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Enterprise Management Control of Japan and China :
Comparison, Trends and Integration

Xuegang Cui

(Business School, Beijing Normal University, China)

Abstract: Enterprise management control (EMC) is a comprehensive embodiment of the
management and governance mode of an enterprise, aiming at solving the problems of
cooperation, cooperation and appropriation which exist widely in enterprises. This essay, based
on the innovative framework of EMC, compares Chinese and Japanese EMC, analyzes the new

trend of EMC, and then proposes integration strategy for Chinese and Japanese EMC.
Key words: Enterprise Management Control, Comparison, Trends, Integration strategy

1. Introduction

As a comprehensive embodiment of enterprise (group) management and governance
model, enterprise management control (EMC) is designed to solve the problems of
appropriation, cooperation and collaboration commonly existing in enterprises(group). Since
1980s, Japanese enterprises have evolved an advanced management control model which
assists the Japanese enterprises won the international markets with high-quality and reasonable-
price products. The most obvious characteristics of Japanese EMC are resting on the integration
of social control (informal controls) and technical controls, which attaching importance to long-
term interests, commitment to lifetime employment, inter-firm relationship, lean production,
quality control and so on. However, Japanese EMC model has faced significant challenges due
to the information revolution, the wave of globalization and the change of labor structure in
Japan since the begin of 21st century. It has been criticized and even denied or abandoned in
recent years. On the contrary, the reform and opening up in 1978 has driven Chinese enterprises
to set up and improve EMC continuously by adapting to Chinese itself environment and
following the experience of the United States and Europe. While it has adapted to the rapid
development and drastic changes in the operating environment of China on the whole, Chinese
EMC owns serious defects, such as pursuing short-term benefit instead of long-term one, paying
attention to control structure instead of decision-making effect, slow response to market
demand, neglecting value chain management, which have severely limited the competitiveness
of Chinese enterprises and even threatened their survive in the new situation. With the rapid

development of science and technology and the increasingly complex risks, Chinese enterprises

22



vV R ARERFGE TBMS Vol.2 (2019)

such as Haier Group, have begun to explore the new ways of EMC, such as customized services
and postpone production, Zero Inventory, sharing firm profits with stakeholders and granting
options to the executives of suppliers. It is surprising find that the measures, taken by Haier,
have already exist partially in Japanese EMC.

Therefore, both Chinese and Japanese enterprises need to study carefully the trends of EMC
for the present and future, analyze accurately the excellent genes of their EMC, and learn from
each other, and then enhance their EMC in term of the strategic goal and environmental
attributes to achieve competitive advantages. This is not only the innovation path to the
academic research on EMC, but also the exploration path to the best practice of EMC. This
essay, based on the innovative framework of EMC, compares Chinese and Japanese EMC,
analyzes the new trend of EMC, and proposes integration strategy for Chinese and Japanese
EMC.

1.2 The innovative framework of EMC

In terms of breadths of control solutions covered, we classify EMC definitions into three
types: ideal control archetypes, focusing on control archetypes (definite mixes of different
control mechanisms); specific management control mechanisms, focusing on narrow
management control mechanisms (specified individually rather than as included in 'ideal'
archetypes), and cost and accounting-based controls, focusing on the control mechanisms of
cost and accounting information. More specifically, ideal control archetypes attempt to develop
an exhaustive taxonomy of comprehensive patterns of different kinds of controls, including
both narrow management control mechanisms and other forms of control, such as price-like
devices, competitive biddings, contracts and hostage arrangements, information on partners'
reputations, personal consultation and various levels of interaction. Specific management
control mechanisms concentrate instead on a subset of controls, focusing on the description of
narrow management control mechanisms per se, without including them into ideal forms or
patterns that address control in its entirety. Cost and accounting-based controls, refer to the
control mechanisms deriving from the systems or processes of cost and accounting institution
and serve for the management purposes related to the cost and accounting(Cui et al.,2019).

Regardless of the scope of the control solution (i.e., ideal control archetypes, specific
management control mechanisms, and cost and accounting-based controls) contained, the
problems for EMC to solve mainly focus on three type : cooperation, coordination, and
appropriation. Cooperation problems refer to that different individuals or departments may have
incentives to cheat and free-ride in order to attain their own specific goals at the expense of the

objectives of the enterprise, so they need to introduce mechanisms to align their objectives
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(cooperation problems). Coordination problems refer to such situation in which enterprise need
to establish division of labor, the modalities to carry out firm activities, the involvement
required in the operating relationship, and the level of mutual satisfaction to be achieved. The
resulting interdependencies require some form of coordination, and the joint actions should be
aligned across the whole enterprise so as to guarantee a match between divisions' interfaces
(coordination problems).Finally, the enterprise need to distribute their resources to better
endowed and more knowledgeable individuals or divisions and often make investments to
pursue the goal of the max value of enterprise. They need to ensure that the value of the joint
output is perceived by the individuals or divisions to be clearly and fairly distributed, and that
the resources exchanged are not misappropriated by the subjects (appropriation problems).
Based on the above analysis, the innovative framework of EMC is set up and shown in

Figure 1.
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Figure 1. The Innovative Framework of Enterprise Management Control

2. EMC: Comparison between Japanese and Chinese

Studies show that Chinese EMC were found to be less ambitious, more orientated towards
delivering short-term profit performance than Japanese EMC. Also, the strategic goals of EMC
between Chinese and Japanese companies are dramatically different(Chen et al.,2010).

Comparison of EMC between Japanese and Chinese is shown in Table 1.
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Table 1 Comparison of EMC between Japanese and Chinese

Components of EMC

Japanese

Chinese

Strategic objectives

Market objectives

Profit performance.

Ways to strategic objectives

aggressive growth or market

domination

Cost reduction, improved
productivity

Performance measures

Market performance measures

Financial measures

EMC horizon

Long-term benefit

Short-term benefit

Attention on EMC

Decision-making effect

Structure and process of
control

Production responding to

customer’s demand

Customized, lean and small-
batch Production

Massive production with
slower  response to
demand

EMC focuses on production

Quality, service, product
differentiation and innovation

Product range and cost

Enterprise’s
structure

organizational

Segmented organizations with
small business units, focusing

Complex organizations,
overall responsibility for

around an individual market or|performance of the
product line. market was obscured

Employee interest Attach importance to the interests |[Executives  or  core
of employees, greater | persons dominating,
commitment, especially on-the-|less commitment to
job development employees

Ways of control

Informal/social control

Formal/technical control

Inter-firms control

Widely employed

Seldom employed

Executive-centered
decision-making

Decision making Collective decision-making

Generally speaking, compared with Chinese EMC, Japanese model has the following
characteristics: (1) Japanese EMC generally takes long-term operation as the goal, forming a
focus on market share rather than short-term profit characteristics; (2) Japanese EMC generally
adopts the collective decision-making method, emphasizing the group responsibility. (3)
Japanese EMC attaches importance to the establishment of a long-term trading system. (4) The
corporate governance features that managers dominate and attach importance to the interests of
employees. (5) Multi-variety and small-batch production mode. Japan’s EMC mode
emphasizes quality and cost control in production, opposes waste, and has successively created
TQC (Total Quality Control), JIT (Just-in-Time) and POS (point of sale) systems.

There exist several underlying factors that differentiate the Japanese and Chinese EMC
model.

Firstly, Japanese managers seem to be oriented to a longer planning horizon than Chinese.
Japanese EMC commits itself to planning for the long run rather than focusing on short run

maximization. The longer planning horizon is conducive to the generation of interpersonal
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relationships that foster mutual understandings and implicit goals. Furthermore, the time frame
ofall plans (short run, intermediate, and long term) tends to lengthen, and immediate pressures
tend to diminish. Deliberate planning and communication exhibits itself in orderliness and
diligence of implementation of production operations and in the integration of manufacturing
strategy and operations policy. There is time to produce customized in-house process equipment,
and, perhaps more importantly, the long tenure of employees provides time to select employees
whose skills match the equipment or to train those whose skills do not.

Secondly, Japanese firms are more inclined to accept a lifetime commitment and holistic
concern for their employees than Chinese firms. The mutual commitment of Japanese
management and the employee to lifetime employment appears to underlie a number of the
celebrated Japanese EMC practices. The mutual awareness created by the investment of the two
parties permits long term efforts in training and development. It also encourages rotational
training programs outside one's specialized field and, perhaps most importantly, promotes the
acceptance of changes in work-methods and technology that enhance productivity. When one
hires for a lifetime rather than the short term, more emphasis must be given to the socialization
factors-the "fit" of the employee to the organization, one's satisfaction with the company
philosophy, one's relationships with peer groups at work, the acceptance of management style,
and so on(Keys and Miller,1984). Indeed, hiring may be based more on social factors than on
entry skills. In addition, a commitment to lifetime employment with holistic concern for
employees is likely to produce a balanced, reciprocal psychological contract calling for a
"company" type of identity.

Finally, the phenomena of quality circles and consensus decision making are rooted in the
Japanese cultural traditions emphasizing interdependence, collaboration, and cooperation(Luo
and Chung, 2013). The apparent subordination of the individual's needs and interests to those
of the group has strong precedent in the Japanese culture. The willing acceptance of one's role
in the organization reflects the traditional commitment to the priority of collective action. The
emphasis on collective responsibility fosters a congruence of goals among employees and
management, which is bolstered further by lifetime, two-way con- tracts between them. When
coupled with a high degree of goal congruence between employer and employee, the emergence

of cohesive, productive, disciplined work groups is not surprising.

3. New trends for EMC across the world
With the rapid development of science and technology and increasingly complex risks faced
by enterprises, the following new trends of EMC have come into being or will come across the

world.

26



vV R ARERFGE TBMS Vol.2 (2019)

3.1 The reconcilement between strategy goals and performance management of an enterprise.

The most challenge for EMC is how to reconcile two related sets of tensions, namely, among
strategic objectives and between performance management, which relies on upon multi-
disciplinary teams, and performance measures that focus on individuals and departments within
disciplines. The interaction between the formal and informal dimensions of control, both
horizontally and vertically, in particular, the dovetailing of formal procedures with informal
processes, supports the resolution of tensions among strategies and formal controls.
3.2 Value chain performance as the focus of EMC

The efficient and safe operation of each enterprise in the value chain is based on the smooth
operation of the value chain (supply chain), and the EMC of individual firm should take the
promotion of the overall performance of the value chain as the fundamental goal, and improve
the performance of the cooperative enterprise while realizing the improvement of the overall
performance of the supply chain. Enterprises should pay attention to the inter-firm relationship.
In terms of benefit-sharing, measures such as allowing value chain partners to share corporate
profits and allowing executives and key personnel of value chain partners to enjoy company
stock options; in addition to these technical controls, social controls, including trust and cultural
integration, have been strengthened.
3.3 Postpone strategy for production with seamless connection to customer demand

Postpone production, customized and small batch production have become popular.
Enterprises need rapid and accurate response to customer demands. Postpone production
strategy with seamless connection to customer demands can produce significant competitive
advantages. More and more enterprises begin to implement the overall postpone strategy,
including postpone investment ,sourcing and production.
3.4 The interaction between the formal and informal, the technical and social control

During the process of the EMC evolution , a relevant accounting that emphasized cash flow
and later market share, which, together with the application of social controls by the
entrepreneur, created the sense that gave meaning to the organizational reality. Enterprise need
to understand the changes to EMC over the organizational life cycle. The degree of internal
consistency among different controls and the interaction between formal, systems-based
controls and social controls. Focus of control will from the behavior to belief, from physical to
mental control. Innovations on EMC are called for to meet the demand for strategic
management and adaptation to the environment of firm.
3.5 The impact of technologic innovation and economic style

The ‘Digital Economy’, the ‘Knowledge Economy’ and the ‘Post Industrial Economy’ is

intellectual capital (IC). Knowledge management (KM) and control of IC are very different

27



vV R ARERFGE TBMS Vol.2 (2019)

from financial management and control of tangible assets. Concepts of IC and KM point to the
reality that in knowledge-intensive organizations most managers must live with the paradoxical
dynamic of being ‘in control’ and ‘not in control’ (Streatfield, 2001). Meanwhile, POS, Internet,
electronic data interchange (EDI), big data, block chain, artificial intelligence and other modern
technologies provide strong technical support for EMC and speed up the transmission speed of
customer demand information and production information in the value chain( Sun, 2019),
promote information sharing and resource sharing within and outside the enterprise value chain,

so as to further enhance EMC.

4. Integration strategy for Japanese and Chinese EMC

EMC is fundamentally about supporting the attainment of strategic objectives. Increasingly,
however, organizations and managers must pursue dual strategies concurrently; they must
compete today while preparing for tomorrow, balancing more operational, financially-oriented
objectives with the organizational demands of long-term strategic objectives. For example,
Chinese enterprises such as Haier Group, have explored the innovative ways of EMC, such as
customized services and modular production, Zero Inventory, postpone production, sharing
firm profits with stakeholders and granting options to the executives of suppliers, and so on.
We are surprised to find that Chinese enterprises have certainly learned lessons from extant
Japanese EMC and innovated them in terms of demand of building competitiveness. Meanwhile,
Japanese enterprises also keep learning from Chinese EMC. Therefore, Chinese and Japanese
companies need to analyze the advantages of existing EMC of themselves, learn from each
other, and innovate their management control model to create competitive advantage. This is
not only an innovative path for academic research on EMC, but also one for exploration of best
practices on EMC. In the future, Japanese and Chinese EMC will become more and more

convergent in spite of different culture and past experience.

5. Conclusion

EMC is a comprehensive embodiment of the management and governance mode of an
enterprise, aiming at solving the problems of cooperation, cooperation and appropriation which
exist widely in enterprises. This essay, based on the innovative framework of EMC, compares
Chinese and Japanese EMC, analyzes the new trend for the present and future, and then
proposes integration strategy for Chinese and Japanese EMC.

Since the 1980s, Japanese firms have evolved specific EMC model with long-term horizon,
consensus decision process, inter-firm relationships, and lean production and quality control,

which is highly regarded across the world. But in recent years, Japanese EMC has been
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challenged significantly to survive. On the contrary, since the reform and opening up in 1978,
Chinese enterprises have constantly innovated the EMC mode following the United States and
Europe. The rapid development and drastic changes in the operating environment of China drive
the Chinese EMC to pursue technical control ways instead of social control. There exist serious
defects such as relatively short-run horizon, focus on control structure instead of decision-
making effect, slow response to market demand, neglecting value chain management, which
have severely limited the competitiveness of Chinese enterprises and even threatened their
survive in the new situation. In the new era, the EMC across the world sees new trends which
demand Chinese and Japanese companies to analyze the advantages of themselves EMC , learn
from each other, and innovate their management control model to create competitive advantage.
This is not only an innovative path for academic research on EMC, but also one for exploration
of best practices of EMC.

