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A decade ago, some business analysts
began to accuse U.S. managers of con-
centrating too miuch on current profits
and too little on enhancing their firms’
long-run prospects. The implication of
this alleged corporate myopia is that
American companies would gradually
become less competitive and less profit-
able relative to their foreign counterparts
{particularly Japanese firms), which are
thought to be more long-run oriented.

Excessive concern with the current quar-
ter’s bottom line may lead managers 1o
take actions that hamper a company’s
long-run profitability, such as delaying
maintenance, trimming customer service,
raising prices, deferring new product
development, and cutting employee train-
ing, All of these can eventually weaken a
firm’s ability to compete, but if the pres-
sure for current profitability is high
enough, such tactics may seem necessary.

In an efficient market, where gutside in-
vestors are as aware of a firm’s pros-
pects as management, a manager could
not raise a company 's share price by in-
stituting policies that increase current
reported earnings at the expense of
longer-run profitability. However, both
intuition and substantial empirical
evidence indicate that an information
gap exists, with management being bet-
ter informed about a company’s pros-
pects than outside investors.

This anticie examines the alleged differ-
ences between 11.S. and foreign busi-
ness perspectives by asking whether

American managers are indeed more
shortsighted than their foreign counter-
parts and, if so, why. Because Japanese
managers are often held up as paragons
of long-run perspective, this essay
focuses on differences between U.S.
and Japanese business practices.

B Are We More Shortsighted?

The view that American managers
focus more on short-term goals than do
the Japanese appears to have become
conventional wisdom. In 1985, more
than 1,000 corporate executives, frade
unionists, and independent economists
from 28 countries ranked Japan first
and the United Siates twelfth among 22
industrialized nations when asked to
what extent those countries’ firms focus
on long-run goa[s.2 A more recent sur-
vey further strengthens that view. In
1990, when the same question was put
to 1,800 executives from 34 countries,
Japan maintained its number one rank-
ing, but the United States fell o twenty-
first among 23 industrialized nations,”

Surveys of U.S. and Japanese business
executives reveal the same pattern. A
1984 study found growth to be more
important to Japanese managers, while
Americans were much more concerned
with current share pri(:e.4 And when
the chief executive officers of the 500
largest Japanese and American corpora-
tions were asked to rank nine business
objectives in order of importance to
their own firms, similar results were ob-
tained, The Japanese gave increased
market share top priority, while that

American managers have been accused
of opting for strategies that enhance
short-term profits at the expense of
long-run competitiveness. One implica-
tion of this allegation is that U.S. firms
will lose ground in the world market-
place to those that have patiently pur-
sued long-term strategic objectives. This
article compares U.S. and Japanese
business practices and finds that Ameri-
can managers are indeed myopic rela-
tive to their foreign counterparts, that
this divergence in perspectives stems
from rational responses to different
business environments, and that
adopting the Japanese way of doing
business is not necessarily the best
strategy for the United States.

goal placed third on the Americans” list.
Capital gains for stockholders was

ranked second by the Americans but ninth
by the Japanese, and new product ratio
(the ratio of sales from relatively new
preducts to sales from older products}
placed seventh among 1.5, executives
but third among the Ja]:»anes;e‘5

B Evidence from R&D Allocations,
Pricing, and Profits

If there is a difference in the goals that
U.S. and Japanese managers set for
their companies, it should be reflected
in paitems of research and development
(R&D) spending as well as in data on




prices and current profits. Indeed, this
appears 1o be the case.

While both groups have similar ratios of
R&D expenditures to sales revenue, the
Japanese emphasize basic research on
new technologies and the development of
new products — efforts not likely to pay
off until well into the future. Americans,
on the other hand, lean toward research
aimed at improving and updating exist-
ing products — efforts likely to show a
quicker retum (see foomote 5, p. 44).

The divergence in perspectives is also
evidenced by sharply different pricing
responses to changes in costs. Over the
19801989 period. unit labor costs in
the manufacturing sector (measured in
dollars} rose 6.8 percent in the United
States and 30.0 percent in Japan.® Be-
cause labor cost constitutes such a large
share of total manufaciuring expenses,
American firms probably improved their
cost position substantially relative to their
Japanese competitors. That advantage ap-
pears to have presented U.S. firms with
an opportunity to greatly increase their
price competitiveness and thereby gain
market share in intemational markets,
But in an apparent bid to expand their
current profits, American firms generally
raised export prices by considerably
more than 6.8 percent over this ten-year
period. In contrast, the Japanese raised
prices by much less than 50.0 percent on
average, sacrificing current profits in an
apparent attesnpt to maintain or to in-
crease their market share.

