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[. Introduction
Much has been written about Jgpan's corporate groups over the last 25 years.
Academic and popular views of the keiretsu, as the postwar Japanese groups are
sometimes cdled, range from complete digmissd to admiration of the groups
influence, whether it is dleged to enhance economic growth or to redrict entry into
the Japanese market. The present chapter has three objectives. The fird is to review
the literature on corporate groups in Jgpan and dsewhere, and to summaize the
exiging evidence on the economic roles (if any) that corporae groups have played in
the Jgpanee economy. The second objective is to present, for the firgd time a
comparison of Jgpanese corporaie groups and business groups in other (developed and
developing) countries. The man conduson that emerges from this comparison is that
Japanese groups, while smilar to groups in other countries in many respects, are
different in ther risk and return characterisics. The third and find objective is to
describe the evolution of Jgpan’'s corporate groups over the past 25 years, and to
examine whether or not groups conditute an impediment to dtructurd change in

Jopan. The theds of this chapter is that, with some exceptions there is limited

" Part of this paper was written during a visit to the Sai d Business School and the Nissan Institute,
University of Oxford, whose hospitality is gratefully acknowledged. | am extremely grateful to
Masaharu Hanazaki of Hitotsubashi University and to Hideaki Miyajima of Waseda University for
assistance in gaining access to Japanese data sources, to Colin Mayer for the industry growth data and
to Anat Tamir for research assistance. | am also grateful to Jenny Corbett and Anil Kashyap for helpful
comments and suggestions.



evidence on the economic importance of corporate groups in the poswar Jepanese
economy. There is dso little to suggest that groups have had a mgor impact on
growth rates of particular indudries in Jgpan, and no evidence that Jgpanese groups
(unlike groups in other countries) enjoy any paticular political dout. It is therefore
unlikely thet corporate groups will condtitute an impediment to structura change.

Poweful, family controlled, pyramidd groups (zaibatsu) exiged in Jgpan
between the late nineteenth century and the end of the World War 1I. Our focus here,
however, is on corporate groups in poswar Jepan. Thee are usudly divided into two
types “horizontd,” “financid,” or bank-centered groups, consging of member firms
operding in many indudries, with large financid inditutions (a dty bank, a trus
bank, insurance companies) a the core of the group. There are Sx mgor groups of
this type in Jgpan. The second type of group is often described as “verticd” or
manufacturer-centered group, condging of a large manufacturer and relaied suppliers
within the same industry or in closdy reated sectors (eg. Toyota or Hitachi). The
discusson in this chapter is focused mogly on the former type, the bank-centered
groups, and is organized as follows The next section reviews the literaiure on
busness groups in generd, and evduates the exiding empiricd evidence on the
economic importance of Jgpan's corporate groups. Section |lI focuses on a cross-
sectiond compaison between Jgpanese corporate groups and groups in  other
countries, and Section IV desribes the evolution of groups in Jgpan over time

Section V concludes.



[1. Business Groupsin Japan and Elsewhere: the Literature
[1.1 What isa Group and Who Belongsto It?
Defining a Business Groups

The literature on business groups in generd, and on Jgpan in paticular, hes
druggled with the definition of a busness group for a long time (Khanna, 2000). In
Japan, a in most countries, group membership is typicdly informa’, so that the
criteria used to define the boundaries of the group and to identify its members vary
condderably across countries and sudies. An early sudy by Leff (1978: p. 673) refers
to a business group as “a group of companies that does busness in different markets
under a common adminigrative or financid control,” but this definition is dearly
ingopropriate in postwar Jgpan, where groups lack common control. Strachan (1976)
defines a group as a long-term assodiation of firms and the men who own and manage
them, and points out that a group cannat be identified purdy on the baess of a sngle
metric. Indeed, the criteria used in the literature to identify membership in Jgpanese
groups have mostly been based on severd meessures of long-term reaions between

member firms.

Historical Background: The Origins of the Japanese Corporate Groups

The economy of prewar and war-time Japan was dominated ly large, diversfied
conglomerates (zaibatsu) which, in 1946, controlled about a quarter of dl capita assts
in the economy, and much larger shares in modern, heavy indudtries (Hadley, 1970). The
zaibatsu were family-owned conglomeraies, controlled through holding companies
which in tun hed a large number of shares in a firs tier of subddiaries Frd tier

subsdiaries controlled a second tier of companies, and o forth, and formed a “pyramid’

! Chile is a notable exception to this rule; in Italy the law identifies “common control,” see, Bianchi et
al. (2002).



of firms Horizontd ownership and personnd ties between group firms were dso
common. During World War 1l, the zaibatsu groups increesed ther market power, and
played an important role in providing military equipment and supplies to the Jepanese
Imperid Army. Following Japan's defeat in 1945, the American occupation authorities
(The Supreme Commander of the Allied Powers or SCAP) regarded the zaibatsu as an
important part of the Jgpanese socid and economic Sructure that was respongible for the
war. In paticular, the market power of the zaibatsu and the tremendous wedth of the
founding families made the dissolution of the conglomerates one of the fird and most
important targets of the American occupation reformsin Japan.

The zaibatsu dissolution reforms started soon after the end of the war and ended
around 1950. During this period, dl holding companies were dismantied and prohibited
by law, the founding families stripped of their shares, and many of the prewar managers
purged and prohibited from taking office The resulting change of ownership was of
enormous scae, and over 40 percent of al corporae assets in Jgpan changed hands
(Bisson, 1954). The shares trandered were resold by the Holding Companies
Liquidetion Commisson (HCLC) usng severd methods which were desgned to
guarantee disperse ownership dructure (see Hadley, 1970). Indeed, following the
condusion of the reforms, shareholding by individuds in Japan reached an dl time high
of gpproximately 70 percent around 1949 (Aoki, 1988).

Yet despite the hopes of the American occupation authorities, the newly created
ownership dructure proved undable. With the reopening of the Tokyo Stock Exchange
in 1949, individuds who recaeved shares during the reforms (especidly company
employees and resdents of cities where the companies operated) began to sdll the stocks
they held. Consequently individud shareholding begen to dedling, and in the early 1950s

a new ownaship dructure emerged in Jgpan: Ingead of individuds, most Jgpanese



companies were now owned by other companies and by financid inditutions, most
notably large commercid banks (“city banks’). Ownership ties were sometimes part of
reciprocd cross-shareholding ties, often dong the lines of the prewar zaibatsu groups
(epecidly in Mitsui, Mitsubishi and Sumitomo, see Hoshi, 1994, Yafeh, 1995). Thee
cross-shareholding ties were further reinforced in the late 1960s, and “new” groups
centered on mgor (city) banks were formed (Da-lchi Bank and Nippon Kangyo Bark,
which later merged to form DKB group, Fuji, and Sanwa).

