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Change and Continuity in Japanese
Corporate Governance

1.l  lntroduction

lrrpanese firms began to tackle the two parallel organizational reforms confronted
\,,,ith the crilical business situations around 2000, corporate governance reform and
lrrrrnan resource (HR) managoment reform. In contrast to the long-lasting slump of
lrrpanese firms, US firms were being praised for their prosperity. The cause of such
r slark contrast in economic performance was attributed to the difference in corpo-
.irlc governance and employment system, two fundamental institutions to consist of
( oiporation; that is, the behavior of prioritizing shareholder interests in corporate

l'(,vcrnance and boosting labor force mobility by relying on the market-based
cnrployment practices in US firms, whereas the behavior of prioritizing stakeholdcr
rrrtcrcsts and maintaining thc long-term employment (LTE) practice in Japanese
lilrns. Therefore, it seemed almost inevitable that Japanese firms would be reformed,
rrrrrlcled on their US counterparts, in the direction of shareholder-oriented corpo-
r rrlc govemance and market based employment system. Such a claim for an overall
urstitutional change of Japanese firms was spread immediately.

However, Japanese firms preserve their fundamental nature despite the persistent
r';rlls fbr radical change. Although many changes--discussed later-have occurred,
rrrsidcr dominance in corporate govemance and the LIE practice are continuing
;rccompanied by some incremental changes. This evidence displays the resilience of
rlr( Japanese corporate system, suggested by the theory of Variety of Caprtalism
t VrC: Hall and Soskice 20Ol ), and highlights the continuity along with the institu
rr()nirl change. Nevertheless, radical calls for an overall institutional change arc
urrIikcly to abate; rather, they were repeated during the past two decades, as ifevery
lrrilurc of reform evoked a morc radical call for reform. Now, it is renewed by
''Abcnomics," touted by some as the last chance for reform to revive Japanese
.c( n)omy.
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Viewing the actual change during the past two decades is likely to be led to thc
recognition ofthe fallacy ofadvocating a radical change, such as from organizarion-
based to ma.rket-based corporation and from a Japanese-style corporation to onc
that is based on the US style. However, VoC approach tends to overemphasize the
institutional continuity- Instead of two contrasting perspectives {ne insists on
the discontinuous change and the other skesses the persistent continuity Streeck
and Thelen (2005) and Mahoney and Thelen (2010) present the perspective of
"gradual institutional change" and argue that actual change is incremental and
cumulative, whereby the existing institutional framework tends to change gradu-
ally. In addition, Aoki (2010) presents the perspective of "evolving diversity in rhe
corporate system," highlighting that the existing system cannot simply be changed
into a Us-style one; rather, it will evolve into a hyb d system composed of het-
erogeneous institutions such as market-based and organizatio[ based
components-

From these perspectives, we investigate the ongoing changes in Japanese firms.
We discuss the change in two parts-the reform of corporate govemance is cov-
ered in this chapter, and the reform of HR management in Chap_ 2. It should be
recognized that the success of reforms will depend on an understanding of the
existing system to be reformed, as well as that of the system to be realized. If the
two are misunderstood, reform will not succeed; rather, it will bring about an
extreme form of confusion. Based on the past reform, it is clear thar existing
Japanese firms and the targeted US firms might be misunderstood or undemtood
incompletely.

In the following sections, we first present the traditional Japanese firms' views
on corporate governance and employment system. It is necessary to understand
exactly the nature of Japanese firms to avoid a one-sided argument for radical
reform. Second, we discuss the change in Japanese firms focusing on the corporate
governance structure. Apart from the debate on whether the US-style corporate gov,
ernance structurc should bc adopted, actual change is advanced gradually and faster
than expected. This process is discussed in detail in the following sections. Finally,
we wil[ argue about change and contiluity in gradual ilstitutional change in corpo-
rate governance reform.

1.2 Traditional Japanese Firm: Managerial Autonomy

As is wcll-known, Japancse lirms have been unde6tood as a model of organization-
based, stakeholder,oriented corporare govemance. Pudng ir simply, ernployec
oriented management comprised of organizational HR management on one hand
and organizational ownership on the orher (Aoki 1988). Alrhough rhc lirrmer has
been stylized as "lifelong cmploymcnt" and "seniority wage" sincc lhc study ol'
Abegglcn ( 1958) in the lare 1950, understanding ir only hy this phrasc nray lcarl onc
to understand that Japancse flrms tall into rigidity in thc scnsc ()l n()l irrrplcrrrcntirrg

1.2 Traditional Japanese Firm: Manage.ial Autonomy

lriry and employment adjustment.r Similarly, stylizing the latter as "managerial
rutonomy" protected by organizcd sharcholdings may lead one to think that
.lrrpanese lirms fall into mismanagement by losing the discipline to manage. Were
rhis the case, Japanese firms could not be able to compete with US 6rms that enjoy
llcxibilily in employment and strict monitoring by shareholders. Otherwise,
.lirpanese lirms would be understood as a peculiar institution, quit€ distinct from its
wcstern counterparts. In any case, a radical call for the transformation of Japanese

lilrns is inevitablc.
Howeveq it is organizational HR managemcnt a combination ofLTE, in-house

lririning, and competence-based seniority wages-that has established the competi-
trvcncss ofJapanese firms. First, continuous employment allowed continuous train-
rrrg to build organizational competence (Koike 1988). Second, wages were
rlctcrmined according to the appraisal of individual competence; thus, wage rose
,. rrrrrulatively with an improvement in the competence rank. Although such a wage
r rsc has been called the seniority wage, as if it corresponds with employees' tenure,
rt tlcpcnds on both continuous in-house training and successive appraisals of indi-
vr(lu l competence; thus, it is more accurately called the compctence-rank wage
\yslcrn (Marsden 1999). Finally, this was sustained on the premise of continuous
rlrlrl(,ymcnt; institutional complementarity was thus forged between wage and
( rrl)loyment systcm in Japanese firms.

