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Much has been written about the Japanese ‘model’ of corporate governance. Indeed, Japanese-style
corporate governance has been described as an efficient alternative to corporate governance mechanisms
available in the West, and as a model for developing economies. As opposed to American-style corporate

governance, in which hostile takeovers and managerial incentive schemes play a major role, Japanese firms
have traditionally relied on monitoring by large shareholders and banks. This article describes the evolu-
tion of corporate governance in Japan since the Second World War, and surveys the empirical evidence on
its performance. Although there is substantial evidence on the effectiveness of the Japanese system, thereis
also evidence on its significant shortcomings. The article also evaluates the effects of the current macroeco-

nomic and banking crises on corporate governance in Japan, and suggests possible directions for future
changes, which are likely to make Japan more similar to the USA in this respect.

[. INTRODUCTION

The term ‘ corporate governance’ refers to institu-
tional practices designed to get optimal perform-
ance out of managers. Although mechanisms by
which stakeholders influence management exist
everywhere, a large volume of literature has been
written about the allegedly uniquemix of corporate
governance mechanisms that exists in Japan. In-
deed, Japanese-style corporate governance has
often been described as an efficient and viable
alternative to the corporate governance mecha-
nismsavailableintheWest, andin particular, inthe

‘Anglo-Saxon’ financial systems of the USA and
UK. Furthermore, some authors have argued that
because the Japanese-style model of corporate
governanceis, at least in certain respects, superior,
itshould beemulatedinemerging marketsaswell as
in the reforming economies of Eastern Europe.

The objective of this article is to examine the
empirical evidence on the evolution and perform-
ance of the Japanese system of corporate govern-
ance, and to discussits future prospectsin thelight
of the country’ sdecade-long economic slow-down
and severe banking crisis.
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Of the many ways by which stakeholders can
influence management (see Shleifer and Vishny,
1997, for a detailed survey), the present article
focusesonfivemajor corporate governancemecha-
nisms.

» Managerial incentives (stocks and options, per-
formance-based compensation): this category
refersto avariety of meansby whichtheincome
of the firm's management team is tied to firm
performance.

» Hostiletakeovers: if afirmisinefficiently oper-
ated, then there is scope for improved perform-
ance if an outsider (or some of the current
shareholders) takes over the firm, replaces its
management, and initiates anew business strat-
egy.

e Manageria labour markets and ‘career con-
cerns': if managers are rewarded in the labour
market for managing firmsefficiently, thenthey
will beunlikelyto* shirk’ or consume* on-the-job
perks'.

» Monitoringandinterventionby largesharehol d-
ers. thisrefersto avariety of direct intervention
methods on behalf of the major shareholdersto
guaranteethat the firmis managed according to
their preferences(e.g. ShleiferandVishny, 1986).

» Monitoring and intervention by creditors, typi-
cally banks: thisreferstoavariety of methodsby
which creditors (rather than sharehol ders) inter-
venein firm operations (the theoretical founda-
tionfor thisargument isDiamond, 1984).

Traditionaly, in the USA and UK, the first three
mechani sms seem to play the most important roles
in corporate governance. Inthe ‘ Anglo-American’
world, managerial incentive schemesare common,
hostiletakeoversareobserved quitefrequently, and
the labour market for top managers is liquid and
active. Aswewill seelater, and in sharp contrast to
the commonly used mechanisms of ‘Western' cor-
porate governance, Japanese-style corporate gov-
ernance hastraditionally been based onthelast two
mechanisms. I nfluential largeand stablesharehold-
ersare often deeply involved in firm management.
Possibly even more famous, is the role of large
Japanese banks which intervene dramatically in
client firm operations in periods of poor perform-
anceor financial distress. Why is Japan so different
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from the USA in this respect? Which system is
‘better’ ?Will thetwo ‘styles’ of corporate govern-
ance continue to co-exist? The rest of this paper
tries to provide some answers to these questions.

The paper isstructured asfollows. Thenext section
describesthe evol ution and formation of the * Japa-
nese model’ of corporate governance in the early
post-war years and characterizesits main features.
Section |11 surveysthelarge and generally positive
empirical evidenceontheperformanceof the Japan-
ese mechanisms of corporate governance. In sec-
tion IV weturn to critiques of the Japanese system
and in section V we examine the impact of the
recession and banking crisis of the 1990s on its
viahility. Section VI concludeswith someprospects
for the future of corporate governance in Japan.