There are severd possble reasons why the period of dispersed ownership in
Japan was 0 short. Individuas may have been too poor and too risk averse to wish to
hold equity, and preferred to increase ther consumption or save in the form of bank
accounts rather than hold risky shares. Another reason, which is commonly asserted by
many authors (eg. Miygima, 1994) is that the reformed firms in Jgpan were exposed to
hostile takeovers once their prewar zaibatsu shareholders were removed. The low equity
prices in the Tokyo Stock Exchange soon after the war may have made Japanese firms
easy targets for hodtile takeovers. To prevent this, firm managers sought to esteblish a
friendly and sable ownership Sructure by convincing managers of firms associated with
eech other in the prewar period to acquire some of each other's equity on behdf of the
companies they manage, and thus insulale management from externd thrests. This
creted the foundation of crossshareholding arrangements, which have dlegedly made
hodtile takeovers extremely rare. However, it is far from certan that the mativation
behind the change in ownership that was obsarved in Jgpan in the early 1950s was
indeed the threat of hodile takeovers. In fact, it is not clear who the potentid raiders
could have been Indead, an dtendive explangtion for the short life of individud
ownership in Japan is smply that it was inefficient. Yafeh (1995) shows that, other

things equd, the greater the percentage of a firm's outstanding shares expropriated and
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reold by the American authorities, the worse was the firm's performance in the early
1950s This is condgent with the view that large shareholders play an important role in
corporate governance (Shlefer and Vishny, 1986). Although dispersed ownership could
have been replaced by concentrated family ownership this did not hgppen in Jgpan,
goparently because the “old wedth” of the prewar period had been destroyed by the
American occupation reforms This argument, however, is less likdy to explan the
reinforcement of cross shareholding ties in the 1960s which was, perhaps, a response to

opening to foreign capitd, and possibly some fear of hodtile takeovers

Who isa Group Member?

Unlike the prewar zaibatsu, poswar groups in Jgpan have no centrad control,
and affiliation with a group is not draightforward to define. Core group members
typicdly teke pat in Presdents Clubs which, ae regula meetings of senior
executives of the largest companies within each group. Members of these “Clubs’ are
easy to identify, and conditute about 10 percent of al liged manufacturing firms in
Jpan (Weingein and Yafeh, 1995). Beyond the Presdents Club, group afiliaion is
informaly defined, and researchers have used a variely of measures to identify group
members.  Exiding definitions weigh various aspects of the rdationship between a
firm and other group members, incduding the extent and dability of cross
shaeholding arangements, the extent and dability of credit and eguity rdations
maintained with the group’'s man financid inditutions, and the extent and frequency
of exchange of personnd.? The weighting schemes (and the corresponding data
sources) usudly concur as fa as the identification of core group members is

concerned, but may differ condderably in defining the boundaries of groups. Thus,

2 Commonly used definitions are Keizai Chosa Kyokai's Keiretsu no Kenkyu, Toyo Keizai's Kigyo
Keiretsu Soran, and Dodwell Marketing Consultants’ Industrial Groupingsin Japan.



Wengein and Yaeh (1995) find the corrdation between the lig of members
identified by different sources to be not vey high, dthough dl commonly used
definitions suggest that group affilisted companies conditute about 40-50 percent of

dl listed manufacturing firms®

I1.2 Explanationsfor the Existence of Groups

The section begins with an evauaion of “podtive’ explangtions for the
exigence of groups (viewing them as dfident solutions to vaious market
imperfections), and ther rdevance to Japan. It then proceeds to discuss more

“negative’ views of the economic roles of corporate groups.

Groups as a mechanism to reduce transaction costs

Corporate groups may be important for reducing transaction codts associaed
with intragroup trade. Applying this idea to Jgpan, Hah (1993) argues that cross
shareholding arangements hdp reduce mord hazard risks among trading partners,
thus fadlitating transaction-gpecific investments. Yet the empiricd evidence in
support of this argument is rather scarce (Hah provides some), and it gopears that the
volume of intragroup trade within the bank-centered groups is rather low (eg.
Odagiri, 1992, Miwa and Ramsgyer, 2001). By contrad, intragroup trade and
transaction-specific invesments may be a mgor factor explaining the dructure and
performance of manufacturer-centered (vertica) groups, where joint development of
new products and intime supply of inputs ae cucd. Indeed, there is subdantiad
evidence that marufacturer-centered groups combine insurance and incentives in a

way that is desgned to reduce holdup problems through longterm reaions without

3 Gibson (1995), who studies bank firm ties in the early 1990s without reference to groups, suggests
that several plausible methods identify the same bank as the “main bank” of most companies, although



ful veticd integraion (Asanuma 1939, Kawaski and MacMillan, 1987, Fujimoto,

1999).

Groups and the Coor dination of Investment across Industries

Ancther possble raison d'étre for groups is tha they facilitate mgor
invesments by providing a mechanism for coordination across firms and indudries.
Groups may therefore be of hdp in orchedrating a “big push.” Thus, Ohkawa and
Rosovsky (1973) view the prewar zaibatsu as an important component in Jgpan's
aoility to absorb foregn technology, which could be soread across group members
Goto (1982) argues tha the reason why groups are observed in a market economy like
Jgpan is ther ability to coordinate in R&D and new invesments. While this may wel
have been pat of the roles played by the prewar zaibatsu, systematic evidence on
joint invesments and R&D among members of Jgpan's podwar groups is not
avalade There is little in the literature on inter-firm coordingtion in R&D and
technology absorption to suggest that the bank centered groups have played a
paticularly important role in this respect (dthough there is some evidence on the

importance of vertical groups, see Brangetter, 2000, Okada, 2001).

Groups as a Substitute for Missing Labor and Capital Market Institutions

The early descriptive litersture on groups has suggested that groups meke up
for inditutions that are missing in developing countries, mogt notably, capitd markets
(eg. Leff, 1978). Khanna and Pdepu (1999) suggest more explicitly that groups in
India and in other developing countries make up for missng inditutions, such as the

maket for <killed labor and management, capitd market, inditutions enforcing

his methodology is not useful inidentifying membersin bank-centered groups.



property rights and more. This, they argue, is one plausble explanaion for the
evidence on superior peformance of group members in India (and in other emerging
markets, see below), especidly when groups exceed a certain Sze (or diversfication)
threshold. Also in this vein, Peotti and Gdfer (1999) argue that Russan Financiak
Industrid  Groups (FIGs) manage an internd capitdl market that may add vadue in the
face of inefficient externa capitd markets in that country. In addition, there is some
evidence that internd capitd markets in the Korean chaebol conglomerates create
vdue (Chang and Hong, 1999). This argument, when gpplied to skilled labor and
management, could perhgps be rdated to the history of the prewar zaibatsu, which
goparently trained a new generation of executives, but seems more difficult to gpply
to the experience of postwar Jgpan, and is not supported by in any Jgpanspecific
sudy. There is little to suggest efficient dlocation of cgpitd within the Japanese
corporate groups, whose growth rates and other measures of performance (discussed
bdow) have not been superior to those of nontgroup firms. Neverthdess, some
relations between the postwar corporate groups and certain aspects of capitd markets

