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<Summary>
€ Regarding Japan's macroeconomic policies to date, while the economy can be said to have
been hampered by a hint of fiscal tightening, substantial monetary easing, despite resulting
in a significant depreciation of the yen, has not led to increased investment or exports. In
light of this, the fact that it has been impossible to take bold measures to tackle micro issues

and halt the decline in competitiveness is another factor that cannot be ignored.

€ According to IMD, Japan’s competitiveness has been declining rapidly since the late 1990s,
and our GDP per capita has fallen in the rankings accordingly. The fundamental factors
behind Japan's declining competitiveness can be identified as 1) slow pace of business
management, 2) lack of enthusiasm for and understanding of digital technology, and 3) slow
response to globalization. The slow pace of business management is due to insufficient
regeneration (i.e., the replacement of the old with the new) on the corporate side, a labor
market that lacks fluidity on the worker side, and personnel systems that emphasize
seniority. Digitalization is problematic because of an attitude of prioritizing cost reduction
over value-added creation, bias that favors hardware, etc. Globalization and the
overwhelming dearth of opportunities for both firms and personnel to gain experience with

import/export and investment are stumbling blocks.

€ If Japan is to regain its competitiveness, it is imperative for firms and personnel to boost
their regenerative capacity and bolster their responses to digitalization and globalization.
First, the targeting of support needs to be shifted from firms to workers. Specifically, the

conventional system of leaving employment matters up to firms needs to be replaced,
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support measures for small and medium-sized enterprises (SMEs) need to be scaled back,
and government support for the labor market should be expanded. Second, it is necessary to
change methods of supporting firms to provide incentives for value-added creation. Third,
reform of the personnel and wage systems of firms is essential. This should include a
revamping of the seniority system, the introduction of job-based employment, and the
development of expert specialists. Fourth, effort should also be exerted in reforming the

social security system to secure financial and human resources for growth areas.

€ While it is essential to increase fiscal spending until the GDP gap is closed, the money needs
to be directed at areas that contribute to the recovery of competitiveness. For example, there
need to be investment tax cuts to promote digitalization, proactive labor policies such as

recurrent education, and human resource investment to keep up with globalization.

® This is a English version of “H A EREFOHSE HEHEICHITT— FHBERH. Jo—1 L
- FRINEADBEEHLST TR — in JRI Viewpoint (The original version is available
at https://www.jri.co.jp/MediaLibrary/file/report/viewpoint/pdf/13514.pdf)

< Disclaimer >

This report is intended solely for informational purposes and should not be interpreted as an inducement to trade in any way. All
information in this report is provided “as is”, with no guarantee of completeness, accuracy, timeliness or of the results obtained from
the use of this information, and without warranty of any kind, express or implied, including, but not limited to warranties of
performance, merchantability and fitness for a particular purpose. In no event will JRI, its officers or employees and its interviewee
be liable to you or anyone else for any decision made or action taken in reliance on the information in this report or for any
damages, even if we are advised of the possibility of such damages. JRI reserves the right to suspend operation of, or change the
contents of, the report at any time without prior notification. JRI is not obliged to alter or update the information in the report,

including without limitation any projection or other forward looking statement contained therein.




@ Japan Research Institute

1. Introduction

In the West, real GDP has recovered to pre-COVID-19 levels across the board as the spread of the disease
has slowed. In addition, inflation is running high due to heightened supply constraints stemming from the spread
of COVID and soaring resource prices in the wake of Russia's invasion of Ukraine. In contrast, Japan's real
GDP has yet to recover to its pre-COVID level, and the inflation rate remains around 2%. Moreover, if increases
in the prices of food and energy are excluded, inflation has not even reached 1%. This disparity in economic
performance is largely due to differences in responses to COVID. The U.S. launched a massive support program
that included large cash handouts, while the measures taken in Japan and Europe were more muted. In addition,
the U.S. and Europe were swift in altering course to living with COVID, but Japan has remained cautious.

