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Abstract
Most large firms in most countries are family firms, andoplems associated witldynasticcontrol are

thus a first order corporate governance problem in much of the worlthe persistence of arranged =~~~
marriage and the practice of adoptingnew adult sonsif biological sonsprove OAE OA D brnadkd OE 1 C0

Japan a uniquely useful laboratory for exploring these issudsherited family firms are more
important in postwar Japan than generdf realized, and also performwell on average Non
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despite the last being much smaller and young®ktore importantly, perhapsplood heir-run family
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becausehe non-consanguineous heijob motivatesprofessionalmanagers,and becausehe threat of
displacementencourageslood heird A A£AHiudd capilalAccumulation mitigating the secalled
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elsewhere, arrangemarriages persistin many developing countries, and may explain the persistent

ubiquity and survivalof family firms in those economies
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Adage explaining why Japanese business
families rejoice at the birth of a girl!

1. Introduction

Chandler (1977) argues that business families cede control over big business enterprises to
professional management as economies develop. Yet most large firms in most countries, including
developed countries, are family firms (La Porta et al. 1999). This finding motivates renewed
interests in the costs and benefits of family business (Anderson and Reeb 2003; Bertrand and
Schoar 2003; Burkart et al. 2003; Smith and Amoako-Adu 2005; Villalonga and Amit 2006; Perez-
Gonzalez 2006; Bennedsen et al. 2010; and many others).

The benefits of entrusting corporate governance to business families are potentially large.
First, parents might gain utility by enriching their children; indeed, loyalty to blood kin appears
intrinsic to human nature (Fukuyama 2011). Business dynasties also often have substantial family
wealth invested in their firms; and a powerful, talented, and entrepreneurial shareholder whose
interests align with high share valuation can be a potent force for good governance (Shleifer and
Vishny 1986). Dynastic governance could also potentially promote long-term planning and a
AOOET A OO goddAnarkel ddwdOreassure business partners in countries afflicted with
dysfunctional courts and governments. Were exceptional entrepreneurial talents reliably inherited,
biologically or environmentally, family firms would dominate economic activity. While
entrepreneurial talent clearly deviates from IQ test scores, it seems plausible that both pass
similarly unreliably from generation to generation (Herrnstein and Murray 1994; Heckman1995).
Consistent with this, Bertrand and Schoar (2006) find little persuasive evidence in the literature
supporting hereditary corporate governance in developed economies. Rather, family firms appear
rife with governance and incentive problems.

A powerful shareholder who lacks talent, or whose interests deviate from high share
valuation, can become entrenched and persistently retard firm performance (Morck, Shleifer and
Vishny 1988; Stulz 1988). Moreover, restricting the top job to family truncates non-family

AoAAOOEOAOSE AAOAAO 1 DOEIT 1 Orbblerk in A® Riing 4hd rAténtioAdf OA OO A

talented professionals (Aronoff and Ward 2000) and limiting the efficacy of CEO tournaments in

eliciting lower-l A OA | AAAOOEOAOGE AEAEI OO0 j, AUAAO AT A
1996). Perhaps most damning, the US Gilded Age tycoon Andrew Carnegie (1899) famously

21 OAl

ATTEAAOOOAOG OEAO ETEAOEOAA xAAl OE OAd pheribed 1 U AA/

supported in US tax data (Holtz-Eakin et al. 1993) z that implies a worse than imperfect
inheritance of entrepreneurial talent. The # EET AOA DB OT OAOA O xuhtd h fikd
CAT A O Av@lEdUmindrizes these dangers.

The greater importance of family firms in countries with weaker institutions (La Porta et al.
1999; Morck and Yeung 2004, Fogel 2007) suggests a trade-off. Weak institutions magnify the
importance of a reputation for fairness and reliable connections, both of which can perhaps pass
more reliably across generations than entrepreneurial talent. Dynastic governance may therefore
provide a feasible second best solution around dysfunctional institutions, such as weak shareholder
rights (La Porta et al. 1999; Burkart, Panunzi and Shleifer 2003) or widespread corruption (Khanna
and Palepu 2000; Khanna and Rivkin 2001). Consistent with this, family firms generally perform
better in less developed economies (Khanna and Yafeh 2007) and worse in more developed

1 Referenced, with minor differences in wording, by Esaka (2001, p. 263-269), Nomura (2006, p. 134), and
other major works on Japanese business families.
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economies (Bennedsen et al. 2007; Morck, Wolfenzon, and Yeung 2005; Villalonga and Amit 2006).2
Japan is a high-income economy with well-developed institutions (La Porta et al. 1997), and
its big businesses are generally described as professionally managed (Chandler 1977; Porter 1990).
However, a panel of nearly all nonfinancial firms listed from 1949 (when stock markets reopened
after World War II) through 1970, and followed until 2000, shows inherited family control
commonplace, and heir-controlled firms outperforming otherwise similar professionally managed
firms. These results are highly robust and an analysis of succession events is consistent with family
AT T O00Tihgd OBADA Brd Qthel thain the converse.
To explain this seeming paradox, we highlight two unique practices of Japanese business
families: marriages explicitly arranged to inject new talent into family businesses and adoptions of
promising adults as principal heirs to family businesses. Indeed, many business families employ
both simultaneously. These practices motivate the introductory adage, AT A AOOET AOO EAI
traditional celebrationof A AAOCEOAOOS6 AEOOE xEOE OAA OEAA O 1A
adopted son-in-law (Morikawa 1992).
The form of arranged marriage emiai (lit. arranged seeing) has the daughter meet potential
grooms selected by negotiation between the families. Market makers (nakedo) provide potential
sons-in-l Ax8 O EAIl EIl E A OtheXfamiyhistokibs Ofprodb@tive birides, family finances,
Al A OF AEAI OOAOOON Al A Sl Afolntib on prépedideQdns-iEA T E1 E A
1 Ax08 Al El EAOhRbe sAiin-ixAx 36 A EXOIA@IOK OU OOAT OAOEDOO
success to-date (Applbaum 1990; Blood 1967; Hamabata 1990; Vogel 1961). Business families are
thought to select sons-in-law primarily for business acumen, actual or potential; with graduates of
elite universities especially sought after and the daughtersGlove interests secondary, or even
irrelevant (Hamabata 1990). While only about 10% of marriages are now arranged, powerful
business families are prominent in that decile (Hamabata 1990). Moreover, as recently as the 1950s
and 1960s, fully half of marriages were arranged in metropolitan Tokyo, with the fraction much
higher in rural areas (Blood 1967); and Applbaum (1990) estimates their overall incidence at 30%
a few decades later. This makes the practice relevant for our sample period. Our data show
mAOOEAGCAO 1T &£ AOOET AOO A£AI EIl tofAndfagers fe@ahmi2A@bnadl A OET
through the postwar era, with sons-in-law (including formally adopted sons-in-law) taking charge
in roughly 10% of family businesses successions.
Japanese families may also adopt a new adult son if nature disappoints by providing no
natural son, or only inadequate ones. Business families often adopt new sons from among their
most promising top managers (Chen 2004). The adoptee legally takes the family name, swears
allegiance to his new ancestors, and in most instances also marries a daughter of the current
patriarch. Adult adoptions are the predominant form of adoption in Japan, but are vanishingly rare
elsewhere in Asia and the West.3 This propensity to adopt highly successful adults, rather than
needy children, evokes rebuke from foreign scholars and child welfare advocates alike.*

2 For a counter example to this generalization, see Sraer and Thesmar (2007), who find that between 1994
and 2000, family firms, including those run by descendents, outperform non-family firms listed on the Paris
bourse. They attribute the superior performance of family firms to lower labor costs, perhaps stemming from
a quid-pro-quo where family firms offer better job security in return for lower wages.

3 Adult adoptions were known in the ancient WesO8 4 EA OCT k Nervd Triah, @ddrd Antonius
Pius, and Marcus Aurelius 7 each an adopted son of his predecessor, ruled the Roman Empire from 96 to 180
A.D. z its longest span of good government (Gibbon, 1776, bk. 1 c. 1). The era ended when the stoic
philosopher, the Emperor Marcus Aurelius, could not bear disinheriting his biological son, the eponymous
Emperor Commodus, whose reign of terror ended with his assassination in 193 A.D.

4 See e.g. Hayes and Habu (2006), who describe the effect of AAT DOETT O 11 AEEI A xAl EFAOA |
Japan.



Such adult adoption practices remain commonplace in post-war Japan Z roughly 10% of the
family businesses in our sample pass down to a son-in-law, adopted son, or adopted son-in-law - for
brevity we refer to all three as non-bloodheirs. We posit that this practice might invigorate family
firms both directly and indirectly. Most directly, non-blood heirs presumably displace very low-
talent blood heirs, diminishing the left tail of the talent distribution and expanding its right tail. Less
directly, professional executives can aspire to become O Olinfl Ax 6 h  A®oAd 7 of) hdrit-
based jobs unavailable to MBAs in other developed countries. Likewise, blood sons, contemplating
displacement by a non-blood heir, dare not let their talents and energies be deadened. Just as the
threat of a hostile takeover, more than its actual occurrence, spurs professional managers to
efficiency, OEA OEOAAO 1T £ AEODI AAAI Ady e CArtlegidcon@dukeO OA 06 OT 1

We posit that these efficiency-enhancing effects explain the persistence and prosperity of
large old-money family firms in postwar Japan. We speculate that these effects might generalize to
other countries, and that arranged marriages might similarly professionalize family firms
elsewhere, even absent adult adoptions, allowing the upsides of dynastic corporate governance to
outweigh its downsides. Consistent with this, Mehrotra et al. (2011) find sociological proxies for
the incidence of arranged marriage highly positively correlated with the prevalence of family firms
across countries. These findings also contribute to a growing body of evidence linking firmé O
strategies and performance to CEO characteristics associated with talent (Bertrand and Schoar
2003; Bennedsen et al. 2010; and others); and supports the basic theses that CEO talent Z variously
associated with unique creativity (Schumpeter 1911), rationality (Knight 1921, c. 9), and foresight
(Hayek (1941, 334) z is a scarce and valuable factor of production.

The remainder of the paper is organized as follows. In section 2 describes Japanese
adoption practices and highlights their stark distinctions from those of other countries 7 Western
and Asian. Section 3 describes our data and variables; and section 4 contains our empirical test
results. Section 5 concludes.

2. Uniquely Japanese Institutions?

Differences between Japan and other countries are easily exaggerated. However, arranged marriage
has persisted more tenaciously in Japansthan in most other high-income countries; and Japan
unquestionably has a unique concept of adoption. These institutions provide a unique setting in
which to study family firms.

2.1 Pitfalls of Dynastic Corporate Governance
Inherited corporate governance is subject to three fundamental problems: heirs who do not inherit
business acumen, truncated career incentives for non-family executives, and heirs whose privileged
upbringing renders them unqualified to govern a great business.

Leading a great business requires intelligence; though perhaps of a form different from the
general intelligence measured by IQ tests. Business acumen may depend on social or emotional
intelligence (Thorndike 1920; Payne 1983); and perhaps on other dimensions of intelligence
(Gardner 2007), any of which may complement general intelligence (Cote and Miners 2006).
Business acumen, like other human traits, plausibly regresses to the mean: outliers with extreme
traits arise occasionally, but each successive generation of their descendents averages ever closer
to the global population mean (Galton, 1886). General intelligence is, at most, only partially
inherited (Herrnstein and Murray 1994; Heckman 1995; Devlin et al. 1997), so it seems implausible
that such traits as constitute entrepreneurial talent would reliably run in families either.

Second, hereditary corporate governance limits the tournament competition in the CEO

5 See, among others, Hamabata (1990).



labor market, whereby slight edges in CEO talent elicit huge compensation premiums (Lazear and
Rosen 1981; Demsetz 1996). Tournament competition can be efficient because even a small edge in
CEO talent, applied over the assets of a large firm, can constitute an economically significant
competitive advantage (Frank and Cook 1996); and because the tournament elicits effort from
ambitious professional managers throughout the firm. Restricting top jobs to family should be
costly on both counts: First, the most talented potential CEO in the family is unlikely to better the
most talented potential CEO in the population (Burkart et al, 2003). Second, because professional
executives at a family firm are ineligible for the tournament, their effort correspondingly wanes, or
growslessAl ECT AA xEOE OE Ahey®hé todté@npliréniodng f & ko familf: fidin
to have a shot at the top job.¢

A third reason for doubting the efficacy of dynastic corporate leadership is the O# AOT ACE A

AT 1 E A Aésg Ahgtdhe wealthy should bequeath their fortunes to schools, libraries, parks,

music halls, and the like, the US steel tycoon Andrew Carnegie (1891) writA 04 OOEA PDPAOAT O

leaves his son enormous wealth generally deadens the talents and energies of the son, and tempts

him to lead a less worthy and less useful | E EA OEAT EA Coadudigyxhat@Beritsdl O1 A8 0

wealth is destructive to both the heir and society, Carnegie urges that those who accumulate great
fortunes to use their wealth during their lifetimes to leave a legacy of elevated social welfare.
Empirical studies in developed economies generally find heir-controlled firms to
underperform significantly (Morck et al. 1988, 2000; Bertrand and Schoar 2006; Bennedsen et al.
2007; Villalonga and Amit 2006; Miller et al. 2007; and others). Studies to the contrary generally
OO0A A@OOAI AT U AOT AA AA mRAEBGA GidAfit 200&) 7GoE~ANarkple,U
Anderson and Reeb (2003) number founder-controlled firms such as Berkshire Hathaway and
Microsoft Al T T @milyOfirms6 ) T EAOEOAA AT ObPT OAOGA AT 1 00I
performance because firmsGshare prices drop immediately upon news of the CEO job passing to an
heir (Smith and Amoako-Adu 2005; Perez-Gonzalez 2006; and others). Holtz-Eakin et al. (1993)

returns before and after receiving legacies. Business historians Landes (1949) and Chandler (1977)
attribute high-income AT OT O OE A O fuccelsAd their highek incidences of professionally run
big businesses.

In contrast, family businesses perform well in developing economies (Khanna and Palepu
2000; Khanna and Rivkin 2001; Khanna and Yafeh 2007). This is attributed to a higher value of
AOOET AOO AEAI E I ciphabatnid ®dks® ©01duptdi (KHarkd and Palepu 2007), a greater

importance of businefOO £AT E1l EAOS D inlsuehehvikohhentd(Mdrdk At AlRE05)] a0

dearth of professional managers (Khanna and Palepu 2000), and other potential advantages of
dynastic governance attaining salience amid weaker institutions. However, another possibility is
that highly successful family firms may emulate professionally run firms in ways not immediately
obvious to researchers, but economically significant nonetheless.