(risk sharing and corporate governance) are discussed below.*

Groups as a Mutual Insurance Mechanism

One function of capitd markets that has been associated with business groups
is the provison of mutud insurance opportunities for member firms. This idea
originates in the literature on the Jgpanese groups, where severad sudies suggest that
groups provide an organizationd mechanian through which risks ae dhaed. A

theoreticd formulation of this hypothess by Aoki (1988) suggests that employees

* Hoshi, Kashyap, and Scharsfetin (1990, 1991), argue that investment decisions of group affiliated
companies are less sensitive to their cash flow positions than investment decisions of non-group firms,
and also that some unnecessary bankruptcies are prevented within the groups. This could be viewed as
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with firmspecific human capitd cannot eadly protect themsdves agangt adverse
shocks and therefore appreciae risk reduction through firm reaions with other firms
within a corporae group, and especidly with the group’'s main bank. Nakatani (1984)
provides empirical support for the dam that Jgpanese busness groups provide a low
profit and low voldility environment. Kashygp (1989) suggests that the low voldility
of profits documented by Nekatani is a result of intragroup trade reations (and
therefore is not a characteridic of find good producers within the groups). There is
ads0 evidence on a paticular form of risk sharing under the auspices of the main bank
within the big dx groups namdy, asssance during finendd didress For example
Sheard (1989) documents a variety of cases in which banks rescued aling clients,
typicdly within their group and often with the assstance of other group members
Hoshi & d. (1990) provide economeric evidence on man bak assgance to
finencdly didressed firms. Weingein and Yafeh (1998) dso argue that members of
the bank-centered Jgpanese groups adopt low risk investment drategies, dthough the
moativation for this behavior is in thar view, not rdaed to risk sharing but to the
(excessve) influence that the group bank and other creditors exet on group firms,
Findly, Khanna and Yafeh (2001) conduct a batery of risk shaing tests among
corporate groups in Jgpan and dsewhere, and find consgtent evidence for mutud
insurance among member firms of Japanese (and Korean) corporate groups, in
contrast with most of the other countries they examine® Thus while there is limited
evidence on other possble economic roles of corporate groups in Jgpan, the risk-
shaing hypothess does enjoy some empiricd support. Furthemore, this mutud

insurance fegture seems to digtinguish Japanese groups from most corporate groups in

evidence that groups do make up for some deficiencies of imperfect capital markets in the allocation of
capital.
® Further discussion of risk and return within groupsisincluded in Section I11.
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emerging markets.®

Groups and Cor porate Governance

Ancther capitd market function that has sometimes been associated with
Japanese business groups is corporae governance. For example, group members ae
viewed as important in the theoretical corporaie governance modd of Berglof and
Perotti (1994). Yet overdl, the empiricd support for the specid role of groups in
corporate governance agppears to be limited. There is much evidence on the role of
man banks, typicdly within corporate groups in disciplining managers of distressed
firms, and in restructuring their operations (Yafeh 2000, Hoshi and Kashyap, 2001).
There is ds0 some evidence on the role of large shareholders (often part of the group
as wdl) in corporate governance, agan modly with respect to poorly peforming
companies (Kang and Shivdasani, 1995 and 1997)2 But there is very little to suggest
that corporate groups contribute to corporate governance beyond the roles played by

the group banks and by large shareholders.

Groups and Monopoly Power
The fear tha groups with “degp pockets’ may drive more focused (smdler)

competitors out of the market is not new, and was one of the mativations for the

® The sociological literature has also emphasized risk sharing within Japan’s corporate groups, see
Lincoln et al. (1996). At the same time, the evidence on risk sharing within corporate groups in Japan
has not been unchallenged, see Beason (1998), Kang and Stulz (2000), and Miwa and Ramseyer
(2001a) and (2001b).

" The vast literature on the Japanese main bank system will not be discussed here (see Aoki and
Patrick, 1994, and Hoshi and Kashyap, 2001). What should be noted, however, is that the empirical
literature on Japan has often treated bank-firm relations and group affiliation as one of the same. To a
great extent, this is because the available definitions of group affiliation focus on ties with the group’s
main bank. Thus, a large number of empirical studies actually rely on group data to suggest that long
term bankfirm relationships may matter for corporate governance, mitigation of informational
asymmetries between the firm and its financiers, and the resolution of financial distress.

® Yafeh and Yosha (2002) provide some evidence for the role of large shareholders in corporate
governance in companies whose performance is normal.
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American occupation forces atempt to dissolve the prewar zaibatsu (Yafeh, 1995).
While groups in some countries, eg., Korea, do gopear to dominate markets, the
generd evidence on the reation between maket power and busness groups is wesk.
Encoua and Jecquemin (1982) find little evidence of monopolization by French
groups. Lawrence (1993) argues that Japanese groups conditute a barier to entry
because they prefer to purchase inputs from other group members, and thus redtrict
competition by foreign firms. The evidence on the limited extent of intragroup trade
is inconggent with this argument and, moreover, Lawrences empirica evidence in
support of this argument is not fully convincing (Saxonhouse, 1993). Weingein and
Ydaeh (1995 use an indudrid organizaion framework to examine the rdation
between the intendty of competition and the market share of Jgpanese bank-centered
groups. They suggest that, if anything, group members tend to compete more
aggressvely than other firms dthough fierce competition may wel conditute a
barier to entry, there is no evidence of colluson among group members a the

expense of “outsders”

Groups and Political “ Rent Seeking”

As in prewar Jgpan, the origins of business groups and ther initid growth in
many countries was influenced by close ties with the government. The prewar
zaibatsu emerged in the 1880s as pat of the Matsuketa privatizetion of government
owvned asts, and expanded to a large extent through government contracts and
procurement. Groups in India emerged after independence, when busnessman with
government ties acquired assets tha had belonged to the British. In Koreg, the
chaebol groups were formed under the auspices of the government, and darted off by

usng assets left after the end of the Jgpanese occupation. Such close government ties
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have prompted accusations that business groups derive benefits from rent seeking and
government favors, and ae theefore inefficdent. Fsman (2001) finds explicit
evidence for this in Indonesa Neverthdess, there seems to be no syslemdic evidence
linking the poswar Jgpanese groups with corruption or Specific government favors
and contracts. Indudtrid policy was notorioudy conducted a the industry level and no
firm-specific subsdies were given (Johnson, 1982). Recent corruption scandds do not
seem to involve group éffilisted firms more than other corporations, and corporate
groups have never been mentioned as pat of the traditiond LDP condituencies
(which are usudly thought of as composed of fames smdl shop owners and

perhaps the construction industry)®

Groups and Expropriation of Minority Shareholders

A growing recent literaiure has blamed business groups with “tunnding,” the
exproprigtion of minority shareholders. Claessens et d. (1999) argue that groups are
asociaded with minority shareholder  exproprigtion in Asa Smilaly, Johnson & d.
(2000) as well as Betrand et d. (2000) view groups as inditutions thet are associated
with poor protection of property rights and endble “tunnding” of funds from minority
shaeholder to the contralling party. This argument is dso unlikdy to be particulaly
rdevant to Jgpan, mod notebly because Jgpanese groups do not have a controlling
shareholder, and dso because, according to the commonly used La Porta et d. (1998)
cassfication, the legd protection of minority shareholders in Jgpan is not bad. Even
though some cases in which unhappy Japanese shareholders sued corrupt corporations
have been reported in the press, there is little sysematic evidence to suggest thet

group dffilited firms in Jgpan ae paticulaly prone to minority shareholder

® One measure of government-business ties in Japan is the practice of Amakudari, the transfer of
bureaucrats from the government to the private sector. Van Rixtel (2002) finds that firms within
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expropriation.

