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O . Introduction

This paper addresses the future of corporate
financial management by Japanese compani-
es, as it relates in general to the new era of

Japanese-style business practices. The author

has been employed for 15 years in interna-
tional operations at foreign banks, and here
considers corporate financial management as
an important aspect within the context of a
Japanese-style business management system

that is in need of reform. In particular, this pa-
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per discusses the future of corporate financial
management as it relates to the establish-
ment of a general management approach that
is more focused on profitability.

O Japan became recognized as a leading econ-
omy only after 1970, and is a newcomer when
considered against long-term economic pow-
ers such as the US and the advanced econo-
mies of Europe. At the same time, Japan’s
ability to maintain a strong economy for over
20 years has attracted considerable attention
and even the strong economy has been en-
vied from countries throughout the world.

O This worldwide recognition also apparently
extends to the “Japanese style of manage-
ment,” which has been acclaimed for its ability
to maintain efficiency, productivity, flexibility,
and stability. But the bursting of the financial
bubble in 1990 has tarnished this picture, and
the system that powered Japan’'s strong
growth period™ is in need of reform. The well
known Japanese employment system — with
that's lifetime employment and seniority
system — achieved great success by reaping
the benefits of “cooperation.” However, this
system could be maintained only under condi-
tions of continuous business expansion, and
will not be sustainable under the lower
growth rates projected for the future.

0 Businesses are, therefore, being pressed to
establish more efficient and profit-oriented
management. This in turn entails a reform of
financial management® practices. Specifically,
management functions® must be systemati-
cally applied to finance activities with the aim

of improving profitability and maintaining

liquidity. The reforms necessary to ensure the
health of Japanese businesses in the new era
have therefore become an important focus of

attention.

O . The Trend of Foreign Financial Insti-

tutions

0 One indication of a country’s financial
power is the number of foreign financial insti-
tutions that have established offices there. All
G7 countries, as well as Switzerland, are
home to major international financial cities.”
Among this group, Tokyo is now recognized
as one of the top three international financial
markets, together with New York and London.
Many foreign institutions maintain Tokyo
branches or representative offices. In particu-
lar, figures show that foreign banks and secu-
rities companies moved strongly into Tokyo
after 1970, when Japan initially gained recog-
nition as a leading economic power. This con-
centrated and rapid inflow of foreign financial
concerns is the reason that Tokyo has quickly
risen to become one of the three top centers
of international finance. It is significant that
this rapid entry into Japan came at the same
time that Japan was experiencing strong eco-
nomic growth. Specifically, the rapid influx of
foreign financial institutions® coincided with
rapid growth in the Japanese GNP. Since
1990, when the Japanese financial bubble
burst, many of foreign banks and securities
have elected to withdraw from Japan. It is
again noteworthy that their withdrawal coin-
cides with a drop in Japanese GNP growth.

There would appear to be a positive correla-
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tion between the Japan’s economic develop-
ment, on the one hand, and the movement of
foreign financial institutions into and out of
Japan, on the other.

00 The excessive plant-and-equipment invest-
ment that characterized the bubble period
weighs heavily on the economy and had sig-
nificantly reduced economic growth. It is gen-
erally believed that it will take some years for
the economy to absorb the excess capacity
and return to a healthy state.

O Foreign financial institutions therefore per-
ceive that Japan is facing a prolonged period
of sluggish growth. At the same time, wages
and prices within Japan remain high by world
standards. Foreign institutions tend to place
strong emphasis on profitability, and are
aware that prospects within Japan may be
limited. It would appear that those companies
that have left Japan are precisely those that
are most concerned with maintaining
profitability.

O The future of corporate financial manage-
ment by Japanese firms must be influenced
by the tendencies of foreign institutions. In
particular, foreign management is character-
ized not only by an emphasis on profitability,
as mentioned above, but also by the tendency
to maintain sufficient levels of equity capital.
These two tendencies have important implica-
tions for the future of business and financial

management in Japan.