References:

[1] Dong Chen, Yongsun Paik and Seung Ho Park. Host-country policies and MNE
management control in IJVs: Evidence from China. Journal of International Business

Studies,2010,Vol. 41( 3): 526-537
[2] Xuegang Cui, Pingli Li, Mahmoud Al-Syed, Sean S. Zhou.2019.China’s Healthcare

Costing in Times of Crisis: Conflicts, Interactions, and Hidden Agendas. Abacus, Vol.
55(3):620-633

[3] Xuegang Cui, Lei Xu,Huili Zhang,Yuxiao Zhang.Executive compensation and firm

performance: Evidence from cross - listed AH - share firms. International Journal of

Finance and Economics, 2019 , DOI: https://doi.org/10.1002/ijfe.1778

[4] J. Bernard Keys and Thomas R. Miller, The Japanese Management Theory Jungle.
The Academy of Management Review, 1984,Vol. 9( 2): 342-353

[5] Xiaowei Rose Luo and Chi-Nien Chung. Filling or Abusing the Institutional Void?
Ownership and Management Control of Public Family Businesses in an Emerging
Market. Organization Science, 2013,Vol. 24(2): 591-613

[6]  Yunchuan Sun,Xiaoping Zeng, Xuegang Cui,Guangzhi Zhang Rongfang Bie.An
active and dynamic credit reporting system for SMEs in China. Personal and Ubiquitous

Computing, 2019, DOI * https://doi.org/10.1007/s00779-019-01275-4

29


https://doi.org/10.1002/ijfe.1778
https://doi.org/10.1007/s00779-019-01275-4

vV R ARERFGE TBMS Vol.2 (2019)

Research on the Gap of Executive Compensation in Chinese Listed
Companies
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Abstract: Using 2005-2012 data on listed companies in China we analyzed the inter-enterprise disparity
in executive compensation, and reached the following conclusions. (1) Quite large disparity exists in
executive compensation between different Chinese enterprises. For some years, the disparity is even
greater than those between the wages of ordinary employees in different enterprises. This is mainly
because of the excessive remuneration paid to a few executives. (2) Between 2005 and 2012, such inter-
enterprise disparity expanded rapidly at first and then gradually decreased. The dominant factor in this
fluctuation was the dramatic rise and fall in executive compensation in a few financial enterprises, which
the falls being accounted for mainly by the government’s policy of restricting state-owned enterprises’
executive compensation. The restriction also helps control the excessively rapid growth in executive
compensation across the whole society. (3) In the course of this rise and fall, notable differences
remained between the decision-making mechanisms for executive compensation in state-owned and
non-state-owned public enterprises. (4) The decision-making mechanisms in executive compensation at
state-owned enterprises and the structure of corporate governance did not play the role they should have
in mitigating the excessively rapid growth in executive compensation and decreasing the disparity

between them.
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1. Introduction
After entering the new century, China’s income distribution gap continues to expand; the inequality
of income distribution experiences a further deterioration, which arouses the attention of scholars and
government departments®. In the process of income gap expanding, many studies show that the gap
expansion between enterprise employees’ pay is particularly evident.? A vital factor causing the

expanding income gap between employees is that the salary level in monopoly industries is too high.

*The research supported by Key Projects of Philosophy and Social Sciences Research, Ministry of Education
(11JZD015, 12JZD030), the Fundamental Research Funds for the Central Universities (2012CXQTII,
310400086), Youth Program of National Natural Science Foundation of China (71603028). Thanks for the
suggestion of professor Lijun Xia as well as the help of Quheng Deng, Haiyuan Wan, Chunbing Xing, Mi Dai,
Jianwei Xu. The author takes sole responsibility for the article.

!'See Shi Li, H. Sato and T. Sicular, Rising Inequality in China: Challenges to a Harmonious Society , Cambridge:
Cambridge University Press, 2013.

2 See S. Chen, H. Ma and D. Bu, “Board Affiliation and Pay Gap", China Journal of Accounting Research, vol.7,
2014, pp.81-100.
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Especially, in these industries the level of executive compensation grows too fast and the gap with
ordinary staff expands too rapidly.®> This phenomenon partly has its rationality, but to some extent also
has its irrationality, especially when the fast increase of executive compensation derives from the
monopoly profit brought by the monopoly status instead of the executive’s ability, management skill
and the real business performance. Furthermore, the excessive increase of executive compensation
generates some demonstration effect, which brings a subsequent spiral increase in executive
compensation and leads to a continuous widening income gap between executives and employees. In a
more general sense, the level of executive compensation directly reflect the society's income distribution
structure, further, it becomes an aspect of society equality. In recent years, academia and media
continuously urge the reform of income distribution in monopoly industries to confine the excessive
high executive compensation, which attracted the attention of the central leaders. After the 18th National
Congress of the Communist Party of China, government intervene stricter in this aspect, the relevant
departments also issue a number of policies and regulations successively. Particularly, the "Reform
Program on the Salary System of Leading Official in Central-Managed Enterprise" has been passed in
the meeting of the CPC Central in Aug, 2014, which means a new round of reform on SOE's executive
compensation has been initiated, and the study on the determinants of executive compensation and
distribution gap becomes more meaningful.

From the analytical framework of enterprise’s salary gap, the employees can be divided into
executives and ordinary employees. The salary gap between employees can be reflected within
executives, within ordinary employees or between executives and ordinary employees. While the studies
on salary gap within executives and between executives and ordinary employees have got many
meaningful results, the paper studying the executives’ pay gap between different industries and
enterprises are not usual and the relevant questions fail to get deserved attention. The questions include:
What is the difference between different enterprises’ executive compensation determining mechanisms;
how much of the gap is contributed by the above differences in salary determining mechanisms; what is
the changing trend of this salary gap; why there are some executives whose salary increase faster than
the others. The systematic answers to these questions will help us clarify the current situation and reason
of China's executive compensation gap and provide empirical evidence and political suggestions for
central enterprise executive compensation reform.

The central’s continuous issuance of policies in confining SOE executive compensation level*

% See Shi Li, Renwei Zhao: “Market Reform and the Widening of the Income Gap”, Journal of Legal and
Economic Studies, no.3, 2007.Ximing Yue, Li Shi, Taili Shi: “High Incomes in Monopoly Industries: A
Discussion”, Social Science in China, no.3, 2010.

4 For instance, in Aug 2009, Ministry of Human Resources and Social Security with Ministry of Organization,
Ministry of Supervision, Ministry of Finance, Ministry of Audit, SASAC jointly issued “The Guidance of
Further Standardize the Central Enterprises Leading Official Salary Management”, determined the five basic
principles regulating central enterprises leading official salary management, clearly require “link” the SOE
executive basic salary with the average payment of central enterprise employees in the previous year. In Jul
2011, General Office of the CPC Central Committee, General Office of the State Council issued “Several
Regulations on State-Owned Enterprise Leader about Working without Corruption”. In Oct 2011, SASAC
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reflects the affirmation that the SOE executive’s current high salary is “not reasonable”. It also means
that the determining mechanism of executive compensation between SOEs and non-SOEs might not be
the same. Furthermore, based on the disclosure, listed companies should have better condition to
benchmark themselves with equivalent enterprises, so as to evaluate executives' performance in a more
objective way.’However, previous studies indicate that the listed companies don’t make use of relative
performance evaluation comprehensively.®

We use the listed company data from 2005 to 2012 to analyze the executive compensation, their
gap between enterprises, and its changing tendency and the determinants behind it, aiming to answer the
above questions. Notably, China’s macro economy and stock market experience several big variations
during the sample period. The bull market in 2007 irrationally pulled up the stock market value of listed
companies, which indirectly pulled up the executive compensation level whose evaluation is based on
company's market value. The financial crisis during 2008-2009 also affect executive compensation, the
specific degree will be displayed in the analytical results.

Our major findings are as follow: First, there is a big gap in executive compensation between
different enterprises, in most years it even exceeds the salary gap between ordinary employees. Second,
during 2005-2012, the executives' pay gap between enterprises displays an expanding tendency first,
followed by a narrowing tendency. Third, the main cause of the above tendency is the large variation of
executive compensation in financial sector. In the process of gap expanding, the excessive increase of
some enterprises’ executive compensation is the main cause; while the main cause of the gap narrowing
is the constraint on SOE's executive compensation set by government. Fourth, the salary determining
mechanism between state-owned and non-state-owned companies is significantly different, but they all
experience a big variation in the gap of executive compensation. The decision-making mechanisms in
executive compensation at state-owned enterprises and the structure of corporate governance did not
play a role they should have in mitigating the excessively rapid growth in executive compensation and

decreasing the disparity between them.

Party committee issued “The Implement Measures for Central Enterprises about ‘Several Regulations on
State-Owned Enterprise Leader about Working without Corruption’”, require the central enterprises’ leaders
cannot “make salary, reward, allowance, subsidy and other welfare income by own” etc. In Feb 2012, the
Commission for Discipline Inspection of the Central Committee of the CPC issue “The Explanation of Apply
to ‘Disciplining Regulations on the Communist Party of China’ if Violating ‘Several Regulations on State-
Owned Enterprise Leader about Working without Corruption’”. From Jan 1% in 2015, “Reform Program of
Salary System for the Persons in charge in Chinese Management Enterprises” was implemented formally,
the focus of reform is to regulate the salary distribution of the persons in charge of SOE who was appointed
by organization, so as to adjust the comparatively high, excessive high income which is not reasonable.

® In order to increase the transparency of listed companies’ executive salary, SEC requires enterprises
increase the disclosure of salary discussion and analysis. One suggestion is, it must disclose the list of
benchmarking enterprises if applying benchmarking management. (See Securities and Exchange
Commission, Executive Compensation and Related Person Disclosure, Release nos. 33-8732A, 2006, p. 32,
http://www. sec. gov/rules/final/2006/33-8732a.pdf)

6 See D. Chen, S. Liang and P. Zhu, “Relative Performance Evaluation and Executive Compensation:
Evidence from Chinese Listed Companies," China Journal of Accounting Research, vol.5, no.2, 2012,
pp.127-144.
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2. Literature Review and Hypothesis Development

The rationality of executive compensation is not only associated with company efficiency but also
an important symbol of rationality in internal governance structure. We study the gap of executive
compensation based on different salary determining mechanism, the relevant literatures focus on two
aspects: (1) The study of executive compensation determining factors and mechanisms; (2) the study of
salary gap between enterprises.

(1) The study of executive compensation determining factors and mechanisms. Theoretically, the
executive compensation depends on various factors, including enterprise's features (involving industry,
size, ownership and finance status), the pattern of internal governance as well as the external
macroeconomic circumstance and government salary regulation policy. Among all the determining
factors, performance is regarded as the most important. The existing western literatures about enterprise
reveal that there is a strong positive relationship between executive compensation and corporate
performance.’”® In recent years, the feature that executive compensation in China linked with corporate
performance becomes more and more apparent;’ Government’s management manner towards SOE also
developed in this direction, prompting the salary reform of “performance linked” step by step.!’Relevant
empirical research shows that although early literatures find no significant positive relationship with
firm performance, but with firm size, industry, region etc.!, later studies reveal that such relationship

with firm performance becomes more and closer??, in the process of marketization, the sensitivity

" Implement incentive mechanism. (See Masahiko Aoki, Yingyi Qian: “Corporate Governance Structure in
Transitional Economy”, Beijing: China Economic Publishing House, 1995).

8 K. Murphy, “Corporate Performance and Managerial Remuneration: An Empirical Analysis," Journal of
Accounting and Economics, vol.7, nos.1-3, 1985, pp.11-42; A. Leone, J. Wu and J. Zimmerman,
“ Asymmetric Sensitivity of CEO Cash Compensation to Stock Returns," Journal of Accounting and
Economics, vol.42, nos. 1-2, 2006, pp. 167-687; S. Jackson, T. Lopezk and A. Reitenga, “ Accounting
Fundamental and CEO Bonus Compensation," Journal of Accounting & Public Policy , vol.27, no.5, 2008,
pp-374-393.

9 See M. Firth, P. M. Y.Fung and O. M. Rui, “How Ownership and Corporate Governance Influence Chief
Executive Pay in China’s Listed Firms," Journal of Business Research, vol. 60, no.7, 2007, pp.776-785.

10 During 2003-2004, SASAC successively issued “The Interim Measures of Operating Performance
Assessment for the Persons in Charge of Central Enterprises” (SASAC Committee No.30), “The Interim
Measures of Salary Management for the Persons in Charge of Central Enterprises” (SASAC [2004] No.227),
require promote the marketization of income distribution for the persons in charge in enterprises, link SOE
executive salary with operating performance; in 2005, 2006 SASAC further issued “The Notice about Link
Total Wages with Economic Performance in Central Enterprises in 2005/2006” (SASAC [2005] 303, SASAC
[2006] No.266), “The Notice to Issue ‘The Trial Method of Equity Incentive in State Holding Listed
Companies (Domestic)’” (SASAC [2006] No.175), “The Notice to Issue ‘The Trial Method of Equity
Incentive in State Holding Listed Companies (Overseas)’” (SASAC [2006] No.8), allow state holding listed
companies to implement equity incentive institution based on corporate performance towards executives.

11 See Gang Wei: “Incentives for Top-Management and Performance of Listed Companies”, Economic
Research Journal, No.3, 2000; Zengquan Li: “Incentive Mechanism and Performance-An Empirical Study in
Listed Companies”, Accounting Research, No.1, 2000.

12 See M. Conyon and L. He, “Executive Compensation and Corporate Governance in China," Journal of
Corporate Finance, vol.17, no.4, 2011, pp.1158-1175.
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between executive compensation and firm performance increased year by year.'?

When studying the determinants of executive compensation, corporate governance is an inevitable
institutional factor. Relevant studies try to find the effect of governance difference on the change of
executive compensation empirically. For instance, executive compensation might be affected by the size
of directorate, the proportion of busy executives, dual position of executives, whether chairman of the
board get paid as well as the pay level etc.*

The effect of corporate governance structure can be both direct and indirect. To some extent, the
indirect effect is more significant, such as the sensitivity between executive compensation and corporate
performance. The domestic studies on the factors affecting sensitivity between salary and performance
basically follow this thinking. For instance, the enterprise whose proportion of independent directors is
higher also have higher pay-performance sensitivity, while the difference in controlling shareholders
also have some effect on the sensitivity.’*The effect of enterprise ownership on executive compensation
has also got the attention of recent studies. Due to the regulation of government, the SOE’s executive
compensation is not determined by market, its determining mechanism is apparently different from non-
SOEs.**The explicit executive compensation of SOEs is comparatively lower and the gap between
executives is also smaller.}’If the limitation on salary set by government departments does not exist, or
the limitation was not in place, the increasing speed of SOE's executive compensation would have
substantially exceed non-SOEs, which would be more likely when the macro economy was passive.
After the reform, the SOEs still have the character of “soft constraint” to some extent. Once the external
limitation on salary is not in place, or the corporate insiders are powerful, such “soft constraint” will
certainly cause the excessive increase of executive compensation in a short run.

