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“But before you come to any conclusions
Try walking in my shoes
You'll stumble in my footsteps
Keep the same appointments | kept
If you try walking in my shoes”
—Depeche Mode, “Walking in My Shoes,”1993

| Introduction

The world and especially advanced economies are aging at an increasing speed.! This unprecedented
trend poses many potential economic challenges, including slowing growth, shrinking labor forces,
deflation, and fiscal pressures. It will be crucial to find ways to at least mitigate the negative impacts.
Japan’s experience, as the first advanced economy to start this transition,? warrants a particular
analytical spotlight. This paper assesses Japan’s policy responses since the early 1990s to the
accelerated aging of its population. The author argues that Japan overall has managed the process
well and offers a source of inspiration for other rapidly aging advanced economies, especially in Asia
and Europe.

Japan's economy has stagnated since the peak of its real estate and stock market bubble in the early
1990s. Frequently, this has been linked to the demographic transition the country simultaneously
underwent as its working-age population (aged 15-64 years) began to decline in 1995 and
postbubble deflationary pressures in the economy became increasingly hard to overcome, despite
highly stimulative fiscal and monetary policies. Since then senior Bank of Japan policymakers have
repeatedly noted the difficulties in “breaking the deflationary mindset of the Japanese people.”
Japan’s low fertility rates, shrinking population, gradually declining share of global economic output
and the associated perceived loss of international political importance came to be known as
Japanification—and a fate to be avoided by other large economies.

Varying causes of Japanification have been offered. Posen (2003) focused on Japan’s incomplete
financial liberalization, macroeconomic policy division and deflationary policy bias, its financially and
politically passive households, and the society’s lack of openness to trade, capital flows, or foreign
ideas. Koo (2003) presented his widely cited “balance sheet recession thesis,” identifying Japan’s
corporate debt paydown, deflation, lack of loan demand, industrial offshoring, and inadequate
offsetting public borrowing as the main characteristics. The Economist (2013) zoomed in on Japan’s
alleged lack of political leadership, policy procrastination, and incoherent policies leading to broad
social stagnation. Krugman (2015) highlighted Japan’s demographic transition and its persistent low
domestic demand and investment levels, leading to a liquidity trap. And a host of different authors in
The International Economy (TIE 2017) zeroed in on low nominal growth, near-zero inflation, aging,
high and rising government debt, low productivity and zombie firms, a general postbubble hangover,
and the associated collapse of public inflation expectations. Takeshi Tashiro, a Japanese analyst and
Peterson Institute for International Economics senior fellow, has aptly described Japanification as
exhibiting a Rashomon effect,® with observers seemingly able to read their own analytical priors into
Japan’s economic experience.

1 The most recent World Population Prospects 2024 by the United Nations highlights that over a quarter of the
world’s population today lives in countries in which the population has already peaked. See UN Population
Division (2024).

2 In this paper “accelerated aging” for a country will take the general meaning of the point in time when the
working-age population starts its long-term structural decline. This occurred in Japan in the mid-1990s. A
further acceleration in the aging process occurs later, when a country’s total

3 Cited from personal correspondence.



Yet by one important measure of economic performance, Japan has done well in recent decades:
Real GDP per capita has approximated that of other major advanced economies. As argued by Cline
(2013) and Posen (2020), as nominal GDP levels declined, so did price levels and the size of the
population. Fernandez-Villaverde et al. (2025) similarly show how Japan’s economic growth
performance from 1991 to 2019, when adjusted for changes in the working-age population, is
comparable to that of most other large, advanced economies.

In large part, this is because Japanese policymakers and corporate leaders implemented important
reforms that offset some of the economic effects of aging, and they appear to have made the right
fiscal decisions too.

For example, Japan took a variety of steps to boost its labor utilization to help offset a shrinking
workforce. By 2024, Japan reported the highest male and female employment rates in the Group of
Seven (G7) and among the highest female rates in the Organization for Economic Cooperation and
Development (OECD). Japan’s effective retirement age—the average age of exit from the labor force
for workers aged 49 years and above—is now the highest in the OECD. And the country’s foreign-
born population is growing, but in a controlled manner that has so far avoided fueling the type of
populist backlash seen in some other countries.

On the fiscal front, Japan allowed its debt to rise rather than increase taxes and government revenue
or impose austerity measures. This approach might not work for other countries but appears to have
served Japan well.

In this light, Japanification is likely to take on a more positive meaning in coming years. And the
country’s experience provides some important lessons. Among them, other rapidly aging economies
should do the following:

e Increase labor utilization to help offset a shrinking workforce. This means reforms to raise
employment rates, lift the retirement age, and enable controlled migration into a country, as
Japan has done.

e Work to boost productivity growth, including by attracting significant foreign direct
investment, something Japan has failed to do.

e Manage fiscal policy to help finance and maintain popular support for these efforts, which
Japan has managed to do.

Rethinking Japanification does not imply that successive Japanese governments and corporate
leaders have not made important economic mistakes since the mid-1990s. Premature fiscal
tightening in 1997, failure to quickly recapitalize the banking system after the bubble burst,
unwillingness to force unproductive “zombie firms” into bankruptcy or restructuring, and rigid
corporate adherence to seniority-based rather than meritocratic promotions are but a few examples.
Nor does rethinking Japanification mean Japan has had farsighted, resolute, and edified leadership in
recent decades. But it does mean that Japan has navigated its early demographic transition much
better than is generally acknowledged.

Japan also has managed this process with far less economic damage than appears likely in other
advanced aging economies in Asia* and elsewhere. This is partly due to Japan’s good luck in starting
the process before other major economies, when their working-age populations were growing as a

4 This paper will adopt the standard International Monetary Fund (IMF) definition of an “advanced Asian
economy” and include Japan, South Korea, Taiwan, Hong Kong, Macau and Singapore, while also adding China
to the group.



share of their total populations, fueling strong global demand. Today, in contrast, aging is
accelerating in several large economies simultaneously, weighing on global economic growth. China,
Italy, and South Korea, in particular, are forecast to see their working-age populations decline faster
in absolute numbers in coming years than did Japan’s. Germany’s working-age population is
projected to decline at about the same pace as Japan’s, whereas America’s is expected to grow.

This paper will analyze Japan’s response to accelerated aging in six sections. Section Il compares
Japan’s aging process to date with that of other advanced economies and regional economies.
Section Ill describes how other advanced economies in Asia will age faster than in Japan and in less
benign international economic and political circumstances. Section IV explores how Japan must do
more to raise productivity levels. Section V looks at Japan’s fiscal policy and how it chose to increase
debt rather than taxation during its aging process. Section VI concludes.

Il Japan’s early and gradual aging process

Japan’s aging process started early, with the total fertility rate (TFR; the average number of births per
woman if she lives to the end of her childbearing years) first dropping just below 2.1 (the rate
considered sufficient for a population to replace itself) in 1957. The rate hovered there for about 15
years® before permanently falling significantly lower by the early 1970s. While these rates were low
at the time compared to the United States and many other industrialized countries, figure 1 shows
that from 1960, Japan was not a particular outlier.

Japan’s TFR dropped dramatically in the late 1940s and early 1950s. It then stagnated around the
replacement rate, before beginning to tumble during the mid-1970s. The decline continued through
the mid-2000s, dropping to a low of 1.26. By 2023 the TFR was estimated to be 1.21. From 1960
onward, however, Japan’s TFRs were on par with or higher than those of a number of European
countries. Hungary, Latvia, Bulgaria, Germany, Italy, and Spain recorded some of the world’s lowest
TFRs at various times between 1960 and 1997. Japan even had a TFR above that of the United States
from the early 1970s to the mid-1980s.6 Therefore, it is not fertility rates that have historically set
Japan apart from other major advanced economies in terms of long-term population growth trends.

Comparing Japan to the United States and the European Union in terms of the two basic drivers of
annual population change—natural population change (resident births minus deaths) and net
migration—shows that Japan’s population trend has been different in recent decades due to the
combination of relatively low fertility rates for many years combined with essentially no net
migration until recently. This is illustrated in the three panels of figure 2.

5 Japanese fertility dropped dramatically to a TFR level of 1.58 in 1966, the world’s lowest recorded that year,
before rebounding in subsequent years. This was due to the Japanese superstition of Hinoe-Uma (Fire-Horse),
the 43rd combination of Japan’s zodiac calendar. Women born in the year of the fire-horse were
superstitiously assumed to have a bad personality and to cause trouble for fathers and prospective husbands.
Without the possibility of sex screening during pregnancy, many parents postponed having children in 1966.
See Yamada (2012) and Suzuki and Kashiwase (2019).

6 The United States in the early 1980s started to see very high immigration of young people from Latin America,
who brought with them that region’s (at the time) tradition for high fertility rates. Second-generation Latino
migrants, however, have had fertility rates only marginally above the US average in recent years.


https://doi.org/10.1007/s11150-012-9162-9
https://blogs.worldbank.org/en/opendata/curse-fire-horse-how-superstition-impacted-fertility-rates-japan#:%7E:text=In%201966%2C%20Japan%20experienced%20a,per%20woman%20(Chart%202).
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Figure 2B EU27's Annual Population Change 1961 - 2023, percent
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Figure 2A shows how Japan’s natural population change reached near zero by the early 21st century
before turning inexorably negative by 2010. Yet net immigration began to increase from 2012
onward, contributing 0.21 percentage points to population growth in 2018. The foreign population in
Japan from 2018 to 2019 rose by 269,000, before the 2020 COVID-19 pandemic drove net migration
negative. The latest figures from 2023, however, show Japanese net migration has rebounded toward
record rates after the post-COVID reopening of the economy. Recent years’ rates of net migration
into Japan are at comparable rates to those in both the United States and the European Union. It is
thus not correct—even if the Japanese government seems unwilling to tout these data—to describe
Japan today as a “low immigration country.” Japan’s natural population decline, however, has
accelerated in recent years, meaning that despite historically high rates of net migration into Japan,
total population decline has increased to around half a percent annually in recent years. Raising net
migration rates further to merely maintain this approximate rate of annual population decline may
prove politically challenging.

Figure 2B shows how the European Union reached near-zero natural population growth by the mid-
1990s—sooner than Japan—and stayed roughly there (turning slightly negative in 2012) until 2020,
when COVID-19 and aging caused the natural population to shrink persistently. Unlike in Japan,
however, net migration into the European Union has been quite high since the early 1990s, at an
average rate of 0.2 percent per year (Japan’s current and peak pre-COVID rate reached in 2018). The
dramatic increase in net migration to the European Union after 2022 is attributable to refugee
inflows following the Russian invasion of Ukraine. Overall, however, it is considerably higher net
migration that has in recent decades raised the total EU population growth rate above that of Japan.