However, it is an undeniable fact that even before COVID, Japan's economic performance was far below that
of the West. Japan’s potential growth rate has been declining since 2014, and as for inflation, the economy's
thermometer, Japan has been unable to shake off a disinflationary situation, with the inflation rate stuck at 1%
at best pre-COVID, despite the Bank of Japan (BOJ) declaring that 2% is the target. In addition, Japan's GDP
per capita, once one of the highest among OECD countries, has clearly stalled, having last been higher than the
OECD average back in 2015.

In response to this economic slump, there are growing calls in some quarters for the need to boost the
economy through a large-scale expansion of fiscal spending. However, Japan’s economy has failed to achieve
a full-fledged recovery despite repeated expansionary macroeconomic policies being implemented since the
bursting of the bubble economy. In the 1990s, large-scale investments in public works were made, but as
government debt swelled and the stimulative effect faded, in the 2000s advocates of the importance of monetary
easing policies became more vocal. Since the latter half of the 2010s, the BOJ's so-called “extra-dimensional
easing” approach has eliminated the capacity for monetary policy to respond to issues, and there are once again
growing calls for economic stimulus measures in the form of tax cuts and increased fiscal spending. With the
repeated implementation of expansionary macroeconomic policies not having demonstrated adequate
effectiveness, is it really necessary to further expand macroeconomic policies such as fiscal stimulus measures?
Are there any factors besides macroeconomic policies that have contributed to the prolonged stagnation of our
economy? Here we will explore the true causes of Japan's economic stagnation to date by comparing its

macroeconomic policies with those of the other G7 countries.
2. International comparison of macroeconomic policies and economic performance
(1) Monetary policy

First, let us look at the degree of monetary easing. Looking at ratios of central bank assets to GDP for the G7
since 2000, we see that Japan’s ratio has increased significantly, with the Eurozone following (Figure 1 on next
page). On the other hand, the average core inflation rate since the financial crisis triggered by the collapse of
Lehman Brothers (2010-2019), when many central banks embarked on quantitative easing (QE), was highest in

Canada and the U.S., where there has been no marked expansion of central bank assets, and lowest in Japan,
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where BOJ assets expanded significantly. In Figure 1. G7 Central Bank Balance Sheets
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interest rates. As for 2) financial institutions

being loathe to lend, given that the financial system instability had largely been resolved by the early 2000s, it
can be inferred that 1) and 3) constituted problems. In particular, with regard to 3), the expected growth rate of
firms (real economic growth forecast for the next five years) fell below 2% in FY2007 and has remained low at
around 1.0% since FY2015, suggesting that the absence of expectations for growth is causing firms to take a
cautious stance toward investment as well as a restrained attitude toward borrowing. These figures also suggest
that deflation and disinflation in Japan are not due to a lack of monetary easing by the BOJ, but to fiscal policy

that was not necessarily aggressive and a failure to raise growth expectations®.

! Incidentally, the velocity of money (nominal GDP / money supply) in Japan has also declined continuously since the collapse of the bubble
economy, indicating that monetary easing has lost its ability to boost economic growth or inflation.
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(2) Exchange rate policy

Looking at exchange rate trends, which are strongly Figrure 3. Share of Exports and Real Effective

influenced by the degree of monetary easing, the yen Exchange Rates among G7 Countries
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ground to competition from South Korea and Taiwan,
which have been aggressively investing in the sector, and has now fallen behind China’s semiconductor industry.

As such, Japan's share of global semiconductor shipments has dropped to around 8% (Figure 4).