Il. THE ORIGINS OF THE JAPANESE
SYSTEM OF CORPORATE
GOVERNANCE

(i) The American Reforms and the Dissolution
of the Zaibatsu*

Even though some parts of the contemporary sys-
tem of corporate governance in Japan date back to
the wartime period (Okazaki, 1994), our starting
point in the present analysisis the American occu-
pation reforms of the early post-war years. The
economy of pre-war and war-time Japan wasdomi-
nated by large, diversified conglomerates(zaibatsu)
which controlled over aquarter of all capital assets
inthe economy, and much larger sharesin modern,
heavy industries(Hadley, 1970). Thezaibatsuwere
family-owned conglomerates, controlled through
holding companies, which, in turn, held a large
number of sharesinafirst tier of subsidiaries. First-
tier subsidiaries controlled a second tier of compa-
nies, and soforth, andformed a‘ pyramid’ of firms.
Horizontal ownership and personnel ties between
group firmswere al so common. During the Second
World War, the zaibatsu groups increased their
market power, and played an important role in
providing military equipment and supplies to the
Japanese Imperial Army. Following Japan’ s defeat
in 1945, the American occupation authorities re-
garded the zaibatsu as an important part of the

1 This section draws heavily on Y afeh (1995).
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Japanese social and economic structure that was
responsible for the war. In particular, the market
power of the zaibatsu and the tremendous wealth
of thefounding families madethe dissol ution of the
conglomerates one of the first and most important
targets of the American occupation.

The zaibatsu dissol ution reforms started soon after
the end of the war and ended around 1950. During
thisperiod, all holding companieswere dismantled
and prohibited by law, the founding families were
stripped of their shares, and the pre-war managers
were purged and prohibited fromtaking office. The
resulting change of ownership was of enormous
scale, and over 40 per cent of all corporate assetsin
Japan changed hands (Bisson, 1954). The shares
transferred were resold by the Holding Companies
Liquidation Commission, using severa methods
which were designed to guarantee a dispersed
ownership structure (Hadley, 1970). Indeed, fol-
lowing the conclusion of thereforms, shareholding
by individualsin Japan reached an all-time high of
approximately 70 per cent around 1949 (Aoki, 1988).

Y et, despite the hopes of the American occupation
authorities, the newly created dispersed ownership
structureproved unstable. Withthereopening of the
Tokyo Stock Exchange in 1949, individuals who
received sharesduringthereforms(especially com-
pany employees and residents of cities where the
companies operated) began to sell the stocks they
held. Consequentlyindividual sharehol dingdeclined,
and in the early 1950s a new ownership structure
emerged: instead of individual s, most Japanesecom-
panieswere now owned by other companiesand by
financial ingtitutions, most notably largecommercial
banks (‘ city banks'). This pattern of ownership, in
which the largest shareholders are non-financial
and financial companies rather than individuals or
investment funds, still existsin Japan today.

There are several possible reasons why the period
of dispersed ownership in Japan was so short.
Individuals may have been too poor and too risk-
averse to wish to hold equity, and preferred to
increase their consumption or save in the form of
bank accounts rather than hold risky shares. An-
other reason, commonly asserted by many authors

(e.g. Miyajima, 1994), isthat thereformed firmsin
Japan were exposed to hostile takeovers, given the
dispersed ownershipandthelow equity pricesinthe
Tokyo Stock Exchange soon after the war. To
prevent this, managerssought toestablishafriendly
and stabl e ownership structure by convincing man-
agersof firmswith whom they had been associated
in the pre-war period to acquire some of each
other’s equity on behalf of the companies they
managed, thusinsulating themsel vesfrom external
threats. This created the foundation of the cross-
shareholding arrangements, which, aswill become
clear |ater, have characterized the ownership struc-
ture of Japanese firms until today, and have made
hostile takeovers extremely rare. Note, however,
that even if the new ownership structure insulated
Japanese managers from the threats of hostile
takeovers, itisnot clear if thiswas*‘good’ or ‘bad’.
Althoughitisoften alleged that Japanese managers
canfocusonlong-term objectivesand arenot under
pressure to produce results that will be observable
to shareholderswithinamonth or aquarter, itisalso
possible that this form of ownership prevented
effective corporate governance. We return to this
pointlater.

