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Introduction

| Context for the Japanese Enterprise System

A half-century long, phenomenal economic increase has created something of a (social) science fiction: an economy,
Japan's, that appears larger-than-life, a fashion for some and a phobia for others. Japan is the first and only non-
Western country to have broken a two-century-long association between geography (Western Europe and North
America), a particular kind of political and economic experience (industrial democracy), and international industrial
prosperity (including Australia and New Zealand among the nations of the West). South Korea, Taiwan, and Singapore
may be next.! Fashions and phobias somehow miss the point.

Japan and its Asian neighbors suggest alternative models of development, possibilities that thoroughly modern but
non-Western forms of industrial capitalism may exist. As we enter the twenty-first century these possibilities have to be
taken seriously. Since 1945 alternative political and economic systems contested global leadership within the Western
world and that see-sawing balance of power confirmed a Western slant on world affairs. An emancipation of Eastern
Europe and a strategic détente in USA—Soviet Union—FEuropean relations have ended an internecine Cold War,
attendant political, economic, military, and intellectual arrangements, a Western point of view. Or have they?

Now there is an ‘enigma’ of Japanese power and, seemingly, peril? In 1989, shortly before the thaw in US—Soviet
Union relations, three times as many Americans were more worried about the economic strength of Japan than the
military strength of the former Soviet Union, and in 1990 25 percent of Americans interviewed responded that their
feelings towards Japan were generally unfriendly® Science fiction, enigma, and peril are the popular argot of
contemporary writings on Japan.

Damning Japan, or granting Japan ‘other-worldliness’, misses the point. Japan's economic success is unparalleled in
wortld history. This plain but overpowering fact summons the hopes of a post-Cold War world anxious for
international peace coupled with industrial progress, political stability, national security, and material well-being, But at
the same time Japan's success smites these hopes because it embodies an experience rather at odds with Western
experience. Less than a century ago, recall that Japan symbolized national insecurity, economic penury, political
authoritarianism, and social retardation (from a Western point of view). Out of this past flows Japan's ‘success’. This
chimerical reversal of fortunes (and
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interpretations) does not sit well, now or before the end of the Cold War, and it has prompted a rich outpouring of
analysis, among which this book should be included.

The impressive numbers of such studies in languages other than Japanese suggest the appreciation and apprehension
with which Japan's rise to wealth and power are weighed. However, the numbers published in Japanese are even more
astonishing, pointing to a curious mix of inquisitiveness, trepidation, pride, and uneasiness with which the Japanese
confront their own success. Other than purely economic arguments, a good half-dozen alternative and hybrid
rationales for Japan's progress are advanced. Again, the number is surprising, suggesting that what suffices for
explaining the post-war performance of, say, Germany appears unconvincing for Japan.

Putting aside neo-orthodox economic expositions (‘the no-miracle occurred school’) and throwing out nonsensical
cultural ones (‘the Japanese are successful because they're Japanese’), the five most frequently offered interpretations
are:

1. exegeses based on human-resource practices, especially the importance of personnel management, career
development, and company-specific training in large firms;

2. institutional control and financial interrelations, the zazbatsu, kigyo shudan and keiretsu models of corporate
development;

3. late development, technological catch-up, and the advantages of ‘backwardness’ in economic development;

4. industrial policy, government—business relations, and the capitalist development state;

5. an accent on the efficiency and utility of native economic institutions.*

But single-factor, simple-minded constructions of a complex people and past are not persuasive. The Japanese are not
a tribe, Japanese firms not a patch. No matter which school of explanation is pursued, it is necessary to come to grips
with individual choice and with issues of how individual behavior and action relate to institutional and industrial
patterns. My eclectic interpretation of these issues emphasizes interactions, interactions binding individuals to
individuals, individuals to institutions, and institutions to other institutions within a small and rapidly changing country.

To underscore interactions and the high levels of interdependence that result, I have adopted an implicitly comparative
framework—one that looks at Japanese enterprises in light of what is known about modern corporations elsewhere,
primarily in the Western world and especially in the United States. The result is a strong and abiding conviction that
Japanese enterprises are different, and these differences, manifested in issues of organizational size, structure, strategy,
process, and performance, constitute a realm in need of explanation.

Such differences are examined through an analysis of how and why firms appeared in Japan (Chapters 2 and 3), of how
firms evolved (Chapters 4 and 5), of how they are governed, emphasizing the importance of interorganizational
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boundaries (Chapters 1, 2, 6, 7, and 8), of variations among major types of firms (Chapters 3, 4, and 5), and of the
meanings attributed to them (Chapters 2, 6, and 8).

Hence, I merge four streams of enquiry and interpretation in The Japanese Enterprise System. First, it is a historical study of
how the industrial institutions of modern Japan evolved and matured. Second, it is an organization study of the basic
forms of social and economic interaction in Japan and their interrelation. Third, it is a development study of how
circumstances of rapid technical and economic change have shaped the Japanese business system. And, it is a strategy
study of how Japanese managers have responded to and shaped these circumstances. This fourfold synthesis offers a
model of institutional development under conditions of late economic development and private initiative that falls
somewhere between a capitalist-development state and a free-market economy. Business policy rather than industrial
policy is accentuated, revealing a set of robust institutions and a dynamic to activate and interrelate them, the Japanese
enterprise system.

Il Content: The Japanese Enterprise System in Comparison

The Japanese enterprise system is an interorganizational system of business management and coordination. It is based
on the strategic interaction and alignment of three basic forms of industrial organization—factory, firm, and interfirm
network. High productivity, functional specialization, and manufacturing adaptability are hallmarks of this system and
they distinguish the Japanese enterprise system from most others.

A long-term aim of my research is to grasp the place of this interorganizational system within a global history of
industrial firms while, at the same time, demarcating those features of Japanese organizations that distinguish them
from Western as well as from other Asian organizational forms. Ultimately such overarching goals may be traced to
the scholarship of Alfred D. Chandler, Jr., the dean of American business historians and the person most responsible
for the emerging synthesis on the global history of the firm. Chandler's influential book Strategy and Structure (1962)
inspired this study, and his subsequent publications of The sible Hand (1977) and Scale and Scope (1990), deepened my
admiration for the man and his work.

As a result, this book is motivated by a search for what is different and what is not about Japanese firms in a context of
world-wide industrialization. The most obvious and striking difference is found in structure. Historians and
economists alike, including Alfred D. Chandler and Oliver E. Williamson, two of the leading interpreters of American
industrial development, have argued that the multidivisional form (M-Form) of the modern corporation is the most
innovative and efficient form of industrial organization.> Imagine my puzzlement as it became evident that in Japan,
one of the most advanced capitalist economies
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in the world, the multidivisional form of organization is not so common and not so highly regarded.®

Quantitative and qualitative scrutiny as to why this is the case was needed. This study is based on information about
the 200 largest industrial firms in Japan since 1918, plus historical and more recent writings in Japanese culled from the
most prolific business press in the world. Fieldwork and interviews have extended those materials. In all instances, only
the largest and most successful industrial firms have been studied. Size counts for a lot in studies of industrial
organization and because of this, quite a different book would have to be written about the 400 largest industrial firms.

Following Chandler's lead, quantitative information, including rank-order data on corporate assets, capitalization,
sales/revenue, number of employees, and product lines, was collected for the 200 largest Japanese industrial firms
during the years 1918, 1930, 1954, 1973, and 1987: a full seventy years of corporate evolution and maturation. The
data, more comprehensive, inclusive, and lengthy than any hitherto collected, buttress the description and analysis of
the modern corporation and enterprise system in Japan. Data on these 1,000 firms from five bench-mark years are
published in the Appendix while insights and observations from the data are interlaced throughout the book.

Note well that these are winners—the 200 largest Japanese industrial firms. Yet even these winners are dwarfed by the
predominance of American firms among the world's largest industrial corporations. Of the total 401 industrial firms
employing more than 20,000 persons in 1973, over half (211 or 52.6 percent) were American, 50 from the United
Kingdom, 29 from Germany, 28 from Japan, and 24 from France.” Since 1973, however, Japanese firms have gained
the most ground in this global sweepstakes and this in spite of the fact, emphasized throughout this work, that
Japanese firms are relatively small and specialized in comparison with a sample of leading Western industrial firms.

Modern industrial enterprises in Japan did not appear full-blown in 1973, however, and this book also considers the
antecedents to and variations on the corporation. What was most different about Japanese companies, at least those
callow enterprises that appeared in the late nineteenth century, was that they tried intentionally to emulate successful
Western firms. The models emulated represented best practice in various industries, so Japanese entrepreneurs were
borrowing institutional practices that were already well developed legally, managerially, and technically. The corporate
form of organization was imported unshorn, uncropped, as one piece in a Western weave of institutional civilization.

It became quickly apparent that Western institutions required a great deal of adaptation and adjustment to fit local
circumstances. Self-consciously and with immense effort and ingenuity, relying on translated texts from Dutch,
English, French, and German and on students returned from the West, the earliest Japanese industrial enterprises were
founded at the close of the nineteenth century to produce foods and beverages, electrical equipment, ore, metals, spun
and woven
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goods of silk and cotton. A large number of frankly expedient and experimental efforts were undertaken and the most
successful widely copied.

This highly focused effort to transfer organizational models, managerial methods, and production and distribution
technologies from the West into a fundamentally different social and economic environment reveals the tangled origins
and evolution of the Japanese enterprise system. This effort, commencing in the latter half of the nineteenth century,
still continues today, although Japanese firms have pulled abreast and occasionally overtaken Western companies in
certain areas. However, even if Japanese firms have come very far, very fast in the last hundred years, an initiative and
desire to learn from the West, to follow the best examples of enterprise practice found anywhere, and to become
leading corporations in today's interdependent global world have not diminished. Japanese managers read I Search of
Exccellence with near religious fervor.®

It is wrong to characterize the processes of technology transfer and of late development as simple processes of
imitation, repetition, and duplication. Indeed, such a characterization smacks of ethnocentrism and near-sighted
prejudice. After all, when America was imitating British technology in the nineteenth century, this was called Yankee
ingenuity. The art and technique of imitation need to be better understood and more appreciated.’

Technology transfer is anything but simple and straightforward. It encompasses problems of implementation, more
formidable than merely identifying and acquiring technology. It requires openness, receptivity, flexibility, and
adaptability, and these have become ingrained attitudes and values in the Japanese business community as a result of a
century-long experience of zealous technology acquisition. Moreover, the alacrity with which Japanese firms learn their
lessons and cultivate them as springboards to genuine invention have been underestimated. Belying notions of
‘Japanese-as-imitators’, high rates of technology transfer and sustained investment in human and physical resources
have yielded innumerable social, technical, and organizational innovations.

A distinction between general and institution-specific technology transfer has been crucial. The long, hard pull towards
national economic success was predicated on patterns of institution-specific learning, generally called organizational
learning in this study, enacted and re-enacted within and between the industrial institutions of the Japanese enterprise
system.! Acquisition, appropriation, accumulation, adaptation, and exploitation of learning, based on technology
transfer, are the operational underpinnings of the system.

Paradoxically, given the genuine emulation behind Japan's success, Japanese firms are admired today by enterprises
throughout the world, sometimes the very firms that Japanese companies once copied. But the paradox disappears
when it is assumed that organizations and the people in them can learn, have a collective memory, and pass down
values, methods, and routines to those that follow. So, in the process of transferring the corporate form to Japan, new
patterns of organization and behavior were created, and these are now modeled elsewhere. The Japanese general-
trading company, for example, a business intermediary that
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facilitates a full-range of interorganizational transactions, is consciously imitated in Jakarta, Singapore, Washington,
DC, and London, notwithstanding that the first Japanese trading companies were formed to sell abroad surplus
mineral and agricultural products.

Institutions can be imitated, the interaction of institutions and environments less so. A lack of enterprise strategies and
structures comparable to those found in Japan in other Asian and African countries is striking, The weight of the
Japanese experience for comparative studies of social and economic development falls in favor of particularistic
patterns of institutional and environmental interaction. Such patterns of business development and adaptation in Japan
and elsewhere, reveal each country's corporate past as well as delimit possibilities of change. In this view, a nation's
comparative advantage is really corporate or institutional advantage. Patterns of organizational evolution and,
ultimately, of institutional advantage define the character of the enterprise system in Japan as elsewhere.

Endings: The Japanese Corporation in Contrast

Having set out to do what so many others have already done, namely explain and interpret Japan's economic
performance, what specifically recommends this study? I argue that the idea and the introduction of the corporation
brought profound changes in the life and institutions of modern Japan, perhaps more profound there than anywhere
else in the industrialized world. There are four reasons for this:

time compression and the corporation as an agent of change;
information and information processing as constraints on corporate growth;

Sl A

adaptation and cooperation as managerial responses to environmental turbulence;
4. development and evolution of organizational alternatives.

First, the corporation itself was a radical agent for change. Imported and adapted to local circumstance, the
corporation, nascent in the late nineteenth century, emerged strongly in the twentieth century and in doing so
compressed several centuries of ongoing organizational evolution and adaptation in the West into one or two
generations in Japan. This transformed forever the legal, political, social, and institutional structures and meanings of
work.

As a recently derived form of cooperation, the Japanese firm was modeled on Western corporations but it combined
significant elements of Japanese circumstance and culture. These include the climate of nationalistic opinion and fervor
that surrounded the introduction of the modern factory and corporate systems; the potential of indigenous institutions
for further educational, technological, and economic advancement; a decidedly fragmented market for manufactured
products and a well-developed market for agricultural and proto-industrial goods; a highly commercialized, urbanized,
and monetized, ‘household-based’ (z) society that valued careful and canny husbanding of resources.
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Second, there are organizational and informational limits to the capacity of any firm to borrow and apply new
methods.!! Information and information processing are costly. These are especially dear where behavioral, technical,
and organizational differences separate giving and receiving cultures. Clearly, Meiji Japan (1868-1912) was vastly
different from the West in its economic principles and social institutions. A thoroughly alien institution, like the
corporation, had to blend with local circumstances, while at the same time interacting with and reordering those
circumstances. The costs of information and information processing in the midst of such uncertainty pushed
corporations to focus and concentrate activities. Doing one and only one thing well was the result.

After the newly established Meiji government sorted out internal differences and embarked upon an ambitious nation-
building program, the economy grew notably and in spite of differences in giving and receiving circumstances, firms
took root remarkably well. Wataro Kanno tallies 3,336 joint-stock companies established by 1882 and 8,612 by 1902.12
For half a century, from 1885 to 1940, the economy averaged nearly 3.0 percent annual growth, stimulated in large part
by conflict and world war: the Sino-Japanese War 1894-5, the Russo-Japanese War 1904-5, and World War One. The
redoubtable growth in the first half of the twentieth century is often overlooked due to an even more extraordinary
performance after World War Two. In the ten years from 1954 to 1963 alone, real national product rose more than 2.2
times, growing at an annual average rate of 9.4 percent.!’> An OECD publication puts it, ‘By the conventional measures
of macroeconomic performance (income growth, inflation, unemployment), Japan has out-performed all other OECD
economies since entry into the Organization in 1964’.14

Nevertheless, during the pre-war period of economic growth, fundamental and enduring features of the institutional
framework of modern capitalism were fashioned. In particular, given limitations in the capacity of organizations to
absorb and apply new methods, especially in rapidly changing circumstances, a subdivision of tasks and a distribution
of rewards within an alliance of cooperating (but profit-seeking) firms constituted an effective coping strategy. In
Japan, as a result, processes of corporate adaptation in the midst of unpredictable social and economic change led to
three basic yet different forms of industrial organization: focal factories, unitary firms, and interfirm networks.

Networks, to take an example, shifted the burden of doing business. By linking firms through cooperation, networks
lowered investment levels for individual firms, reduced risk, minimized adverse selection, and lessened capital
expenditures. Cooperation included a wide range of behaviors where costs were not exactly calculated or catalogued:
for example, sharing physical equipment and facilities, providing market and technical information, or simply giving
that extra consideration when needed. Organizational learning or the organizational capacity to change and evolve
intelligently was the basis for effective cooperation.

Cooperation was related to the span of organizational control and the quality of organizational resources. That is, the
larger the enterprise and the more sparsely
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spread its resources, the more difficult, less frequent and reliable cooperation. Recognizing these relationships more
implicitly than explicitly, entrepreneurs kept firms small and specialized, with a long-term strategy of cooperation to
overcome specialization's shortcomings. Cooperation made especially good sense because acquiring another firm's
assets was not an alternative; shares were closely held and thinly traded.

As a consequence, the Japanese firm came to be accented by a focused structure and strategy wherein human, material,
and other resources were and are concentrated within simple, functional organizations, so-called U-Form firms
(unitary in that all functions contribute to the management of a single productline), and these are linked through
cooperative agreements with other similarly structured firms. Production was the main thrust of such firms because of
the prominence of factories, particularly multi-function focal factories.

Especially before the Pacific War, multi-function, and often multi-product, factories were analogous, even
synonymous, with U-Form firms. Ultimately, focused factories and unitary firms were and are interconnected, like the
hexagonal elements of a Buckminster Fuller dome, to scores of other similarly specialized units, creating in the
aggregate large, interactive networks of organizations for resource mobilization and coordination.