(3) Fiscal policy
In contrast, regarding fiscal policy, the degree of fiscal tightening in Japan between 2010 and 20192 has been

the largest among major advanced countries, and this has undoubtedly been a drag on economic performance

2 Since tax revenues increase when the economy expands and decrease when the economy worsens, the change in the ratio of structural fiscal
balance to GDP adjusted for the business cycle is used here as a measure of the degree of fiscal tightening.
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(Figure 5). However, the average growth rate of the
U K, where a similar level of fiscal austerity to Japan
has been pursued, was one percentage point higher
than that of Japan, while Italy, where fiscal austerity
has been limited, saw much slower growth than
Japan, making it difficult to say that fiscal austerity
alone is the decisive factor behind low growth.
Rather, it could be argued that given the enormous
government debt and the inability to engage in
unrestrained fiscal spending, it is possible that
appropriate spending in areas conducive to growth,
so-called “smart spending,” was not carried out.

In fact, Japan's consumption tax was increased
during this period, and most of the increase was
allocated to social security-related expenses. In other
words, looking at the changes in revenue and
expenditure from FY2001 to FY2019, we see that
the consumption tax rate hike boosted revenue by 8.5
trillion yen, while other tax revenues increased by
6.4 trillion yen, but that the increase in tax revenue
was used to fund the higher social security-related
expenses such as pension payments, medical care,
and long-term care associated with the aging of
society (these climbed from 19.3 trillion yen in
FY2001 to 33.5 trillion yen in FY2019). While these
expenditures can contribute to a steady expansion of
consumption, especially among the elderly, they are
unlikely to induce innovation and promote growth.
In addition, government bond expenditures
increased by 6.7 trillion yen as the national debt
swelled, necessitating an overall decrease in other

spending. As a result, if we look at the breakdown of

expenditures by category, we find that social security
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Figure 5. Real Growth Rates and Ratios of
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Figure 6. Breakdown of Government

Expenditures
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and government bond expenditures, which were only 40% of total expenditure in FY2001, had risen to 55% in

FY2019 (Figure 6). The aging of the population and the rising debt have led to rigid spending and insufficient

funding for areas essential for future growth, including digitalization and education.

Given the macroeconomic policies and actual economic trends described above, there is no doubt that the

tight fiscal policy has been a drag on the Japanese economy. However, it can be pointed out that in terms of

macroeconomic policy, a major factor has been problems not only with quantity but also with quality, as the
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aging of the population and the fiscal rigidity caused by rising public debt prevented the government from
creating truly effective policies for the economy and inducing private sector investment. Above all, it can be
said that although extra-dimensional monetary easing continued to be pursued as the best recipe for economic
recovery, based on the diagnosis that “deflation” was the main cause of the economic stagnation, the fact that it
has been impossible to take bold measures to tackle micro issues and halt the decline in the competitiveness of
Japanese firms is another factor that cannot be ignored. Such measures could have included strengthening the
semiconductor industry and creating new export industries, as low growth expectations and weak exports were

the real causes of sluggish investment.
3. Current status of Japan’s competitiveness and its causes
(1) Current status of Japan’s competitiveness

In fact, Japan's competitiveness has been declining rapidly since the late 1990s, and has recently fallen behind
most other advanced countries. According to the World Competitiveness Ranking from the International
Institute for Management Development (IMD?), Japan, which was in the top class in the early 1990s, slid down
the ranking significantly after the financial crisis of 1997, and since the mid-2010s Japan's ranking has dropped
even further, such that as of 2022 the country stands in 34th place out of 63 countries. In tandem with this,
Japan’s GDP per capita on a purchasing power parity basis has also dropped to 20th place among OECD member

countries, which suggests that declining competitiveness is the main cause of economic stagnation (Figure 7).