Compared with the ownership, the separation of ownership and control right is more important,
both for SOEs and non-SOEs. Once the control right of executive is too strong while the supervision
and control fails, the executive can formulate remuneration by settling board of directors and

remuneration committee, and it is prone to excessive executive compensation issues.'®For instance,

13 See Qingquan Xin, Weigiang Tan: “Market-Oriented Reform, Firm Performance and Executive
Compensation in Chinese State-owned Enterprises”, Economic Research Journal, no.11, 2009

14 See D. Yermark, “ Higher Market Valuation of Companies with a Small Board of Directors," Journal of
Financial Economics, vol.40, 1996, pp.185-211; J. E. Core, R. W. Holthausen and D. F. Lacker, “Corporate
Governance, Chief Executive Officer Compensation, and Firm Performance," Journal of Financial
Economics, vol. 51, 1999, pp. 371-406; 1. E. Brick, O. Palmon and K. Wald, “CEO Compensation, Director
Compensation, and Firm Performance: Evidence of Cronyism?" Journal of Corporate Finance, vol.12, 2006,
pp.403-423.

15 See M. Conyon and L. He, “Executive Compensation and Corporate Governance in China"; M. Firth, P.
M. Y. Fung and O. M. Rui, “Corporate Performance and CEO Compensation in China," Journal of Corporate
Finance, vol.12, 2006, pp.693-714.

16 See X. Meng, Labor Market Reform in China, Cambridge: Cambridge University Press, 2000.

17" See Xinyuan Chen etc.: “The Disparity in Regions, the Regulation of Emolument and the Corruption of
High-Ranking Managers”, Management World, no.11, 2009.

8 See L. Bebchuk and J. Fried, “Executive Compensation Agency Problem," Journal of Economic
Perspectives, vol.17, no.3, 2003, pp.71-92; L. Bebchuk and J. Fried, Pay without Performance: The
Unfulfilled Promise of Executive Compensation, Cambridge, MA: Harvard University Press, 2004.
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Xiaofeng Quan analyzed the effect of executives’ excessive power on corporate performance in Chinese
listed companies. The result shows no evident positive effect, instead it favors executives to implement
earnings management and increase their pay.*®

(2) The study on enterprise salary gap. There are already many researches on the salary gap within
executives, ordinary employees and between executives and ordinary employees, while they pay more
attention to the incentive effect of salary gap and lack a clear, dynamic description on the tendency of
salary gap changing. Junqing Lin analyzed the determining factors causing executive compensation gap
and find that the gap is negatively related with the proportion of state-owned shares, the ability that
employees can participate in the salary determination, ownership concentration (Herfindahl Index),
while positively related with the proportion of inside directors.*’Xianglin Ye emphasized the influence
mechanism of industry monopoly and ownership on enterprise salary gap.?*Our study on the gap of
executive compensation between enterprises is not only a new try, but also a way to further understand
the salary gap between executives and ordinary employees as well as its interacting mechanism.??

The expanding of executives' pay gap mainly comes from a portion of monopoly industries and
enterprises which is comprehensively under the protection of government.?Except for finance industry
whose entry barrier is high, most of monopoly enterprises in the real economy are SOEs or the SOE-
controlled companies. The especially high increase speed in executive compensation is closely
associated with the “performance-linked” salary regulatory reform. This institution is different from the
“ex post” market adjustment mechanism in the non-SOEs, it is a kind of “ex ante” decision. However,
first we should see that the ownership of SOEs and the information asymmetry caused by the complex
and lengthy multistage principal-agent chains in governance structure prevent government from making
correct anticipation on the future “performance”. Second, in the uncompetitive market circumstance,
performance indicator is not an indicator containing sufficient information to assess and supervise the

corporate operation.?* Furthermore, the ongoing increase in executives’ decision-making power in the

19 See Xiaofeng Quan, Shinong Wu, Fang Wen: “Managerial Power, Private Income and Compensation
Rigging”, Economic Research Journal, no.11, 2010.

20 See Junging Lin, Zuhui Huang, Yongxiang Sun: “TMT Pay Gap, Firm Performance and Corporate
Governance”, Economic Research Journal, no.4, 2003.

2l See Xianglin Ye, Shi Li, Chuliang Luo: “Industrial Monopoly, Ownership and Enterprises Wage
Inequality”, Management World, no.4, 2011.

22 Even though 10 years ago, the salary gap in the enterprises had gradually increased, especially for the gap
between executive salary and general staff salary. For instance, the average salary gap between persons in
charge and ordinary employee was 12 times in 2002, while it rose to 13.6 times in 2003. In most industries
the average salary of persons in charge of central enterprises is 10 times higher than general staff, but the gap
is 27.6 times in real estate industry, 18.5 times in communication industry. (see in Zhengtang Zhang: “The
Empirical Study of the Effect of Salary Gap in Enterprises on Future Performance in Organization”,
Accounting Research, n0.9, 2008.

23 See Hongfeng Zhan: “The Sociology of Law Discussion of the Question “Salary Limit” in the Current
Stage”, Legal Science, no.3, 2010.

24 See Yifu Lin, Zhou Li: “The Connotation of Modern Enterprise System and the Direction of Stated-Own
Enterprise Reform”, Economic Research Journal, no.3, 1997.
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process of marketization reform for “decentralization and profit sharing” %

not only strengthen
executive power on bargaining towards the linkage programs, but also can increase book performance
through earnings management, which will further pull up the pay level based on performance. Except
for the factor of ownership, another more relevant factor with this problem is the monopoly nature of
enterprises, which is especially true for executive compensation in finance sector. The monopoly
enterprises have bigger power to increase executive compensation substantially, because the increased
part can derive from the monopoly profit. Among monopoly enterprises, the SOEs have both the
advantage of “soft constrain” and the condition of acquiring monopoly profit in domestic market. In this
sense, these enterprises have better condition and stronger motivation to increase executive
compensation compared with non-SOE monopoly enterprises and non-monopoly SOEs. Confronting
with the intensification of competition between multinational corporations in the world market, whether
SOE can become bigger and stronger through deepening reform also partly depends on the effect of

regulatory reform on limiting executive compensation.

3. Data, Variables and Analytical Method

The study first come across two questions: what “executive” is and what “salary” is. For the first
question, some studies follow the method of western literatures, define executive as company’s general
manager (CEO);?® Some extend the definition to the chairman of board, because they usually have
bigger power in China and are the actual decision maker;2’ While most studies widely regard executives
as the senior management hierarchy, including the chairman of board, general manager, deputy general
manager, executive director, financial director etc. Constrained by data, we follow the wide definition
of executive.

For the second question, executive compensation has general and narrow definition. The general
definition stipulates salary as currency and physical object and their current cashing and future cashing.
It at least contains personal-earned monetary compensation and all kinds of non-monetary income, such
as shopping card, public funds tourism, free housing (housing subsidies), food, appliance and options
etc. The narrow definition only refers to monetary compensation. The realistic access is only the
monetary compensation of executives, and most of monetary compensation makes up a large portion in
the total, plus the shareholding proportion of executives in listed companies is comparatively low
currently,?® it is still very meaningful to study on executive monetary compensation.

Our data about executive compensation and firm characteristics comes from CSMAR, Sinofin and

%5See Sanbao Zhang, Zhixue Zhang: “The Decision-Making Power in Management: Bringing China and the
West World Together, and Linking the Micro Domains and the Macro Ones”, Management World, no.3, 2014.
% See Zhigang Zheng, Juanjuan Sun, OliverRui: “Cronyism of Board Culture and Excess Executive
Compensation”, Economic Research Journal, no.12, 2012.

27 See T. Kato and C. Long, “CEO Turnover, Firm Performance and Enterprise Reform in China: Evidence
from Micro Data," Journal of Comparative Economics, vol.34, no.4, 2006, pp.796-817.

28 See Junxiong Fang: “Managerial Power and Asymmetry of Compensation Change in China’s Public
Companies”, Economic Research Journal, no.4, 2011.
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Wind.?® Since Chinese listed companies disclose salary information of directors, supervisors and
executives in detail from 2005, we utilize listed companies’ annual data information in 2005-2012. In
the aspect of sample selection, we first exclude the samples that have missing data in executive
compensation, then exclude the samples of ST and PT enterprises and acquire 13335 enterprise-year
samples. During 2005 to 2012, there are 954 enterprises having all the annual data, the number of
enterprise-year samples is 7632 in total and can comprise an 8-year panel data; the rest are enterprise-
year samples which last for less than 8 years.

The data we use is the average amount of compensation for top three executives.®® Further, using
urban consumer price index, we adjust it to real salary based on 2005 price level. Therefore, the
executive compensation increase rates we calculate are all the real increase rates.

In order to calculate the executive compensation gap between enterprises, we use the common Gini
Coecfficient. The calculation formula is: G = Z,-n=1 Z?=1|Yi —Yj | /2n?pu,

Among the variables, y; is the average executive compensation in enterprise i, y; is the average
executive compensation in enterprise j, n is the sample size, p is the average of the whole sample. The
range of Gini Cofficient is from 0 to 1, while value 0 represents complete equalization (i.e. the salary
for all people are equal), value 1 represents the extreme inequality (i.e. only one enterprise pay salary
while others don’t). In order to evaluate different factors’ contributions to executive compensation gap
between different enterprises, we decompose the Gini Coefficient of executive compensation gap using
the decomposition equation based on regression analysis. The evaluated linear regression model is:

y=PBo+ P1Xy + B2 Xy + o+ BrXi + €

Among the variables, independent variable X, represents enterprise’ characteristics, such as firm
size, return on asset (ROA), industry, region, S} is the estimate of coefficient, € is the disturbance
term. Using the regression result of the salary equation, we can acquire the estimated salary of every
factor:

¢ = B Xy k=12-,K

The respective corresponding salary of constant and residual term are: ¢ = f,, " = e.

Ifregarding ¥ as salary component, we can apply the decomposition method of A.F. Shorrocks®,
the calculated contribution to salary gap of $* is: S(H¥) = ¥V, a;(y) $¥. Similarly, the contribution
to salary gap of $¢ and $Tare respectively: S($) = YN a;(y) Bo, SGT) =3IV, a;(y)e;.

To calculate the marginal effect of an independent variable on salary Gini Coefficient, we need to

exclude that variable and compare the changing of the Gini Coefficient. Because the approach to exclude

29 The data of corporate governance and finance come from CSMAR database, the basic information pf
enterprises (listed date, establishment date, industry, province, whether list in the market of B-shares, H-
shares) come from Wind Database (39 missing data are supplemented by Tonghuashun database, the
information of the final controller come from Sinofin database.

30 For the change of executives in enterprises and the following affair of turnover subsidies, we all process
it by simplification.

31 See A. F. Shorrocks, “Inequality Decomposition by Factor Components," Econometrica, vol.50, no.1,
1982, pp.193-201.

37



vV R ARERFGE TBMS Vol.2 (2019)

the variable is not unique, its marginal effect on Gini Coefficient is more than one. Shorrocks® solves
it by taking all the possible approach to exclude a certain factor, then he defines the contribution of this
factor to the salary inequality by calculating the average marginal effect of all the approaches. The
foundation of this approach is the Shapley value in cooperative game theory, which is called Shapley

value method.®

4. The Increase and Gap of Executive compensation

We calculate the data of listed companies in 2005-2012 and draw figures to catch the characteristic
of the trend of the increase and gap of executive compensation. We find that 2006 and 2007 are the years
that executive compensation increase rapidly, particularly in 2007 the increase rate reached a record-
breaking number of 52.87%; in the following years, the executive increase growth rate basically display
a continuous decreasing tendency.

To understand the structure difference of executive compensation increasing in different enterprises,
we divide the listed companies into two groups. On group containing sample which have 8-year panel
data. The other containing sample whose year is less than 8, which include companies listed after 2005
and companies that have data missing in a year. The tendency between two groups are quite different.
The executive compensation increase comparatively steadier in panel data, while the increasing of
executive compensation in non-panel data display more volatility, especially in 2007 non-panel data’s
increase rate is far beyond the panel data’s, compared 130% to 30%. In other words, the rapid increase
of executive compensation in 2007 is mainly pulled by the unusual increase of executive compensation
in the newly-listed companies.

To understand the role of SOE, we further add the dimensions of state-owned and non-state-owned.
The listed companies are divided into four groups: Panel state-owned companies, panel non-state-owned
companies, non-panel state-owned companies, non-panel non-state-owned companies. Compared the
differences of executive compensation growth rate between these four groups, we can find the biggest
difference derives from the difference between state-owned and non-state-owned companies in the non-
panel data, while such difference in panel data is not significant. We find that in non-panel data the
difference of executive compensation average level between two groups is very small during 2005-2007.
In 2007, their executive average salary both increase rapidly. However, in 2008 the executive
compensation in the two groups differentiate greatly from each other, non-state-owned companies
decrease by 33%, the decreasing rate is up to four times more than the rate of state-owned companies.
This sharp rise and decline is mainly caused by Ping An Insurance (Group) Co. Ltd. In this company the

executive real salary per capita decline from 130 million in 2007 to 30 million in 2008.

32 See A. F. Shorrocks, “Decomposition Procedures for Distributional Analysis: A Unified Framework Based
on the Shapley Value," The Journal of Economic Inequality , vol.11, no.1, 2013, pp.99-126.

33 The specific discussion of this method see G. Wan, “Regression-based Inequality Decomposition: Pitfalls
and a Solution Procedure," WIDER Discussion Paper, n0.2002/101, 2002; Q. Deng and Shi Li, “ What Lies
behind Rising Earnings Inequality in Urban China? Regression-based Decompositions, “CESifo Economic
Studies, vol.55, nos.3-4, 2009, pp.598-623.
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The above structural difference in executive compensation growth rate will certainly cause the
changing of executive compensation difference. We describe the changes of executive compensation
gap in listed companies during 2005-2012. We find regardless measured by Gini Coefficient or Theil
Index®, the gap of executive compensation both rapidly expand during 2005-2007, then gradually
narrow from 2007. Among them, the Gini Coefficient rise from 0.41 in 2005 to 0.52 in 2007, then decline
to 0.40 in 2012. Such sharp rise and decline in salary gap need to be studied thoroughly.

