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P
olicymakers and academic analysts have paid increasing
attention to the ways in which different systems of inter-
nal corporate governance affect the long-term planning
and investment decisions of corporations. 1 The issue is of

direct relevance to this assessment, for these decisions constitute
the fundamental building blocks for national technology systems.
Since a strong technology base is crucial to national prosperity,
such decisions have consequences that go far beyond the immedi-
ate interests of individual corporations.

The term “corporate governance” refers broadly to the rules
and norms that guide the internal relationships among the various
stakeholders in a business enterprise. These stakeholders typical-
ly include owners, directors, managers, creditors, suppliers. em-
ployees, and customers. The emphasis here is on the central
relationships between the managers of a corporation and the own-
ers of voting shares, whose interests are intermediated by boards
of directors. Those relationships center on rights and obligations
that are either specified in law or legitimated by long-standing
custom and practice.

Since MNEs span a number of legal jurisdictions, their gover-
nance is more complicated than that of local firms. The core gov-
ernance structures of almost all MNEs nevertheless are associated
with prevailing norms in the jurisdiction within which their head

1 For analy tlcal perspwtl~ftx, sw (). W’ill]amstm, “’CfJrpJratc Finance and Ctwptmt[e
Gt\\emance,”  7’he  .)oI/rrm/ {~1 Finance 43(3):567-591, Jul] 1988,  and M.J.  R(w, ‘“S(mw
Differences m C(wpmitc Structure in Gcmumy, Japan, and the Untted States,” with re-
spmses by J.M. Rarnseycr and R. R(mlam), Ya/c  lm}i Jourmil 102(8) 1927-2037, June
1993. Also  sw “’C’(mp~rate  Gt)\emancc Watching the Boss.’” 7’/1(’  E(”OWI?I1  it 330(7$$8 )“

SS3-SS5, Jan, 29, 1994.
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offices are incorporated.2 Competition among
MNEs therefore embodies the frictions that occur
when distinctive national systems of corporate
governance become ever more interlinked.3 The
following sections examine basic differences
among the systems of corporate governance pre-
vailing in the United States, Japan, and Germany.

CORPORATE GOVERNANCE IN THE
UNITED STATES
In the United States, corporate governance, corpo-
rate investment, and the national technology base
are intimately connected. Corporate governance
for American-based MNEs, and publicly owned
American firms in general, centers on legal rela-
tionships among shareholders, directors, and
managers. Under the rubric of federalism, the
foundations for those relationships are set primar-
ily in state law, although various national laws,
and American culture more broadly, influence that
law.4 It was once conventional to refer to the sys-
tem as “shareholder capitalism.”

In reality, the voice of individual shareholders
in the United States has declined over time. With
the rise of institutional investors and the increas-
ing turnover of shareholders during recent de-
cades, the links of accountability between owners
and managers have weakened. A spectacular se-
ries of hostile corporate takeovers during the
1980s served not to redress the situation but to ex-
acerbate it. The takeover movement, for example,
soon set state legislatures and corporate managers

to work building ever higher legal hurdles to sty-
mie potential raiders. In such a context, the system
seems more accurately labeled “competitive man-
agerial capitalism.”5

In the traditional terms of American liberalism,
corporations exist mainly to create wealth for their
owners. Owners delegate their right to oversee the
corporation to a board of directors, and directors
empower managers to run the corporation. In
theory, owners have a stake in the long-term suc-
cess of the corporation. Moreover, they may re-
place directors, and through them managers, if
they perceive the actions of those managers to be
compromising that success. In practice today,
however, the owners of most American MNEs
tend to be institutions that trade their shares fre-
quently. In recent years, the fastest growing insti-
tutions have been mutual funds (see figure 7-1 ).

Indeed, for the 1,000 largest corporations in the
United States, estimates of the percentage of vot-
ing shares held by mutual funds, pension funds,
and other investment vehicles run as high as two-
thirds.6 In addition, except in atypical cases, nei-
ther the directors nor the managers of American
MNEs are actually chosen by shareholders. Most
directors on MNE boards are outsiders chosen by,
and often beholden to, chief executive officers.

In the wake of subnational efforts to make
1980s-style hostile takeovers more difficult, the
managers of many U. S-based MNEs have, in
theory, gained a degree of operational autonomy.
Whether this is a positive or negative develop-

2 Ft)r relevant debate, see R.B. Reich, “Wht} 1s Us’?’ ’}{art’ard B~{.$iness Retiew’68( I ):53-64, January-February 1990; and  L.D. Tyson,  “They

Are Not Us: Why American Ownership Still Matters,” 71e American Prospe(”~  (4):37-49,  Winter 1991.

3 on the m)ti(m  of “system fricti(m,” see S. ostry, Go\’ernrnen(s  and Corporations in a Shrinkin8 World: Trade and Inno\’ation  Policies in

(he United S/ales, Europe and Japan (New Y~)rk:  Cmmcil on Foreign Relations Press, 1990). Also see J.H. Dunning, ‘The Global Economy,
Domestic Governance, Strategies and Transnatimud Corporations: Interactions and Policy Implications,” Transna~ionn/  Corpora/ions
I (3).7-45, 1992.

~ See M. J. Roe, “A P(ditical Thtwry  of American Corp)rate  Finance,” Co/un]bia  Lmi Journal 91(1): 10-67, January 1991.

5 A. Chandler, Sea/e and Scope (Cambridge, MA: Harvard University Press, 1990), pp. 62 I -627.

6 J.W. Lorsch and E. Maclvcr, “Cmporate  Governance and Investment Time Hm-izons,” background paper prepared for M. Porter  et al.,
Cupid Choices, A Report  to the Ctmncil  on Competitiveness  and co-sponsored  by the Harvard Business School, June 1992. Note that of the 50
largest  publicly held American companies, only seven have a shareholder with more than a 10 percent stake. Note also tbat the scale and rapidity
of the tumtwer  of shareholders has increased tremendously in recent decades. In the mid- 1960s, for example, large block  trades represented
ar(wnd 3 percent of the annual volume  of trading on the New York Stock Exchange. By the late 1980s, they exceeded 50 percent.
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ment is the subject of much debate. It should be
noted, however, that the excesses of the 1980s
have had more subtle effects. Many corporate
boards, for example, have become more assertive
in meeting their oversight responsibilities. This
has been especially obvious in cases where corpo-
rations have come under severe financial pressure,
and it has culminated in the recent ouster of the
chief executive officers of several leading Ameri-
can MNEs, including IBM, Westinghouse, and
Kodak, Behind this new assertiveness often lay
the discontent of large institutional shareholders.
This may be a cyclical phenomenon, or it could
signal a revival of shareholder activism. In the
course of OTA interviews for this assessment,
several directors of American MNEs praised the
heightened interest in monitoring corporate per-
formance that has come from large institutional
shareholders like the California public-em-
ployees’ pension fund (Calpers) and various
mutual funds. They noted, however, that it re-
mained an open question as to whether a basic
change in American corporate governance was
afoot.