Figure 7. Competitiveness Ranking and GDP Per Capita of Japan, the U.S. and Germany
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3 Business school in Lausanne, Switzerland. The school’s annual World Competitiveness Ranking, World Digital Competitiveness Ranking, and
World Talent Ranking are important indicators of the competitiveness of countries and firms.
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Incidentally, Germany, which had been an export-oriented country on par with Japan, also experienced a
significant drop in both world competitiveness ranking and GDP per capita in the early 2000s as the end of the
Cold War triggered the advance of globalization. It was even ridiculed as “the sick man of Europe” at the time.
However, under the leadership of Chancellor Schroder, whose Social Democratic Party was supported by labor
unions, labor market reforms aimed at increasing job mobility, including through the relaxation of restrictions
on dismissals, and social security reforms (Agenda 2010) aimed at reducing the burden on firms, such as raising
the age from which people could receive their pensions, were implemented. As a result, Germany's
competitiveness has increased rapidly since the late 2000s, and its GDP per capita rose to second place among
the G7 countries in 2011, after the U.S., and has maintained the same ranking ever since. While Japan was
exposed to yen appreciation pressure after the Lehman collapse, Germany benefitted from a tailwind in the form
of the introduction of the euro, which in effect abated any currency appreciation pressure. Nevertheless, the
difference between Japan and Germany in the strengths of their reform drives aimed at boosting competitiveness

manifested itself in this economic performance gap between the two countries from the late 2010s onwards.
(2) Background to declining competitiveness

A breakdown of IMD data provides some insight Figure 8. IMD World Competitiveness Ranking

into the background to the decline in Japan’s <Breakdown for Japan>
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which had been a strength, it is “business efficiency”
that has been dragging Japan even more. On this 10
measure, Japan has fallen from 19th in 2014 to 55th 5,
in 2020 (Figure 8). A breakdown of “business
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competitiveness* (Figure 9 on next page).

In fact, Japan’s slow responses to digitalization and globalization have been exposed in many areas. In an
increasing number of domains, including the entertainment sector, Japan is being forced to play second fiddle
to South Korea, which moved quickly to develop overseas markets as part of its national strategy. In addition,

the COVID pandemic revealed that Japan's digitalization is lagging far behind not only developed countries but

4 Scores for these categories are based in large part on the results of questionnaire surveys of corporate managers, and as such are not necessarily
objective evaluations. It is therefore possible that bias has been a factor, with Japanese managers rating their abilities lower than they actually are.
Even so, the results cannot be taken lightly, because with globalization and digitalization, including digital transformation (DX), having accelerated
since the mid-2010s, they reflect a growing sense of crisis on the part of managers that Japan's economy has not been able to respond appropriately
and promptly to these changes.
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also some emerging countries, as evidenced by the
fact that at government offices in Japan various
reports are still being sent by fax, and assistance for
citizens in the form of targeted and rapid cash
handouts has been impossible. In IMD's Global
Digital Competitiveness Ranking, Japan dropped
from 20th place in 2014 to 28th in 2021, mainly due
to deterioration in business agility, talent, and
regulatory framework (Figure 10).

These categories have been a drag from the
beginning, with Japan seeing its position fall year
after year, but the reality is that the country has been
slow to recognize the situation and has yet to take
action to overcome its weaknesses.

Of the three fields in which Japan ranks lowest in

Japan Research Institute

Figure 9. IMD World Competitiveness Ranking
<Factors Breakdown for Japan>
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the digital competitiveness ranking, talent is being driven down mainly by lack of international experience,

reluctance to accept highly-skilled foreign personnel, and poor digital/technological skills. As for regulatory

framework, the country is hamstrung by strict immigration policies and difficulty in launching businesses

(Figure 11). When viewed alongside the background to the decline in the competitiveness ranking, the

fundamental factors behind Japan’s declining competitiveness can be identified as 1) slow pace of business

management (inability to respond quickly to “opportunities and threats,” lack of flexibility and adaptability to

change), 2) lack of enthusiasm for and understanding of digital technology (poor digital/technological skills,

lack of ability to utilize big data), and 3) slow response to globalization (lack of international experience among

firms and human resources, strict immigration policies).