What is more noteworthy is that in most years the salary gap of executive is significant larger than
the gap of ordinary employees between enterprises. In 2005-2012, for the Gini Coefficient of executive
compensation and ordinary employees salary,® except for year 2005 and 2006, in the other years the
salary gap of executives all exceed the ordinary employees, for instance, in 2012 the former is 8 points
higher than the latter. The phenomenon can also be proven by other literatures. For instance, using CHIP
urban resident survey in 2002, Quheng Deng and Shi Li calculate that the Gini Cofficient of urban staff
salary gap is 0.34.%® Using CHIP urban resident survey in 2007, Shi Li and Jinli Song calculate that the
Gini Coefficient of urban staff salary gap is 0.37.%” But when we only consider the gap of ordinary

employees, its salary gap is lower than the gap of all employees.

5. The Analysis of Factors Determining Executive compensation Gap

The changing of executive compensation gap is caused by various factors, reflecting the gap in
enterprises’ internal governance structures and salary incentive mechanisms as well as the external
constraints and the changing of macroeconomic environment. Based on it, we should analyze it deeper.
First of all, analyze the influencing factors of executive compensation in 2005, 2007 and 2012 to find
the period variation in executive compensation decision mechanism. Then decompose the executive
compensation gap of the three years to find the effect on executive compensation gap of different factors,
s0 as to explain the effect that some major intuitional factors pull up the executive compensation gap.

Next we use the whole sample of listed companies to estimate the executive compensation model.
The dependent variable in the model is the logarithm of the average annual salary of the three top
executives (Lnpay). Further we use the urban consumer price index based on 2005 to adjust the salary
level in the following years, so as to generate salary measured by constant price. The independent

variables in the model can be divided into two groups. The first are the variables describing company’s

34 Theil Index is another set of inequality index besides Gini Coefficient. Actually it is a set of index of
different parameters, while we use the certain index with the parameter value 1. It can be written as the

equation: T = % izl(%ln %). Among the variables, n is the number of the total, y; is the income of I, p

is the average income of the total.

3 When calculating the salary gap of general staff, we use the whole general staff’s average salary, its
calculating method is that using the term “cash paid to or paid for staff” in the cash flow statement as the
total general staff’s salary, then divided it by staff number.

% See Q. Deng and Shi Li, “What Lies behind Rising Earnings Inequality in Urban China? Regression-based
Decompositions."

37 See Shi Li, Jin Song: “The Expanding of Urban Employment Income in China and Its Reason”, Economic
Perspectives, no.10, 2010.
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basic characteristics and finance condition, such as firm size (logarithm of the total asset, Firmsize), the
years after establishment (Estyr), the square of the years after establishment (Estyr?), the dummy
variables of years (2005 is the omitted variable), the finance risk of company (asset-liability ratio),
capital structure (fixed asset-total asset ratio, Fapct), current year’s return rate of total assets (ROA,),
last year’s return rate of total assets (ROA..;). The second are variables relevant to enterprise governance,
such as the shareholding proportion of the largest shareholders (Topl), the size of director board
(logarithm of the number in the board of directors, Boardsz), the proportion of independent directors
(Indpt), whether the director and the general manager be the same (Dual) etc. To understand the changing
of executive compensation decision mechanism at some important points, we respectively estimate the
executive compensation model at 2005, 2007 and 2012. To understand the difference in the executive
compensation decision mechanism between SOEs and non-SOEs, we further estimate the executive
compensation model using the sample of SOEs and non-SOEs respectively.

According to the estimated results by the general salary model using whole samples, we find for
all the enterprises, the effect of firm size on executive compensation is undoubtedly very significant.
This result is consistent with the relevant study results.® According to the estimated results, when the
total asset increases by 10 percent, the executive compensation will increase by 2.4 percent. This result
can be regarded as the effect of firm size to executive compensation, which can also be explained that
expanding firm size is one of the motivations of executives. The estimated result of the variable finance
leverage (asset-liability ration) shows that this variable has a comparatively significant positive effect
on executive compensation. That means the companies with high debt will pay higher salary, this finding
is consistent with the findings of J. B. Beck.? The estimated result of fixed asset-total asset ratio is
significant, which displays a negative relationship with executive compensation. That means the light-
asset companies which gain competitive advantages through intangible assets will pay higher salary. On
the one hand, it may be because the human capital of executives have higher marginal effect on company
performance in this kind of companies; on the other hand, the light-asset companies which have been
listed and are in the stage of growth or maturity usually have higher profit rate compared to heavy-asset
companies?® and have greater ability to pay higher salary. The more consistent result with other studies
is that the variable return on asset, especially the current year’s return on asset can more directly and
significantly affect the executive compensation. Among the variables reflecting enterprise governance,
expect for the shareholding proportion of the largest shareholder and the size of the board of the directors,
other estimated coefficient of variables reflecting governance are neither significant nor in a low

significant level. That means the governance structure of Chinese listed companies does not have direct

38 See Zhengfei Lu, Xiongyuan Wang, Peng Zhang: “Do Chinese State-Owned Enterprises Pay Higher
Wage?”, Economic Research Journal, no.3, 2012; Shengli Du, Yanling Zhi: “The Empirical Study on the
Determining Factors of General Manager Annual Salary”, Management World, no.8, 2005.

39 See J. B. Beck, R. Stanton and J. Zechner, “Human Capital, Bankruptcy and Capital Structure," The
Journal of Finance, vol.65, no.3, 2010, pp.891-926.

40 See Hanping Liao: “The Finance Features of Light Asset Enterprises and the Optimization of Issuing and
Listing System”, Securities Market Herald, n0.4, 2015.
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effect on executive compensation decision. The estimated result of another time variable, the dummy
variables of years, shows that after 2007 the executive compensation still display an increasing tendency;
while the descriptive statistics results show that the executive compensation growth rate begin to decline
after reaching the peak in 2007. Other enterprise characteristics variables such as ownership, industry,
region dummy variable, except for ownership, are all statistically significant. The estimated results of
these variables show that after controlling other variables, the eastern companies’ executive
compensation is higher than companies in other regions (approximately 29 percent higher), while the
executive compensation in finance industry is significantly higher than non-finance industry
(approximately 53 percent higher).

We are more concerned about the difference in executive compensation decision mechanism
between SOEs and non-SOEs. Interestingly, for enterprise sample in all years, the difference in executive
compensation increasing tendency is not significant. For this, there are several possible explanations.
First, the increasing of executive compensation in SOEs and non-SOEs are both under the constraint of
the same kind of regulations. That means non-SOEs are also under the restriction of government
regulations. Second, only SOEs are under the restriction of government regulations and non-SOEs are
not, but the non-SOEs will imitate the executive compensation growth rate of SOEs to stabilize their
executive teams. Third, even though there is no regulation restrictions on executive compensation
growth rate of SOEs and non-SOEs, they can also imitate each other, causing the two groups have the
consistent tendency in executive compensation growth rate. It needs more work to recognize and verify
these three explanations, which is not our major task.

What’s more, the major difference in the executive compensation decision mechanism between
SOEs and non-SOE:s is displayed in the degree of the correlation between executive compensation and
performance. The SOEs link executive compensation with return on asset more tightly. That means the
performance of SOEs becomes the most important determining factor of executive compensation. This
can be verified by the estimated results of the model in all years’ samples. For instance, when the last
year’s return on asset increase by 10 percent, the salary of SOE executives will increases by 14.6 percent,
while the salary of non-SOE executives will only increases by 8.7 percent. From the model in certain
year’s sample, the relationship between SOE executive compensation and return on asset is also
apparently stronger than the relationship of non-SOEs. For instance, in 2005, when the current year’s
return on asset increase by 10%, the SOE executive compensation will increase by 22 percent while the
non-SOE executive compensation don’t increase significantly. In 2007, with the same performance, the
salary growth rate of SOE executives and non-SOE executives are 31 percent and 15 percent respectively.
In 2012 the growth rate are 23 percent and 12 percent either. This conclusion is consistent with the

studies of Fuxiu Jiang.*

41 See Fuxiu Jiang, Bing Zhu, Yuntong Wang: “Does Executive Incentive Contract of Stated-Own Enterprise
Pay Less Attention to Performance?”, Management World, no.9, 2014.
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6. The Decomposition Analysis of Executive compensation Gap

Based on the analysis of the factors determining executive compensation, in order to discriminate
the importance of these factors on executive compensation gap, we use the Gini Coefficient
decomposition method based on regression analysis, so as to estimate the contribution rate of different
factors on Gini Coefficient of executive compensation gap. (The decomposition method can be found
in section 3).

Our decomposition is based on the regression results of 12 models, which decomposes Gini
Coefficient of dependent variable (executive compensation) gap in each model. From the decomposition
results, we find that the effect of ownership variable on executive compensation gap is negligible. The
executive compensation gap between SOEs and non-SOEs is not the main factor explaining the whole
executive compensation gap, but it doesn’t deny the difference in the executive compensation gap
determining factors between the two ownerships. Second, all model’s decomposition results show that
firm-size variable is the most important determining factor causing the executive compensation gap, its
contribution rate to executive compensation gap is around 21-43%. However, the effect of firm size on
SOEs and non-SOEs are different. Relatively, firm size of the non-SOEs is more relevant to executive
compensation gap. In the pooled sample of each year, the contribute rate of non-SOE’s firm size to
executive compensation Gini Coefficient is 34.5%, while the SOE’s contribution rate is only 30.4%. In
2012, the non-SOE’s contribution rate is 42.6%, while the SOE’s contribution rate is only 33.4%. Third,
return on asset is another important factor explaining executive compensation gap. In the model of the
pooled samples, the difference between current year’s return on asset and last year’s return on asset
explain more than 8.5% of the executive compensation Gini Coefficient. That means it holds some
relationship between executive compensation and company’s profit level. However, such relationship is
different between SOEs and non-SOEs. Relatively, SOE’s profit level has higher contribution rate
compared with executive compensation gap. The estimated results of the model for pooled samples show
that in SOEs the difference between current year’s and last year’s return on asset can explain 10.9% of
the executive compensation Gini Coefficient, while the explained rate of non-SOEs is 6.4%. In 2007
whose executive compensation gap is the largest, the difference in return on asset between current and
last year can explain 13.3% of the executive compensation Gini Coefficient in SOEs, while the explained
rate of non-SOEs is only 5.6%. Fourth, the executive compensation difference between finance and non-
finance companies is also an important contributing factor, furthermore, its contribution rate rises
continuously. In the model of pooled samples, the executive compensation difference between finance
and non-finance companies explains 4.3% of the whole executive compensation Gini Coefficient.
Furthermore, the explained rate doesn’t differ between SOEs and non-SOEs significantly, while the
explained rate of SOEs is 4.8% and the explained rate of non-SOEs is 4.6%. If consider the sample
model for three years(year2005, year2007, year2012) separately, the effect of the executive
compensation difference between finance and non-finance companies on the whole executive
compensation Gini Coefficient increases continuously as a whole. For SOEs, its contribution rate to the

whole executive compensation Gini Coefficient increase from 0.2% in 2005 to 5% in 2012. For non-
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SOEs, it increases from 0.4% in 2005 to 3% in 2012. Fifth, region variable have certain explanatory
power, but its effect is decreasing. For China which has apparent region divergence, region divergence
is a question which cannot be avoided, like discussing wage gap and income gap. Our decomposition
results show that the executive compensation difference between eastern area and other areas is an
important explanatory variable, especially in 2015, it has the greatest contribution to executive
compensation Gini Coefficient apart from firm size. There are two other findings: (1) The contributing
effect of region variable is decreasing; (2) In the decision of the SOE’s executive compensation gap, the
contributing effect of region variable is significant greater than non-SOE’s. Sixth, some corporate
governance variables have different effect on executive compensation gap, such as the size of the board
of directors (Boardsz), the shareholding rate of the biggest shareholder (Topl), the proportion of
independent executives (Indpt), whether the director and the general manager be the same (Dual) etc.,
but the effect are all significantly lower than the above main variables. It can be seen that the current
corporate governance structures of listed companies doesn’t comprise the intuitional factors that limit
the expanding of executive compensation.

The executive compensation gap Gini Coefficient rise rapidly from 0.41 in 2005 to the record-
breaking level 0.52 in 2007. How we can explain it? Our decomposition result shows that three vital
changing can be regarded as the main explaining factors. One is that the relationship between executive
compensation and firm size become tighter. That means firm size become a more important determining
factor of executive compensation, the difference between big and small enterprise becomes more evident,
its influence on Gini Coefficient apparently increases. Second is that the relationship between executive
compensation and finance/non-finance dummy variable become tighter. The coefficient estimated value
of the dummy variable finance company/non-finance company is very small and statistically
insignificant in 2005, while in the estimated model in 2007, this coefficient estimated value is up to 0.57
and highly statistical significant. It reveals that the executive compensation difference between finance
and non-finance companies turn from a nearly negligible number in 2005 to the condition that the former
is approximately 57% higher than the latter in 2007. The decomposition results also show that the
contributing rate of the dummy variable finance company/non-finance company to executive
compensation Gini Coefficient rise from 0.5% in 2005 to 5.2% in 2007. Third is that the effect of return
on asset on executive compensation becomes more significant. As described in the above sections, the
variable coefficient estimated value of current year’s and last year’s return on asset sum up to 2.55, in
2007 this value rise to 4.04 (see in Table 1). That means in 2005 when the two years’ total asset return
average rates increase by 10 percent, the executive compensation will increase by 25 percent. In 2007,
with the same performance, the growth rate of executive compensation is 40 percent. It is also verified
in the decomposition results of executive compensation gap. The variable of current year’s and last
year’s return on asset explains 7.3 percent of the Gini Coefficient in 2005, in 2007 it explains 9,9 percent,
as seen in Table 2.

From 2007, the executive compensation gap continuously decreases, and its Gini Coefficient

decline from 0.52 in 2007 to 0.40 in 2012. How can we explain it? If comparing the two year’s
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decomposition results, it is not difficult to see that in the three changing referred above, except for firm
size variable, the other two variables, that is finance company/non-finance company dummy variable
and return on asset variable, both have opposite changing in the influence on executive compensation
gap, which shows the effect is comparatively less. Besides, we should also notice that the influence of
region variable further weakens, indicating that the executive compensation gap between eastern area

and other areas displays a gradually narrowing tendency.

7. Main Conclusion and Policy Suggestions

We analyze the executive compensation gap and its changing tendency during 2005-2012, estimate
the factors influencing the executive compensation gap and summarize the following findings from an
empirical perspective.