The American system still stresses indicators
of short-term financial performance. Securities
analysts evaluate firms largely on the basis of
quarterly earnings reports, and their assessments
exert far more influence over managerial deci-
sions than do shareholders. Indeed, most Ameri-
can shareholders have little voice in day-to-day
management, although they do have the option of
exit. And they continue to exercise that option
with much more vigor and regularity than do their
counterparts abroad. For all the talk in business
circles about the wisdom of the kind of long-term
strategy associated with such investment firms as
Berkshire Hathaway, the prospect of exiting
quickly retains its attractiveness for most inves-
tors. This is especially true for mutual fund man-
agers whose own performance (as agents for
individual investors, not as direct owners) is mea-
sured on a rigorous comparative basis that empha-
sizes the short term.

Because of their reliance on open and active
stock markets to raise new capital directly, as well
as to provide indirect signals to lenders and other
stakeholders, managers of American MNEs oper-
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ate from abase that encourages them to emphasize
short-term returns. With individual and institu-
tional owners frequently changing, they actually
have little direct influence on corporate decisions.
The constant churning of the shares of large corpo-
rations does, however, get one message across:
keep earnings rising on a steady track. The mes-
sage is often strongly reinforced by the tying of
personal compensation packages for senior
executives to stock market performance. Two as-
tute observers summarize the consequences:

U.S. CEOs understand this message. When they
issue their companies’ quarterly earnings report
and meet with security analysts, they believe
they are being judged on a 90-day basis. If the
verdict is not positive, many sell orders will be
forthcoming with a commensurate decline in
share prices. In an era when many CEOs have
been seriously concerned about unfriendly take-
overs, such a decline was an especially unpleas-
ant prospect. But even in more halcyon times,
CEOs feel the pressure to keep earnings up.7

As many business and academic observers
point out, this obsession with the short run can se-
riously hamper the development of optimal corpo-
rate strategies, especially in sectors characterized
by short product life cycles. The pressure to keep
current earnings high and dividend payments
stable can force firms to postpone the long-term
investments and restructuring measures needed to
stay competitive .8 Delays or cuts in expensive in-
vestments in technology, or in the new plants from
which new process technologies develop, can
have a positive effect on current financial state-
ments. In the long run, however, imprudent delays
or cuts will have a negative impact on perfor-
mance. Theoretically, this impact should be dis-
counted in current stock prices. In practice,
information flows imperfectly, and rarely are the
motives for managerial decisions obvious. The

perception that short-term thinking by corporate
managers weakens the technology base of the
country therefore has become more widespread.

Compounding the tendency to emphasize the
short term in managerial decisionmaking are the
vagaries of the U.S. corporate proxy voting sys-
tem, which can make it difficult for shareholders
to cooperate in disciplining entrenched managers.
Working in the same direction are disclosure
requirements and antitrust rules that preclude
significant cross-shareholding by unrelated cor-
porations. For example, under rules first specified
in the 1934 Securities and Exchange Act, when an
individual or related group seeks more than 5 per-
cent of the shares of a corporation, public disclo-
sure of plans, financing sources, and other
information is required.9 Securities and Exchange
Commission (SEC) proxy rules can also come
into play when a group seeking a controlling posi-
tion is formed. Together with various impedi-
ments that have been put in place by state laws in
the wake of the “takeover wars” of the 1980s, such
rules have made both costly and risky the assem-
blage of large blocks of stock or significant cross-
shareholdings.

Senior executives of several leading U. S.-
based MNEs told OTA that their investment plan-
ning was frequently constrained by the need to
satisfy the expectations of temporary shareholders
as expressed in current stock prices. They ad-
mitted that their R&D budgets, in particular, suf-
fered as a result. Several executives expressed
concern that many of their foreign-based competi-
tors faced a much less binding constraint and were
therefore better able, for example, to maintain
R&D expenditure levels over an entire economic
cycle. More specifically, they suspected that dif-
ferences in corporate governance helped to ex-
plain the maintenance, or at most the marginal

7 Ibid.
8 See M.T. Jacobs, Shorr-Term  America: The Causes and Cures of Our Business Myopia, (Boston,  MA: Harvard Business School Press,

1991 ), chs. 2, 3.

9 F.R.  Edwmds  and R.A.  Eisenbeis,  “Fin~cia]  Institutions and  Corporate Investment Horizons: An International Perspective,” background

paper prepared for M. Porter  et al., Capifal  Choices, op. cit., ftxmmte 6.
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trimming, of R&D spending by many Japanese
MNEs even as their earnings came under severe
pressure in the early 1990s.

CORPORATE GOVERNANCE IN JAPAN
The effort to understand how Japanese corporate
governance differs from the American system has
in itself become something of a growth industry.
The once common view that Japanese MNEs rep-
resent the visible face of Japan Inc., with the im-
plication that government really calls the shots, is
now widely dismissed as simplistic. So too is the
more recent characterization of those firms as run
by and for a managerial elite, accountable to no
one, including government or traditionally pas-
sive shareholders. Impressions garnered in OTA
interviews in Japan with senior corporate execu-
tives, government officials, and others support a
more complex view

The managers of Japanese MNEs do play the
key role in a system of corporate governance that
has evolved over time. 10 And, indeed, the system
does free them from some of the pressures for
short-term returns that their American counter-
parts face. Extensive institutional cross-share-
holding arrangements, for example, can explain
why real earnings might be allowed to fluctuate
widely in order to keep R&D budgets stable.
However, executives of Japanese MNEs, most of
which are embedded in keiretsu networks, are ac-
countable for their performance to a wide array of
constituencies. Some of those constituencies may
be represented on the board of directors, but most
directors are in fact insiders.

The constituencies to which Japanese directors
and managers must and do attend include em-

ployees, the MNE’s lead bank, its other long-term
creditors, corporations with which it is affiliated
in keiretsu or other intercorporate groupings, sup-
pliers, and important customers. These constitu-
encies share certain basic interests in the firm
beyond simple survival. Unlike the case of their
American counterparts, however, it is impossible
to agglomerate those interests under a single fi-
nancial indicator, such as return on investment.
Nevertheless, one interest has long been broadly
shared by many constituencies: the need both to
compensate for past technological weakness and
to ensure technological parity or leadership in the
future. Indeed, this theme was a common refrain
throughout a series of OTA interviews with senior
executives in Japan. The structure of corporate
governance in contemporary Japan has evolved in
light of that overriding interest.