The cooperative approach to business was propelled by foreign technology transfer. Because Japanese firms relied
almost entirely on imported technology and thus on an internal capacity to absorb foreign learning in a timely fashion,
industrialization pushed enterprises to fix resources urgently in two directions: downward as a means to transfer Western
technologies to production sites for modification according to local markets and consumer preferences, and outward to
find and forge complementary relationships in marketing, financing, and manufacturing with other firms.

Toyota Motor, a company examined in depth in Chapter 7, built its first motor vehicles by reverse engineering various
automotive subsystems from American models while it recruited dozens of outside firms to supply parts, components,
and services that it could not easily provide itself. Both thrusts, downward and outward, were incrementally yet
increasingly institutionalized Zzward at Toyota as it matured into a large, modern corporation after World War Two.

Third, once institutionalized pathways of economic activity—downward, outward, and inward—were forged, they
were elaborated and refined in any number of ways. The augmentation and enhancement of cooperation based on
organizational learning became a principal means of competition. Firms grew in tandem with one another, forging ties,
extending their efforts. Cooperative alliances helped overcome firm-specific limitations, such as bounded rationality
and opportunism in the language of modern economics and organization theory, which limit the rate of organizational
learning and adaptation. By securing pathways of interfirm cooperation and collaboration, a firm's resources could be
deepened, refined, and refocused, enhancing knowledge-building and organizational competence. Interfirm alliances
became a basis for extending intrafirm capabilities,
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as internal resources were increasingly interconnected with those of other enterprises. In an extreme degree, intrafirm
and interfirm resources co-evolved and co-mingled.

Fourth, the combination of these organizational elements in the form of an emerging enterprise system proceeded
through a number of stages from the eatly twentieth century until recently, when the nature of the system changed
again. While earlier stages of development were driven by internal or domestic concerns, since the 1980s Japanese
firms have been internationalizing their operations with alacrity and diversifying their strategies on the basis of non-
Japanese markets and opportunities. As a result, Japanese firms and industries are becoming more broadly based, both
geographically and in terms of products, and these new directions are modifying what had been typical patterns of
corporate structure, conduct, and performance.

A word of caution, therefore. The reasons for the success of the Japanese enterprise system to date will not remain
constant. Indeed, the success of the system so far has been largely contingent on the enormous growth of a home
market and an elaboration and intensification of corporate strategy and structure to fit domestic circumstances. Now,
market forces are driving Japanese firms overseas; patterns of corporate behavior are being modified in order to
compete in foreign markets. Yet in this effort it is unlikely that Japanese corporations will jettison history, an inertial
guidance system that has proven so reliable and favorable in the past.

In sum, the modern corporation was a radical agent for social and economic change in Japan even while the
corporation itself was altered by a dynamic interaction with an environment rather different from that in which
corporations were born and bred. Japanese firms adjusted to the uncertainties of modern economic life through
specialization, learning, and collaboration: internally, firms focused on functional excellence, especially in production;
externally, they structured interrelations with others for product and market breadth.

By negotiating interorganizational cooperation, an extreme subdivision of tasks and a refined distribution of rewards
are possible. The advantages of this highly interdependent system are adaptability and productivity, and these are found
most notably in a capacity for lowering transaction costs in spite of extensive zuzerfirm dependencies and in deepening
focused spheres of product and process competency through innovative zntrafirm learning,

The combination of history, organizational development, competitive interaction, and strategy, as outlined above,
occurred and reoccurred in the history of major industrial firms, resulting in processes where organizational
competencies, skills, and resources were held and used interdependently, even while interdependency was and is not a
synonym for altruism. Moreover, pathways of cooperation were used in adaptive ways, that is in tune with changing
market and technological conditions. Once patterns of interorganizational development emerged, interdependence
became an accepted and emulated principle.

The process of acting interdependently is the most outstanding and distinctive
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feature of the Japanese enterprise system. This has led to a business system that values the importance of both
competition and cooperation for business, in intrafirm and interfirm relations as well as in government—business
relations. The core of this system is its permeable institutional boundaries—the capacity of using resources
interdependently and reliably across organizational borders.

Implications

Japanese corporations are relatively small and specialized because of permeable boundaries. They allow an emphasis
on production, especially on the integrated production environment of what this book calls focal factories, and on
cooperative manufacturing and distributing arrangements, namely interfirm networks. Highly differentiated patterns of
intrafirm resource allocation and mobilization, like those found in focal factories, and dense, durable, and intense
networks of interfirm relations are singularly Japanese in many aspects. As an organizational system, discovered,
reinforced, and followed by so many Japanese firms for so long, it has been elevated almost to a country-level
explanation for economic growth.

The history of the system is important because so many major Japanese firms are successful. They are successful by
any international measure—approaching, equaling, and occasionally surpassing Western firms in scale, profitability,
and global presence. They are remarkable for their ability to combine product and process specialization at the
manufacturing level, coordination in strategic planning and marketing at the corporate level, with product and market
breadth at the interfirm level. Because scope at one level is related to specialization at another through permeable
boundaries (the notion and practice of organizational interdependence), the enterprise system folds neatly in on itself: a
business system of extreme interlocking complexity and function.

By accumulating resources and routines with integration and interdependence at every level of economic activity, the
Japanese enterprise system tenders a highly articulated, organization-centered presence even while the market-place is
the final arbiter of efficiency. Causality is important here. In light of the broadly based, omnibus efforts of managers to
cultivate capabilities, be profitable, and be their own masters, it would be mistaken to assign too much weight to
government guidance in the formation and administration of the system. Most importantly, the state did not constrain
the competitive—cooperative dynamic of this interorganizational system. The market did.

Japanese corporations are pre-eminent in Asia, especially so in the Pacific Basin, where the foci of so much economic
activity is shifting Japanese corporations capture and highlight processes of organization and technology transfer that
are recasting the social and economic landscape in Asia. Japan is consciously emulated in Taiwan, South Korea, India,
Singapore, Hong Kong, the Philippines, Malaysia, and Indonesia. Even in the People's Republic of China and among
the socialist countries of Asia, Japan is a model of development.'> These countries are now
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Fig. I.1. Dynamics of the Japanese Enterprise System

Late Development and Technology Acquisition

ORGANIZATIONAL
SPECIALIZATION
at different levels

« Specialization Emphasizing = Complementary
by function & organizational specialization
product learning = Cooperative policies
» Narrow scope
& competence

Competitive strategies
and
cooperative structures
uniting factory, firm and network

attempting to do what Japan did during the last century, namely craft their economic organizations in the image of the
most successful enterprises of the day. And, the more successful of these efforts in turn will become models for still
later developing countries.

Japanese corporations are prototypes not only for their economic success but also for their social inventiveness. Firms
have taken what was a singular Western institution with a long and particularly complex history of its own,
transplanted, hybridized, and domesticated the form as their own. While the 7¢ or stem household was an effective
means of social and economic organization for preindustrial Japan, it lacked the organizational repertoire of a joint-
stock company for an industrial age. More than simply adapting something foreign to Japanese soil, however, the
reinterpretation of the corporate form in Japan has defined a new spirit and purpose for the firm.

Learning to learn continuously as an organization is at the root of the Japanese corporate experience, and this ethic and
practice are now spreading in Asia. That social innovation—the creation of a new corporate spirit and purpose—has
profound material consequences of which better, cheaper, and more innovative products are only the most visible
result. Employment commitment, institutional performance, and collective and personal effort are less obvious but no
less real. As
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are the long hours, pressured lives, and institutional constraints that come with high-performance organizations.

In less than a century, the Japanese corporation has become a global model of what modern industrial firms should be.
Because of this, the emergence of the modern corporation and enterprise system in Japan can no longer be regarded as
merely imitative and derivative of the Western experience, and these developments are seen as both disquieting and
hopeful by Westerners no less than Asians. The pre-eminence of Japanese firms in many industries globally, their
salience in Asia especially, and the differences separating them from their Western counterparts, challenge our
understanding of the modern corporation.

All of this suggests that the special experience of the modern corporation in Japan may require a substantial reworking
of the traditional theory of the firm as it has been advanced in the West. Certainly, the structures and meanings of work
defined by the values and actions joining factory, firm, and network are substantially different from that found
elsewhere.

Organizational interdependence—the importance of institutional interrelations within and across corporate
boundaries—owes much to the late-development effect in Japan, and hence to strategies of interfirm economies,
organizational learning, and the effective mobilization and motivation of human effort under circumstances of highly
constrained resources. If these conditions have so powerfully framed the emergence of the Japanese enterprise system,
they may be more determinative for even later developing economies and enterprise systems. This introductory
argument is summarized in Fig. I.1.

Closings

The corporation, as a major form of industrial organization and as a force for economic and social progress, has
shown remarkable properties of regeneration and adaptation around the world. A case in point, Japanese companies
are different from many Western counterparts in structure as well as in content yet they share basic political, economic,
legal, and organizational characteristics in common. As the most evolved form of enterprise organization in Asia and
the Pacific Basin, however, Japanese firms may be forging a new regional and global definition of what the corporation
can be. That difference is now the subject of intense global scrutiny as Japanese companies perform so well at home
and abroad.

The study of the Japanese corporation offers the chance to distinguish those features of the corporation that appear
universal—true regardless of country or culture—while, at the same time, underscoring those aspects of corporate
structure and strategy that may be influenced by local resources, geography, history, and circumstances. Indeed, the
focused strategy of Japanese industrial firms in particular business lines is confirmed by recent American evidence as a
superior form of strategic organization.! However, the linking of this focused strategy with structures of interfirm
cooperation appears unlikely in the United States, given different historical, legal, and political circumstances.
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In sum, this study seeks to distinguish between what Lance Davis and Douglass North called the zustitutional environment
that gave rise to the Japanese enterprise system, that is the set of political, social, and legal ground rules that establishes
a basis for production, exchange, and distribution, and the organizational arrangements between economic units that
governs the ways in which they compete and cooperate.!” The organizational arrangements—competitive strategies
and cooperative structures—of the Japanese enterprise system advance rather persuasive examples of how to organize
economic institutions for personal, social, and institutional gain, and in my opinion these lift the Japanese enterprise
system beyond a particular place and time to a realm of universal significance.

Notes

1.

The economic performance of South Korea is also forcing a reconsideration of the traditional models of economic
development and capitalist institutions. See Alice H. Amsden, Asia's Next Giant (New York: Oxford University
Press, 1989).

In 1988 Karel van Wolferen, a Dutch journalist living in Japan, published a best-selling book titled The Enigma of
Japanese Power (New York: Basic Books). His thesis was straightforward: no one in Japan is responsible for Japan's
considerable power. Instead, the machinations of faceless technocrats in an ‘insidious system’ are. Van Wolferen's
book found considerable favor among persons critical of Japan's success, but others found the book deplorable,
even offensive.

Van Wolferen cannot explain the workings of Japan according to Western notions of authority, decision-making,
and responsibility, and because of this, the Japanese became enigmatic and worse in his prose. After twenty years of
living in Japan, presumably learning Japanese and how things are ‘done’ in Japan, van Wolferen abandons his fate
and that of 125 million Japanese to a mysterious and masterful ‘system’ that discounts the day-to-day, ordinary
efforts of Japanese to decide their own affairs. To doubt their efforts to do so is to doubt their essential humanity
and to document van Wolferen's cultural biases.

Media poll, Business Week, 7 Aug. 1989. New York Times/CBS News Poll released in Feb. 1990 and reported in the
New York Times, ‘Is the New Villain Going to be Japan? It Works on Paper’, 18 June 1990, B1.

‘The no-miracle occurred school’ is Chalmers Johnson's term. See the first chapter of his MITI and the Japanese
Miracle (Stanford, Calif.: Stanford University Press, 1982). MITI and the Japanese Miracle is itself the most eloquent
statement in English of the industrial-policy perspective on Japanese economic growth. However, the industrial-
policy debate begins in English some twelve years earlier with Robert S. Ozaki's article, ‘Japanese Views of
Industrial Organization’, Asian Survey, Oct. 1970, 872—-89. Another book on the industrial-policy perspective is
Daniel 1. Okimoto, Between MITI and the Market (Stanford, Calif.: Stanford University Press, 1989). Okimoto is not
so persuaded of the efficacy of top-down industrial policy.

The debate about Japan in general begins with James Abegglen, The Japanese Factory (Glencoe, Ill. and New York:
Free Press, 1958), and over three decades, various schools of interpretation have waxed and waned. Representative
books of these various schools
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include K. Okochi, B. Karsh, and S. B. Levine (eds.), Workers and Employers in Japan (Princeton, NJ and Tokyo:
Princeton University Press and University of Tokyo Press, 1973); Robert E. Cole, Work, Mobility, and Participation
(Berkeley: University of California Press, 1979); Kazuo Koike, Understanding Industrial Relations in Modern Japan
(New York: St. Martins Press, 1988); Gary R. Saxonhouse and Kozo Yamamura (eds.), Law and Trade Issues of the
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Japanese Economic Studies, 16 (Winter 1988); Michael Getlach, Alliance Capitalism (Berkeley: University of California
Press, forthcoming); and Masahiko Aoki, Information, Incentives, and Bargaining in the Japanese Economy (Cambridge:
Cambridge University Press, 1988). A more recent contribution, itself an important work, is James C. Abegglen
and George Stalk, Kaisha: The Japanese Corporation (New York: Basic Books, 1985).

Thomas C. Smith, Native Sources of Japanese Industrialization, 1750—1920 (Berkeley: University of California Press,
1988), while not dealing directly with the debate, represents a stream of research that suggests one should look to
Japan's internal development as a primary cause of Japan's external success.

Other notable works not fitting neatly into the above categories include: Miyohei Shinohara, ‘MITI's Industrial
Policy and Japanese Industrial Organization: A Retrospective Evaluation’, Developing Economies, 14 (Dec. 1976), and
id., Industrial Growth, Trade and Dynamic Patterns in the Japanese Economy (Tokyo: University of Tokyo Press, 1982).
Two new studies of Japanese industry are worth noting: Michael |. Smitka, Competitive Ties: Subcontracting in Japanese
Manufacturing New York: Columbia University Press, 1991) and Toshihiro Nishiguchi, S#rategic Dualisn» New York:
Oxford University Press, forthcoming).

Oliver E. Williamson, Corporate Control and Business Behavior: An Inquiry into the Effects of Organizational Form on
Enterprise Behavior (Englewood Cliffs, NJ: Prentice Hall, 1970), 175.

The M-Form hypothesis is coming under attack as a culture-bound argument. In particular, Cable and Dirrheimer
and Cable and Yasuki have found that in Germany and Japan respectively, adoption of the M-Form model has
slowed. See J. Cable and M. J. Dirrheimer, ‘Hierarchies and Markets: An Empirical Test of the Multidivisional
Hypothesis in West Germany’, International Journal of Industrial Organization, 1. 43—62. ]. Cable and H. Yasuki,
‘Internal Organization, Business Groups and Corporate Performance: An Empirical Test of the Multidivisional
Hypothesis in Japan’, International Journal of Industrial Organization, 3 (1985), 401-20. And, Hideki Yoshihara,
Akimitsa Sakuma, Hiroyuki Itami, and Tadao Kagono, Nzhon Kigyo no Takakuka Senryakn (The Diversification of
Japanese Firms) (Tokyo: Nikon Keizai Shimbun, 1981).

Alfred D. Chandler, Jr., Scale and Scope (Cambridge, Mass.: Harvard University Press, 1990), 19-20.

T. J. Peters and R. H. Waterman, Jr., In Search of Excellence New York: Harper & Row, 1982).

I am grateful to Robert S. Ozaki for the insight on Yankee ingenuity. As for imitation, see Nathan Rosenberg and
W. Edward Steinmueller, “‘Why are Americans such Poor Imitators?” Awmerican Economic Review, 78/2 (May 1988),
229-34.

I am more specific about types and strategies of organizational learning in later chapters. There is a large and
growing literature on the subject. For a step-by-step,
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case-study of how Japanese organizations learn, see Bunteru Kurahara, Kiyoshi Uchimaru, and Susumu Okamoto,
Giputsu Shudan no TQC (TQC for Engineers) (Tokyo: Nikajiren, 1990). See (p. 177) for a diagram of organizational
learning process in a semiconductor-design firm covering the four areas of administration, quality assurance,
technology, and ideology. This is a wonderful book about managing knowledge-intensive work in contemporary
Japan.

A graphic example of organizational learning in Japanese firms comes from Dr. Toshihiro Nishiguchi who worked
for Pioneer Electronic Corporation before joining the academic world and INSEAD. Toshi worked in the
International Division of Pioneer. Before he was posted to London for the second time in 1982, he spent six weeks
training his successor. This included not only a process of familiarization with the normal office routine but also an
extensive number of visits to other company units and divisions as well as to outside service providers, such as
shipping and warehouse agents, insurance companies, freight forwarders and handlers, and such. In addition, they
traveled throughout the greater Tokyo area to visit sales outlets and when Toshi finally left for England, he gave his
successor a 20-page manual with ‘illustrations’ (wanga) on how to do the job. That's organizational learning!
Contrast this with some Western managers who arrive in a new position, I'm told, to find no one to help them with
the ropes and, unbelievably, an office devoid of any records that might offer a record of past performance.
This is Kenneth Arrow's perspective, admirably argued in The Limits of Organization (New York: W. W. Norton,
1974), esp. pp. 53-6.