First, there is apparent gap between executive compensation of listed companies. It even exceeds
the wage gap of ordinary employees between companies. During the investigated 8 years, the executive
compensation gap experiences a rapid expanding first, followed by a gradually narrowing. Market
mechanism, government management mechanism and policy’s effect on executive compensation gap is
different.

Second, the main factors causing the expanding of executive compensation gap contain the
following: firm size, profit level, region and industry. However, the ownership is not a major power to
limit the expanding of executive compensation gap, that SOEs and state holding enterprises also have
evident executive compensation gap. From the fact that the executive compensation in SOEs increase
parallel with the executive compensation in non-SOEs, enterprises in the two different ownerships have
interaction in executive compensation. That means limiting the excessive increase in SOE’s executive
compensation by central government will help limit the excessive increase in executive compensation
of the whole society.

Third, SOEs and non-SOEs have a certain degree of difference in the executive compensation
decision mechanism. SOEs will associate executive compensation with enterprise profits more, which
reflects the “linked with performance” character in SOE management, while non-SOEs associate
executive compensation more with firm size. The reason why “linked with performance” causes too fast
increase in SOE’s executive compensation is the malpractice of information asymmetry. The
understanding of enterprise condition for higher authorities of SOEs is far less than executives, the
grasping of the real profit is far inferior to executives and the judgement of earnings expectation in the
short and long run is also far less accurate than executives. For the decision of the specific scheme of
“performance linked” and the specific implementation, the executives are undoubtedly in a favorable
place and can make counter measures which is more beneficial to their salary growth rate.

Forth, the high executive compensation in finance enterprises is an important factor explaining the
whole executive compensation gap. Based on entry barrier, due to the monopoly status generated by
industry policy protection, whether stated-own finance enterprises or non-stated-own finance enterprises

can both generate more return which is higher than the enterprise average profit in the real economy,
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causing the executive compensation are in a high level all the time. In recent years, the rapid
development of finance industry further increases its monopoly power and the performance foundation
of executive’s high salary. Therefore, breaking the administrative monopoly in finance industry will
effectively help limit the excessive increase in finance industry’s executive compensation.

Fifth, the information disclosure of listed companies may bring the comparisons in executive
compensation between the companies have listed and are going to list, while the newly-listed company’s
executive compensation is usually higher than the executive compensation of the existed listed company.
It also becomes a push factor causing the expanding of executive compensation gap.

Sixth, in general literatures, the improvement of corporate governance structure will help limit the
excessive increase in executive compensation and the expanding of executive compensation gap, but we
find no adequate empirical results to support it. That means the construction and improvement of

corporate governance is still a long term task in China, which need our particular attention.
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Abstract

This article discusses two issues; "significance of international standardization from
the viewpoint of Japanese manufacturers" and "changes in the target fields of international
standardization in the 21st century." In addition to these issues, the article touches on
several other topics such as the handling of intellectual property rights included in
international standards.

The standards that Japanese companies need to embrace are no longer confined to
those that deal with technical matters. The same can be said from the perspective of the
relationship between the business of a manufacturer and international standardization.
Standards for the new concept that goes beyond the bounds of technical matters include
ubiquitous standards (lifestyle standards) established through our systems business. [
hope that this article will bring the significance and importance of standardization business
home not only to development engineers but also to all other people working for the

companies that do international business.

Note: Copyright to this article belongs to the author. No part of this article may be

reproduced or quoted without the permission of the author.
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Executive summary
Among the words that Japanese manufacturers use in their business, none is probably
understood more patchily and shallowly than "standardization." To gain a deep,

n

comprehensive understanding of the word "standardization,” we need to have an ample

knowledge of standardization and a profound insight backed by experience. Also, from

the broad sense of "standardization," it is essential to understand two things - "bilateral
character of standardization in corporate business" and "roles of standards in
corporate business." Standardization involves "establishing a wuniversal order"
through compromise among the individuals involved. A "standard" obtained as a result
of establishing such a universal order is a powerful tool for a company to "monopolize
the market" for its own product. The reality and importance of standardization, however,
are not understood within corporate organizations in the context of business.

Establishing an international order of consumption (lifestyle) can be said to be the
business core of every global company. One example is the voltage of commercial power
for home use, which is standardized to 100V/200V AC in Japan. The shapes of plugs and
sockets — the tools used to consume commercial power — are also standardized domestically.
In its general sense, the term "standard" implies a universal and ubiquitous condition in
which something can be used in the same way by anyone, at any time, and anywhere. For
those seeking to create universality and ubiquity, standards provide a very powerful
business tool for achieving "uniformity in consumer lifestyles." An increasing number
of such standards are being adopted in the field of systems business for portable music
players, mobile phones, personal computers, IC card train passes, and so forth. Imagine
a consumer environment in which almost all of the electronic products people use are made
by Japanese manufacturers, as well as the systems running in the background. Creating
such a consumer environment, with everyone using Japan-made products everywhere all

the time, would bring huge profits to Japan.
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The business activities and objectives of private companies can be summarized into
the following two points:
- Entry into an existing market, or
- Development of a new market
for creation of profits through the oligopoly of the market with a proprietary product

(service).

Gaining an oligopoly in a market with a proprietary product (service) involves
"creating a universal market" for the proprietary technology or product. In other words,
it involves creating a "proprietary market" through "standardization." Any existing
market is destined to reach saturation and then wane. It is therefore imperative for
private companies seeking sustained prosperity to continuously "create new markets."
The creation of a new market entails "establishing a new standard" for the proprietary
technology or product. For a Japanese company — a major global player — making its
technical specifications "international standards" is indispensable for commercializing
the technologies that we have developed. There are two kinds of tools for international
standardization: "power" and "training." "Standardization by power" involves
achieving "uniformity of consumer lifestyles" through mandatory rules imposed by a
specific organization or government. "Standardization by training" involves
brainwashing (training) at a subliminal level to elicit spontaneous "uniformity of
consumer lifestyles" (unrecognized imposition is equal to spontaneity). Examples of
subliminal brainwashing of consumers include TV/Internet commercials, newspaper
advertisements, school education, employee training, and the use of brand or class-
consciousness.

A look at the history of a Japanese company's business reveals that it has repeated the
cycle of aggressively creating a new market and monopolizing that market with its own
product (through international standardization). For scores of products and technologies,

it has strived to have its proprietary specifications adopted as industry standards by various
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means such as working on its own or in alliance with other companies in the same field,
or by exploiting international forums and standardization bodies. In a democratic world,
the scope of power by a specific organization or government is restricted. There are
practically no restrictions, however, on training that which is intangible. The ultimate
form of corporate business is achieving uniformity in the lifestyles of the general public
who are customers (standardization of lifestyles) through diverse means (power and
training). The business goal of any private company competing in the global market is
to "turn its proprietary technologies, products, and services into international
standards" with the help of power and training and by taking whatever measures are

necessary.

Chapterl Understanding International Standardization from a Business Perspective
This chapter clearly defines the significance of international standardization, which
even global standards experts have been unable to clarify, from the different standpoints
of all those involved in international standardization efforts. There are two types of
standardization method. There are also two types of people involved in standardization.
These differences in nature and stance need to be understood. Even standards experts
discuss standardization based on their understanding of only that area with which they are
familiar. Without first grasping the entire picture, we cannot understand the other party's
stance. Based on mutual understanding, private companies regard international
standardization as a business tool for capturing the global market. The history and reality
of international standardization are now changing drastically. International
standardization is a smart tool that enables companies to acquire worldwide markets for
their proprietary products and to ensure the enforcement of their intellectual property
rights. The work of international standards development is done by three major
international standardization organizations — ITU (International Telecommunications
Union), ISO (International Organization for Standardization), and IEC (International

Electrotechnical Commission) — all based in Geneva. In the field of engineering, the
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concept of standards refers to a common language used to discuss technology. For

general technical standards, the following are considered:

- Measurement units and test methods

The determination of weights and measures, the basis for standards, was a primary
concern in early standardization efforts.

- Maintenance of quality and safety

Standards are developed from the viewpoint of specifying criteria and protecting
consumers.

- Compatibility and interconnectivity

In screw and other specifications, compatibility and interconnectivity, including formats,

have become more important as the industry has advanced.

- Management system (These are not technical standards.)
A series of management system standards have emerged in recent years targeting quality

management, environment management, and so forth.

There is a tendency to regard measurement units and test methods as standards to be
left in the hands of government. These standards, however, are closely related to private-
sector firms as well. Companies that are leading the technology development need to
understand standardization that is based on a different concept from that for the traditional

standards mentioned above.

Sectionl Understanding the two international standardization methods (difference
between the deductive and inductive methods)

(a) De-facto standards (private standards seeking oligopoly = inductive "result" standards)

Specification that comes into wide use (standardized) as a result of market
competition

(b) De-jure standards (public standards intended for standardization = deductive "cause"
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standards)

Specification registered in the name of a standard (given the name of a standard) by
an entity such as a prominent international, regional, or national standardization

organization or a domestic private standards body (an industrial body)

A de-facto standard can be acquired in two ways. The deductive method for
standardization involves first specifying a standard by law and then disseminating it
throughout society. The inductive method is one whereby a standard is established
naturally as a result of market or technological competition. Standards acquired by these
methods are called "de-jure standards" and "de-facto standards," respectively. It is
possible, however, to develop and promote a de-jure standard without waiting for the result
of market competition and have it adopted as de-facto standard as a consequence. Not
widely used de-jure standards in their early days are "nominal standards" referred to as
"international standards."

Most infrastructure-related standards (many of which are regulations) are de-jure
standards prior to becoming de-facto standards. On the other hand, many of those
standards related to personal preferences become de-facto standards before public
standardization organizations register them as de-jure standards. It is commonly thought
that "compulsory standards" that are akin to regulations are de-jure standards and that
"voluntary standards" are de-facto standards. In the past, Japanese manufacturers' core
business has involved gaining revenue from acquiring de-facto standards. The two ways

to acquire a de-facto standard are summarized as below.

- Deductive standardization by government power

(De-jure standard concept most often seen in developing countries and socialist states;
standardization led by government)

- Inductive standardization by market competition

(De-facto standard concept most often seen in developed economies and democratic
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nations; standardization led by the private sector)

In democratic nations, the setting of standards concerning individual lifestyles is
basically determined by market trends with strong government intervention being rare.
However, in socialist states like China with a 3,000-year history of nation-level
standardization and a population of 1.4 billion, any national standard carries the same
weight as law. The Mao suit that used to be worn by many in China until a couple of
decades ago was a national standard for clothing. Standards in democratic countries
(mostly private-sector specifications) and those in socialist countries (mostly national
specifications) are fundamentally different in nature. In doing business with China, we
have to consider the method of deductive standardization by government power, in addition
to the familiar method of inductive standardization by market competition.

De-facto standards and de-jure standards are different in nature and should not be
compared directly. There is no need for us to waste time on meaningless debate about
whether to aim for a de-facto standard or de-jure standard. The meaning of the term
standardization is ambiguous in business. It should be interpreted as "common use" or

|

"oligopoly." It is also necessary to understand international standardization (market
oligopoly) under a higher-level concept of "brainwashing of the public by power or

training."

Section2 Understanding the two types of international standardization environment
(difference between government/public organizations and private-sector firms)
Government and public organizations regard the act of standardization itself as a
business, while private companies consider the result of standardization as creating
business. Their points of view differ in terms of where they gain their revenue. This is
one cause of insufficient understanding within corporate organizations toward the work of

people in charge of de-jure standards development.
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(a) Revenues based on agreements or law (de-jure standard concept)

- Regulation-supported revenues from patents, copyrights, surrogate testing, safety
certification, surrogate certification of system management criteria, sale of specification
documents, and specification promotion (lectures and sale of related copyrighted work)
Characteristics of the de-jure standard (government— or patrol squad style negative)
business are summarized by the following terms:
Tax payment business, avoidance of loss, standing committee style, little recognition,
failure (backward incidence) praised, lazy people hard to spot (hard workers not
appreciated)

(b) Revenues based on lifestyle unification (de-facto standard concept)

- Revenues gained by capturing the market from patents, licenses, logos, and the sale of
products

Characteristics of the de-facto standard (private sector— or theft ring style positive)
business are summarized by the following terms:
Taxation business, securing of profit, ad hoc committee style, high recognition, culpability

for failure (lack of precaution), lazy people easy to spot (hard workers appreciated)

The work of international standardization is difficult to understand. In general, the
business of private-sector firms is of the ad hoc type. Once they complete one business
mission, they proceed to undertake the next. The work of international standardization,
on the other hand, is of a standing nature. It serves as a sort of buffer against unexpected
problems (response to legal restrictions) but is difficult to comprehend from the business
perspective of companies. Just because there have been no cases of fire for a long time
doesn't mean that you can get rid of the fire department. However, there are an endless
number of corporate executives who try to demolish the fire department (namely, the
standardization department). Many people lack an understanding of and insight into what
cannot be seen easily. There is a tendency to constantly expand internal function

departments that top management need on a day-to-day basis, such as secretarial, business
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liaison, and public relations. In contrast, external function departments that may be more
important than the above-mentioned departments but which do not have the direct daily
involvement of top management, such as product safety, customer service, and technical
liaison, always tend to be downsized. A severe restructuring plan often involves
dismantling these departments. If a problem arises several years after the dismantling of
the departments, people blame their absence for the problem (it is often the case that,
without a knowledge of the past, people claim that no such departments have ever existed).
While the work of indirect departments is prone to be judged based on quantity (number
of staff members) alone, it should be understood in terms of both quality (brain power =
human resources) and quantity (man power = number of staff members).

The core business of private companies has conventionally been to gain revenue based
on the de-facto standard concept. This makes the work of employees in charge of de-
facto standards development easier to understand. Firms that are good at catering to
government demand may be able to profit from the de-jure standard concept. "Positive
business in the negative style" is a difficult activity for private companies to understand.
No one would imagine that a patrol squad could suddenly turn into a theft ring (a group
that creates self-serving rules). If they did, no one would notice it. Standardization
organizations pay attention to the revenue from the "act of standardization," while
private-sector firms focus on the revenue from the "result of standardization." It is
necessary, however, for private companies to stay involved in the act of standardization
(work at the standardization organizations) on a routine basis in order to secure the right

to use the tool (de-jure standards) to achieve oligopoly in the global market.

Section3 International standardization tools needed by companies (difference between
the roles of international bodies and their subordinate organizations)

Some de-jure standards are completed after many years of deliberation by a technical
committee that belongs to the standardization body in charge. Some other de-jure

standards adopt a quicker way, called Fast Track Procedure or FTP, whereby a specification
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draft created by a third-party organization may be submitted directly to an international
standardization body for approval as an international standard (typically, whether to adopt

the submitted draft is determined by a single international vote).