In contrast to the legalistic, arm’s-length, and
often antagonistic relationships at the core of
American corporate governance structures, the
Japanese equivalent is a system of “networks”
built upon relationships of trust, the reciprocal ex-
change of information, technology, and other
benefits, and expectations of long-term endur-
ance. Within a corporate network, managers often
compete energetically, but they also cooperate to
the extent required to maintain both the network
and their place within it. During periods of crisis,
this can entail direct support of one another’s in-
ternal organizational affairs.

For most Japanese MNEs, internal network
structures are linked to, and reinforced by, exter-
nal linkages to financial institutions and other
firms. l1 These tend to be stable and are often
sealed by mutual cross-shareholdings. Individual

lo See U, Schacde, “understanding CfJ~)rate  Governance  in Japan: Do Classical Concepts Apply’?” Industrial and Cwpwate c~w?e

3(2): f(wthcoming,  1994.

I I See M. ti, G.G. Hamilton, and M. Suzuki, patterns of Inter-Firm Control in Japanese Business, Papers in East Asian Business and

Development,  N().  7, Institute of Governmental Affairs, University of Callfomia,  Davis, 1989.
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Percentage of firm’s stock held
by other group members or

Financial Institutions affiliated companies

Sakura Bank 15,98

Mitsui Trust & Banking 24.42

Mitsui Kaijo Kasai 28.90

Trading, Manufacturing, and Other
Mitsui Bussan

Mitsui Mining

Mitsui Construction

Sanki Engineering

Nippon Flour MiIIs

Toray Industries

Oji Paper

Mitsui Toatsu Chemicals

Denki Kagaku Kogyo

Mitsui Petrochemical Industries

Onoda Cement

Japan Steel Works

Mitsui Mining & Smelting

Mitsui Engineering & Shipbuilding

Mitsukoshi

Mitsui Real Estate Development

Mitsui O.S.K. Lines

Mitsui Warehouse

Toshiba

Ishikawajima Harima

Toyota Motor

20,11
37.48

41,96

20.65

26.32

16,45

1211

18,65

17.56

38.39

19,94

19.56

12.70

1816

14.39

17,64

21,60

29,95

11.41

10,72

10,30

NOTE: Data is for fiscal year 1992, ended March 31, 1993, and is drawn from a survey conducted by Toyo Keizai of 2,131
firms Iisted on Japanese stock exchanges

SOURCE: Kigyo Keiretsu Soran (Tokyo: Toyo Keizai Shinposha, 1994), pp. 44-45

shareholdings may be small, but their size is often interdependence, especially obvious in the major
not as significant as their existence, for they signi - bank-centered keiretsu (see tables 7-1 to 7-4). On
fy valued and often enduring business relation- al aggregate basis it can effectively close the mar-
ships.

12 Reciprocal equity ownership comprises a ket for corporate control, not only for new foreign
critical element in a web-like system of corporate entrants but also for potential domestic rivals.

I z F[)r Sma[]er Japanese conlPie5  mat  are not part of keiretsu netwm-ks,  large shareho]dings  are more common and they can provide the

key mechanism for exerting influence over  management. See S. D. Pmwse,  “The Structure of Corporate Ownership in Japan,” The Journul  of

Finance 47(3): 1121-1140, July 1992.
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Percentage of firm’s stock held
by other group members or

Financial Institutions affiliated companies

Mitsubishi Bank 2562

Mitsubishi Trust & Banking 17.35

Nihon Shintaku Ginko 13,59

Tokyo Marine & Fire Insurance 22.61

Trading, Manufacturing, and Other
Mitsubishi Shoji 33.22

Kirin Brewery 1920

Mitsubishi   Rayon 2285
Mitsubishi  Paper MiIIs 3187
Mitsubishi Kasei 22.12
Mitsubishi Gas Chemical 2468
Mitsubishi Petrochemical 32.99

Mitsubishi Jushi 57.32
Mitsubishi 011 4460
Mitsubishi Steel Manufacturing 3718
Mitsubishi Materials 2490
Mitsubishi Shindo 53.27
Mitsubishi Cable Industries 4975
Mitsubishi Kakoki 3668

Mitsubishi Electric 1647

Mitsubishi Heavy Industries 19.93

Mitsubishi Motors 56.44

Mitsubishi Estate 2646

Nippon Yusen 26.07

Mitsubishi Warehouse 42.57

Asahi Glass 28.09

Nikon 27.88

— —

NOTE:  Data is for flscal year 1992, ended March 31, 1993, and is drawn from a survey conducted by Toyo Keizai of 2,1 31
firms Iisted on Japanese stock exchanges

SOURCE: Kigyo Keiretsu Soran (Tokyo: Toyo Keizai Shinposha, 1994), pp. 46-47

In the early 1990s, more than half of the out- With little fear that key shareholders will

I 165

sell,
standing shares of publicly listed Japanese corpo- managers can be conservative in their payouts.
rations were held by Japanese financial They can also compensate their main shareholders
institutions and other corporations. 13 The histori- in other ways; for example, they can give their
cally low dividend rates of most Japanese corpora- lead banks a right of first refusal when they have
(ions surely have something to do with this fact.

13 w c Kes[er,  “Gt)vemance,  contracting, and Investment Time Horizons,”. Working  Paper 92-003, Harvard Business Schw~l,  Division of

Research, 1991. See also U. Schaede, op. cit., footnote 10, table 2.
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Percentage of firm’s stock held
by other group members or

Financial Institutions affiliated companies

Sumitomo Bank 1932
Sumitomo Trust & Banking 26.64
Sumitomo Marine & Fire Insurance 26.62

Trading, Manufacturing, and Other
Sumitomo Shoji

Sumitomo Coal Mining

Sumitomo Construction

Sumitomo Forestry

Sumitomo Chemical

Sumitomo Bakelite

Sumitomo Cement

Sumitomo Metal Industries

Sumitomo Metal Mining

Sumitomo Light Metal Industries

Sumitomo Electric Industries

Sumitomo Heavy Industries

Sumitomo Realty & Development

Sumitomo Warehouse

Nippon Sheet Glass

NEC

33.08
38.59
30.44
29.92
23.11
47.40
32.34
19,50
29.87
48.48
20.84
28.38
17,38
37.49
2534
27.10

NOTE: Data Is for fiscal year 1992, ended March 31,1993, and Is drawn from a survey conducted by Toyo Keizai of 2,131
firms listed on Japanese stock exchanges

SOURCE: Kigyo Keiretsu Soran (Tokyo: Toyo Keizai Shinposha, 1994), pp. 44-45.

external financing requirements, and they can di-
rect other types of business to related companies.