In sum, much has been written on Japan's corporate groups, and yet concrete
evidence (pogdtive or negative) on their economic importance is surprisngly scarce.
Only the groups role in mutud risk sharing hes received some empirical support. In
addition, there is much evidence tha large shareholders (often within a corporae
group), and man bank redtionships (dso typicdly within a corporate group) are often
important for corporate governance, dthough there is little to suggest the importance

of the group structure per se.

[11. Business Groupsin Japan and Elsewhere

This section compares Jagpan's corporade groups with groups in  other
countries. The main thrust of the comparison is that Jgpanese groups are not unique in
dructure, but are perhaps “specid” in ther (low) risk and (low) return characteristics.
Because of data condraints most of the countries included in this comparison are
“emerging makets” dthough some comparisons will be made with Itdian groups as

wall.

Corporate Groups around the World: A First Look

Table 1 describes corporate groups in Jgoan and in a severd emerging
markets. The fraction of firms classfied as group afiliated ranges from about a fifth
in Chile and Venezuda to about twathirds in Indonesa In Ity more than 50 percent
of dl indudrid companies bdong to pyramidd groups (Bianchi e d., 2001). As

noted above, in Japan, members of Presdents Clubs account for less than 10 percent

corporate groups were less likely to receiveAmakudari than other firms.
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of liged menufecturing firms, whereas other group definitions (eg. the one provided
by Dodwel Maketing Conaultants, or Keiretsu no Kenyu's) identify close to a hdf of
al liged manufecturing firms ae group members. Thus in tems of ovedl
prevaence groups, Japan does not seem to be different from many other countries.

Table 1 dso indicates that in Jgpan, as wedl as in virtudly dl the other
countries for which data ae avalable (Turkey being the only exception), group
affiliasted firms are larger than unaffiliated firms™® This pattern is very pronounced in
Ity as wdl, where large firms are predominantly group effiliated: over 99 percent of
the firms with over 1000 employees are group members, and o are about 89 percent
of the firms with 500-1000 employees By contrast, less than 40 percent of smadl

firms (with less than 100 employees) are group members (Bianchi et d., 2001).

Group Sructure and Location across Industries

Japan's postwar corporate groups are different from groups in other countries
in the congpicuous absence of a centrdized decison making mechanism.  Without
holding companies (legdly banned between the end of World Wer 11 and 1998) and
any other formd joint control mechaniam, it is hard to expect groups to coordinate
thelr activities to a large extent. This is in sharp contrast with Itdian groups, where an
daborate pyramid dructure guarantees centrdized control; indeed, Bianchi & 4.
(2001) argue that the very reason for the prevdence of groups in Ity is to generae a
wedge between control and cash flow rights. Although the degree of cohesiveness of
groups vaies across countries and across groups, in many  emeging markets,

induding Korea, groups seem to be far more centrdly controlled than they ae in

19 pifference in median size between Presidents Clubs members and other firms are somewhat bigger
than differences in means —the mean size of Presidents’ Clubs members is about seven times bigger
than that of non-members. The mean size of firms, which are classified as group affiliated by Dodwell
is about 50 percent higher than the size of unaffiliated firms.
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Jgpan. Thus, the “loosg” dructure of Jgpan's postwar groups gppears to be didinctly
different than the dructure of groups in many emerging markets (and dso in sharp
contrast with the prewar zaibatsu).

The soread of groups across menufacturing indudries is displayed in Table 2
(data on services are incomplete). Perhgps the most notable pattern is the absence of a
clear pattern of group location across indudries, dthough there is some evidence that
groups in severd oountries tend to locate in somewhat more cgpitd intensve
indugtries. This paitern is reminiscent of the prewar Jgpanese zaibasu, dthough it is
far from universdly true. The postwar Japanese group firms seem to be eenly spreed
across many sectors (the so cdled “one st policy”). This paitern is not unique to
Jgpan; for example Chileen groups dso seem to exhibit this tendency, dthough their
structure gppears to be less “complete’ than that of the Japanese groups. In terms of
sdes, relativdly more cgpitd intensve sectors such as metds or chemicas ssem to be
paticularly important for Jgpan's corporate groups both in terms of the fraction of
totd group assats as wdl as in terms of the group firm's market shares. These sectors
ae gengdly important for the Japanese economy as a whole, s0 this finding is hardly
aurprisng. Fndly, the importance of services mos notably financid services, varies
tremendoudy among groups in different countriess. Whereas in some countries
groups entry into the financia sarvices indugtry has been redricted (eg. Koreg), in
other countries services conditute the bulk of the group's activity. Thus it appears
that, asde from the loose control, the structure and organization of Jgpan's corporate

groupsis not unique™
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Risk and Return of Group Members

Table 3 digplays smple profit raes and profit volatility satistics for group and
non-group member firms in Jgpan and esewhere. The Jgpanese corporate  groups
aopear to be characterized by low-risk and low-return, dthough differences in
medians appear to be smdl and not dHatidicaly dgnificant. Differences in mean
profitability (3.7 percent for members of President Clubs versus 4 percent for other
firms) are adso datidicdly indgnificant, dthough differences in mean dandard
devidgion of profitability are datidicdly sSgnificant (dandard deviation of operating
profitability of 24 for Presdents Clubs members versus 29 for other firms). Usng
the Dodwdl definition, group afiliaed firms exhibit dgnificantly lower meen
profitability, as wel as ggnificantly lower mean and median sandard deviaion of
profitability rdaive to other firms It is interesting to note that low risk and low return
is far from a universa characterization of groups around the world. Only in Sx out of
twelve countries in the table are profit rates and profit volaility lower for group
afiliated firms, though not dwaysin a satidicaly significant manner.

The characterization of the Japanese groups as providing a low risk and low
return environment is borne out in more sophidticated econometric tests of the mutud
insurance hypothesis conducted in Khanna and Yafeh (2001). They report that
Japanese business groups (members of Presidents Clubs) ssem to provide mutud

insurance for members firms according to virtudly dl of the tests they conduct™® At

"t is also hard to argue that the presence of groups has changed Japan’s industrial structure in some
way, because group firms tend to be located in sectors that could well be described as part of Japan’s
comparative advantage, although see Lawrence (1993) for another view.