Figure 2C underlines the relatively better demographic trends in the United States, as natural
population growth has gradually slowed in recent decades but remained positive except for the
COVID-19 year of 2020. Rates of net migration to the United States have also gradually declined from
the early 1990s but rebounded strongly after COVID in 2022 and 2023. Going forward, while US
natural population change is not (yet) around zero, it will likely be net migration that accounts for by
far the largest source of future population growth in the United States.

As Japan’s natural population started shrinking in 2010, figure 2A shows the results after Japanese
policymakers started permitting more foreigners to migrate to the country in 2012.

Box 1. The composition of Japan’s net migration

Japan has substantially increased net migration in recent years as shown in figure 2A. The figure is
estimated by relying on the annual differences in Japan’s registered native (i.e., with Japanese
citizenship) population and its registered foreign population.” As Japan has one of the lowest rates of
citizen acquisition among the foreign population in the OECD,® there is very low leakage from the
foreign to the native population in reported Japanese data, and the difference in Japan between the
foreign and foreign-born (including those born elsewhere but granted citizenship) groups is small. At
the same time, a recurring statistical challenge lies in reporting compatible statistics for temporary
and permanent migration, with only the latter category conceptually to be included in net migration.
The OECD operates with the definition of “permanent-type legal migration.” This category includes

7 Data from Statistics Japan’s regular population estimates are available at https://www.e-stat.go.jp/en/stat-
search/files?page=1&layout=datalist&toukei=00200524&tstat=000000090001 &cycle=1&tclass1=00000101167
8&tclass2val=0. The foreign-born population is estimated as the difference between annual final population
estimates for total population and Japanese population.

81n 2020 and 2021, Japan’s rate of 0.3 percent of the resident foreign population was the second lowest in the
OECD, ahead of only Latvia in 2021. See OECD (2023a).
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https://www.e-stat.go.jp/en/stat-search/files?page=1&layout=datalist&toukei=00200524&tstat=000000090001&cycle=1&tclass1=000001011678&tclass2val=0
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https://www.e-stat.go.jp/en/stat-search/files?page=1&layout=datalist&toukei=00200524&tstat=000000090001&cycle=1&tclass1=000001011678&tclass2val=0

migrants with settlement rights in the form of permanent permissions to stay as well as those
migrants on temporary but renewable residence permits that can lead to permanent settlement
rights through legal status changes.

Box Figure1l Changesin ReportedJapanese Migration Flows 2014-

2022, Thousands
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Conceptually, the OECD permanent-type migration data captures the sum of individuals’
immigration paths over time to permanent residency in Japan. Meanwhile, changes in the annual
foreign population in Japan reflects the outcome of Japan’s national-level policy of bringing in more
foreign labor measured in a given year, irrespective of the duration residency for individuals in the
future (Box figure 1). As such, Japan’s measured increase in net migration in recent years may prove
less durable in the future, unless high numbers of new temporary migrants are continuously
introduced to the Japanese labor force.

Turning to the composition of Japan'’s rising foreign population, several trends between 2012 and
2023 are evident in box figure 2.

Overall, the foreign population living in Japan almost doubled from about 2 million to almost 3.5
million from 2012 to 2023. The largest individual group in Japan’s foreign population is composed of
people holding permanent residency and their spouses. This group includes nationals of Korea and
Taiwan, and other parts of Asia, granted permanent residency in Japan due to their ancestral links to
territories once part of the Empire of Japan. This group, however, has not grown much since 2012,
rising only from 1.36 million to almost 1.6 million, or by 17 percent. Meanwhile, the group of
foreigners residing in Japan due to family reasons more than doubled to 340,000 by 2023.
Accounting for by far the largest share of the increase in the foreign population in Japan between
2012 and 2023 are individuals residing in Japan for employment or education-related reasons. This
size of this group tripled from about half a million in 2012 to 1.5 million by 2023, and it includes a
diverse range of highly skilled professionals, including also technical interns and students. Thus, the




increase in Japan’s foreign population in recent years has been overwhelmingly employment related
and consists mostly of foreign workers with temporary residency permits.°

Box Figure 2 Stockof Foreign Populationin Japan, By Reason of Stay,
End-2012and End-2023
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Geographically, the foreign population in Japan comes overwhelmingly (more than 80 percent) from
elsewhere in Asia, with the largest contingents from China, Korea, Vietnam, the Philippines, Nepal,
and Indonesia. From outside of Asia, Brazilian nationals, many with ancestral ties to Japan, are the
largest group, followed by the United States and the larger European nations. Only 22,475 nationals
from African countries resided in Japan in 2023.

A striking feature of Japan’s foreign population in box figure 2 is the absence of any materially sized
group of refugees or asylum seekers. Japan is a signatory of both the original United Nations 1951
Refugee Convention and its 1967 Protocol. Japan consequently—like EU members—must offer
people seeking asylum in its territory or in its territorial waters an individualized assessment of the
asylum claim and cannot return asylum seekers to an unsafe destination. Japan, however, has
traditionally restricted access to asylum, with only about 1 percent of applications accepted since
1991. Box table 1 presents annual data for Japan’s asylum and refugee management from 1991 to
2023.

%It cannot be discerned from the Japanese national data how many of each individual group of foreign
nationals reside in Japan on visas with the possibility of transitioning to permanent residency.

8




Box Table 1 Japan's Refugee and Asylum Levels 1991 -
2023
Settled Refugees
Number of Frpm Indochina Stay Without Japan's
(Vietnam, Laos, Number of Refugee
Year A?V'”T“ Cambodia, Recognized | Status For Asylum
Apphcahons M Through | Refugees | Humanitarian Acceptance
Received Va”r.“a” g g . . Rate
Special Japanese Consideration
Cabinet Decisions
1991 42 780 1 7 2.4%
1992 68 792 3 2 4.4%
1993 50 558 6 3 12.0%
1994 73 456 1 9 1.4%
1995 52 231 2 3 3.8%
1996 147 151 1 3 0.7%
1997 242 157 1 3 0.4%
1998 133 132 16 42 12.0%
1999 260 158 16 44 6.2%
2000 216 135 22 36 10.2%
2001 353 131 26 67 7.4%
2002 250 144 14 40 5.6%
2003 336 146 10 16 3.0%
2004 426 144 15 9 3.5%
2005 384 88 46 97 12.0%
2006 954 0 34 53 3.6%
2007 816 0 41 88 5.0%
2008 1599 0 57 360 3.6%
2009 1388 0 30 501 2.2%
2010 1202 27 39 363 3.2%
2011 1867 18 21 248 1.1%
2012 2,645 0 18 112 0.7%
2013 3,260 18 6 151 0.2%
2014 5,000 23 1 110 0.2%
2015 7,686 19 27 79 0.4%
2016 10,7 18 28 97 0.3%
2017 19,628 29 20 45 0.1%
2018 10,493 22 42 40 0.4%
2019 10,7 20 44 37 0.4%
2020 3,936 0 47 44 1.2%
2021 2,413 0 74 580 3.1%
2022 3,772 35 202 1760 5.4%
2023 13,823 47 303 1005 2.2%
Total 1991
- 2023 104,690 4,479 1,224 6,054 1.2%

Source: Source: Immigration Services Agency of Japan

Japan has two principal avenues toward refugee status: the standard asylum application in
accordance with UN conventions and “settled refugees” from conflicts in Indochina permitted entry
into Japan via special decisions by the Japanese government. Since 1991 Japan has granted settled
refugee status to approximately 4,500 individuals, while accepting just over 1,200 refugee
applications. During this period, over 100,000 people sought asylum in Japan. In addition to legally
granted settled and standard refugee status, Japan has offered humanitarian stays to just over 6,000




individuals, permitted to remain in Japan for humanitarian reasons without being granted refugee
status.

Japan is physically reachable only via the sea or air, and its geographic location has not placed it near
recent conflict zones. Yet with over 100,000 asylum applications in Japan since 1991, one cannot say
that Japan’s geography has entirely shielded it from self-initiated inflows of asylum seekers. What is
clear, however, is that Japan has exercised great restraint in accepting asylum applications and has
thus maintained strict control of its immigration inflows, enabling entry to essentially only groups
identified by the Japanese government itself through its legal migration system. Japan has also, per
box figure 2, expanded regularized inflows in temporary (often renewable) migration categories,
further strengthening the control by the Japanese government over the annual level of foreign
residents in Japan.

This high degree of control of immigration inflows by Japan stands in dramatic contrast to the
situation in the United States and especially the European Union in recent decades, where a sizable
share of total immigration inflows consists of asylum seekers coming self-initiated across the US and
EU borders. Recent data suggest that migrants entering the Netherlands as asylum seekers
consistently cost the Dutch government money at any age (in contrast to native Dutch residents and
employment-based migrants, box figure 3).2°

While the composition of Japan’s asylum seekers is clearly different than in the Netherlands and
other EU member countries, its highly restrictive asylum policy may have assisted Japan in
maintaining an immigration policy overall supportive of long-term public finance sustainability.

It is also likely that the Japanese government’s controlling migration policies and ability in the public
eye to “control Japan’s borders” has facilitated the low degree of political controversy associated

10van de Beek et al. (2024). | am indebted to the authors for supplying me the underlying data for the
reproduction of box figure 3.
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with recent years’ rapidly increasing immigration levels. This would be an important political lesson
for both Europe and the United States, where public concerns over “control of the border” have
made immigration a politically toxic topic, even as both economies have a need to maintain high
degrees of regularized inward migration. Japan shows that when you “control the border,” increasing
legal employment-based migration is politically easier, even in a country previously not accustomed
to immigration.

lll The aging process in the rest of advanced Asia will occur far faster than in
Japan and under less fortuitous circumstances

Japan has navigated its aging process in a quite successful manner so far. The other advanced Asian
countries, however, are not likely to enjoy the same relatively benign progression for several reasons.

First, other advanced Asian countries and China are aging far faster than in Japan, and in recent years
their TFRs have dropped to levels near the global minimum and far below those registered in Japan.
This is illustrated in figure 3.

Figure 3 illustrates how TFR in other advanced Asian economies saw dramatic declines in fertility
from very high levels in the 1970s and early 1980s, while generally falling below Japan’s rate and
toward the global minimum early in the 21st century. While some uncertainty!! exists about the
validity of Chinese vital statistics, the estimated Chinese TFR has fallen rapidly since 2016 and was at
a record low of around 1.0 in 2023. All other advanced Asian economies in 2023 had TFRs below 1.0:
South Korea, 0.72; Singapore, 0.96; Taiwan, 0.86; Hong Kong, 0.7; and Macau, 0.58. Such declines
pose particular challenges. History suggests that advanced economies will find it extremely difficult

11 See Fuxian (2023) arguing that China’s birth and population numbers have in recent years been inflated by
Chinese officials.
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to engineer material rebounds in TFRs. Figure 4 plots (in green lines) the fertility rates in all the
advanced economies that have seen an increase in TFRs of at least 0.4 over any period since 1960, an
increase required to push China, South Korea, Taiwan, and Singapore’s TFRs back to around Japan's
recent approximate TFR of 1.3.