Sectoral studies indicate a much wider set of
reasons for reciprocal corporate shareholding.
These include the desire to solidify a relationship
with a leading supplier of vital technology. It is
well known, for example, that Japanese automo-
bile companies frequently push key engineering
and design functions to their supplier companies.
Cross-shareholding can seal the relationship of
technological cooperation and mutual depen-
dence that thereby results. 14

Corporate interlocks can represent the legacy
of divisions that were spun off as independent
companies once they became strong enough.
Cross-shareholding can represent the purchase of
“insurance policies” from financial institutions.
Both types of linkage yield a degree of protection
in the event of a crisis, albeit at the possible price
of having to allow the financial institutions to in-
tervene directly in management. In addition,
cross-shareholdings can create a kind of leverage
that helps assure performance under other types of
contractual or noncontractual business arrange-

14 For  a defense of the system, see Y. R.mugi, “What Share Cross-Holdings Mean for Cm-porate  Management,” Economic  Eye

I 1(1): 17-19, spring 1990.
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Percentage of firm’s stock held
by other group members or

Financial Institutions affiliated companies

Fuji Bank 26.28

Yasuda Trust & Banking 26.38

Yasuda Fire & Marine Insurance 18.16

Trading, Manufacturing, and Other
Marubeni

Taisei

Nissin Flour Milling

Sapporo Breweries

Nichirei

Nisshinbo Industries

Toho Rayon

Showa Denko

Kureha Chemical Industry

Nippon Oil & Fats

Tonen

Nihon Cement

NKK

Kubota

Nihon Seiko

Oki Electric Industry

Yokogawa Electric

Tokyo Tatemono

Tobu Railway

Keihin Electric Express Railway

Showa Line

Hitachi

Nissan Motor

Canon

19.05

9 0 2

941

2265

10.87

1458

4330

1957

2132

24.46

1024

1995

1348

1058

2 2 7

2187

1098

2748

6 3 8

9 5 0

3552

5 0 7

1464

10.20

NOTE: Data is for fiscal year 1992 ended March 31 1993 and IS drawn from a survey conducted by Toyo Keizai of 2,131

firms listed on Japanese stock exchanges

SOURCE: Kigyo Keiretsu Soran (Tokyo: Toyo Keizai Shinposha, 1994), pp. 48-49

ments. Therefore, it is not surprising that Japanese Under the aegis of this system of corporate gov-
corporate managers “tend to view their proximate ernance, Japan successfully built up its economy
task as being the preservation and enhancement of throughout the past few decades. Despite the ef-
these complex relationships rather than the im- fectiveness of this system, some observers have
mediate, direct pursuit of any one stakeholder’s recently argued that it is now breaking down, as
interests, such as that of exclusive equity owners.”] 5 the inevitable consequence of both corporate ma-
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Mitsui Mitsubishi Sumitomo Fuyo Sanwa DKB

1980 17.62 29,26 26.74 16,26 16,78 14.12

1985 17,87 25,18 25.01 15,79 16.84 13.33

1988 17.09 26.87 24.42 15,29 16,38 12.24

1991 16.58 26.37 24.67 15,62 16.67 12.16

1992 16,58 26.33 24.65 15.62 16,72 12.19

NOTE: Cross-shareholdings are the average of the ratios of stocks in one member company owned by other companies withln the group

SOURCE: Adapted from Kigyo Keiretsu Soran (Tokyo: Toyo Keizai Shinposha, 1987, 1990, and 1993)

turity and global financial integration. Despite
some evidence of marginal changes in the system,
OTA interviews and analysis indicate caution in
the interpretation and projection of those changes.

To some extent, the weakening of equity ties
between financial intermediaries and Japanese
MNEs during the late 1980s and early 1990s re-
flected the unusual circumstances of Japan’s fi-
nancial bubble. Although the bubble weakened
some cross-equity linkages, it actually reinforced
others—particularly those of the older, core kei-
retsu. The bursting of the bubble encouraged a
number of firms to repair their financial relation-
ships, despite the fact that major banks were hav-
ing severe difficulties. In this regard, the
publicized instances of firms selling off their
holdings in banks appear to be exceptions to the
rule, especially in keiretsu networks.

Senior Japanese executives quite openly ex-
plained to OTA that selling member holdings
risked retaliation. This is not to say that the system
is inflexible. Many companies have rationalized
their cross-shareholdings and reduced their vol-
ume. However, since the number of shares held is
often unrelated to the degree of inter-corporate in-
fluence, neither development necessarily implies
the unraveling of the cross-shareholding sys-

tem.16 Certainly within the major keiretsu,
changes in the cross-shareholding system over the
past decade show almost no decrease. Table 7-5 il-
lustrates this pattern within six major keiretsu.

Within Japan’s corporate networks, managers
are frequently disciplined by their bankers or re-
lated companies for poor performance, although
the system may also effectively allow them to de-
fer painful decisions. Obviously weak firms, how-
ever, tend to be quickly and quietly liquidated or
merged. Nissan, for example, effectively took
over the management of Fuji Heavy Industries
(manufacturers of the Subaru marque) in 1990. At
the time, Nissan owned only 4 percent of Fuji’s
shares, but the two companies collaborated inten-
sively and shared managerial staff. The de facto
“takeover” occurred without any debt being re-
structured or any transfers of stock between Fuji
major shareholders. The role of financial institu-
tions is critical in such cases, and analysts have
gone so far as to depict the direct discipline such
institutions can exercise as the functional equiva-
lent of a U.S.-style market for corporate
takeovers. 7

At certain points in Japanese history, govern-
ment played the key role in nurturing this form of

lb me ana]ysls of the issue, for examp]e,  found no evidence that the influence of financial institutions diminished during the bx)ming

1980s. See F.R. Lichtenberg and G.M. Pushner, “Ownership Structure and Corporate Perfm-mance  in Japan,” Working Paper No. #4@2, Na-
tional Bureau of Economic Research, June 1992. On the lack of a direct relationship between ownership per se and effective influence, see
Schaede,  op. cit., footnote IO.

17 Ibid,  and Kester,  0p. cit., footnote 12. This theme will be taken up again in ch. 8.
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corporate governance. In addition to encouraging
cross-shareholdings and carefully shaping the
institutions that would manage corporate finance,
it accepted cautious disclosure standards, and
sometimes sanctioned cartel-like arrangements
(especially in troubled industries) and other busi-
ness practices that had the effect of restricting
market access.

18 Certainly during the past two de-
cades, the direct impact of government has been
more subtle, but its residual influence is still im-
portant. As corporate officials repeatedly told
OTA, even during a period of political instability,
officials within the relevant ministries remain ca-
pable of dispensing “administrative guidance.”19

In short, the Japanese system of corporate gov-
ernance renders the managers of Japanese MNEs
accountable to others, including a wide range of
stakeholders as well as governmental authorities.
But that same system has freed them from the need
to focus their strategies rigidly on achieving high,
direct, and near-term returns to shareholders.20

This has enabled most Japanese MNEs to pursue
the kinds of longer-term strategies required to de-
velop and commercialize new technologies. The
system has also provided those MNEs with im-
plicit safety nets in the event of serious managerial
mistakes or unanticipated market shocks. Among
other things, the existence of such safety nets can
explain why outright corporate bankruptcy in Ja-
pan appears to be less frequent among large firms
and less costly than in the United States. It also ac-
counts in part for the oft-noted ability of Japanese

MNEs to downplay short-term calculations of re-
turn on investment for long periods of time while
market shares abroad are established or defended.
Finally, whether deliberately or not, the system
has worked to discourage new entrants—both for-
eign and domestic—to Japanese markets, espe-
cially but not exclusively when entry has been
sought by way of acquisition.