Wataro Kanno, Nibon Kaisha Kigyo Hasseishi no Kenkyn (Research on the Origins of Japan's Joint-Stock Companies)
(Tokyo: Keizai Hyoronsha, 1966), 14.

Takafusa Nakamura, Economic Growth in Prewar Japan (New Haven, Conn.: Yale University Press, 1983). Yoshikazu
Miyazaki, ‘Rapid Economic Growth in Post-War Japan’, Developing Economies, 5/2 (1967), 329. Miyazaki contrasts
Japan's 9.4 percent real annual average growth rate with a 7.4 percent rate for West Germany, 6 percent for Italy,
4.9 percent for France, 2.8 percent for the United States, and 2.5 percent for UK, during the same period.
OECD, Comparative Economic Performance in OECD Nations (Paris, 1989), 66.

Nihon Keizai Shinbun, 7 Feb. 1990: 34. In 1989, 90 percent of the 30,000 foreign students in Japanese universities
came from Asia and the majority of these were Chinese.

Richard P. Rumelt, ‘How Much Does Industry Mattet?’, Strategic Management Journal, 12/3 (Mar. 1991), 167-86. G.
S. Hansen and B. Wernerfelt, ‘Determinants of Firm Performance: The Relative Importance of Economic and
Organizational Factors’, Strategic Management Journal, 10/5 (Sept—Oct. 1989).

Institutional Change and American Economic Growth (Cambridge: Cambridge University Press, 1971), 6—7. I have
retained the emphasis of the original. The formulation of institutions as ‘rules of the game’ and organizations as
‘players of the game’ is restated in Douglass C. North, Iustitutions, Institutional Change and Economic Performance
(Cambridge: Cambridge University Press, 1990).



1 History and the Logic of Interdependence

This is an inductive, historical study, not written to originate theory even while concepts and theories flow from the
description and interpretation.! An integrated, long-headed perspective on the evolution of Japan's industrial structure
was needed, and towards this end, the origins, emergence, and growth of large industrial firms in Japan during the last
100 years are explored and the characteristics of focal factories and interfirm networks, two corresponding
organizations without which the chronicle of modern corporations in Japan would be incomplete, are explained. Like a
prism, history has bent industrial organizations into a rainbow of elementary forms: factory, firm, and network, the
Japanese enterprise system. The integrity and unity of this system are basic features and fundamental strengths of
Japan's industrial order.

| The Problem: Organizational Alternatives

To some extent, factories, firms, and networks are alternative ways to organize. As Oliver E. Williamson writes, “The
economic institutions of capitalism are endlessly varied.? This is particularly evident where factories, firms, and
networks overlap functions, such as R & D, production, purchasing, planning, and sales, and thus when permeable
boundaries become a determining feature of the business environment (the cross-hatched area in Fig. 1.1). Permeable
boundaries concede but confine transactional overlay in functions. The more overlay or redundancy in functional
activities, the more factory, firm, and network represent alternatives.

Functionally postulated, factories, especially the resource-rich factories on which this book concentrates, #ake products
by integrating design, development, planning, and manufacturing functions; corporations c¢reate manufacturing
strategies to produce in volume and variety, and they coordinate the flows of resources between factory, firm, and
network; interfirm networks se// as well as make products in tandem with factories and firms. The activities of
production and distribution networks are less integrated, tightly linked, and strategic than those of focused factories
and major firms.

The factory—firm—interfirm network model of industrial organization is one part empirical, one part stylized, and
another part metaphorical. Typically and by comparison, Japanese industrial companies feature strong manufacturing
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Fig. 1.1. The Industrial Institutions of Modern Japan: A Two-Dimensional View
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capabilities (factories) and pervasive interorganizational ties (interfirm networks), though taken singly or together few
firms separate cleanly into just these organizational elements. Instead, Japanese enterprises are characterized by three
modal ways to organize and generally these populate the industrial economy.

In this interorganizational model, boundaries are often ill-defined because factories, firms, and networks are #of fully
nested hierarchies, telescoping neatly in graded spatial or administrative systems. So, overlap and occasional clash in
functions occur. In fact, it is not conceptually obvious why some activities are typically included within the boundaries
of the firm while others are excluded because factories, firms, and networks perform many of the same tasks and they
interact often.’ Some overlay is justified in the interest of effective coupling, but too much yields wasteful duplication
and poor coordination.

When functions overlap or when transactional relations are not obvious, boundary-management strategies to decide
where, when, and which activities should converge become key managerial concerns. Boundaries can be made more
explicit but only at some cost. To ride roughshod over the independent sensibilities and ambitions of those working in
factories, firms, and networks limits incentives and reduces performance. On the other hand, not to coordinate,
induce, and plan is to invite middling execution and moderate performance.

In theory and as functional alternatives, organizational boundaries should be clear-cut. Buying inputs for
manufacturing, for example, whether they be semifinished or finished goods, is a purchasing department's function,
producing or
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assembling is manufacturing's job, and selling is a sales responsibility. If markets for products are large, separate
departments with similar responsibilities (and functions) are created in different regions. When functions and markets
increase greatly in number as in multi-product firms, separate product divisions are established, each with its own
purchasing, manufacturing, and sales departments. Factories as well as other functional units can be comfortably
housed within this organizational framework.

Confusion begins when functional and locational responsibilities cut across organizational boundaries: when
transactional overlay creates a potential for interactive difficulties and inefficiencies. Should sales engineering services,
for example, be provided by factory or corporate personnel? This decision affects a business’ structure, its accounting
practices, service capabilities, and in all likelithood the quality of its service. The multidivisional corporation (M-Form
firm) appeared and prospered in the United States as an answer to this confusion. Product lines were isolated
administratively and assigned a full complement of managers charged with independent profit-center responsibility.

Confusion can likewise occur when different organizations evolve similar functional capabilities. Writing in 1962, the
organizational theorist Herbert Simon discussed the possibility of identifying generic organizational structures within a
limited number of institutional alternatives.* Alternatives are limited because there are few ways to perform the same
task efficiently. And as task complexities increase, the numbers of critical pathways to economize on efficiency
decrease.

In the course of Japan's industrial development, similar yet structure-specific ways of managing complexity evolved
yielding factory, firm, and network as Simon's generic alternatives. The Japanese Enterprise System argues that efficient
forms of economic organization can coexist in several states at once (in contrast to notions of M-Form or other kinds
of firms as ideal structures), and that a deeper synergy may be obtained when transactions and interactions resonate
among them.> The differentiation and specialization that pushed a system-specific evolution of organization at three
discrete levels have their origins in particular circumstances of Japan's industrialization, most notably, an especially
intense and accelerated cycle of social, economic, and technical ‘late-development’. As developmental circumstances
changed, the original rationale behind an organizational triad diminished. Yet patterns once established are slow to
change and, in time, dissimilarities in scale, rates of change, process frequency, and intensity between factory, firm, and
network became built into the industrial structure.® Confusion in functional and transactional relations was averted by
a deep structure of organizational correspondence that sorted out relations through a systematic integration of
activities at different levels of organization.

In abstract terms, the Japanese enterprise system—as an interorganizational system of factory, firm, and interfirm
network—is an evolving, hierarchical, functionally differentiated, structure of economic activities existing at discrete
levels of organization. As a basic structure, it is stable yet it generates both
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boundaries and complexity. Boundaries separate and localize behavior and events in factories, firms, and networks;
complexity springs from multiple relatedness and constraints at each level of organization. All of the above—structure,
process, and behavior—hinge on strategy or the human will to build, manage, and manipulate boundaries and
complexity for competitive advantage.

The Solution: Organizational Interdependence

Factories, firms, and networks were less well connected formerly than they are now. Their contemporary
correspondence rests on historical, axis-evolving processes of when and where to demarcate, align, and modify
functional boundaries between them. In this, history is a guide to past practice and a predictor of future behavior.
Institutional memory and embeddedness are the reasons why. Institutions evolve ways of doing things and once
routines, protocols, and procedures are set (embedded), they are difficult to dislodge or reverse.” Boundary-
management strategies are powerfully affected by institutional memory and embeddedness.

Because of these processes of institutional evolution wherein permeable boundaries fasten factory, firm, and network
in various patterns of organizational interdependence, Japanese industrial firms can be inclined towards one of these
institutional forms while not excluding the others. For example, Toyota Motor and Matsushita Electric Industrial lean
towards the interfirm-network model, that is much of their production and distribution capability is parceled out
among dozens or even hundreds of affiliated firms. Kao and Canon are quintessential corporations in that they
internalize most functions in a unitary structure, while Hitachi, Mitsubishi Heavy Industry, and Kyowa Hakko are
organized more like focal factories, giving them a bottom-heavy, production bias. Yet in the case of these companies
and most other large firms, they possess functional capabilities in all areas of business. The interdependent
management of these drives the Japanese enterprise system.

An Example: Toshiba and Organizational Affiliates

The Toshiba Corporation, discussed at length in Chapter 6, is a good illustration of the contemporary consequences of
these patterns of institutional development. Toshiba is a major electronics/electrical-equipment producer, selling
everything from integrated circuits, power turbines, space-communications satellites, to toaster and microwave ovens.
In spite of this product breadth, Toshiba is a relatively small company by American standards with under 70,000
employees, considerably less than General Electric's 300,000 plus.

But Toshiba has other strengths to compensate for this apparent size mismatch.
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Of Toshiba's 27 factories, at least 50 percent are focal factories (more on this in Chapter 6). Toshiba has ties to over
600 affiliated and subsidiary companies in which it holds some financial stake in about 100 (20 to 49 percent in the
case of affiliates, and 50 percent or more in the case of subsidiaries). There are 53 core companies closely connected
with the Toshiba Corporation, and perhaps another 50 with which Toshiba does major business, either directly or
indirectly through its divisions, affiliates, and subsidiaries. As of October 1990, in spite of the large numbers of directly
and indirectly connected companies, the Affiliated Companies Office of Toshiba ran with just 18 persons, attesting to
the considerable autonomy and operational independence of its affiliates and subsidiaries.

These related enterprises, the actual numbers of which depend on the definitions used, are known as the Toshiba
group of companies. Then, there are the 59,000 employees of the 1,300 businesses that supply Toshiba with parts,
components, and sub-assemblies; Toshiba has little, if any, financial stake in them. Finally, there are periodic meetings
with officers of wider enterprise groupings where Toshiba executives exchange business information, discuss
economic trends, coordinate development projects, and generally share viewpoints and create visions for future
directions with other executives.

The function of high-level executive associations is somewhat akin to political conventions which mobilize and
articulate member interests within particular territories or constituencies. Only such groupings, usually called
‘Presidents’ Councils’ (shachokai), are not so intermittent and one-sided in character as political associations; yet their
existence allows for fairly rapid and effective consensus-building when high-order agreement is needed. Toshiba's
shachokai members may sit on the Presidents' Councils of other major firms and, of course, they themselves form a
core of numerous lower-level, interest-aggregation and interest-articulation groupings.

Toshiba's range of organizational correlates is not exceptional. To change focus for a moment, in the case of the Mitsui
group of companies and Presidents' Councils, there are 24 companies that belong to the nzmoknkai, the inner group of
top Mitsui company presidents who meet on the second Thursday of each month. But there is also the gefsuyoka: group
of 62 companies that meet on Mondays and the £oboinkai or information group that meet once a month. Membership
in groups may overlap for presidents of powerful and central Mitsui companies while presidents of less centrally
positioned Mitsui companies may attend only one such meeting per month. Within Mitsui or Toshiba, of course,
corporate executives hold meetings as needed with organizational subsets in order to coordinate matters particular to
those groups.

At each level of organization, the Toshiba Corporation (or Mitsui or any major Japanese firm) has alliances, interfirm
networks, and interorganizational assets which allow it to do much more than its 70,000 employees and 27 factories
could do otherwise. These interorganizational connections, some 1,900 of them in Toshiba's case, define the way in
which business is conducted; route financial, technical, and managerial information; determine marketing and sales
channels;
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and generally delimit the nature of business transactions and interactions. The appearance and maturation of business
systems such as Toshiba's create fundamental notions and interrelations which define the nature of the enterprise
system. ®

The Practice of Interdependence

The functional and, to a lesser extent, the product and market domains of factory, firm, and network are often distinct
and diverse, and they are better comprehended as being interrelated structurally and strategically. It is not so much a
choice of one organizational form for all possible purposes but which one, when, under what circumstances, and for
what reasons. Historical axes of structural and strategic interrelation evolve to answer these questions.

Though companies in Japan as well as elsewhere may be inclined towards one or another of these forms and their
related functions, business success requires the differentiation and integration of all three within an interrelated value
chain. A special and distinguishing feature of Japanese economic institutions is the degree to which these functions
were organized separately, producing a countervailing need for effective integration across functions (organizations).

The starting-points were crucial: functional specialization by organization and functional integration through
interorganizational correspondence. The factory system, the modern corporation, and interfirm networks appeared
separately late in the nineteenth century, emerged more or less contemporaneously by World War One, and evolved
interdependently thereafter. Differentiation of functions

Table 1.1. Number of Product Lines: 200 Largest Industrial Firms in Japan, 1918-1987

Number of product lines
2 products? 3 products Total
within® without total within without total
1918 22 4 26 — — —
1930 30 5 35 — — —
1954 41 13 54 10 13 23 77
1973 35 30 65 2 3 5 70
1987 28 43 71 5 4 9 80

*  Each product line at least 20% of total sales.

b Products fall within the same SIC classification code at the two-digit level.
Source: Office of Management and Budget, Standard Industrial Classification Manual (Washington, DC: US Government Printing Office,
1972).
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through organizational specialization was pronounced at the outset of industrialization, while functional and strategic
integration followed. Organizational consolidation of functions, as implied in a model of hierarchical administration,
was not the general rule.

An elaboration and interrelation of these basic structures and strategies in the course of Japan's industrialization
answer one of the most puzzling questions in economic development and organization theory: how economies of
scale, scope, and transaction-cost can be realized simultaneously and fortuitously, even while resources needed to
realize one depend upon another.” In effect, production volume, product variety, management and marketing versatility
are not easily secured, especially at the same time, yet all contribute to organizational capability and to competition. The
solution to this paradox is found in the specialization and coordination of the organizational triad of factory, firm, and
network, the Japanese enterprise system.

Elements and Attributes of the Japanese Enterprise System

The Modern Corporation

The scope of activities pursued by Japanese manufacturing firms is often limited, while the intensity of activities within
that scope is not. In contrast to comparable Western companies, Japanese firms are not widely diversified and
corporate conglomerates are a rarity. Instead, the strategy is to offer a complete range of goods and services in one or a
few related lines of products. This is usually termed a fullline strategy. Only 35-40 percent of Japan's largest industrial
firms (far fewer in the pre-war period) produce in two or more distinct market segments, and half of this
diversification effort is full-line diversification as opposed to new-product diversification (Table 1.1). This is at least 50
percent lower than leading American and European industrials.!”

Surprisingly, in 1987 three-fifths of the largest Japanese industrials were still single- or dominant-product firms (where
one product family or market segment accounts for 80 percent of total sales). Of the remaining two-fifths, half made
products that were sufficiently similar to be grouped together in the same two-digit SIC classification (Fig.1.2). In
short, only one-fifth of Japan's largest industrial firms manufacture two or more major products lines that are not
closely related.

Multidivisional, M-Form firms are typically related-product firms that possess a variety of assets (skills, technology,
know-how) that are intangible or otherwise subject to excess capacity. When a single administrative form encompasses
numerous heterogeneous products and markets, unrelated-product firms or conglomerates are the rule. In Western
Europe and North America, where synergies are sought across products and markets, multidivisional structures and
conglomerates are commonplace. In the case of either multidivisional or



HISTORY AND THE LOGIC OF INTERDEPENDENCE 23

Fig. 1.2. Number of Product Lines by Level of Measurement: 200 Largest Industrial Firms in Japan, 1918-1987
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conglomerate firms, corporate head offices are relatively large because of the need to monitor, evaluate, and coordinate
the diversified activities of subordinate divisions and affiliates.

M-Form and conglomerate firms predominate among the largest Western industrials. In a sample of 127 large firms
studied from 1947, for example, all had adopted M-Form structures by 1974.!" Neither large multidivisional firms nor
conglomerates are standard forms in Japan, however. Instead, modern corporations with smallish head offices staffed
by professional managers concentrate on a relatively narrow range of products and markets.

The exceptional differences describing Japanese and Western corporate structures are related to interorganizational
arrangements between factory, firm, and network—the architectures of industrial organization in Japan. Firms remain
small and concentrated in particular market niches because focal factories excel at full product-line diversification
while interfirm networks manage product and markets outside the focalized scope of single- and related-product firms
(Fig.1.3).

Interfirm Networks

While single firms are not greatly diversified in Japan, interfirm groupings typically are. Interfirm combinations, which
according to the intensity of their interdependent transactions fall somewhere between the loosely coupled enterprises
of a large holding company and the tightly coupled units of a multidivisional
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Fig. 1.3. Diversification Strategies in Japan
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firm, excel in developing znterfirm economies of scope, that is the capacity to manufacture and deliver a number of
product families aggregated from the focused product lines of individual firms. As a result of the aggregation of
products by specialized firms, per unit costs of production and distribution are lower than if single firms carried out
similar activities.