Inany case, itisfar from certain that the motivation
behind the change in ownership that was observed
inJapan in the early 1950swasindeed the threat of
hostile takeovers. In fact, it is not clear who the
potential raiders could have been. Instead, an alter-
native explanation for the short life of individual
ownershipinJapanissimply that it wasinefficient.
Y afeh (1995) shows that, other things equal, the
greater the percentage of a firm's outstanding
shares expropriated and resold by the American
authorities, the worse was the firm’s performance
intheearly 1950s. Thisis consistent with the view
that large shareholders play an important role in
corporate governance (Shleifer and Vishny, 1986;
Y afeh and Y osha, 1999). Stated differently, in the
absence of takeovers and managerial incentive
schemes, dispersed ownership structures may not
last because they leave management unchecked,
and are therefore inefficient.? But dispersed own-
ership could also have been replaced by concen-
trated family ownership. Apparently this did not
happenin Japan becausethe‘ old wealth’ of the pre-

2 Attemptsto createa‘ democratic’ ownership structure by decree seem to havefailed el sewhere, too. See, for example, Karpoff

and Rice (1989) who use a sample of Alaskan fisheries.
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war period had been destroyed by the American
occupation reforms which stripped the wealthy
zaibatsu families of most of their assets.

Whatever the reasons, as aresult of the American
occupation reforms a new ownership structure
emerged in Japan. Companies were now owned by
other companies, often as part of reciprocal cross-
shareholding ties (which werefurther reinforced in
thelate1960s), banksbecameinfluential sharehold-
ers, hostile takeovers were virtually absent, and so
wereinstitutional investors. Corporate governance
in thisenvironment was based on concentrated and
stable ownership, combined with bank finance.®

(ii) Large and Stable Shareholding

Many authors have documented the ownership of
Japanese firms. Prowse (1990), for example, com-
pares corporate ownership in Japan and the USA,
finding that in the USA households hold nearly 60
per cent of theoutstanding corporateequity, whereas
inJapanthecomparablefigureisonly slightly more
than aquarter. On the other hand, banks hold over
20 per cent of all outstanding corporate equity in
Japan, versus zero per cent in the USA. It is
important to note that the different corporate own-
ersin Japan aretypically a so stable owners, rather
thanliquidportfolioinvestors. Forexample, Weinstein
and Yafeh (1998) and Yafeh and Y osha (1999)
provideevidencefor thehigh stability of ownership
patterns in Japan, showing very little change in
corporate ownership over periods of eight or more
years. Yafeh and Yosha also report figures on
ownershipconcentrationfor listed Japanesefirmsin
the chemical industry, where thetop ten sharehol d-
ers often hold about 50 per cent of the outstanding
equity. In addition to concentration and stability,
Flath (1993) emphasi zescross-sharehol dingarrange-
ments of Japanese companies within the bank-
centred corporate groups (keiretsu).

In conjunction with stable and large shareholders,
highlevelsof bank debt have al so been atraditional
characteristic of Japanese corporations. Hoshi and
Kashyap (1999), for example, report that in the
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1970s the ratio of bank debt to assets among large
publicly traded Japanese firms was about 0.36, a
figure which was six times the comparable figure
for large American firmsat thetime. Not only were
Japanese firms bank-financed, but debt relations,
much like ownership ties, tended to be extremely
stable over time (Aoki et al., 1994; Sheard, 1994).
Thereisnowonder, therefore, that large sharehol d-
ersand bankshaveplayed acentral roleincorporate
governance in Japan, especially in view of the fact
that other, ' Western', corporategovernancemecha-
nismswerevirtually absent. We have already men-
tioned that hostiletakeoversareextremely unlikely
in an environment of concentrated and stable
shareholding. Managerial incentive schemes have
also beenrare, largely because of legal restrictions
that limited their applicability. The Wall Street
Journal (9 April 1998) reports that Japanese com-
panies began to offer stock options to executives
only in 1997. Even aslate as spring 1998, only 56
companies offered such schemes to their execu-
tives and even among these few firms ‘the average
valueof stock optionsissued. . . isafar cry fromthe
millionsof dollarsinstock optionstheUSexecutives
are often granted’. Similarly striking figures are
presented in the New York Times (19 January
1999), where the structure of chief executive of-
ficer (CEO) pay in ten different countries is com-
pared. Long-termincentives, such asstock options,
account for a much bigger share of a US execu-
tive' ssalary thanthey dofor CEOsinJapan. Finally,
‘career concerns are unlikely to constitute an
effectivemechani smto di sci pline Japanese manag-
ers, because top executives typicaly rise through
the corporate ranks and the market for CEOs is
virtually non-existent.