Some people point out the raison d'etre of FTP as a bypassing tool, saying that the
deliberation by standardization bodies takes too much time. I think they are wrong.
Every standard is completed with a reasonable amount of time needed to create it. The
true reason for the popularity of FTP is to "launder" the often opaque and unfair

standardization process.

(a) Examples of European nations that develop standards through regional standards

setting organizations and submit them to international standardization bodies

- International Organization for Standardization (ISO) <- (CEN)

- International Electrotechnical Commission (IEC) <- (CENELEC)

- International Telecommunications Union (ITU) <- (ETSI: European Telecommunication
Standards Institute)

(b) Examples where quasi-international standards setting organizations develop

telecommunications standards and submit them to international standardization bodies

- ISO/IEC Joint Technical Committee 1 (JTC1) <- ECMA International

Transparent and fair international standardization procedures are the fundamental
raison d'etre of the WTO. It is said that, at the international standardization bodies,
namely, the ITU, ISO, and IEC, in which the representative organizations of the countries
around the world participate, the standards development process is transparent and fair.
In contrast, private-sector firms want their standardization processes to be as opaque and
unfair as possible. The use of FTP can replace such an opaque and unfair standardization
process with a transparent and fair one. There is a reason for subordinate organizations

like ECMA to exist. They allow us to exploit these closed societies that are often
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misunderstood as being open.

An agreement is difficult to reach when many parties participate in the discussion,
while a small-group discussion tends to produce an agreement with relative ease. Without
grasping the overall picture, you cannot lay out standardization strategy. You cannot
accurately identify your position in the standardization work, either. Standardization
efforts at subordinate organizations such as those mentioned above are more likely to yield
an agreement than those undertaken at forums and consortiums established jointly by
private companies. This is because we can identify who we are dealing with and the
number of parties with whom we have to deal with is limited. In addition, unlike those
persons who are in charge of de-facto standards, the staff of other companies' standards
departments are often inexperienced in abrupt hostile actions and unable to cope with them.
It is also necessary to understand the realities of standardization organizations, such as
the difference between country-by-country participation and private corporate-level
participation. Getting a true picture of the essence of standardization organizations is
important. Standardization processes involved in corporate business are all but opaque
and unfair. Compared to ad hoc forums and consortiums founded and run on an as-needed
basis under the auspices of specific companies, the standing-type public standardization
organizations can be said to be more opaque and unfair since private-sector firms cannot
easily take part in their standardization processes. The best solution is to form an
alliance with a few selected companies while taking advantage of the public

standardization organizations.

Section4 Understanding two types of international standardization business
(difference in stance between government/public organizations and private-sector
firms)

Corporations are not at liberty to do business as they please, which often fails to be
recognized by those working in research, development, and manufacturing departments.

Corporate business is bound by a variety of agreements and laws. One of the key roles
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of those responsible for standardization is to ensure prompt and adequate compliance with
the agreements and laws that are established or revised as well as to get involved in the
process of establishing or revising (or if necessary scrap) those agreements and laws.
Each country is adopting a different approach to standardization with relation to laws.
Japan has the Japanese Industrial Standard (a type approval system overseen by the
Ministry of Economy, Trade and Industry), while the U.S. has ANSI (UL standard
certification). Organizations in European nations (SEMKO, DEMKO, CEBEC, etc.) issue
European directives demanding that the CEN and CENELEC standards be referred to as

mandatory specifications.

(a) Standards developed in response to agreements or laws (social infrastructure) (de-jure

standard concept; intended to respond to the past, present, and future situations)

- WTO/TBT (Technical Barriers to Trade) Agreement

- WTO/GP (Government Procurement) Agreement

- Patent law (IPRs/TMs)

- Copyright law (AV contents, specification documents, and software included in
specifications)

- Antitrust law (exclusiveness associated with standardization procedures and market
monopoly)

- Radio law

- Safety law (quality- and environment-related standards)

- Security and encryption

- System management standards (quasi-regulations such as ISO 9000 and ISO 14000)

- Performance specification measurement methods for numerical values indicated in
product catalogs (Proprietary measuring equipment can be incorporated into standards.)

(b) Standards meant to cater to individual lifestyles (personal preferences) (de-facto

standard concept; intended to respond only to the current situation)

- Video cassettes and recording/replay formats
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- Physical formats of optical disks

- Interfaces, etc.

The above-mentioned difference is linked with the difference between standing
organizations (committees) and ad hoc organizations (committees). Many business
people do not understand this difference. Activities of the ad hoc type are the ordinary
business in the private sector, while those of the standing type are the government business.
Public organizations (administrative agencies) do not take action on their own, nor do they
have their own volition. They only act on the consensus of the private sector. Therefore,
those organizations in charge of de-jure standards have to exist even when there is
currently no work for them to do. If a government or major corporation has been involved
in their development process, voluntary standards must be dealt with in the same way as
laws (i.e., treated as quasi-regulations in their business). Standards of (a) and (b)
mentioned are equally important to the private sector, but few companies realize the

importance of (a).

- Explanation of WTO/TBT (Agreement on Technical Barriers to Trade)

The agreement requires its member countries to handle products that are compliant
with "standards developed through transparent and fair procedures" in international
trade, and then prohibits them from promulgating national standards different from such
standards with the purpose of creating unnecessary obstacles to international trade. This
means that national standards must be consistent with the pertinent international standards

as much as possible.

- Explanation of WTO/GP (Agreement on Government Procurement)

The agreement requires governmental organizations (which include local governments,
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banks, NTT, the past JRs, and the Self-Defense Forces in the case of Japan) to give
precedence to products that are compliant with international standards, if any, when
making purchasing decisions.

The WTO has seven designated liaison international organizations, three of which are
international standards-setting bodies - ITU (International Telecommunications Union),
ISO (International Organization for Standardization), and IEC (International
Electrotechnical Commission). JTCI1, known for the standardization of physical media
of optical disks, is the first joint technical committee of the ISO and IEC (ISO/IEC JTC1).
Whether a standard has been developed through "transparent and fair procedures" should
be determined individually for each WTO dispute. Nonetheless, it is unthinkable that
standards created by the ITU, a UN organization, or by the ISO and IEC dominated by
European nations are ruled in violation of this principle.  That would be self-
contradictory. The ITU, ISO, and IEC standards are in effect countermeasures against
the WTO agreements. However, their intended purpose is to reduce risks. The actual
battle often takes the form of an intergovernmental dispute. It doesn't make sense unless
the government has the will to protect the private sector. It is therefore necessary for
several companies in the same trade to unite in competition in order to obtain assistance
from the government. A company is unlikely to get government support if it acts alone.
That is because, in any such case, the company's opinion does not represent the consensus
of the industry. It is common business sense that you must eliminate any risk (i.e., get
your standard to become an international standard) if you can do so at low cost.

Standards developed on the basis of agreements and laws are different in concept from
those meant to establish specific lifestyles. During the standards development process,
however, consideration should be given to both of these two types of standard. For
member countries, agreements are akin to international laws. In contrast, laws are
usually intended for domestic application and should be dealt with individually by the
country concerned. Anyone can understand the ad hoc-type, positive business in which

private-sector firms excel. It is difficult, however, to comprehend the standing-type,
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negative business that public organizations do so well. Public organizations immediately
translate into regulating (authoritarian) institutions. Negative business is regarded by
public organizations as positive business and demonstrates their raison d'etre. For
private-sector firms, however, this negative business has two aspects - the aspect of
negative business of addressing the regulations introduced by public organizations and the
aspect of positive business of participating in the process of developing the regulations
being introduced by public organizations (positive business in the negative style). Using
fire fighting as a metaphor, the negative business refers to the act of putting out a fire
while positive business in the negative style corresponds to fire prevention activities.
The latter is crucial for companies to cut business costs, but the activity is rarely
understood or appreciated within corporate organizations. That is because no problems

arise when this activity is going well.

Chapter2 History of and Qualitative Shift in International Standardization

This chapter serves to warn those companies that are unaware of the changes in
international standardization, and lays out a course for transforming themselves to survive
into the next generation. Since the establishment of the WTO TBT and GP Agreements,
the significance of international standardization has changed, becoming more important to
businesses. China's entry into the WTO has increased its importance further. For
private companies, the meaning of international standardization is changing from the
sharing of technology with the focus on users' convenience to achieving an oligopoly with
the primary target of securing the company's profit (market dominance). China's
participation in the WTO denotes that international standards have become a required tool

for attaining market oligopoly.

Sectionl Two major events in the history of international standardization
Recently, there have been two major events in the history of international

standardization that are related to corporate business.
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(a) Conclusion of the WTO/TBT (1995) and WTO/GP (1996) Agreements

A specification is required to be made a de-jure standard if products adopting that
specification are to be incorporated into the social infrastructure or used by governmental
organizations in the future. It has become necessary to start de-jure standard
development efforts while considering future product market prospects.

(b) China's entry into the WTO (2001)

In China, a socialist state, national standards carry the same weight as laws. Some
people are concerned that China may establish de-facto standards by creating unique
national standards and forcing its 1.4 billion citizens to use those standards. A more
important aspect of this, however, is that international standards can mean the same thing
as national standards now that China is a member of the WTO. In every standardization
effort, the work of developing a de-jure standard must be begun as soon as the specification
is finalized and a licensing contract is finalized. This is a "move first or lose" situation.
From now on, we can no longer have de-facto standards that ignore a market of 1.4 billion

potential customers.

Note: Also among the standards-related WTO agreement is the TRIPS Agreement

(Agreement on Trade-Related Aspects of Intellectual Property Rights).

The business goal of companies is to acquire de-facto standards. The two big events
mentioned above have changed the interrelation between de-jure standards and de-facto

standards as follows:

- Before the conclusion of the WTO/TBT and WTO/GP Agreements (GATT era)
De-jure | de-facto (De-jure and de-facto standards are not related to each other.)
- After the conclusion of the WTO/TBT and WTO/GP Agreements (1995)

De-jure < de-facto (De-jure standards are the sufficient condition of de-facto standards.)
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- After China's entry into the WTO (2001)

De-jure > de-facto (De-jure standards are a necessary condition for de-facto standards.)

The conclusion of the TBT Agreement and then China's entry into the WTO have
drastically changed the significance of international standardization. Also, the general
market and that for government procurement continue to converge. In every
standardization effort, the work of developing a de-jure standard must be begun as soon
as the basic specification is finalized and the pertinent license contract is made. The
WTO has brought change to the meaning of de-jure international standards development,
making it a matter for intergovernmental negotiation. Will the Japanese government act
as a spokesman for a Japanese company, as its counterparts in the U.S. and Europe do for
their domestic companies? If the Japanese government will not do so, then the Japanese
company will have no option but to take preemptive measures on its own to counter the

WTO regulations.

Section2 Qualitative shift in international standardization, and the use of standards
as business tools

The significance of de-jure standardization, as promoted by a Japanese company is
changing with changes of the business environment. Simply put, the purpose of
standardization has shifted from ensuring compatibility and promoting popularization to
market acquisition for product business.

Here, to make the standardization process easier to understand, the discussion focuses
on the standardization of equipment and medium formats that assists in the introduction
of products to the market.

Careful consideration must be given to the WTO agreements when the same industries
exist in the U.S., Europe, and Japan. The need for international standardization tends to
receive insufficient recognition especially in those areas of technology, such as optical

disks and multimedia, where the Japanese manufacturers have an overwhelmingly
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competitive edge. In contrast, any standardization effort related to semiconductors for
which the U.S., Europe, and Japan each have an established industry, inevitably leads to a
standardization battle between them. In those cases where multiple sets of specifications
are developed within a single organization, those specifications may be standardized
jointly under a consensus of the member companies, resulting in multiple standards that
are similar but not the same, as in the example of the DVD format. If such similar but
not the same specifications are created by different forums, however, they will be proposed
separately to an international standardization body, which is highly likely to trigger an
all-out standardization battle as seen with BD and HD-DVD. It is important to recognize
this difference.

A noteworthy fact is that the WTO agreements can be exploited as tools for global
business by the leaders of standardization efforts while they may become an obstacle to
standardization followers in international trade. If you succeed in establishing a standard
ahead of others, you will gain a competitive edge in business, no matter how trivial that
standard is. This gives domestic production an advantage in international trade and
allows locally produced products to dominate the global market.

We have passed the era in which the focus is on promoting equipment standards,
recording/replay format standards, and storage medium standards. From now on,
electronics companies need to turn to standards related to active components
(semiconductors). System LSIs will produce software standards, and NAND flash
memory chips will yield recording/replay equipment standards. DSP (Digital Signal
Processor) technologies will give rise to interface standards. In addition to these active
component-related standards, standards for passive components and software will also

become important.

Chapter3 Main Battlefield for Future International Standardization
This chapter discusses the case of international standardization battles. It provides

hints for anticipating the future of the global business in general.
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Sectionl Importance of the Chinese and Indian markets

With the arrival of the 21st century, rapid de-jure standard development has become
essential to global business. You do not need to standardize everything you can, however.
That's the point. If you are working on optical disks, all you have to do is to create an
international standard for their physical format. You can claim that your product
conforms to an international standard, even if all of its specifications are not standardized.
There is no demerit in developing de-jure standards. The merits of de-jure
standardization have been advertising effect, maintenance of the standard, avoidance of
risks of antitrust law violation, response to the WTO agreements, etc. In addition to these,
China's entry into the WTO has made de-jure standardization a prerequisite for future de-
facto standards. For the WTO member countries, international standards are analogous
to national standards and vice versa. However, we should keep in mind China's particular
characteristic of being a socialist state. Most of China's major national standards (GB:
Guojia Biaozhum) are laws (mandatory specifications). Without complying with these
laws (developing international de-jure standards ahead of China), it is impossible to
acquire de-facto standards for the Chinese market and its 1.4 billion potential customers.
That means that acquiring international de-facto standards is also impossible.
Developing international standards ahead of China remains a viable approach until the
nation becomes capable of creating standards on its own.

As the tendency toward technology standardization is waning, that toward market
standardization is intensifying. In the 21st century, standards originated from the U.S.,
Europe, China, and India, each having a huge, culturally unified local market, are expected
to dominate the global market. The country with which Japan should partner is China
that has cultural similarities. For the time being, it is necessary to make the give-and-
take ratio of 1 to 9 look like 6 to 4. What is essential in semiconductor standards is
standardization of quantity. This has never and will never change. In terms of quantity,

the Chinese and Indian markets cannot be ignored. With the arrival of the 21st century,
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the standardization of quality has also become necessary. Merely doing what many of
our peers do makes us unable to develop quality-focused standards. It is also important
to note that a semiconductor company's development department is based in Switzerland,

a state with robust financial infrastructure.