The relationships that underpin particular Japa-
nese MNEs may shift overtime, but periods of tur-
bulence often bring to light not the fragility but the
durability of traditional patterns. In contrast to the
American system, the Japanese system of corpo-
rate governance well deserves the label “alliance
capital ism.”21 The system has commanded re-
spect from outsiders, not in the least because of its
apparent effects on long-term managerial thinking
and investment in key technologies. While the
system may be under unusual strain today, it is
more difficult to imagine its demise than its
adaptation to new circumstances.

CORPORATE GOVERNANCE
IN GERMANY
Despite the economic troubles it encountered in
the years following unification, German y remains
the industrial leader of Europe.

22 The European

technology base continues to be influenced more
by German industry than by that of any other Eu-
ropean country. To be sure, French, Dutch, U. K.,
and Swiss MNEs dominate particular industrial

18 see  j.A. Hafl,  Rl,O/  CapltO/,Yt,Y: Interna[l<)nol  conl,)cti~;~ene,~y  in (he Uni[ed Slare<y,  J~pan,  ~nd w~.f(ern  k’tiropf (Ithaca, NY Cf)mt?li

University Press, 1992), ch. 2; D.J. Encamati(m,  R[\a/s  Beyond Trade: American tersu.$  Japan in G/oba/ ~’ompcrr~lon  (Ithaca, NY C(~mclI
University Press, I 992).

I Q See also u. Schaede, “change and Ctmtinuity in Japanese Regulation,” W(wking Paper 66, Berkeley R(wndtablc (m the Intematl(mal

Economy, University of California, March 1994.
20 C(mlpared to U.S. managers, the relative freedom of Japanese managers from immediate shareholder interests is Illustrated b) lhc fa]lcd

efforts  of U.S. pension funds to influence the management decisions of several Japanese corporations at thmr 1993 ,annual  mcetlngs. SCC J.
Stemgold,  “Japanese Companies Rebuff Mighty  U.S. Pension Funds,” The Ne\* York Times, p. D], June 30, 1993.

21 M. Gcrlach,  A//lance Cap~/a//.rm:  The Social Or,ganl:arron  ofJapane!e  Bminess  (Berkeley: University of California  press. 1992). SW

also Lichtenbcrg and Pushncr,  op. cit., fmtm~te 15.

‘z This leadership was underlined when profits began a sharp retxmnd  in early 1994 in a number of core  GemIan industries. See K.L. Mlllcr

and D. Wise, ‘“Slash and Earn on the Continent,” Business WecL (3369). 45-46, May 2, 1994.
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sectors. But German MNEs continue to hold the
key to the evolving integration and development
of European industry in general.

Like American and Japanese MNEs, German
MNEs are embedded in a distinctive system of
corporate governance with deep roots. The system
is distinguishable from that of France, and it dif-
fers quite markedly from that of the United King-
dom; in some ways, it is similar to that of Japan.
Although currently under some stress, the Ger-
man system comprised a critical component of the
country’s initial industrialization and of its recov-
ery and growth after World War 11.23

Germany’s corporate governance, together
with the country’s approach to regulating the
broad framework within which government, cor-
porations, and labor unions continually negotiate
their respective adjustments to market conditions,
produces an advantage in a number of industrial
technologies.

24 Germany has been a leader, for ex-
ample, in high-performance transportation sys-
tems, automotive components, inorganic
chemicals, metals processing, and machine tools.
While not known for the creation of startling new
innovations in other sectors, Germany has been a
world leader in effective technological diffu-
sion.

25 It has excelled at refining new production
and process technologies and spreading their ef-
fects across a broad industrial base.

By the early 1990s, German industry had con-
fronted the challenge of adapting its traditional
corporate governance system and technology base
to a much more competitive global and regional
environment.26 Productivity levels had not kept
up with world standards, and unit labor costs had
swollen in relative terms. Successful adaptation

was recognized as crucial to regaining the coun-
try’s position across the industrial sectors in which
it had long excelled. The challenge of broadening
and diversifying its technology base appeared
even more formidable, since fundamental
changes might be needed to achieve such goals.
Indeed, given the social and political difficulties
associated with such changes, pessimism con-
cerning the technological future of German indus-
try has been in vogue. OTA analysis, however,
supports a more balanced view. German industry
is adjusting within the constraints posed by its
traditional system of corporate governance. That
system may be reshaped, but it will not likely be
abandoned. Negotiated and incremental reform is
probable.

Managers of American MNEs often remark on
the ability of their German counterparts to operate
with a high degree of apparent independence from
shareholder pressures for immediate returns. The
common view is that this independence has been
crucial to the maintenance of stable levels of in-
vestment in the technologies at the center of lead-
ing German industries. There is an element of
truth in this, but the ability of German industrial
managers to plan with other than short-term prof-
it-maximization goals in mind derives from the
fact that German managers have been able to con-
vince shareholders to take a long-term view.
Moreover, German corporations typically rely on
their bank relationships for long-term lending,
and obtain a relatively small portion of the firm’s
finances through the stock market. In such a con-
text, German managers have really not been more
autonomous than American managers. They have

13 See A. Gerschenkron,  Ec~n~mic Back~ardness  in Historical Perspecti\’e (Cambridge, MA: Belknap, 1%2).

24 For background, see p.J. Katzenstein,  pdilics and Policy  in the Federal Republic of Germany: The s~mi-.$wverei~n slate (Philadelphia,

PA: Temple University Press, 1987); A.S. Markovitz, The Po/itics of the West German Trade Unions (Cambridge, UK: Cambridge University

Press, 1986); and K. Thelen, Union of Parts: Labor Po/i/m  in Posmar  Germany (Ithaca, NY: Cornell (University Press, 1991).