lll. THE PERFORMANCE OF THE
JAPANESE MODEL OF
CORPORATE GOVERNANCE

TheJapanesemodd of corporategovernancewhich
evolved under these circumstances has sometimes
been described as* state-contingent corporate gov-
ernance’ (e.g. Aoki et al., 1994, and Berglof and

3 One could argue that another important component of corporate governancein Japan isintensive product market competition.
Conceivably, companiesoperatingin highly competitive environments, such asthe Japanese el ectronicsor automotiveindustries,
cannot bemanagedvery inefficiently. However, becausethereisnoclear empirical evidenceonthisgovernancemechanismfor Japan,

it is not discussed further in the present paper.
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Perotti, 1994). Whenever firm performanceis sat-
isfactory, management actsindependently or, some
argue, is monitored by the company’s large and
stable shareholders. When firm performance is
poor, then creditors, and in particular, the firm's
main bank (to be defined later) intervene, initiate a
restructuring plan, and discipline the poorly per-
forming management.

A vast literature provided empirical evidence sup-
porting the performanceof thismodel. Thediscipli-
nary role of large and stable sharehol ders has been
supported in a series of studies by Kang and
Shivdasani (1995, 1996, 1997) whoreport apositive
correlation between ownership concentration and
boardturnover or restructuring of poorly performing
firms. Y afehandY osha(1999) provideevidenceon
monitoring by large shareholders in firms whose
performance is ‘normal.” Examining severa as-
pectsof firm behaviour, they find that concentrated
ownership is associated with reduced company
spending on activities with scope for managerial
private benefits (e.g. entertainment expenses).

A much larger literature provides evidence on the
role of Japanese banks in corporate governance.
For example, Sheard (1989) describes forms of
intervention by Japanese (main) banks, and Kaplan
and Minton (1994) aswell asMorck and Nakamura
(1999a) find that poorly performing firmsare more
likely to haveabank executivenamedtotheir board
of directorsthanwell-performing companies. Kang
and Shivdasani (1995, 1997) find that executive
turnover andtheinitiation of arestructuringplanare
morelikely for poorly performing Japanesecompa:
nies that have a main bank.*

Since banks in Japan often hold equity stakes in
borrowing firms, asharp identification of the moti-
vation for bank intervention (debt or equity stakes)
isnot easily obtained. Kang and Shivdasani (1995,
1996, 1997) attempt to separate out the effects of
debt and equity ties on restructuring and board
turnover of poorly performing firms, and arguethat
both main-bank ties and ownership concentration

are important in this respect. However, and in line
with the notion of state-contingent corporate gov-
ernance, Y afeh and Y osha (1999) show that Japa-
nese banksdo not play animportant rolein restrict-
ing the managerial private benefits of firmswhose
performanceissatisfactory. Thereasonisprobably
that banksareprimarily interestedin protectingtheir
outstanding loans (and therefore intervene only
when debt repayment is at risk), because their
equity stakesare small in comparison with the size
of their debt.

In addition to the evidence on bank intervention in
poorly performing client firms, Prowse (1990) ar-
guesthat Japanese banks buy the equity of debtors
with high R& D expenses and liquid assets so asto
prevent ‘asset substitution’ policies. Flath (1993)
predicts that Japanese banks should hold more
equity in firms that are harder to monitor, for
example, fast growing companies with high vari-
ancein performanceand high R& D and advertising
outlays. He does not, however, find a statistically
significant positiverel ation between R& D or adver-
tising expenses and banks' equity stakes.

This vast literature on effective corporate govern-
ance in Japan appeared against the backdrop of
Japan’ seconomicperformanceuntil theearly 1990s.
It was combined with a series of influential papers
by Hoshi, Kashyap and Scharfstein (1990, 1991)
documenting the efficient flow of information be-
tween Japanese firms and their lending banks (the
very same banksthat are so important for corporate
governance). All this created the feeling that the
Japanese model of corporate governance may in
fact be superior to that of the USA and the UK.
Apparently, the Japanese economy was performing
very well, with no need for hostile takeovers that
often involved costly litigation. There was also no
need to tie the compensation of management to
sharepricesand create managerial myopiaor short-
term objectives. The Japanese method of corporate
governance, it has often been argued, encouraged
long-terminvestment which seemedto pay off inthe
form of company growth and market share all over