Figure 10. IMD World Digital Competitiveness
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Figure 11. IMD World Digital Competitiveness
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(3) Fundamental factors behind declining competitiveness

The rigidity of Japan’s economy and at the same
time the lack of competition can be pointed to as
the reason for the slow pace of business
management. In fact, entrepreneurship is lacking in
Japan, while the number of corporate bankruptcies
is remarkably low by global standards, even
though economic conditions are not necessarily
favorable. In other words, not enough regeneration
is occurring. Incidentally, an international
comparison of the age of small firms between 2000
and 2010 showed that the percentage of such firms
in Japan that have been in business for two years or
less is extremely low, while in contrast, the
percentage of those that have been in business for
10 years or more is overwhelmingly high (Figure
12). Given these circumstances, it would be
assumed that many firms are unable to respond to
the current fast-paced economic environment,
including globalization and digitalization®.

In the labor market, fluidity is low, and this is a
factor hindering corporate regeneration. Looking
at the percentages of employed people by length of
service in major advanced countries, in the case of
men, the number of workers with over 10 years of
service is more than 50% in only Japan and Italy,
which has experienced low growth (Figure 13). In
addition, Japan’s seniority-based personnel system
has contributed to the slow responses to changes in
the environment. According to the Recruit Works
Institute, Japan has by far the oldest ages at
promotion to section and department manager of
the five countries of Japan, the U.S., China, India,
and Thailand (Figure 14 on next page). In settings

Figure 12. Share of Small Firms by Age
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Figure 13. Percentages of Employed People

by Length of Service for Major Advanced
Countries (Men, 2020)
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where long years of experience carry weight, such as in the manufacturing industry, length of service and wealth

5 The aging of firms would not necessarily lead to a decline in IMD's scores for business efficiency and management practices. In fact, Brazil,
which has young firms, ranks 52nd for business efticiency, a ranking almost as low as Japan’s, while Finland, with a firm age second only to Japan,
ranks Sth. As for firm age, how it is perceived could differ depending on competitive conditions and other aspects of the business environment.
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of experience can be an advantage. However, when
it comes to recent trends such as globalization and
digitalization, there is a risk that it may lead to
delays in responding to major global
developments.

The low level of enthusiasm for and
understanding of digital technology can be
attributed to the following factors, among others:
1) many firms leave information systems to IT
vendors and do not have their own departments to
develop and manage their own systems, which
means that they are less interested in the evolution
of digital technology, and 2) since the late 1990s,
Japanese firms have tended to prioritize cost
reduction over value-added creation, and even their
ICT departments tend to view tech as a cost-cutting
tool. As a result, ICT investment in Japan is
underweight relative to major developed countries,
amplifying the lag in ICT adoption. And in terms of
the nature of investment, there is a heavy emphasis
on hardware, with far less investment in software,
even though the latter can improve operational
efficiency and create added value. Even when ICT
devices are introduced, they are unlikely to lead to
transformation (Figure 15).

As for globalization, the fact that the Japanese
market is reasonably large reduces the incentive to
seek out overseas markets. Japan’s goods and
services export ratio was 17% in 2019, which is the
third lowest among the top 15 countries in terms of
the size of domestic demand, after the U.S. and
Brazil. However, almost all the advanced countries
except the U.S. and Japan have similar ratios to
each other. These ratios are over 30%, so it seems
undeniable that Japan has been complacent, and
neglected to develop export markets, due to the
considerable scale of domestic demand (see Figure
16). Although corporate direct investment has been

expanding rapidly in recent years, it is still below
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Figure 14. Age at Promotion to
Management Positions in Japan, the U.S.,
China, India, and Thailand
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Figure 15. ICT Investment in Major
Advanced Countries
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average among major advanced countries, standing Figure 17. Inward/Outward Direct Investment
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4. Restoring competitiveness

Under these circumstances, if Japan is to regain its competitiveness, it is imperative for firms and personnel
to boost their regenerative capacity, while at the same time embracing digitalization and globalization to a

greater degree than until now.