'l lrcse long-term HR practices need to be protected from the short-term lluctua-
t11'lls in profits. 'fherefore, the so-called Japanese management was first established
rr rlrc lrrge-scale firms with ability to cope with the short-term fluctuation in their
lrrrrrncss performance and sprcad to the rclatively smaller firms as a norm of
lrrPirrrcso management through the high cconomic growth during the 1960s.

l'urllrcinore, even the large-scale firms have to bg protected from the pursuit of
\lrorl rcrm sharcholder interests. In particular, the question whether divided or
r,rrrlrl1y1lqp1 should be prioritized becomes critical when corporate performance
wor sens. ln the era of the traditional Japanese firms, before the bursting of the bub-
hl. ((onomyj prioritizing employment over dividends was a cornmon practice
(\irrlrrrrrori 1997). Operating on this premise, employees could have confidence in
tlrr prrrcticc of LTE.

llcrc. irnother institutional complementarity was shaped: between long-term HR
nr:rlt.rrcnt and organizcd ownership structure based on cross-shareholdings. As

,rrprrt rl by Aoki ( 1994), this not only protected the employee-oriented management
l r,,llr \tl!ck rnfkct pressurc to pursue short-term sharcholder interests but also pro-
r,'r r( (l nrirr)lgcrial autonomy from the intervention by the outside shareholders- In
r,',rlrtv. .l;rlrancsc lirms organized a large volume of stable shareholdings in the late
l'r(,1)\. $lrcn thcy perceived the threat of heing acquired by fbreign companies,
rl,,rl. \\ rllr thc lihcralization of international capital movement. The percentage of
,,rr,ur/rtr()rrl shareholdings comprised of financial institutions (excludrng invest-

\ .\,,,1n'lrr .vrol wxs that Toyota's rating $'as lowcred in 1989 rvhen they announced the policy
r,, t' , lr l rl", l( rnr cnrploymcnt againsl shirrcholdcr prcssure. However, it was soon raiscd to the
l,,r r,, r 1,.\( l ,)ll \(.( !l Ii]yolir's cxccllcnl srl)sc(lucr)l pcrlbrnlancc.
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Tablc l-1 Average rate of annual growth of stock prices

1960-1969

1970-1979

1980-1989

1990-1"9

20(X卜2(Xつ

Dow Jones industrial average

3.t%o

0.39o

9.2%

14.5%

-0i
Sozrce: Nikkei Average: http://www.indexes.nikkei.cojp/nkave./archivevdata
Dow Jones lndust al Average: htQ://fi nance.yahoo.corn/q/hp?s=YHoo

ment and pension funds) and business corporations has increased signincantly from
407o during the 1960s to 607o during the 1970s.

Managerial autonomy, per se, was first established in US firms-tfre so-called
"Berle-Means" type of managerial firm-by means of highly dispersed ownership
(Berle and Means 1932). As mentioned by Jacoby (2006), US managerial firms
could be regarded as behaving like stakeholder orientation. However, they could not
avoid shareholder pressue because the dispersed ownership also activated tlre mar-
ket for corporate control (Roe 1994). Therefore, US managerial firms had to keep

stock prices at a certain level that avoid the possibility to induce a hostile takeover,
which enforced short-term employment adjustment in US managerial firms to
ensure short-terrn profits for keeping stock prices.2 By contrast, Japanese manage
rial firms could avoid such pressure by organizing shareholders via nnancial institu-
tions, who served as patient capital for establishing long-term HR management.

In addition, whereas the manager's prerogative was paramount in US managerial
firms, which have focused on the pursuit of their own interests, employees' voice
has been raised in Japanese firms through the Joint Labor-Management Commiltees,
which promoted cooperaLive industrial relations via information sharing about cor-
porate purpose and business environment (Kato and Morishima 2002).'lhis has

been referred to as a "corporation as a community" (Dore 2000), where managers
and employe€s shared not only their common interests but also their common rec-
ognition orl their corporation. In this way, Japanese managerial firms have incorpo-
rated employees in their organization, whereas US ones have excluded employees,
although there were exceptions, like former IBM and Kodak, as like the Japanese-

style managerial firms in the USA.

'?This was a theory of 'managerial {irm' in the 1960s and 1970s (Marris 1964). In fac! slock prices
remained at the level of 800 dollars during the 1970s. This no! only reflected the US firms' stagna-
tion but also their policy to stock markets. [n other words, slock prices were a constrained condi
tion to the corporate behavior; objective was the growth ofthe firm. US managerial lirms pursued
conglomerate strategy for the growlh. However, as Chandler (1990) mentioned, i! failed due to thc
neglect of the organizational synergy; he addressed iI as the degenerate of managerial firm.
Thereafter, managenal firms were forced to be transformed to shareholder firms du.ing thc l9tl0s.
and established it during th€ 1990s as seen in the presen! style. wherein stock pricos hccilnrc rn
obiective for the corporate behavio.

1.3 Banking and Managerial Crisis

While the naturc of "communi(y"-as mentioned by Aoki (1988)--was para,
mount in Japanese firms, it has not been established by sacrificing shareholder inter-
csts. Japanese shareholders enjoyed fairly high ratss of return on investrnent by
means of capital gains due to increase in stock market prices during the heyday of
managerial firms, from the l960s to 1980s, compared with the stagnant state of US
managerial firms, as shown in Table l.l. US firms thereafter were forced to trans,
lbrm themselves into shareholder-dominated firms during the 1980s due to the stock
rnarket pressure that arose from the extremely stagnant state during the 1970s
(Cordon 2007).

Of course, managerial autonomy was not assured in all cases- Aoki (1994) con,
ccptualized it as contingent govemance, under which the main banks intervened to
lcbuild management when loan companies experienced financial crisis. The inter-
vcntions included changing executives, providing financial support, and conducting
a large-scale restructuring of failing businesses. According to Kang and Shivdasani
( 1997), firms with sbong relatiooships with banks are more likely to mate manage-
rrrcnt reforms, such as reducing the number ofemployees and reducing assets, in the
cvcnt of a crisis, now accelerated on a larger scale by shareholder pressure instead
ol main banks. Managerial autonomy was established on this premise, which served
ro increase management discipline because they wanted to avoid the main bank'
rDtcrvention. Although a negative effect of contingent govemance-,rxpectation of
rcscue by main banks weakened discipline is pointed out, which has been revealed
.'licr bursting of the bubble cconomy, existing HR practice could be continued by
rlrc aid of main banks.