Figure 4 shows that among advanced economies, only Scandinavian and postcommunist economies
have experienced (temporary) TFR rebounds of this magnitude. In the case of former communist
economies in eastern Europe, the rebound was furthermore associated with the recovery from the
collapse of communism after 1989 and subsequent transition to democracy and EU entry. Russia’s
TFR rebound in the early 21st century coincided with a similar recovery from a chaotic decade of the
1990s and significant commodity-fueled economic boost to living standards. These are unique
historical European circumstances that East Asian economies will not be able to replicate. Figure 4
further shows that even TFR-rebounding economies in Europe were not able to sustain gains during
COVID-19 and after. Sustained TFR recoveries among advanced economies hence remain elusive. The
prospects for a rebound from current exceptionally low levels in East Asia are correspondingly dim.

The economic and medical literature consensus increasingly points to a similar result—the great
difficulty in restoring higher TFRs across the world. The authoritative global fertility forecasting from
The Lancet in Hay et al. (2024) suggests falling fertility levels globally throughout the 21st century,
and noticeably in the high-income countries analyzed in this paper. Hay et al. (2024, 32) further
analyze the effects of globally implemented pronatalist policies and concludes, “Yet there are few
data to show that such policies have led to strong, sustained rebounds in fertility, with empirical
evidence suggesting an effect size of no more than 0.2 additional livebirths per female.” There is thus
no likely straightforward way for high-income countries in Asia (or elsewhere) in which TFRs have
already declined to 1.0 or below to return to even Japan’s current levels or see a further rebound
back toward replacement rate fertility levels. The social unwillingness to contemplate out-of-wedlock
births across most of Asia poses an additional regional fertility challenge, as the negative link

12



between rising average marriage ages, rising numbers of singles and declining fertility rates is
particularly strong.

The findings of Hay et al. (2024) suggest, ominously for advanced Asian economies, that perhaps the
only effective way to avoid dramatic future declines in populations is to preemptively deploy public
policies to avoid TFRs falling in the first place. Such policies mirror many of the same initiatives
countries might (belatedly) implement to try to restore higher TFR levels. Unfortunately, societies
tend to adjust to lower TFRs, which makes raising them again harder. At a minimum, preemptive
policies might include legally ending all discrimination against children born out of wedlock and
social policy measures like ensuring adequate access to affordable childcare, flexible parental
working arrangements, and subsidized parental care options. They may also include consideration of
affordable spacious housing availability and other infrastructure-related obstacles.

The medical findings in Hay et al. (2024) further stand in contrast to some of the fertility assumptions
embedded in the UN Population Division’s most recent update to the World Population Prospects
forecast. This is discussed in Hay et al. (2024, 22f). In its baseline medium forecast scenario, the UN
Population Division assumes that by the end of the 21st century, all high-income Asian countries with
ultra-low fertility will have rebounded toward an assumed long-term fertility range of about 1.3-1.4.
In South Korea, for instance, this would imply an assumed nearly doubling of the current TFR. The
results presented in Hay et al. (2024) as well as Japan’s experience from the early 1990s onward,
however, suggest that this fertility assumption is far too optimistic. Instead, following Hay et al.
(2024), the baseline fertility assumption for the coming decades ought to be that current low fertility
rates will persist in advanced Asian economies. This outcome is available from the UN Population
Division’s World Population Prospects 2024 “constant fertility scenario” in which fertility rates remain
frozen at roughly recent levels. Figure 5 compares the forecast working-age (aged 15-64 years)
populations in advanced Asian economies in this scenario with the recorded decline in working-age
population experienced in Japan from 1995 to 2023.
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Figure 5 shows that under the most likely fertility assumptions, the projected aging process in several
advanced Asian economies will be dramatically faster than what Japan has experienced from 1995 to
2023. Compared to Japan, the workforces in South Korea and Taiwan will decline more than twice as
fast, in Hong Kong at around triple the speed, and in China about two-thirds faster; Singapore,
however, will be 15 percent than Japan.

Another way to illustrate the relatively faster aging process in other advanced Asian countries
compared to Japan is to plot their TFRs with economic development indicators in the form of GDP
per capita. This is done in figure 6.

Figure 6 illustrates how Japan'’s relationship between TFR and GDP per capita in current US dollars
has been relatively stable in comparison with other advanced Asian nations and China in recent
decades. Japan’s data clusters around the $40,000 and 1.3-1.5 range. Meanwhile, other advanced
Asian countries have fallen to far lower TFRs than Japan, and only Singapore has done so at much
higher GDP per capita levels than Japan did. South Korea, Taiwan, Hong Kong, and China have all
dropped well below Japanese TFRs at similar or (in the case of China much) lower GDP per capita
levels. With the exception of Singapore, other advanced Asian nations can therefore expect to grow
older faster, without being on a per capita basis richer than Japan.

Box 2: Asian megacities, urbanization-driven growth, and TFR

It is a generally observable fact that large cities tend to have lower fertility rates than the
surrounding areas and countries as a whole.'? Lower urban fertility levels can generally be explained
by several factors, including the higher prevalence in large cities of younger people not yet forming
families, higher real estate prices and limited availability of housing of a size accommodating to

12 The rural-urban fertility gap has been established and studied since the early 20th century across most parts
of the world. See Martine et al. (2014) for a review of the early literature.
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families, poor availability of affordable child care options and good schools, or new migrants
assimilating to existing lower urban fertility levels perpetuating the trend.

Reflecting the generally lower level of fertility across advanced Asian countries, large metropolitan
areas in the region have fallen to often dramatically lower levels than the largest metropolitan areas
in Europe and the United States. To a degree, this could reflect the on average far higher inhabitant
number in large advanced Asian megacities when compared to other regions. This causes urban
center to be particularly dense, costly, and under-served in terms of relevant services for families
with children. If so, the increasing dominance of megacities in many Asian countries—the Seoul
Capital Area and the Tokyo Metropolitan Area account for 25-30 percent of the total population in
South Korea and Japan, respectively, and even higher shares of national GDP—comes with a built-in
long-term national TFR downward bias. Continued urbanization in Asia will make it harder for the
region to engineer a material TFR rebound in the future. Housing of a size that facilitates having two
or more children must be kept affordable for young families to enable early and larger family
formation. This almost invariably means focusing on residential housing construction also outside the
largest metropolitan areas in Asia. Building a lot more housing in the areas that already have the
lowest national fertility rates is unlikely to succeed in reversing severe TFR declines. Given the very
strong agglomeration and scale effects driving the growth of Asia’s largest metropolitan areas,
enabling such a shift in housing construction will be a costly and multifaceted policy initiative.

Box figure 1 illustrates how low TFRs in advanced Asian metropolises have fallen relatively to the
largest cities in other regions. Box figure 1 also shows how fertility levels in large cities, even in
developing Asian countries, have in some instances fallen to levels not seen in metropolitan areas in
either Europe or the United States.

Box figures 2A and 2B further illustrates how the lower metropolitan TFR levels have been a
persistent feature in Japan and South Korea for decades, underlining the challenge of raising national
TFRs at a time of rising importance of the capital city and regions.
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Box figure 3 underlines China’s twin fertility problems. Its northeastern “rust or coal belt states” —
Jilin, Heilongjiang, and Liaoning—have birth rates far below the rest of China due to the ongoing
migration out of these provinces by the younger population. More ominously, however, for China’s
future fertility levels, its richest and most urban provinces—Tianjin, Shanghai, and Beijing—are also
among China’s lowest fertility provinces. If China’s economic growth is consequently expected to
continue to follow an augmented version of the Lewis development model in which continued
urbanization sees rural farmers adsorbed into the more modern and productive urban economy, this
will likely push China’s future fertility levels even lower.

In other words, unless China makes dramatic changes to its current and future urban environment,
shifting ever larger shares of the Chinese population to the cities to maintain GDP growth risks
accelerating China’s already dramatic fertility decline.

The likely continued growth of China and Asia’s capitals and largest metropolitan areas, which will
continue to push economic growth partly through higher urbanization levels, is likely to exert
downward pressure on Asia’s future TFRs. This in turn makes the probability of the future TFR
rebound assumed in current medium/baseline population forecasts less probable.

Meanwhile, Japan has enjoyed another important economic advantage in its aging process to date.
Yes, it aged early, leading to decades of unflattering relative growth rate comparisons with other
advanced economies. But it also aged largely alone, while many other countries, particularly in the
Asian region, enjoyed the economic gains from their “demographic dividend period” during which
the share of the total working-age population rises. The dramatic decline in fertility rates visible in
the region in the 1970s and 1980s in figure 4 above translates into a rising share of the total
population at working ages some decades later, approximately when Japan’s working-age population
started to drop. This can be expressed in the so-called dependency ratio, the ratio of the number of
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economically “dependent” people (aged 0-14 years and those aged 65 years and over) to the number
of working-age people (aged15-64 years). This is shown in figure 7 for advanced Asian economies
from 1990 to 2023.

In figure 7, Japan’s dependency ratio begins to rise with the decline in the working-age population in
the early 1990s. Meanwhile, the ratios in the other advanced economies in the region drop as they
pass—very successfully—through their demographic dividend period. This ends around 2015 as the
dependency ratios in the region begin to rise, whereas that of Japan (temporarily) begins to flatten.
As Japan’s domestic economy slows in the 1990s, those of its neighbors begin to speed up. Put
another way, Japan had the good luck to begin its aging process right when the demographic
dividend helped its regional neighbors boost their economic growth rates.

Compounding this positive regional spillover during its initial aging process is the fact that Japan’s
luck also extended to global political events and trends. Japan’s aging began shortly after the end of
the Cold War and, perhaps more importantly, just as China’s historical economic growth miracle
(influenced also by the dependency ratio shown in figure 7) began to unfold right next door.

Japan’s ability to rely on strong external demand is also illustrated by the higher global potential
growth rates enjoyed in the 1990s as compared to today. This is shown in figure 8, which relies on
the annual International Monetary Fund (IMF) long-term (the end-year forecast estimate five years
into the future®®) real GDP growth rate estimates available from the World Economic Outlook
reports.