4 The concept of ‘main bank’ has many definitions that essentially describe long-term and stabl e rel ationships between firms
and the banksthat financethem. Thesetiestypically include equity and personnel aswell asdebt relations. Main-bank client firms
that maintain close equity and personnel ties with other clients of the same bank are often called ‘ group-affiliated’ or ‘keiretsu
members'. The groups are described as ‘bank-centred’ or ‘horizontal’. Firms with looser bank ties and cross-shareholding
arrangementsaredescribed as’ unaffiliated’ or ‘independent’ . SeeWeinsteinand Y afeh (1995) for adiscussion of thesedefinitions

and their applicationsin the empirical literature.
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Table 1
The Decline of Bank Debt in Japanese Corporate Finance: The Ratio of Bank Debt to
Assets for Large Listed Japanese and US Manufacturing Firms2Selected Years

Japanese firms Usfirms
1972 0.39 n/a
1977 0.37 n/a
1980 0.31 0.07
1982 0.30 0.07
1987 0.23 0.08
1992 0.14 0.09
1997 0.13 0.09

Note: Theterm ‘large’ refersto Japanese firmswhose assets exceed ¥120 billion, and to USfirmswhose

assets exceed $10 million.
Source: Hoshi and Kashyap (1999).

the globe. Perhaps the symbol of this favourable
school of thought isthe Aoki—Patrick (1994) book,
which was sponsored by the World Bank, and
essentially stipulated that emerging marketsaswell
as the reforming economies of Eastern Europe
should start of f with Japanese-stylebank finance, at
least until their economies were mature. However,
in spite of the worldwide acclaim, the Japanese
bank-dominated system of corporate governance
involved some very serious problems to which we
turn next.

IV. SOME DOUBTS BEGIN TO
EMERGE

Inthemid-1990s, in spite of the apparent successof
the Japanese model of corporate governance, and
even before the magnitude of the Japanese banking
crisis became evident, some doubts about its supe-
riority beganto emerge. First, itisimportant to note
that not all firmsin Japan maintain long-term rela-
tionswiththeir shareand debt holders. If bank—firm
relations, combined with stable shareholding, isan
effective means of corporate governance, how
comeonly athird to half of al listed firmsin Japan

can be classified as affiliated with a bank-centred
group and maintaining extremely stable debt and
equity relations?® Why is it that since the early
1980s many other firmsin Japan have preferred to
finance themselves through arm’s length transac-
tions (in the stock market or with different banks),
and to have fewer stable shareholders? This ‘re-
veaedpreference’ of Japanesefirmsandthedimin-
ishing importance of bank—firm tiesis clearly evi-
dent in the two-decade-long trend decline in bank
finance (see Table 1).

All this suggests that many Japanese firms did not
find the system of bank finance combined with
stablesharehol ding very satisfactory. Oneexplana-
tion for this phenomenonis provided by Weinstein
and Yafeh (1998) who argue that the Japanese
bank-centred system of finance and governance
has two significant negative consequences. The
firstisthat banksexertinfluenceonthebehaviour of
client firms, and this influence, which is not re-
strictedto periodsof financial distress, isdesignedto
servethebank’ sinterestsasamajor lender, leading
to non-profit maximizing behaviour of the firm.
Banks induce clients to borrow more than profit
maximizationwouldwarrant, and, inaddition, banks

5 Companiesaffiliated with bank-centred corporate groups are the onesthat are most typi cally associated with main bank finance
and stableand concentrated ownership. However, becausegroup affiliationisinformal, any classification of compani esinto group-
affiliated and unaffiliated would be tricky and inaccurate. Several sources attempt to do thisaccording to the extent and stability
of loans, equity, and personnel tiesafirm maintainswith itsmain bank aswell aswith stable shareholderswithin its bank-centred
group. Estimatesvary by rather wide margins, but are usually between athird and ahalf. Of course, many of the unaffiliated firms
also rely on bank finance and stable ownership to a certain extent; see Weinstein and Y afeh (1995).