Similarly, in the face of such business difficulties, changes in employment secu-
rly we.e inevitable. Howeveq even in such cases, employment was not reduced
rr itlxrut imposing constraints on such action. Dividends were also cut, either before
,,r tluring cus in the labor force (Matsuura 2001), and employment adjustment fol-
lrrwctl the internal arrangement between the maflagement and unions: reducing
\\orking hours, stopping new hiring, transferring redundant workers to otierjobs or
irlliliatcd companies, and terminating non-regular workers' hiring. Although these
rr(tlx)ds were devised to assure the incumbent workers' employment, early retire-
rrc l was implemented when redundant workers could not be absorbed in this way.
ll wirs not unusual to see early retirements occurring on a large scale in firms facing
,r 't vcrc downturn, due to the oil crises in the [970s, rapid appreciation ofyen value
r r r tlre nr id- 1980s, thc burst of bubble economy in the early 1990s, and the prolonged
rlr'lrlesrion thereafter The LTE policy was established on the premise of such an
, IrIl()ytncnt adjustment.

l..l llanking and Managerial Crisis

L, 1i'11111111;. and husincss environment surrounding Japanese firms has changed
,lr., .rr( :rlly srncc thc hurst ol (hc hubblc cconomy in the early l990s and particularly
rtt, r tlre [rrnkinl nn(l nrlnl,]cri:rl clisis in thc latc 1990s. Confronted with thesc
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hardships, Japanese firms began to reform in two institutional areas: corporate gov-
ernance and HR management. Here, we focus on corporate governance reform; the
reform of HR management is covered in the next chapte.

First, stock market conditions have deteriorated extremely. The Nikkei stock
average fell to the 607o level of the value at the peak of the bubble economy in 1989

and continued declining to reach the level that existed before the economic bubble
in the late 1990s. Then the phrase "[ost decade," referring to the poor performance

of the Japanese economy, gaincd currency. Although there was a recovery from
2002 to 2OO7, it fell again due to the world depression after the shock caused by the
Lehman collapse in 2008 and continued declining; after this, the phrase "[ost two
decades" was used for the Japanese economy.3 As seen earlier in Table l.l, the aver-

age rate of annual growth of stock prices fell drastically: from l5.8Vo during the
l980s to -2.3Eo during thc t990s. The rate was -2.7Eo during the 20O0s.

By contrast, the US st(rck markets continued soaring during the same period.
Although the sudden decline in st<rck prices was found in 2002, and 2008, the stark
contrast, reflected in he 14.59o average rate of annual growth in the USA and

-239o in I apan d]uing the 1990s, was sufficient to assert the primacy of the US-style
shareholder-dominated corporate govemance. As mentioned by Gordon (2007), the
exhemely stagna[t state of US stock markets during the lg7os-average rate of
annual growth of 0.39o in the in the USA versus l2.0Eo h IapaD-had given rise to
the stock market pressure to force the transformation of US managcrial firms into
shareholder dominated ones during the 1980s 1990s. Although the difference
between US and Japanese managcrial firms should be considered, viewing such a

stark contrast was enough to lead to the assumption that Japanesc frrms would fol-
low lhe path ol US managerirl lirms.

From these perspectives, we can see the two factors that accclcrated the corpo-
rate governance reform: liquidation in the stock markets due to the dissolution of
cross and stable shareholdings on one hand and a managerial crisis due to the pre-
cipitously declining profits on the other. The former was triggered by the banking
crisis in the late 1990s and wa-s accelerated by the change in accounting rule for
valuation-from an acquisition value to a market-value basis. These two factors
forced the main banks to release the stocks they owned, which had been the basis of
cross and stable shareholdings, and a large part of the relinquished stock was
acquired by foreign investors. Shareholdings by business corporations, the other
basis ofcross and stable sharcholdings, were also forced to release the stocks due to
their managerial crisis. On a markct value basis, foreign investors' shareholdings
were 4.77o of theToBo Stock Exchange (TSE) in 1990; this increased to 18.87o in
2000 and, furthcr, to 3O.l9o in 2016, whereas commercial banks' shareholdings
deceased frour 15.1% in 1990 to l0.l7o in 200O and reached,3.5Vo in2016; business
corporations' shareholdings decreased 31.17o il l99O to 21.6% in 20U), and,22.17o
in 2016, as shown in Thble I .2. Although the st(rks owned by non6 nancial business

rAlthough lhe phrase of"lost decldc or "losl two decades embraccs Japancsc ccon,.my rn I pcr-
simistic mood, rt may be just a relurn (o thc original state of Japanese econonry hclinl lhc cc()

nomic bubble.

I I Banking and Managerial Crisis

trble 1.2 Transition in shareholding ratio by investor category (on a value basis)

Commercial
bank

lnstitutional
investors

Business
corporations i Foreigners Individuals

r,)90 r5.7 25 ',7 20.4

2000 19.4

2010 20.3

2()16 t'7.1

\',2r.?: Nikkei Average: httpJ/indexes.nikkei.co jplnkave/archives/data

N.,/": institutional inveslors consist oftrust bank including investmen! and pension funds and life
rod nonlife insumnce corporatioos. The total does not reach 10O7o b€cause some negligible sectors

70.0

60.0
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40.0
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+ Oreanization-based + market-based 

- 
lnstitutional Investors

lrit. 1.1 Liquidation in shock market: percentage of sha-reholdings of two confastinB groups:

1,rllanization-bascd and market-based shareholdings
&,r{,: organizatioo based shareholdings: commercial banks and business corporations.

Mil.ket-based shareholdings: foreign investors, pension and invcstment trusts, and individuals-

lllstilutional invcstors: life and noolife insurance corporations and (rusl bank (except pension and

rIlvcstment trusts)
\.rrr.e: Tokyo St(xk Exchangc

corporations still account for about 2070 of total shareholdings,a now, foreign inves-

r()rs constitutc the largest block of shareholders in "Japan Inc."
As a result, the percentage of market based shareholdings at the end of 1990-

.htained by summing up those of foreign investors, pension and investment tlusts,

rrrrtl individuals surpassed the organization-based shareholdings, which are the

.r rrn of thosc of commercial banks and business corporations, as shown in Fig. L I .
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'['hc li)rmer has continued to increase and now exceeds half the shareholdings in
st(rcks tradc on the TSE. In contrast, institutional investors in Japan, such as life and
insurance companies and trust banks (excluding pension and investrnent trusts),
tend to behave as stable shareholdcrs. If they are included in the organization-based
shareholdings, markerbased and organization-based shareholdings are almost
equal. In other words, if they start to behave as market-based shareholders as like
US institutional investors, Japanese stock markets will change drastically. The
trends in the st(rck markets depend on the behavior of Japanese institutioml
investors.