0. Credit Creation and Corporate Fi-
nancial Management

0 Credit Creation

[0 Businesses appeared to be exercising activ-
ist, intelligent management during the bubble
period of the late 80s, but the collapse of the
bubble in early 1990 called management prin-
ciples into question. There was a widespread
feeling that basic changes were required in
Japanese-style employment and investment
systems, even though these had seemed ma-
jor advantages just a short time before.

[ Let us briefly consider the bubble economy
that has so shaken the roots of the Japanese
style of management. The term bubble refers
to creation of excess, unsubstantiated credit;
to the creation of excess deposits (money). In
essence, lending institutions lend out many
times more money than they receive in initial
(base) deposits. During the bubble period,
companies found that they could obtain new
capital at low cost by borrowing at low rates
from banks (the prime rate was 2.5% in Feb-
ruary 1987), then issuing euro-dollar denomi-
nated warrant bonds® on the London Euro-
market (taking advantage of the rising Japa-
nese stock market), then swapping” the dol-
lars obtained from the bond sales back into
yen.

O In general, the bulk of the huge assets ac-
quired through equity financing® in the latter
half of the 80s was being invested back into
the stock and real-estate markets by means of
special cash trusts® and fund trusts."” This

cycle continued to funnel funds into the stock
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market. At the same time, the speculation-
driven rise in the price of land gave general
companies an increased ability to obtain mort-
gage financing. Banks competed heavily to
loan money under these conditions; credit
was easy, and the expansion of baseless as-
sets continued until the cycle collapsed in
early 1990.

0 Funding and Financial Management

O Funding, or capital procurement, is an es-
sential aspect of business control. Capital, in
this context, may be defined in various ways —
for as example, as cash and deposits, or as
net working capital (the difference between
liquid assets and liquid liabilities). In today’s
monetary economy, capital is the essential re-
quirement for all business activity. In order to
fulfill its function, capital must represent a re-
liable means of payment; its value as a me-
dium of exchange must be grounded in
economic reality. During the bubble period,
capital lost is grounding. The rise in securities
prices, the appreciation in real-estate valua-
tions, and borrowing from banks (often at the
behest of the banks themselves, which urged
companies to open deposit accounts from
which they could borrow) generated as asset
inflation. This inflation made it difficult to ex-
ercise sound financial management.

O Financial management involves two differ-
ent types of activity: financial planning and
control on the one hand, and funding and
fund utilization on the other. Typically, man-
agement is handled by two different divisions:

the Dealing Division (which attempts to make

a profit through transaction and lending ac-
tivities) and the Operating Division (which
handles administration and control, and is not
profit-oriented).

0 Consider that one of the management ob-
jectives of a corporation is to maximize profit.
Firms that are engaged in commercial activi-
ties must determine how to utilize funds so as
to meet this goal. These firms, of course,
must first meet the problem of procuring the
funds they need to use. Below, | want to dis-
cuss the issue of funding in more detail.

(0 The bursting of the bubble has brought
about a change in the funding approach used
by business concerns. In particular, the pre-
cipitous drop in the Tokyo stock market,
which peaked in late 1989 and was moving
down by early 1990, has had a significant af-
fect on funding methods, and has made it dif-
ficult to procure funds under advantageous
conditions. One reason for this difficulty is
the reduction in equity financing. Another
reason is that banks have been forced to be-
come more circumspect in issuing loans. Be-
fore the bursting of the bubble, Japanese
banks were not overly concerned with work-
ing off bad loans, and were often willing to ex-
tend credit to non-creditworthy concerns.
With the drop in share prices and real-estate
values, banks no longer have this luxury®
and have been forced to become more
selective. Companies therefore are having
trouble raising funds. A particular problem is
that companies have not yet adapted to the
change that banks have made in response to

the new environment.
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0. Liabilities Accounts and Equity Capi-
tal

[0 We can expect that liabilities will become
an increasingly important item of the balance
sheet as corporate financial management
adapts itself to new realities. Under the bub-
ble economy, companies built up the assets
side of the balance sheet as a means of in-
creasing profits. This process generated
losses for many firms — for banks as well as
for borrowers. In future, companies will have
to pay careful attention to their liabilities ac-
counts as they carry out funding. In other
words, asset accounts will be controlled in ac-
cordance with liability accounts. Emphasis
will shift from the utilization of funds to the
process of funding itself, and treasury depart-
ments will assume a central roll within the
corporation. Asset accounts will need to be
carefully controlled with respect to utilization
of procured funds.