79



OXFORD REVIEW OF ECONOMIC POLICY, VOL. 16, NO. 2

seemtoinfluenceclient firmsto adopt low-risk and
low-return investment strategies, resulting in poor
performance (low profitability and growth rates) of
mai n-bank-dependent firmsincomparisonwith‘in-
dependent’ firms. Weinstein and Y afeh also show
that the influence of banks within the Japanese
system allows them to extract rentsfrom firmsthat
dependonthem, althoughtheliberalization of finan-
cial marketsduring the 1980s seemsto haveeroded
some of the banks' monopoly power. A similar
argumentismadeby Morck and Nakamura(1999a),
who claim that assigning the task of corporate
governanceto banks, ashastraditionally been done
in Japan, does not always lead to maximization of
firm value because banks as creditors have differ-
ent objectives from banks as shareholders. For
example, banksinterveneinthe operationsof client
firmsif their cash flow or liquidity islow, but not
necessarily when share-price performanceispoor.

Thereismoreindirect evidence on the tendency of
banksto enforcerelatively conservative behaviour
ontheir clients. MontalvoandY afeh (1994) find that
Japanese main-bank client firms invest more in
imported technology than other firms, a feature
which is consistent with the view that banks prefer
low R& D expenditures (which are risky), and en-
courage firms to invest in imported technology
instead.” Hoshi et al. (1993) document the ten-
dency of many (leading?) Japanese firmsto depart
from the traditional environment of bank finance
and stable shareholding, and operate, instead, in a
more‘ Anglo-Saxon’ (market-based) environment.
Other authors (e.g. Allen, 1993; Carlin and Mayer,
1999) have argued (not necessarily in the Japanese
context) that bank finance and governanceis suit-
ablefor thefinancing of ‘ traditional’ manufacturing
industries, butisnot appropriatefor financinginno-
vation. Whenthetechnol ogy isnovel andunknown,
alargeand liquid stock market with a“diversity of
opinions’ isrequired to evaluate future prospects.
Thisideais supported by two recent studies docu-
menting the tendency of innovative firms from

countries where banks dominate the financial sys-
tem to favour (US) stock-market finance (and
dispersed ownership); see Blassand Y afeh (1999)
and Pagano et al. (1999).

The trends of the 1990s, as well as the notion that
bank finance may not be suitablefor the age of high
technology, suggest that even if the Japanese sys-
tem of corporate governance was adeguate in the
past, it may nolonger be sufficient for theadvanced
Japanese economy. The macroeconomic recession
andthebanking crisisof the 1990s, towhichweturn
next, have reinforced thisfeeling.

V. THE BANKING CRISIS, THE
RECESSION OF THE 1990S, AND
THE CHANGING PATTERNS OF
CORPORATE GOVERNANCE

Once the magnitude of the banking crisisin Japan
became apparent, many authors expressed doubts
about the effectiveness of Japanese banks in en-
forcing corporate governance. If banks are so good
at monitoringtheactivitiesof their client firms, how
come they cannot recover so many of their out-
standing loans? Why did the banks finance invest-
ment in land- and real-estate-related projects, thus
accelerating therisein asset pricesin Japan, which
ended with the collapse of the ‘bubble’ in 19907

Horiuchi (1998) isoneof themost influential propo-
nents of this view. He argues that the Japanese
government protected the banksfrom competition,
and guaranteed their survival through the ‘ convoy
system’ (according to which ailing banks were
assisted by their stronger peers and were not al-
lowed to go bankrupt). Moreover, Amakudari (the
practiceof government official staking positionson
retirement in private financial institutions) did not
improvebank performance, nor werethe salariesof
bank executives tied to performance. All this,
Horiuchi argues, has led to bad banking practices

8 The very nature of long-term ties between banks and their clients that may help solve problems of asymmetric information
between the firm and its outside stakeholders (Hoshi et al., 1991), endows banks with some monopoly power because the
information they collect on client firmsis private. See Rajan (1992) for atheoretical discussion of theseissues.

" Thisisnot the explanation provided by Montalvo and Y afeh, who interpret the additional investment of bank clientsinlicensed
foreigntechnology asevidenceof fewer liquidity constraints. Theterm‘ conservative' inthiscontextismeant toconvey thefeeling
that Japanese firms with close ties to banks tend not to be the most innovative leaders in their industries. For example, Toyota
and Hondain the automobileindustry or Sony in the electronicsindustry are all firmsthat do not maintain closetieswith amain

bank.
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because banks simply did not care about taking
excessive risks and financing poor investment
projects. This view casts doubt on the ability of
banks to act as major monitors of client firmsin a
poorly regul ated and not very competitive environ-
ment.