Interfirm networks may be grouped broadly into three types: horizontal groupings of companies from a range of
industries and sectors, what Japanese call &igyo shudan, and vertical groupings of successively smaller companies
dominated by major firms at the top of an industry or kezretsu. In recent years taskforce groupings, another type of
network, bring together firms for coordinated, relatively short-lived activities. Individual firms may belong to all three
types of grouping and, as a consequence, interfirm networks are extremely widespread in Japan.

Given differences in the types of interfirm networks, the nature of control, coordination, strategic intent, and action
among them vary considerably. Yet the effect is the same: interfirm networks connect the resources of dozens,
hundreds, and even thousands of firms in order to compete in a world where size and scale of economic activity are
paramount.!? Integration across organizations is a complement to differentiation and specialization among
organizations. Interfirm coordination provides a framework for tremendous breadth in activities even while individual
firms remain highly focused in their pursuits.

Focal Factories

Much of the reason for this focus may be found in the existence of multi-function manufacturing sites. A basic
definition of such factories is a production site with appended planning, design, development, and process-engineering
capabilities, plus an ambition to accumulate, combine, and concentrate experience for the propagation and
improvement of products and processes. Focal factories exploit opportunities for znfrafirm economies of scope by
amassing and reshaping organizational
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capabilities in the midst of integrating product design, process development, and manufacturing. Factories with such
capabilities were not at all common before World War One, increasingly so during the inter-war era, and widely present
since the high-growth 1960s.

The prominence given to factories in this study turns on several factors: first, the speed with which the modern factory
system spread in Japan; second, the importance of rapid and effective technology transfer for late-developing
countries; third, the spatial and economic characteristics of the domestic market before World War Two; fourth, the
nature of technical and strategic competition since then.

The first modern textile mill opened in 1867 and a rush to manufacture has hardly abated since. Yet before the Pacific
War, demand for most industrial goods was neither stable nor predictable, markets were disordered, production and
distribution pootly coordinated. In effect operational issues could not be convincingly separated from strategic issues
in management.

When a firm's scope is not wide, that is when products and markets are limited, unitary firms are a logical form of
organization. In such circumstances, firms may be analogous, sometimes synonymous, with factories in that a small
number of factories dispersed across the landscape may operate more or less independent of head-office control by
serving regional markets with nearly a full set of corporate functions. Such factories boast corporate-like attributes and
demonstrate why factories can be organizational alternatives to firms and networks.

The position of focal factories was enhanced by functional specialization along the value chain. Pre-war factories could
be even more pivotal and corporate head offices less so because of the role of related enterprises in interfirm networks.
Specialized trading companies, for example, might assume purchasing, sales, and marketing functions. Affiliated
transportation and distribution companies could move and store factory output. The provision of such functions,
normally tasks for corporate-planning staffs, was conducted instead by discrete yet interdependent organizations.

In the post-war period, especially since the oil shocks of the mid-1970s, accelerating product competition, escalating
process complexity, and an unrelenting swell of technology have made robust, multi-function factories into a strategic
necessity. These manufacturing sites create competitive advantage by fusing intrafirm and interfirm capabilities for
product development, manufacturing, and marketing'? Yet, as timely product design and development have become
paramount, factory autonomy has been lessened by a growth in corporate and divisional-level control and by a fuller
elaboration of national transportation and communication systems. The result is a diminution of factories'
administrative independence but a simultaneous spurring of manufacturing's functional importance. Since technology-
driven firms can be only as successful as their manufacturing operations, a continuing salience of focused factories for
single- and dominant-product firms seems assured.

The pervasive ties binding large and small firms in Japan are also part of this
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interorganizational system. Typically, small firms are specialized in the provision of particular production and
distribution services mobilized through product strategies executed and coordinated by large firms. Working in
concert, small firms, focal factories and interfirm networks augment the well-tuned resources of Japanese corporations
to orchestrate an enterprise system with depth as well as breadth.

A factory-centered approach to industrial organization gives corporations an intensity and richness of manufacturing
excellence that is renowned world-wide. The integration of business activities through well-managed factories and
closely coordinated interfirm networks provides Japanese companies a formidable range of complementary resources
for potentially unending business activities. In some ways, focal factories function as an analogue for backward
integration while interfirm alliances may represent a kind of forward integration. In either case, however, it is the
coordination of business activities through and within the organizational prism of factory, firm, and network that
distinguishes the institutional foundations of Japan's industrial economy.

This combination is a highly unusual one. It happens in Japan because of the ‘permeable boundaries’ that interrelate
factory, firm, and network. The arguments, historical as well as theoretical, that are marshalled herein to explain
permeable boundaries are highly eclectic because it is difficult, if not impossible, to understand why the Japanese
enterprise system arose as it did based on single-factor explanations. Thus, I am less interested in the affinity of
theories than in their utility and hence my eclectic and empirical approach.

National Patterns of Organization

Major Japanese companies are different from the American standard, the customary measure of firm structure and
performance. They are smaller in number of employees, less integrated vertically, less diversified in product line, and
less international in their activities than comparable American and leading European firms. These organizational
differences are related to national differences in patterns of corporate adaptation to industrialization.

The M-Form firm did not advance as far in Japan as in the West for a number of reasons. The development of
management-accounting systems in early twentieth-century North America, for example, spurred the introduction and
diffusion of the multidivisional corporation. Increasingly sophisticated accounting systems allowed multi-product firms
to identify company-wide financial goals and standards of evaluation. These provided incentives for corporate
managers to seek profits and to fashion formulas that directed cash flows to high-yield outcomes. Such internal
accounting procedures were indispensable to General Motors' impressive performance after the adoption of the
multidivisional form in 1921, as they were important for the outstanding record of many M-Form firms thereafter.!4

Large industrial firms in pre-war Japan lacked sophisticated management-accounting controls, however. Standardized
accounting systems came later in the
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1950s and 1960s. This, as much as anything else, may account for the longer time horizon of Japanese firms in
evaluating financial performance, and it may well be connected to slower promotion ladders for executives. Without
detailed financial information by which to evaluate short-term performance, managers cannot easily demonstrate the
differences that they make. Managing ‘by the numbers’ proves impractical.

Japanese firms developed complementary organizational devices to cope with transactional complexity, environmental
risk, resource dependency, and the need to separate operational and strategic activities. Interfirm networks of all sorts
and multi-function manufacturing centers spread the responsibility and risk for product and market management
beyond and below divisional levels. Not surprisingly, a statistical study of the adoption of the M-Form in Japan found
no performance differential attributable to this organizational form.!

In the diversified United States firm, including conglomerates operating in unrelated industries, the profits of divisions
(however legally defined) are forwarded to the corporate office while, at the same time, divisions receive their annual
budget allocations. It is the corporate office of the parent company and not the top office of the operating enterprise
(division or subsidiary) that determines the amount of funds available for investment in future production and
distribution. Company operating units (sometimes legally independent) are administratively and financially controlled
by the general or corporate offices of a parent company.

Within Japanese industrial firms, performance is frequently measured at levels below a division, most often at the
factory level. In part, this is because at the divisional level, firm profitability is directly affected by the extent of
interfirm dependency. Profits appear to be lower among firms enmeshed in financially linked interfirm networks, while
in technology-intensive interfirm networks, like Toyota's, suppliers may earn higher rates of profitability than final
assemblers. Such organizational differences prescribe the degree to which American, M-Form assessments can be
applied to Japanese firms.

Accordingly, the strivings towards organizational autonomy which characterize focal factories within enterprise
structures and independent firms within interfirm structures are fundamentally different from how divisions compete
for resources within M-Form firms. In larger and necessarily more bureaucratic Western firms, reciprocity between
divisions is diminished by a tendency to reduce complex matters of divisional interchange to balance-sheet numbers.
Because financial rather than organizational values are emphasized, cost accounting and management-control systems
often misrepresent the efficiency of internally managed transactions.'® In interdivisional and interdepartmental
negotiations where both sides bargain for the best deal, only one side is likely to realize much advantage.

Without a long-term sense of reciprocity and fair play, distance and distrust between divisions result. Instead of
cooperation, internal competition and rivalry may gnaw at the health and well-being of organizations. Paradoxically,
such intraorganizational difficulties undermine the supposed internal efficiency of
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multidivisional firms, whereas more specialized but hierarchically interdependent Japanese firms appear to excel in
attaining competitive efficiency.!”

Less diversified, U-Form firms like those found more typically in Japan invest more heavily in R & D than do
diversified M-Form firms after controlling for size and industry effects.!® Not only does higher investment lead to
more focus in core areas of competency but it is likely to result in more frequent replenishment of core competencies
as well. The combination results in long-term competitive advantage.

In the Japanese enterprise system, there are no parent headquarters to receive profits or to allocate resources. Members
of an enterprise group—all legally independent companies—retain their earnings and are solely responsible for the
allocation of resources for future production and distribution. The corporate offices of even the largest ‘core’
companies of a Japanese interfirm group are smaller, more autonomous and ambitious than widely diversified or
conglomerated American firms. Competitive strategies motivate Japanese firms even while cooperative relationships
with allied firms delimit markets within which competitive strategies are pursued.

It could be argued that multidivisional corporations as they have developed in North America are analogous in form
and function to smaller, less integrated and diversified Japanese firms. But when major divisions of the largest
American manufacturing firms are ranged according to size against comparable Japanese firms, American divisions are
often larger than their Japanese counterparts.!” Such a comparison based on size, moreover, ignores historical rationale
for the development and sequencing of particular functions and capabilities in either American or Japanese firms.?

Moreover, size cannot be considered outside the context of structure. Because smaller, focused Japanese companies
are connected with many other enterprises through interfirm alliances, small size may not be a particular disadvantage.
Indeed, it may be an advantage if firms concentrate on one business or a few closely related businesses and thereby
deepen their know-how, competence, and experience in a core range of activities, while, at the same time, expand and
elaborate their ties of interdependence with others in order to integrate making, creating/coordinating, and selling
functions. Thus, structure is not independent of strategy.

Though concentrating and deepening resources do not in themselves guarantee stellar performance, single firms
pursue such goals not only to secure firm-specific benefits but also as a means of interfirm tactics and coalitional
politics. Single firms rarely have sufficient breadth to complement the depth of their activities and they must lure and
engage the complementary resources of other firms. In time, the best-performing firms increasingly align their
resources and activities. Size, structure, and strategy come together and constitute the basis of enterprise positioning
and planning,

Japanese firms follow a full-line strategy rather than a product-diversification strategy, as indicated earlier. Since World
War One, nevertheless, Japanese firms
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have been slowly and steadily increasing the number of their product lines (as highlighted in Table 1.1). The smaller
size and more focused activities have not accorded Japanese industrial firms the same scale advantages of Western,
particularly American firms. Turnover studies show that American managerial hierarchies have been rather fixed in
rank: firms that climbed to the front ranks of American industry are likely to stay there. First-mover advantages accrue
to American firms, in large part because of their high levels of vertical integration and product/matket diversification.
These act as buffers against technological obsolescence and business-cycle fluctuations. Diversified, multidivisional
firms excel at hedging rather than synergy.

In contrast, Japanese industrial firms have been characterized by considerable movement in size rankings and SIC
distributions. They have not enjoyed the same first-mover advantages as large American companies and, as a result, net
entry rates for the largest 200 Japanese industrial firms are higher.?! The decline of the textile industry explains this in
part but, more generally, it reflects late development, extreme social, political, and technological discontinuity in
Japanese industrial history, and the difficulties of insulating firms from such turbulence. It also reflects the smaller size
of Japanese firms.?? Big firms in 1918 and 1930 are not likely to be big in 1973 and 1987. Entry and exit rates are high
and positively correlated (see Table 1.2).

Large industrial firms that remain in the top 200 have done so with a high-risk strategy: being very good at a limited
number of activities. In doing so, they accepted high levels of corporate risk derived from business-cycle instability

Table 1.2. Turnover Among 200 Largest Industrial Firms in Japan, 1918-19872

Period Number % Years %,/ Year
1918-30 70 35 12 2.92
1930-54 82 41 24 1.71
1954-73 63 32 19 1.68
1973-87 58 29 14 2.07

* Turnover measures companies leaving the top 200 listing because either (4) the amount of sales or assets for the years in question do not
place them in the top 200, or (4) they were merged or acquired by another firm not qualifying in the top 200. Except for 1987, assets rather
than sales is the measure employed. The effect of measuring sales as opposed to assets can be seen in the calculations in Table 1.4.

Sources: Ministry of Finance, Yukashoken Hokokusho (annual reports) with additional calculations by the author.
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and product-cycle vacillations. This is especially true for firms that have clung doggedly and perilously to single- or
closely related-product lines throughout their tenure at the top.

Firms with a well-articulated network of affiliate enterprises may be able to vary their product offerings by managing a
portfolio of their own and others' products, thereby replenishing their product line-up. Yet this strategy risks
potentially poor coordination of interfirm relations, possible ill will over product-line appropriation, and some
likelihood that affiliates' products are not so different from one's own. Even so, good and reliable relations with
network partners seem a principal means of reducing risk (but by no means a foolproof one) for Japanese industrial
firms.

As a result of the oil shocks of the 1970s, Japanese firms have begun to broaden their product lines and thereby bring
more balance to profits, earnings, and investments. This has been accomplished in part through vertical integration and
product diversification but also through external diversification or through a broadening and deepening of interfirm
coalitions. In either strategy, expanding business activities necessarily involves other firms and an elaboration of
hierarchical, interdependent resources. Business success depends on an adroit and agile management of organizational
interdependence.

It is absolutely wrong-headed to assume behavioral outcomes of organizational interdependence a priori. Because
firms related to the Mitsubishi group account for 3 percent of total corporate sales in Japan, for example, it does not
follow that anti-competitive and collusive behavior are the result.?> Group membership is one of many starting-points.
It is not determinative, not especially predictive, and not at all indicative of behavior. Historical and contemporary
reasons may be adduced for this.

Historical Evidence for Interdependence

The interlocking organizations of factory, firm, and network appeared in Japan because industrial development
occurred in an environment of extreme entrepreneurial and institutional risk and of highly constrained resources. Also,
the political climate and economic milieu of an industrializing Japan were anything but favorable, and foreign firms
were contentious and none too generous with their manufacturing and managerial know-how.

Information, technology, management ability, organizational know-how, and capital for production and consumption
were all in short supply. In order to accommodate these constraints at the level of the firm, Japanese enterprises
evolved in two directions: downward, to create powerful factory-level organizations for technology transfer and product
development; and outward, to become integrated parts of a wider association of related firms, making them formidable
building-blocks of macro-organizational diversity and integration. Organizational
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features such as these distinguish the modern corporation and enterprise system of Japan from all other industrial
economies.

The concert of interdependence between factory, firm, and network suggests some of the ways in which Japanese
corporations differ in structure, function, and meaning from those of the West where, for any number of reasons, such
high levels of organizational interdependence have not appeared. Nor are they likely to, given the considerably different
historical traditions and widely varying legal, political, and social traditions of the Western world. In Japan, permeable
boundaries have resulted in distinctive modes of corporate cooperation, coordination, and competition, and this book
explains the ways in which these have led to the appearance of Japan's modern corporation and enterprise system.

The process of institutionalizing interdependence was based primarily on organizational learning: enterprises
discovered how to manage their own affairs amidst engaging other firms, clearing market conditions, and adjusting to
competitive forces. An incremental logic inspired the process. Cascades of foreign technology-transfer pushed
organizations to separate and specialize functions in order to effectively cope with and capture learning. Small changes,
made more or less often, proved more effective than rapid, radical changes. As latecomers to industrialization, catching
on and catching up were more important to Japanese firms than pioneering new technologies, products, and markets.

By the inter-war period between World Wars One and Two, Japanese firms came to nurture and exploit three essential
business functions: making, creating/coordinating, and selling. At the outset of Japan's industrialization, however,
these activities were segmented and poorly integrated. Because foreign technologytransfer was the source of invention
for Japanese firms, the most pressing problem was to build factory-based organizations to transfer, adapt, and
transform foreign technology. The making and creating functions were thus segregated in factories.

As for the selling function, a well-developed, pre-industrial, commercial economy had prepared the pathways of least
resistance for industrial distribution; these operated in conjunction with newly established, foreign and specialty goods
trading-houses. Together, old and new distribution outlets pre-empted much of the selling function for manufacturing
firms. Finally, the market for industrial goods was rather limited. Markets were fragmented by bottlenecks in the
transportation and financial infrastructure, local customs, and a diversity of standards, weights, and measures. In effect,
firms were functionally and organizationally disaggregated early on.

An idealized representation of the course of functional integration of these functions during the twentieth century is
shown below. Schematically, the degree of integration and disintegration may be exaggerated. Nevertheless, the size of
the wedges and the gap between them suggest a kind of proportional separation of functions during the formative
years of industrialization (Fig. 1.4).

A lack of capital for industrial investment contributed as well. Firms were unable to integrate backward or forward for
lack of sufficient funds and, even if
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Fig. 1.4. Stages of Functional Integration in the Japanese Enterprise System
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firms had funds to do so, an environment of heightened political and economic risk did not encourage backward or
forward integration. By the early to midtwentieth century, however, larger and more complex firms began to emerge,
and as firms grew in size, gaining managerial sophistication, market experience, technological proficiency, and financial
resources in the process, they began to knit together functional and organizational capabilities to make, create/
coordinate, and sell products. Often the processes of integration were bolstered and reinforced by capital ties linking
larger firms and smaller firms and both to the same financial institutions. Increasingly, capital, technology, personnel,
and resources were committed to securing pathways of integration.