13 potential growth rates are the rate at which an economy is expected to grow in equilibrium in the future,
once business cycle and other temporary economic effects are eliminated. It is the best proxy for long-term
future growth rates available to investors when they make their capital expenditure decisions. A lower
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Figure 8 The IMF's 5year ahead real GDP growth forecast by forecastyear and
region
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Figure 8 illustrates how, as its working-age population began to decline after 1995, Japan enjoyed
high and rising global potential growth rates at 4.5-5.0 percent annually until the Global Financial
Crisis (GFC). Yet it is also clearly visible how, over the last decade, the global and especially the
regional® potential growth rates in Asia have been falling fast, precisely at the time when the aging
in other advanced Asian economies gathers pace. Compared to Japan in recent decades, the rest of
the world—and other advanced Asian economies in particular—will consequently have less
fortuitous external economic conditions available to partly offset the domestic economic slowdown
coming from aging.

Another way to illustrate the generally less advantageous global economic conditions today,
compared with the situation from 1995 on, is to look at the “state of globalization” and international
economic cooperation. In 1995, when the World Trade Organization (WTO) was founded, the Berlin
Wall had recently fallen, the Soviet Union and Yugoslavia had dissolved, India’s economic reforms
were unfolding, and China was about to enter the WTO. The global economy was on the cusp of its
arguably least fragmented period in history. This outlook is captured in the Global Fragmentation
Index constructed in Fernandez-Villaverde et al. (2024), reproduced here as figure 9.

potential growth rate in the global economy today, ceteris paribus, makes global expansion less attractive.
Sales growth will be slower in a global economy growing at a lower rate, and the growth differential between
the domestic and foreign economies will be smaller.

1 This regional decline is significantly driven by the decline in China’s potential growth rates over this period.
Ideally, therefore, data for “global, excluding China/country X growth” should be used to estimate the “external
potential growth rates” for the region’s economies. Such data, however, are not publicly available from the IMF.
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Fernandez-Villaverde et al. (2024) estimate a stable level of global fragmentation from 1975 to 1995,
followed by a decade and a half of declining fragmentation. The GFC marks the gradual return of the
estimated fragmentation levels of 1995, whereas the years 2012-23 have witnessed increased global
fragmentation. Invariably, the construction of an abstract index like that of Fernandez-Villaverde et
al. (2024) is subject to scholarly debate, but it does illustrate the generally less growth-friendly
international policy environment available to other aging economies today when compared to
Japan’s after 1995.

No other country will likely be as lucky as Japan in the timing of their aging processes. Slower global
growth and increasing abandonment of traditional “free trade globalization” by many of the world’s
largest economies will make the pursuit of export-led growth to offset aging harder for other
countries going forward. This issue will be particularly relevant for the European Union, noticeably
Germany, and some other advanced economies because they are entering a more rapid aging period
and have thus far relied heavily on external demand.

IV Japan’s successful offsetting reforms and still outstanding structural policy
challenges

It is debatable whether Japan in a timely and successful manner managed the twin policy challenges
of emerging from its bubble economy and its demographic transition from the early 1990s onward.
As Posen (1998) and other scholars have pointed out, Japan’s initial policy response in the 1990s was
often incoherent. Monetary and fiscal policies did not work together and were inadequately
deployed, political will to recapitalize the financial system was lacking, and policies did not
emphasize structural reforms to address the fundamental new challenges facing the aging country.
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Indisputably, Japanese leaders could have done better in the early years; hopefully, having had the
chance to watch and learn from Tokyo’s early struggles, policymakers elsewhere will manage to
implement more timely and coherent policies to address aging. At the same time, however, it is clear
that Japan has implemented a number of important policy reforms to mitigate the economic impact
of a declining native population. As discussed above in section 2, this includes increasing net
migration to Japan to match the levels seen in the European Union’s 27 member countries (EU27)
and the United States in recent years.

Japan has, however, also successfully moved to increase the utilization of other preciously underused
sources of labor in the economy. In particular, this includes raising female labor force participation
rates and maintaining Japan’s extraordinarily high effective age of labor force withdrawal, even as its
older cohorts increased in size.

Figure 10 shows employment rates for working-age men and women in Japan, the United States, and
the EU27.

Japan’s female employment rate accelerated dramatically from around 60 percent in 2012 to over 70
percent when COVID-19 hit. Today it is over 72 percent by a significant margin—the highest among
the three major advanced economies. Japan’s male employment rate, at nearly 85 percent, has been
high for many years and remains similarly well ahead of both the United States and the EU27.

One set of concerns regarding the rapid rise of employment rates in Japan pertains to the shift from
traditional full-time (indeed often lifetime) regular employment to more irregular employment.®
This means that income inequality among employed Japanese has increased in recent years (though

5 Irregular employment is a heterogenous and multifaceted term. In advanced economies, it is generally
defined to include part-time employment, seasonal and casual work, self-employment, fixed-term work,
temporary work, on-call work, home-based work, or agency work.
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not necessarily among all Japanese, including the unemployed and inactive) and can be associated
with exploitative job conditions, low wages, and limited career opportunities for many, especially
young Japanese workers. Similarly, irregular work typically does not come with pension coverage in
Japan, though health insurance and care are provided for all in Japan. Many irregular workers receive
limited training and often do not benefit from employers’ capital investments, resulting in lower
productivity relative to regular employees. Expectations matter, and if contrasted with the
employment options their fathers had early in their careers, many younger Japanese may feel
resentment today; however, if compared with the labor market situation faced by their mothers,
present-day outcomes may seem better. The rise in irregular employment in Japan has likely been
caused by several factors.® Employers have needed to cut costs in a low-growth/contracting
Japanese economy and have faced rising employer contributions for pensions for regular
employees.'” Japan’s impressive rise in employment rates is hence partly deflated by the increase in
typically lower-paid irregular jobs. To the extent that even irregular jobs are preferable to inactivity—
from a fiscal as well as human welfare perspective—it does not fundamentally devalue the
achievement in Japan of dramatically increasing labor utilization during its aging process.

The Japanese government, under Prime Minister Shinzo Abe’s “Three Arrows Strategy,” 8 launched
its highly successful “Womenomics” policies aiming to raise female employment rates in Japan. This
included increasing the number of nursery school places and after-school primary student care
places across Japan, promoting female participation in management in the Japanese private sector,
and other targeted measures to reduce the observed decline in Japanese women'’s labor force
participation associated with motherhood. In general, Japan exceeded the targets of Womenomics
by a significant margin.

Looking closer at Japan’s female labor force participation, an evolving and generally positive picture
emerges of an economy that initially saw a rise in part-time female employment but in recent years
has also seen rising full-time female employment rates for most age groups.

16 See also Kobayashi et al. (2013) for a detailed discussion of the increase in rising irregular employment in
Japan.

17 Japan’s national Employees’ Pension premium rate for regular employees, which is split evenly between the
employer and the employee, rose from 13.934 percent of gross wages in 2004 to 18.3 percent in 2017,
implying a 2.2 percent gross wage increase in the employers’ pension contributions over this period. In very
low inflation/deflationary Japan, even this small numerical increase may have hurt employers’ willingness to
hire regular workers. | am indebted to Takeshi Tashiro for making this point to me. See Ministry of Health,
Labor and Welfare of Japan (2023) for details about the Japanese pension system.

8 The three arrows were strong monetary stimulus, flexible fiscal stimulus, and structural reforms to Japan’s
corporate sector to promote private investments. The initial target was an increase in the prime-age (25-44
years) employment rate to 73 percent by 2020. This target was exceeded by a significant margin. The term
Womenomics was first presented by Kathy Matsui, then chief strategist at Goldman Sachs Japan. See
https://www.japan.go.jp/tomodachi/2014/womenomics edition 2014/womenomics is pushing abenomics
forward.html.
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Figure 11A Japan Female Employmentby Age and part-Time and Full-
Time 1980- 2023, Thousands
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Reflecting rising employment rates, figure 11A shows how actual full-time job numbers for women in
Japan have been relatively stable since the 1990s, whereas the number of part-time jobs has
increased. This is not a trivial achievement in an economy in which the working-age population fell
by around 15 percent during this period (see figure 5). Figure 11B shows how full-time employment
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rates for prime-age Japanese women (aged 25-54 years) have correspondingly risen by about 10
percentage points since 2011 and that of women aged 55-64 years from 28 to 40 percent. Full-time
employment rates among young Japanese women aged 15-24 years (i.e., an age group typically in
full-time education) has remained stable. Figure 11B illustrates how full-time female employment
rates have risen faster in Japan during the last decade (i.e., the rough period of “Abenomics”) than
women’s part-time employment rates. This again is an important economic accomplishment by
Japan and one that several European countries, noticeably Italy, should learn from. The rise in
women’s full-time employment rates in Japan, during a time of rapid aging, further suggests that
concerns that informal family-based (and overwhelmingly female) provision of care for elderly family
members adversely affects female labor force participation and women’s ability to work full-time
jobs might be exaggerated. Countries like Japan with a well-developed public social welfare system,
including elder care, appears able to counter this effect. The United States might be less fortunate.

Policies often shift at times when there is no alternative, and Japan’s experience shows how, with the
right policies, a declining population in absolute terms can propel an economy toward increased
utilization of all available labor resources. In Japan this has included (partly) overcoming previously
entrenched sexism in the labor market. This point concerning high labor utilization is similarly
reflected in Japan’s considerably higher effective age of labor market exit when compared to other
large economies. Figure 12 shows how Japan’s aging population remains employed longer than
elsewhere.®

Figure 12 Average Effective Age of Labour Market Exit, Estimated
2017-2022
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1% The average effective age of labor market exit is defined by the OECD as the average age of exit from the
labor force for workers aged 40 and over. Japan had the highest estimated effective age of labor market exit in
all of the OECD estimates across the 2017-22 period. Historically, Japan’s high effective rate of labor market exit
was biased upward by the extremely high age of withdrawal by Japanese rice farmers (heavily incentivized to
remain in the labor force by the availability of rice farming subsidies). As farmers’ numbers have declined,
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Japan’s high effective age of labor market withdrawal combined with its world-beating life
expectancy means that in 2022 the average Japanese man could expect to live 17.5 years in
retirement after exiting the labor market, and the average Japanese woman could expect to live for
23.1 years. These levels are close to the OECD average of 18.4 years for men and 22.8 years for
women.?° Achieving an expected remaining time in retirement after labor market exit roughly
comparable to the OECD average in Japan illustrates how Japan has socially adjusted to an aging
population and the world’s highest average life expectancy at age 65.%

Parts of Japan’s employed elderly population work only part-time but, as shown in figure 11B, rising
shares of women do so full-time. It is not obvious moreover that relatively high degrees of part-time
work among elderly workers in general is a public policy problem. Rather, working longer at reduced
hours would seem the preferable manner for older workers to continue to contribute to economic
activity for as long as possible. The ability of a large share of a national population to remain in the
labor force at high ages intuitively requires that the population is on average in good health, which is
the case in Japan.?? It also requires that a vibrant “senior labor market” exists with job openings
offered by businesses to the elderly and a pension and regulatory system facilitating such job
creation. Necessity and the need for workers will drive private business behavior, as reflected in
recent survey results showing that 40 percent of Japanese businesses now offer employment to
workers over 70 years old, double the number in 2015. Older workers are concentrated in less
physically demanding sectors in Japan with, for instance, 30 percent of taxi and bus drivers in the
transportation sector now above 65 years old.?* These are sector-specific employment shares for
older workers that will soon be coming to many other countries, particularly in Europe.