Japanese companigs also record much
lower current profits than similarly sized
American firms. Two recent studies com-
paring U.S. and Japanese multinational
corporations found that net profit as a per-
centage of total assets is less than half as
much in Japan, while net profit as a per-
centage of sales is about one-third that of
American firms.’

Lower current profits can be consistent
with a drive for growth and increased fu-
ture eamings. A company may be willing
to accept lower prioes and profit margins
to achieve greater market share, or it may
find its profits down because current
spending is high for new product devel-

opment, employee training. customer
service, and disribution-network ex-
pansion. Short-run samings may also
fall when a firm is incurring the start-
up costs associated with plant and
equipment expansion.

Lower current profits relative to sales
and assets tell us nothing about the re-
tums that Japanese stockholders are
reaping compared to investors in Amer-
ican corporations. Japanese firms tend 1o
be more highly leveraged than their
American counterpans, which increases
their profit as a percentage of cquity rela-
tive to 1.5, firms. More important, how-
ever, is the fact that the retum to stock-
holders does not depend on current retum
to book equity, but on factors such as div-
idends per share, share-price appreciation,
and tax rates on dividends and capital
gains. Economic theory suggests that
share price depends on the expected size
and certainty of future earnings, while
share appreciation is based on changes in
those expectations after a share has been
purchased. Stock market participants can
be expected to respond to all of these con-
siderations in a way that will equalize the
expected after-tax, risk-adjusted rate of
retum on U.S. and Japanese stocks pur-
chased at the same time. But such equal-
ity would provide no information about
the relative growth rates of sales or prof-
its of Japanese and American businesses,

B Are These Differences

in Behavior Irrational?

It would be hard to believe that Jap-
anese managers are generally brighter
and more capable than American man-
agers. It would also be difficult to
accept that U.S. managers, as a group,
behave in an irrational way. How. then,
can one explain Japan’s greater empha-
sis on long-run profitability?

The answer can be found in both camps’
rational responses to differences in share-
holder relationships, attitudes toward em-
ployment tenure, and sources and costs
of capitat, as well as in other characteris-
tics of the Japanese economy that en-
courage corporations o grow.

Shareholder Relationships. In both
Japan and the United States, there is lit-
tle overlap between management and
ownership of large corporations. How-
ever, a key difference in this relation-
ship exists berween the two countries.
In the United States, the primary rela-
tionship between a major shareholder
{such as a pension fund or mutual
fund) and a corporation is one of finan-
cial investment: Stockholders will
readily sell their shares if an altemative
investment appears more promising.

In Japan, by contrast, large stockholders
tend to come from the ranks of a com-
pany’s suppliers, customers, and bank
lenders.” Thus, in addition to their
financial investment, stockholders have
other important relationships with the
firm that are intimately tied 1o its long-
run success. Because stockholding is a
public affirmation of the imponant rela-
tionships that exist among Japanese
firms, major shareholders typically do
not invest with an eye (o near-tenm
earnings, but rather to solidify a long-
term profitable association.

U.S. managers must monitor current
profits closely, because a drop in either
profits or near-term profit expectations
generally causes share prices to fall. In
Japan, however, large sharcholders
would not respond negatively to a tem-
porary downtumn in profits, so manage-
ment is free to take a longer-run view.”

The apparent shontsightedness of Amer-
ican shareholders, rather than implying it-
rationality, may be a reasonable response
to the greater gap in the United States be-
tween infermation available to manage-
ment and information available 1o stock-
holders. Consider a decline in current
profits that stems from actions that are
likely to enhance a company s future
eamings. In Japan, large stockholders are
“mnsiders” who know this 10 be the case;
thus, they will not be disturbed by the
downtum. In contrast, American stock-
holders are “outsiders™ who might inter-
pret the drop-off as a bad omen for future
eamnings, Although management can
publicly explain the reasons behind the
decline, stockholders are likely to remain



skeptical because they have no oppor-
nity to confirn the facts for themselves.