Although the stock market increases liquidity, a liquid market may develop a

Berle-Means type of managerial autonomy if it has onty dispersed ownership. In
other words, core shareholders are needed to replace managerial autonomy. The
foreign institutional investors, particularly the activist or aggressive investors in the

US stock ma.rkets, were such shareholders. They need not to behave as patient capi-
tal; they not only significandy affected the stock prices by undertaking a large num-
ber of deals based on quarterly profit (accounting for about 7070 of the total trading
in the TSE First and Second) results but also raised their voice demanding an

increase in dividends, change in corporate strategy, and the adoption of a US-style
corporate govcrnance structure.

These concerns were raised not only tkough a general meeting of shareholders

but also through the threat of hostile takeover by some aggressive hedge funds.
Hostile takeovers have not yet succeeded because the Japanese institutional investors
still behave as stable shareholders and nonfinancial corporations maintain substantial
cross-shareholdings, still accounting for 22,170 ofall shareholding in 2016, although
a large decline liom the 30-l7o they had in 1990. However, the surge in hostile take-
overs in the early 2000s brought a type of shock that Japanese firms had never expe-
rienced. Japanese firms realized for the first time that they were surrounded by
aggressive shareholders, which forced the existing management to tackle the corpo-
rate govemance reform required to cope with shareholder pressure.

Another factor that accelerated corporate governance reform was the profitability
crisis in Japanese firms around 2000. As shown in Fig. 1.2, which depicts firms with
more than one billion yen in capital, corporate profits declined rapidly after the
bursting of the economic bubble in the early 1990s. They fell to a critical level dur-
ing the banking crisis in the late 1990s and declined funher in the early 2000s due
to the economic downturn caused by the failure of many US dotcoms. Japanese

firms faced unprecedented managerial crises, not only the fear of bankruptcy seen

in several large banks and companies-but also the absence of any rescue liom the
main banks, which had been expccted to provide the financial support to rcbuild
management- In fact, Nissan, Japan's secondJargest automobile company, was

forced to merge with Renault, and Sogo, Japan's largcst department storc, was
forced to declare bankruptcy.5In both cases, ttreir main bank, the Industrial Bank of

5The case of Sogo was caused by the noncooperative bchavior by non main banks. Thc rchuildinS
plan initiated by main banks neei the coopcration by non-main banks to suspcnd thc r(l):ryrr( ol ol'
a loan- However,one non-main bank, acquired by a foreign tund.rctuscd t()c(xrlxrrk wrrh rh( lltI
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.lirpan (IBJ), no longer had the Iinancial ability to rescue and rebuild these compantes

lirirher. the IBJ had itself falten prey to the financial crisis and had to merge with

olhcr banks to survive. As with th€ stock market pressures, Japanese firms realized

l()r the 6rst time that there would be no rescue in the event of a business crisis,

which led to tackling the corporate governance refonn to rcbuild management by

llx)ir own efforts.6

1.4 Increase in Dividends and Introduction of the Executive

Officer System

We cun pick out the two factors that led to or enforced the cor?orate govemance

r,. lirrm in Japanese firms. On the one hand, there was shareholder pressure, and on

Itlc othcr, there was worsening business performance. The former immediately led

to ir lapicl growth in dividend payout. As shown in Fig. [.2 above, itbegan to increase

rlpirlly in tho early 2000s, in contrast to the trend of low and constant dividends

l,.li,r;2000; during the economic bubble in the l98os, despite increasing pro6s;

.rrrtl tluring the "lost decade" of the 1990s, despite decreasing profits This was

, :rllc<l thc 
i'stahlo dividcnd policy" to avoid shareholder intervention by maintarning

llx r( i\ no (trnrln lhxl lhc :rppurirncc ol Conc. who succccded in rcbuilding Nissan in a shorl

r're . lx (nrsll r bis iorl)rrcl t() lhc crislin8 Jrrl)rrr)csc lirnrs. lft)nicillly. his succcss may slrcngthen the

lrrl'Ir,, rc tir'rrr's will lo rclxil(l rlllllrirlcnlclll hy lhcir owrl clli)r(. tllrll is. (r cxpcl lhc outsidcr to

I'rr\'r!. lll('ll r|lnrrrttIrirl n(l(llldrrl!.



ヽ

１０

６０

５０

４０

∞

２０

１０

Change and Conrinuity in Japanese Corporate Covernance

´
´ イ_ 

‐ ___‐ 、

20

18

16

74

72

10

8

6

4

2

o・　
一呻
「
Ｏ
Ｎ

ヽ
Ｈ
Ｏ
Ｎ

一　
ｍ
一
Ｏ
Ｎ

Ｎ
Ｈ
Ｏ
Ｎ

・
Ｈ
Ｈ
Ｏ
Ｎ

．
Ｏ
Ｈ
Ｏ
Ｎ

Ｏ
０
０
Ｎ

一　
∞
０
０
Ｎ

卜
０
０
Ｎ

０
０
０
Ｎ

・
い
０
０
Ｎ

・　
一ヽ
０
０
Ｎ

一
〇
Ｏ
Ｎ

一　
一回
０
０
Ｎ

．
Ｈ
０
０
Ｎ

０
０
０
Ｎ

一　
一９
０
〇
一

∞
０
〇
一

卜
０
０
”

．　
０
０
０
「

０
０
〇
一

守
０
０
”

ｍ
０
〇
一

一　
Ｎ
０
０
”

“
０
０
Ｈ

一　
〇
〇
０
「

- - - Employee pay (Left axis) 

- 

Dividend (Right axis)

Fig. 13 Transition in rhe disrriburion of value added: rario ofdividends and employee paymenr ro
lotal value added. (Sorlce: Corporare Sraristics (Ministry of Finance)

a certain level ofdividends; rhis was achieved by selling off stockholdings to gener_
ate profits during bad periods and keeping profits in reserve during good periods.