2.2 Arranged Marriage as Executive Compensation
Historical studies of especially long-lived business dynasties highlight arranged marriages injecting
talent when nature disobliges (James 2006; Landes 2006). Mehrotra et al. (2011) find family
businesses more import in countries with higher scores on a set of sociological variables that
arguably reflect the incidence of arranged marriages, and posit that a secular decline in arranged
marriage in many countries bodes ill for family firms as an organizational form.

But where arrange marriage persists, and sons-in-law are selected for talent rather than a

6 For example, Renault CEO Carlos Ghosn quit Michelin after it became clear a Michelin family member
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I Ax DIl & @Wkaldifod effort, male professional managers may face stronger incentives to
work hard than in comparable family firms where daughters marry for love. And blood sons who
risk displacement by a son-in-law selected for business talent dare not rest on their laurels as
comfortably as heirs whose sisters marry for love.

Arranged marriage, though declining steadily in importance, has persisted more tenaciously
in Japan than in other high-income countries. Survey data show arranged marriage rates falling
from 70% in the 1940s to 50% in the 1960s to 25% in the 1980s to less than 10% at the turn of the
century. In earlier decades, families arranging marriages sought "objective status factors such as
the relative social standing of the two families, present and potential, economic earning power of
the husband, appearance and refinement of the bride, all of which can be investigated by the nakodo
[marriage broker]" (Vogel 1961:115. Also Blood 1967; Hendry 1981). Applebaum (1990) finds

OAAAT O AOOAT GCAA 1 AOOEAGCAO OAIlI UET CHahmdbataG®91B3)AOT U O

quotes a Japanese CEO describing business families recruiting for adopted sons and sons-in-law
among recent graduates of Tokyo University, the top-ranking national university.

Because sons-in-law are selected on such economic criteria, arranged marriages make sense
for business families, explaining their special persistence in that demographic, even as the practice
fades among average Japanese couples (Hamabata 1990). Underscoring this logic, sons-in-law
genuinely attain top positions in dynastic businesses. For example, Hamabata 1991:100-11) relates
the saga of a business family whose patriarch, disappointed with his eldest son, named his highly
talented son-in-law his successor (OBDT 1T OEA 1 AOOAOS8 O DPOIT I EOGA OI
the head office). The blood sons ran subsidiaries, mostly badly; but a younger blood son
demonstrated unexpected business acumen and succeeded the son-in-law some years later.

2.3 Adult Adoption as Executive Compensation

Horiej pwooq A@bPl AET O O0)O0 xAO AilTi11T DOAAOCEAA

without discrimination among relatives or non-relatives, and let him inherit the ie (house), not only
when the ie lacked lineal heirs, but even in case the heir lacked the capacity needed to inherit the
e8d6 +1 1T AT jpwwng AT A "EAPPO jc¢nnmq OAI AOE 1
link this to adopted heirs. Adult aadoption remains unremarkable: Paulson (1984) finds 30% of
survey respondents affirming O AT  AeAwlastafdong their relatives.0 Comparative statistics are
difficult because many countries keep adoptions confidential, but Yamahata (1977) estimates
adoption far more popular in modern Japan than in any other country, save the United States.

Japanese adoptions, like Japanese arranged marriages, retain a distinctly mercantile ethos.
While most U.S. adoptees are children, Japanese adoptees are overwhelmingly adults. In 2000, the
US recorded over 127,000 adoptions, 31.4 adoptions per 1000 births, with 2.5% of all U.S. children
adopted z quite likely the highest figures in the world (Bernal et al. 2007; U.S. Census Bureau 2003).
Excluding step-parent adoptions, Moriguchi (2010) estimates 20.4 child adoptions per 1000 births
in the U.S. in 2000, but only 1.6 child adoptions per 1000 births in Japan that year. In contrast, only
1,356 of the 80,790 adoptions registered in Japan in 2000 were of children; and of these, 362 were
by grandparents or step-parents. The other 79,434 adoptions, 98% of the total, were of adults.

Since 1988, Japanese law permits two forms of adoption (y6shi).” Special adoption
(tokubetsu yosh), emulating Western adoptions, permanently transfers a child younger than six
(eight in certain foster care cases) to adoptive parents. This new, imported, and rarely used
procedure severs all legal links between the child and its biological parents, and is designed to
advance the welfare of a needy child (Hayes and Habu 2006). Japanese courts approve only a few

7 This discussion follows Hayes and Habu (2006:c1).
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hundred each year: 521 in 2000, 362 in 2001, and 350 in 2002.8

The traditional form, now called ordinary adoption (yoshi engumior fltsu yoshj, remains far
more common. The adoptee is usually an adult male who, in return for an inheritance, agrees to
carry forward the adoptil ¢ /AT E | BRoth partibsAolthk 8ansaction must be over fifteen, the

age of consent, or court approval is required7Z A @AADO &£ O AAT POEI 1 O dp£

children (Civil Code §798). The adopted heir must also be at least a day younger than the adopting

parent. ! AT DPOAAOS AOAOACA AGCA /ot thh AdstBr@jbrityl of aBoPtionk O A O

registered each year are between consenting adults (Bryant 1990, p. 300). Elsewhere, adult

adoption is vanishingly rare (Kitsuse 1964)2/ o ( A1 1 T OAT j¢nnwq 11T OAO

tradition of providing for the adoption of adults, is without any comparable precedent among
AAOAT 1T PAA 1 AOET T 0856

[Table 1 about here]

Table 1 summarizes adoptions by legal form, as well as by adoptee age. The adult adoption
proportion rises through the decades, averaging 97% to 98% since 1990. Thus, of the 83,505
adoptions registered by Koseki offices in 2004, only 1,330 (1.6%) were of children z 332 (0.4%)
special adoptions of needy children and 998 (1.2%) ordinary adoptions of minors.1? Higher child
adoption rates in the earliest decades perhaps reflect war orphans.

Ordinary adoption sanctifies the voluntary severing of most, but not all, tieO OT T 1
parents and their replacement with fealty to new parents. The adoptee may remain in contact with
his birth parents, and may even inherit from them. If the adoptive relationship is disrupted, the
adopted child may return to his biological parents. Most ordinary adoptees are adult sons (Paulson
1984, p. 165, 289) because the practice is designed to rescue biologically ill-fated families, not to

Qu

provide for a needy child.!? Hayes and Habu (2006, p. 1) elaborate: O! AT BOEIT 1 O AA1

reconstruct patriarchal families.0 Parents who adopt adult sons either lack biological sons or desire
better quality sons than nature provided. Nakane (1967) argues that families seldom disinherit a
biological son in favor of an adopted son, but ethnographic work convincingly refutes this.
Beardsley et al. (1959) report one or more instances of adopted sons superseding biological sons in
the histories of 25% to 33% of rural families; Pelzel (1970) finds such successions in 25% of the
families in his; and Bachnik (1983) reports a 34% incidence.

Pre-modern records indicate even higher such incidences (Bachnik 1983, p. 163), perhaps
partly in response to inheritance laws. Edo law required an entire ie to pass, in its entirety, from
one patriarch to the next 7 a designated male of the same family name (see e.g. Rohl, 2005). Each
family thus required a male successor, lest the ie pass to the state or distant cousins. Adult
adoptions provided the solution. The Japanese government now limits adult adoption for related

8 Hayes and Habu (2006, Table 2:137).

9  The Common Law, from which most English speaking countries derive their legal systems, initially did not
sanction adoption. Although the practice occurred informally, adoptees could not inherit unless named as
heirs in a legal will. The U.S legalized adoption in the mid-19t century, and the UK followed in 1926 (Bryant,
1990, n. 6) Adult adoption, though legal in 47 U.S. states and the District of Columbia, remains rare and
controversial for subverting gay marriage restrictions. Thus Wadlington (1966, p. 409) thunders that "our
present system of adoption is designed to create through artificial means something resembling as closely as
possible a normal parent-child relationship and not a freak or totally new form of relation.”

10 Koseki Offices, located in municipal offices, register all births, marriages, adoptions, address changes, and
deaths.

11 The remainder include minors as well as adults of both genders, but the vast majority are presumably
males. A stigma attaches to adopting females because of past abuses.
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reasons. The 1988 revision to the tax law prevents testators from evading inheritance taxes via
multiple adoptions. Thenceforth, an adopter with one or more biological children may bequeath to
one adoptee only, and an adopter lacking any biological children may bequeath to two adoptees
(Nakagawa 1991, 89). A parent might still adopt many sons in order to have a broader choice of
successors, but since only one may inherit, the supply of eager second, third, and fourth adoptees
may be meager.
Nonetheless, the tradition of adult adoption still lets the patriarch of a family business adopt
a new son, say, a star employee, should his biological sons prove uninterested in, or incapable of,
honoring the family name. This occurs with some regularity (Paulson 1984, 165-75; Kurosu 1998;
Hayes and Habu 2006, p. 2). For example, Kajima Construction, one of the largest construction
businesses in the world, is a family firm run by a succession of adopted heirs for three generations.
Morinosuke Kajima, a son-in-law adopted into the Kajima family, served as the first post-war CEO.12
He passed over his biological son to name his two adopted sons CEO and Chairman. Both married
+AEEI AGO AET I 1T CEAAI AAOCEOA OO38n-laivhstehdedsraOFEDto OEA U
ChaiOi AT AEA -1 OETT OOEAGS O Aahnd thet nipfe Ariefly thénleither eBpeA A O #
son. Other well-known Japanese firms that make use of adopted sons from time to time include
Bridgestone, Panasonic, Suzuki Motors, and Taisho Pharmaceuticals.
Calling ordinary adoption a transaction is appropriate. Hayes and Habu (2006, pp. 2-3)
Aogbi AET OEAO OET *APAT AOA O1 AEAOU OEAOA Ail OET OAO
adoption arrangements. There is a fairly widespread view that it is ethically acceptable for parents
to become adopters for worldly objectives, even if they do not intend from the outset, to love the
AEEI A AO OEAEO | x186 ,AAOA jpwywh P8 cmoq Al AOEEE
irrelevant to the mandate of professional succession, and often were completely absent from the
adoptive relationship z even where the adoptee was destined to become the new head of the
El OOABI |1 A80o
In this context, the dictionary translation of y6shias adoption might be contested; perhaps
with protégé substituted for adopted sonFamily business patriarchs elsewhere may have protégés
xET AAAT I A .BdiJdpdndse aduit hddpdees acquire the family name and ancestors, and
inheritance status and a social position equal to that of a comparably placed biological son. Indeed
next head of the family. Thus, the common translation of ydshias adoption seems apt.
This echoes a linguistic ambiguity as to what constitutes a family versus a firm. A Japanese
family business is referred to as a house(ie or ), as in the House of Mitsyibut ie also means family

or householdi4 This conflation also occurs in West, as with the House of WindsoAT A * 808 -1 OCA
19th century bank, :the House of MorganRepackaging a business as a family is readily dismissible as
OAT EAAT 1T CEAAT 1T AEOOAAOGEI T AOldhikhréys AU AABAGOAMTAD (&

2006, p. 12). But somethmg more is clearly going on where an adopted top manager subsequently
becomes the head of both the adopting family and its business.

Economists might envision AAT DPOETT AO A 1 EAAOAT AAADPOAOEITT A
Oi O0060i 1 61 6 OECEA O AEAI AAOOEA@&MmE%9PmQMdOO EE A
rings true to an extent. Haynes and Habu (2006, p. 12) accept OEAO OOEA 1 GahilylaiD A A O x /
business concerns, potentially at least, forms an integrated social ethos in which the aspirations of a
powerless child can find a placed but caution against pressing this too far, suggesting that many

ordinary adoptions are within extended families. Contradicting this, Macfarlane (2002) observes

12 The Japanese title shachois variously translated as presidentor CEOWe adopt the latter throughout.
13 Quoted in Hayes and Habu (2006, p. 11).

14 The ie lost its legal status after World War II (Oppler, 1976, pp. 116-120); but Bachnik (1983) outlines its
continued informal usage and the difficulties this causes translators.



OOET OA xEI xAOA AAI POAA xAOA 110 1TAAAOOAOEI U 10 A
studies supporting OEA OEAx OEAO OAAT BOEIT 1T AAAAT A -BoddmAAEAT EC
Japan. In our sample, adopted successors at Kajima Construction, Suzuki Motors, Taisho
Pharmaceutical, and were entirely biologically unrelated to the controlling family. Our data thus

APDPPAAO AT T OEOOAT O xEOE - AAZEAOI ATAGO AOOAOOEIT T N I
biological ties is impracticable given our data, and thus lies beyond the scope of this study.

Foreigners periodically seek to change Japanese adoption practices, which distress both
Chinese and Western sensibilities. Chinese legal imports, beginning with the Taiho Code of 702 A.D.,
sought to impose Confucian morals restricting adoptions to blood relatives (Mass 1989, 9-11, 25,
72).In seeming deference O1 %O OT PAAT OAT OEAEI EQEAONK3)mandnkd 6 O EI P
that the adopted child be at least a day younger than the adopting parent (Takenoshita 1997, p. 9).15
Both imports sought to fit Japanese pegs into foreign holes. The Taiho Codewassi | T  OEI DOT OAAG
AT A T 1TAAOT OACEOOOEAO O1 i1 AGEI AOG 1TAO A UI 01 CAO DPAO
1991, pp. 232-4).

Foreign criticisms of Japanese adult adoption practices are not entirely groundless. Before
the Great War, families adopted children as de factoslaves, sold by their biological parents; and
brothel owners adopted their prostitutes.6$ OA £O0 AT ACAOO AAAAT A OiI 11U OI1l
to escape conscription (Paulson 1984, 278-9). Adult adoptions are also used to hide affairs or to
circumvent money lending laws (Bryant 1990).