12 The main tests that were applied to Japanese data are the following: 1) A benchmark OLS regression
where the standard deviation of operating profitability is regressed on a number of control variables
and a group affiliation dummy. 2) A test of the relation between the squared residuals from a regression
with profitability as a dependent variable, and a group affiliation dummy. 3) Tests of first order
stochastic dominance comparing the distributions of profit volatility among group affiliated and non-
affiliated firms. 4) A test comparing whether the distribution of profitability among group firms is more
skew than among non-group firms because groups bail out member firms in financial distress and
should therefore include fewer poorly performing members. 5) A two-dimensional stochastic
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the same time, this is hardly true for most groups around the world: while groups in
Korea and a few other countries dso seem to provide a low risk environment
according to these teds, groups in most emerging markets do not. Furthermore, there
seems to be little reation between the extent of development of a country’s financid
system and the extent of mutud insurance provided by groups. In Jgpan too, there is
little difference between measures of mutud insurance within business groups before
and after the liberaization of Japan’ sfinancia marketsin the 1980s.

The dmple profitability datidics reported in Table 3 suggest that in many
cases, group filiaed firms outperform their unaffiliated counterparts. More detailed
econometric  dudies (controlling for various firm and group characteridics) dso
confirm that group membership is often associated with superior peformance (eg.,
Chang and Choi, 1988, for Koreg, Keger, 1998, for Chinga, Khanna and Paepu, 1999,
and 2000, for Chile and Indig). By contradt, the raw figures for Japan, Suggesting
lower profit raes for group dfiliated firms, ae confirmed by a lig of empiricd
studies Caves and Uekusa (1976), Nekatani (1984), Odagiri (1992), Weingein and
Yaeh (1995 and 1998), and Kang and Shivdasani (1999) dl find that members of
bank-centered Jgpanese  groups under-peform  otherwise comparable  uneffiliated
firms Weindein and Yafeh (1998) dso point out that growth rates among group
dfilisted companies were never higher than growth raies of  corresponding
unaffiliated companies A plausble explangtion for this phenomenon is that Japanese
group firms do something other than profit maximization, perhaps in accordance with
the interests of influentid creditors (banks) within the group (see Hoshi and Kashyap,

2001). We conclude that, in terms of risk and return tradeoffs, Japanese corporate

dominance test of the hypothesis that group affiliated firms exhibit both low profitability and low profit
volatility relative to non-group firms. 6) A test derived from Asdrubali, Sorensen and Y osha (1996) of
the extent to which shocks to profitability are smoothed through changes in dividend received. For
Japanese groups, evidence of risk sharing (low profit volatility) was found in all tests except 5.
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groups gppear to differ from most of the corporate groups elsewhere.

V. Japanese Corporate Groups: Long-term Changes and Futur e Prospects

This section begins with an evduation of the impact of corporaie groups on
the devdopment of the Jgpanese economy in the long run. It then proceeds to a
discusson of the evolution of the groups over time, continues to discuss the relaive
performance of group members in the 1990s and concludes with an examingion of

the recent weekening of cross shareholding ties

Corporate Groups and the Long-run Development of Japanese I ndustries

One (admittedly rough) way to evaduae the impact of corporate groups on the
devdopment of indudtries in which group members ae located is to compare the
growth rates of indudtries in Jgpan and the US, and to relate the differences to group
presence. Using industry-levd growth rates (drawvn from Carlin and Mayer, 1999),
Table 4 digplays the fastes growing and declining indudtries in the US and Jgpan for
the period 1970 through 1995. In terms of capitd formation, the same indudries lead
the lig in both countries in tems of growth of vaue added there ae some
differences. Dedining indudries in the two countries are dso quite Smilar. For the
purpose of the present discussion, there is nothing to suggest that the growth rates of
industries where group presence is more pronounced (see Table 2), is subdantidly

different in Japan than in the US.

Industry Location of Japanese Groups

There is little evidence that the dructure of Jgpan's corporate groups changed
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dgnificantly, a leest until the mid-1990s. Group &ffiliation data drawn from the 1994
volume of keiretsu no kenkyu, suggest that group members are ill spread across
many sectors, with their presence more pronounced in the chemicds, meachinery, and
dectronics indudries, much like in earlier periods. There is no resson to suspect thet
groups have re-organized so as to focus more on certan indudries, a least until the
ealy 1990s The differences in d9ze between group and nongroup firms documented
earlier seem to have perdged into the 1990s, and, much like in earlier periods, group

firms are dill somewhat more leveraged (Table 5).

The Performance of Group and Non-group Firms in the 1990s

It is interegting to examine if the risk and return differences between group
members and other firms documented earlier can 4ill be obsarved in the 1990s Table
4 suggess tha smdl differences in ROA ae dill present in the 1990s, with group
afilisted companies being somewhat less profitable than uneffiliated firms and with
differences in ROA being larger and nearly datidticdly sgnificant (a the five percent
levd) in compaison with other messures of profitability. The characterization of
group members as less volaile appears to hold for the 1990s as well (Table 5).*
Table 6 suggedts that differences in  profitability between group members and
unaffilisted firms, a least when measured by ROA or by the rdio of operating profits
to assts, ae observed in multivariate regressions as wdl. It is dso interesing to note
that while the average group affiliatled company experienced a (homind) asset growth
of about 10 percent between 1991 and 2000, the assets of non-group companies grew,

on aveage, a about 17 percent during the same period. Thus risk and return

2 The industry definitions used in Carlin and Mayer (1999) are somewhat different than the 2-digit SIC
classifications used in Table 2. It is therefore difficult to calculate the correlation between industry
growth and group market share.
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differences between group members and other companies seem to hold in the 1990s
aswell.

To the extent that performance differences in earlier years were due to bank
monopoly power (leeding to non profit maximizetion among group firms see
Wengen and Yadfeh, 1998), the evidence from the 1990s may atest to continued
influence of banks on ther remaning dient firms It is interesting to note, however,
that differences in ordinary profitability (which indudes interest payments) which
were documented in Weindein and Yafeh, are no longer obsarved in the 1990s
perhgps group banks are no longer able to charge rdativey high interest rates. Low
profitability of group members as a result of low risk draegies may gill explan some
of the differences in the 1990s as the low voldility of profits suggests Findly, it is
quite posshle that some of the rdaivdy poor peformance of group members in the
1990s is due to the phenomenon of good firms ending their long term ties with ther
man bak, axd possbly with ther bank-centered group (see Hoshi and Kashyap,

2001), and further discussion below).