M K. Wever and CJ$ A]]en, “me Financial Systenl and Corporate Governance in Germany: institutions and the Diffusion Of ]nnOvatlOnS,”

Journal oj’Public Policy 13(2): 183-202, April-June 1993.

lb See H. Glersch, K. paque, and H. Schieding, The Fading  Mirac/e: Four Decades oj’Marke/  Economy in Germany (Cambridge, UK: Cam-

bridge University Press, 1992).
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Individuals from comprise.-

Private banks 7

Other banks 2 2

Insurance companies 1 6

Trade unions 12,4

Other employee representation 36.3

Industry representation 25,8

Other shareholder representation 10,2

Government (political parties 4 5
and civil servants)

SOURCE: Federal Association of German Banks, cited in E.R. Schneid-
er-Lenne (Deutsche Bank) The Role of German Capital Markets, the
Universal Banks Supervisory Boards and Interlocking Directorships, ”

paper prepared for National Economic Development Off Ice Policy
Seminar London, Nov. 21-22, 1991

simply been subject to different pressures, some
of which can be quite severe.

German law distinguishes between two types
of companies with limited liability: joint stock
companies, which are publicly owned and listed
(Aktiengesellschaft (AG)); and privately held, un-
listed companies (Gesellschaft mit beschraenkten
Haftung (GmbH)). German MNEs come in either
form. Daimler-Benz, for example, falls in the for-
mer category, while Robert Bosch falls in the lat-
ter. Since most large German firms are joint stock
companies, however, the emphasis in this assess-
ment is on AG firms.

Under the terms of the 1976 Co-Determination
Act, in a company with more than 2,000 em-
ployees, half of the supervisory board must com-
prise directors chosen by the shareholders and half
by employees; one of the labor representatives

must come from middle management or higher.
Table 7-6 breaks down the composition of the
boards in the 100 largest German enterprises. The
chairman is elected by the shareholders’ represen-
tatives, all of whom are outsiders, and has the abil-
ity to vote twice—and consequently break tie
votes. The supervisory board appoints a manage-
ment board, usually of 10 persons; by law, those
managers are provided with a formal contract ex-
tending from one to five years.27

Although they have formal responsibilities for
reviewing management contracts and providing
general oversight, German supervisory boards
have often been depicted as passive organs. In
fact, the chairman in particular is usually involved
in the most important strategic and financial deci-
sions of a company. The boards also play a critical
disciplinary role when the company gets into
trouble. Their direct intervention in management,
in such an event, serves a function akin to hostile
takeovers in the American system. To participants
and close observers, the German method of en-
couraging corporate restructuring when required
has the notable advantage of precluding the asset-
stripping, short-term planning, and social disrup-
tion characteristic of the American and British
corporate takeover battles of the 1980s.28

Beyond the prominent role given to employee
representatives, the most distinguishing charac-
teristic of the German system is the critical role
played by banks. The leading industrial banks, es-
pecially Deutsche Bank, Dresdner Bank, and
Commerzbank, are "universal” banks. This
means they are permitted to engage in a wide
range of commercial and investment banking acti-
vities under one roof. Throughout modern Ger-
man history, such powers have made them the key
providers and organizers of capital for the estab-
lishment and growth of German corporations.

27 For a description Of the ~)ard s~c~re  of German joint stock companies, see U. Schaede, “The Creation of a New System Of c(~w)mte

Governance for the EC: An Integrative Model  of the Anglo-American and Germanic Systems,” Graduate Schm~I of lntemational  Relations and
Pacific Studies, University of California, San Diego, June 1994, pp. 9-12.

‘8 See, fm example, E.R. Schneider-Lenne  (Deutsche Bank), ‘The Role of German Capital Markets, the Universal Banks’ Supervisory
Boards,  and interlocking Directorships,” paper prepared for National Economic  Development OffIce Policy Seminar, L)ndm,  Nw. 21-22,
1991.



172 I Multinationals and the U.S. Technology Base

Without them, Germany’s industrial and technol-
ogy base would look quite different than it does
today.

The role of the banks, which is discussed fur-
ther in chapter 8, is reflected in Germany’s corpo-
rate governance system. Bankers hold nearly 10
percent of all nonemployee seats on the superviso-
ry boards of the 100 largest nonfinancial compa-
nies in Germany. Moreover, in the largest
companies, the lead bank (Hausbank) often pro-
vides the chairman of the supervisory board. Giv-
en the fact that there are relatively few banks
involved at the highest level of corporate finance
in Germany, this means that many supervisory
boards in Germany are interlocked.29

Underpinning such linkages, as in the case of
Japan, are significant cross-shareholdings. It is
not uncommon for a corporation’s leading credi-
tor to hold between 10 and 20 percent of its voting
shares. 30 Combined with cross-shareholdings in-
volving suppliers, major customers, and other
firms, intercorporate shareholding frequently
meets or exceeds half of the voting shares in many
German firms. Even when that is not the case,
however, the practicalities of Germany’s deposi-
tory voting system often enable the lead bank of a
joint stock company to control well over 50 per-
cent of its shares. Unlike in the U.S. system,
shares are issued in bearer form, and the deposito-
ry institution-most often a bank—has the right
to vote on them without specific authority from
the actual shareholders. 31

The connection between owners, managers,
and creditors is even more intimate in Germany’s

privately held companies, many of which now
have operations on a global scale. The autoparts
and equipment maker, Robert Bosch GmbH, pro-
vides an example. When the company’s founder
died 30 years ago, most of his shares were trans-
ferred to a foundation that bears his name. Among
other things, the foundation now provides the bulk
of the financial resources for a hospital located in
the town where the company is headquartered. For
dividends to flow to the hospital tax-free, how-
ever, voting rights connected with the shares were
transferred to a supervisory board comprised first
of seven and now nine members. Board members
choose their own successors, typically including
the retired chairmen of the company itself, its lead
bank, other large corporations, and associated la-
bor unions .32

In practice, the role of the supervisory board at
Bosch is limited, and the company’s managers en-
joy a high degree of operational autonomy as long
as the overall performance of the firm is satisfac-
tory.33 In practice, its managers have more than
met that standard. As the company has grown, the
shareholding structure, in particular, has enabled
it to maintain stable and relatively low dividend
payouts to the Bosch Foundation, while simulta-
neously building up substantial internal reserves.
Those reserves, in turn, have allowed the compa-
ny to invest continuously in the technological
foundations upon which its high reputation and
market advantages rest.

Beyond the legal features of Germany’s share-
holding system, commentators frequently note

‘{) Ft~r detailed analysis, see R. Ziegler, D. Bender, and H. B ichlcr, “Industry and Banking in the German Corporate”  Network,” Nerw’orks  oj’

~’w-porafc P(mer.  F.N. Std.mnan M al. (eds. ) (Cambridge, UK: Polity,  1985).

~~)  under  [he Ienlls  of ncW  ]Cgls]a[lon, public  ~onlpmies  arc required to disclose the identities of shareholders owning stakes of more than 5

pcrmnt.  ‘“Gcmum  CtJr~mite  Goverancc  Stirring Things ~Jp,” The E“twwvnisr  329(7842)72-73, Dec. 18, 1993.