"00 *ADPAT 30 Apefhhp® evoleA tomiénindtibnObecause they challenge
conventions of other cultures. Elsewhere in East Asia, adoptions are a duty of blood relatives, but
OOEA 1| 1 (»Ans & Ed@flicnis#E have not constrained non-relative adoption in Japan to
TAAOI U OEA OAI A AAC D®B8%Asechltd BAInOIAW, 080 K But thetphadite
also evokes condemnation in Japan. Dazai Shundai (1680-1747), a Confucian traditionalist,
AADPTI T OAO * APAlesp@iaQEAQTI ADADAAOBDHOO6 AT A OPOIT I EOGAOI O
AGAl p1 A 1T £ MBAM. 189 qupting’Kikby £A908); and the 19t century historian Shigeno
'TAEE jpyyxq AT i PAOAO @&EohAimporkadbdicafién (LEbA 1988 p. BOET T O

Japanese also feel emotional distress when adopting an adult son to displace a blood son as
principal heir. Hammabata (1990, p. 45) describes a family business matriarch who OAT O1 A AAOAI |

OOAT A OEA DPAET | £ OAAI EUEIT C OFEWAQiltimakely acfptdd thac | O1T A T
OOEA DI OEOEIT 1 &£ Ei OCAET T A EAAA TAAAAA O AA EEII
AEOOEB8SO

Western observers may fail to comprehend the point of non-consanguineous heredity.
Hamabata 1991:90) explains that the current family patriarch, regardless of all recent and past
OETTAQGETTO T &£ AlTTA 1 ET A®lld tudrEtgEhehdtellold althrfpbi@ @ EEO 1 |
the nearest ancestral tablets, and claim that the crowd composes his direct antecedents. Adopted
sons, or adopted married couples, brought in as successors a few generations back, are
conveniently forgotten8 Be continues OEAO OOEA AT 1T AAD Or nbthing HAOAKRT O EAO
genealogical relationships. Rather, it serves as an ideology that orders the history of the ie.0  4icE A
requires an heir capable of governing the family wisely and the family business profitably. Given

5 ADAT 8O0 AAT POAA #EOEI #1 AA EO AZOANOAT O1 U AAOAOEAAA
inheritance concepts, and Western advisors at the time apparently genuinely believed this (see e.g. Morris,

1894). However, Bachnik (1983, esp. pp. 168-9) explains at length how the Japanese wording of the Meiji Civil

Code clearly permits the continuation of traditional adoption practices. See Wadlington (1966) on the

importance of age differences in U.S. adoption law. See Rohl (2005) for a description of the development of

civil law in Japan from 1868 to the post-war era.

16 Oppler (1976, 113 n 3; Paulson (1984, p. 271 & 275).
17 Quoted in Hayes and Habu (2006, p. 11).



this imperative, Hamabata (1991:91) spells out that (patrilineal descent may not be real in
biological terms, but it is real in the realm of the symbolic and the emotive.0

Adoption as a form of executive compensation is (as far as we know) a uniquely Japanese
practice and may differentiate its family businesses fundamentally from those in other countries.
)T AAAAh #EAT j¢nntq AOCOAO OEAO OEEO DPIiET O EO
ownership, organization, and managemel 06 | £ AOOET A OGhicdCLd lbgplpfreedf * ADAT
family ownership and control, and those in Korea, which resemble large pyramidal structures
controlled via an apex family firm. Certainly, the pay-for-performance dimension of becoming the
next patriarch, and thus the steward of a vast family fortune, is not usually included as executive
compensation (Kubo 2005).

2.4 High Powered Incentives?
Because the incest law only proscribes sex between biological siblings, a daughter and adopted son
may marry. The great Tokugawa era merchant families could thus reward a star manager with an
arranged marriage to a daughter, adoption as a new son, or both (Morikawa 1992). Hayes and Habu
jcmmeh B8 pq AAOAOEAA Eix OZAIEIEAO xEOE OOPAOAI
marriage and adoption to families with daughters;0 but families with unsuitable sons could also
recruit a muko ydshi a husband-who-is-also-an-adopted-brother for a selected daughter. That a
term exists for this attests to its everyday acceptance. Paulson (1984) reports 55% of adoptions in
1981 to be of sons-in-law. Of course, if a desirable potential son is already married, an adult
married couple can also be adopted in a single transaction. )
Becoming a business family DAOOEAOAES O 1T Ax O O Akeappatedt 6 OT T h
of a great family business, is an immense reward. However, augmenting this with an arranged

Marriage to a daughter provides an advisor who, as family matriarch, can contain family disputes
and manage difficult relatives who might otherwise prove disruptive. Further, adoption gives the
son-in-law a higher status within the family than a mere son-in-law, however important to the
family business, would merit (Hamabata 1990:149).

The extent to which this distinction matters for our purposes is unclear. For example,

Hamabata (1991:151) describes a son-in-l Ax OAET OAT AO OEA OOAAAOOI O Oi
OEA TA@0 DPOAOEAAT 66 1T & OEA ZAIT EI U AOOET AOGO Ai PEOA
EATEITU TAITA A0 Al 111 x0 0)1T AOAOU 1 GEAOGfadkGDAAOR |
yoshi: the joseif AAOCEOAO8O EOOAAT A iTOAA ET O OEA DI OEOE
she, not he, would be expected to assume responsibility for Muramoto household properties,

ET Al OAET ¢ OEA 1 AOGA OO heh thildéek wolldmothé dorisifleted Ot@hadoE 8 N
(outside grandchildrenq 8 A OO COAT AAEEI| i&whh vould BE expectdd to-aoumA | T O1
OEA - OOAITOT 1T AT A 8 siddesborshif in thd nexOgenhrAtionS BowdzbrQuch

cases may well be exceptional.

Why, then, do many sons-in-law accept an arranged marriage without adoption? Japanese
adoptions-cum-marriage are an extreme variant of matrilocal marriage wherein a married couple
OAOEAAO xEOE OBsAsuch thefERedald QingEAyindsty Chinese uxorilocal marriage,
another extreme variant of matrilocal marriage wherein a son-in-law acquires the family name of a
sonless couple but also a severe social stigma (Lu 1998). The muko-yo6shi is not so stigmatized, but
can be disparaged as cold-bloodedly ambitious. Hamabata (1991) describes how stressful a
business Z£A | EdedisfdrOto adopt a son-in-law can be for the daughter selected to (bear the
burden of mockery that is surely to be encountered for marrying a man who is willing to give up the
name of his household.0 Hamabata (1991:150) further quotes a daughter selected to marry an
adopted son:



O Awkoyoshil EEA 11 00 1 AT 8 EO AOEOAT AU EEO AAOEOA

of financial success. The difference between a muko-yéshi and other men, however,
is that he is willing to find success through marriage, through a kind of marriage that

xI Ol A T AAT CEOET ¢ ODPb EEO EI OOAET I A80 1 AiIAnh

ET OOAET T Ah AT A AOOOI ET ¢ A Direbyec@tng dffticsT EEO
xEOE 110 111U OEA 1EOEIC I AiAAOO 1 &£ EEO

history, with his ancestorsaswell,.7 EAO EET A T &£ [ AT x1 01 A Al

G

x E /E/
El 60O

OEAOQe

(AO AT OxAO EO OEAO EA 1000 AA OAOEOAT e AQE MG AGOEIT

muko-yoshi might be so ambitious that he would be driven to put his individual interests before
OEl OA 1T £ OEA EI OQWliEd perBapsOnsuffi@enthy appreciatived fdrdthe adopted
01160 DOAOGET OO0 AAI EI U Oabidhfakdthd drighA equilly bellnde® tor
sacrificing his birthright to rescue his financially troubled former family. Nonetheless, resigned to
her fate, the bride-to-be AT T A A A Auko®dshhdde n€ressary for the continued existence of

AT 1T PAIT

households, but unfortunately, as taninj | OOOEAAOOQh OEAU AAIf mafridgdAO AA

alone can deliver sufficient financial rewards, a talented manager in a family business might be
tempted to accept the son-in-law position and forego the social connotations of augmenting this
with an adoption Z especially if his position within the business family is secure.

The above is a vast oversimplification, but conveys the gist of non-consanguineous heredity
in dynastic Japanese family businesses. We distill three potential economic implications for family
businesses, which our empirical analysis subsequently explores.

First, a business family, confronted with an heir who is unqualified or ill-disposed to take
over, can readily recruit a son-in-law and/or adopt a new son who is more able. Considering a non-
blood heir lets family firms expand their successor searches beyond biological sons, and even
beyond blood kin and current in-laws, to include virtually the same applicant pool a widely held
professionally managed firm might tap. This broader talent pool could let Japanese family firms
boost their odds of succession to a highly talented heir.

Second, professional managers working for a Japanese family firm are not automatically
excluded from the top job of heir. Japanese family firms could thus, in theory at least, induce the
tournament competition that professionally-run firms elsewhere use to elicit effort from rising
executives and put the most able manager in charge.

Third, the mere possibility of displacement by a non-blood heir might induce a greater work

AOEEA ET AETITIT CEAAI AEEI AOATh A& O OOEA Al AAOGO O1°
more competent youngeroraAT DBOAA OI 1 xAO ADPbPI ET OAA OF OOAAAAA (

(Burke 1962, p. 109). Displaced biological sons are not abandoned, but become secondary members
of the family. For example, Hamabata 1991:153) describes a biological son displaced by a son-in-

I Ax AO OOAT O O OOOAU AO #1 OT Al AO A ODPAAE

OAOGOOT EA AiOI A AAGCET AiBITUIATO O 6OOEAAS
OAET T1 1T £ SuthGthrieshnightBliovZC18tént non-blood heirs, even if rare, to mitigate the
Carnegie Conjecture that inherited fortunes deaden initiative and blunt talent.

2.5 AnExample of the Succession Pocess

Suzuki Motor Corporation relies extensively on adoptees for the top job, which is currently held by
Mr. Osamu Suzuki. Born Osamu Matsuda, he graduated from Chuo University in 1953, and worked
at a bank until 1958 when, at age 28, he was adopted by the Suzuki patriarch, Shunzou Suzuki,
married a Suzuki daughter (Shoko), and took the Suzuki family name z all simultaneously. Osamu
joined 3 O U Okok&rd i® 1963, became President in 1978, and Chair in 2000. Figure 1, plotting
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This succession continues a long Suzuki tradition of handing power down to adopted sons
gua sons-in-law. Osamu Suzuki is the fourth in a succession of adopted heirs to serve as CEO of
Suzuki Motors. Osamu, in turn, designated his son-in-law, Hirotaka Ono, as his heir, passing by his

biological son, then with General Motors, who nonetheless AOAT OOAI 1 U EI ET.AA
%@D1 AETET C EEO AEIT EAAIhter@gohagddndiefporieric&) @rio 6 mdreédchpa
/

comparedto (my)so86 )1 A OOAT Ablity triGniadd bldod tikd fok théditdpfoh. - O 8
unfortunate premature death forced Osamu to return as Chair and CEO in 2007.

This case illustrates a typical Japanese family business adoptee. A university graduate in his
mid-to-late twenties, the adoptee is very likely to marry a daughter of the current patriarch. He
joins the family firm, rises through the ranks, and usually reaches the top job by age fifty. This long
tenure in the family firm provides sufficient time for the ruling patriarch to observe, assess, and
groom the adopted heir apparent.

The sequence of events can vary somewhat. For example, the patriarch might choose a
capable current employee to marry his daughter first, and then formally adopt him later. For
example, Yasuda ZenjE Oe h B A O Olreivad Fagiidalfindnciél Erdup (zaibatsu), passed over his
three biological sons to groom his son-in-law, a 27-year-old employee and Tokyo University
graduate, as his heir. The new son not only changed his family name from Iomi to Yasuda, but also
changed his given name from Teichi to Zenjiro to affirm his status as heir apparent. The Yasuda
were not unique; recruiting heirs from among top managers was not unusual among pre-war
zaibatsubusiness families (Kerbo and McKinstry, 1995).

The adoptee can, like a biological son, be disinherited if he does not meet expectations,
though this is extremely rare. The patriarch can designate a second adoptee his heir, or pass over
his adoptee and designate a biological son. For example, in 1920, 13 years after the adoption, the
Yasuda patriarch disinherited his adopted heir, who was then vice president. Legal dissolution of an
adult adoption is possible if the adoptee disappears, deserts his new family, or returns to his old
family. Dynastic families typically have a family counci| at which the heads of different branches of
the family resolve issues that arise between them; and in prewar times, family councils have on
occasion successfully dissolved an adoption amid an unfolding succession (Rohl, 2005). Our
postwar population contains no instances of such dissolutions.

[Figure 1 about here]

3. DataDescription

We begin with the population of all 1,433 non-financial firms that listed in all Japanese stock
exchanges (the Tokyo, Nagoya, Fukuoka and Osaka stock exchanges) from 1949 (when markets
reopened after the war for new listings, as well as previously listed prewar firms) through 1970.
We follow these firms from 1962, when standardized financial disclosure begins, until 2000 or a
delisting, whichever comes first:8/ OO T AAA £ O AT i bl AOGA AAOA 1
board, and financial variables during that period cuts the sample to 1,367 firms. Our sample thus
includes 95% of the population of listed firms during this window.

3.1 Data sources

Our ownership data are from the Development Bank of Japatatabase for 1981 through 2000, as
are our accounting data from 1962 through 2000. The Toyo Keizaidatabase provides information
on stock prices and boards from 1989 through 2000. For prior years and years with missing data,
we hand-collect ownership, board, and financial data from hardcopy annual reports available at the

18 From 1970 to 1990, only 31 firms in our sample delist. A further 95 delist from 1991 through 2000. The
remarkable longevity of Japanese firms prior to the 1990s corroborates Fogel et al.(2008) on this point.
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Institute of Innovation Research of Hitotsubashi University.
Ownership data disclosed in annual reports include: (1) the stake of each of the top ten
shareholders, (2) the combined stake of all banks and other financial sector firms, and (3) the
combined stake of all other firms. Board data include detailed information on AAAE AEOAAOQI O
education (alma mater, major, and graduation year), birth date, year initially hired, year appointed
to the board, years made CEO (shachg and Chairman (kaicho), and prior work experience.
7A EAAT OE £U A AlyEons@Efng théf@lowshE iredsA(®) commemorative
volumes (shashi) celebrating FE O 08 AT, [2f Tofole(d Shimhddha (1995), (3) Nihon
Keizai Shimbun (2004), and (4) company websites. To identify relationships within the founding
family, we use various Japanese language sources: (1) Tokiwa Shoin (1977) provides the family
trees of 1002 business leaders, (2) a series of books published by Zaikai Kenkyusho (1979, 1981,
1982, 1983, 1985) provides the names of family members of the boards of listed firms, and (3) a set
of thirty-eight Nihon Keizai Shimbun (2004) volumes provides the biographies of 243 prominent
postwar business leaders. Additional information on family relationships is obtained from the
following sources: Japanese equivalents of 7 ET 6 O pubKshed by Jinjikoshinjo, the Nikkei
Telecom 21database of corporate news items published from 1975 on in the Nikkei newspapers
(Nihon Keizai Shimbunthe Nikkei Business Daijythe Nikkei Financial Dailyand the Nikkei Marketing
Journal), company archives, Koyano (2007), and website searches.
Using all this information, we annotate family trees with the names and business roles of
all biological and adopted i AT AAOO 1T £ AAAE AEOI 60 £ O] AidentGy AAI EI U
AAAE EEOI 8 O ufamddeovnkre) pn@«Gcerfain dach CEO/Chairmand O OA1T AOET 1 OEED|
to the founding family by blood, marriage, or adoption.