The Recent Weakening of Corporate Groups

Some recent dudies have focused on the posshility of digntegration of
Japan’'s corporate groups. The ongoing recesson in Jgpan and the decline in share
prices may have made cross shareholding arangements codsly to mantan and the
weskness of the group’'s main banks may have dso contributed to the disintegration
of the groups At the same time it is possble to argue tha mutua risk sharing
arangements within the groups ae paticulaly vauable in the present economic

conditions. Suzuki (1998) reports that the sde of equity stakes held by corporaions

4 About 59 percent of the firmsin this sample are classified (according to the 1994 volume of keiretsu
no kenkyu) as group members, a higher fraction than in earlier samples (need to check why).
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for long periods of time has not been a widespread phenomenon a the time he
conducted his research. A more recent study by Okabe (2001) shows that subgtantia
divesment of shares has been going on within the corporae groups in recent years,
expedidly by nonfinencid corporaions His man finding is that non-financid
corporations  have reduced cross dhareholding ties with financid  inditutions
subgtantidly, wherees other forms of cross shareholding within the corporate groups
(@among finandd inditutions between financid inditutions and  non-financid
capordions and among nonfinencid corpordions) have remaned  virtudly
unchanged. For example, shares hdd by finendd inditutions as pat of cross
shareholding arangements, remained unchanged between 1987 and 1994, and then
dedined from about 8 percent of dl shares in 1995 to 6 percent in 1999. This reflects
a gndl decreae of smilar magnitude in shareholding by financid inditutions in both
finendd and nonfinenca companies By contrad, shareholding by non-finencid
corporaions declined somewhat in the early 1990s, and then, during the same 1995
1999 period, declined from about 9 percent of totd market vadue to 45 percent. This
dedline is accounted for primarily by a fal in shares hdd by corporaions in financid
inditutions (a fdl of 4.1 percentage points, see Okabe, 2001, Table 2). A Nippon Life
Insurance (2001) study (which is the source of Okabe's figures), confirms more
broadly that the reduction in cross shareholding is a rddivey recent phenomenon
(manly a feature of the second hdf of the 1990s), and dso thet this phenomenon is
similar across al mgjor corporate groups.

The evidence on decreasing cross shareholding retios, especidly between non-

' For example, in the Mitsubishi group, average cross shareholding remained unchanged between 1987
and 1997, at a level of about 14 percent, and then declined to 11.3 percent by 2000. In the Sumitomo
group, the overall decline was from 13.4 percent in 1987 to 8.9 percent in 2000; In Mitsui, the decline
was from an average cross shareholding of 10.2 percent in 1987 to a mere 5.1 percent in 2000. In the
Fuji, DKB, and Sanwa groups, cross shareholding declined from 11.2, 9.1 and 9.3 percent in 1987 to
4.6, 6.3 and 4.9 percent in 2000, respectively (NLI, 2001, Table5).
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finendd corporaions and banks, is compounded by evidence on firms deciding to
discontinue their longterm reaions with the group’'s main banks This phenomenon,
documented initidly by Hoshi, Kashygp and Schafgen (1993), is investigated more
recently in Anderson and Makhija (1999) and in Miygima and Arikawa (2001). There
is no doubt thet the phenomenon of firms choosing to discontinue ther main bank ties
(typicaly within their corporate group) is of large magnitude.

Another factor, which is likely to further dedtabilize the corporate groups is
the recent merger wave among financid inditutions that cuts across traditionad group
lines. For example megers between DKB and Fuji banks (together with the
Industrid Bank of Jgpan), or between Sekura (Mitsui) and Sumitomo banks could
potentialy leed to mergers of their clients firms™ It will certainly dter the present
Stuaion in which no group contains two competing firms and no man bank saves
two competing companies.

The dedline in corporate groups gppears to be associaed with a generd move
towards a more market based financd system in Jgpan (Hoshi and Kashyap, 1999),
and may have even contributed to the decline of stock prices in Jgpan. Yet it would be
ridiculous to argue that the miserable returns on the Tokyo Stock Market are smply
due to the “dumping” of shares formerly hdd within the corporate groups. The
unwinding of cross shareholding within the groups should have contributed to market
liquidity, dthough this effect is hard to assess given the deteriorating macroeconomic
conditions Findly, a decrease in dable shareholding within corporate groups is likdy
to increese the likdihood of hodile tekeover. Indeed, a few takeovers have been
observed in Jgpan in recent years (Yafeh, 2000), but none of them has involved a core

group company o far.

A recent (early 2002) exanple of this is the merger talks between the marine and fire insurance
companies of the Mitsui and Sumitomo groups.
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V1. Concluding Remarks

There are dgns that corporate groups in Jgpan ae undergoing significant
change. A dedine in cross shareholding, as wdl as in the prevdence and intengty of
main bank reationships is observed in recent years The consolidetion of barks across
groups is likdy to accderate the trend tha makes former redationships obsolete If
groups were ever an impediment to dructurd change, perhaps mogt notably to hodile
takeovers and market based corporaie governance, they are unlikdy to conditute a
mgor obdacle in the future Strangdy enough, with the exception of some degree of
risk sharing tha will probably be log, not much is going to be missed in terms of
economic roles played by the groups. Even the mutud insurance provided within
corporae groups is likdy to decline in importance, as firmspedific humen capitd will
lose its importance and financid markets become ever more devdoped. Smilarly, the
corporaie govenance roles dlegedly played by lage dhaeholdes and financid
inditutions within the corporate groups are likedy to be replaced by new, perhaps
more market-oriented mechanisms guaranteging the efficent operations of firms
Thus limited economic importance, combined with little politicd cout, suggest thet
Japan’s corporate groups are unlikey to conditute an impediment to future changes in

financid markets and corporate strategy.

24



References

Anderson, C. and A. Makhija (1999), “Deregulation, Disntermediaion, and Agency Costs of
Debt: Evidence from Japan,” Journal of Financial Economics, 51, pp. 309-339.

Aoki, M. (1988), Information, Incentives and Bargaining in the Japanese Economy
(Cambridge, Cambridge University Press).

Aoki, M. and H. Patrick (eds) (1994), The Japanese Main Bank System: Its Relevance for
Developing and Transforming Economies (Oxford, Oxford University Press).

Agdrubai, P, B. Sorensen, and O. Yosha (1996), “Channds of Interstate Risk Sharing:
United States, 1963-1990,” Quarterly Journal of Economics, 111, pp. 1081-1110.

Asanuma, B. (1989), “Manufacturer-Supplier Relationships in Jgpan and the Concept of a
ReationSpecific Skill,” Journal of the Japanese and International Economies, 3, pp. 1-30.

Beason, Richard (1998), “Keretsu Affiliation and Share Price Voldility in Jgpan,” Pacific
Basin Finance Journal, 6, pp. 27-43

Berglof, E. and E. Perotti (1994), “The Governance Structure of the Japanese Financid
Keiretsu” Journal of Financial Economics, 36, pp. 259-284.

Bertrand, M., P. Mehta and S. Mullainathan (2000) “Ferreting Out Tun
Working Paper No. 7952.

Bianchi, M., M. Bianco, and L. Enriques (2001), “Ownership, Pyramida Groups, and the
Separation between Ownership and Control in Italy,” in F. Barca and M. Becht (eds), The
Control of Corporate Europe (Oxford, Oxford University Press).

Bisson, T. (1954), Zaibatsu Dissolution in Japan (Berkeley CA, University of Cdifornia Press).
Brangetter, L. (2000), “Veticd Keresu and Knowledge Spillovers in  Japanee
Manufacturing: An Empirical Assessment,” Journal of the Japanese and International
Economies 14, pp. 73-104.

Carlin, W. and C. Mayer (1999), “Finance, Investment, and Growth,” CEPR Discussion Paper
No. 2223.