But the means to do so were not often realized in a notion of a single corporation. Instead, as Japanese firms joined
activities in a functional steam—making,
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creating/ coordinating, and selling—they did so interdependently with other firms, resulting in the functional and
organizational synapses of the Japanese enterprise system. Hence, even while Japanese manufacturing firms aim for
and achieve functional integration, they do not necessarily do so through a single centralized organization. The
evolving model of organization appears to be one of organizational interdependence characterized by a highly
developed division of labor within the value chain. So, even as large firms aim to internalize activities, they have an
almost unending range of choices as to when, where, and how to do so. The choice is a strategic one resting on top
management's vision, middle management's coordination of corporate resources and capabilities, and market
opportunities. The result, most often in Japan, is a network form of organization where resources, capabilities, and
business potential are held and husbanded in common.

Organizational Alternatives and History: National Differences

As history, the focus of this book is on longitudinal change, and as a study of corporations, it is on change mediated
through organizations like Toyota Motor and the Toshiba Corporation. Also, because it is about Japanese enterprises,
an explicitly cultural framework, one that emphasizes certain commonalities in Japanese world-view and values, is
applied. Such commonalities include a widespread recognition of the value of learning from abroad, the need to adapt
foreign ideas and institutions to fit local circumstances, the necessity of changing often in order to respond to
continuous exogenous and endogenous change, and the desirability of encoding this legacy of learning and experience
in an institutional form. These attitudes and convictions grow out of the Japanese historical experience—the history of
a small country adjusting with difficulty and determination to the outside world—and they emerge today as basic
values in a Japanese cultural framework for conducting business.

What an organization does is an expression of what is shared, valued, and promoted by those inside the organization.
Expectations and attitudes about Japan's place in the world, the need for sharing resources in order to overcome
obstacles, and a drive to gain international recognition, inspire the patterns of corporate development in Japan. As
these values were encapsulated in the corporation, they underscored individual commitment to the corporate order;
they reinforced a certain integration between individual motive, corporate strategy, and national objective; they
underpinned a functional interdependence of factory, firm, and network.2*

Quite clearly, the pioneers of industrial enterprise in Japan wanted to embody what they were learning about
management, technology, production, and distribution in the corporation and to bequeath this legacy to those who
came after them. It is this embodied learning, captured in the history of Japanese corporations, that holds the key to
the competitiveness of Japanese industry today.?® In general, people who worry about issues of competitiveness do not
concern
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themselves with history because competitiveness is not a historical problem, or so they suppose.

But the Japanese study history, value history, write and read history, and in a sense, they believe in history. It represents
not just the past, but the gush, spurt, and roll of life which gives meaning to the present. For most Japanese, the
success of contemporary Japan cannot be separated from a century-long, dogged, continuous effort to assess and
respond to external and internal changes and to make things better. In interviews at countless firms of various sizes
and types, the importance of enterprise history and of recent Japanese history are constant themes. I have never heard
a Japanese businessman proclaim, as Henry Ford did, that ‘history is bunk’.2¢

The importance of history is a conscious and explicit part of the Japanese interpretation of themselves and of their
organizations as well as a rationale for their personal and institutional actions. Ever since Samuel Smiles published Se/f
Help in 1870, thousands of foreign books have been translated, read, and reread in a concerted, discerning attempt to
learn from the experience of others as well as themselves. This fairly recent effort, in turn, resonates with a longer
thousand-year effort to learn, adapt, use, and transform ideas and institutions from the Asian continent, mostly from
China and Korea. In general, the Japanese willingly recognize their cultural debt to the Asian continent as well as to the
Western world. The emphasis is on the process of using and adapting foreign ideas and institutions domestically rather
than on the question of origins. Ultimately, long-established patterns of learning from and adapting to the outside
world became absolutely vital in the fall-out of World War Two when almost everything material that had been realized
earlier was devastated.

As a consequence, change, constant change, and the need for social and organizational adaptation and
experimentation, are ingrained in Japanese culture. As an engineer for a high-technology firm in Japan told me,
‘what we're doing today is less important than what we leave behind for tomorrow’ (‘sentan gijutsu yori mo, nokosu
gijutsu’). In short, in the minds of many Japanese the past is contained in the present and the present is simply an
extension of the past. In such direct and persuasive ways, history makes a difference. It makes a difference because the
Japanese have a rich and fertile experience with change, especially industrial change that has required institutional
innovation, and this experience has ingrained the importance of history in the minds and values of contemporary
Japanese.

Yet institutions are not independent of the people who sustain them. The more powerful and pervasive institutions
become, the more widely people are mobilized to support them and, concurrently, the more resources may be devoted
to the process of building institutional support. Nearly simultaneously, the more broadly held assumptions and
attitudes become, the more deeply rooted the institutions that rest on them. In this interactive way, commonly held
values and practices that underpin the modern corporation in Japan culminated in a view of social order and public
service that gained increasing credibility as the Japanese economy advanced.
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The development of the modern enterprise system in Japan, to interpolate liberally from Clifford Geertz's discussion
of charisma, represents a process in Japanese society where its leading ideas, such as progress, perfectibility, and
solidarity, came together with its leading institutions, most notably the corporation, to create an arena in which events
that vitally affected the country, nation, and culture coalesced.?’

The history of the Japanese enterprise system is a history of how certain institutions and institutional practices have
acquired widespread currency and credibility. The process of acquiring currency and credibility, strictly speaking,
continues today, although the factory, firm, and network have become the accepted forms for conducting economic
activities by the early twentieth century. In this sense, the historical performance of the modern corporation and its
correlates has endowed the contemporary versions of these institutions with widespread authority, legitimacy, and
power.

However, the more strictly local and national aspects of the chronicle of the modern corporation in Japan must be
weighed against the world-wide proliferation of the corporation. For the purposes of maintaining a comparative as well
as contrasting perspective on Japanese industrial organization, therefore, a framework of analysis is presented which
relates differences in corporate organization and behavior to such macro-structural issues as factor endowments, to
issues of timing and rates of change in the availability of endowments, to micro-structural concerns such as private and
public undertakings in the disposition of endowments, as well as to cultural matters such as standards of acceptable
social hierarchy, interaction, and responsibility negotiated by individuals in organizations.

National Patterns and Organizational Interdependence

In the case of Toyota, Toshiba, or any other major industrial company, specific patterns of institutional imitation,
learning, and action have differentiated leading Japanese companies during the past century. It is these patterns that
need to be identified, unraveled, and explained because the heightened concern with the contemporary success of
Japanese business has resulted unfortunately in far more attention being paid to the immediate and short-term
consequences of these patterns than to the underlying patterns themselves. Furthermore, precisely because the
patterns of corporate imitation, learning, and action are rooted in the past, any convincing analysis of the logic must
emphasize history along with current affairs. Japanese enterprises are consciously derived institutions with an anxious
eye cast towards the West, a deft finger on the political pulse, and an insatiable appetite for results.

Within this context—new businesses forged to satisfy many different constituencies, and these, in turn, resting on a
bedrock of indigenous business practices—entrepreneurs created a corporate form quite unlike anything seen
heretofore in Japan. In the first place, kinship was separated from management.
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Previously, the z or household was the fundamental unit of business organization, be it in the countryside or city. But
gradually the corporation replaced kinship with a promise of performance and administrative efficiency based on
acquired rather than ascribed capabilities. Moreover, after 1900 the maturation of the jointstock company further
separated ownership from management, leading to an ever greater emphasis on knowledge, strategy, and professional
management of organizational resources. These fundamental changes when coupled with an inaugural Commercial
Code of 1893, which clarified the legal parameters of the firm, and with the clearly patriotic effort of most early
entrepreneurs to absorb manufacturing know-how from abroad, gave impetus for a corporate form both original and
distinct. Japan was the first country in Asia to adapt and reinterpret the Western form of enterprise organization in
light of local circumstances.

Finally, the content was as original as the form, if one thinks of content as meaning, that is the meaning that business
pioneers gave to their organizations and that those employed therein took for themselves.”® An awareness and
appreciation of such differences in form and content has bemused the managerial leadership of Japanese industrial
enterprises eatly on. Perhaps this bemusing sense of difference, derived from the effort to combine a foreign
institutional form with a domestic outlook on work, most clearly illustrates the century-long effort of Japanese firms to
transfer knowledge, adapt technologies, compete for markets, and survive at home and abroad.

Japanese work cultures, in this view, are the organizational consequences of human interaction, deliberation, and effort.
The process of building work cultures is a conscious, historical one characterized by socially defined models of
organization and interaction. The much noted preference for conducting business through interfirm networks should
not be understood in some rarified way from the evolutionary process of choosing and refining organizational forms.
Different sorts of interfirm networks exist for different reasons, and thus the nature of R & D collaborative networks
is different from that of supplier or sales networks. Not only are goals and thus structures different but processes,
values, and assumptions differ as well.

Accordingly, the character of interorganizational and intercorporate connections is shaped by the anticipated outcomes
of the association. Working together in the abstract is not the goal but getting something accomplished is. Interfirm
networks and focal factories, as subsequent chapters will show, became effective solutions to problems of organizing
for social and economic development, and the fact that they continue to do so highlights their continuing utility and
currency.

The special circumstances which envelop the beginnings of modern industrial enterprise encourage an emphasis on the
historical reasons for Japan's success. History is important in order that Japanese corporations will be better
understood on their own terms and that the world-wide promise of the corporate form of organization, especially the
potential contribution of the Japanese enterprise experience to that promise, may be better assayed.
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Il Conceptual Bases for Organizational Interdependence

Stage Theory

The consciously imitative character of public and private institutional development in Japan since the Meiji Restoration
of 1868 and the rapidity of institutional development since then have usually been described by such terms as
‘follower’ or ‘late-developer’. That is, the Meiji Government chose to model much of its ideology, institutional
framework, and programs for future development on the West. Likewise, the industrial pioneers of Meiji Japan sought
to emulate the West in business structure and ideology. The lateness of Japanese development, relative to the United
States and Western Europe, has been repeatedly argued by Western social scientists anxious to show the advantages
(hardly ever the disadvantages) that seemingly flow from late development.? Interestingly, the argument is almost
always advanced by Western and not Asian social scientists.

All stage theories, of course, owe a great deal to Marx's seminal work positing a predictable and sequential course to
economic development, and to Weber's emphasis on the historical and cultural forces that shape political, intellectual,
and industrial development. Building on these, W. W. Rostow's contribution was to emphasize a less deterministic but
nevertheless sequential process of development that focused on a number of interrelated conditions and effects at each
stage of development. In Rostow's case, interrelationships between economic, political, and intellectual developments
were more interactive but no less sequential.

More recently, Alexander Gerschenkron suggested that there might be some possible advantages to late development,
that is to beginning the process of economic development somewhat late in the game. The most notable advantages
are thought to be the chance to skip over sequential-development stages by profiting from the example of others, and
thereby break or supersede the orderly progression of economic development assumed by earlier theorists.
Gerschenkron's theories have been applied with limited success to illuminating the process of economic development
in Eastern Furope and South America but with less success elsewhere, notably Asia.

Among scholars on Japan, however, Ronald Dore has taken the late-development argument one step farther by
asserting that the rapidity of Japanese development, largely under the aegis of state planning and direction, constitutes a
new model of economic development—one that represents the highest stage of development and one that might be
emulated by nations of both the East and West. Dore's late-development hypothesis is certainly suggestive although it
tends to overemphasize the speed and ease of Japan's industrial and institutional development. Chalmers Johnson has
characterized this approach as one involving developmental rather than regulatory state institutions and policies, and
likewise finds this difference critical to modern Japanese economic success. However, it is important to note that other
scholars of Japan, most notably E. H. Norman and
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his editor, John Dower, have taken an entirely opposite stance as to the benefits of late development.

Nevertheless, it is widely believed that late development permits a larger range of acquisition choices in technology,
institutional design, and government policy, as well as in economic and managerial structure simply because there are
more examples to follow. Conceptually, late development enables later emerging organizations to leap-frog existing
institutional forms, thereby gaining higher levels of efficiency and performance. On the other hand, late development
may limit the extent of implementation choices by the simple need to close the gap as quickly as possible. Also, choices
to follow based on prior experience may not be so transparent.

If there are broad-jumping advantages to late development, they are given equally to corporations and governments.
These appear to be opportunities to scan prior and existing institutional forms, technology and engineering-process
choices, managerial structures, and thereby learn from the mistakes and successes of others. Indeed, Richard Samuels
in his ‘politics of reciprocal consent’ sees an interactive dynamic wherein late development mutually affected state and
industry.?!

All of these perspectives on late development have something to offer. The one presented here interprets late
development as an enhanced opportunity for organizational learning, and posits this institutional trait as a fundamental
feature of the Japanese enterprise system. From the start, Japanese managers targeted Western firms as organizations
to learn from, catch up to, and, by dint of determination and effort, surpass. These attitudes remain characteristic of
Japanese companies today in their continuing emphasis on history, learning, and getting ahead.

Japanese companies, in terms of the dynamics of their internal actions and external affiliations, have learned how to
learn. The historical circumstances of late development have encouraged and required this, and ongoing struggles for
economic and institutional survival have reinforced it. The overwhelming dependence of Japanese firms on foreign
technology-transfer as well as on borrowed foreign institutional structures offer perhaps the strongest case on record
anywhere of the advantages of late development. Thus, the basic strengths of the Japanese enterprise system are closely
connected to the late development of the nation and the resulting opportunities for organizational learning,

It is important to recognize that decisions to shape institutions in certain ways and to take action in concert are the
result of deliberations and decisions taken by individuals. The processes of making and implementing such choices are
cultural ones, and accordingly work structures in Japan are not in any sense predetermined givens but are instead
outcomes of an iterative historical process. The history of corporations, therefore, is a history of negotiated settlements
of what should be done, when, where, by whom, and in what way.

Clearly, past negotiations are the building-blocks for later negotiations, and in this way stages of development
in institutional practices are added to earlier institutional forms. As more effective and efficient methods, forms,
routines are
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devised, there are no reasons to revert to earlier, less beneficial patterns as long as practitioners have learned the value
of past practices and how to incorporate them. In this view the corporation is much more than a simple accumulation
of human and organizational resources. It is the culmination of processes of planned and unplanned resource
utilization and appraisal; these iterative, cumulative decisions transform corporations into learning, acting, purposeful,
even ‘intuitive’ organizations. That is the organizational learning that has been expressed in successively more
complicated stages of corporate development in Japan since the late nineteenth century.

Learning how to learn occurred in stages. In general, these stages may be characterized in the metaphor of human
development as infancy, adolescence, early adulthood, and late adulthood, recognizing, all the while, that corporations
are nearly as different and similar as people are, and that all such characterizations lose something of the particular in
translation. The first stage appeared during the last quarter of the nineteenth century, an agitated time when the joint-
stock company was being introduced into Japan. New models of work and workplace culture synthesized a ragtag
amalgam of long-established urban commercial traditions, a warrior-dominated legacy of administered public works,
an imperfect reading of Western commercial, legal, and corporate practices, and a large dose of historical accident and
experimentation. None the less, by the turn of the century a number of ‘successful’ work organizations appeared with
Japanese managers and workers reacting to and interacting with each other, within a Western-inspired governance and
ownership structure, and with locally modified Western technology. (This is the story of Chapter 2.)

Stage two unfolds as new-style organizations increased and as techniques of management, control, production, and
distribution were refined and reworked. Chronologically, this stage continues to World War One by which time the
modern Japanese corporation had clearly emerged. Three generic types of modern corporation may be distinguished at
this point, each characterized by its own endowment mix, type of managerial hierarchy, technologies of production and
distribution, sources of capital, and geographical focus in what was still a semi-rural/semi-urban society. (Chapter 3
covers these developments.)

A third phase falls during the inter-war period from about 1920 to 1940 when an irreversible growth in urban
population and treacherous economic conditions allowed large firms to get larger (by rationalizing production, raising
funds through the sale of public securities, tapping into distant markets by taking advantage of expanding railroad and
telegraphic systems). Smaller firms were often forced to align themselves with larger enterprises or go under. An
increasing specialization and division of work through the alignment of businesses in interfirm networks for supply of
parts in production and for transportation and storage in distribution promoted transaction-cost economies. All of this
was accomplished without legal, political, or organizational barriers to interfirm cooperation. Accordingly, it was a time
when orthodox theories of economies of scale and scope help explain the success of some firms compared to others,
and when government
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industrial policy altered the business environment. (Chapters 3 and 4 treat these matters in detail.)

Finally, after World War Two, a new stage unfolded as the American Occupation forces revamped the business culture
and industrial structure of Japan. The Japanese economy grew faster for longer than any other economy ever has; the
rate of enterprise R & D expenditure grew even faster than GNP,*? and Japanese firms widened their product lines and
found new markets, moving out of Asia in large numbers for the first time. (Chapters 5, 6 and 7.)