3.2 Defining and classifying family firms

Previous family firm studies have been criticized for overly broad definitions of family firms
(Bertrand and Schoar 2006) that also include firms run by their founders. We therefore use an
alternative term, the Japanese word don(» fi , lit. bosg, and designate firms run by their founder or
their £/ OT AAOOGS EAEOOh addanfirm$ . CEAAT 1 0 AAT DbOAAN

We consider the individual who establishes a business as its founder. For example, a
business established in the Edo period, restructured into a partnership during the early Meiji era,
incorporated in the early 20t century, taken public in the 1920s, and relisted in 1949, is founded by
the person who first established it in the Edo period.

"U 000106 xA 1 AAT OEAO OEA & O1 AshbstantiaDequisi OT AET ¢
stake or a substantial role in management. We thus define a donfirm as one with a member of its
founding family (or family® €@undation) listed among its top ten shareholders or serving in a
leadership position either as CEO (shachg or chairman (daihyo torishimariyaku kaichq. If only one
£ 01T Al ¢ £ZAITEI U 1 AT ARO £EOI £FEIT 1 O OEA ook Ifaddtia OAT AT O
one founding family member appears in these roles, we define don as the one serving as CEO or
chairman. If both positions are occupied by members of the founding family, we take the donas the
older. Thus, if a founder is a top ten shareholder, but does not serve as CEO or chairman, and an heir
serves in a leadership position, the heir is classified as don. This is clearly a judgment call, but we
presume that, in these firms, the heir is the actual decision-maker.

We designate firms lacking donsas non-donfirms. We thus employ the following indicator
functions 1;¢(k) in our analyses:

19 For lack of a better term, we use this archaic title for a high-status male, now seldom found except in
formal business letters. The title derives from the Latin dominus meaning lord, via the Portuguese dom
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We also partition non-don firms into those that had a don at one time during our sample period,
denoted former-donfirms; and firms that had a don at no time during our sample period, denoted
neverdonfirms.

Villalonga and Amit (2006) argue that some earlier U.S. family business studies misclassify
firms like Microsoft and Berkshire Hathaway, whose founders (Bill Gates and Warren Buffett,
respectively) explicitly bequeath their fortunes to charities, not their children. They therefore
recommend a tighter definition of family firms as those in which control has actually passetb the
Al 01 A A O6uddokfiArs £»axBly correspond to the broader category they criticize, and likely
also include many businesses that ought not to be considered family firms.

We therefore denote true family firms as those whose current don is the previous dond C
heir. This narrower definition understates the incidence of family firms, for it excludes firms run by
founders who plan to pass control to their heirs. However, it has the virtue of including only firms
unambiguously identifiable as family firms. Other donfirms z those still run by their founders z we
call founderrun firms. We formalize this with the indicator variables

o OF/E BOET OGAGOEOO & 01 AAO
/i o1 kRS i OEAOXEOA
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Finally, we partition true family firms into subcategories according to the position of the
current don and his relationship to the previous one. A firm whose current don serves as CEO or
chairman and is the previousdond O A E T 1 T C E ABldodhérfiim. Afin whoke cirrenfdon
serves as CEO or chairman and is the previous dond O A AT Pafoptdd sdd-inflaw, or son-in-law
we call a non-blood heir firm. Our data include no instances of daughters taking over. A third
category of true family firm arises where a biological heir ranks among the top ten shareholders, but
delegates both the CEO and Chairman positions to professional managers. These we denote
sarariman firms.zo

Our data contain no non-blood heirs adopted as children, consistent with the rarity of this
practice. All but two of the legally adopted heirs in our sample also marry a daughter of the
founding family.

Designating firms run by sons-in-law as non-blood heir firms is justifiable if the donsimpose
arranged marriages on their daughters, but may be problematic if daughters chose their own mates.
The former assumption is reasonable because arranged marriages (omiai), in which dons select
husbands for their daughters on the basis of business advantage, persist in Japanese business
families (Hamabata, 1991; Kerbo and McKinstry, 1995). Nevertheless, we recognize that adopted
and un-adopted sons-in-law may be either selected differently by the founder, or may be subject to
different incentives since it is only the former who enjoy full inheritance rights under the post-war
legal code in Japan. We return to this issue in the robustness section, where we compare
performance under adopted and un-adopted sons-in-law and find no material difference between

20 The Japanese term for a professional manager is sararimanh  /EOT | OEA UniICATECE 400M 1 A DC

connotes an executive who works long hours, but does not control his destiny.



the two, buttressing our contention that both sets of sons-in-law can be treated as one category.
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We have 62 cases of families succeeded by sarariman CEOs (founder to sarariman: 24 cases,
family to sarariman: 38 cases), who soon thereafter step aside for a family heir. News reports
clarify the temporary status of these interim CEOs: they are minding the firm while the designated
heir prepares to take charge. For instance, Takeda Pharmaceutical appointed company manager

EA BEOOIMEOCI BAOOAAOT AU A BOT AZAOOET T /

Yoshimasa Umemoto (unrelated to the family) CEO while OEA AAT ET1 U3 0 HKIADECT AOA

Takeda, aged 46, readied himself. Kunio ascended to the CEO job shortly after turning 50. Similarly
brief interludes of professional managers in CEO positions also occurred at Pioneer, Toyota, and
other family firms.2! These are all clearly family firms, where interim CEOs serve as temporary
placeholders, not as masters. Their controlling families are clearly not permanently handing over
power to professionals. We therefore define sarariman firms as those whose controlling families
delegate management to a chain of sarariman CEOs. We exclude successions to sarariman who are,
in turn, replaced by family, blood or non-blood heirs. This is because our sample contains
successions where the old patriarch steps aside before the heir apparent is ready to take charge. In
such cases, a sarariman takes over as interim CEO amid a general understanding that the heir will
soon take charge. We revisit this issue in the robustness check section below to check if our results
differ if we include some or all such place-holders in the sarariman category.

The partitioning of family firms in [5], [6], and [7] raises the issue of whether non-blood
heirs Z adopted sons, sons-in-law, and both z should be compared to blood heirs or to sarariman
CEOs. In other developed countries, family firms often hire non-kin CEOs. Arguably, an adopted son
might be most readily comparable to a sarariman CEO with a very high-powered incentive-based
compensation package. Perhaps adopted sons are also placeholders, like sarariman CEOs, but
compensated differently.

We explore this issue by comparing tenures. Founders unsurprisingly remain at the helm
longest: serving for a mean of 30.23 years and a median of 30 years. Sarariman CEOs in family firms
have the shortest tenures: averaging only 6.31 years, with half gone after 5 years. However, blood
and non-Al T T A E Ads @rOdsen@allyl iddntical: blood heirs average 18.74 years and non-
blood heirs average 18.4 years; half of blood heirs are gone after 16 years and half of non-blood
heirs are gone after 17 years. We conclude thatnon-Al1 I T A EAEOO8 AT 1 OOT I
those of blood heirs, and that both are far more secure than the positions of sarariman CEOs.22

Figure 2 shows the number of don firms by year. The initial 1962 cross-section of our panel
contains 1,060 firms; and of these, 37% are donfirms versus 63% non-don firms. Of the don firms,
17% are founder-run and the remaining 20% are true family firms. Of the true family firms, 41 are
run by non-blood heirs 7 comprising almost a fifth of family firms and 4% of the full sample.

By the end of our analysis period, in 2000, don firms are 31% of the total, down 6% from

21 The mean age of the subsequent biological heir is 40 in these cases, consistent with sarariman CEOs
serving as placeholders until the heir matures.

22 Studying S&P 500 firms from 1992 through 2004, Coates and Kraakman (2007) report the mean tenure of
hired CEOs to be 5.5 years and that of equity control blockholder CEOs to be 13.4 years.
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1962. Founder-run firms decline to less than 1% of the 2000 sample (as founders retire or pass
away). True family firms represent about 30% of our sample in 2000, having held roughly steady at
this fraction from 1980 onwards. Non-don firms represent almost 69% of all firms in 2000.

The total fraction of don firms in Japan resembles that of family firms in the U.S. Fortune
500 reported by Anderson and Reeb (2003), whose definition of family firm resembles ours of don
firms. Thus, while neither America nor Japan is an economy of family firms, founders and heirs
collectively appear more important than generally accredited in both countries.

If family firms are defined as those controlled by second or later generation heirs, only 7%
of U.S. Fortune 500 firms qualify (Villalonga and Amit 2006). This is substantially less than the 30%
of our sample characterized by inherited family control. While the two samples are not directly
comparable,?3 our data reveal family control in postwar Japan to be undeniably economically
significant 7 a fact generally not acknowledged in discussions of Japanese corporate governance.

[Figure 2 about here]

3.3 Variables

A multidimensional approach to measuring firm performance is needed because Japanese law does
not mandate that firms be run to maximize shareholder value, and because banks and employees
interests are often posited to trump those of shareholders (Porter et al. 2000). We describe each
performance measure in turn. Summary statistics are in Table 2. Robustness checks using
alternative definitions of the variable are deferred to section 4.4.

[Table 2 about here]

Shareholder valuation
7A CAOCA OEAOAET | AADI DAN DG O MY Akt vAAEDdE@iIby
its replacement cost: that is, its value to all its investors divided by the cost of replacing all of its
measurable assets. ! EECEAO 1 1T AAT O OEA EEOI 60 OAI OA EO AOCI
Z presumed, partly at least, to reflect superior past and/or expected future management. Average Q
ratios, measured relative to industry benchmarks to exclude factors beyond mal ACAOO08 AT 1T OOT |
therefore sensible measures of the quality of corporate governance (Morck et al. 1988; Gompers et
al. 2003; Bebchuk and Cohen 2005) when stock markets are passably efficient, and perhaps even
amid common bubbles (Samuelson 1998; Jung and Shiller 2005).

We define market valueAO OEA DOEAA 1T &£ OEA AZEEOI 80 001 AE
outstanding plus the book value of its total liabilities. This values control blocks at public share
prices, consistent with the near-zero private benefits of control Dyck and Zingales (2004) and
Nenova (2003) report for Japan.

We estimate replacement cosas the book value of total assets plus adjustments for equity
holdings and real estate. Almost ten percent of the assets of the typical firm in our sample are
shares in other firms, and this fraction is much higher in many firms. These shares are carried at
EEOOI OEAAT AT 008 7A OEAOAE OA 101 OEPI U OEA ATTE (
the cumulative return on the Nikkei Index from when the equity was acquired to the present. To
estimate the age of equity holdings, we look at all past acquisitions and disposals of equity, and
assume that the most recently acquired shares are the first to be disposed of. Real estate holdings,
also carried at book, are adjusted analogously using the Japanese Real Estate Index.

23 Our sample includes almost all Japanese firms that listed up to 1970, but no newer listings. Villalongaand
T EO8O OAIPIA T &£ &1 OO0O0TA vnn ATTOAETO 111U OAOU 1 AOCA
smaller, and includes newer firms, whose founders are more likely to survive.



Current profitability

I 00 OAATTA DPAOAI Of AT Adurni oA dss2QGRDA), defided & Aphritingdrcomé & O

divided by replacement cost, as estimated above. Operating incomds earnings before interest costs,

tax, and depreciation and amortization. This figure captuOA O A AEZEOI § 0 AOOOAT O DOl A
of short-term financial performance.

Sales and employment growth
Japanese firms, at least for a large part of the postwar period, arguably sought non-financial goals,
such as market share or employment, rather than financial objectives, such as profits or
shareholder value (Aoki 1990; Porter 1990; Abegglen & Stalk 1985; Tsuru 1996; Geringer et al.
1999; Ahmadjian & Robbins 2005; Kubo 2005; and others); though others dissent (e.g. Kang and
Shivdasani 1995, 1997). Also, Sraer and Thesmar (2007) link relatively high family firm
performance in France to employment security, so Japanese family firms might also be more averse
to cutting employment than are other categories of firms. Regardless of the social welfare
implications of such alternative objective functions, the degree to which different categories of our
firms deviate from value maximization is of interest.

We therefore examine sales growth rates as one such non-financial performance measure.

We define sales growthAO OEA 11 CAOEOEI 1 &£/ OEA EEOI 60 AOOOAT O
sales one year earlier. Our second non-financial performance measure is employment growth
defineda® OEA 1 1 CAOE OE I nt yleafEnufitiefof ezl dPdesdleSs thi D@ of the

number of its employees one year prior. We also examine the standard deviations of these growth
rates in the robustness section below.

Control variables

The statistical tests in the next section are conducted with various control variables. Industry fixed
effects are defined using the two-digit Development Bank of Japan industry codes, and are included
to control for operating risk and other such effects. Year fixed effects likewise control for shifting
macroeconomic conditions.

We control for firm age and size because older and larger firms plausibly have both fewer
highly profitable growth opportunities and a longer history during which the founding family might
have been displaced or edged out of the top ten shareholders list. During our sample period,
Japanese banks influenced top managers at their client firms (Kaplan and Minton 1994, Morck and
Nakamura 1999), primarily to limit short-term downside risk and safeguard collateral (Morck,
NakamuOA AT A 3EEOAAOATE ¢nnngs8 "AAAOOA # %/ 086 AOAAAT I
bank oversight in more leveraged firms, we control for leverage. Note that corporate bonds were
rare and heavily regulated until near the end of our sample period, with leverage reflecting
primarily direct bank loans and, more rarely, bonds widely perceived as implicitly backed by banks
(Morck, Nakamura and Shivdasani 2000; Morck and Nakamura 2005).