However, such a method was not only blamed for profit manipuiaion but became
inapplicable after the change in accounting rule to market value basis. Dividends
became highly correlated with proftts; they increased rapidly, along with the recov_
ery in profits that began in 2002. Althogh they Dividenis a".."rs!a rapidly, along
with &e sharp decline in profits during the downturn after rhe global financial crisis
in 2008, ; yet, they it yet remained ar a significantly higher leJel than that the level
before 2000. Consequenrly, as shown in Fig. 1.3_firmi with more rhan one billion
yen in capital-the ratio of dividend payout to rhe toal value added rises sharply
since 2000, whereas the ratio of employee pay is stagnant, rather continuing to
decrease. Considering dividend policy, corporate govemance is confirmed to move
toward a shareholder orientation.

It is worth noting that executivc salary is also correlated with pronts with the
increase in dividends. As shown in Thble 1.3, demonstrating the correlation coeffi_
cients among net profits, dividends, executive pay, and empi-oyee pay for firms wittr
more than one billion yen in capital, there was no correlation between dividends and
profits from 1992 to 20O1, thar is, before the dividend policy changed, whereas a
very strong correlation was found between executive and employee pay, mcaning
that both shared a common pay sysrem within organization lfuUo ZOiOl. ffere, tfre
executive pay excludes bonus payments because the latter value is zero in 2006,
seemingly an abnormal value, and employee pay includes bonus payment because
these two were not separated beforc 200j. '

.. [n_contrast, aftcr thc dividcnd policy changcd, a vcry slrong cotl.clitliol wxs
liruntl hctwccn <livitlcn<l anrl lr.olirs in rhc nclirxl lirrrn 2(Xi2 lo 2(i I Mot..v,.r rr,,.

I I lrn,ca\e in Divrdends and Introductionofthe Execufive Olficer System

llrhl. l.-l Correlation coefficients: net prcfitJ, dividend, executive pay, and employee pay

ll

I`,(,.'2(X)1

tltNcr profits

(′ ||):v:dcnds

I lllr\ccu(ivepay
(41 lxrpbyee
,(X,,2011

ll)Ncl profits

1,)l)ividcnds

i ltl.lrccutivepay
('l r lxDnloyee pa

-o.2497

0.2269

(t)

0.7088a

0.2688

(2\
0.9673`

(3)

(4)

(4)

'rt!rrlicanl statistically at 570
\,,rn r: Corpomte Statistics (MinisEy of Finance)
lv,r/: cxccutive pay excludes bonus payment; employee pay includes bonus payment

r'rrrrclation between executive pay and profits appeared. However, the correlation
lrt.twccn executive and employee pay disappeared. The relationship between man-
rullcrrrcnt and employees seems to have changed, in parallel with corporate gover-

l,ur(c rclbrm. This reflects the reform of maoagement organization, by which the
t'rccLrtive officer system was introduced. As discussed below, it intended to

'rtr( ll8thcn managerial function, whereby executive managers were consciously
rrrrsll liom ordinary employee status and made aware of thea responsibility for
olrl('orncs that generated profits. The evidence presented here above appearance of
lorlclation between executive pay and profits and disappearance of correlation of
prry bctween managers and employees shows a change in the employment rela-
tlollship under corporate governance reform.

llowcver, the correlation between executive pay and prolits disappean when the

;r.r'irxl is extended from 2Ol2 to 2015. Instead, the correlation between executive
piry and cmployee pay reappears. Furthermore, the correlation between dividends
lllr(l prolits disappears. This can be illustrated in Fig- 1.4, in which the tansition of
rrr'r prolit, dividends, executive pay, and employee pay are depicted, with the value
rrr -l()(X) heing taken as [00. We can see the correlation trends among profits, divi-
rI rrrls, and executive pay in the early 2000s, along with the advancement of corpo-
rirrc governance reform and thc ecoDomic rccovery from 2002 to 2007, whereas
lrrrpkrycc pay was almost constant. Thereafter, confronted with a sharp decline in

t,r, rlits duc to the world economic depression in 2008, both dividends and executive

1,,ry rlcclincd rapidly. After the hard adjustment, profits recovered immediately. In

I'rlticullr, they increased rapidly due to mainly the depreciation of the yen by the
r'\rrir(,klinary money easing policy by Abenomics aftet 2012. However, executive

l',rv c()ntinugd to rsmain stagnant, and the increase in dividends was much lower
llr.rn ll)ill in prolits. Ten years after the beginning of corporate governance reform,
tlrr' rrpwartl trcnd in cxccutive pay seems to be suppressed all over the Japanese
lr urs. whcn conrparc(l wilh that in thc USA. 1'his will be discussed again in the next
, lr:llrl( f

(t) (2) (3)

00594 0.3172

0.51180.6485'

0.0889 o.M92 -0.3245
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Next, worsening business performance-another factor in corporate governance
reform-led to a change in the managerial organization through the introduction of
the corporate executive officer system. It is well-known that the board of directors
in the traditional Japanese firm had many members bccause senior managers of
business units were also appointed as executive dircctors. Thus, the function of the
board of directors was in effect to approve the business decisions presented by the
unit managers. 'fhis was referred to as a "bottom up" style of decision-maldng and
was appreciatcd because it promoted close coordination between top and middle
managers. Neverthclcss, strategic decisions such as the restructuring offailing busi
nesses rcnded to get delayed, and unit managers' accountability for achieving tar
gets tended to be obscure.

For these reasons, the executive officer system was introduced, in which unit
managers were separatcd from board members, and reappointed as executive offi-
cers, with both power and resporcibility to achieve unit performance, while being
supervised by the board of directors. According to Kubo (2010), among the 189
companies in thc Nikkci Stock Average lndex,29 (15.3o/o) had adopted the corpo-
rate executive officer system by 1999, and 122 (64.6ok) had done so by 2005.
According to the rrost recent survey (Japan Audit and Supcrvisory Board Members
Association 2Ol7),1 723qa of the listed lirms and 51.57o of the unlisted firms are
introducing cxecutive ol'ficer system in 2016. Even in the unlisted 6rms, about half
have introduced cxecutive oflicer system to strengthen the manageriat function.