Section2 From defensive (existing market-oriented) international standardization to
offensive (new market-oriented) international standardization

Japanese engineers are biased toward the typical 20th-century style of standardization
(de-facto standardization). While advocating the need for IT, many are not aware of the
significance of their business or the essence of the change they are undergoing. How
should we address this problem? The key to business is the difference between the era
of self-sufficiency (produce -> consume) and the IT era. The keywords are essential
commodities (clothing, food, and housing products), non-essential commodities (personal
preferences), production, DVB/CBD (Display-Visit-Buy or Catalog-Buy-Delivery),
consumption, and tools. We are now in an era in which we are seeking the creation of a
market that is based on quantity. Instead of people moving, goods such as essential and
non-essential commodities and the information about them now move. Furthermore, the
consumption of information requires writing and reading capabilities (tools). Some of

the IT markets that we have never seen in the past are listed below.

- Manufacturing and sale of non-essential commodities

- Manufacturing of electronic content (data, video, audio, money, catalogs, etc.)

- Deployment of electronic stores

- Advancement in electronic purchasing

- Advancement in electronic delivery (At the same time, physical delivery of clothing,
food, and housing products also becomes important.)

- Market for tools for using and consuming electronic content (conventional electronic

products)
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CD retailers and movie theaters (except those intended for socializing) will close
down. Not only insurance companies and banks but also real estate firms will see their
business mechanisms simplified by IT. It is necessary to keep in mind the differences
between clothing, food, and housing products (essential commodities) and entertainment
products (non-essential commodities) when doing business.

For semiconductors, international standards will become more unnecessary than
necessary. However, the same is true of anything else we care to consider. There will
always be a reason to make specifications (product) an international standard.

Let's move one step further and consider the relationship between electronic products
and consumers. A TV set is a typical example of an electronic product that is found in
every household. Another example, possessed by the majority of people is a mobile
phone, while one that is used in every workplace is a PC. TV sets, PCs, and mobile
phones are used in uniquely different ways. Their respective positions in the mainstream

consumer trend have changed as follows (from left to right in order of dominance).

- TV -> Mobile phone -> PC before 1990
- Mobile phone -> TV -> PC in and after 1990

- Mobile phone -> PC -> TV in and after 2000

TV sets have long been in widespread use in our homes. Since mobile phones and
PCs are late-comers, it is only natural that the ranking of the TV has dropped. PCs were
formerly a business tool and most commonly used for batch program processing (a series
of routines). Today's PCs are capable of interactive processing and no longer designed
for purely business purposes (processing of large amounts of data). This is
understandable because no user wants his or her PC to carry out such heavy work.

The markets for PC operating systems, MPUs, and software are in a complete state of

oligopoly. To overturn the status quo, there is no way other than exploiting the popularity
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of mobile phones. As is evident from the trend shown above, the mobile phone ranks in
dominance above the PC, which is in turn positioned above the TV. Allowing people to
use the mobile phone as a simple PC equipped with an MPU and to operate a screen-only
PC or TV remotely with that phone over a communication link (via a wireless or physical
connector) will completely resolve the present state of OS and MPU oligopoly. However,
this will require the consumer-electronics industry to collaborate with mobile phone
vendors. Leadership strong enough to bring together this collection of companies in
different trades will also be needed.

In the Internet era, the manufacturing and marketing of tools for production,
electronic catalog creation (for selling goods without physical stores), electronic
procurement (settlement), electronic delivery, and consumption offer huge business
opportunities. This is where there is some room for semiconductor sales and
standardization. For example, electronic products can be considered as being tools (or
equipment used as tools) for consuming audio and video content. The manufacturing
industry will fall into decline, albeit on a temporary basis, while the service industry
prospers. Domestic electronics companies have become subcontractors to NTT DoCoMo
and Microsoft. A new era will arrive, however, if electronics companies migrate from
manufacturing and marketing to manufacturing services. With its technological power,
the manufacturing industry has the fate of the service industry in its hands. Many
corporate executives, however, forget about their manufacturing business and instead turn
to the assembly business. The service industry may be able to use assembly businesses
as subcontractors but can never transform itself into a manufacturing industry. In

contrast, manufacturers can become service-sector firms as well.

Chapter4 Intellectual Property Rights, and Evaluation of Standards Experts
This chapter explains some common-sense rules for the handling of intellectual
property rights in international standardization. There is a widespread misunderstanding

about intellectual property rights in connection with international standards. Many
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people are concerned that getting their proprietary technology to be an international
standard will lead to the loss of the competitive edge that their patents afford them.
Countries like China that are less advanced in terms of international standardization have
a strong victim mentality, and there is a growing call for international standards setting

bodies to establish detailed IPR rules.

Sectionl Common-sense rules for the handling of intellectual property rights in

standardization

“RAND” which is frequently used in standardization is an abbreviation for
Reasonable And Non-Discriminatory terms and conditions. This means “Licensing of
patents included in standards must be on reasonable and non-discriminatory terms and
conditions.”

What are reasonable terms and conditions? What are non-discriminatory terms and
conditions? There is no definitive answer to these questions. In other words, at least
in the context of international standardization, the RAND principles exist only in name
and are not different from ordinary licensing conditions. International standardization
organizations avoid getting involved in patent issues. It is crucial to understand the
reason for this attitude. We also need to understand the difference in stance between

companies having many patents and those having almost none.

(a) Proceeding with the standardization process without delay requires that all essential
patents relating to the standard be identified in advance. That is impossible, however.

(b) A declaration of ownership of a "standard-related essential patent" can be made
freely. Anyone may or may not declare such ownership while the standard is being
developed. Standardization organizations have no penalties regarding this matter and
cannot create any. Whether there has been any intentional act is to be decided through

legal means.

99



vV R ARERFGE TBMS Vol.2 (2019)

(c) That a patent is a "standard-related essential patent" is verified in either of the
following cases:

- All experts directly involved in the standard development work acknowledge that the
patent in question is a standard-related essential patent.

- It is ruled by court that the patent in question is a standard-related essential patent.

(d) Some "standard-related essential patents" can be identified during standard
development, while some cannot. The following categories of essential patents have been
identified.

- True explicit patent: Patent declared and approved as an essential patent during standard

development

(To be decided either by experts engaged in standard development or by a court. Experts
are involved in the decision-making process, while the standardization organization is
not.)

- True non-explicit patent: Patent declared and approved as an essential patent after

standard development (submarine patent)
(To be decided by experts engaged in standard development or by a court. The court is

involved in the decision-making process, while the standardization organization is not.)

- False (temporary) explicit patent: Patent only declared as an essential patent during
standard development

(To be decided by experts engaged in standard development or by a court. Experts are
involved in the decision-making process, while the standardization organization is not.)

- False (temporary) non-explicit patent: Patent only declared as an essential patent after

standard development

(To be decided by experts engaged in standard development or by a court. The court is

involved in the decision-making process, while the standardization organization is not.)
Some of those patents declared as essential patents during standard development are

"essential patents" and some are "non-essential patents." Likewise, some of those

patents declared as essential patents after standard development are essential and some are
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not.

(e) As a result, what can be done by the standardization organization incapable of deciding
whether a patent is essential is limited to taking the actions described below. The
organization can scrap the standard only if the patent in question is either a true explicit
or non-explicit patent, as stated above, and if the party concerned rejects to comply with
the RAND terms and conditions.

- Gather information on all patents declared as essential patents it has come to know over
the period of standard development

- Clarify the RAND terms and conditions chosen for each of the patents declared as
essential patents

- Attach the gathered information, including whether the RAND terms and conditions are

accepted or rejected, to advance international standardization

Patent issues involved in standardization have been discussed here. However, are
they so important? Companies that use a standard do not conduct business in ways that
depend on the patent declarations attached to that standard. They use those patent
declarations attached to standards only for reference purposes. In fact, companies start
to use a standard only after they investigate all the patents related to that standard as
thoroughly as possible. In other words, patent declarations attached to standards are not
so important to companies. If a standard contains any patent that is not compliant with
the RAND policy, they can simply decide not to use it. Such a risk is unavoidable in
standardization. In the business world, it is the kind of risk that companies must face.

Even if a unified patent declaration form is introduced for standardization work,
whether to use that form and what to declare is up to those who make the patent
declarations. The call for patent ownership declarations is nothing but a request from
standards setting bodies. Note, however, that whether to abort the standard development
process is decided at the discretion of all the experts involved. It is necessary to

understand the difference in stance between companies having intellectual properties and
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those that do not, as well as the limit to what international standardization organizations
can do. If you do not understand other parties' stance, the mutual discussion will turn

out to be futile.

Section2 Thoughts on internal evaluation of those who are in charge of international
standardization

In Japan, we hear a lot about standardization-related work not being recognized within
corporate organizations and standards experts not being highly praised. 1 find these
claims quite reasonable. Those in such occupations as doctors and lawyers receive great
respect from society. That is because people in these occupations have their expertise
acknowledged by government as exclusive rights and earn high incomes commensurate
with their status. Most standards experts are not highly paid. It is not so outrageous
for them to want to be more highly evaluated than ordinary salaried workers.

The work of standardization requires two kinds of expertise — technical and political.
Political expertise means the ability to negotiate. Standards experts come from the field
of engineering, and many of them do not have negotiation experience. Therefore, they
tend to lack political expertise. In the standardization process, they need to negotiate
with their own and other countries' governments, standards setting bodies, corporate
entities, and so forth. It is natural that standards experts are required to have an
understanding of the technology concerned. At the same time, they also need to
understand the roles of the various people and organizations involved in standardization.
Otherwise, they cannot get a grip on the entire standardization process. Without the big
picture, they never know where they stand. That prevents them from thinking about
taking a step forward, resulting in their standardization efforts lacking strategy.
Standardization requires strategy.

In companies, there are two types of work. You can understand one type of work
just by staying inside the company, while the other type of work cannot be understood as

long as you just stay inside. The work of standardization, which involves participating
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in committees of external bodies, falls into the latter category. Even if you explain to
your boss about the standardization project you are working on, he or she will never
understand what you are doing, unless the boss has some experience of standardization.
It is also hardly thinkable for a president of a company to have some experience in
standardization. Standardization work is difficult to evaluate.

Let me explain the two types of work in companies as taxation work and tax payment
work. A "per step tax" that requires you to pay 1 yen in tax for every step you make may
sound outrageous, but levying a tax on an appropriate target can generate huge revenue.
And the person in charge of the tax is praised. This is because the result is evident to
everyone. On the other hand, if someone stands up in resistance to an outrageous tax
plan and has it called off before it is openly executed, no one applauds that person because,
as a result, nobody has suffered the misery that that tax could have caused. If, however,
the outrageous tax scheme is in place and some other person runs around trying to raise
the money to pay the tax, that person's activity draws attention and he or she will be
commended. Firefighters get credit for putting out fires, not preventing them. The same
holds true for standardization efforts. The work of standardization will never be
appreciated unless corporate executives get into hot water. Standardization requires
tactics, too.

You cannot build a strategic standardization organization unless you make conscious
efforts to establish such an organization and to develop human resources. For companies,
both work and training are vital on a daily basis. The task of training personnel cannot
be accomplished by people who are not well versed in the world of international
standardization. Do not entrust work and training to people who lack appropriate skills.
People to whom you assign these duties should preferably be those who have worked
overseas (and this does not mean someone who has simply served in an overseas post).
You need people who are capable of transforming themselves from lecture listeners into

lecturers or from someone sharing information into someone that originates information.
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Conclusion

Standardization tools are trash unless you put them to effective use. The world of
international standardization is complicated. Without grasping every detail of that world,
it is impossible to promote international standardization in a strategic manner. You
cannot take precise action for international standardization, at least, unless you are well
versed with the details of the international standardization systems in general such as
activities of ITU, ISO, IEC, and ISO/IEC JTC1. You also need to understand those of the
national standardization systems and activities of the U.S. (NIST/ANSI), Britain
(BSI/BEC), Germany (DIN/DKE), France (AFNOR/UTE), China (SAC), Korea (KATS),
and Japan (JISC), as well as the regional standardization organizations and activities of
CEN, CENELEC, ETSI, ECMA, IEEE, etc. Abundant experience with the standardization
work of these organizations is also required.

You can provide a comprehensive response to international standardization only after
you understand and experience the work of de-facto standardization (negotiation, logo
usage, patent licensing, and forum management) as well as the work of de-jure
standardization (participation in many organizations, technical committees, and
management committees, and the maintenance of standards). You need to deal with the
change of the times based on your understanding of and experience with these two kinds
of work.

If Japanese industries continue to develop technologies as in the past, new extraneous
systems of standards will be established naturally in the Internet era. These are different
standardization systems from the conventional one, which you cannot recognize unless you
have a broad understanding of the business in the world. Traditional international
standardization efforts have been aimed at offering convenience to consumers around the
world. The time has arrived, however, when the meaning of "techmnical standards"
should be interpreted more broadly as "business standards." Without being confined to
a limited framework of technical standardization, the knowledge and experience of the

standardization staff members should be utilized for the future of the business in Japan.
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In this article, I have provided the reader with a systematic summary of international
standardization business, with the focus on what concerned the business of private-sector
firms. Unless you get the whole picture of international standardization business and
gain a deep understanding of its substance, you cannot comprehend where Japan stands in
the industry. Nor can you develop strategic business ideas as to where Japan should be

headed in the 21st century.

Note: The content of this thesis is derived from the knowledge and skill that the author

has gained as his rich experience through working for a long period in the world of

international standardization. Therefore, there are no references listed here.
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Preface

Firstly, we would like to provide a historical overview of corporate control and
governance conditions in Japanese companies.

Until 1945, Zaibatsu controlled Japanese companies. Zaibatsu were controlled
by the Iwasaki, Mitsui and Sumitomo families. Zaibatsu companies controlled
through holding company systems.

After the Second World War, Zaibatsu were divided and families were ejected by
the UN, mainly led by the United States. Then, main companies remained. They
had holdings in each other and so they remained strong. The companies controlled
business groups. Business groups were controlled by top managers of main
companies. Control was based on stock holdings in each others’ companies.

In 1990, the bubble economy burst. Main big companies sold off most of the shares
they held. Shares were bought by European and American funds, so- called Vulture
Funds. Vulture Fund management theory is shareholder value management. They
restructured Japanese companies and improved ROE. Then, after stock prices had
risen, they sold out at large profits. We called that management style not control,
but governance. They applied to join the stock market and appointed external
directors, as well as affecting the companies’ management indirectly.