Japan’s example overall suggests that economies facing an outright declining population at least have
the potential capacity to significantly increase employment among both the resident working-age
and elderly populations. And they may not have the political or economic choice to refrain from
doing so. Underutilized groups must be encouraged by public policy reforms to work. Governments
in other countries entering the acute phase of demographic change where native populations
outright decline can thus seek inspiration from Japan in materially increasing immigration,
dramatically raising female employment, and maintaining workers in employment at a high age.

however, this issue is less important today. The OECD estimates these numbers relying on changes in labor
force participation rates rather than labor force levels, across synthetic cohorts divided into five-year age
groups. This methodology implies that absolute numbers for a given country should be interpreted cautiously,
but that cross-country comparisons or time series trends are more reliable indicators. See
https://www.oecd.org/content/dam/oecd/en/topics/policy-sub-issues/insurance-and-pensions/labor-market-
exit-age-methodology.pdf.

20 Retirees in many European countries can expect a higher number of years in remaining life expectancy than
in Japan, whereas retired American women on average have less time left (20.6 years) than in Japan and the
OECD on average. On the other hand, American men, at 18 years, live slightly longer in retirement than in
Japan and also close to the OECD average. See OECD data at https://www.oecd.org/en/publications/pensions-
at-a-glance-2023 678055dd-en/full-report/component-37.html#figure-d1e57758-bebf35cbid.

21 Japanese women, at 24.7 years, are well ahead of all other countries, whereas Japanese men, at 19.9 years,
are merely among the OECD’s longest-living male populations. See most recent data from 2021 at
https://www.oecd.org/en/data/indicators/life-expectancy-at-65.html.

22 Japan has the highest health adjusted life expectancy in the OECD and the second highest in the world after
only the city-state Singapore. See https://www.who.int/data/gho/data/indicators/indicator-details/GHO/gho-
ghe-hale-healthy-life-expectancy-at-birth.

2 Motokazu Matsui, “Nearly 40% of Japanese Companies Hire People over 70 Years Old,” Nikkei Asia, August
13, 2013. https://asia.nikkei.com/Spotlight/Datawatch/Nearly-40-of-Japanese-companies-hire-people-over-70-

years-old.
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These successful policies have thus far mitigated the economic impact of Japan’s gradual aging
process.

At the same time, there are now few additional sources of labor input available for Japan in the
future, apart perhaps from further increasing women’s working time to full-time hours. For Japan,
consequently, raising its productivity growth is arguably the only tool left. Paul Krugman’s edict from
his 1994 book The Age of Diminished Expectations that “productivity isn’t everything, but, in the long
run, it is almost everything” is especially true for Japan and other rapidly aging economies, especially
in Europe. Figure 10 above showed how the European Union (while not matching Japan’s
employment rates) has seen significant increases in labor utilization and hence no longer requires
having “job-rich growth” as its principal economic policy goal. It is no coincidence that Mario Draghi
(2024), in his recent report on the future of the European economy, first highlighted the need for an
aging European Union to immediately raise productivity.

Unfortunately for Japan, productivity growth has been very weak since the bubble economy ended
through today. Figure 13 shows how the most important measure of productivity—total factor
productivity (TFP)—has been essentially flat in Japan since 1990.

Figure 13 Total Factor Productivity at Constant National Prices 1954-
2019,1990=100
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Such a prolonged stagnation of productivity growth has seen Japan slide down the OECD ranking of
output per hour worked,?* where the latest available data places it at the lowest among the G7 and
in the bottom quartile in the OECD. Japan’s lowly status is illustrated in figure 14.

24 Japan’s output per hour worked reached almost 75 percent of the US level in the late 1990s but has since
fallen to less than 60 percent, as shown in figure 14. It is important to note that higher TFP is only one channel
with which to boost real GDP per capita growth, which (as noted at the outset) has been comparable in Japan
when compared to other advanced economies in recent years. Productivity growth is, however, the most
desirable channel to boost real incomes because it can, in principle, be extended in perpetuity with human
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Figure 14 GDP and GNI per Hour Worked 2022 (or latest available),
CurrentUSD/Current PPP
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Japan’s stagnating and relatively low productivity (when compared to other OECD countries) is
reflected also in its relatively low wage level. Japanese workers earn less on average per year than
workers in all US states and most OECD countries (figure 15A).% This is true even when adjusting for
differences in hours worked across the OECD (figure 15B).%¢

ingenuity knowing no bounds. Higher employment rates and higher per worker capital spending are not in a
similar way available in the long term.

%5 Data in figures 15A and 15B rely on the US state-level wage data from the 2023 Quarterly Census of
Employment and Wages (QCEW) by the Bureau of Labor Statistics and purchasing power adjust them using the
2023 regional price parity (RPP) estimates from the Bureau of Economic Analysis for each state (available
https://www.bea.gov/news/2024/real-personal-consumption-expenditures-state-and-real-personal-income-
state-and). US state-level RPP wage data are then adjusted to OECD national purchasing power parity (PPP)S,
using the conversion rate implied by the 2023 US national QCEW RPP adjusted wages and the OECD reported
data. US state-level data is accordingly merged and ranked with national data from other OECD countries.

26 Adjusting hours to US levels tries to address the argument that workers elsewhere voluntarily choose to
convert part of their earnings into leisure for a different work-leisure balance. Even when doing so, it is clear
that US workers have higher relative incomes than workers in most other OECD countries. Adjusting all other
OECD countries to US working hours in most cases represents a significant increase in annual average hours
worked. In the case of Japan, the increase is more limited at around 11 percent from 1,611 hours in Japan to
the US level of 1,799 hours in 2023.
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Figure 15A Annual Average Wages 2023, USSPPP (2023) and US States Adjusted
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Figure 15B Annual Average Wages 2023, USSPPP (2023) and US States Adjusted by 2023
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Japan thus needs to increase productivity to be able to pay higher wages, relative to other OECD
countries. The drivers of TFP growth for countries like Japan near the innovation frontier and no
longer able to “catch up” via imported technologies are notoriously difficult to pin down.?” It is
beyond the scope of this paper to analyze the reasons for Japan’s prolonged TFP slump after 1990 in
detail, but it is clear that—like the European Union—Japan’s principal economic challenge today is to
restore productivity growth.

Corporate investments in plant, equipment, and software by Japanese firms have remained relatively
stagnant as a share of GDP since the late 1990s.28 Worker productivity, especially for those aged
above 60 years?® (a group rising fast in Japan), has been found to decline in job tasks focusing on
adopting new procedures fast for complex problem-solving (Skirbekk 2008). Without a generally
rising capital-labor ratio and an economy shifting toward more dynamic services sectors, fast-aging
economies like Japan may face particular challenges in maintaining productivity growth.

Work by Fukao and associated Japanese economists have further highlighted the productivity divide
in Japan between its large, internationally connected firms with consistently rising productivity and
its small- and medium-sized enterprise sector with stagnating productivity.® This underscores the
importance of international linkages for firms to remain near the productivity frontier. Japanese firms
have generally exploited these opportunities profitably in recent decades because their domestic
market aged early in a period in which globalization was still deepening.

Since the early 1990s the Japanese economy has increased its internationalization, including more
recently in terms of net immigration levels. Japan’s trade penetration, its imports and exports as a
share of GDP, has roughly tripled from 15 percent of GDP in the mid-1990s until today3! (figure 16).

Similarly, Japan’s direct international investment position changed significantly over the same period
but in ways quite distinct from the relatively even increase in Japanese import and export levels.
Figure 17 illustrates how Japan’s outward foreign direct investment (FDI) has risen strongly from
about 5 percent of GDP in the mid-1990s to almost 50 percent today.3? Inward FDI by foreign
investors rose much less over the same period, though from admittedly very low rates of less than 1
percent of GDP in 1996 to around 5 percent by 2023.

27 See OECD (2015) for an exhaustive discussion of the difficulty of measuring and interpreting TFP growth.
28 Data from the Ministry of Finance’s “Financial Statements Statistics of Corporations” are available at
https://www.mof.go.jp/english/pri/reference/ssc/index.htm.

29 See Bérsch-Supan and Weiss (2016) and Bérsch-Supan et al. (2021).

30 See Fukao (2013) and Fukao et al. (2021).

31 Japanese import levels in 2022 and 2023(preliminary data) were heavily affected by the effects of rising
energy prices during this period and can consequently be expected to come down again in the coming years.
32 Figure 17 is estimated using nominal values for Japan’s year-end direct investment positions as a share of
nominal GDP, both valued in yen. The exchange rate driven fluctuation in the value of FDI made by Japanese
firms hence will affect these data. As the yen has generally depreciated against most foreign currencies since
the mid-1990s, part of the reported increase in Japanese outward FDI is consequently an exchange rate
valuation effect. Recalling that the yen rose to about 75/SUS in 1995 and has been roughly 150/SUS in recent
years, this effect though is unlikely to account for more than a small share of the roughly 10-fold increase in
reported Japanese outward FDI as a share of GDP over this period.
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Figure 16 Japanese Trade Penetration 1994 -
2023, Percent of GDP
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Japan’s current low level of inward FDI suggests foreign investors could help Japan improve future
productivity growth by establishing a larger presence in the economy. The lack of such large-scale
foreign investments in Japan is rooted in many factors, only some which government policy can
immediately address. Slow growth in Japan relative to many other economies in the region is likely
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one reason for foreign investors’ limited interest in the Japanese domestic market in recent decades.
On the other hand, corporate governance reforms have been a key part of the Japanese
government’s recent economic reforms, mainly targeting the management and ownership structures
in Japanese domestic corporations. Facilitating a larger foreign presence, including by foreign-
controlled corporations, in the Japanese economy should be a core component of improved overall
corporate governance in Japan. Persistently low inward FDI levels suggest this reform agenda still has
significant ground to cover.