?Sample is 3487 firms loining JAS BMA. Sevenly-lour pcrccnt hl(l rlxl thllfl l{X} ll ltrtrr vcll i
caDitai.

I 5 Reform of the Board of Directors t3

Furthermore, the number of directors was reduced drastically-along with the

llllroduction of executive officer system-to shengthen strategic decision-making
hy srreamlined board members. According to Nitta (2008), who surveyed 613 com-

l)irnies, the average number of directors was reduced from 21.4 in 1997 to 12.7 in
.l(x)4. Most recently, the number dropped to 8.3 persons in 2016, according to the

l'sll survey titled "White Paper on Corporate Governance 2017" (Tokyo Stock
l:xchange 2017). For instance, Toyota Motors had 58 directors in 2003; this was

rcduced to 27 in 2013 and to l2 persons in 2015- The urgent issue forJapanese firms
wi$ to restore corpomte performance by reforming managerial organizauon, espe-

rixlly with regard to strengthening stratogic management. For that reason, thc exec

ulivc oflicer system was introduced, and the board members were reduced. This was

tlrc retbrm for Japanese firm's own betterment. However, from the view of the advo-

rirtcs of shareholder-dominated corporate govemance, a Us-style board structure
\luruld be adopted. Two views were confused and contested around the corporate
g.)vcrnance reform during the past decade.

1.5 Reform of the Board of Directors

Wrrching the growth in dividends and the introduction of the executive officer sys-
((.rrr with sliming board members, Japanese firms appeared to shift to the US style

\'orporate governance stmcture. Reflccting such trends, a new corporate law was
( nirctcd in 2004 to promote the adoption of the US-style board structuro, callcd as

rlrc "company with committees" (committee system), whereby managemcnt is
srrpcrvised by the three committees nominating, compensating, and auditing {n
llrc condition that independent directon havc a majority in each committee, Japanese

lrr rrrs were provided with the same institutional apparatus as US firms and expected
r,) il(lopt the shareholder-oriented corporate governance model.

llowevet there are very few Japanese firms that have adopted the committee
\ystcm. According to the aforementioned TSE survey, only 42 frrms in the'['SE First
lri(l dopted ir by 2012. roughly t0 yeius after the new corporate law was intro-
rlrrccd. and 10 firms (27o) among all listed firms on TSE had done so by 2016. An
,,rclwhclming majority of Japanese lirms cofltinued to adopt the traditional struc-

rur., called as the "company with audit board" (audit board system), which consists
, ,l tlrc board of directors and ttle board of auditors and is designed to supervise the

rv,,r'k ol directors by auditors.
lr slx)uld be noted that thc botud o[ directors in the committee system is designed

r,, lLrllclion as a monitoring board, which supervises the work of management board
,.rrrlrrclcd by senior executive officers; by contrast, the board of directors in the
rr.r( litionill structure is dcsignl:d to work as a management board to conduct decision-
rrrrrking rclarding net only stratcgic bu( also ordinary issues (Kanda 2015).'l'hus,
rlrl lltrril ol auditors in thc lrn(liti()n lstruclurc is regarded as designed as a sort of
lrr'rlrtorir]f lToar'<l lo strpcrvisc tlrc h()xr(l ()l (litcctors. whcrcin audilors discuss thc
, ,,llrD:urv \ linirnciirl rrkl ()t)cl,lrlrorl;rl rlrirll(l'\ wilh thc tlircctots 'lltc cllcctivcncss ol
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audit board system to monitor the board has been doubted because auditors are

ranked lower than directors in a managerial hierarchy. Therefore, it was stipulated
to appoint at least one independent auditor-two independent auditors now-to
improve the functioning of the audit board system.

Regarding the function ofmanagerial organization, both the committee and audit
board system introduced the executive officer system to strengthen the board's
decision-making by the delegation of management issues to the executive officer.
However, the audit board system is more burdensome in the operation ofmanagerial
organization, because there are not only more tasks for the board of dtectoB but
also dual tasks of running both the board of directors and auditors. In contrast, the
committee system is enabled to delegate more issues to the executive board.
Nevertheless, majority of Japanese firms continue the audit board system despite
the clamor to adopt the committee system- The reason for presewing the audit board

system or avoiding committee system is apparent; existing managers dislike the
control by outsiders to determine the nomination of successors and the compensa-
tion of their own payment. Nominating and compensation committees are consid-
ered to invade their managerial autonomy-

Interestingly, when the committee system was first adopted by several electonic
companies, the actual structure was that shown in Table 1.4.8 At the beginning of the
committee system, in 2004, it was only Sony that met the criteria ofa US-style com-
mittee system, while the other firms had made insiders more than outsiders among
board members or appointed insiders as the chair of committee. They did not give

Table 1.4 Composition of the board member io company with committees, comparison between
2004 and 2Ol5

Chair of committee

Compensation Auditing

20t4
Outsider

Mi●ubishi Insidcr

Toshiba Outside(

Hitachi Insider

2015

Sony Oulsider

Mi`ubishi lnsider Insider

Toshiba Outsidcr

Hitachi Outsider Outsider

Sorrc€: Annual report ofeach company

rThese 6rms suffered from deteriorating business performancc at tha( time. It was said that the
Ministry of Economy, Tradc, and Industry (METI) strongly persuaded or cnlbrccd thcnr k) irdopt
the committee system in exchange for lhe introduction of consolidalcd ilcc(xmlirlr nrk'. whrch
saved these firms

Number of directors

Insider Outsider Nominating

l0 Outsidcr Outsidcr

Insider Insider
12 Outsidcr Insider

Insidcr lnsider

Outsider Ouも ider

Insidcr

1 0utSidCr6 Outsider

Ousidcr

I 5 Reform ofthe Board of Directors l5

lhble l5 Composition of the board member in company with audit board in 2015

Number of directors Numb€r of audrtors

Insider voluntary corrunittees

Yes

Ioyota Yes

Komatsu

fo&rce: annual repon of each company

up their managerial autonomy even in the adoption of the committee system. Ten

ycars later, in 2015, the criteria of the committee system were met except by

Mitsubishi Electronics; Toshiba was due to the accounting scandal, and Hitachi was

(luc to the initiative by an exceptional top manager. Including Sony, however, there

was no case in which institutional investor enforces such transformation, and there

wls no case in which new president was nominated outside the company. Ironically,
Mitsubishi Electronics, the most conservative among them, achieves good perfor-

rrrance by restructuring poorly p€rforming businesses, whereas Sony, the closest to

rlrc US style, suffered from a long slump. By contrast, several cases of the company

with audit board are shown in Table 1.5. These firms, counterparts to the company

with committee system, are equivalent in the numb€r qf outsiders, sum ofboth out-

\i(lc directors and auditors, and creating voluntary committee in which outside

(lircctors have a role of advisors.