Hoshi and Kashyap (1999) argue that the crisisin
the Japanese banking system does not reflect moral
hazard onbehalf of thebanks, but rather poor timing
of thefinancial liberalization measures. For exam-
ple, while companies became freeto finance them-
selves in domestic and foreign equity and bond
markets, banks wererestricted in the scope of their
activities, whileprivatesavingswerestill channelled
to the banking system. Banks are not ‘guilty’ of
wilful moral-hazardous behaviour but, Hoshi and
Kashyap argue, will no longer be ableto play such
an important rolein corporate governance oncethe
reforms are complete. The authors provide evi-
dence on the changing patterns of corporate fi-
nance, indicating that many of the large Japanese
companies are now no more dependent on bank
debt than their American counterparts (see Table 1
again). Thereis, therefore, intheir view, littlescope
for thecontinuation of Japan’ sbank-centred system
of corporate governance.

Sheard (2000) argues that the Japanese govern-
ment encouraged banksto play animportant rolein
corporate governance by actively supervising their
activities. Now that regul ation of the banking sector
ischanging, thereisapossibility that bankswill no
longer be expected to play such an active role.

The on-going banking crisis has affected the Japa-
nese bank-centred corporate governance systemin
other waysaswell. One notable phenomenonisthe
wave of bank mergers in view of the prolonged
recession. SakuraBank, themainbank of theMitsui
group, isnegotiating amerger with Sumitomo Bank.
DKB, Fuyo, and IBJarein the process of merging.
Sanwa Bank has announced plans to merge with
Tokai Bank and Asahi Bank. Securities and insur-
ance companies are undergoing awave of consoli-
dationaswell. What isparticularly interestingisthat
these mergers blur the borders between the various
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bank-centred groups. This is bound to have an
effect on corporate governance as traditional
shareholding and financing arrangements (main-
bank ties) are undergoing dramatic changes. It will
be interesting to see whether bank—firm ties will
continue to exist once a merged bank serves as a
main bank for two competing firms, something that
so far has never happened in Japan.

Morck and Nakamura (1999b) go even further and
argue that the Japanese system of bank-centred
corporate governance is one of the causes of the
current macroeconomic crisisin Japan. They argue
that ‘ creditor-controlled firms are risk averse and
therefore might excessively direct their capital in-
vestment towards the expansion of existing facili-
ties, minor variations in product design, and other
low risk, low return ventures' (p. 13). This, intheir
view, can lead to an ‘old-fashioned Keynesian
recession’ with excessive capital expendituresand
under-utilized productivecapacity. Suchviewsmay
well accelerate the pace of financial market re-
forms in Japan and help reduce the influence of
banks on corporate governance.

VI. FUTURE PROSPECTS:
CONVERGENCE?

The previous section suggested that the prolonged
banking crisis could bring about changes to the
Japanese practices of corporate governance, at
|east to some extent. And there are yet other forces
pushingfor change. Holding companies, whichwere
banned by the American occupationforcesafter the
Second World War, becamelegal againinJapanin
1998. Thus, holding companies could emerge as
new players on the corporate governance scene,
although they are unlikely to become very power-
ful.®

Somederegul ation of the corporate pension market
isalso under way, so that in the future institutional
investors may become important players in Japa-
nese corporate finance and corporate governance.
Sheard (2000), for example, believes that once
theseinsgtitutional investorsnolonger investinbank

8 Newsarticleson thisissue seem to focus mostly on the possibility of financial holding companiesthat will control subsidiaries
providing avariety of financial services. Holding companiescontrolling unrel ated industrial companiesareprobably lesslikely to
emerge, becausethe nature of benefitsthat could be derived from such astructurein adevel oped economy isunclear; see Khanna