O Companies, of course, are obliged to even-
tually pay their liabilities, and must use their
procured funds to do this. Equity capital pro-
vides the backing required for meeting these
obligations. Business risk must be quantified,
and losses in asset value must be covered by
equity capital.

0 Japanese financial institutions, and banks
in particular, have traditionally adopted a
management strategy that gives priority to
expansion. The influence of BIS rules™ in the
first half of the 1980s; however, changed the
picture, as Japanese banks came under pres-

sure to increase their equity capital. Bank

management strategy, therefore, began to
place greater weight on equity-capital suffi-
ciency, and banks changed their lending ap-
proach from quantity (expansion) to quality
(profits).

0 This change in banking management strat-
egy has broad implications for businesses in
the post-bubble economy. Businesses, like the
banks before them, must now shift their em-
phasis to profits. And the fact that banks
place more emphasis on equity capital means
that businesses must do the same. In order to
procure funds from banks, businesses need to
maintain (or improve) profitability, and must
maintain sufficient levels of equity capital.

0 It is worthwhile considering the four princi-
pal strategies that American banks have used
to enhance profitability: (1) a general move to-
ward concentration on specific areas of finan-
cial expertise (specialization); (2) downsizing
of staff (restructuring); (3) improvement in
quality of assets (through reduction in bad as-
sets and bad debts); and (4) enhancement of
equity capital. These four points have be-
come the basis of American banking manage-

ment and business strategy.

0. Low Cost High Quality and CAMEL
Management

0 The above discussion has described how
the bursting of the bubble has changed the fi-
nancial management environment with re-
gard to funding, debt, and equity capital. We
now turn to the question of what business

must do to reshape management and financial
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operations so as to secure strong profitability.
In particular, we discuss various themes re-
lated to business management functions in
the post-bubble economy.

O In order to enhance earnings in a consis-
tent way, it is necessary to monitor the state
of operations and to implement continuous
improvements. The Japanese word for “im-
provement” is kaizen, and the philosophy of
implementing continuous improvement has
become known as the kaizen system, or as
kaizenning. The concept has been already
gained worldwide attention. Masaaki Imai de-
fines the term to mean “gradual, unending im-
provement; doing ‘little things’ better; setting—
and achieving—every higher standards” (Ka-
izen, McGraw-Hill Publishing).

0 Business concerns are moving to implement
this kind of improvement through operational
and organizational reform: specifically, by im-
proving productivity, efficiency, and quality
not only in production processes but through
their entire range of business operations. In
order to enhance profitability, businesses
need to implement efficiency-based earnings
management. To put this another way, firms
need to implement management activities
that are focused on the goal of profitability. In
order to achieve this, companies will need to
establish management systems that take into
account profitability and management with re-
spect to the company’s finances and financial

affairs.

O Low Cost High Quality

O Accordingly, businesses will need to focus

on a “Low Cost High Quality”™ approach.
Profit-based management focused on low-cost
and high-quality is essential not only for gen-
eral management but also in the area of finan-
cial management. Business management is
also under pressure to achieve operational
speed and operational precision. The applica-
ble concept here is “Maximum Benefit in the
Minimum Time.” This concept adds the idea
of time value into the “low cost, high quality”
equation, and stresses the idea of the pursuit
of “penefit.” The term “benefit” here refers
not only to the company’s bottom-line profit
but also to the financial returns and non-fi-
nancial benefits that accrue to the company’s

employees.

0 CAMEL Management System

0 Another conceptual approach that must be
implemented is known by the acronym
“CAMEL”: Capital, Assets, Management, Eg-
uity (Earnings), and Liquidity (Liabilities).
Adequate risk control in relation to each of
these items is essential for sound financial
management. The Japanese Ministry of Fi-
nance specifically looks at each one of these
five items when investigating banks.

[ As business management is forced to place
every greater emphasis on profits, the
CAMEL approach will serve as an important
check function from the financial-manage-
ment side. This will help lead to a low-cost

high-quality result with secure profit levels.