Considering the reality of the committee system, it is not surprising that the

i(loption of it has not increased thereafter. Even if the adoption is likely to obtain the

lirvorable response from foreign investors as mentioned by Dore (2009), the major-

ity of Japanese firms preserved their own style. However, or therefore, the attack

lrom foreign investors does not abate. There is no doubt that the number of outside

(lircctors is very few simply because there are no committees- According to the

rli)rcmentioned TSE survey, the average number of outside directors in 2014 is

I 04 in the audit board system, whereas it is 4.5 in the committee system. Similarly,

rlrc average number of independent directors is 0.6 in the audit board system,

wlrcreas 2.14 in the committee system. Approximately, independent directors were

t orlpletely absent in a half and were one or two in number in the remaining half in
.rvcrage in the traditional Japanese firms.

'l'hese observations were considered as a delay or insufficiency in the corporate

l,rtvornance refo[n in Japan. In particular, the existence of a very small number of
rr(lcpendent directors was blamed for their ineffectiveness in supervising manage-

rrrcnt with regard to sharehotder interest and regarded as evidence that Japanese

lrr nrs are persistent in preserving their managerial autonomy against shareholder

lrlcrcsts. Therefore, foreign investors'attacks have always been focused on the

',:rlcity of independent directors. Confronted with these increasing pressures, the

liirrancial Service Agency (FSA) and TSE announced in 2014 the Corporate
(;ovcrnance Code, which proposes the appointment of at least two independent

,lrcclors. Although lhis wils a voluntary code, it was, in effect, compulsory due to

rlrc inclusion ol thc'iorrrply rrl cxplain" rulc. As a rcsult. many lirms rushcd to

Ouも idcr Insider iOutsider
t4 i3    12
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appoint independent directors; as shown in Fig- 1.5, the percentage of the firms
having more than two independent directors in the TSE First increased drastically
(Tokyo Stock Exch ange 2016) .

Along with the announcement of the Corporate Governance Code, the corporate
law was again amended in such a way as to allow a new board structure: the "com-
pany with audit committee." It has only an audit committee; in other words, it is
distinct from the "company with committees" due to the absence of nominating and
compensation committees and distinct from the "company with audit board" due to
the absence of the board of auditors. The existing 'tompany with committees" is

now called the "company with nomination/compensation committee," despite hav-
ing an audit committee, to distinguish the two structures. According to the JACD
(JapaR Association of Corporate Directors) survey, many firms (357 in TSE First)
rushed to move to this new board style, as shown in Fig. 1.6 (Japan Association of
Corporate Directors 2016). A recent report shows that the number of firms that
adopt a new style will increase to about 800, after the general meeting ofsharehold-
ers in 2017 (Nikkei Newspaper,24 June 2017).

In short, a new stmcture was a very convenient way to meet the Corporatc
Governance Code because it was adequate to redesignate the existing two indepen-
dent auditors in the original "company with audit board" as new directors of thc
"company with audit committee." It can be said that a sort of loophole was croillcd
to meet the corporate governance code. In conftast, the majority of Japancsc lirrls
continue to be the traditional "company with audit board," with at least two in<lc

pendent directors and two independent auditors.
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1.6 Gradual Institutional Change in the Corporate
Governance Structure

Now, thcre are three types of governance structure-audit board, futl committee,

fir(l iru(lit committee-which correspond to the company with audit board, company

wrtlr rrornination/compensation/audit cornmittee, and company with audit commit-
h\.. rcspectively. The new audit committee type is continuously increasing and is

lomtl h 23Vo of the firms tisted on the TSE, while the audit board type is stitl the

trrrr;rrr ity lbrm, found in 75Vo of the firms; the full committee type is followed by

rrtlt 17,, according to the most recent data (Nikkei Newspapel 28 August 2017).

AltlroLrgh adoptilg one of the tbrce types is mandatory under corporate law, which

rrrrl rr acirpted is left to the individuat firms. Here we see a gradual institutional

r lr[rrgc in lhe corporate governance structure.
I \t. lhc tull committee type govemance stnrcture was advocated as an overall

, lr,llrf:c i corporate governance structure. Despite the enactment of new corporate

h\{ ro ln'ornote such a radical change, there were very few that have adopted the full
r,,rllllr[cc typo. Majority have persevered with the traditional audit board type and

rr,lr ,rrrr. crl thc rctirrm of the board structure by introducing the executive officer sys-

tr rrr ,rrrrl rctlucing the number of directors. Japanese nrms have changed internally
r" r(.r'onstlucl managerial organization and strengthen strategic management.

I lx r.lr,rc, thc number of independent directors has remained quite small.
N( \r. lll or(lcr to cope with the st(rck market pressure to demand an increase in

lr,l( trr(lcnt tlircclols. Corrnrulc (iovcrnancc Codo was announced by TSE to rec
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ommcnd the appointment of at lcast two independcnt directors. The effect of the
"comply or explain" rule was elaborated; appointing rwo indcpcndent direcrors pro
gressed immediately as if they follow the Japanesc custom to behave in conformity
with othcrs, rather explained by sociological model of mimicry and imitation
(DiMaggio and Powell 1983). Coincidently, corporare law was revised again to prr
mit the thkd type of govcrnancc structure the audit committee type. I-his was a
very convenient measurc to meet the code; it was adequate to slide the independent
auditors in the original audit board typc to the indcpendeot directors in the audit
committee typc.'