(2000).
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deposits and life insurance companies, they may
well become influential shareholders. In addition,
American-stylecorporate governance mechanisms
have begun to penetrate Japan. One notable exam-
pleisthe changing patterns of managerial compen-
sation. Incentive schemes and managerial stock
options have been gradually introduced ever since
the legidation restricting their use was repealed in
1997. A few hostile takeover bids have recently
taken place; one takeover target was the poorly
performing Shoei group where bidderswerelocal;
in other cases, foreign firms were the ones making
hostile takeover attempts. There are aso some
signs suggesting an imminent demise of ‘life-time
employment’ practices, athough so far changes
seem to have been slower than might have been
expected (see Genda and Rebick in this issue). If
labour markets are to become more active and
movements of employees between firms more fre-
guent, a more liquid market for senior managers
may also devel op, making managerial ‘ career con-
cerns amore salient feature of Japanese corporate
governance. Moreover, if labour practicesdo change
and long tenures of employees with firm-specific
human capital become less common, then stable
long-term equity ties, aswell aslong-termrelations
with abank accompanied by bank assistanceduring
financial distress, may all become less desirable.®
Finally, another force pushing for changeisthe on-
going economic slow-down which has made long-
term cross-shareholding arrangements difficult to
maintain, as firms in various degrees of financial
difficultiesaretemptedtoliquidatetheir holdingsin
other companies. So far, the sale of equity stakes
held by corporationsfor ong periodsof timehasnot
been a widespread phenomenon (Suzuki, 1998).
Nevertheless, if theprolonged recessionisto accel-
eratethetrend of divesting of corporateshareholding,
amoreliquidtradein corporate equity may emerge,
combined with|lessconcentrated ownership. These
changes, if they take place on alarge enough scale,

may further enhance the transformation of corpo-
rate governance practices in Japan.

Even though there seemsto be afeeling that anew
style of corporate governance in Japan is about to
emerge(asreflected, for example,inalargenumber
of recent Financial Times articles on this subject),
the changes that have taken place so far have been
farfromrevolutionary. Hostil etakeoversand mana-
gerial incentive schemes are still rare, while cross-
shareholding arrangementsare still common. Bank
financehasremai ned dominant among smaller Japa-
nese firms.° |n addition, there are forces that may
make the transition to ‘ American-style’ corporate
governanceslow anddifficult. For example, if Japa-
nese saving ratios continue to be high and a large
portion of these savingsisto be held in the form of
bank deposits even after the ‘ Big Bang' deregula-
tion reforms are complete, then a stock-market-
based system of corporategovernanceisunlikely to
develop.® If banks manage to recover from their
current malai se, perhapsthroughdiversificationinto
financial activities such as underwriting, then they
may well remain powerful players on the Japanese
corporate governance scene.’?

Assuming some changesin the direction of amore
market-based system of corporate governance will
eventually take placein spiteof thesedifficulties, is
all thisgood or bad news?Hoshi (1997) summarizes
some of themain benefits(and costs) of theexisting
Japanese system of corporate governance. He
emphasi zesbenefitssuchastheability of thesystem
tofunctionevenintheabsenceof devel oped securities
markets. He a so points out that the Japanese style of
corporate governance prevents unnecessary bank-
ruptcies by facilitating renegotiation with a small
number of creditors and investors. In addition, this
style of corporate governanceinduces stability and
therefore encourages the accumulation of firm-spe-
cific knowledge and capital by employees, suppliers,

9 Aoki (1988) points out that the various characteristics of the Japanese firm, most notably its human resource management
practices and its financing arrangements, are all part of an interrelated system of attributes. For example, when employees have
asignificant amount of firm-specifichuman capital, then cross-sharehol ding arrangementsand main bank tiesmay beamechanism
that helps hedge against risks to the firm and to the value of the firm-specific skills of its employees.

10 Thedeclinein bank finance documented in Table 1 has characterized larger Japanese companies; thereisno comparabledecline

in the case of small firms; see Hoshi and Kashyap (1999).

1 Bank deposits may be especially appealing to risk-averse consumers in recession periods.
2 Hamao and Hoshi (2000) document the recent entry of Japanese banksinto the underwriting market, following the removal
of restrictions that prohibited such activities until the mid-1990s.
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and financial ingtitutions. Finally, Japanese style
corporate governance facilitatestheimplementation
of government policy, assumingitisbeneficial.

All thesebenefitsmay haveserved Japanwell inthe
past. But the prolonged recession suggeststhat this
may nolonger thecase. Bank-inducedinvestmentin
physical capital isno longer as profitable asit used
to be. Bank-induced ‘ conservatism’ seemsto have
runitscourseaswell. Instead, new financial institu-
tions capable of providing finance and support for
innovative sectors (e.g. venture capital firms) may
beneeded. Similarly, stability andfirm-specificcapital
may nolonger beappropriateinthethirdmillennium.
All thisis evident in the ‘revealed preference’ of
leading Japanese companies, which are changing
their financing patternstowardsmoremarket-based
finance, leaving their long rel ationshi pswith banks
(and even with empl oyees) behind. No wonder that
corporate governance mechanismsare changing as
well, albeit very gradually. Eventually, all thiswill
probably amount to atransformation of theinstitu-
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