Caves, R. and M. Uekusa (1976), Industrial Organization in Japan (Washington DC, The
Brookings Ingtitution).

Chang, Sand U. Choi (1988), “Strategy, Structure, and Performance of Korean Business
Groups. A Transaction Cost Approach,” Journal of Industrial Economics 37, pp. 141-158.

Chang, S.J. and J. Hong (1999), “Economic Performance of the Korean Business Groups:
Intragroup Resource Sharing and Interna Business Transactions,” unpublished manuscript,
Korea University.

Claessens, S, S. Djankov, J. Fan, and L. Lang (1999), “The Rationde for Groups. Evidence
from East Asa” unpublished manuscript, The World Bank.

Encaoua, D. and A. Jacquemin (1982), “Organizationd Efficiency and Monopoly Power: The
Case of French Industrial Groups,” European Economic Review, 19, pp. 25-51.

25



Journal of Business, 73, mp. 1-23.

Kang, J and A. Shivdasani (1995), “Firm Performance, Corporate Governance, and Top
Journal of Financial Economics, 38, pp. 29-58.

Kang, J. and A. Shivdasani (1997), “Corporate Restructuring During Performance Declinesin
Japan,” Journal of Financial Economics, 46, pp. 29-65.

Kang, J. and A. Shivdasani (1999), “Alternative Mechanisms of Corporate Governance in
Jopan: An Andyss of Independent and Bank-Affilited Firms” Pacific Basn Finance
Journal, 7, pp. 1-22.

Kashyap, A. (1989), “Empiricd Evidence on the Insurance Aspects of Japanese Indudrid



Journal of the Japanese and International Economies, 1, pp. 327-349.

Keder, L. (1998), “Engineering Growth: Business Group Structure and Firm Performance in
American Journal of Sociology, 10, pp. 404-40.

Khanna, T. (2000), “Business Groups and Socid Wefare in Emerging Markets Exigting
Evidence and Unanswered Questions,” European Economic Review, 44, 748-761.

Khanna, T. and K. Pdepu (1999), “Policy Shocks, Market Intermediaries, and Corporate
Strategy: The Evolution of Business Groups in Chile and India” Journal of Economics and
Management Srategy, 8, pp. 271-310.

Khanna, T. and K. Paepu (2000a). “Is Group Membership Profitable in Emerging Markets?
An Anaysis of Diversfied Indian Business Groups,” Journal of Finance 55, pp. 867-891.

unpublished manuscript, Harvard Business Schoal.

La Porta, R, F. Lopez de Slanes, A. Shleifer and R. Vishny (1998), “Law and Finance
Journal of Political Economy, 106, pp. 1113-1155.

Lavrence, R (1993), “Jgpan's Different Trade Regime An Andyss with Particular
Journal  of Economic Perspectives, 7, pp. 3-19.

Leff, N. (1978), “Industria Organization and Entrepreneurship in the Developing Countries:
The Economic Groups,” Economic Development and Cultural Change, 26, pp. 661-675.

Lincoln, J, M. Gerlach, and C. Ahmadjian (1996), “Keretsu Networks and Corporate
American Sociological Review, 61, pp. 67-88.

Miwa, Y. and M. Ramseyer (2001a), “The Fable of the Keretsu,” Harvard Law School
Discussion Paper No. 316.

Miwa, Y. and M. Ramseyer (2001b), “The Myth of the Main Bank: Jgpan and Comparative
Corporate Governance,” University of Tokyo CIRJE Discussion Paper No. F-131.

Miygima, H. (1994), “The Transformation of Zaibatsu to Postwar Corporate Groups-From
Hierarchicaly Integrated Groups to Horizontaly Integraied Groups,” Journal of the Japanese
and International Economies, 8, pp. 293-328.

Miygima, H., and Y. Arikawa (2001), “Redationship Banking and Debt Choice: Evidence
from the Liberdization in Japan,” Waseda Universty Inditute of Financid Studies Working
Paper.

Nakatani, |. (1984), “The Economic Role of Financid Corporate Grouping,” in M. Aoki (ed.),
The Economic Analysis of the Japanese Firm(New Y ork, North Holland).

Nippon Life Insurance (2001), “The Year 2000 Survey on the State of Cross Shareholding”
(in Japanese), available on the Internet & http://www.nli -research.co.jp .

Odagiri, H. (1992), Growth through Compstition, Competition through Growth (Oxford,
Oxford University Press).



Ohkawa, K. and H. Rosovsky (1973), Japanese Economic Growth: Trend Acceleration in the
Twentieth Century (Stanford University Press, Stanford, CA).

Okabe, M. (2001), “Are Cross Shareholdings of Japanese Corporations Dissolving? Evolution
and Implications,” Nissan Ingtitute Discussion Paper.

Okada, Y. (2001), “Cooperative Learning and Jgpan's Techno-Governance Structure:
Explordory Case Studies,” Sophia International Review, Val. 23, No. 1, pp. 19-42.

Perotti, E. and S. Gdfer (1999), “Red Barons or Robber Barons? Governance and Financing
in Russan Financid-Industrid Groups,” CEPR Discussion Paper No. 2204.

Saxonhouse, G. (1993), “What Does Japanese Trade Structure Tell Us about Japanese Trade
Journal of Economic Perspectives, 7, pp. 21-43.

Sheard, P. (1989), “The Main Bank System and Corporate Monitoring and Control in Jgpan,”
Journal of Economic Behavior and Organization, 11, pp. 399-422.

Sleifer, A. and R. Vishny (1986), “Large Shareholders and Corporate Control,” Journal of
Political Economy, 94, 3.

Strachan, H. (1976), Family and Other Business Groups in Economic Development: The Case
of Nicaragua (New York, Praeger Press).

Suzuki, K. (1998), “Inter-Corporate Shareholding in Japan: Their Significance and Impact of
Sdes of Stakes,” unpublished manuscript, London Business School.

van Rixte, A. (2002), Informality and Monetary Policy in Japan: The Palitical Economy of
Bank Performance (Cambridge, Cambridge University Press), forthcoming.

Weingein, D. and Y. Yafeh (1995), “Collusve or Competitive? An Empirica Investigaion
Journal of Industrial Economics, 43, pp. 359-376.

Weingein, D. and Y. Yafeh (1998), “On the Costs of a Bank-Centered Financid System:
Evidence from the Changing Main Bank Reations in Japan,” Journal of Finance 53, pp.
635-672.

Yafeh, Y. (1995), “Corporate Ownership, Profitability, and Bank-Firm Ties Evidence from
the American Occupation Reforms in Japan,” Journal of the Japanese and International
Economies 9, pp. 154-173.

Yafeh, Y. (2000), “Corporate Governance in Jgpan: Past Performance and Future Prospects,”
Oxford Review of Economic Policy, 16, pp. 74-84.

Ydeh, Y. and O. Yosha (2002), “Large Shareholders and Banks Who Monitors and
Economic Journal.