~ I F{)rlller]} au[{)rlla[ic and of indet:nltc duration, legal rcfomls  nt)w require (he right of proxy  voting  to be reviewed by the true shareholders

(m a regular IXISIS,  and  the banks must now S(JI ic it voting instructi(ms.  In practice, the banks retain a high degree of c(mtr(d. For additional discus-

s!(m t)f Gm-miny”s dcpmit~)ry  voting systcm, see ch. 8.

‘z For U.S. tax purp)scs,  the IRS c(msders the nine txwd  members to be [he ultimate holding company. OTA interview, Germany, Nov.  II,
1993.

~~ ~e SUw.m  i sow boards of p~vate]y held firms functi(m  very differently than those of joint stock  companies. Board members of GnlbH

tim~s can sell their shares  (rely in round lots,  and must receive permissmn  fr(m}  the t)wncr or the kx)ard  to do so.
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that the center of gravity in its corporate gover-
nance structure is in the reciprocal and enduring
relationships that exist between the few individu-
als representing the various groups most involved
in the life of a corporation. These relationships
rest on a deep sense of mutual trust, which is rein-
forced by continual interaction. That trust tends to
be backed up, however, by the certainty of severe,
if informal, sanctions in the event of breaches. Al-
though similar in nature to the ties that bind keiret-
su and other intercorporate alliances in Japan, the
relationships in Germany appear to be more
broadly based, overlapping, and inclusive.

With the banker frequently playing a crucial
coordinating role in the most prominent German
MNEs, the system balances the interests of corpo-
rate stakeholders. To be sure, there are critics,
some quite vocal, who would like to shift the bal-
ance toward noncorporate shareholders, as in the
American system. Few objective observers, how-
ever, are predicting their imminent success. OTA
interviews with the managers of important Ger-
man MNEs support such a conclusion.

Although it is now conventional to depict Ger-
many’s recession and painful economic restruc-
turing in the early 1990s as exposing cracks in its
system of corporate governance, the causal arrows
in such an argument probably should be reversed.
The apparent efforts of some German companies
(most notably Daimler Benz) to diversify their
over-concentrated shareholder bases by issuing
shares in the United States should not be misun-
derstood. Such tactical moves do not necessarily
presage the dismantling of board interlocks or ex-
tensive corporate cross-shareholdings. As one
senior executive from a leading German MNE
told OTA, “The core of the German company re-
mains in its financial structure and the associated
mentality of its most senior managers. ” The prior-
ity is to finance new acquisitions and diversifica-
tion plans out of retained earnings and hidden
reserves, thus avoiding the dilution of control that
can occur when significant amounts of capital
need to be raised externally. Having to raise exter-
nal capital is widely seen as a sign of weakness.
This view may be wrong, but it will likely take
considerable time before it is revised.

German executives interviewed by OTA, in
fact, suggested that Germany’s current economic
difficulties are reinforcing the traditional system
of corporate governance rather than breaking it
apart. Senior officials from one of Germany’s
leading universal banks, for example, were forth-
right in explaining that a number of clients, which
had sought to loosen their ties with the bank dur-
ing the booming 1980s, had abruptly reversed
course in the 1990s. Accordingly, they expected
the system to be deepened by the difficult restruc-
turing process most German corporations must go
through in the years ahead. Significantly, no cor-
porate managers interviewed by OTA demurred
from that opinion. At most, they expected a few
large German MNEs to diversify their capital
bases by bringing in new minority shareholders.
Most saw Daimler Benz’s recent foray into Amer-
ican capital markets in this light. Indeed, the con-
sensus among the leaders of German banks and
MN Es, if expressed frankly, would be that the loss
of control to the capital markets, typically
associated with American and British MN Es. was
to be avoided at all costs.

Such a goal, of course, complicates the task of
reshaping and reinvigorating Germany’s indus-
trial and technology base. In particular, the risk is
that it will stunt the development of broad domes-
tic capital markets and thus prevent small and me-
dium-sized German companies from raising the
financing that might support new technological
innovation. On the other hand, assuming that large
German companies regain their competitive edge
(by, for example, scaling back their real wage
costs and markedly increasing productivity), pre-
serving the core of the traditional system of corpo-
rate governance could once again provide German
MNEs with stabilizing financial advantages in the
global marketplace. Assisting in this regard will
be other aspects of the German industrial system.
including its accounting rules (see box 7-1 ).

CONCLUSIONS
American, German, and Japanese MNEs differ in
the relative priorities they assign to the maximiza-
tion of shareholder value, the satisfaction of cus-
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tomer needs, and the stabilization of American corporations on short-term financial
employer-employee relations. Unique patterns of performance. This is not necessarily a bad thing,
corporate ownership and control, and associated unless those corporations are engaged in global
differences in relations between owners and man- competition with rivals capable of longer-term

thinking.34 German and Japanese MNEs haveagers, appear crucial (see table 7-7).
The dispersion and mobility of shareholders in demonstrated just such a capability in the past.

the United States seem to fixate the managers of

M For ]Cga]  ana]ysi~  and debate, see J.C. Coffee, “Liquidity Versus Ctmtrt}l:  The Institutitmal investor as C(mp)rate M(mit(~r,’”  Co/umbia
f.a)~ Journa/  91 (6) 1276-1368, 1991.
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United States Japan Germany

Banks 0.3 25,2 8.9

Insurance companies 5.2 17.3 10.6

Pension funds 24.8 0.9 —

Investment companies 9.5 3.6 —

Nonfinancial  businesses — 25.1 39.2
Households 53.5 23.1 16.8

Government — 0.6 6.8
Foreign 6.7 4.2 17,7

SOURCE Central banks and stock exchange data, 1991, adapted from WC. Kester, “lndustrial Groups as Systems of
Corporate Governance, ” Oxford Review of Economic POIiCY, 8(3) 33, table 4, autumn 1993

The concentration of corporate ownership in
Germany and Japan helps explain their longer-
term, customer- or employee-focused strategies.
As two analysts recently put it:

In contrast to the United States’ primary focus
on shareholder value, these other countries’ cor-
porations are seen as durable national assets that
serve a broad base of constituents. Quality prod-
ucts, market share, and employment are just as
legitimate as goals as return on shareholder in-
vestment. While some U.S. top managers and
directors prefer this perspective themselves,
they are swimming against the dominant nation-
al tide.35

Such differences are reflected not only in the in-
vestment decisions of particular firms, but also in
the nature of the national technology bases those
firms have created and exploited on global
markets.