84—
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0. Conclusion: Corporate Sound Man-
agement

[0 Businesses in the post-bubble era will be re-
quired to maintain sound management at all
times. Financial management will also need
to be sound, not least because of need for
disclosure.

0 Funding is the most significant aspect of
sound financial management. Management
will need to utilize the “CAMEL” Management
System approach so as to control assets ac-
counts with respect to liability accounts; i.e.,
such that assets accounts indicate the utiliza-
tion of procured funds. The changes that
have occurred in the banking environment
shall have a strong influence on general busi-
ness management. In particular, businesses
will need to maintain adequate levels of eq-
uity capital. It should be noted that adequate
equity capital is also essential from the aspect
of promoting investment efficiency.

O Finally, companies will need to implement
a “Low Cost High Quality” approach in order
to maintain or increase their profitability.
This will need to be combined with a “Maxi-
mum Benefit in the Minimum Time” philosophy.
In order to maintain “Sound Management”,
business managers will need to keep these
considerations in mind at all times. Corporate
financial management will also need to give

attention to these considerations.

Notes

(1) The Japanese economy of the late 1980s was

characterized by a speculative bubble in the areas
of real-estate and stock investments, fueled by low
interest rates and easy credit conditions. The bub-
ble economy impacted significantly on the “real”
economy; the bursting of the bubble in 1990 inevi-
tably led to a protracted period of low and at times
negative corporate growth.

(2) “financial management” referscomprehensively
to financial planning, financial control, funding,
and fund utilization.

(3) “management functions” refers to tasks that
must be carried out by management and
organizations.

(4) The seven advanced economies are: Canada,
the USA, the U.K., France, Germany, Italy, and
Japan. The major financial cities, by region, are:
Toronto, Chicago, and New York, (in North Ameri-
ca); Tokyo, Hong Kong, Singapore, Sydney (in
Asia/Oceania), and London, Paris, Frankfort, Zuri-
ch, and Milan (in Europe).

(5) At the end of July 1992, 95 foreign banks (in-
cluding 9 trust banks) and 48 foreign securities
firms had opened branches in Japan. More than
half of the bank branches, and every one of the se-
curities branches, had entered Japan after Janu-
ary 1, 1970. According to 1992 economic accounts
put out by the Economic Planning Agency, GNP
growth between 1970 to 1980 (170.2 trillion yen)
was almost triple the growth between 1960 to
1970 (58.5 trillion yen), suggesting that rapid GNP
growth in the decade of the 70s coincided with en-
try of foreign financial institutions (in particular,
foreign banks and securities companies).

(6) A warrant is the right to purchase new-issue
shares at some predetermined price.

(7) The term swap here refers to exchange of debt
obligations across currencies.

(8) Equity financing Acquisition of capital

through issuing of new securities, such as stocks,

bonds, and warrants.

(9) Special cash trust : a cash trust set up for a



oooooobooooooooomogo

specified purpose, to be operated in accordance
with specified rules. Special cash trusts set up for
the purpose of stock-market investment offer a
tax advantage in that gains can be converted into
dividends (so that capital gains tax can be
avoided).

(10) Fund trust : Cash trust (other than “money
trust™) that can be operated independently for ar-
bitrary investment purposes.

(11) Total bad debt for city banks, long-term credit
banks, and trust banks, as of September 1993
(semi-annual settlement), was 13,750 billion yen.

(12) BIS rules: Regulations for general banks,
promulgated by the Bank for International Settle-
ments (BIS). Under these regulations, banks with
high levels of asset risk are required to maintain
higher levels of equity capital.

(13) The “low-cost, high quality” approach in-
cludes the concept of “relationship investing,,” in
which shareholders maintain close relationship
with management, and provide advice to manage-
ment aimed at improving business results and ele-
vating the stock price. This relationship is in
contrast to the traditional shareholder/manager re-
lationship, in which contact is limited to once-a-
year adversarial meetings.

When considered broadly, the “low-cost high
quality” concept also includes the idea of “re-
engineering”: making maximum use of information
to assess and fundamentally redesign the business

process.
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