(1) Expand direct support to workers

To achieve this, first, the targeting of government policy support/involvement needs to be pivoted away from
firms, the traditional beneficiaries, toward workers. In Japan, government support for the labor market has so
far only been provided on an extremely limited scale, as support for SMEs has been strengthened to prevent

unemployment, while human resource education for

workers has been left up to the firms. In fact, Japan's Figure 18. Public expenditure on Labour
. . . . market programmes Relativ DP (201
ratio of public spending on the labor market to GDP is (o) market programmes Relative to GDP (2019)
. . 3.0 OActive measures @Passive measures __
the lowest among major advanced countries for both - -
active labor policies, including vocational training, 20 =
and passive labor policies, of which unemployment 15 7] mil
benefits account for the bulk (Figure 18). However, the 1o — ML
skills of Japan's human resources have deteriorated o5 | =1 E Sl
markedly from an international perspective, due to 0.0 |:|H mil2 ]
such factors as an increase in non-regular employment £ 5 n;? (gn G2Q8°¢ g & é’ 5 5 c:?
o - E7e573838°35333
(for which in-house human resource education is ® X Fp2° & 5 2
. . 3 a2 a
inadequate), global environmental changes such as ® < 8
D

T TIT . . Source: OECD
digitalization, and a reduction in corporate human

& Although Japan boasts the world's largest net foreign assets, this is not necessarily something to be proud of, as its assets are on par with the
global average, while its liabilities are remarkably low, meaning that in reality, it is not viewed as an investment target by foreign firms and
investors.
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resources investment in response to poor business performance. In addition, the number of firms that are
managing to prolong their lives despite losing competitiveness has risen due to repeated support measures for
SMEs, and this has inhibited regeneration. Paradoxically, these support measures, which are implemented every
time a crisis occurs, have undeniably invited a weakening in Japan’s national vigor.

Amid circumstances in which the functioning of the conventional enterprise-centered economic system is
becoming increasingly difficult, it will be necessary’ to gradually scale back the SME support measures, which
were greatly expanded during the COVID pandemic, in order to stimulate regeneration. While this will
inevitably lead to the weeding out of some firms, extending the lives of firms that have lost competitiveness
will actually hinder medium- to long-term growth, because labor and other corporate resources will not be
shifted to growth industries. At the same time, it will be essential to improve the skills of workers in the firms
and industries that are going to be weeded out through means such as recurrent education, and to encourage a
shift in the labor force to ICT and other growth fields. The government will need to fundamentally change its
past approach to employment, including the entrustment of human resource education to firms, and become
more actively involved in the development of workers' skills through the provision of vocational training and
other programs®. At the same time, through the expansion of such measures as job seeker support systems, an
environment must be created in which people can acquire skills without financial concerns, even if they are

unemployed.
(2) Support firms with incentives rather than straightforward tax cuts

Second, the ways in which support is provided to firms must also change. Tax cuts for corporations include
corporate tax cuts, investment tax cuts, and tax incentives to encourage wage increases, but to date, these have
not been sufficient to boost growth. This can be attributed to the fact that many SMEs are losing money, which
limits the effect of tax cuts, and to the limited willingness of firms to raise wages and make capital investments
when the expected growth rate is low. Going further, a number of other factors can be pointed to as having
created a background in which the effectiveness of national government policies are limited: 1) when IT-related
investment stops at just deploying devices, it is unlikely to lead to sustained productivity gains, 2) while wage
hikes themselves can be a starting point for the creation of virtuous economic cycle, they alone do not lead to
the improvement of workers’ skills and offer no guarantee of sustained productivity gains, and 3) without
productivity gains, sustained wage increases cannot be expected, and the effect of stimulating consumption will
be limited.

In light of this, rather than providing tax incentives to promote higher wages, it would be more effective to
provide tax breaks and other government support to help firms cover human resource development costs, so as
to improve workers' skills. In fact, the ratio of investment in capacity development by domestic firms to GDP

is significantly lower in Japan than in other major countries (Figure 19 on next page). Even if on-the-job training

’ In addition, it will be necessary to provide tax incentives for start-ups and the providers of funds to these firms, so as to create new start-ups and
other firms and avoid triggering a downward spiral.