After 2000, shares sold were bought by the Japanese government, the Bank of
Japan and the GPIF (Government Pension Investment Fund), together known as
Governmental Funds. These Governmental Funds introduced ESG management,
recommended by the United Nations. Then, the management principle was not
shareholder value management, but stakeholder value management. The Funds
pay attention to maintaining the stock prices of Japanese companies and, at the
same time, social value. Governmental Funds keep stock prices stable and pay
attention to improving social value. We call this management style governance.

Next, we would like to explain the business conditions for Japanese companies.
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Figure 1

Control and Governance of Japanese Companies
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1. Management and business conditions in Japanese Companies
a. Sales volume — Fortune rankings

Japanese companies have recently lost their international competitiveness and
their ability to attract investors. This has happened for a number of reasons, some
of which are highlighted here.

American Magazine ranked fewer Japanese companies in the Top 500 by sales
volume. While 145 companies made the list in 1995, only 52 were listed in 2016.

Lower rankings for Japanese companies have been caused by the rise of Chinese
companies. However, American, British and European companies have not been
affected significantly by this rise; only the rankings of  Japanese companies have
dropped considerably. This phenomenon has been and remains a serious cause for

concern.

Figure 2 Fortune Global 500

1995 2016
us 151 |US 134
Japan 149 | China 103
Germany 44 | Japan 52
France 40 | France 29
UK 33| Germany 29
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b. Return on equity is low

In comparison with other nations, return on equity (ROE) in Japanese
companies is low. We compared the ROE of big corporations in the U.S., the UK,
China and Japan. Low ROE in Japanese companies causes delays in production
and reduces efficiency. Therefore, Japanese companies receive low ratings from
internal and external investors.

Figure 3 shows that the ROE of Japanese companies is 11.89%. In comparison,
ROE for companies in the U.S., UK and China is about 20%.

Figure 3 Comparison of ROE with other nations

Nation ROE
Denmark 34.67%
UK 22.46%
us 21.99%
China 19.02%
Germany 16.21%
Japan 11.89%

Source: YCharts.com.

c. Stock prices are stable
Since Japanese stock prices are stable, Japanese companies receive low ratings
from internal and external investors.
Figure 4 shows the movement of stock prices in US dollars (1989 prices = 100).
The Japanese rate is below 100. In addition, although American, British, French
and German stock prices fluctuate, a general upward trend is evident. Thus,

Japanese stock prices are not attractive to investors.
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Figure 4 Japanese stock prices remain stable
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2. Management and business conditions and corporate governance

a. Few foreign and female managers and staff are accepted on boards and as

managers.

Recently some companies employ foreign or female executives and managers.
But compared with US and UK companies, numbers are very small.

The corporate governance revolution in Japan has been delayed. International
investors have criticized the corporate governance of Japanese companies, more
specifically the fact that there are no foreign or female directors in Japanese
companies.

In Japan, board members are elected by the chairman and the president, whereas
in the U.S., Europe and the UK, they are elected by the investors.

The Japanese government has introduced a non-executive director system.

In Japanese companies, the boards of directors have failed to introduce not only
foreign and female directors, but also foreign and female staff members.
Consequently, the management revolution and improvement have been delayed.
Why has this happened? While companies in other countries employ multinational
staff, Japanese companies tend to favor Japanese staff and have, for the most part,

avoided recruiting and employing foreign talent.

b. Ownership

From the point of view of governance, we will look at the holding structure of
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ownership.

The Japanese government, the Bank of Japan and the GPIF own shares in blue
chip companies.

NTT and Japan Post were originally government companies. Governmental
holdings remain the largest single shareholder in both companies.

The Bank of Japan’s shareholdings are increasing.

The composition of the GPIF portfolio includes domestic shares (23%).

Then stock prices build up and also corporate governance is affected strongly
by the government. In America and European countries the building up of stock
prices is led by institutional investors. In Japan it is by governmental initiatives.
This is a Japanese characteristic.

Ownership of shares or stock depends on the government.

Figure 5 Main Shareholders of NTT

Government 32.3%
Japan Trustee Service 4.2%
NTT 3.8%
Japan Master Trust 3.3%

Figure 6 Main Shareholders of Japan Post

Government 63.29%
Japan Master Trust 1.73%
Employee Shareholding Association 1.39%
Japan Trustee Service 1.29%
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Figure 7
The Bank of Japan has holdings of Japanese stocks and shares.
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Figure 8

The GPIF own shares in Japanese blue-chip companies

Rate of Return : +1.52%
Earnings : +2 trillion 380 Billion
Asset management amount : 159trillion 215Billion
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Figure 9 Composition of GPIF portfolio

Domestic national and corporate Bonds 37%
Domestic shares 23%
Foreign Bond 14%
Foreign shares 23%
Short-term investments 3%

This all affects the independence of corporate governance.

3. Purpose of Corporate Governance and its expansion

a. Profitability

In the second half of the 1980’s, corporate governance focused on profitability.
The background was that institutional investors (pension funds, insurance
companies and trust funds) whose shareholdings had been rising and firmed the
ground, had great influence over corporate boards.

In the first stage, institutional investors had some influence on corporate boards
because of their big shareholdings, appointing their own executives.

In the second stage, they checked management policy.

Also committee systems on compensation, nomination and auditing were
introduced and they valued the CEO’s and CFO’s works. They governed their
company in order to contribute to shareholders value, through checked sales
volume, business profit, efficiency effect and ROE.

Therefore the purpose of corporate governance was the pursuit of profitability and

contributions to shareholder value.

c. Social responsibility

The purpose of corporate governance has expanded to include social
responsibility. We would like to pick up the idea of environmental preservation.

Environmental preservation originated from human life in ancient times.
However, serious environmental preservation started from the industrial
revolution in London. Noxious industrial waste polluted the River Thames. Also

carbon dioxide emissions spewed into the air in London.
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Firstly environmental preservation happened in a part of the Earth, not
everywhere on the Earth. However carbon dioxide is destroying the Earth due to
over-consumption. Consumption of coal and oil is depleting the ozone layer and
causing ecological damage. In addition, plastic garbage causes ecological damage.

The preservation of the environment has brought human beings to a survival
crisis. Solutions to environmental problems have been a priority matter for
companies and executives.

Japanese companies and the Japanese government are strengthening their
resolve to find a solution, but they are passive in comparison with other countries.

Japanese corporate social responsibility is a joke internationally. Japanese
business won a booby prize for its dependence on fossil fuels and lack of social
responsibility at the Rome International Congress.

An international environmental NGO has given Japan its satirical "Fossil of
the Day" award, following a comment made by a Japanese Cabinet minister
suggesting reluctance to do away with fossil fuels.

The NGO, Climate Action Network, presents an award to parties deemed
reluctant to address global warming every day during the UN climate change
conference. This year's conference, COP25, is now being held in Madrid, Spain.

The NGO chose Japan, Australia and Brazil as the first recipients of this year's
award on Tuesday.

Japan was chosen for "continued coal addiction and expansion.”

An official of the NGO quoted Tuesday's remark made by Japan's industry
minister Hiroshi Kajiyama, who said the country wants to keep thermal power
plants using coal and other fossil fuels as an option.

On Monday, the first day of the conference, UN Secretary-General Antonio
Guterres appeared to step up measures to tackle climate change as well as stop
the use of coal power plants.

A woman from a Polish NGO said Japan should shift to renewable energy. She
added that she hopes that it will show a roadmap in that direction at COP25.

d. Ethics and fairness

After the 2007 Financial Crisis, ROE at many companies decreased sharply.

In such surroundings, executives at companies, with the purpose of raising ROE,
started accepting managers’ severe attitude towards workers.

In Japan, Mitsubishi Electrics is a traditional high-profile company. However

one of their workers killed himself. He hoped to work in sales but was ordered to
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work as a programmer. He felt huge pressure and his spiritual condition
deteriorated.

In many cases, managers order workers to do work that is not their job, and that
they have not been trained to do.

Also, more senior workers order younger staff to do more and more work.

Another case occurred at Dentsu. A female Tokyo University graduate
committed suicide because of her overloaded working schedule

A young worker at Yamaha Corporation killed himself. The reason was power
harassment by his managers. So Japan is not so good in this area.

Next, in Japan many scandals occurred. For instance, Kansai Denryoku, an
electric company, took a lot of money in bribes from small companies in Fukui
prefecture. These small firms wanted to build atomic power stations for Kansai
Denryoku. Gold bullion and other expensive items changed hands. Kansai
Denryoku used this money to build atomic power stations while claiming taxpayers’
money, too. However local communities oppose their construction, following the
Fukusima incident. Kansai Dennnryoku’s top managers are representative of
Kansai business circles. Fukui prefecture invited the business in spite of public
opinion, hoping for business chances, and the national government gave them
large funds to buy votes.

Therefore, today’s corporate governance should demand a high quality of ethical

mind and a sense of fairness, we think.

4. Recent progress in Corporate Governance in Japan
a. ESG and SDGs
What is ESG and SDGs?
Japanese companies introduce ESG and SDGs initiatives.
E stands for Environment, S for Society and G for Governance.

ESG investment means investing in companies that pay attention to ESG. In
the environment this entails reductions in CO2 emission and good management of
chemicals.

In society, it means responsibility for human rights, and activities contributing
to local communities.

Governance means compliance with corporate law and guidelines, independence

from external directors, and disclosure of corporate data.
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This investment is based on PRI, the Principles for Responsible Investments,
which were suggested by the United Nations in 2006, and are the standard for
investment behaviour. The PRI are related to the measures of corporate
investment value by American and European institutional investors.

ESG investment contributes to good corporate management, sustainable growth
and long-term investment, but is impossible to check from accounting data. It aims
to minimize corporate risk.

We would like to focus on Toyota Automobile Company.

What is ESG strategy of Toyota Automobile Company?

Toyota is afraid of disappearing in 2050 because of Carbon Dioxide and
Environmental Problems. Carbon dioxide is destroying the Earth. A Toyota
Lexus emits about exhaust about 5000 litres of exhaust funes an hour.

Also, recently many traffic accidents in Japan happened to elderly people. So
Toyota need to develop cars that use artificial intelligence.

On October 12th 2016, Toyota and Suzuki automobile companies made an
agreement for a business collaboration regarding the environment, safety, IT and
the development of self-driving vehicles. Environmental technology is regulated
worldwide. This, as well as self-driving automobiles, safety and IT are being
discussed as part of this collaboration.

Also both companies hope to develop new markets, especially India. In addition,
small cars will be researched. This is very important for Toyota, so they are
collaborating with Suzuki.

Suzuki has its strength in small cars in the Indian market. But hybrid cars and
Al are areas where they are lagging behind.

The automobile industry has big regulations on CO2(carbon dioxide) and artificial
intelligence, particulary Toyota and Suzuki.

The Paris Agreement was adopted in December, 2015. It was hoped that it would
reduce the greenhouse effect to zero by 2050 and thereby both protect the Earth
from global warming and reduce it as the Earth has warmed by 2 degrees since
1967. The Earth has warmed since the Industrial revolution.

This agreement was to go into effect 30 days after its acceptance by 55 nations.
On October 5th, 2016 74 nations accepted the agreement. Those countries’ total
ratio of CO2 emissions was 58.82%. This is very fast for putting an agreement into
practice. However President Trump has rejected this agreement. And so now we
can not predict even the near future.

The automobile industry is interested in AlI, because Al has already been
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introduced by some automobile companies. In Japan many traffic accidents happen
due to human error. It is recognised that people are a problem.

All automobile companies hope to introduce Al because the environment requires
high levels of recognition of traffic conditions, safety through human and machine
collaboration, advances in research and study. The next generation of technological
development will see automobile companies collaborating with external research
institutions, for example Google’s self-driving car.

Toyota and Suzuki have designed human driving but for the coming age of Al,
they should design non-human driving. In the near future the car industry will be
controlled by Google and Microsoft. Toyota and Suzuki will disappear-by 2050.

2016 to Today: M&A for ESG in investment. This is a company pusuing social
value. As a result corporate stock price increases. Then this M&A style is in the
hope of picking up both shareholder and social value.

For instance, Toyota does the best it can to reduce CO2 and change to electric
vehicles. Artificial intelligence in self-driving cars is another area they are

exploring.

e. EHS and Working Style reforms

EHS means Environment, Health and Safety.

EHS i1s mainly generalized in European countries.

E means the environment, but it is a little different from the E in ESG. In ESG,
the environment means the natural and social environment, but the EHS
environment means the workplace and labour environment. People can not work
efficiently without a good workplace environment.

Then, workers who are not in good, healthy condition can not concentrate on their
work. Also working surroundings need to be safe. So workers can be more
productive.

Therefore, for example, the pharmaceutical industry started the PSCI — the
Pharmaceutical Supply Chain Initiative for ESH.

Also in Japan, the Ministry of Economics, Trade and Industry has selected what
they call “White companies” and “Black companies”. This is to introduce
management points and strategic points for the healthy management of workers.
The Japanese government has introduced the Health and Safety principle into the
concept of corporate value.

Unpaid overtime is to stop in small and medium-sized companies from April

2020. We are looking forward to Japanese management improving corporate
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governance.

We should focus our attention on redressing long working hours.

Introduced on 1 April, 2019 Work Style Reform is intended to improve
working conditions such as redressing long working hours and the low wages of
part-time workers.

The ultimate goal of Prime Minister Abe’s work style reform policy is to realize
Japan’s Plan for Dynamic Engagement of All Citizens, which is a measure to
combat the decreasing labour population based on the aging society problem.

This regulation allows eight hours per day of ordinary working hours and forty
five hours per month (about two hours per day) of overtime.

This policy cuts abuse of overtime work without pay, long working hours,
disparities and so on.

This reform went down well with young workers. In particular, workers from 20
to 30 gave a favorable response. But workers aged 40 to 50 do not have a good
1impression of the policy due to jealousy.

We should focus our attention on redressing long working hours.

5. Conclusion

In Japan, the management style has seemed to move from shareholder value to
the harmonized form. But in fact, the style is under the initiative of government.
That to say, it is under the policy of power. Management is not determined in
coordination with stakeholders (community, worker, consumer, banker and
shareholders, etc.).

This style is same as the management in socialism nations. We think
management policy should be determined by free competition and stakeholders
consultation, not by big shareholders and institutional investors.

Therefore, ideal corporate governance is to check the process until management
determination of the stakeholder consultation. Governance is to exclude
shareholder value management and the power initiative.

In Japan the subject of corporate governance is to bring up and assure

stakeholder consultation.
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