A drop in share prices entails several dis-
advantages for a finn's managers, includ-
ing increased capital costs, a heightened
possibility that disaffected shareholders
will participate in a proxy fight to wrest
control of the company from its current
managers, and a reduction in the poiential
price of a hostile takeover. 10

Employmeni Tenure. Large Japanese
firms have a more permanent relation-
ship with their employees than is com-
mon in major American companies. I
Because changing employers is not
only less common but also more dif-
ficult for employees of large Japanese
firms than for their American counter-
parts, workers and middle managers in
Japan have greater incentives to push
for policies that will both enhance a
company’s long-run health and create
opportunities for promotion. Moreover,
senior managers, having come up
through the ranks in a company. tend to
identify more with their employees
than is common in America. In facr, it
has been said that the mission of a
Japanese firm is to survive so that it
can fuelfill its social obligation to pro-
vide employment for its workers, while
American firms exist to generate
profits for their sharcholders. Because
Japanese senior managers do not have
to face pressures from stockholders for
near-term profitability, they can pursve
growth policies that are in the long-run
interest of their employees.

Sources and Costs of Capital.  Japanese
companies seem to have benefited over
the years from a lower cost of capital rela-
tive to U.3. firms, especially before the
mid-1980s.'> Lower capital costs facili-
tate a long-run business outlook by reduc-
ing the pressure on managers to choose
investments with fast payotfs.

In recent decades, dividends and inter-
est rates for bank loans have been much
fower in Japan than in the United
States, partly because of govemmental
controls on savings-deposit interest
rates and on capital outflows. These re-

strictions have been progressively
eased over the last several years,
decreasing, and perhaps eliminating,
this source of Japan’s capital cost

advantage,”

Nevertheless, the cost of capital is still
probably lower in Japan than in the
United States for two reasons.'* First. as
noted above, Japanese businesses often
borrow from banks that are large skock-
holders in the company, reducing the risk
that management will make decisions
that are detrimental w© lenders. Asa
result, agency costs of borrowing should
be lower in Japan. Second, investors’ ex-
pected bankrupicy costs are also lower,
because Japanese firms’ lenders and
mapor stockholders are usually related
companies that have a stake in a troubled
firm’s success; thus, they are likely to step
in and support a company experiencing
difficulties. Even the Japanese govern-
ment will sometimes intervene on behalf
of an ailing firm.

Other Facrors.  Most Japanese firms
associate in large groups called keirersu.
Ties of loyalty among keirersi members
result in mutual support during hard
times, even when such action is cosily.
For example, group members might pay
higher prices to buy from a troubled
member than they would have to pay to
an outsider, This loyalty makes it easier
for Japanese executives to take risks and
to focus on long-run goals rather than on
near-term profitability. 15

In addition, the rapidly growing Japanese
economy, which has expanded much
faster than that of any other industrialized
couniry since World War [I, has forced
the nation s companies to keep pace in
order to maintain domestic market share,
which is critical for competitiveness. Loss
of market share often teans that a firm
loses economies of scale, the ability to
finance R&D, and name recognition and
prestige among its custorners relative to
its competitors, Thus, Japan’s economy
has created an environment in which a
firm’s survival depends on rapid expan-
sion and where the negative conse-
quences of shortsighted policies be-
come apparent more (uickly than in
the United States.

& Conclusion

This essay offers several explanations for
why the Japanese might fecus on longer-
run goals than we do. The divergence in
perspectives, if true, may represent a ra-
tional response to differences in such fac-
tors as employee tenure and patterns of
corporate ownership. It is not my inten-
tion to imply, however, that the United
States should wholly adopt the Japanese
way of doing business, since some prac-
tices that foster a long-un management
view also entail disadvantages.

Fear of a hostile takeover, for example,
encourages LS. managers to place
greater emphasis on current profits and
share prices. Policymakers could pass
laws to prevent such takeavers, but this
would eliminate what many believe to be
an important source of market discipline
on corporate management.

Consider also the so-called lifetime em-
ployment systemn. This practice greatly
reduces the likelihood of layoffs or dis-
missals, but also makes it difficult fora
worker who leaves a firm to find
another employer. Although being
effectively tied to a single employer
throughout one’s career may encourage
devotion to that firm’s survival and
growth, it also substantially constricts
personal freedom. Moreover. it con-
strains the efficiency and flexibility
that an economy obtains from the geo-
graphic and job mobility of its workers.

Finally, consider the keiretsu. Close
association and interlocking ownership
of firms reduce the risks faced by group
members and also avoid much of the in-
formation gap between firms and large
stockholders that exists in America. But
a keiretsu also concentrates tremendous
economic power in the hands of a few
execulives — an outcome that most
Americans would probably consider to
run counter to the national interest.
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