Leverageis long-term debt scaled by estimated replacement cost. Some Japanese firms use
short-term debt facilities Z essentially evergreen debt windows zZ to fund capital investments, so we
repeat our main tests where leverage definition is based on total debt. These results are similar in
sign and statistical significance, and are included in the robustness section at the end of the paper.
FirmageisOEA 1 1T CAOEOQEI| lyefs, MdashredEamfirsd yoar df @odrpdtakion. Firm
sizeis the logarithm of the replacement cost of assets.

4. Findings
4.1 Subsample comparisons
Our first sets of statistical tests, shown in Table 3, contrast dimensions of firm performance across



differently controlled firms.24 Across the board, founder-run firms are the best performers, followed
by non-blood heir-run firms. Though non-don firms are the largest of all, non-blood heir-run firms
are substantially larger than other don firms. Leverage varies little across don firms, but is higher in
non-don firms. Unsurprisingly founder-run firms are younger than all other categories, and also
more narrowly held (16.3% family ownership), though non-blood heir-run firms are the second
most narrowly held category.

[Table 3 about here]

Our sample closely approaches the full population of listed Japanese firms, so the numbers
in Table 3 are essentially population means, and are thus economically meaningful even without
formal statistical tests. To compare performance across these categories formally, we nonetheless
perform t-tests across categories, controlling for year and industry fixed effects, clustering residuals
by firm to compensate for longitudinal persistence. To do this we run regressions of the form

[8] p.=ab @, (K+ac@+3d & +e,
K t i

where Aj¢is firm j6 O DA O/l Ol A(inAedns & bne &f ROA,®), sales growth or labor force
growth); the 1j«(k) are a proper subset of the indicator variables [1] through [7], with k one of
founder, blood heir, non-blood heir, sarariman, or non-don. The . are year fixed effects; the i are
industry fixed effects; and the g are residuals, clustered by firm. The t-tests are to reject the null
hypothesis that a coefficient bk is zero, and are displayed in Table 4.
In profitability and shareholder valuation, founder firms statistically significantly
outperform every other category of firm except non-blood heirs, whose firms perform statistically
indistinguishably from founderO firms. Founder firms significantly outperform non-blood heir firms
only in sales and labor force growth rates. This is unsurprising, since Table 3 shows non-blood heir
firms to be substantially larger (mean assets of ¥164B versus ¥58.2B) and older (43 versus 29
years since founded), and are thus plausibly less capable of very rapid growth.
The panel using non-don firms as the benchmark shows family firms (don firms excluding
founder firm) outperforming non-don firms across the board. The point estimates show this
performance premium resting primarily upon non-blood heir-run firms and, perhaps to a lesser
extent on blood heir run firms, but not on family firms run by professional sarariman CEOs. The
second panel, using firms run by thei0 &£l OT AAOOS Al T T A AAOAAT AAT OO AO «
Al OT AAROO 1 OOPAOAEI OiF & 01 AAOOS DOI CAT U AdododO OEA
firms. Non-blood heirs outperform or tie all categories save founders; in particular, non-blood heirs
outpace blood heirs, sarariman, and non-don managers in profitability, and outpace sarariman and
non-donmanagers in valuation. Finally, sarariman firms outperform no other category at all, and lag
all other classes of don firms. Sararimanrun family £E Ol 06 DAOA&A Oi AT AA EO
indistinguishable from that of non-don firms.

[Table 4 about here]

4.2 Regressions controlling for firm characteristics
Table 5 expands upon the results in Table 4 by controlling for firm characteristics: size, leverage and
age, in regressions of the form

24 We winsorize the data at 1% to attenuate the effect of extreme observations. Later in the robustness
tests section, we repeat our main tests using un-winsorized data.



@1 pp=aab;, +ab @, K+ac@+ad @ +e,
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where Aj:is one of our firm performance measures, the 1ji(k) are some proper subset of the firm-
control indicator variables [1] through [7], the X are control variables (the logarithms of firm age
and size and leverage), the . are year fixed effects, the ]; are industry fixed effects, and the g are
residuals, again clustered by firm.

As in Tables 3 and 4, founder-run firms and family firms both significantly outperform non-
don firms in all dimensions. Larger firms generally outperform, while more leveraged firms and
older firms generally underperform.

[Tables 5 and 6 about here]

After controlling for these firm-level characteristics, in addition to industry and year fixed
effects, and again clustering residuals by firm, Table 5 reconfirms the superior performance of
founder and family firms across all dimensions of firm performance.

Table 6 replicates the regressions in Table 5, but using different firm categories as the
benchmark for statistical comparison. Only the coefficients for the control groups (1j:(k)) are
presented to facilitate inter-group comparison. The pattern of signs and significance levels in Table
6 is little different from that in Table 4.

In terms of profitability and shareholder valuation, founder firms statistically significantly
outperform every other category of firm except non-blood heirs, whose firms perform statistically
indistinguishably from founder firms in terms of accounting profits and shareholder valuations. As
in Table 4, founder firms significantly outperform non-blood heir firms in sales and labor force
growth rates. Since firm size and age are among the control variables in Tables 5 and 6, neither of
these factors can explain the high growth rates of founder firms. This suggests that the founders of
firms that list during their founders lifetimes are an unusual class of people, perhaps possessing a
scarce entrepreneurial talent (Knight 1921; Hayek 1945; Schumpeter 1950). Since we do not
observe founder-OOT A£EOI 0 OEAO CcOi x EI OOZ£ZEAEAT Ol U-
selection problem may be present 7 we only observe the best founder-run firms. Comparing the
other categories to founder-run firms thus tests them against a perhaps overly high hurdle.

The panel using non-don firms as the benchmark again shows family firms outperform non-
don firms across the board, save that non-blood heir firms no longer outgrow non-don firms. The
margin by which non-blood heir firms outperform non-don firms in terms of accounting profits and
shareholder valuations now exceeds that for blood heir firms; and this difference is highly
significant for accounting profits z though not for valuations (as in Table 4). After controlling for
size, age and leverage, non-blood heirs significantly surpass blood heirs in profitability, and match

in other dimensions. SararimanO 01 AAl E1 U AEOI 08 DAOA Oi AT AA ACAE

types of family firm, with performance statistically indistinguishable from that of non-don firms.
The tables also tentatively suggest that blood heir firms might attend more to the important
Japanese corporate goals of employment and sales growth. Non-don firms and sarariman firms, the
categories for which financial performance might arguably be the least important, show no
evidence of exceptional employment or sales growth performance. Specifically, sarariman and non-
don firms are more likely to post negative industry-adjusted employment growth rates 7 consistent
with founders and both types of heirs offering greater employment security and buying in more
fully to the then-prevalent Japanese social norm of job protection as a major corporate objective.
The behavior of Japanese founders and heirs towards firm-level employment is consistent with the
findings in Sraer and Thesmar (2007), who report a lower sensitivity of firm-level employment to



industry shocks (as well as lower labor wages) in firms managed by heirs relative to non-family

firms listed in France between 1994 and 2000. Honoring long-term implicit labor contracts
APpPAAOO O1T AA AliiiTt AitTic¢c Ai OE *APAT AOGA AT A &OA
similarity is episodic, given the short time coverage in the French study.

4.3 Causality

The results above demonstrate a set of correlations between firm performance and control.
However, causation is unresolved. Non-blood heirs might replace biological sons in the negative tail
of the talent bell curve; and the threat of being replaced by a non-blood son might blunt the
deadening of talent Carnegie (1899) postulates afflicting heirs to great fortunes.

But the converse is also possible. A current don might be more prone to pass control to a
beloved son if the firm is running more smoothly; and the son might covet control of a better
performing family firm more earnestly (Bennedsen et al. 2007). Smith and Amoako-Adu (2005) and
Perez-Gonzalez (2006) overcome this endogeneity problem with event studies that show stock
price declines upon the announcement that control is to pass to a son, rather than a professional
manager, in Canadian and US family firms, respectively. Bennedsen et al. (2007) overcome the
problem by noting that family succession is more likely, independently of firm performance, if the
olddond O AZEOOOAT O1 AEEI A EO I Al A8 4EEO 1 AOO OEAI EAA
performance in Danish family firms.

The grooming of a successor likely begins years before the actual succession event,
presumably at adoption if there is a formal adoption, and succession probabilities presumably
resolve over time. This complicates precisely defined abnormal stock return event studies of
successions. We therefore develop a set of endogeneity tests similar in spirit to those of Bennedsen
et al. (2007), utilizing information we possess about controlling families, and employ a less precise
event study methodology than that of Smith and Amoako-Adu (2005) and Perez-Gonzalez (2006),
which works against finding significant effects. SinAA ET &£ Oi AOET 1T  AAI
succession plans may enter the public domain slowly, and well in advance of actual successions,
equity value changes upon successions are especially likely to be biased towards zero.

We define a succession event as the transfer of control from a don to a successor, who may
be either part of the family (via blood or adoption), a sarariman amenable to the blockholder family,
or an outsider where the founder or his heirs sell out. We identify 915 such events; but drop 18
where control shifts from a founder to a co-founder, 124 that involve either an incoming or an
outgoing temporary sarariman, 117 where the succession event was within 7 years of a previous
succession event, and 231 for lack of complete family tree data. This leaves 425 econometrically
viable succession events, described in the first two columns of Table 7.

The most common succession event 7 57% of the total 7 is to blood heirs, reinforcing the
importance of traditional family firms in Japan. However, almost one in ten family firms opts for
non-blood heirs; and almost one in five turns management over to a sarariman and becomes a
seemingly passive blockholder. In over 85% of successions, the family thus stays on z either in
direct charge or as a blockholder. The family cashes out in less than 15% of successions.
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[Table 7 about here]

Inspection of the succession events reveals a few regularities. First, non-blood successions
I AROO xEAOA OEA ATTO0OITITETGC AZAAITEI U0 OOAEA EO 1A
successions to blood heirs, but 18.6% in successions to non-blood heirs. The difference in medians
is even starker: 8.7% for blood versus 18.4% for non-blood heirs. Both differences are highly
significant (p = 0.02 and 0.01 for mean and median differences, respectively). Conceivably, families
more closely tied to their firms dare not risk an iffy blood heir.



Second,non-Al T T A EAEO0O8 DPAOOIT AT ANOEOU AiTAEO AOACQ
three years after the succession (up from 3.4% the in three years prior).25 Since the heir becomes
head of the family, it may be more appropriateto AT T OEAAO OEA xEIT 1 A 1T &£ OEA £
charge zaveraging roughly ¥8.74 billion in 2000 constant yen (approximately US$87 million). 26
That is, a star manager who becomes an adopted son and/or son-in-law wins stewardship of a
fortune averaging about $87 million, along with all the attendant power, influence, and status.2” The
OUDEAAI * A RoinpeAsaribn 7#nfédsuied as salary plus bonus plus stock options - is
modest compared to a similarly situated US C.E.O. (Kato and Kubo 2006). However, if we include
the inheritance of a family fortune as compensation, the lifetime income of Japanese CEOs becomes
highly skewed. Conceivably, the chance of becoming heir to a family business might attract talent
and inspire effort in Japanese family firms, effects associated with tournament competition for high
paying CEO jobs in professionally managed U.S. firms (Lazear and Rosen 1981; Demsetz 1996;
Frank and Cook 1996).

Our main econometric objective in this section is to explain performance changes around

succession events by regressing these cross-sectionally on indicator variables for the different
types of succession shown in Table 7. That is, we run regressions of the form

[10] Dp, =8 a,0,;+ab @K+ac@;+adw, +e
n k t i

where the X are control variable, the | are succession year fixed effects, set to one if succession |
occurs in year t and to zero otherwise; the i are industry fixed effects; and the g are residuals. We
now use j to index successions, rather than firms; and the 1;(k) are now defined in [11] through [14]
below. Some firms have more than one succession event, so all standard errors are computed by
clustering at the firm level.

The dependent variable, Da;, is the change in one of firm Es@erformance measures: ROAQ
sales growth or labor growth. Differences are two-years following the event year minus two-year
means prior to the event year. The event year is excluded because we cannot date the succession
events precisely. We use two-year performance windows because Japanese boards typically vote on

The control variables, X, are lagged performance,measured two years prior to the
succession event, the 1Q of the old Donas measured by the Elite University dummy, and the age of
the old Don Lagged performance is included to allow for persistence in performance changes. Old
don IQ is included as a control since, ceteris paribus it is more difficult to improve on the
performance of more talented outgoing dons Old don age, an indicator variable for age > 65, is
included as a control for potential entrenchment effects, more likely as the old Don stays on past
retirement age. Succession year fixed effects should remove macroeconomic factors, and industry
fixed effects should remove industry related performance trends, also plausibly unrelated to the
effects of succession.28

25 In contrast, blood heirs stakes average 2.7% in the three years after succession, up from 2.6% in the three
years before. Both are significantly below the corresponding non-blood heir means.

26 All inheritance figures are converted to 2000 constant yen at the CPI.

27 Mean (median) family stakes in the panel are worth approximately ¥16.3 (¥0.69) billion under non-blood
heirs, and ¥7.8 (¥0.86) billion under blood heirs.

28 With a mean age of 52, incoming family CEOs are younger than their non-family counterparts (mean age
61). The typical family firm is also younger: 46 years old at the succession vs. 50 for non-family firms. Blood
and non-blood heirs have statistically indistinguishable mean ages at their successions; as do their firms.



We now use K to index the type of successor who replaces the departing don, encoded as
follows:

%y pEE BEJIRIXEO A AITT A MAEO T £ OEA T1A
[11] 1 wa e axnk mi OEAOxEOA
2] 1 11-Aiii Ak PREQBECIREOC OBADI AAT DOAA-EDIAIX T 0 OF1

ni OEAOxEOA
,,,,,,, A BEOTT O0T IEIEEA®D AATPRITUEAOOET T Al # %/
ni OEAOxEOA
oo o RE/AE BEOT 1T 001 HIEKNOE ABOARN LEOO AT 1T 6011 Al
Wwoe # 8B nl OEAOXEOA

Our regressions [10] are run on a sample of 425 successions, of which 242 are to blood heirs,
42 are to non-blood heirs, 81 leave sarariman CEOs running firms with family blockholders, and 60
see the family cashing out and departing completely from the scene. Table 8 summarizes the
coefficients of the succession type indicator variables; those of the controls and fixed effects are
suppressed for brevity. The table shows the largest relative performance increases when non-blood
heirs take over, and the largest relative performance declines when the family turns the firm over to
a sarariman, but remains a blockholder. Successions to blood heirs and cashing out are in between,
and statistically indistinguishable.