Beyond Stage Theory: Learning and Economic Development

In the manner suggested above, history as well as economic and organizational theories must be employed in order to
understand the nature of the Japanese enterprise system. National patterns of organization appear as a result of a
specific chronology of choices pursued in the context of industrialization. Late development in Japan's case
underscored the importance of specialization and learning. These emerged both as outcomes of late development and
as causes of high levels of interdependence that linked the institutions of the Japanese enterprise system. The effect
was to emphasize a dynamic interaction of history, economics, strategy, and organization theory.

The economic and organization theories that inform this study are principally four: scale economies, economies of the
learning curve, economies of scope, and transaction-cost economies. In addition, there is corporate strategy, a less
codified but equally important and dynamic rationale for the achievement of Japanese firms at home and overseas. In
the sense of business institutions as an embodiment of the ideas and actions of those who work within them, strategy
is the underlying thrust behind economic and organizational theories of the firm.

Organizational Learning as Economic Development

The history of the enterprise system in Japan is a history of factory, firm, and network learning how to learn, as
independent and interdependent organizations, not once or even twice but more or less continuously. This is the
fundamental notion of organizational learning employed in this study. Repetition with intention leads to enhanced
effectiveness, and this leads to higher levels of efficiency. The process regulates firm as well as interfirm performance.

Organizational learning represents a firm-specific capability to operationalize knowledge, often in conjunction with
other firms. This happens in three ways, according to Hakan Hakansson. First, there is an additive or multi-competence
¢ffect when an exchange of capabilities produces a new, derived capability, such as a fortuitous joining of Firm A's IC
chip and Firm B's computer architecture. Second, there is an interactive effect when an interplay of two or more actors
results in something entirely new and desirable. In effect, new ways of using existing
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resources are created. Third, there is the specialization—coordination effect when increasing specialization of organizational
resources forces interorganizational cooperation as a way to mobilize complementary resources. The third effect is
really a special case of the first, raised to a higher level of integration and performance.’

While organizational learning has been characterized as routine-based, history-dependent, and target-oriented, such
characterizations tend to view organizational learning in the short run. In the long run, organizational learning is
limited only by the speed with which general knowledge can be transformed reliably into applied or firm-specific
knowledge. In circumstances of nearly complete dependence on foreign technology-transfer (late development),
organizational learning (the firm-specific capacity to use knowledge) accumulated operationally in Japan, more often at
the level of the shop-floor rather than in corporate-level offices. Theoretical knowledge was and is of limited value. In
these circumstances, organizational learning includes both ‘learning-by-doing’ or so-called ‘experience curves’ (more
efficient effort as a function of accumulated output) as well as what are sometimes referred to as generalized or
categorical scripts.®

In short, both seat-of-the-pants and formalized learning are valuable if operational practices change as a result of
learning. Various kinds of learning are important because the processes of technology transfer and adaptation have
been unending for late industrializers. While cost benefits from ‘learning-by-doing’ may eventually diminish to a point
of unimportance, rapid change in product and process technologies provide ample, indeed unending, opportunities for
lowering costs as a function of both learning and experience. Changes in material, product design, work flow, staffing,
and sales planning can be so substantial that some argue for a reinvention of technology every time a firm embraces a
new technology.*

For late-developing Japan, the necessities of technical experimentation, new skill development, organizational learning,
flexibility and initiative in resource mobilization, and commitment have been paramount and pervasive. Knowing
when and how to act in concert were obligatory. Late development enshrined learning as an organizational imperative
and as organizational routine* Both imperatives and routines, based on the stock and flow of organizational
knowledge, were accelerated by the science-based thrust of modern life, inducing new learning, experimentation, and
adaptation. Knowledge-based opportunities, more than anything else, have influenced the environment within which
the Japanese enterprise system appeared.

There is a motivational increment to learning-by-doing as well. Catching up to the West was an early and long-held
value underpinning organizational learning, and at some point, most likely during the 1970s, the value of learning for
learning's sake, that is, a value of constantly testing the parameters of performance (a more internally generated
dynamic) supplanted the historical motive of catching up based on late development (an external dynamic). Economic
explanations for Japan's performance, such as economic theories of increasing returns to scale and
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scope, are sensible only in the context of organizational learning and competence, that is where organizations possess
sufficient knowledge, capabilities, and values to act effectively in their own self-interest.”’

The three forms of organizational learning proposed by Hakansson are concerned largely with interfirm or network
learning, Other than interfirm learning, there is a vast and growing literature on how individual firms learn that also
divides easily into three types: learning from others or the acquisition and adaptation of knowledge from outside (the
firm); learning from experience, the educational benefits inherent in increasing returns to scale (the learning curve) and
in intergenerational learning associated with product life-cycles; learning from reflection or purposeful, iterative, and
intentioned efforts to set goals and attain them. In Japan the last of these is most evident in QC (Quality Control),
TQC (Total Quality Control), and TP (Total Productivity) activities.

This study includes all of these forms of interfirm and intrafirm learning, At first, learning was largely borrowed from
abroad and it was merely fitted to indigenous ways of doing things. For single firms and for firms linked together
formally, as in the case of the early zazbatsu, the initial effort at learning was additive. Yet integration of learning occurred
as firms learned how to learn, individually and in concert. This was manifest when firms adopted scale- and scope-related
strategies of volume production and distribution from the Russo-Japanese War (1904-5).

Through integrative experience with economies of scale and scope, firms progressed to a stage of strategic
incrementalism, namely a learning strategy of reflective, goal-oriented, corporate-wide activity implemented across-the-board in
cognizance of similar but company-specific efforts under way elsewhere. The best known and most obvious of these,
already mentioned, are QC, TQC, and contemporary TP activities that are predicated on step-by-step improvement in
the use of firm-specific experience.

Intrafirm and interfirm learning become progressively interrelated by combining the most basic, additive types of
learning with the most sophisticated modes of complementary specialization. The success of this strategy pivots on the
limited specialization of single firms matched with the organizational capabilities of other firms. Hence, firm-specific
competence becomes tied to the scope, accumulated effort, and complementary specialization of other firms. Some
varieties of organizational learning and a proposed illustration of their interdependent character are offered in Fig. 1.5.

Economic Development as Organizational Learning

Economies of Scale.

Scale economies occur as the amount of economic activities increase beyond the point of minimum efficient scale, that
is beyond the point where the value of production exceeds the costs of production. Economies of scale allow firms to
produce larger volumes at lower average costs than do smaller
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Fig. 1.5. Varieties of Organizational Learning
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volumes. Basically, the concept holds that unit costs of production and distribution will fall as the size, quantity, and
proportion of production and distribution facilities grow.

In scale economies, larger equals better in the sense that unit costs decrease in direct proportion to volume. Three
different factors are thought to bring about scale economies: fixed costs; external economies; and technological
factors.’® Fixed costs refer to capital investments at various levels of production, external economies to the acquisition
of production inputs, and technological factors to higher rates of throughput based on better or fuller use of plant and
equipment. Each factor, alone and in combination, may contribute to scale economies.*

In general, technological progress is believed to be the main driving force behind increasing economies of scale
because improved technology makes larger facilities and greater throughput possible. However, the size of the market
provides an obvious limitation in the degree to which scale economies may be realized. Also, there are organizational
limits related to firm-specific capabilities to exploit technologies and to respond effectively to market changes. The
combination of these factors is expressed in the term ‘minimum efficient scale’, that is the relationship between
‘minimum optimal scale’ in a particular industry and market share.*
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However, Alfred D. Chandler, Jr. has argued convincingly that minimal optimal scale and market share are significant
only in relationship to firm-specific throughput and managerial capability. Thus, it is possible to describe certain firms
as possessing the minimum efficient scale (organizational capability) to operate efficiently in their industries. In sum,
economies of scale may be obtained when costs per unit of operation or output decrease in a more or less direct
proportion to increasing scale of operations, up to a point where market and organizational limits intervene.*!

Economies of Learning.

Learning economies are related to scale economies, in that costs of operation are expected to fall in direct ratio to the
amount of activity. However, the amount of activity is measured less in a physical sense, such as in the size of
production, than in an educational sense. Costs will fall as a function of the experience accumulated in making a
product or providing a service. Cost reductions flow from these accumulated effects, that is from the realization of
scale economies over time. Essentially, the smarter one becomes at making and marketing something, the less costly
the production and distribution processes and final product.*?

Considered broadly, learning economies, sometimes called economies of value engineering, may occur at any time in
the process of manufacture, so that improvements in product design, manufacturing, unit sub-assembly, parts delivery,
or even in distribution and marketing may contribute to cost savings through learning economies. The pervasiveness
of training programs, seminars, and even comic book-like, illustrated manuals to teach techniques for reducing costs
and managing production, quality control, total quality control, and the like in Japan, attest to the universality of
learning economies and to the importance and intensity of employee involvement with them.*

There are three reasons why learning economies are especially characteristic of Japanese enterprise. First, the relatively
low rates of turnover in personnel, often misleadingly referred to as ‘lifetime employment’ but better termed ‘long-
term employment, ensure that what employees learn on the job is likely to stay on the job. Second, in-company
education and on-the-job training are emphasized in Japan, and these have become characteristic features of large
industrial firms in the post-war period. Together, in-company education and on-the-job training reinforce the meaning
of work as an educational endeavor. This was especially true in light of ‘how far behind’ Japanese firms were in
comparison with more technically and organizationally advanced Western firms. Finally, the relatively egalitarian
character of rewards and the ample opportunity for participation and meaningful contribution within large post-war
Japanese firms motivate employees towards learning and retaining the practical lessons of work.

The post-war popularity of quality-control circles and the delegation of much of the routine responsibility for
production scheduling and layout, inventory control, and product development to shop-floor employees are two ways
in which accumulated learning and know-how are captured by Japanese organizations.
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For such reasons, Japanese planners expect to drive costs down as a function of manufacturing experience, and
repeatedly they have been proven correct.

Economies of Scope.

Economies of scope refer most often to cost savings that occur when related products and services are run through
the same institutional facilities. If, for example, a two-door hardtop is manufactured in the same factory as a four-door
sedan, the cost of making either unit should be lower than the combined cost of making each unit separately. In brief,
increasing the number of related lines of goods run through the same set of facilities should lower the cost per
transaction for all units. Economies of scope, therefore, are scale economies based on plant- or enterprise-specific
economies. More recently, other sorts of economies of scope based on information, learning, technical capabilities, and
managerial competencies, have received increasing attention.** Economies of scope based on the sharing of non-
physical resources are undoubtedly as important as those based on the sharing of plant and equipment, even if it is
more difficult to document the utility of these economies. (But see Chapters 5 through 8 for attempts to do so.)

The theory behind economies of scope has focused for the most part on cost savings when related production and
distribution are run through a single set of facilities, a single corporation's plant and equipment, for example; the model
should work equally well where cost savings are realized through joint production and distribution in common facilities
and experiences. The latter point is critical in Japan where interfirm networks are common, and where economies of
scope in the management of tangible as well as intangible assets provide part of the logic for organizational
combinations.

Where economies of scope are potentially realizable, firms may be closely linked in production and distribution
networks without mutual shareholding. Indeed, economies of scope offer a far more powerful explanation for the
existence and efficacy of interfirm networks in Japan than do interpretations based on equity ownership, asset
interspecificity, and other financially based criteria.*> Moreover, because market size and technological limitations
frequently stymie the realization of true economies of scale (often the case in pre-war Japan), slack capacity and know-
how within firms (generated through processes of organizational learning) could be invested in realizing economies of
scope. Such intrafirm as well as interfirm economies of scope may be seen in my discussion of patterns of
organizational learning in Chapters 6 and 7.

Transaction-Cost Economies.

Transaction-cost economies refer to the costs of making transactions between operating units. These are generally the
costs of managing, that is the administrative costs of running an organization minus production costs. Oliver E.
Williamson, the most outstanding economist in this tradition, writes that ‘the criterion for organizing commercial
transactions is assumed to be the strictly instrumental one of cost economizing’.#

Between firms, transaction costs may be defined contractually; within firms, they are often represented as transfer
prices. In practice, differing managerial
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structures not only affect the costs of production and distribution but also the costs of administration. Because
companies choose to staff, segment, and control their managerial hierarchies and their intercorporate relations in
different ways, these choices have profound cost consequences. Transaction-cost economics stresses the ex post
adjustments of such institutional arrangements because it assumes that private ordering can adapt organizations in
order to minimize costs.*” Thus, transaction-cost economies are consistent with learning economies because
organizational structures, practices, and routines and modified in the interest of economizing on costs.

To compare Hitachi and Toshiba factories as an example, Hitachi's factories are profit centers while Toshiba's are cost
centers. This means that in Hitachi's case, all costs associated with making and selling products are calculated at the
level of the factory, while in Toshiba's case, only the costs of production are tallied at the factory level and other costs
are balanced at the divisional and corporate level. Choices, such as these, of how to organize work affect unit and
aggregate costs. Transaction-cost economies, in this sense, are the general costs that reflect the overall managerial
assumptions driving economies of scale, scope, and learning.*s

At the risk of over-simplification and with the notable exception of cotton textiles, newsprint, cement, some foods, and
agricultural chemicals, scale economies were not centrally important to Japanese economic development until after
World War One, and, as a consequence, economies of scope and transaction-cost economies played correspondingly
larger roles. After the Pacific War, scale economies and related learning economies have become central, but they have
been realized within a context of interfirm relations and corporate boundaries which were already geared to exploit
economies of scope and of transaction cost. Since the oil shortages of the 1970s and the consequent lowered levels of
economic growth, there are indications that a new amalgamation of enterprise interests combining elements of both
economies of scale and scope within a dynamic interfirm context is emerging in Japan.

Corporate Strategy.

Finally, there is the matter of corporate strategy. The strategic-management process has been characterized as the
identification and implementation of patterns of resource-allocation commitments and their evaluation which, over
time, define the evolution of a firm in relation to its environment. Although Japanese firms have not seemingly
employed systematic long-range planning until recently, the geographical and chronological circumstances of industrial
development have forced Japanese firms, like it or not, to assess continually their sources of supply, their
organizational competence, the accessibility and longevity of markets, the congruence of interests between a
developing state and developing enterprises, and the need to confront uncertainty with scarce resources.*

Japanese enterprises were required, by dint of their overwhelming reliance on derived technology and managerial
methods, to appraise constantly and critically their economic position at home and abroad. This context, more than
anything else, has shaped the strategy of modern Japanese corporations. A lack of resources,
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talent, and experience within single firms pushed Japanese companies to focus their efforts internally while they sought
and secured complementary functions and assets externally. Technology transfer drove the logic of interdependence
and was in time complemented by other sinew-knitting resources, such as capital, personnel, and managerial method.
Competitive strategies and cooperative structures, an organizational and strategic shorthand for the Japanese enterprise
system, followed.

The Japanese enterprise system appeared conclusively in response to the need to focus organizational resources in
three ways: dowmward in the production function as a result of the processes of technology transfer and adaptation;
ontward in interfirm cooperative structures as a partial consequence of pre-existing and developing production,
transportation, and distribution functions in the value chain; zzward in a process of adapting Western corporate models
and methods to indigenous business values and systems of social relations. The history of the Japanese enterprise
system is the story of how such material and immaterial forces have intersected with factory, firm, and network, the
principal institutions for accomplishing industrial work in Japan. The result is a country and corporate system which
are noteworthy for their work organization and ethic, industrial structure and policies, and commitment of limited
organizational resources to long-term economic growth and security.

History and the Logic of Organizational Interdependence

In the long run or from a population ecology perspective, the conditions under which enterprise and industry
competition take place are likely to be idiosyncratic and in flux, especially so under conditions of late development and
rapid change in social and economic circumstances. Strategic choices are necessarily taken in the midst of limited
strategic alternatives. Organizational adaptation and attrition result. The former suggests incremental, piecemeal stabs
in the dark, not quite random but not quite assured. The latter stresses economic efficiency, a relentless selection and
elimination of less well-endowed and less well-managed enterprises.*

Certainly, economies of scale, scope, and transaction cost are of the latter sort. All of these assume a lot and give away
very little. Rationality, efficiency, causality, optimality—are the lexicon of economic theory. Concepts of organizational
learning and strategy employ such terms while they recognize human frailty beyond bounded rationality and
opportunism. Choices are not perfect, trade-offs less so, and actions suffer badly.

The arguments of this work assume a certain degree of rationality and efficiency in the choices taken by Japanese
managers in the long, hard climb to industrial prosperity. Competition forced this. Technology transfer and acquisition
demanded this. Industry structure prompted this by mandating a strategy of aligning factory, firm, and network,
resulting in a primary ordering and coordinating of economic activities. But neither competition nor managers were
perfect, and
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Table 1.3. Why Micro-Organizational Alternatives in Japanese Industrial History

Value Chain Focal Factory Network
Functional Segmentation XX X
Technology Transfer XX X
High-Risk Environment X XX
Complementary Specialization X XX
Level of National Integration XX XX

X Less important

XX More important

individual as well as institutional choice enshrined human folly. The march to superpower status was not guaranteed.

A rush of Western technology and entrepreneurial nerve forced a flight towards what worked. Attrition and adaptation
were processes of enterprise growth and change as were focus, specialization, and organizational correspondence at
levels of factory, firm, and network. All of these advanced notions of efficiency and productivity that cut through a
clouded maze of alternative forms, methods, techniques, and choices.

