities overseas either had
retained their key technologies or were developing more advanced rech-
nologies in Japan (Okina and Kohsaka 1996, 71). Many opportunities
exist for develaping these rechnologies in small rechnologically oriented
companies that are networked horizontally and vertically with other
innovative enterprises in their industries (Okina and Kohsaka 1996, 76).

Financial *Big Bang"

There ts abundant evidence that Japan is well-positioned in terms of its
aceumulation of technological capabilities and investments in new tech-
nologles to regenerate its industrial production. In manufacturing it
retains distinet competitive advantages in the integration of precision
enginecring, advanced materials, and electronics. Prime sacoores fiour
induscrial innovation are in the provision of telecommunicatons ser-
vices, transportation services, and energy—inputs to industry and key
components of living standards thar remain high in cost in comparison
wi[h ccthl:r ndwm:url eeaimies fﬂkmn Brnv.'l E:-:ﬂ'l.'mh:l lg?é-. 65].

In order to ke advanape of the new technological opportunities, a
larger proportion of the Japanese labor force will need higher levels of
echucation and specialized tmining. From 1990 to 1996 the number of
males enrolled in Japanese universities increased by 12 percent and the
number of females by 48 percent (Japan Statistics Bureau 1998,
702-703). The changing hiring patterns of Japanese companies along
with the increasing use of incentive pay reflect the needs of thess com-
panies to actract and retain mose highly specialized personnel than was
the case in the past.

The retain-and-reallocate scearegy emphasizes incomes from productive
employment rather than incomes from financial assets to support the
employees over the course of their lives. Given low and regulared
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Table 4 Deregulation Timetshle for Japan's Financial "B.IEEng_"

Fiscal 15997
* Securities houses allowed o handle consmer payments for their clients

Fizcal 1998

* Companies and individuals allowed o handle foceign exchange transactions
without povermniment authorisation

* Banks allowed o sell thelr own investmene trust over the counter

* Ban on financial helding companies lifted

* Firms albowed m become securities brokerages without government licensas

* Securities houses allowed to expand asser management services

Fiszal 1999

» Securities houses free 1o set thelr commilssions on sccuritics trading of any size

* Market-value method ug:pl.'bni v markerahle securities

* Barriers that restricted hanks, st banks, and securities houses from entering
each other's markes removed

* Deanks allowed to issue snight honds

By the end of 2001
® Pamke and securities howses allowed to enter insumnce sector

Schedule not ser
® Enactment of a new fnanctal services baw to FOIvETT hanl:ing, secLrities, and
EMSUrANCE 3CTOR

Smiree; Musibo [shizs, “ Big PFarg” Program Taking Clearer Shape,” Mikiei Weakiy, June
16, 1997,

interest raves and the low yields en corporate stock that prevail in Japan,
any higher rates to Japanese pensions will have to come from invest-
ments on international capital madkets. Such investments, even in safe
foreign securities, are fraughe with exchange rate risks, a5 the Japanese
life insurers found out in the lare 1980s. A prime motivation of the
financial “big bang” policy announced by Prime Minister Hashimaoto
afeer his reelection in Movember 1996 was to put the Japanese financial
sector in @ better position to manage such risks as chey pursue higher
yields on the savings under their control ("City Banks Are Jumping into
Fension-Fund Consulting Services” 1996),

Cenrral to the artempt to deal with the financial crisis is a ransforma-
ton in the ways in which financial enterprises—particularly the long-
term credic banks, trust banks, securities companies, life insurance
companies, and some of the weaker city and regional banks—allocare
the financial resources under their control and generate financial
returns. These financial enterprises have found themselves on the short
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end of specularive investments, made within a highly segmented finan-
cial system, that cannot generate returns. The financial “big bang”
entails a derepulation of the historie segmentation of financial services
in Japam to creare new business opporounicies, both at home and abroad,
for those banks, securities companies, and insurers that are best ahle and
willing to rise to the challenge. Such a strategy requires financial entes-
prises that have a sound financial base at home and can develop the
capabilities to operate simultanecusly and quickly on mternational secu-
rities markets and money markers. These augmented capabilities could
open up new sources of profits for these financial enterprises, thus
enabling them o employ more people in Japan and to being in higher
regurns an howehold savings.

But, despite the image of radical change thar the reform’ slogan is meant
tor impeért, the “big bang" does not entail a deregulation of domestic inter-
est rates nor a dismaneling of cros-shareholding (see Table 4). From the
governnene'’s perspective, the success of this seraregy of financial reorgani-
satbon will depend on the ability of financlal enterprises o learn how o
make profits in the intemationial woeld of financial liquidity, while being
denied the opportunity to extract higher financial rerurns from productive
enverprises ar home. Such a transformation, if suocessful, could enable now
fragile financial enterprises o survive by tapping into high retumns on
financial assets shroad re augment the returns on savings at home. By this
meeans the returns on domestie savings could be incremsed without under-
mining financial commitment o productive enterprises. In transforming
their capabilities 1o provide financial services, Japanese financial enter-
prises alneady face farmidable comperition within Japan from foreign (par-
ticulacly American) companies, the largest of which have been operating
in Japan since at least the mid 19805, Indeed, a number of Japancse finan-
cial enterprises have linked up with foreign compandes to reposition them-
selves in the mew market environment.”