As noted above, inferences from Table 8 are complicated by possible selection bias: perhaps
non-blood heirs are chosen more often by firms anticipating good times; perhaps family firms hire
sarariman CEOs when bad times lie ahead and family members dare not step in.

[Table 8 about here]

To explore these issues, we estimate two-stage least squares (2SLS) analogs to the
regressions in Table 8. Our first stage uses multinomial logit to estimate probabilities for different
types of succession event,2?

5] d (k=4 a,&,; +a bnz,; Gac @, +ad @ +uy,
n m t i

and the second stage uses cross sectional OLS to estimate the exogenous effects of these succession
events on firm performance, viz.

[16] Dp,=aa,&,;+ahb Cﬁ(k)J’é c @, +ad Q@ +e
n k t i

29 Sequential logit comparing two succession choices at a time are ill-suited for the first stage since we have

no strong priors regarding which two succession types ought to be considered first. By contrast, the

multinomial logit allows us to be more agnostic regarding the priority of succession types, giving the outgoing

dona full menu of successor types to pick from. Thatish EA AAT AAAEAA O DPAOO 11 OEA
an adopted son, a sarariman, or to sell the firm to an outsider.



To operationalize the strategy in [15] and [16], we require variables, denoted {zmj} in [15]
that are plausibly exogenous for economic reasons, correlated strongly with the actual succession
choices, and uncorrelated with the true residuals in [16]. Below we describe the set of three
instruments used to derive predicted successor types in [15]. We note that the number of
instruments equals the number of successor choices in [16], making the model just identified.
Obviously, if the departing donlacks male issue, the firm is less likely to pass to a blood heir.

Although women in Japan are making major strides towards career equality in other spheres,
female CEOs remain rare. Our first instrument is therefore an indicator variable set to one if we
document the existence of a male blood heir to the current don, and to zero otherwise. We construct
this variable by scanning through our family trees, constructed as described in section 3.1.

Even if the current don has a biological son, the son may not be interested in the family
business. Likewise, the current don may not wish to found a business dynasty, and may keep his
relations away from his firm. Our second instrument therefore measures the dond O AA[l EI U8 O
involvement in his firm. We gauge this with an indicator variable set to one if the don has any blood
relations (including siblings) T T OEA AT AOA AO OE fuffciéntilybhre-atingh&E A EE OI
succession event), and zero otherwise.

Finally, a previous non-blood heir sets a family precedent, and may increase the odds of
another. Our third instrumental variable is therefore a measure of the departing dond O A Ol OO OAI
amenability to adult adoption. This indicator variable is set to one if the controlling family adopted
an adult son at any time in the past, including years prior to the IPO; and to zero otherwise.30

Instrumental variables estimation techniques are intrinsically economically problematic,
but we believe our chosen instruments make intuitive economic sense. First, the proposed
instruments are all predetermined in the distant past, and thus might plausibly be regarded as
exogenous to this exercise. Second, all affect the succession choice directly, and most plausibly
affect the second stage dependent variable, the changein performance around the actual succession,
only through their impact on the succession process.

Second, we include control variables to mitigate the effects of potential common latent
factors. Obviously, macroeconomic effects might both influence successions and firm performance.
We therefore include succession year fixed effects in both stages. Many potential common latent
factors plausibly affect particular industries, so we include industry fixed effects in both stages.

An outgoing don might plausibly be more likely to bequeath control to a more able blood
heir, all else equal. Wecan CAOCA AET 1T CEAAI O1I 108 CAT AOAI ET OAIl I
This is because Japan has two clearly differentiated types of universities: imperial universities, to
which admission depends solely on entrance examination scores; and other universities, to which
admission is either less selective in general or possible by dint of special quotas for graduates of
expensive university-affiliated preparatory schools. The imperial universities 7 Tokyo University,
Kyoto University, Tohoku University, Osaka University, Kyushu University, Hokkaido University,
and Nagoya University, along with Hitotsubashi University 7 each conduct their own rigorous
entrance examinations, a process widely acknowledged to select solely on merit (Takeuchi 1997).31
Consequently, a degree from one of these institutions reliably implies a high level of intelligence,

30 We note that to be considered valid, the instrument must affect the second stage dependent variable only
through the first stage choice. For example, it is possible that greater family involvement may directly affect
performance. However, it is very unlikely that family involvement prior to succession affects the changein
performance following the succession event, the dependent variable for the 2nd stage OLS regression.

31 Hitotsubashi, though not officially designated an imperial university, uses similar entrance tests, and is
widely regarded as an elite top-tier university; see e.g., Kerbo and McKinstry (1995, p. 140), who count
Hitotsubashi among the three most prestigious universities). We therefore include Hitotsubashi among
imperial universities.



and this presumably correlates with ability. Some other universities, notably elite private
universities such as Keio and Waseda, also boast very highly qualified academic faculty. However,
their alternate admissions paths 7 especially their university-run prep-school channels Z make their
degrees less reliable certifications than those of the imperial universities z especially for scions of
wealthy families.32 Biological sons who attended imperial universities are thus almost surely quite
intelligent; but those who attended other universities might or might not be.

Our control variable for blood heir ability is an indicator variable set to one if the biological
son to the current don graduated from an imperial university, and to zero otherwise. We construct
this variable by scanning through our director database for sons of dons consulting firm and family
histories, and checking the Japanese equivalent of 7 E T 6 O and &tHer data sources described in
section 3.1 7 these data precede the succession event. If the old don had more than one biological
son, we set the dummy variable to one if any of his sons attended an imperial university.

The distribution of imperial university graduates across blood and non-blood heirs is
shown in the last column of Table 7. Of the 242 biological sons who assume control of firms in our
sample, only 51, or 21%, attended an imperial university; while 17, or 41% of the 42 non-blood
heirs did so. As a comparison, we note that non-blood heirs are almost twice as likely as blood heirs
to be imperial university alumni (t-test p = 0.02). Table 7 reveals no statistically significant
difference between adopted sons and son-in-law successors - 9 of the 20 adopted sons (45%) and 8
of the 22 un-adopted sons-in-law (36%), are alumni of elite merit-based-admissions universities.

Also, as the old don ages, his abilities may wane and pressure to step aside may grow. The
don cannot readily alter his biological aging process, so we also include the logarithm of his age as a
control variable. Ceterisparibus, we expect that declining health and energy render older dons more
likely to abdicate the top job, all else equal.

We also control for past performance by including a lagged term that measures
performance two years prior to the succession event as an additional control variable. Year and
industry fixed effects are also included.

SGETATTUR xA AITTOO0TT A O OEA 1 O00Ch&ivaue AT T80 (
successor talent more highly and exercise better judgment in the succession decision; but might
also be a harder act for any successor to follow, and hence, ceteris paribushpe followed by a decline
in performance on average. We construct an imperial university education dummy for the outgoing
don analogously to that for blood heirs, and use this as an additional control in the first and second
stage regressions.

[Table 9 about here]

Our first stage estimation, shown in Panel A of Table 9, reveals the instrumental variables
to be highly jointly significant. A Hausman test (Nakamura and Nakamura 1981) rejects the
ET OO00I AT 006 EICEIS®.3, h-lalle&<@oaDoEE: A doifideAce lpvel well below the
standard threshold for weak instruments tests (Stock et al, 2002).
The first stage regression coefficients paint a plausible picture of succession decisions. A
ATTTA 01160 AQEOOAT AA T AOGET 001 U EAI PO axfakAEAO A A
taking over and the family cashing out, all as opposed to a non-blood heir taking over. Having a
blood son thus boosts the odds of a sarariman CEO taking charge and the family selling out, as

32 For e.g, Waseda Juniorzg3 AT ET O ( ECE 3 Avenwiwhsé&dOh.edipXGv@vie® Ande} e.html)
AAOAOOEOAO OEAO OEA OOAEITT1 EO AEEEI EAOAA xEOE 7AOAAA
are recommended to Waseda University. Others take entrance examinations and are admitted to the
universities of their choice, such as the University of Tokyo, Kyoto University, Keio University, Tokyo Medical

51T EOAOOEOU AT A O 1186



http://www.waseda-h.ed.jp/Overview/index_e.html

opposed to a succession to a non-blood heir. Despite the allegedly unsentimental Japanese attitudes
towards adult adoption and arranged marriage, bypassing a blood son for a non-blood heir is
seemingly resisted. A non-blood heir succession in a prior generation significantly boosts the odds
of another against all other choices. A history of family involvement in management likewise boosts

OEA TAAO T &£# A ATTTA OOAAAOOEITh xEEIT A OEA 1 00CT EI
ATTTA OI1086 OAI AT O AOOOAADOO A subcks€olh OF ©ikhdividialyl ET D (
insignificant.

The second stage results are presented Table 9, and for brevity, we have presented only the
coefficients on the successor types with different default benchmarks to facilitate pair-wise
comparisons across successor types. For e.g., the first panel compares non-blood heirs to the other
three successor types, and reiterates that non-blood heir successions induce significantly larger
ROA gains than do blood heir or sarariman successions. The point estimates show cashing out to be
worse than a non-blood heir, but better than a blood heir or sarariman; however none are
statistically significant.The Q ratios show no significant differences across succession types. This
may reflect the more forward-looking nature of valuation-based performance estimates. Once a
family succession is locked in, an efficient market should discount share prices to reflect the
expected impact of the likely succession event, and this tells against the power of average Q ratios
in Table 9.

Table 9 ties non-blood heir successions to both enhanced ROA and enhanced sales and
employment growth 7 inconsistent with adopted heir successors trading-off financial performance
for growth as conflicting corporate objectives. Cash out successions, where the family exits the firm
entirely, presage higher sales and employment growth than do blood-heir successions. In the next
section, we describe additional robustness checks to establish the significance of results disused
earlier.

4.4 Robustness checks

The results in the tables above survive a battery of robustness checks.33 In describing these, we say
the robustness check generates qualitatively similar results if the pattern of signs, significance levels,
and rough coefficient magnitudes is identical to that shown in the corresponding tables.

Our original results, both panel and event tests, were based on data winsorized at 1%. We
repeat both tests using un-winsorized data, and find that qualitatively similar results ensue. In
particular, founders and non-blood heirs continue to out-perform blood heirs, sarariman, and non-
don firms, and transitions to non-blood heirs are followed by superior performance improvements
vis-a-vis other successor groups.

Our standard errors adjust for heteroscedasticity and are clustered by firm to account for
OEA PAOOGEOOAT A An durpandEBRrd forfore AhAn@re suxcEs€iolh &vent per firm in
our causality analysis. Using simple pooled OLS standard errors greatly magnifies our t-ratios, and
renders virtually all coefficients in all the tables statistically significant. Not clustering by firm also
magnifies t-ratios in our causality study, and some differences that are insignificant in Table 8 and
Table 9 attain statistical significance. In particular, sarariman successions induce lower
performance in terms of accounting profit than blood heirs. In fact, sarariman successions are
associated with the lowest performance among the four types of successors.

We pool sons-in-law and adopted sons, who are also almost always sons-in-law, together
and call these non-blood heirs. However, the two subgroups might have different performance
effects. We therefore rerun all our regressions treating these as separate classes of family firms. We
find formally adopted sons-in-law outperforming blood heirs in terms of accounting profit rates by
0.61% - a magnitude greater than that by which all non-blood heir firms outperform blood heir

33 The following robustness checks are not shown in tables, but are all available from the authors.



firms; but the p-level (p = 0.11) now falls below standard thresholds of statistical significance.

&I O AiTT U AAT POAA OI 1 08 -#EEAKOST EBOROAAODI nBPEBAD BII

and 0.31% in labor force growth, and lag behind by 0.048% in sales growth; but none of these
coefficients is statistically significant. Formally adopted sons-in-law and other sons-in-law have
similar median tenures as CEO z 19 and 17 years, respectively. Overall, the data suggest that
formally adopted sons-in-law and other sons-in-law are qualitatively similar zZ both to each other
and compared to other successor types. This supports treating them as one group.

Our sample includes four female dons Closer inspection reveals these to all be spouses of
previous dons In the tables, we consider these to be donsin their own right. However, their mean
tenure is only six years, and two are explicitly minding the shop for husbands entering politics. Our
female donsmight thus be serving as placeholder CEOs. We therefore drop these four cases and
rerun all our regressions. Qualitatively similar results ensue.

We exclude successions to interim sarariman CEOs who are succeeded by a blood or
adopted heir. Rerunning our tests including these placeholders as bona fide sarariman successions
yields almost identical patterns of signs and significance levels to those shown in the table. The p-
level for the Q-ratio difference between blood sons and ALL sarariman deteriorates from 0.03 to
0.14, and that between non-blood heirs and sarariman deteriorates from 0.03 to 0.09. Other
significance levels are not materially changed.

Repeating these tests with interim sarariman as a separate category materially alters
neither the key coefficients nor their significance levels in the panel and the event study tests. In the
panel tests, interim sarariman firms outperform non-don firms in Q-ratios (p-value=0.01) and
Labor Growth (p-value=0.05), whereas regular sarariman firms are statistically indistinguishable
from non-don firms across all performance metrics. Adopted son firms continue to outperform
regular sarariman firms in ROA and Q, but are statistically indistinguishable from interim
sarariman firms across all performance measures. Blood heir firms outperform regular sarariman
firms in Q-ratios and labor growth, but are statistically indistinguishable from interims across all
performance measures. Finally, interims outperform regular sarariman firms in Q-ratios and labor
growth. These results are consistent with our thesis that interim sarariman CEOs are placeholders,
and deliver performance similar to that of heirs, from whom they may well take directions. Regular
sarariman firmd O D A O Akad lags thét &f heir firms.

Finally, we split the interim sarariman CEOs into two groups, those with job tenures longer
than the median (25t percentile), and those with shorter tenures. We do this because long-serving
interim sarariman may well become more similar to regular sarariman. Again, all results retain
signs and significances levels, except that the p-value for the Q-ratio difference between blood sons
and sarariman deteriorates from 0.02 to 0.12 (0.14).

Throughout the tables, we define ROA as operating income divided by replacement cost, the
denominator from our average Q measure. If we instead define ROA as operating income over the
book value of assets, qualitatively similar results ensue throughout.

7A AAEET A OAT AO CcOi xOE AO OEA 11 CAOEOEI
logarithm of its sales one year earlier. Inflation was very low throughout our sample period, but we
nonetheless repeat our tests using real sales, deflated using the GDP deflator, and find qualitatively
similar results. We also repeat all our tests with 3 and 5-year sales growth rates, and again find
qualitatively similar results. Using the logarithm of current employees less the logarithm of
employees three and five years earlier to measure labor force growth likewise yields qualitatively
similar results to those in the tables.