Some worked better than others, changes took hold, patterns appeared, and many starts towards an economic logic of
institutions and institutional relations emerged. Government policy, moreover, tilted the playing-field in certain
industries and at certain times, inducing partisanship and predispositions. Policy (both public and private) led to
notions of cooperation for the purposes of securing complementary resources as well as organizational capabilities. In
all cases, effective learning was the basis of survival.

As functional alternatives, managers pursued product and market strategies through the organizational forms that best
fit their needs. As complementary organizations, strategic choices connected factories, firms, and networks in an
enterprise system rich in form, method, and means. Some of the factors affecting the formation of Japanese industrial
organizations are listed in Table 1.3. Choices to pursue these organizational forms reflected views of business and
society and of institutional interaction that were widely approved and practiced. These were continually reinterpreted
and reinforced and they came to reflect a cultural orientation towards business which was, at once, rooted in the past
and renewed in the present. Obviously, Japanese entrepreneurs had no prescience as to the ultimate efficiency of these
long-term developments. They were simply selecting and refining organizational patterns that were sensible, available,
and efficient enough to encourage their continued practice.

In the long run, in spite of organizational variety, strategic decisions, and sensible choice few of Japan's largest
industrial firms stayed large for long, Most
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failed or, at least, failed to remain among the largest 200 industrial firms, and so teleology was not part of the process
leading to the formation of the Japanese enterprise system. Being good and being lucky were. Hence, strategy and
choice urged ahead the evolution of the Japanese enterprise system in a sequence of progressive and hierarchical stages
described in the next four chapters.

Notes

1.

In this work I have established some of the ways in which large industrial firms in Japan differ from their Western
counterparts. History and an interactive dynamic fusing institutions and environments were some of the reasons
why. Organizational interdependence was the result. Now I want to pursue questions of organizational
interdependence more formally. In particular, I am interested in notions of interfirm networks as strategic groups
in Japan. The former are typically described as collections of firms, rather heterogeneous in character, that
cooperate for strategic advantage. The latter are groupings depicted in the strategic-management literature as firms,
rather homogeneous in character, that compete in the same industry. Employing both notions should help reveal
the nature of firm rivalry and competition in Japan. Note well in this regard that the very concept of strategic
group in Japan is different from that found in the West. The notion refers to a group of cooperating yet
heterogeneous enterprises that pursue isomorphic strategies in Japan. In the West, it indicates a group of
competitors who pursue similar strategies.

My use of the term strategic group, therefore, is unconventional. I thank Bala Chakravarthy for this point. The
literature on strategic groups is explored by Karel Cool and Ingemar Dierickx, ‘Strategic Groups, Rivalry and Firm
Performance’, mimeo, INSEAD, Mar. 1990. See also Karel Cool and D. Schendel, ‘Strategic Group Formation and
Performance: The Case of the U.S. Pharmaceutical Industry, 19631982, Management Science, 33/9 (Sept. 1987),
1102-24; Cool and Schendel, ‘Performance Differences among Strategic Group Members’, Strategic Management
Journal, 9 (1988), 207-23.

The Econonic Institutions of Capitalism (New York: Free Press, 1985), 385.

Probably the leading schools of interpretation concerning the scope or boundaries of the firm are resource-
dependency theory and transaction-cost economics. For the former, see Jeffrey Pfeffer and Gerald Salancik, The
External Control of Organizations (New York: Harper & Row, 1978), and Jeffrey Pfeffer, Power in Organizations
(Cambridge, Mass.: Ballinger, 1981). For the latter, see Oliver E. Williamson, Markets and Hierarchies: Analysis and
Antitrust Implications (New York: Free Press, 1975), and id., Economic Institutions of Capitalism. For a discussion of
some of the differences between the two approaches, see David Ulrich and Jay Barney, ‘Perspectives in
Organizations: Resource Dependency, Efficiency, and Population’, Academy of Management Review; 9 (1984), 471-81;
Ian Maitland and Bob DeFillippi, “The Scope of the Firm: An Efficiency Critique of Resource Dependency
Theory’, Discussion Paper No. 61, Strategic Management Research Center, University of Minnesota, Oct. 1986.
H. A. Simon, ‘The Architecture of Complexity’, Proceedings of the American Philosophical Society, 106 (Dec. 1962),
467-82.
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A notion of the M-Form firm or other kinds of firms as ideal types is deeply engrained in economic and
organizational writings on the firm because all theories simplify reality; the simplicity of one ideal type is most often
preferred to a reality of mixed forms and muddled structures. The Japanese enterprise system model avoids
extreme simplification by arguing in favor of a mixed model at the outset.

Ibid.; H. A. Simon, The Sciences of the Artificial (Cambridge, Mass.: MIT Press, 1969); Stanley N. Salthe, Evolving
Hierarchical Systems (New York: Columbia University Press, 1985).

Mark Granovetter, ‘Economic Action and Social Structure: The Problem of Embeddedness’, American Journal of
Sociology, 91 (Nov. 1985), 481-510.

A paper of mine which traces the complex nature of business transactions between the Toshiba Corporation and
some of its parts suppliers is, ‘Cooperation and Competition: Supplier Networks in the Japanese Electronics
Industry’, Center for Japanese Studies, UC Berkeley, 4 Nov. 1987. Figures on the number of related firms and the
size of the Affiliated Companies Office in Toshiba were obtained through an interview with Mr. Taizo Wakayama,
head of that office, in Toshiba headquarters at Hammatsucho on 5 Oct. 1990.

Scale and scope are, of course, the interrelated concerns of Alfred D. Chandlet's latest book, Scale and Scope
(Cambridge, Mass.: Harvard University Press, 1990). It may be argued that the Japanese enterprise system and the
Western business system as described by Chandler represent different solutions to similar problems. Why such
different solutions arose is the theme of this and Chandler's work.

Producing a full line may be considered a form of diversification, one that depends primarily on expanding existing
facilities and capabilities. More often and in this analysis, diversification is considered a form of enterprise growth
that requires investment in new facilities and in adding new organizational capabilities. My measurement of the
degree of newness is the extent to which the new products of diversification fall within or without the classification
of a firm's existing products according to the US Standard Classification Code calibrated at the two-digit level of
classification.

Vijay Mahajan, Subhash Sharma, and Richard A. Bettis, “The Adoption of the M-Form Organization Structure: A
Test of the Imitation Hypothesis’, Management Science, 34/10 (Oct. 1988). And, Akitake Taniguchi, ‘Gigyobusei
soshiki no gendaikei’, in Kazuichi Sakamoto (ed.), Giutsu Kakushin to Kigyo Kozo (Technical Innovation and
Enterprise Organization) (Kyoto: Minerva Press, 1986). Chandlet's Scale and Scope does not exactly calculate
turnover in the way that I do; however, Appendices A.4, B.4, and C.4 do indicate a high level of persistency in
ranking for the major American, British, and German industrial firms. See Chandler's recounting of diversification
studies by Rumelt, Channon, and Thanheiser on pp. 617-19.

Neil Fligstein, “The Spread of the Multidivisional Form among Large Firms, 1919-1979, Awmerican Sociological
Review, 50/3 (June 1985). Alfred D. Chandlet's Strategy and Structure (Cambridge, Mass.: MIT Press, 1962) was the
ploneering effort to categorize corporate structure according to a classification of strategic choices. His work was
followed by a number of important studies at the Harvard Graduate School of Business Administration which
applied Chandler's framework to large industrial firms in a number of nations. See Derek F. Channon, The Strategy
and Structure of British Enterprise (Boston: Havard Business School Press, 1973); Richard Rumelt, Strategy, Structure,
and Economic Performance (Boston: Harvard Business School, 19806); Gareth Dyas and Heinz Thanheiser, Emerging
European Enterprise (London: Macmillan, 1976).
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12. The nature of interfirm relations is not always clear, even to the Japanese. I recall a conversation overheard on the
Tohoku Keihin line as the train neared Kawasaki City station on 22 Feb. 1990 around 23.45. ‘Uchi no kaisha
wakaran . . . nijususha no kanren kigyo aru’, or ‘I don't understand our company . . . we have some twenty odd
related companies’, implying bewilderment at how so many companies were related.

13. Much of what has been written about company culture could be applied equally well to factory culture. Focal
factories have a particularly rich, what anthropologists call ‘thick’, culture. See Edgar H. Schein, Organizational
Culture and 1eadership (San Francisco: Jossey—DBass, 1985).

14. Mahajan, Sharma, and Bettis, ‘Adoption of the M-Form’; Fligstein, ‘Spread of the Multidivisional Form’. Also, H.
Thomas Johnson and Robert S. Kaplan, Relevance Lost: The Rise and Fall of Management Accounting (Boston: Harvard
Business School Press, 1987), 99.

Table 1.4. Largest Five Firms in Selected Industries Comparison: America and Japan, 1987

American Japanese

Name Sales ($m.) Employees Name Sales ($m.)? Employees
Dupont 30,468 140,145 Asahi Chemical 6,108 15,595
Dow 13,377 53,100 Mitsubishi Chemical 4,984 8,751
Monsanto 7,639 49,734 Toray Industries 4,332 10,143
United Carbide 6,914 43,119 Sumitomo Chemical 4,126 7,707
Grace 5,046 39,393 Kao 3,920 6,697
AVERAGE 12,689 65,098 AVERAGE 4,694 9,779
1IBM 54,217 389,348 Hitachi 23,356 76,210
Unisys 9,713 92,500 Toshiba 21,462 70,288
Digital Equipment 9,389 110,500 NEC 18,435 38,004
Hewlett-Packard 8,090 82,000 Mitsubishi Electric 15,633 48,562
NCR 5,641 62,000 Fujitsu 13,715 50,617
AVERAGE 17,410 147,270 AVERAGE 18,520 56,736
Occidental Petroleum | 17,096 50,350 Taiyo Fishery 4,401 3,685
Kraft 11,011 46,500 Nippon Suisan 3,849 3,772
Sara Lee 9,155 92,400 Snow Brand Milk 3,685 8,213
Conagra 9,002 42,176 Ajinomoto 3,460 5,438
Beatrice 8,926 62,000 Nippon Meat Packers | 3,189 3,359
AVERAGE 11,038 58,685 AVERAGE 3,717 4,893
ALCOA 7,767 55,000 Nippon Steel 17,176 61,423
LTV 7,582 48,200 NKK 8,402 25,193
Bethlehem Steel 4,621 34,400 Kobe Steel 7,807 22,741
Reynolds Metals 4,284 27,300 Kawasaki Steel 7,491 20,803
Inland Steel Industries | 3,453 20,740 Sumitomo Metal In- 7,274 23,108

dustries
AVERAGE 5,541 37,128 AVERAGE 9,630 30,654
General Motors 101,782 813,400 Toyota Motor 48,199 64,329
Ford 71,643 350,320 Nissan Motor 27,349 51,237
Chrysler 26,258 122,745 Honda 21,200 29,640
Dana 4,142 37,500 Mitsubishi Motors 14,024 22,997
Navistar International | 3,530 14,918 Mazda 12,818 28,423
AVERAGE 41,471 267,777 AVERAGE 24718 39,325
* §1 =125 yen.

Sources: Ministry of Finance, Yukashoken Hokokusho (annual reports) with additional calculations by the author.
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J. Cable and H. Yasuki, ‘Internal Organization, Business Groups and Corporate Performance: An Empirical Test
of the Multidivisional Hypothesis in Japan’, International Journal of Industrial Organization, 3 (1985), 401-20. Also,
Akira Goto, ‘Statistical Evidence on the Diversification of Latge Japanese Firms’, Journal of Industrial Economics, 29/
3 (Mar. 1981); Minoru Harada, ‘Seizogyo no Takakuka: Shogyo Fudosangyo ni Shinshutsu Sakan’ (Industrial
Diversification: Growing Investment in Commerce and Real Estate), Nzhon Keizai Shimbun, 30 Mar. 1991, 28.
While a US—]Japan comparison based on assets, sales, number of employees, or any single measure yields
disproportionate results, various combined measures reduce differentials somewhat. For example, if sales to
employee ratios are calculated on a value-added basis, then size differentials are not so large. However, even doing
so, that is calculating sales per employee, results in a per capita turnover some 2 to 4 times higher for Japanese
firms. These discrepancies in scale, already striking, were larger in the past when the size of the market served by
Japanese firms was notably smaller than that of American firms.

Johnson and Kaplan, Re/evance Lost, 205.

Masahiko Aoki and I arrive at similar conclusions but for very different reasons. See The Co-operative Game Theory of
the Firm (Oxford: Oxford University Press, 1984), ch. 11.

Robert E. Hoskisson and Michael A. Hitt, ‘Strategic Control Systems and Relative R & D Investment in Large
Multiproduct Firms’, Strategic Management Journal, 9 (1988), 605-21.
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19. Personal communication from Alfred D. Chandler, Jr., 19 Jan. 1990.

20. Johnson and Kaplan, Relevance Lost, 99.

21. Alfred D. Chandler, Jr. asserts that the first Western industrial firms to make co-ordinated investments in
production and distribution functions and in a managerial hierarchy to govern and assess those investments gained
first-mover advantages. In other words, they created barriers to entry for later developing firms in those industries.
First-mover advantages appear less significant in Japan.

22. The effect of measuring sales as opposed to assets can be seen in Table 1.5.

Table 1.5. Sensitivity Test for SIC Distribution, 200 Largest Japanese Industrial Firms, 1987

SIC group By assets By sales Asset sensitive? Sales sensitived
Food and beverage 20 22 25 3
Tobacco 21 1 1

Textiles 22 3 2 1

Apparel 23 1 0 1

Lumber 24 2 3 1
Furniture 25 1 1

Paper 26 9 8 1

Printing 27 2 4 2
Chemicals 28 36 34 2

Petroleum 29 13 13

Rubber 30 4 5 1
Leather 31 0 0

Stone, Clay, Glass 32 12 11 1

Primary metals 33 19 17 2

Fabricated metals 34 5 5

Machinery 35 27 27

Electrical machinery 36 15 14 1

Transport equipment 37 | 17 20 3
Instruments 38 9 8 1

Miscellaneous 39 2 2

TOTAL 200 200

textiles, appatel, papet, chemicals, stone/clay/glass, primary metals, electrical machinety, measuring instruments.
food, lumber, printing, rubber, transportation equipment.

23. According to the lead article of the Nzhon Keizai Shimbun (Japan Economic Journal), 23 Feb. 1990, American
negotiators at the opening of the Third Structural Initiatives talks between the US and Japan claimed that the 3
percent of total corporate sales garnered by members of the Mitsubishi group of companies was ‘highly unusual’.
Besides definitional issues with regard to determining group membership (the definitions employed by American
representatives were not explained), there is little
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evidence supporting the thesis that group membership, by and of itself, results in anti-competitive behavior. If so, it
becomes hatrd to explain Mitsubishi Electric and Mitsubishi Motors' performance in their respective industries.
The next day's edition of the Nihon Keizai Shimbun reported Mitsubishi Trading Company's response. “‘What's the
significance of 3 percent?” The Chairman of the Trading Company, Mr. Mimura, was quoted as saying, ‘Japanese
enterprise groups are not closed” Mitsubishi Trading claimed that the manufactured products of member
companies accounted for 6 percent of its sales and that internal buying and selling within the group amounted to
16—18 percent of total sales. Representatives of the Mitsubishi group of companies stressed that these figures
demonstrated how low was the degree of internal business transactions.

In the same article, representatives of Toyota Motor, another interfirm alliance, were reported as stating that
transfer prices between itself and its suppliers were not inappropriately pegged and that Toyota did not exercise
external control over its suppliers. Nihon Keizai Shimbun, “Tomadou Gyokat’, 24 Feb. 1990, 3.

The history of corporations in Japan, when viewed in this way, recalls the structure/agency arguments of Anthony
Giddens for social theory whete notions of structure and action presuppose one another, as well as the strategy/
structure models of Alfred D. Chandler, Jr., where the interconnections between strategy and corporate structure
for the modern American corporation are assayed. Also, it echoes the work of Mary Douglas where different
institutional frameworks allow individuals to think and feel in certain ways. Anthony Giddens, Central Problens in
Social Theory (Berkeley: University of California Press, 1983), 53, 80, 94-5. See also, Eugene F. Fama, ‘Agency
Problems and the Theory of the Firm’, Journal of Political Economy (1980), 288-307; Huseyin Leblebici and Avi
Fiegenbaum, ‘Managers as Agents without Principles: An Empirical Examination of Agency and Constituency
Perspectives’, Journal of Management, 12/4 (1986), 485-98; Chandler, Strategy and Structure; Mary Douglas, How
Institutions Think (Syracuse, NY: Syracuse University Press, 1980).

In How Institutions Think, the chapter on ‘Institutions do the Classifying’ offers a perfect example of the
embodiment of knowledge in an organizational routine. Arthur L. Stinchcombe wrote in a similar vein in Creating
Efficient Industrial Administrations New York: Academic Press, 1973), esp. 20—3 on the administrative coding of
causes. Also, see his ‘Social Structure and Organizations’, in J. March (ed.), Handbook of Organizations (Chicago:
Rand McNally, 1965). Finally, a delightfully written but profound treatment of the whole matter can be found in
Alan M. Kantrow, The Constraints of Corporate Tradition (New York: Harper & Row, 1987).