In this way, the audit commrttec type increased rapidly, practiced in about one
fourth ofTSE companies. Then a question arises; will it increase further and replace
the traditional audit board type? There may be several reasons to adopt the audit
committce type. One of them is purely financial, bccause at lcast four outside offi
cers in total two indepcndent directors adding to two independent auditors iuc
needed if the audit board type is to bc preserved. It may be too much of a burden for
the small-scale firms. Another rcason is the forcign investors' pressure. Thcy
demand for morc independent directors not only by raising the voice to managc-
mcnt but also by organizing veto voting against the appointmenr ofa prcsident at thc
general meeting of shtreholders. 'l'hese firms havc to be wary of foreign invcstors
because of thc high ratio of foreign investors. Thus, it is possiblc to meet thc fo.eign
investors' demand by adopting th(] audit committee type.

Hcrc we find that thc two types-audit board and audit committee type will
compcte with each other. Both arc similar in their avoidancc of nomination and
compcnsation commiftee controlled by outside independcnt directors. In other
words, both arc interested in prescrving their managerial au(onomy. Dven in thc
case of full conrmittee type, it is doubtful whether thcse finns abandon their mana-
gerial autonomy because there is still no instance of a nomination committce
appointing ar outsider as a new president. However, as in the casc ofthe comparison
between audit board and full committee type, audit board type is more burdensome
than audit committee typc not orly in Rnancial burden but also in organizational
burden because it runs a dual structure composed ofthc board ofdirectors and audi-
tors. For simplifying managerial organization, it sccms appropriate to incorporarc
audit board into the board of dircctors as audit commitrce.

However, at least until now, a majority of companies still adopt thc audit boarcl
type.'I'his may be because audit linction is cmphasized more. Audit board type has
institutionally assured independcncc of auditors from rnanagcrncnt. Allhough rhc
work ol audit board was doubted whcn insidc audikrrs werc thc subclass directors.
it has improvcd duc to the int()duction oF at least two independent auditors_
Furthcrmore. ludit board can acccss morc information on thc ordinary rssues Jt

eThis cen bc con6rmed by thc occupation of the independent dirccrors. In thc audit coflrmitrcc-ryp!
structurc. 487. of them a.e lawyer. accoll,rlan(, or scholar_ The corresponding proporlion in itudit
board typc and full comnitlcc lypc is :117, aod 32.t%, resprclively. Lawyers, accounlrots. ilr(l
scholars are mainly appointed as indepcndcnt auditor\ They arc likely to hc:rppoinlc(l ugiri xs r
indeoendenl director in rhF .,'.ri, .^..'-i,,-..
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rvor'(s[1;p5 than audit committee bccause the former can more concentrate their
(luly on auditing; thus, it seems more cffective in auditing or monitoring with regard
to lhe intcrnal accounting and compliance issuos, For thcse reasons, main Japanese
lIlrns with large and complicated business structure arc likely to continue the tradi-
r11)[al audit board type. ln contrast, it is easy to predict that audit commirree rype
rvill sprcad in small-scale and simplc structured firms.

ln addition, many ofthesc lirms have iltroduced a nominating andcompcnsarron
r orltmittcc voluntarily-a total of 546 firms, according to the aforcmentioned JACD
rrrrvcy (Japan Association of Corporate Dircctors 2016). Atthough the decisions of
\och voluntary committecs do not have a compulsory effect {nly an advisory
nc 1)n managemcnt, there is not actually a very lzLrge difference between formal

rrrrrl informal committee in terms of thc nature of the chair of nomination commit
tr't.. According to the aforementioned TSE survey, 49% ol the audit board type have
rrrr insidc chairman in their voluntary nomination committee, while.,137c have simi-
lrrrly an inside-chairman even in the full committee typc, in contrast, 607a in the
irrrrlil committec type (Tokyo Stock Exchange 2017). Although the full cummrrtee
trllc has a slightly large proportion of outsidc chai, thc difference from thc audit
lro;r111 1rO" is small. In othcr words, the full committee type is a far cry from thc
I lS lypg corporatc governance structure.

ln short. Japanese firms have adopted thcir own corporate governance sructure-
Alrr.t liom the debate on whcthcr thc US-style corporate governance should be
,r[,[)tcd or not, what is revealed through the actual roform is that Japancse lirms

Ir t scrvc their own governance structure-rnanagerial autonomy against lncreas-
rrrl: slrarcholder prcssure. This does not preclude changes <rcurring. The most
rrlr()r(dnt issue for Japancse firms was to rebuild the existing managernent for
rL storing corporatc perfornance; in particular, they sought to strengthen strdtegte
rll]llrirgcmcnt by introducing the executive officer System and sliming the board
rrrcrrrhors. As mcntioned by Buchanan and Dcakin (2009), corporate govcrnance
r|lorrrr in Japanesc lirms was to make managerial organization as a wholc work
rrr,,r e clltct vely, not refomr corporatc govcrnancc systcm as a whole by nrodeling
rl or lhcir US courltcrparts. Thereforc, independgnt directors have not becn cxcluded
lrllllr tl]c outset; rather, they have been introduced as advisors to the management.
( rlnn'rtc governance codc has also been accepted without much resistance, and
r,vr'rr rr nomination as well as compensation committee was introduced voluntarily
llr tlr( loflnof advisory cornmittee. In this way, Japanesc lirms changegradually and
,lr'. r. ti,'nrll) coprng with changinB cntrronmcnrs.

It rs sure that managcrial autonomy is being preserved in Japan, not only in the
lr[r\ lo make internal directors majority, cven in the 6rms with comrrittecs.
I l, ,x t r er. it should be recognized thal rnanagerial autonomy per se is indispensable
l,,r rriulirscment. I-or instance, exccllenl companles in Silicon Valley never abandon
llr, rr rrrrrnagerial autonomy cven in thc initial public otltring. Thcy address overtly
rlr.rr (,n ly they can manage this comp.lny. On ttre other hand, sharcholder's claim is
rlr rt .rltlroLrsh this is truc lirr growing and innovative companies, it does not apply to
rr rtrr l (l colnpanics having tto plospci:tivc busincsses; lhus. thc old c<lrnpanics havc