8 Given that the intention is to encourage a shift in the workforce, the curricula of recurrent education should be practical, such that it can be put
to use immediately. As for ICT, the latest trends need to be grasped.
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is properly provided, if the skills are only applicable
within the firm, their market value is not necessarily
significant. As the labor market is expected to become
far more fluid in the future, workers will acquire
general skills through off-the-job training (OFF-JT),
and as they increase their skills, they will be able to
earn higher wages at their own firms. And if they
cannot earn wages commensurate with their skills at
their own firms, they will be able to change jobs easily.
Firms can also expect to see an increase in added value
if they can take advantage of their employees'
improved skills, while at the same time keeping a lid
on the cost of capacity development by receiving

financial support from the government. On the other
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Figure 19. International Comparison of
Capacity Development by Firms as a
Proportion of GDP
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Analysis of the Labour Economy"

Note: Capacity development investment refers to off-the-
job training (OFF-JT). On-the-job training is not included.

hand, if a firm cannot provide wages commensurate with the improved skills of its employees, it will experience

an exodus of talent and ultimately be unable to stay in business. By putting firms under a certain degree of

pressure, regeneration can be expected to gather pace.

And with IT-related investment, too, given the current situation in which digitalization is not being translated

into qualitative improvements in business operations and the creation of new added value, when offering tax

breaks, it will be necessary to switch to tax-related incentives for business process improvement and profit

expansion through digitalization. For example, if a firm allocates more money to software investments than

hardware investments, it could benefit from lower tax on profits earned in the second and subsequent years.

(3) Revamp the social security system

Third, Japan’s social security system needs to be
revamped. Since the main cause of Japan's fiscal
rigidity is rising social security-related expenses due
to the aging of society, it is necessary to curtail the
pace of increase in social security-related expenditures
by, for example, raising the portion of medical bills
paid out of pocket by the elderly, who are more
affluent on average than younger people, or
redesigning the current healthcare system, which does
not provide incentives for medical care providers to
curb medical expenses. In addition to securing stable
financial resources for social security, mainly through

consumption tax, securing funds that can be invested

in growth areas is vital.
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Figure 20. Changes in Employment
Shares in G7 Countries (2010-2019)
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At the same time, it is essential to improve the productivity of the long-term care business. Looking at the
percentage of Japan’s employment by industry, between 2010 to 2019 there was a significant decline in the
manufacturing employment, but a significant increase in healthcare employment, including in the long-term
care field (Figure 20 on previous page). In the other G7 countries, the manufacturing sector’s share of
employment has been declining, but all except Japan and Italy have seen significant increases in the share of
professional, scientific, and technical services for firms, and in the U.K., the share of information and
communication has risen substantially. While it is inevitable that employment will shift to the long-term care
sector in Japan, which has the world's oldest population, if we focus on the quantitative aspect, the more human
resources are allocated to the long-term care sector, the fewer human resources will be available for other growth
sectors. With the proliferation of small-scale long-term care providers, efforts are needed to increase their scale,

promote ICT adoption, and otherwise increase their productivity.
(4) Revamp corporate personnel and wage systems

Fourth, organizational and institutional reform of firms is also essential. But government support measures
alone will not be enough to halt the decline in competitiveness. It is the firms that actually create added value,
and unless they themselves pursue reforms to create added value, the various policies will be useless. In this
regard, a revamp of Japan’s unique personnel and wage systems is inevitable. As mentioned above, in a rapidly
changing economic environment shaped by such trends as digitalization, seniority may, depending on the nature
of the work, actually be a factor in delaying adaptation to change. At the same time, if IT personnel requirements,
for example, cannot be satisfied through internal training alone, and IT personnel need to be brought in from
outside, it will be necessary to clearly define their duties and introduce a wage structure that is commensurate
with those duties, i.e., one based on the so-called market mechanism. Otherwise, it will prove impossible to
secure such personnel.