David L. Lewis, The Public Image of Henry Ford (Detroit: Wayne State University Press, 1976), 107, 224.

Clifford Geertz, Local Knowledge (New York: Basic Books, 1983), esp. ch. 6, ‘Centers, Kings, and Charisma:
Symbolics of Power’, 122-3.

Byron K. Marshall, Capitalism and Nationalism in Prewar Japan: The ldeology of the Business Elite, 1864—1941 (Stanford,
Calif.: Stanford University Press, 1967); Johannes Hirschmeier, The Origins of Entreprenenrship in Meiji Japan
(Cambridge, Mass.: Harvard University Press, 1964); W. Mark Fruin, Kikkoman: Company, Clan, and Community
(Cambridge, Mass.: Harvard University Press, 1983), ch. 4.

The literature on late development and the resulting development consequences is long. To cite the most
conspicuous only: Chalmers Johnson, MITIT and the Japanese Miracle (Stanford, Calif.: Stanford University Press,
1982); Alexander Gerschenkron,
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Economic Backwardness in Historical Perspective (Cambridge, Mass.: Harvard University Press, 1962); W. W. Rostow;, e
Stages of Economic Growth (Cambridge, Mass.: Harvard University Press, 1961). Ronald Dore, British Factory—|apanese
Factory (Berkeley: University of California Press, 1973); John Dower (ed.), Origins of the Modern Japanese State: Selected
Whitings of E. H. Norman (New York: Pantheon Press, 1975).

Robert E. Cole, Work, Mobility and Participation (Berkeley: University of California Press, 1979).

Richard J. Samuels, The Business of the Japanese State (Ithaca, NY: Cornell University Press, 1987).

National Science Foundation, The Science and Technology Resources of Japan: A Comparison with the United States
(Washington, DC: National Science Foundation 88-318, 1988), 1-8.

Hakan Hakansson (ed.), Industrial Technological Development: A Network Approach (London: Croom Helm, 1987).
Bala Chakravarthy and Seog K. Kwun, ‘The Strategy Process: An Organizational Learning Perspective’, working
paper, The Carlson School of Management, University of Minnesota, 1987.

Peter Clark, Anglo-American Innovation (London: Methuen, 1987). Graham Hall and Sydney Howell, ‘The
Expertience Curve from the Economist's Perspective’, Strategic Management Journal, 6/6 (1985). B. Levitt and J.
Marsh, ‘Organizational Learning’, Annual Review of Sociology, 14 (1988), 319. Levitt and Marsh identify a range of
organizational learning types and strategies in their excellent review article.

Richard R. Nelson and Sidney G. Winter, Az Ewvolutionary Theory of Economic Change (Cambridge, Mass.: Harvard
University Press, 1982), 105.

Edith T. Penrose, The Growth of the Firm, rev. edn. (White Plains, NY: M. E. Sharpe, 1980), 260-5.

See F. M. Scherer, Industrial Market Structure and Economic Performance (Boston: Houghton Mifflin Co., 1980). George
J. Stigler, The Organization of Industry (Chicago: University of Chicago Press, 1983), 67-94. Kenneth Arrow, Linuts of
Onganization New York: W. W. Norton, 1974).

The following sketch offers a simple illustration of scale economies. A bicycle manufacturer has a welding facility
large enough to handle 1,000 frames per day. The cost of producing, say, an additional 200 frames at the same
facility will be much less than the cost of making any portion of the frames and frame sets leading up to the daily
target of 1,000. In short, gaining more production from existing facilities is less expensive than achieving
comparable levels of production in new facilities.

Chandler, Scale and Scope, 734.

Learning economies have been modeled formally in three ways: the ability to learn a new technique; the rate of
mastery of the technique; production experience with the technique. See e.g. Leonard Dudley, ‘Learning and
Productivity Change in Metal Products’, American Economic Review; 62 (Sept. 1972), 662-9; Kenneth Arrow, “The
Economic Implications of Learning by Doing’, Review of Economic Studies (1962), 155-7; and Leonard Rapping,
‘Learning and World War II Production Functions’, Review of Economics and Statistics, 47 (Feb. 1965), 81-0.

J. G. Abramowitz and G. A. Shotluck, Jr., “The Learning Curve: A Technique for Planning, Measurement and
Control’, IBM Report No. 31.101, 1970.

e.g. A. Igarashi (ed.), Kojo Kosto Daun Jiten (A Dictionary of Factory Cost Reduction Terms) (Tokyo: Nikkan Kogyo,
1990).
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David Teece, “Towards an Economic Theory of the Multiproduct Firm’, Journal of Economic Bebavior and
Onganization, 3 (Mar. 1982), 39-63; id., ‘Economies of Scope and the Scope of the Enterprise’, Journal of Economic
Behavior and Organization, 1 (Sept. 1980), 223—47; Sumantra Ghoshal, ‘Global Strategy: An Organizing Framework’,
Strategic Management Jonrnal, 8 (1987), 425—40; Megumi Suto, ‘Economies of Scope in the Securities Business’, Kznyu
Gakkai Hokokn, No. 65 (1988).

Michael Gerlach's careful work on alliance capitalism in Japan is based on tracing the financial links and
intetlocking directorates that join so many of Japan's major firms. Michael Gerlach, ‘Business Alliances and the
Strategy of the Japanese Firm’, California Management Review, 30 (Fall 1987), 126—42. Also see, id., Alliance Capitalism
(Berkeley: University of California Press, forthcoming).

While there is no doubt as to the pervasiveness of these ties, there is doubt as to the adequacy of financial ties and
of interlocking directorates alone in explaining the economic performance of Japan's industrial giants.
Nevertheless, in the course of Japan's economic development, close relations between industrial firms and their
sources of capital should lead to lower transaction costs and lower capital costs, and these could be reflected in
higher debt-to-equity ratios. Gerlach's work tracks these important relationships.

Yet financial and directorate ties can be traced only at highly aggregated, abstracted levels of generalization. From
the standpoint of explaining the coalitional networks that power firm and interfirm relations on a day-to-day basis,
highly aggregated ties have limited value. But they do have value, nevertheless. The work of Nakatani Iwao and
Thomas Roehl suggests that the close ties joining traditional industrial and financial firms in Japan comes at a
performance cost, namely lower rates of profitability and market-share growth. See Ch. 7, nn. 41-3.
Williamson quoted in Chandler, Scale and Scope, 734 n. 3.

Oliver E. Williamson, ‘Comparative Economic Organization: The Analysis of Discrete Structural Alternatives’,
mimeo, University of California, Berkeley, Mar. 1990, 14.

See e.g. Williamson, Markets and Hierarchies, id., “The Economics of Organization: The Transaction Cost
Approacl’, American Journal of Sociology, 87/3 (1981).

Yves Doz and Jean-Pierre Lehmann, “The Strategic Management Process: The Japanese Example’, Bonner Zeitschrift
fiir Japonologie, 8 (1980).

This last section was inspired by James A. Robins, ‘Organizational Economics: Notes on the Use of Transaction-
Cost Theory in the Study of Otganizations’, Administrative Science Quarterly, 32/1 (Mar. 1987), 68-86. See also
Christine Oliver for a discussion of institutional isomorphism, a debate that has some relevance for the evolution
of the Japanese enterprise system. Christine Oliver, “The Collective Strategy Framework: An Application to
Competing Predictions of Isomorphism’, Administrative Science Quarterly, 33 (1988), 543—-61. My own feeling is that
competing explanations of institutional isomorphism all have relevance: population-ecology perspectives early on,
institutionalization perspectives in time, and strategic-choice perspectives throughout. See also Glenn R. Carroll,
‘On the Organizational Ecology of Chester 1. Barnard’, in Oliver E. Williamson (ed.), Organization Theory (New
York: Oxford University Press, 1990), 56—71.



2 The Institutional Environment

Major Japanese corporations are different from comparable Western firms, and they are different for historical reasons.
The first of these involves timing; Japanese companies appeared quite late in the nineteenth century, yet by World War
One they were already driving ahead the Japanese economy.! As a consequence of this later development relative to the
major economies of the West, the macro- and micro-economic climate as well as the political and social milieu of
institutional development were different.

The later development of modern public and private institutions in Japan has given them a highly reflexive quality.
That is, as institutions, they embody a rather self-conscious effort on the part of local leaders to pick and choose from
a variety of available organizational options, and to adapt, modify, and refine these after their introduction into Japan.
The Japanese navy, for example, was modeled after the British Navy while the army followed France at first and then
Germany.? Western systems of jurisprudence, banking, education, and business incorporation were lifted from the
contexts in which they were formed, transported hundreds of years and thousands of miles in time and space,
recombined and reordered at the hands of Japanese statesmen, industrialists, managers, and workers.

Japanese institutions were founded on the basis of learning, choice, and action, and the openly intentional aspects of
the endeavor were quite remarkable. The creation of such modern institutions assumes rather sophisticated knowledge
and appreciation of Western institutions as well as careful consideration of what was possible in turn-of-the-century
Japan. The adaptation and re-creation of Western models of organization, like the corporation, represent one of the
most successful and systematic attempts to pick and choose, design, and mold the institutional framework of
contemporary life.

Although the process of institutional creation begins with human effort, will-power alone is not enough. Intention
cannot replace experience, effort, and education. Suggestively, Japanese companies were behind Western firms in
making products of the first industrial revolution, such as low thread-count textiles, milled foods, and iron, but, by the
turn of the twentieth century as the second industrial revolution began to unfold, Japanese firms were not so obviously
disadvantaged in the manufacture of mechanical and electrical machinery, a variety of chemical products, high thread-
count and synthetic textiles, and transportation equipment,
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especially ships and rolling-stock. By the third and fourth industrial revolutions, Japanese enterprises were global
leaders in high-tension steel, exotic metal alloys, micro-electronics, superconductivity, biotechnology, and space-age
materials.

Thus, timing began to favor rather than hinder Japanese efforts as industrialization shifted from the first to the second
industrial divide and as Japanese entrepreneurs gained experience with the possibilities of re-creating Western
institutions. Indeed, catching and riding the crest of a gathering industrial wave necessitated a certain size in production
units and sophistication of method. These required an initial period of experience, effort, and education followed by a
period of accelerated growth culminating in a crescendo of more advanced products. Japan was a follower nation in
the first industrial revolution, a representative nation of the second, and a leader by the third.

Second, the speed of industrial development in Japan has fascinated observers from the developed and developing
world. As a consequence of speed, especially when it is recognized that speed embodies powerful new production and
propulsion technologies, the accelerated adaptation of the modern corporate form in Japan ushered in an
organizational revolution there, while corporations were more the culmination of a several-century process of
organizational evolution in the West. What took three or four centuries in the West was accomplished in less than one
in Japan.

The first Western corporation, the Russia or Muscovy Company, was created in England by Mary Tudor, Queen of
England, in 1555, while a commercial code which defined the legal and economic characteristics of corporations in
Japan was not drafted until 1893.# Since 1555 in the West, the corporation evolved fitfully but steadily by various legal,
economic, political, and social conventions. Until the mid-nineteenth century, to be sure, corporations were used more
in municipalities, universities, and utilities. Such corporations and great trading companies had political as well as
economic purposes. It was not until the last half of the nineteenth century that corporations became common in
commerce (except banks) and manufacturing, yet the rapid spread of the corporation thereafter was predicated on the
sophisticated legal, planning, and organizational advantages that had evolved previously.

In contrast, the Japanese corporation appeared relatively late in the global history of the firm, and it emerged in
conscious imitation of an already advanced Western corporation. Most importantly, it materialized in a society where,
until the 1880s and 1890s, a small number of large, bureaucratic government offices were juxtaposed with a very large
number of small, personalized, mostly agricultural and industrial household enterprises. In such circumstances, the
corporation as a commercial and manufacturing organization had revolutionary impact.

Finally, a powerful advantage realized by the modern corporation in Japan, based on timing and speed of development,
was the combination of superior organizational and technological resources. From the mid-twentieth century, size and
sophistication of method were married to manufacturing technologies that
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promised much higher throughput, more exacting standards of production, and greater reliability. This was an
especially seductive combination for government and business leaders alike, and thereby political and economic
interests were united in creating a regime of comparative organizational and technological advantage.

As a result of the corporation's late appearance, conscious efforts to emulate Western corporations, plus a lack of
competing indigenous institutions, two decisive advantages were imparted to modern corporations. Japanese
corporations could begin on a grander scale, with more complex organization, more refined tools of accounting and
production, and generally with greater organizational sophistication because there was very little interference from past
organizational practices, and because Western models for organizational imitation and adaptation were already well
differentiated and evolved. The pre-existing models of corporate organization in Japan, such as the bureaucratic
models found in domain and bakufu governments or the familial models practiced everywhere in agriculture and
commerce, were not well suited to profit-seeking, industrial enterprises. Traditional labor-management practices, such
as the internal contracting system, disappeared within several decades of the introduction of Western models of
industrial relations.®

By the same token, Japanese enterprises begin on a higher technological plane than would otherwise have been the
case. The lateness of Japanese development, relative to the Western record, offered unusual opportunities to select
among production technologies already proven in the West. Of course, industrial technology even in the late
nineteenth century did not come unfettered by political and economic considerations, but none the less, Japanese
industrialists were able to pick and choose production, propulsion, and power-generation technologies with a latitude
and discrimination not enjoyed more recently, since the advent of twentieth-century techno-nationalism.

It is worth emphasizing that such fortune in organizational and technical choice came not once but twice. The later
development of Japan offered a range of choices appropriate to the first as well as second industrial revolutions. Early
success with textiles, later success with transportation equipment, such as motor vehicles, and a most recent success
with electronics, are all based in part on Japan's late development. As detailed in Chapter 6, because Japanese electrical
firms had not developed computers and other advanced electrical devices based on vacuum tubes, as had American
and European firms, they were less deterred to move into semiconductor-driven products. The coincidence of such
organizational and technical advantages underpin the emergence of factories, firms, and networks as fundamental
building-blocks of Japanese industrial capitalism.

By virtue of these combined organizational and technological opportunities, plus a positive change in government
policies and attitudes towards private enterprise after the Meiji Restoration of 1868, completely new models of
industrial organization and manufacturing technique could become established within a surprisingly short time. The
later development of Japan relative to the more advanced nations of the West offered Japanese industrialists
extraordinary possibilities, as long as
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they were able to recognize and take advantage of them. This is what Keiichiro Nakagawa calls ‘the learning industrial
revolution’.¢

Taking advantage of these opportunities defines the essence and context of corporations in Japan. Corporations
appeared late, grew fast, and matured rapidly, even abruptly. This was achieved through the ‘learning industrial
revolution’ wherein Japanese industrialists brought together traditional factors of production with the latest
information on markets, technology, and method, imbuing the process of learning with a sense of urgency, ambition,
and purpose. The culmination of these efforts was an organizational ethic of learning and a corporation largely
unfettered by old ideas and practices.

Due to these special circumstances, the modern corporation in Japan emerged in something less than a generation,
from 1885 to 1920 or so. And, in the years between 1920 and 1980, two additional forms of the corporation appeared,
the large, modern corporation, and what this book calls the interdependent form of the large, modern corporation.
Together, these three forms represent basic modalities of corporate structure in Japan. Thus, during the half-century of
development prior to the Pacific War and several decades after that milestone, enduring and distinguishing features of
corporate organization, attributes which had evolved during a period of four centuries in the West, took hold and
flourished.

These elements would include such characteristics as joint-stock ownership, easily transferable ownership, limited
liability, perpetual succession of corporate officers, concentration and professionalization of management, legal
personality, separation of ownership and control, a standardized method of organization and operation, as well as rules
and regulations concerning public and private disclosure. Most importantly, with the passage of the Commercial Code
of 1893 and its subsequent revisions, business organizations were formed in compliance with state-issued acts of
incorporation and they conducted business operating under legal charters. Legal instruments defined and refined the
environment, both external and internal, within which modern business forms and practices could develop and
progress.

As a consequence of a highly compressed cycle of industrial, legal, and social development, Japanese firms are at odds
with the history and a good deal of the economic and organizational theories of the firm as they have appeared in the
West. Also, there are important differences between enterprises as to structure and function, and these differences
need to be understood in the context of Japanese industrial development. This chapter summarizes the historical
background for the appearance and evolution of the modern corporation and enterprise system in Japan and,
thereafter, a typology is presented which characterizes the major features and varieties of industrial enterprise as they
emerged in Japan.

The Distinctiveness of Early Japanese Enterprise

Four reasons stand out for the rapid and distinctive rise of the modern industrial corporation and enterprise system in
Japan. First, Japan was well endowed by






















































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































	Contents
	List of Figures
	List of Tables
	Abbreviations
	Introduction
	1 1. History and the Logic of Interdependence
	2. The Institutional Environment
	3. Inventing the Enterprise System
	4. Defining the Enterprise System
	5. Advancing the Enterprise System
	6. Focal Factories
	7. Interfirm Networks
	8. Dynamic and Structured Interdependence
	Appendix: The 200 Largest Industrial Firms in Japan: 1918, 1930, 1954, 1973, and 1987
	Bibliography
	Index
	Index of Subjects
	A
	B
	C
	D
	E
	F
	G
	H
	I
	J
	K
	L
	M
	N
	O
	P
	Q
	R
	S
	T
	U
	V
	W
	Y
	Z




