Japan’s keiretsu

Regrouping

Nov 23rd 2000 | TOKYO
From The Economist print edition

ARE Japan’s keiretsu, the shadowy business groups that have long bound banks, trading houses and industrial firms into loosely knit conglomerates, about to unravel? A recent spate of financial mergers had suggested their imminent collapse, as the banks that played a central role within them as suppliers of cheap capital merged with house banks from rival keiretsu. But other recent deals, including a merger between Sumitomo Chemical and Mitsui Chemical announced on November 17th, have led some to believe that tie-ups between industrial firms could mean that the keiretsu simply re-emerge as bigger, more complicated entities.

Over the past year or so, the number of keiretsu has dropped from six to four. Sumitomo Bank is merging with Sakura Bank, part of the Mitsui group. Fuji Bank, in the Fuyo group, is joining forces with Dai-Ichi Kangyo Bank (DKB), which is in a smaller group, and the previously independent Industrial Bank of Japan (IBJ), to create the Mizuho group. 
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Now, there are tentative signs that the bank mergers are leading to similar restructuring among keiretsu companies in other industries. The Sumitomo Chemical-Mitsui Chemical merger will create Japan’s largest chemicals company. In the steel industry, NKK, which is part of the Fuyo group, and Kawasaki Steel, which belongs to the DKB group, have also formed a strategic alliance. Marubeni, a trading company that is in the Fuyo group, and Itochu, a trading company in the Dai-Ichi stable, are also planning to merge their steel divisions, to create the country’s largest steel trader. Even the decision by Seibu, a department store that leads the troubled Saison group, to merge with what is left of Sogo, a retailer that collapsed earlier this year, is widely believed to have been influenced by DKB and IBJ, their respective main creditors.

So far these tie-ups have had mainly positive reviews. Most appear to have some strategic logic. Trading companies, for example, have traditionally been distributors for steel makers, making money by taking on inventory risk. With steel companies increasingly limiting their business to the big three trading houses (Mitsui, Sumitomo and Mitsubishi), Itochu and Marubeni are trying to win back market share by bulking up their operations. And although opinion is mixed over Sumitomo Chemical’s merger with Mitsui Chemical, they would have struggled to find better partners elsewhere.

Although the keiretsu are thus far from dead, there are still some signs that they are slowly being dismantled. Ties between group companies are weakening, with the proportion of cross-shareholdings in corporate Japan falling dramatically since the mid-1990s (see chart). The share of business that keiretsu companies do with each other is also decreasing. 
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Likewise, the old bank system is also breaking down. Banks, undercapitalised and bruised, lack the financial strength to play an active role in corporate governance. Many of their customers, both inside and outside the keiretsu, have better credit ratings than they do, and can go to the capital markets to raise funds for new ventures. The banks, painfully aware that they have lost credibility after the mess they made of their own businesses, have become much warier of openly interfering with those of other companies. 

All of this has created a vacuum in corporate governance, says Paul Sheard of Lehman Brothers, an investment bank. And Japan’s capital markets are not yet ready to fill the gap: although they are growing quickly, they still have a long way to go before institutional investors can exert real pressure on companies, and an active market in mergers and takeovers develops.

This means that companies are now enjoying unusual freedom to make strategic decisions for themselves. The big question is whether they will take advantage of this, while breaking free from their keiretsu shackles. Industrial keiretsu companies—many of which compete in capital-intensive businesses that suffer from severe overcapacity—are slowly waking up to the fact that they will have to reinvent themselves by selecting and concentrating on a few core businesses. But although there have been a few examples of successful industrial consolidation, such as the merger of Sumitomo Cement and Osaka Cement, says Till Vestring of Bain & Company, a consultancy, most merging companies have found it difficult to reduce costs and capacity and to get out of unprofitable businesses.

They are unlikely to be helped by their old-fashioned top executives, says Hiroshi Okumura, a professor at Chuo University, who argues that most industrial managers, like bank executives, still have no feel for long-term strategy. Since Japan does not yet have an effective management buy-out market, younger employees will not be able to take charge either. And sadly, all this confusion could lead top management to take the simple way out. With banks merging across keiretsu lines, it may be too easy for companies to do the same, regardless of whether such deals make sense. It could be too soon to write off the keiretsu after all.