While increasing inward FDI remains a possible avenue for raising future productivity growth in
Japan, the country’s much higher trade and outward FDI integration with the rest of the world
suggests that it has already reaped many of the productivity benefits of globalization.

As such, globalization might not have that much more “low hanging fruit” to offer Japan in terms of
future productivity growth. But given that Japan has managed its aging process to date with
remarkably limited domestic political polarization or the type of populist political leaders elevated to
power by voters in the United States and many European countries, it at least seems unlikely that
Japan will reverse its embrace of globalization. It has, for instance, continued to sign important free
trade agreements in recent years, including with the Asia-Pacific region through the Comprehensive
and Progressive Agreement for Trans-Pacific Partnership in 2018 and with the European Union in
2019. Overall, that Japan has managed its aging process without political populism gaining much
influence®? is a political feat that many other advanced countries beginning their aging today may
come to envy. Japan managed this at least partly due to the fiscal policy choices made during its
aging period. These are the subject of the next section.

V Japanese fiscal policy during population aging

Japan has historically been a “small government country” with the general government total revenue
share of GDP not rising above 30 percent until the early 2010s, well into Japan’s aging process. The
decision to keep government revenue low, even as the population aged, set Japan apart from other
advanced and gradually aging economies, particularly in Europe. Other G7 nations, such as Germany,
Italy, France, or the United Kingdom, have historically had higher shares of government revenue to
GDP, even prior to their populations aging. Figure 18 shows how until about a decade ago Japan
avoided increasing government revenues, despite its aging population.

Low taxation has kept Japan’s disposable income levels relatively higher than its low nominal wage
level among OECD countries would imply. Unlike nominal wages (figure 15), after-tax disposable
income levels in Japan remain higher than the OECD average and not far from the level in high-tax
OECD members in Scandinavia or France (figure 19).

Relatively higher disposable incomes from continued low taxation are likely to have been a
contributing factor to the relative lack of political polarization seen in Japan since early 1990s. At the
same time, however, Japan is not an equal society and the Japanese welfare state is neither big nor
particularly redistributive (box 3). Relative political stability in Japan has hardly been secured by
ensuring social fairness across generations or income groups.

33 Japan has, on the other hand, not been spared extremist political violence in recent years, including the
nerve gas attack on Tokyo in 1995 that killed 13 people or the assassination of former prime minister Shinzo
Abe in 2022.

31



Figure 19 Net"Take Home Pay" After Taxes and Cash Transfers,
Current$US PPP, 2022
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Box 3: Japan’s small welfare state

Japan’s status as an advanced economy was founded on the decades of very rapid growth after the
end of World War Il, when persistently high economic growth rates delivered a middle-class society
with, on average, Western living standards. Unlike in most Western European OECD member
countries (and arguably the United States with Franklin D. Roosevelt’s New Deal in the 1930s), in
which earlier economic slums and the persistent political threat of socialism facilitated the
introduction of welfare state institutions much earlier, Japan had relatively few such institutions at
the time of the end of its economic bubble and the beginning of its demographic transition in the
early 1990s.

In the face of an aging population, Japan’s gross public social spending3* has been rising steadily
since 1990 and is now roughly halfway between Scandinavian welfare states like Denmark and the
United States (box figure 1).

Box Figure1 Public Social Expenditure in Denmark, Japan and the United States 1990 - 2019, % of GDP
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Unsurprisingly, the principal driver of rising Japanese public social expenditure has been more money
for old age pensions and health care. Japan’s public expenditure on family assistance (including
parental leave) has grown since around 2010, now exceeding that of the United States, but it remains
only roughly half the level of a Scandinavian welfare state. Considering Japan’s low fertility rate,
additional social spending on family-related issues would likely be a fruitful future policy. Japan’s
persistently low (comparable to the United States) levels of other types social spending is directly
related to the country’s low unemployment rate. Since 1990, the rate has not exceeded 5.4 percent
(reached in 2002), went just over 5 percent during the GFC, and barely budged during the COVID-19

34 Social spending is defined by the OECD as expenditures in cash, in-kind services, and for tax preferences
toward the provision of support for individuals facing challenging circumstances. These include poverty
alleviation, unemployment/active labor market policies, old age and disability pensions, health care, family
assistance, and housing support. See the OECD article on “Social Spending,”
https://www.oecd.org/en/topics/social-spending.html.
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pandemic. Expansionary fiscal policies and corporate traditions and incentives for labor hoarding
with the effect of keeping Japanese unemployment low have implicitly helped reduce the need for
higher public social spending.

In terms of countries’ total devotion of resources toward social policy purposes, Japan finds itself
roughly in the middle of the OECD once the effects of taxation on social expenditures® are
considered and individuals’ out-of-pocket expenses paid for private social expenditures are added to
public social expenditures (box figure 2).

Japan’s total social expenditures was 23.5 percent of GDP, according to the latest available data from
2019. Both taxation effects on social expenditure and private social spending in Japan are relatively
limited, leaving total societal spending in Japan quite close to gross public spending. Japan’s total
expenditure level is well above that of South Korea; comparable to Canada and the United Kingdom
in the G7; marginally below Germany, Italy, and the Scandinavian countries; and well below the total
expenditure level of around 30 percent of GDP found in the United States® and France.

Meanwhile, Japan’s rising old age public pension expenditure is kept relatively low by a net pension
replacement rate of only 38.8 percent of preretirement earnings, the sixth lowest in the OECD.3” This
low targeted level for pension benefits in turn acts as an incentive for older Japanese to continue to
work, reflected by the fact that over 40 percent of the total earnings of Japanese over 65 years

35 For instance, in the form of cash benefit payments being subject to income tax, the value-added tax/sales tax
proceeds earned when recipients spend benefits, or the budgetary costs of tax incentives toward private health
insurance and old age pensions.

36 US total social expenditures are driven up by the lack of direct or indirect taxation of benefits, the sizable
cost of tax preferences toward especially private health insurance and old age pensions, and the relatively
much higher costs of health care services of any kind in the United States.

37 Data from 2022 are available at https://www.oecd.org/en/data/indicators/net-pension-replacement-
rates.html.
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comes from work, almost comparable to the half coming from public pension transfers.®® Japan’s
very low share of income coming from private occupational transfers and personal investments (less
than 10 percent of total old age income) further incentivizes elderly Japanese to generate income
from work, indirectly reducing the pressures on Japanese public social expenditure transfers in the
process. Aging and very high expected (healthy) life expectancy have facilitated a more affordable
work-at-high-ages old age income insurance framework in Japan.

Overall, low net replacement rates in the public pension system, health care costs in a publicly
funded system not being designed for reallocation purposes across income groups, and low
remaining social expenditures in Japan makes for a welfare state with limited redistributive effect.
The difference between the market income Gini coefficient in Japan and the disposable income Gini
coefficient (i.e., the effects of taxation and government transfers) was at the latest available data
from 2021 merely a reduction in the coefficient of 17 percent from 0.397 to 0.3313° for the working-
age (18-65 years) population. This is the third-lowest (after Switzerland and Korea) redistributive
effect of government taxation and transfers among high-income OECD countries. It is consequently
not a coincidence that Japan has remained a relatively unequal society in terms of disposable
incomes (box figure 3%°).

Japan’s welfare state and its associated transfers are, by design, limited. While income inequality has
declined marginally in the last 40 years, it remains high by OECD standards. However, this policy

38 Data from 2020 (or latest available year) are available at https://www.oecd.org/en/publications/pensions-at-
a-glance-2023 678055dd-en/full-report/component-39.html#tablegrp-d1e57942-ed866131c9.

39 See the OECD Income Distribution Database at https://www.oecd.org/en/data/datasets/income-and-wealth-
distribution-database.html.

40 Box figure 3 shows the disposable income Gini coefficient for Japan for the total population because
coefficients broken out by age groups are not available before 2018 for Japan. Available OECD data for 2018
and 2021 show that the working age (18-65 years) disposable income Gini coefficient in Japan is marginally
lower (0.01 or less) than the number for the total population.
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outcome has assisted Japan in keeping taxation low and has thus improved the resiliency of public
finances during the aging process. Given the relative political stability seen in Japan since the early
1990s, this appears a prudent choice by Japanese policymakers.

Recalling the far more extensive and expensive welfare states in many European countries, Japan’s
ability to maintain relative fiscal and political stability during its aging process based on a much more
“limited social contract” and lower public social spending will be cold comfort. European welfare
states of the pay-as-you-go variety** would require dramatic reforms and scaling back if they are to
prove as relatively resilient to aging as Japan’s limited version hereof.

Keeping taxation levels low in Japan in international comparisons following the end of bubble
economy and the commencement of its aging process appears to have been a clear policy choice in
Japan. No sustained* political attempt was made over 20 years to close Japan’s fiscal deficits relying
on more government revenue. Figure 20A illustrates how, following the dramatic and persistent
slowdown in nominal growth after 1991, large fiscal deficits became the norm in Japan, while the
Japanese general government revenues were flat just below 30 percent of GDP until 2013. In April
2014 Japan’s value-added tax (VAT) was raised from 5 to 8 percent and again from 8 to 10 percent in
2019. Increasing social security contributions and a cyclical rebound in personal and corporate
income tax revenues also pushed up general government revenues after 2013 in Japan. But the
doubling of Japan’s VAT by 2019 accounts for over a third—about 1.7 percent of GDP in extra
revenues*—of the total extra revenues that, for the first time, sustainably increased Japan’s total
government tax revenues above their early 1990s level. By 2021, at 36.3 percent of GDP, Japan’s
general government revenues essentially matched the IMF’s advanced economies average at 37
percent, signaling that Japan’s aging process had ended its earlier status as a “small government
economy.” The increase in general government revenues after 2013 also assisted in stabilizing gross
debt levels. Japan’s reliance on increased VAT revenues to stabilize government finances with an
aging population—following in the footsteps of all European economies—is a likely indication that
the unique status of the United States in lacking a federal VAT or sales tax may not be sustainable in
the long run as the US population also gradually ages.