Throughout the post-war period and in various
high-technology sectors such as electronics,
transportation systems, and others using ad-
vanced manufacturing techniques, Japanese
MNEs became noted for pursuing aggressive
strategies keyed on market share, not return on in-
vestment. Corporate governance structures, ac-
counting conventions, and public policies at home

contributed to their ability to design and imple-
ment such strategies. Those structures fostered
balanced relationships and an enduring sense of
trust, especially among employees, managers,
and institutional owners. They facilitated the shar-
ing of information across allied firms. Most im-
portantly, they rendered the providers of base
capital patient, while simultaneously attempting
to limit the scope for managerial abuse. Periodic
scandals indicate that the latter attempt can fail.
Japanese consumers, moreover, continue to bear
significant opportunity costs associated with this
patient capital system. Meanwhile, Japan’s mas-
sive trade surplus and international investment
imbalance indicate the external consequences of
such a system.

The Japanese system of corporate governance
spreads large volumes of minority equity claims
among lenders, customers, suppliers, and affili-
ates. Despite some recent flux, OTA interviews in-
dicate that rather than changing in a fundamental
way, the current corporate restructuring is an at-
tempt to come to grips with unforeseen conse-
quences: the creation of surplus capacity in sectors
where growth has turned down dramatically, ill-
-advised diversification (especially into U.S. and

35 Lomch ~d Maclver, 0p. cit., f(xm)te  6.
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Japanese commercial real estate), poor manage-
ment of cash reserves built up during the 1980s,
and associated financial scandals.

The managers of Japanese MNEs are aware that
charting their way through the current difficulties
and recapturing technological advantages may
well depend upon maintaining the essential struc-
ture of their equity bases, the confidence of their
lead banks, and the loyalty of long-term em-
ployees, suppliers, and affiliated companies. The
possibility of retaliation for breaches in network
solidarity is not abstract. Bankers and MNE man-
agers both maintained in interviews that all firms
in industrial groups understood well the fact that
companies contemplating appreciable sales of
shares in related banks or companies would elicit
immediate retaliation. Although marginal adjust-
ment in some corporate ownership structures is
occurring, it typically reflects mutual negotiation
between the firms involved. The sense of respon-
sibility for collectively managing the process of
national economic restructuring within tight tradi-
tional constraints remains palpable.

Parallels exist in Germany. The overarching
system of corporate governance has in the past
provided German MNEs with the financial stabil-
ity necessary to build and exploit technological
advantages in key industrial sectors. Together
with a unique accounting system, it reinforced
long-term relationships between stakeholders and
enabled substantial reserves to be built up. Those
reserves, and the knowledge that owners and cred-
itors will not abandon firms at the first sign of
trouble, encouraged managers to pursue long-
term strategies. Cross-shareholding is a critical
part of the traditional German system, but it is less
extensive than its analog in Japan. Long-term
bank relationships, combined with the depository
voting system, provide an alternate source of sta-
bility. In addition, interlocking supervisory
boards in Germany play a much more important

role both in disciplining managers and encourag-
ing long-term thinking.

The consequences of the German system can be
seen in a number of sectors, but perhaps most ob-
viously in the chemical and automotive sectors.
Hoechst's purchase of Celanese, the steady expan-
sion of BASF in the United States, the simulta-
neous building of major new plants by BMW in
Bavaria and South Carolina and by Mercedes
Benz in Alabama and Baden-Wuerttemberg--all
require a highly developed ability to endure short-
run perturbations in tough markets. Traditional
corporate governance structures and accounting
rules have helped foster just such an ability in the
past. There is little reason to assume that they will
not do so again in the future. Similar structures un-
derpin high-profile MNEs based in Germany’s
EU partners, and nowhere is this clearer than in the
U.S. consumer electronics market. The story of
the abandonment of that market by once-domi-
nant domestic firms is a long and involved one.
Respected analysts, however, have emphasized
strategic mistakes made by American corporate
managers and the extremely high costs that would
now have to be absorbed to regain their original
positions.36 But underlying governance structures

enabled two non-Japanese firms based outside the
United States to calculate their strategic options in
a different light, and therefore to stay in a market
whose top tier is now dominated by a few Japa-
nese firms (as shown in figure 7-2).

There is a connection between the survival of
Thomson Consumer Electronics and Philips Elec-
tronics in the U.S. consumer electronics market
and the nature of their respective shareholder
bases. Although privatization plans for its parent
company have been looming for several years,
Thomson is in reality owned by the government of
France. Common shares in Philips are more wide-
ly held; the company relies on no one lead bank

36 ~e A Chand]er, “Chemica]s  and E]~c[r(Jnics: Winning and Lt~sing in Post-War  American Industry,” pre-publication  nlanuscript,  Hu-

vard Business Sch(x)l, November 1993. The author notes that the domestic market for consumer electr(mics grew at a c(mlp(mnd  rate t~f 15.2
percent between 1976 and 1986, but the share produced dmnestlcaliy plummeted from nearly 100 percent in 1950 to about  5 percent in the late
1980s. After 1986, the consumer electronics operations of all but one major U.S. firm, Zenith, had been acquired by foreign MINEs.
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and its shareholders include foreign investors.
However, a controlling block of voting rights,
connected to special preference shares, remains
vested in a foundation (Stichting Preference Aan-
delen Philips). That foundation, in turn, is con-
trolled by a small board comprised of members of
Philips’ supervisory board and descendants of the
founding family.

37 Combined with advantages

generated by strong cash-flow from other opera-
tions, Philips did not face the takeover threats that
helped shape the thinking of American rivals in
the 1980s. To be sure, neither company is assured
of future success. Especially in the United States,
the market remains difficult, basic research has
come under severe pressure, and long-run profit-
ability is far from certain. The point, however, is
that the dominant surviving players in a key
technology sector are all embedded in corporate
governance systems that differ markedly from the
system characterizing most publicly owned cor-
porations in the United States.

The three systems of corporate governance
compared in this chapter each have their own
strengths and weaknesses. It is important to em-
phasize, however, that they are all deeply rooted in
distinctive national histories. The scope for draw-
ing useful lessons from one system and applying
them directly to another is therefore severely lim-
ited. Moreover, despite the expanding cross-juris-
dictional operations of MNEs and the resulting
insertion of particular forms of corporate gover-
nance into alien environments, convergence ap-
pears to be a long-run prospect at best. The
challenge is to find new ways to balance across the
Triad the benefits that result from the activities of
MNEs without allowing their intensifying com-
petition to compromise core values reflected in
traditions of corporate governance. Frictions
created by the deepening interaction of diverse
systems of corporate governance must be man-
aged. They cannot be assumed away.

37 ~c 1993 Annual  Rcpofi of phi lips Electronics  N.V, makes clear (on pages 62 and 63) that one of the purposes Of the ftmndati(ln  is to

prevtmt  unwanted overtures frmn other cmpmations. In this regard, the report states: “’Shmdd a situation arise in which the acquisition of a

cxmtrolling influence in Philips Electronics N.V. by a third party appears imminent, the Foundation may resolve to exercise [the right to acquire]
as many preference shares as there  are common shares in Philips Electronics N. V.”