28



Table 1. Corporate Groups. Japan and Emerging Markets

The table describes corporate groups in several emerging markets as well as inpre- and postwar Japan.
For data sources on all countries except Italy, see Khanna and Y afeh (2001). For Italy, see Bianchi et
al. (2001).

Country Period Percent of (Mediansize
firms dfiliated of group
with groups afiliated
firms)/
(Mediansze
of ureffiliated
firms)
Argentina 90-97 44 55
Brazl 90-97 47 25
Chile 89-96 22 18.7
India 90-97 33 44
Indonesia 9395 65 28
Israel 9395 23 50
ity  Ealy 1990's Over 50% Group firms
aremuch
larger
Korea 91-95 51 39
Mexico 88-97 35 2.3
Philippines 92-97 25 34
Taiwan 90-97 44 20
Thailad 92-97 62 2.3
Turkey 88-97 52 10
Prewar 3243 29 6.8
Japan
(largest three
groups)
Postwar Japan 77-92 9 85
(President’s
Clus
Postwar Japan 77-92 39 2
(Dodwel
definition)
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Table 2: Group Location across M anufacturing Industries
Based on the number of group and non-group companies as well as on sales.

Sampleperiod asin Table 1.

Country The groups' most important Industries in which group market
industries shareislargest
Argentina  Qil refining and natural resource  Oil refining and natural resource
extraction, metals. extraction, textiles, metals.
Brezil Chemicals, Oil refining and Food, lumber and wood, metals
natural resource extraction;
metals.
Chile Firms spread across sectors, Food and tobacco, lumber and
(lumber and wood important). wood, rubber and plastic.
Indonesia Firms spread across sectors, Construction, machinery,
lumber and wood, construction, transportation equipment
transportation equipment
important
Israel  Metals, Electronics, chemicals Metals, Electronics, chemicals
Korea Machinery, metals, Oil refining and natural resource
transportation equipment extraction, transportation
equipment, rubber, many
sectors.

Mexico Food and tobacco, mining Food and tobacco, construction,
textile, mining.

Philippines Food and tobacco, oil refining Food and tobacco, lumber and
and natural resource extraction.  wood.

Taiwan Machinery, textile, chemicals. Misc., oil refining and natural
resource extraction, lumber and
wood.

Thailand  Firms spreadacross sectors Metals, ail refining and natural
resource extraction, chemicals.

Turkey Firms spread across sectors Construction, food and tobacco,
chemicals.

Prewar Heavy Industry (Hadley, 1970) Heavy Industry (Hadley, 1970)

Japan

Postwar One set policy — firms evenly Metals, chemicals.
Japan spread across sectors; abit more
(1987) weight in chemicals, electronics

and transportation equipment
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Table 3: Risk and Return Characterigtics of Corporate Groups

The table shows differences in median operating performance and profit volatility for group and non-
group companies in several emerging markets as well as in prewar Japan (members of the largest three
zaibatsu), and postwar Japan (members of Presidents’ Clubs and group members according to the
Dodwell definition). Statistics are based on the year of maximal coverage for each country (for Japan,
1987 profitahility figures, and standard deviation based on 1977-1992 period), and exclude firms with
profit rates above 100 percent or below -100 percent. Significance levels for the comparisons of
medians are based on Wilcoxon signed-rank tests. * denotes significance at the five percent level and
** denotes significance at the ten percent level. For data sources, see Khannaand Y afeh (2001).

Country  Difference in median ROA Differencein median
between group and non- standard deviaion of ROA
Group firms between group and non-
Group firms
Argentina -39 -12%*
Brezil 15+ -10
Chile 3.7 03
India 2.1* 0.2
Indonesa -05 -0.6*
lsrael 2.4* 05
Korea -03 -0.7*
Mexico 21 05
Philippines 33 04
Tawan -11 -06**
Thailand -15* -06**
Turkey -1.7 29
Prewar -09 2.7
Japan
Postwar Japan -0.2 01
(Presidents Clubs)
Postwar Japan -0.2 -0.2x
(Dodwell)
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Table 4: Growth of Indusgtriesin Japan and the US, 1970-1995

Source: Carlin and Mayer (1999)

Japan us
Fastest growing industries Electrica machinery Padic
measured by capita trangportation equipment Electricd machinery
formation non-electrica machinery Non-dectrica machinery
Metds Chemicds (non indugtrid)
Chemicds (non indudtrid) Chemicds (indugtrid)
Fastest growing industries Tobacco Electricd Machinery
meesured by growth of Padic “Professond Goods’
va ue added Printing Trangportation equipment
Electricd machinery Machinery
Chemicds (norindudtrid) Metas
Sowest growing indudtries Wood Iron
measured by capital Footwear Shipbuilding
formetion Lesther Tobacco
Appard Footwear
Shipbuilding Leather
Sowest growing industries [ron Woaod
measured by growth of Wood Footwear
va ue added Shipbuilding Leather
Texiile Appard
Furniture Shipbuilding
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Table5: Corporate Groups, 1991-2000

The table reports mean values, and standard deviations (in parentheses). The group affiliation dummy
equals one for firms that are classified as group members according to the 1994 Keiretsu no Kenkyu
definition. Statistically significant differences (at the five percent level) are starred.

Group firmyears Other firmyears
N=3660 N=2536
Tota assets (units) 302x 188
(591 (515
Debt/assets 057+ 04
(017) 027)
ROA (%) 38 39
(34 4.3
Mean (within firm) std. 20 24
deviation of ROA (%) (1.2 (15
Operating profit/assets (%) 30 30
(33 (4.5)
Ordinary profit/assets (%) 29 29
(35) (54




Table6: Profitability Regressions, 1991-2000

The dependent variables are measures of profitability and the regressions are OL S using pooled data
with heteroskedasticity-consistent standard errors reported in parentheses. The group affiliation dummy
equals one for firms that are dassified as group members according to the 1994 Keiretsu no Kenkyu
definition. * denotes a coefficient significant at the five percent level.

ROA Operating profits /assets | Ordinary profits/assets
Group dummy -0.27* -0.19* 0.10
(0.09 (0.08 (0.10)
Debt/assets -5.28* -5.84* -10.21*
(048) (0.412) (165)
Fixed assets/total assets -5.17* -5.00* -6.16*
(0.39) (0.40) (0.40)
Log(sales) 0.41* 0.41* 0.58*
(0.06) (0.06) 012
Std. deviation -0.24* -0.32* 0.32*
of ROA (0.06) (0.06) (0.07)
Percent shares held by 0.007 0.012* 0.016*
top twelve shareholders (0.006) (0.006) (0.006)
Percent shares 0.04* 0.02* 0.02*
Held by individuals (0.01) (0.013) (0.01$)
Percent shares held by 0.006 0.003 0.004
Financial institutions (0.005) (0.005) (0.007)
Percent shares held by -0.07* -0.04 0.07
non-financial firms (0.03) (0.03) (0.05)
Industry dummies Yes Yes Yes
Y ear dummies Yes Yes Yes
N 6196 6196 6196
R2 0.2958 0.2867 04239