In the tables, leverage is long-term debt scaled by estimated replacement cost. As
robustness checks, we redefine leverage with total debt, rather than long term debt, in the
numerator; with unadjusted book value of assets in the denominator; and with both changes.
Qualitatively similar results ensue in all three cases.

We also repeat our tests using alternative definitions of family control. If we redefine family



firms as only those whose founding family is the largest equity blockholder, founder and non-blood
heir firms again outperform non-don firms in ROA and valuation, and founder and blood-heir firms
again outdo non-don firms in sales and employee growth rates. If we redefine family firms as those
whose founding family owns at least a 10% equity block, qualitatively similar results ensue.

Another possibility is that some founders may be disinclined to pass on the reins to family
firms. We therefore define Bill Gatesfoundersas those x ET OA /&£l 01 A Alomtascéadtb AOEOA O
the CEO job after the founder steps down. We find no statistically significant difference between
firms run by Bill Gates type founders and other founders. Both subsets of founder firms out-
perform firms run by blood-heirs and non-don firms; but neither significantly out-performs non-
blood heir firms - as in the tables. Thus, £ OT AAOOS HheOdr ferfobn@kc&rdghr ess of
their discernable succession preferences.

We investigate whether our main panel results are driven by particular episodes in the

sampling periodh OOAE AO OEA pwymO OAOAAI A . Hdsiuperiofithd 1T O OE
adopted heirs, biological heirs, and founders, persists in each decade of our sampling period (that is,

the 1970s, the 1980s, and the 1990s.) in both ROA and Q dimensions. However, ROA superiority

under blood heirs is driven mainly by the 1980s, and is statistically insignificant in other decades.

We also perform a battery of robustness checks specifically on our causality analysis. First,
Table 9 uses the old dond @egree attainment from an imperial university as a proxy for his talent.
We substitute an alternative proxy for the old dond O  Othd aveitagd imnual ROA of the firm under
the dond O  x éx€ullifg the five years immediately prior to the succession event, as a control.
Performance thus defined is arguably sufficiently far removed from the succession event to avoid
any immediate influence on the succession process; -re-estimating the two stage procedure in Table
9 with this alternative proxy for the old dond O  OyheldArks(lts qualitatively similar to those
presented in the table. Using AT OE | AAOOOAO 1 £ GrEdAnceft ald yidldsT § O OA
qualitatively similar results.

Our instrument for the dond O &£AT E1 U OEAO EO OEA DPOAOGAT AA 1 A
board at the time of the IPO. While this is reasonable in light of the 25 year mean gap (median=26
years) between the IPO and the succession event, we re-estimate Table 9 dropping the 14
succession that follow the IPO by five years or less. Again, qualitatively similar results ensue.

Tables 8 and 9 measure performance gains by average performance in the two years after
the succession less average performance in the two years before the succession. If we use three
years averages after and before, significance levels weaken somewhat, but the patterns of
coefficient magnitudes and signs remain unchanged. The ROA differences between blood heirs and
non-blood heirs remain significant, as do those between non-blood heirs and sarariman; and the p-
level for the employee growth rate difference between blood heirs and non-blood heirs rises to 0.08.
Overall, differences in three-year average pre and post-succession performance measures tell very
similar stories to those in the tables.

We also consider the possibility that adopted heirs gain higher performance by taking more
risk. We examine this possibility by comparing the standard deviation of each of the four
performance measures (ROA, Q, Sales growth and Employment growth) using the current year and
the prospective four years of performance under the watch of adopted heirs with each of the other
control groups. We find that z with one exception Z none of the realized performance measures
display a higher standard deviation under the watch of adopted heirs vis-a-vis any of the other
control groups. The exception is the higher standard deviation of Q-ratios under the watch of
adopted heirs relative to non-family firms as a group (p-value of difference=0.006). Indeed, other
groups actually have a higher point estimate of realized risk measures, with the difference in
standard deviation of ROA and Sales Growth under sarariman vs. adopted heirs being significant (p-
values=0.000 and 0.003 respectively), and the difference in the standard deviation of Sales Growth,
Employment Growth and Q-ratios between Founders and Adopted Heirs being significant (p-
values=0.025, 0.004, and 0.002 respectively).



We also compare the change in the variance of performance measures for adopted sons
following succession events. First we measure the change in the variance of performance measures
from before (based on years z5 through z1) to after (based on years +1 through +5) the succession
event anointing the adopted heir as CEQ. We then estimate the same change for successors from
other control groups. Finally, we compare the change in the variance of performance measures for
adopted-heir successors with other successors. We find that when adopted sons succeed as CEOs,
the change in the variance of ROA is significantly higher than that of blood-heir successors (p-
value<0.05). Variance changes following succession events for the other three performance
measure 7 Q-ratios, sales growth, and employment growth z are not significantly different for
adopted-heir successors vs. blood-heir successors. Similarly, comparing adopted-heir successors to
sarariman successors, and to selling out, we do not find that performance changes display a
significantly higher variance for any of the four performance measures. Overall we interpret these
results as being inconsistent with the hypothesis that adopted heirs might achieve better
performance by taking more risk than other sorts of CEOs do.

5. Conclusions

Family firms are the primary business enterprise model in most countries, making the quality of
family firm governance is a first order economic issue. Given the succession problems that bedevil
many family-run firms, explaining their persistent dominance presents a challenge, particularly in
countries with the strong and well-functioning legal institutions needed to support large widely
held professionally managed corporations. How different countries deal with this weak underbelly
of family capitalism constitutes an important research agenda for the future.

We document a unique Japanese solution to this succession problem that potentially
explains why inherited family firms remain a more important part of the postwar Japanese
economy than is generally realized. In 2000, roughly a third of our sample (firms that listed in years
upto1970)x AOA OOT AU OEAEO A&l Ol A A @ éqdity Rldkih@dors. WenlsE AA EEO
find that family firms tend to stay in the family Z over 85% of intergenerational transitions preserve
family control.

Like other corporate governance models, the family firm has pluses and minuses. Burkart et
al. (2003) model inherited family control prevailing where private benefits of control exceed the
benefits of diversification. Even if controlling ZA1 E1 EA0S8 DOEOAOA AAT AEEOO 1 £
pecuniary (Demsetz and Lehn 1985), block and voting premiums should reveal the values they
implicitly ascribe to these benefits. International comparisons using block and voting premiums to
value such private benefits find them meager in Japan (Dyck and Zingales 2004; Nenova 2003).

Without substantial private benefits, and absent other compensating advantages, family
control should be unsustainable in a competitive economy for three fundamental reasons. First,
intelligence is at most only partially and undependably inherited (Herrnstein and Murray 1994;
Heckman 1995; Devlin et al. 1997), and business talent is plausibly a dimension of intelligence
(Thorndike 1920; Payne 1983; Gardner 2007), perhaps complementing general intelligence (Cote
and Miners 2006). Second, the Carnegie (1899) conjecture that immense inherited wealth deadens
talent finds empirical support (Holtz-Eakin et al. 1993). Third, reserving the top job for family
precludes open CEO tournaments, which Lazear and Rosen (1981), Demsetz (1996), Frank and
Cook (1996), and others show highly effective at wringing effort from executives throughout the
firm.

This threefold competitive disadvantage readily explains the subpar performance of
inherited family firms in the U.S. (Morck et al. 1988; Perez-Gonzalez 2006; Villalonga and Amit
2006; Miller et al. 2007), Canada (Morck et al. 2000), Denmark (Bennedsen et al. 2007), and other
countries (Bertrand and Schoar 2006); and the rapid diminution of family equity blocks observed in
the United Kingdom (Franks et al. 2004).



Yet we find Japanese family firms puzzlingly competitive. They outperform professionally

managed firms in both profitability and in market valuatii T j AO | AAOOOA MostAU 471 AFE
importantly, all these results exclude firms run by their founders from the family firm category.
Family firms also display higher growth in sales and employees, suggesting they are not maximizing
profits at the expense of non-financial objectives, such as market share or employment, which Aoki
(1990), Porter (1990), and others argue to be more important in Japan than elsewhere. However,
analogous results for sales growth changes do not emerge from the succession event studies. We
thus have scant evidence that non-financial objective differ in importance across firm types.

Japan thus appears to resemble developing economies, where Khanna and Rivkin (2001)
report old-moneyed family firms to be stars across many performance dimensions. They link this to
the importance of business families6 O A B O O AcénBdctiord in Aolindries where corruption is
prevalent and formal institutions are weak (Faccio 2006; Morck and Yeung 2003; Fogel 2007),
arguing that family control confers genuine economic efficiency benefits in these environments. Yet
Japan scores very low on international surveys on corruption and its institutions are strong (La
Porta et al. 1997). Corruption scandals and institutional flaws appear from time to time in Japan,
but not clearly more often than in the United States or United Kingdom. Moreover, professional
networking is intense in Japan (Gerlach 1997), so family ties should be correspondingly devalued.
4EOOh Al OETI OCE xA AATT1 O AAOACI OEAATT U 001 A 10606 C
admirable performance, low overall levels of corruption render this implausible.

We trace the relative success of family firms in Japan to a unique custom of injecting fresh
blood into the family via arranged marriages, adult adoptions, and both. These practices bring
highly in new blood: highly qualified adults who can lead family businesses through the next
generation. We posit that the non-blood hears displaces the least talented blood heirs, that the
DOl OPAAO T £ A @Bawjadoptéd Eoh, brdbotinhight@licits effort from professional
managers,and OEAO OEA 1111 ET C OEOAAO | Mloddh&ErdnGhtaikiol AAAA
effort and human capital accumulation by blood heirs. Consistent with this logic, we find a broad
body of evidence showing family firms run by adopted heirs outperforming family firms run by
blood heirs, and further showing adopted and blood heir managed firms both outperforming both
family firms run by professional sarariman CEOs and non-family firms.

/| 60 OAOOI 66h AO OEA EEGCEAOO 1 AOGAI 1 AScpdkl AOAIT E
2003); Bennedsen et al. 2010); that successful CEOs possess valuable talent 7 e.g. creativity
(Schumpeter 1911), rationality (Knight 1921, c. 9), or foresight (Hayek (1941, 334); and the general
AGEOOAT AA 1T £ Ol AAAAO AEEAAOOS j*TTAO AT A 11 EAT ¢nm

At a more applied level, our findings suggest that family firms in some countries may well be

more professionally managed than in others. The persistence and prosperity of old-moneyed family
firms in Japan need not disturb the generality of a key premise of the business history literature:
that professionalization raises firm efficiency (Landes 1949; Chandler 1977). While Japan is much
less unique than often portrayed (Beason and Patterson 2006), the practice of adult adoptions into
business families seems genuinely exceptional. This, along with arranged marriages, quite plausibly
creates incentives for both professional managers and potential heirs that render Japanese family
firms more professionally managed than their peers in countries lacking those unique institutions.
Semantic arguments that these are not genuine family firms aside, our results show that family
firms might prosper where arranged marriages are more socially acceptable, consistent with
evidence presented by Mehrotra et al. (2009), and the greater importance of large family-controlled
business empires in lower-income countries noted by Khanna and Palepu (2000), Khanna and
Rifkin (2001), Morck, Wolfenzon and Yeung (2005), Khanna and Yafeh (2007), and others.

Finally, our results illuminate how, as in other corporate governance settings, the threat can
matter more than the caning. During the height of the US hostile takeover wave in the 1980s, only
one in ten takeovers was manifestly hostile, with the target board advising shareholders not to
tender (Morck, Shleifer and Vishny 1988a). Yet the threat of a hostile takeover was thought to elicit



economically significant greater effort from CEOs across the board (Shleifer and Vishny 1997). Only

one in ten successions in our sample name non-blood heirs. Perhaps, as in Voltaire's (1759) Candide
where "'it is good, from time to time, to kill an admiral, to encourage the othersdz even a rather low

probability threat can be effective if the penalty is sufficiently large.3*

3¢ (il est ban de tuer de temps en temps un amiral pour encourager les adtres 6 T 1 OAEOA | px v w(
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Table 1: Adoption Statistics

Special adoptionsexplicitly modelled on the foreign practice of finding homes for orphans and
mistreated or unwanted children, are a recent innovation. Ordinary adoptions in contrast, are a
deeply rooted Japanese tradition, in which parents needing an heir adopt a child or adult.

. Ordinary Total Total
All Special . . .
. . adoptions of adoptions of adoptions of
Adoptions Adoptions . .
minors minors adults
ybéshi engumi tokubetsu y6shi miseinen ybshi

1955 101,963 0 26,983 26,983 74,980
1965 82,176 0 15,018 15,018 67,158
1975 86,844 0 6,771 6,771 80,073
1985 91,186 0 2,804 2,804 88,382
1990 82,007 738 1,502 2,240 79,767
1995 79,381 521 1,111 1,632 77,749
2000 80,790 362 994 1,356 79,434
2002 85,674 350 960 1,310 84,364
2004 83,505 332 998 1,330 82,175

Sources: Tokubetsu y&shi and Child Adoptions Approved by the Court: Supreme Court of Japan. shih6tokeinenpo Kajihen
are from issues of the Annual Reportof Judicial Statistics (Table 3 of Volume 3, Family Cases). Adoptions registered by
Koseki offices are from issues of the Ministry of Justice Annual report (Homu nenkan).



Table 2: Summary Statistics for Main Variables

ROA is the ratio of operating income to adjusted total assets. Q-ratios is market value over
replacement cost, with market value defined as replacement cost lessbook value of equity plus
market value of equity; and replacement cost defined as assets adjusted by marking real estate and
equity cross holdings to market. Sales and employee growth statistics are based on year to year
percentage growth. Industry-adjustment is based on subtracting the median value for the matching
two-digit Japanese exchange industry code firms, excluding the sample firm. Total assets are in
billions of yen; leverage is long-term debt over replacement cost; and firm age is years since
founding. Total sample size is 49,638 firm-year observations, containing firms listed on Japanese
stock exchanges between 1949 and 1970. The data cover fiscal years spanning 1962 trough 2000.