The way human resources training is conducted Figure 21. Breakdown of Workers by
Occupation in Major Countries
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China and other emerging countries continue to

9 In Japan, job-based employment has not taken root, and there are only a small number of workers who can be clearly identified as “professionals”
by international standards. Therefore, the actual number is likely to be higher, but on the whole the orientation is toward nurturing generalists, so
the fact that professionals are few in number remains.
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catch up in terms of technology, Japan’s economy will not be able to escape from the deterioration of its
competitiveness unless the entire nation mobilizes to develop professional human resources, not only in firms
but also in universities and other higher education settings.

With regard to globalization, it goes without saying that it is essential to raise the level of English proficiency,
the current low level of which is the biggest factor in the inward-looking orientation of the Japanese people. It
is crystal clear that domestic demand alone will not be enough to deliver economic prosperity if the population
continues to decline, so not only individuals but also the government and firms must focus their efforts on this
issue. Also, expanding the acceptance of foreign workers is worth considering. Increasing the number of foreign
workers, not only highly skilled personnel but also unskilled workers, will provide an opportunity to expand
overseas networks and to highlight the inadequacies of Japan's unique customs and systems. After all, it is
difficult to create innovation without exposure to different sensibilities and cultures. In addition, the increase in
inbound tourism has revealed that goods, services, and events that were considered routine or normal in Japan
sometimes attract the interest of foreigners to a greater extent than might be expected. Although it is necessary
to carefully weigh up and consider the negative implications of accepting foreigners, such as a possible
deterioration of public safety, coexistence with foreigners could be an opportunity to change the inward-looking

mindset of the Japanese people and at the same time encourage innovation among the people of Japan.
5. Conclusion

As of the end of March 2022, Japan's economy is still shouldered with a GDP gap of nearly 20 trillion yen
on an annualized basis, and increased fiscal spending is essential to eliminate this gap for the time being. In
addition, taking into account the fact that the government has so far failed to provide sufficient fiscal support
for areas conducive to growth, as growing social security-related expenditures have absorbed much of the
money available, the government should not close its eyes and avoid expanding fiscal spending for the time
being. However, unless the above-mentioned factors hindering growth, such as scant regeneration and the slow
pace of digitalization and globalization, are fundamentally addressed, then even if the growth rate temporarily
increases, the virtuous cycle mechanisms of “increase income — increase consumption” and “increase earnings
— increase investment” will remain out of action, and the result will be an unnecessary buildup of public debt.
In expanding fiscal spending, the government must focus on areas that will contribute to a recovery in
competitiveness, such as investment tax reductions that promote digitalization, proactive labor policies such as
recurrent education, and human resource investment to keep up with globalization, rather than simply shoring
up demand through public works or support for SMEs, which could impede regeneration. At the same time,
however, it will be necessary to implement competition policies that encourage firms that would find it difficult
to strengthen their competitiveness to make their exits as soon as possible.

Compounding the declining competitiveness of Japanese firms, factors such as soaring resource prices in the
wake of Russia's invasion of Ukraine have resulted in an entrenched trade deficit for Japan, and the country
looks to be beginning to lose its ability to maintain the surplus on the current account that it has maintained
since the 1980s. If current account surpluses cannot be maintained, Japan will be forced to rely on cash from

abroad to fund its economic activities, and it will no longer be able to ease monetary policy and expand fiscal
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spending without financial constraints as it has done in the past. Recognizing that this phase, in which a certain
degree of freedom in terms of macroeconomic policy has been secured, is the last chance to halt the stagnation
of our economy, there must be fundamental overhaul of Japan’s rigid government spending structure, labor

market, and extremely limited competition policies to halt the decline in competitiveness.
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