Meicher the deregulation of domestic interest rates nor the unraveling of
cross-shareholding is part of the financial reform agenda. Indeed, despite
its failure to control the bubble economy of the late 19805 and w con-
tain the accumulation of bad loans in the 19905, the power of the
Ministry of Finance and the Bank of Japan to coordinate and regulare
the Japanese financial system in favor of productive investment has
increased during the 1990s, The need 1o ensure financial conditions thar
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can help transform nonperforming loans into performing loans has pro-
vided a rationale for maintaining the structure of low and regulated
inrerest rates. A for financial leverage, the minisory’s Trust Fund Bureay
directly controls at least half of financial rransacrions in Japan. With the
rerure on postal savings accounts still somewhat more favorable than the
return on commercial bank accounts and with the banking system in
fragile condirion, an inereasing propoartion of Japanese household savings
have been deposived with the post office.”

Some, however, see the current financial reforms in the organimation of
the hanking sector as a prelude 1o a dismantling of cross-shareholding
that will eventually give financial interests their higher retums." Others
contend that, with the dereguladion of the financial services sector,
Japanese houscholds will gain acces 1w alternative forms of savings thar
will lead to withdrawals from the postal savings system (Strom 1997,
[4). How far the “hig bang" can proceed without creating powerful
financial interests that have not only the incentive b also the ability o
extract higher yields from the Japansse domestic economy remains to be
seert. What can be said s that the currenr agenda for financial reform
seeks 1o work within the corporare governance framework thar empha-
slzes the rerain-and-reallocate strategy. Such a soravegy is Inconsistent
with the idenlagy of financial deregulacion and shareholder "value
creation” thar has driven the downsize-and-distribure strategy of ULS.
corporations, It i dangesous, therefore, to analyze the possible outcomes
of the ransformarion of the Japanese financial sector from an American
perspective on the allocation of resources and retums.

Notaes

I Corporate srategies are influenced by corporate governance institutions that
reflece different degrees of “marker contrel” and "organicational control.®
hMarket comtrol encowmages n comporate stranepy of downaize amd distribuate;
oganizational contrel encowrsges retaim and reallocate, For the distinction
between thes: types of contral and thelr applicarion o industrial finamee in
comphrative historical perspective, see Lazonick and O'Sullivan (19976},

2. For westemn perspectives that ook only at the role of financial interests in
corpamie governance, st Kester (1991), Gerlach (1992, Schaede {1994),
and Sheard (1998). For critiques of this perspective as applied to the Unired
States, see Lazanick {1992} and OFSullivan {forthcoming b). For a pemspec-
tive on Japanese corporace governance thar s beosdly consistent with the
arguments in this paper, see Abepplen and Stalk [1985). See also Koji
{1994
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3. The rerm for EOVEITUMETLE officials who are finishing their careers ar business
enterprises is omakudar, or “descent from heaven,"”

4. PFor a more general angament concerning the roles of organizations and mear-
kets in the allocation of resources im the process of successiul economic
development, se¢ Lazonick {1991}, For the key chamscteristics of the inmwva-
tion process and cheir implications for the applicability of modern financial
theary for understanding reseurce allocation for economic development, see
CFEullivan (fortheoming 2.

5. Bad loans are defined as loans to bankrupt borrowers, loans for which any
part of intersst has not been paid i six months (excepr when loans have
been restructured)d, and, from fseal year 1993, loans for which the inreress
rute has been reduced below the official discount rate thar prevailed ac che
rime of the reduction.

., For a purcly financial perspective on the “bubhle ecanomy™ by a stalfl person
fog The Econcmise, see Wood (1992).

7. Mark Farrington, senior analyst ar MMS Intematiensl, quored in Lake
{1950},

8, Another expanding market in the 19805 for Japanese city banks, long-tenm
credic banks, amdd trest companies was oversens lending; the propaition of
owerseas oans in the pordolios of all Japunese banks rose from just over 3
percent in 1975 oo 6 percent in 1980, 8 percent in 1985, and 11 percent in
1554,

9. In Fehruary 1998, for example, cash-rich GE Capital Services Corp. took a
mnjor stake in Tohe Mutual Life Insurance Co., and Merrill Lynch hired
2,000 former employees of the bankmupr Yamaichi Securiries as part of o plan
to develop a retail brokerage neowork in Japan. See Sprague and Mugsuko
(1998, and articles lisued ac

herpyibeb.nikkel cojpfenewsSFECLA L highanghighangl haml,

10 Asof July 1998, however, in a move o grenpgthen government oversight of
financial institutions, a new Financial Super'.-:i.'li.ul.'l Awency unsder thz admin-
isrracive coniral of che Frime Minister's Office will take over the role of the
Ministry of Finance in supervising and inspecting fimancial insitutions. The
ministry will continue o plan financial policy (Yokota 1997a). On propased
changes in the ministry's control over the Bank of |apan, sse Fujiwara
{1997} On the growth of poscal savings, Yokoera (1998},

See, for example, remarks by Akiro Kanno, vice chairman and senior execu-
tive director, Fenglnko {Federarion of Bankers Associations of Japan} in
Eeonomist Conferences { 1997, 52)-
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