41 Unfunded pension liabilities alone in European welfare states often exceed 300 percent of GDP. See data for
2021 at https://ec.europa.eu/eurostat/statistics-explained/index.php?title=Pensions in national accounts -
statistics#fEnhanced reporting on pensions.
42 The Japanese government did implement several isolated attempts to increase government revenues over
this period. The most (in)famous instance is the increase in the Japanese sales tax from 3 to 5 percent in 1997.
This announced policy shift led to substantial “front-running” by consumers in late 1996 and was followed by a
prolonged subsequent decline in private consumption and associated lower economic growth in Japan. The
sales tax increase was also a victim of poor timing, being implemented shortly before the Asian financial crisis
hit and following the expiration of temporary income tax rebates, both dampening economic output also in
Japan.
43 OECD revenue statistics show that this accounts for around a third or ¥10 trillion out of ¥30trillion in total
additional revenue in Japan from 2013 to 2021.
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Figure 20A Japan General Government Revenues, Budget Balance and Nominal
GDP Growth 1980-2023, % of GDP
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Figure 20B Japan General Government Revenues, Budget Balance and Gross
Debt 1980-2023, % of GDP
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During a period of low nominal growth, deficits will tend to increase debt as a share of GDP faster, as
the denominator does not expand much. Combined with often large annual budget deficits, Japan’s
gross government debt levels grew dramatically in the two-plus decades after 1991. Figure 20B
illustrates how gross debt/GDP rose nearly 170 percentage points from (near Maastricht Treaty
compatible) 62 percent in 1991 to 230 percent by 2013. Or put another way, facing continued
challenges in restoring growth due to both the effects of its asset bubble bursting and the
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demographic transition, Japan chose to issue ever more debt for over 20 years, rather than try to
raise more revenue, to fund its expansionary government expenditures. Only after 2013 did nominal
growth and general government revenues start to rise gradually to stabilize gross debt levels.
Sustained over so many years, even as Japan exceeded the gross debt levels of all other advanced
economies by a large margin, this outcome reflects an implicit macroeconomic choice to essentially
issue debt rather than collect taxes to keep the economy afloat as the asset bubble was digested and
the population aged.

Observers concerned about Japan'’s fiscal sustainability invariably look at gross debt levels of over
230 percent of GDP with a degree of anxiety. Yet Japan has now managed debt at these levels for
over a decade, including during an unprecedented global pandemic and the commodity price shock
following Russia’s invasion of Ukraine.** This covers a period that has seen debt levels rise
dramatically in other advanced economies in Europe and the United States. Rising gross debt levels
notwithstanding, Japan succeeded in the years after 1991 to engineer ever declining costs for Japan’s
rapidly rising general government debt. The implied interest rate on Japan’s gross outstanding
government debt fell from 5.2 percent in 1991 to just 0.6 percent of GDP by 2022, despite the ratio
of debt to GDP rising from the lower 60s to around 250 percent over the same period. Figure 21
illustrates how declining government debt costs were also experienced by other increasingly
indebted large, advanced economies like Italy and United States over this period. But nowhere did
the amount of gross government debt rise as much as in Japan, and nowhere did the cost of
government debt fall as far as in Japan.

4 Due to its (temporary) closure of nuclear power plants after the Fukushima disaster in 2012, Japan was
heavily exposed to rising global liquefied natural gas prices following Russia’s invasion of Ukraine and
weaponization of pipeline gas deliveries to Europe.
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Figure 21 suggests that the relationship between the level of gross government debt and the cost of
this debt is empirically very weak at least in large highly indebted advanced economies® (only the US
Congressional Budget Office projections for debt and debt costs in the United States after 2023 have
a persistently upward slope).

To a degree, this is due to the inflation of gross debt levels by the government debt held inside the
general government in the form, for instance, of government debt issued in an earmarked form to
cover future pension liabilities. The IMF’s “general government net debt statistics” subtracts all
general government financial asset holdings from recorded gross debt levels.*® In Japan, such

internal debt holdings have been around 80 percent of GDP since the early 2000s, temporarily

reaching over 100 percent of GDP after the COVID-19 pandemic.

In addition to explicitly “internal general government holdings,” it is relevant for Japan to also
consider the very large holdings of government debt purchased by the Bank of Japan in recent years.
These, too, have reached levels of around 100 percent of GDP. As such, the share of government
debt truly “held by the public” is far lower in Japan than gross debt levels would imply. Internal debt
holdings exist in all advanced economies, and recent years’ quantitative easing asset purchases have
seen central banks purchase domestic government debt in many advanced economies. In no other
economy, however, does the level of either approach those reached in Japan. This is illustrated in
Figure 22 for the United States, Italy, and Japan.

Figure22 Gross Qutstanding Debt 1982 - 2023, Percent of GDP, By Holder

H Holdings By Public Holdings By Central Bank M Internal Debt Holdings

United States Italy Japan
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1) US data from OMB. As of 2023, there is no longer a material difference between OMB and
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4 Italy’s very fast downward-sloping debt costs can largely be attributed to its one-off adoption of the euro in
1999 and the prior market expectations of this event.

46 General government financial assets may include monetary gold and special drawing rights; currency and
deposits; debt securities; loans, insurance, pensions, and standardized guarantee programs; and other
accounts receivable. In practice, except in countries like Norway with sovereign wealth funds, these holdings
are overwhelmingly made up of government debt issued as “internal debt holdings” to other general
government institutions to cover future pension liabilities.
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Once you subtract internal government holdings and debt purchased by the central bank, Japan’s
public holdings of general government debt was less than 60 percent of GDP in 2023, considerably
below that of Italy with levels consistently just above 100 percent since the 1990s. It was also below
that of the United States in recent years. Thus, accounting for who holds the outstanding gross debt
makes a very large difference for how fragile Japan’s bond market situation should be viewed and, by
extension, the amount of implicit “policy insurance” the Japanese government ought to take out
when shaping fiscal policy to protect against possible future bond market volatility. There will be no
bond market vigilantes found in other Japanese government institutions.

From a long-term fiscal sustainability perspective, it arguably should not really make a difference
whether a government’s debt is held by the public or by the central bank, as the latter is owned by
the government, which must pay interest on the bonds purchased. When the short-term policy rate
is zero, or near zero as it has been in Japan since late 1995 and even longer maturity interest rates
are very low,*® the issue of cost is less important to the central bank or to the debt-issuing
government. Instead, governments may have a political interest in having the central bank as a major
“internal government bond owner” to insure against possible bond market volatility and sudden
losses of private investor confidence at very high gross debt levels.*® A national central bank can be
relied upon to never sell even in the direst domestic crisis circumstances. Given its continued high
gross government debt level, the Japanese government may prefer maintaining this volatility
insurance. The very large debt purchases by the Bank of Japan may not have managed to sustainably
return the Japanese economy to the target 2 percent inflation level, but on the other hand, they
have not generated any obvious material negative macroeconomic side effects either.

Whether Japan’s general government debt level remains stable and indeed sustainable—and,
consequently, whether its decision to increase its gross debt to world-record levels will continue to
have been a good macroeconomic decision—will depend on whether inflation and interest rates
remain very low. Given Japan’s aging population and stubbornly low productivity levels, there are
likely no realistic options for Japan to either grow out of its debt or consolidate public finances
sufficiently to be able to run primary surpluses big enough and for long enough to materially reduce
the debt/GDP level. Japan will have no choice but to continue to do what it has done for at least the
last decade—namely, manage a very high general government debt level well, even with a declining
population. This is a macroeconomic outcome directly related to an aging population and thus a
situation coming soon to many other advanced economies.

Japan’s inflation rate, measured by its consumer price index, has been above the Bank of Japan’s 2
percent target since early 2022, driven by the combination of rising global energy and commodity
import prices, rising global interest rates, and associated declines in the exchange rate of the still
very low-yielding Japanese yen. This has prompted the Bank of Japan to raise interest rates to 0.25
percent, eroding Japanese consumers’ purchasing power for the first time in many years. Today, with
few additional workers remaining available, domestic wage pressures have materialized. For the first
time since aging accelerated in the early 1990s, Japan may have a plausible path to develop
sustained domestically driven wage and price pressures.

47 See Trading Economics, https://tradingeconomics.com/japan/interest-rate.

48 Japan’s 10-year bond yield fell to below 2 percent in 1997,
https://tradingeconomics.com/japan/government-bond-yield.

49 |n the case of the 20-member European Central Bank, common asset purchases by the central bank take on
an inherently and highly political character due to the continued national responsibility for fiscal policy.
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At the same time, however, the recent global inflationary spike has peaked,® interest rates in other
advanced economies are declining, and Chinese and global (see figure 8) potential economic growth
rates are decelerating. Meanwhile, Japan’s own population decline will continue, and the prospects
of sustained materially higher inflation and interest rates in Japan do not appear strong. Backward-
looking collective bargaining wage negotiations will ensure that wages will continue to rise above
current inflation levels until the 2022-23 real wage declines have been reversed. This, combined with
fewer additional workers, will put upward pressure on Japanese inflation, likely taking it back to
around the Bank of Japan’s 2 percent target. At the same time, it seems unlikely that the Bank of
Japan will be able to raise interest rates much further than its current level of 0.5 percent in the
future. Perhaps a policy rate of 1 percent to 1.5 percent seems plausible, but this would still see
Japan having negative real interest rates at least at short maturities for the foreseeable future. In this
scenario with policy and longer maturity interest rates remaining very low, Japan’s key fiscal choice in
recent decades of relying on rapidly rising general government debt to sustain the economy during
its aging process will have been the right policy choice.

Many other economies—particularly other advanced Asian nations, China, and most European
countries— now entering their own accelerating aging process with limited scope for domestic
inflationary pressures to build, will struggle to find an alternative fiscal path to the one chosen by
Japan.

VI Concluding remarks and broader lessons from Japan

Japan began its accelerating aging process in the 1990s, earlier than other advanced economies, and
did so in the immediate aftermath of a very large asset price bubble bursting. These two nearly
synchronized and unprecedented economic events—one cyclical and one structural—interacted in
complicated and unforeseen ways, almost certainly delaying Japan’s early policy responses to both.
Now, about three decades later, Japan’s structural aging continues, but important reforms have been
enacted and political and economic institutions have adapted to mitigate the social and economic
effects. This should entice other countries to learn from Japan’s early struggles and reform
experiences.

Japan proved initially unable to prevent the economy from falling into prolonged deflation following
the double hit of the bubble bursting and the working-age population beginning to decline. Most
other countries probably will not face the same dual challenge, but Japan’s aging process will come
to be seen as quite gradual, with working-age and total populations having fallen relatively slowly
compared to what will befall others in the region and possibly some EU members. The broadly
deflationary impacts of more rapidly unfolding aging processes in countries like South Korea, Taiwan,
and China are consequently likely to be larger than seen since the early 1990s in Japan.