Mean Median Maximum Minimum Stahdgrd
deviation

Performance
ROA 4.60% 3.92% 30.36% -18.97% 4.50%
Industry-adjusted ROA -0.65% -0.94% 25.99% -22.83% 3.89%
Q 1.40 1.28 5.79 0.29 0.42
Industry-adjusted Q -6.13% -10.31% 381.28% -197.74% 36.81%
Sales growth 8.02% 6.15% 114.77% -70.28% 16.02%
Industry-adjusted sales growth -0.73% -1.26% 116.82% -87.61% 13.10%
Employee growth -0.34% -0.48% 58.98% -65.44% 8.12%
Industry-adjusted employee grc -0.61% -0.49% 111.17% -90.16% 9.03%
Other Firm Characteristics
Firm size (total assets, ) 189.00 32.40 16100.00 0.17 668.00
Leverage 11.86% 9.54% 67.02% 0.00% 10.60%

Firm age (years) 44.9 44.0 110.0 4.0 18.3




Table 3: Firm performance and characteristics

$11 AEIODIOBAOOSE #AZAI EIEAO AOA AEOEAO A OIi b pm ANOE
Chairman. Founder firmsare don fimsAU AET O 1T £ OEAEO A& O1 AA0OOS ANOEC
position. Heir-managed firms are family firms by dint of the equity block or management position of

a member of their founding family other than the founder. In blood heir firms, this is a biological

descendent of the founder; in non-blood heir firms, this is an adopted son or son-in-law. Other
variables are as defined in Table 2.

Don firms
Family firms Non-don

Founder firms All Blood heirs Jon-blood heir: Sarariman firms
Performance
ROA 7.12% 4.64% 4.57% 5.79% 3.75% 4.24%
Industry-adjusted ROA 0.69% -0.46% -0.49% 0.19% -1.03% -0.91%
Q 1.46 1.43 1.43 1.46 1.40 1.37
Industry-adjusted Q 4.35% -3.25% -2.79% 1.24% -10.29% -8.93%
Sales growth 14.72% 7.62% 7.61% 9.63% 5.55% 7.28%
Industry-adjusted sales growth 1.82% -0.75% -0.69% -0.33% -1.48% -1.06%
Employee growth 2.42% -0.23% -0.13% 0.31% -1.31% -0.75%
Industry-adjusted employee grow 1.06% -0.60% -0.48% -0.45% -1.35% -0.84%
Other Firm Characteristics
Firm size (total assets, B) 58.2 120 114 164 106 237
Leverage 10.40% 9.47% 9.44% 9.49% 9.60% 13.11%
Firm age 29.2 45.5 46.1 43.4 45.2 46.7
Family ownership, % 16.3 12.6 13.1 15.7 7.4 0.0

Firm-year observations 4,272 13,882 9,730 2,125 2,027 31,484




Table 4: Relative performance by control classification, ANOVA results

Variables are as defined in Tables 2 and 3. T-tests adjust for industry and year fixed effects, and for
firm-level clustering of residuals. Numbers in parentheses are p-levels for rejecting the null
hypothesis of identical means. Boldface denotes significance at 5% or better. Samples are as in
Table 3

Benchmark Premium for ROZA Q grcs)\?vlteri% grlg?/\t;t%u,:%

Non-don firms Don firms 0.729 0.077 0.929 0.656
(0.00) (0.00) (0.00) (0.00)

Non-don firms Founders 1.465 0.127 2.826 1.761
(0.00) (0.00) (0.00) (0.00)

Blood heirs 0.478 0.067 0.463 0.474

(0.00) (0.00) (0.01) (0.00)

Non-blood heirs 1.066 0.095 0.504 0.284

(0.00) (0.00) (0.11) (0.27)

Sarariman 0.109 0.004 -0.210 -0.313

(0.64) (0.87) (0.54) (0.21)

Blood heirs Founders 0.987 0.060 2.363 1.287
(0.00) (0.00) (0.00) (0.00)

Non-blood heirs 0.588 0.028 0.041 -0.190

(0.03) (0.38) (0.91) (0.49)

Sarariman -0.369 -0.063 -0.673 -0.788

(0.14) (0.02) (0.07) (0.00)

Non-blood heirs Founders 0.398 0.032 2.322 1.477
(0.21) (0.33) (0.00) (0.00)

Sarariman -0.958 -0.090 -0.715 -0.597

(0.00) (0.02) (0.12) (0.09)

Sarariman Founders 1.356 0.122 3.037 2.075

(0.00) (0.00) (0.00) (0.00)




Table 5: Performance regressions, founder, family, and other firms

Variables are defined in Tables 2 and 3. Regressions are on firm-level panel data from 1962 through
2000. Total observations equal 47,102 for Q-regressions and 49,638 firm-years for all others.

ROA Sales growth  Labour growth
% Q % %
Founder firms 1.160 0.112 2577 1.584
(0.00) (0.00) (0.00) (0.00)
Family firms 0.388 0.051 0.428 0.370
(0.00) (0.00) (0.01) (0.00)
Firm size 0.135 0.007 0.404 0.331
(0.00) (0.11) (0.00) (0.00)
Leverage -0.091 -0.008 -0.052 -0.049
(0.00) (0.00) (0.00) (0.00)
Firm age -0.016 -0.000 -0.037 -0.026
(0.00) (0.84) (0.00) (0.00)
Adj. R-sq 0.32 0.35 0.30 0.15
Number of firm clusters 1,367 1,289 1,367 1,367
Year fixed effects Yes Yes Yes Yes

Industry fixed effects Yes Yes Yes Yes




Table 6: Performance and family control, regressions summary

Variables are defined in Tables 2 and 3. Regressions are on firm-level panel data from 1962 through
2000, and include the control variables listed in Table 5. Total observations equal 47,102 for Q-

regressions and 49,638 firm-years for all others.

Benchmark Premium for ROA, % Q Sales growth,% Labour growth, %

Non-don firms Don firms 0.557 0.065 0.899 0.636
(0.00) (0.00) (0.00) (0.00)

Non-don firms Founders 1.163 0.112 2.575 1.581
(0.00) (0.00) (0.00) (0.00)

Blood heirs 0.343 0.055 0.519 0.510

(0.01) (0.00) (0.00) (0.00)

Non-blood heirs 0.904 0.081 0.504 0.269

(0.00) (0.01) (0.112) (0.28)

Sarariman 0.052 -0.000 -0.106 -0.219

(0.82) (1.00) (0.76) (0.38)

Blood heirs Founders 0.820 0.057 2.056 1.071
(0.00) (0.00) (0.00) (0.00)

Non-blood heirs 0.560 0.025 -0.015 -0.241

(0.03) (0.41) (0.97) (0.36)

Sarariman -0.291 -0.055 -0.625 -0.729

(0.24) (0.03) (0.09) (0.01)

Non-blood heirs  Founders 0.259 0.031 2.071 1.312
(0.40) (0.33) (0.00) (0.00)

Sarariman -0.851 -0.081 -0.610 -0.488

(0.01) (0.03) (0.18) (0.15)

Sarariman Founders 1.111 0.112 2.681 1.800
(0.00) (0.00) (0.00) (0.00)




Table 7: Succession Events

Sample is all changes in control from 1962 to 2000 in all Japanese firms initially listed on a major
stock exchange between 1949 and 1970. This includes prewar firms that relisted when stock
markets reopened in 1949. The elite imperial universities Z Tokyo University, Kyoto University, and
several others z and Hitotsubashi University admit solely on the basis of academic excellence.
Entrance to other elite universities is possible by attending expensive affiliated preparatory schools.
The rightmost column gives the number of successors, within each successor category, who are
alumni of elite merit-based admissions universities.

Successor is

Imperial
Successor university
Successor Type Count graduate
Blood heir 242 51
All non-blood heirs 42 17
Non-blood heir is legally adopted son or sém-law 20 9
Non-blood heir is sofin-law, but not legally adopted sor 22 8
Sarariman 81
Subtotal of family firm successions 365
Cash out (family not listed among top ten shareholders) 60

Grand total of all succession events 425




Table 8: Performance changes around succession events

Dependent variables are changes in performance, defined as mean performance in the two years
following the succession minus mean performance in the two years prior to the event. Other
variables are defined in Tables 2 and 3. Cross-section regressions are on event-level data. Events
are all 425 old don departures from 1962 through 2000 for which control variables data are
complete, and are subdivided according to whether the successoris theolddond O Al I 1T A EAE
blood heir, a professional manager (sarariman) running a firm in which the old dond6 O /A EI
remains a top ten blockholder, or a professional manager running a firm in which the family is no

longer a top ten blockholder (cash out). Regressions control for lagged performance two years prior

to the succession event, and succession year and industry fixed effects. Some firms have more than

one succession event, so standard errors are clustered by firm.

Benchmark Premium for PROA PQ pSal es o@gbtawbh
Blood heir -0.0226 0.0100 -0.0537 -0.0041
Non-blood heir

(0.00) (0.80) (0.02) (0.75)

Sarariman -0.0293 -0.0630 -0.0219 0.0008

(0.00) (0.19) (0.44) (0.96)

Cash out -0.0175 0.0249 -0.0363 0.0063

(0.01) (0.66) (0.16) (0.68)

Blood heir Sarariman -0.0067 -0.0730 0.0319 0.0049

(0.10) (0.07) (0.09) (0.66)

Cash out 0.0051 0.0149 0.0174 0.0104

(0.25) (0.76) (0.30) (0.31)

Sarariman Cash out 0.0118 0.0879 -0.0145 0.0055

(0.02) (0.08) (0.51) (0.66)




Table 9: Exogenous performance changes around succession events

First stage regressions, shown in Panel A, are multinomial logits of succession choices and are described in

[15]. Second stage cross-section regressions, shown in Panel B, are on event-level data and are described in

[16]. Events are all 425 old don departures from 1962 through 2000 for which control variables data are
complete, and are subdivided according to whether the successor is the olddond O A1 | T Ablokdh&rOh 11
a professional manager (sarariman) running a firm in which the old dond O milfEAemains a top ten
blockholder, or a professional manager running a firm in which the family is no longer a top ten
blockholder (cash out). Second stage dependent variables are changes in performance, defined as mean
performance in the two years following the succession minus mean performance in the two years prior to

the event. Other variables are defined in Tables 2 and 3. Second stage regressions control forT 1 A AQ T 8 O
lagged performance measured two years prior to the succession event, and succession year and industry

fixed effects. Some firms have more than one succession event, so standard errors are clustered by firm.

Panel A. Determinants of Succession Choice

Baseline for Comparison

Non-blood heir

Type of succession Blood heir  Sarariman Cash out
Blood succession is biologically possible 4.02 3.53 416
(Indicator for the existence of a blood son) (0.00) (0.00) (0.00)
History of family involvement in business 5.39 -0.368 -0.716
(Indicator for blood kin in management when the firm went public) (0.00) (0.62) (0.37)
Family led by non-blood heirs in a prior generation -1.56 -2.48 -2.43
(Family has a prior history of non-blood successions) (0.04) (0.0D) (0.03)
Pressure on old don to step aside 0.0004 -0.0664 -0.0687
(Indicator for Old donis at or past normal retirement age of 65) (0.99) (0.06) (0.07)
Old don talent -1.32 -0.992 -0.211
(Indicator for old donalumnus of merit-based elite university) (0.06) (0.19) (0.79)
Blood son talent 0.218 -0.0825 -0.548
(Indicator for blood son alumnus of merit-based elite university) (0.79) (0.93) (0.60)
Lagged Performance -2.55 1.11 -2.95

(0.74) (0.90) (0.75)
Year and Industry fixed effects yes
T ET O OECI EAEAAT AA 1 & ET 0000I A 63.74

(0.0000)
502.77
i 2

Regression ? (0.0000)
Log likelihood -233.84
Pseudo R-squared 0.518
Observations 425




Panel B. Performance Changes around Successions, by Predicted Succession Choice

Benchmark Premium for PROA PQ pSal es gmloavlh dhr
Blood heir -0.0187 -0.0262 -0.0969 -0.0276
Non-blood heir
(0.03) (0.72) (0.03) (0.22)
Sarariman -0.0279 -0.0687 -0.0944 -0.0647
(0.01) (0.54) (0.07) (0.05)
Cash out -0.0066 0.0251 0.0171 0.0232
(0.60) (0.82) (0.75) (0.40)
Blood heir Sarariman -0.0091 -0.0424 0.0026 -0.0371
(0.23) (0.58) (0.93) (0.06)
Cash out 0.0122 0.0513 0.1141 0.0508
(0.20) (0.56) (0.00) (0.00)
Sarariman Cash out 0.0213 0.0938 0.1115 0.0879

(0.11) (0.45) (0.02) (0.00)




Figure 1. Typical Succession Timeline: Suzuki Motor Company, 1953-2007

The career of Osamu Matsuda from his graduation at Chuo University in 1953 through his adoption by
Suzuki patriarch, Shunzou Suzuki, and simultaneous marriageto 3 E O | Ueldé3tadémghter in 1958, to his

current position as CEO and Chairman of Suzuki and the patriarch of the Suzuki family.

Arranged
Marriage to
1st daughter of
Shunzou Suzuki;
Mr. Osamu Matsuda Joins
Graduates from Suzuki Motors;
Chuo University; Adopted into Joins Board of Promoted to
Joins Chuo Sogo Bank Suzuki Family Suzuki Motors President
Age: 23 Age: 28 Age: 33 Age: 48
[ - € € €
1953 1958 1963 1978
Son-in-law Osamu
Osamu Ono Hirotaka assumes both CEO
Assumes role joins Board of Suzuki and Chairman roles
Of Chairman As Heir Apparent OBPI 1 /1171 6 Cdeath
Age: 70 Age: 71 Age: 77
C € @
2000 2001 2007



Figure 2: Prevalence of Founder and Family Controlled Firms: 1962 to 2000

The graph includes all firms trading on Japanese stock exchanges between 1949 and 1970, for which accounting and governance data are
available from 1962 through 2000 (or delisting). Family firmscount a founding family member among their top 10 shareholders, directors
empowered to sign for the firm, or as CEO. All other firms are non-don firms Founderrun firms are family firms whose founder fills one or
more of these criteria. All other family firms are heir-run. Among these, blood heir firmshave a biological descendent of the founder and

non-blood heir firmsan adopted son or son-in-law filling one of these roles. A sarariman firmd O /&l O1 AET ¢ /EAI EI

EAO

shareholder, but provides neither a CEO nor a signing director, instead entrusting these positions to professional managers. Formerdon
firms are one-time family firms that became non-don firms (e.g. via sell-outs). The maximum and minimum cross-sections are 1,319 and

1,060 firms, respectively.
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