Japan’s current TFR of just around 1.2 suggests that reversing the regional fertility decline will be
particularly challenging. Japan’s experiences suggest that there are no obvious government policy
tools with which to engineer a lasting fertility rebound in Asia or possibly anywhere. Experiences in
the United States, Europe, and other advanced economies suggest that fertility rates can be
stabilized at rates above those achieved in Japan through the implementation of family-focused
government social spending policies, including adequate access to affordable child care, flexible
parental working times, and subsidized parental leave options. Promotion of housing that is both

50 The US economy, facing fiscal deficits possibly rising further, additional inflationary tariffs, and stagflationary
migrant labor deportations under a second Trump presidency, is a potential exception. See McKibbin et al.
(2024) and Blanchard (2024).
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affordable and adequately sized for multiple children helps, as does broader societal norms
facilitating out-of-wedlock childbirths and general gender-equal distribution of household work. Such
policies, however, seem mostly adequate in avoiding excessively steep TFR declines. To date, no
advanced economy has restored TFRs to near replacement rates. Fertility rates appear dependent on
a complex interaction of government spending decisions, societal gender and family norms, physical
design of urban areas and infrastructure, evolving social relationships between the sexes, and
expectations about the future pertaining to, for instance, climate change concerns or risks of political
instability. Of these, only government spending is directly and exclusively set by government policies.

This implies that other countries in the Asian region that have now fallen to near global minimum
fertility levels will face a much faster long-run pace and depth of population decline. Asia’s rich,
populous, and economically advanced megacities appear particularly prone to very dramatic declines
in fertility to rates well below 1.0. Japan’s fertility history, which mirrors that of several European
countries, suggests that governments’ best, perhaps only, chance to keep fertility rates reasonably
close to the TFR 2.1 replacement rate level is to act preemptively and enact policies to stop them
from falling too low. Once countries reach national fertility rates as low as 1.0, there does not appear
to be a policy-induced way back, at least in democratic societies. Mitigating the pace of aging
involves mostly preempting fertility declines, not trying to reverse them later.

Japan has successfully managed to dramatically increase labor utilization over the last decade, as
female employment, including increasingly also full-time employment, has risen to the highest level
in the G7 and among the highest in the OECD. Japan belatedly began to increase immigration only
when the total native population really began to decline fast, but in recent years it has reached net
immigration levels comparable as a share of the population to the EU27 and the United States. Japan
is therefore no longer a “low-immigration country” on a flow basis, even if the total share of the
foreign-born population remains much lower than in the EU27 or the United States. Given the
political sensitivity in Japan (and everywhere else) of dramatically increasing net immigration, it is
likely not a coincidence that Japanese immigration began to rise much faster only after an earlier
policy incentivized increased female labor force participation. Japan has furthermore maintained a
very high degree of control over regularized inward migration, limiting its recent increase to
overwhelmingly employment-based and temporary (if renewable) legal residency categories. Japan
has maintained a very low acceptance rate for asylum seekers, in contrast to most other advanced
economies, and a high degree of “control of borders,” mitigating the political reaction to legal
migration levels rising to historically unprecedented levels.

Japan’s experience suggests that declining working-age populations and the associated labor
shortages eventually drive even the most politically reluctant government to take the necessary
measures to better employ hitherto underutilized domestically available labor pools and bring in
more foreign workers. Japan'’s increasing success in also raising female full-time employment during
its aging period further suggests that “care for aging family members,” typically a task taken on by
female relatives, is a manageable policy challenge for advanced economies with a generally healthy
elderly population and publicly provided health care services. Given the cost of private elderly care in
the United States, it is not clear that the Japanese experience applies here, though it should be
encouraging for many aging countries in Europe with persistently low female full-time employment
rates.

Japan has further managed to maintain the highest age of effective labor market withdrawal, not just
matching Japan’s world-beating life expectancy but also providing valuable additional labor resources
to the economy. Japan’s high frequency of working at very high ages is facilitated by very high

healthy life expectancies but is also directly incentivized by Japan’s parsimonious public welfare state
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(compared to OECD members). Japanese retirees get a pension targeting a less than 40 percent net
replacement rate of their previous income, and elderly Japanese consequently get about half of their
total income from continued work. Japan illustrates that aging is compatible with maintaining a
welfare state, albeit possibly only one that maintains robust incentives to keep working at high ages.
Based on Japan’s experiences, many EU countries that are now rapidly aging will likely to have to
make significant future adjustments to their more elaborate welfare states and their much lower
effective retirement ages.

In hindsight and given what is likely to befall other graying nations soon, Japan’s aging experience
and its response to the process warrants a rethink of the meaning of Japanification. Rather than be a
label focused on deflation, low growth, shrinking global importance, and political paralyzation,
Japanification ought to be associated with capable political and economic management of a very
challenging structural process.

Other aging countries, however, best not take Japan’s experiences as an indication that they too will
fair equally well as the process unfolds. As this paper has shown, Japan had the good fortune of
aging alone, at a time when global growth was much higher than it is now, and when the global
economy was integrating. With many more countries now simultaneously aging faster than Japan
did, the outlook for global potential growth rates looks dimmer than in the early 1990s, and
resurfaced geopolitical rivalry will make continued exploitation of economies of scale, technology
transfers and exchanges, and foreign investment opportunities harder to find. In its era of
accelerated aging, Japan’s economy has become significantly more trade integrated with the rest of
the world, and Japanese firms invested significantly more resources around the world. This has
helped Japan benefit economically from globalization; globally integrated firms raise productivity
levels and should guide other aging countries to continue to pursue similar trade and investment
policies.

At the same time, however, foreign inward investment into Japan has remained much lower, in part
likely reflecting the economy’s relatively low growth prospects in comparison with other economies
in the region in recent decades. As many more countries will age together in the future, relatively
lower domestic growth prospects will be less of a deterrent for prospective foreign investors. Yet
Japan’s relative lack of inward foreign investment in recent decades does illustrate how aging
societies—without the structural growth driver of a demographic dividend to rely on to lure in
foreign investors—must actively strive to attract more foreign investment. Many advanced
economies facing declining populations and many emerging economies exiting their demographic
dividend era must contemplate other ways to attract future foreign investors.

This importance of foreign inward investments is underlined by Japan’s principal macroeconomic
failure during its aging process. Japan has not managed to restore productivity growth in its
economy, despite benefiting from other aspects of economic globalization and generally freer trading
conditions that will be harder to access for countries today. Japan’s productivity challenge, even with
one of the best-educated workforces in the OECD, illustrates that aging advanced societies near the
technological frontier probably face particular challenges in raising TFP—fewer new disruptive firms
are founded by fewer entrepreneurs from among much smaller cohorts of young people, older
workers are less geographically mobile and prefer relative stability over risky circumstances, and
government spending is naturally directed toward the largest (older) voting groups. Recalling Japan’s
experience with aging eventually compelling higher labor utilization and higher net immigration
levels, other aging advanced economies should make raising productivity growth, rather than
focusing on job creation, the principal economic policy focus. In the long run, higher productivity
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really becomes almost everything for aging societies. This point was also forcefully highlighted for
the European Union by the recent report by Mario Draghi (2024).

Japan’s key fiscal policy choice during its aging process—choosing to rely on rapidly increasing
general government debt rather than higher taxes to finance expansionary public expenditure to
sustain growth—appears the right decision. Japan’s debt costs have fallen dramatically since the
early 1990s, despite general government gross debt levels more than quadrupling to a world record
around 230 percent of GDP by 2013. This has been facilitated by a persistently low inflation and
interest rate environment, which Japan’s experience suggests is a predictable outcome of declining
working-age and total populations.

The failure of Japan’s debt expansion—of about 170 percent of GDP over the two decades after
1992—to end deflation during a period of deepening globalization and Asia’s regional economic
boom suggests two possible explanations. First, the macroeconomic headwinds from aging are far
more potent than believed. Or, second, Japan’s initial failure to reform and recapitalize its financial
system—and take other measures to quickly address the fallout from its asset price bubble—
compounded the negative effects of aging to a critical degree. Even in the latter case, Japan’s
experience suggests that governments’ “room for maneuver” to restart growth after crises with a
rapidly aging population is exceedingly small, and that failures to do so produce unforgiving long-
term economic consequences. Either aging trumps almost anything governments can do postcrises,
or they must “go very big” and get it right immediately. In both cases, the chances seem slim that
other advanced aging economies facing major macroeconomic crises in the future will end up doing
materially better than Japan at restoring growth with a rapidly aging population. The impressive
economic rebound in the United States after the COVID-19 pandemic suggests that macroeconomic
policy responses to major crises adequate to restore economic growth to the precrisis path remain
feasible. Yet the United States after 2021 faced a far more gradual aging process than Japan in the
early 1990s (or most other advanced economies today), and the forward trajectory for US federal
government fiscal policies remains in flux. Adopting Japan’s “let the debt rise while keeping taxes
low” approach, even before aging really begins to fully affect the US economy, is likely to entail
significant fiscal risks.

While Japan has maintained a limited welfare state and remains an unequal society, its unwillingness
to implement austere higher taxes will have been one of several factors in promoting the relative
political stability in Japan since the early 1990s. Japan ran up cheap debt and never risked
“postausterity populism”>! in the way it has recently manifested itself in many countries, especially in
Europe. Because domestic political stability and avoidance of populists coming to power are likely to
be higher priorities today than during the “end of history era of the early 1990s,” aging European
countries should pay attention to Japan’s debt, and especially debt cost experiences, when setting
overall macroeconomic policy priorities.

It might be politically possible for a country to age without seeing rising populism today, while at the
same time maintaining a very low—say around the EU treaty’s 60 percent target— of public debt.
Japan’s experiences, however, suggest that such a dual policy goal of avoiding populism and
maintaining a low public debt level will be exceedingly difficult to achieve with an aging population.
Indeed, given Japan’s demonstration that low growth, low inflation, low interest rates, and low debt
costs can follow from aging populations, pursuing such low-debt targets appears especially

51 See Baccini and Sattler (2024).
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misguided for more rapidly aging economies. The European Union should make the appropriate
policy adjustments.

Lastly, Japan’s lasting difficulty in generating domestic inflationary pressures with its population aging
may be even more compounded in the future. Slowing global potential growth rates at least partly
attributed to global aging, and possibly this aging even making sustained TFP growth harder to
achieve (artificial intelligence notwithstanding) is one effect. Going forward, it will be complemented
by decarbonization that, at a minimum, greatly reduces the risks of imported future energy price
shocks (as happened to Japan before 2007 and after Russia’s invasion of Ukraine). This will make it
harder for aging economies to “jump-start” inflation and domestic inflation expectations in the
future through imported price shocks. If decarbonized and electrified energy systems turn out to
produce marginal prices wholly dependent on technological innovation, and therefore puts long-
term energy prices on a downward deflationary trajectory, this challenge intensifies.

In sum, since the early 1990s Japan has dealt better with accelerated aging than most of the
countries facing this process today are likely to manage. The best hope to avoid such an outcome will
be for today’s aging countries to learn from Japan’s experiences of the importance of successful
domestic reforms to at least mitigate the effects of rapidly aging populations.
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