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What Japan Can Gain from Sound Innovation

Masazumi Ishii and Derek Scissors, PhD

Abstract

In Japan, four decades of economic success have been followed by more than two decades of stagnation. Genuine
economic growth in any country is derived from labor, land, capital, and innovation. An aging society limits

the returns from labor, and Japan is short of natural resources. The returns from capital would improve

with reduced public borrowing from the domestic private sector, but this has proved very difficult politically.
Innovation may be the most promising route to revitalization. Innovation for a specific technological goal, such
as space flight, can be led by the government; innovation that drives sustained economic growth cannot. This
kind of innovation requires tumult; it requires non-performing firms to fail and new firms to easily replace them.
Growth is what Japan needs—and it can only be led by firms that must innovate to survive.

t has been increasingly forgotten over the past 20
years that Japan has a great deal to offer the United
States and the world. In security affairs, a vibrant
Japan and healthy Japan-U.S. alliance will help stabi-
lize an otherwise volatile East Asia for another genera-
tion. In economics, post war Japan was a major force
for greater global competition and the increasing
prosperity seen around the world from 1950 to 1990.
Japan is being forgotten because four decades
of economic success have been followed by more
than two decades of stagnation. Genuine economic
growth in any country is derived from labor, land,
capital, and innovation. An aging society limits the
returns from labor, and Japan is short of natural
resources. The returns from the use of capital would
improve with reduced public borrowing from the
domestic private sector, but this has proved very dif-
ficult. Innovation may be the most politically promis-
ing route to start the revitalization process.
The foundation of this paper is that all innovation
requires tumult; it requires non-performing firms to

fail and new firms to easily replace them. Innovation

toward a specific technological goal, such as space

flight, can be led by the government; innovation that

drives sustained economic growth cannot. The inno-
vation that drives sustained growth—what Japan

needs—is led by firms that must innovate to survive.
The government’s role is to create and maintain the

proper conditions for this, not to direct, fund, or take

other dramatic short-term action.

This is not what the environment in Japan looks
like. Japan has certainly pursued innovation, but
in flawed fashion, overly concerned with existing
firms, worker seniority, and the government role.
In contrast, existing firms should be allowed to die,
compensation should be tied more closely to per-
formance and labor mobility should be increased,
and deregulation should encourage private-sector
financial specialization and durable support for
entrepreneurial activity. Such steps will bolster
innovation, long-term economic expansion, and
Japan’s global role.
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The Sources of Growth

From the preeminent example of an “economic
miracle,” Japan has become the preeminent exam-
ple of stagnation. There is not one lost decade, there
are now more than two—dating back roughly to
1991, and with no end in sight. Japan is hardly the
only economy facing problems, but its failures have
unfortunately proved to be the world’s most dura-
ble.! The policies have been debated for centuries,
but the fundamental sources of long-term growth
are plain. For Japan, the prospects for land and labor
are mixed, at best, and the contribution of capital
has been erased by an addiction to government bor-
rowing. Innovation is properly and widely under-
stood to be vital.

The growth boosted by innovation does not
necessarily refer to gross domestic product (GDP).
Genuine, sustained economic expansion is about
household wealth, whereas GDP is an accounting
tool for annual production or expenditure. In par-
ticular, GDP mistreats government borrowing and
imports. Because the private sector is better at cre-
ating wealth than the public sector, net government
borrowing harms long-term prosperity even while
adding to current GDP. Greater competition and
choice for individuals to buy foreign goods and ser-
vices boosts prosperity even while it may reduce
current GDP.

A main reason for Japanese stagnation is that pol-
icy hasbeen geared to artificially support short-term
GDP, effectively at the expense of genuine prosperity.
One error is the obsession with the balance of pay-
ments and exchange rates. Utilizing a cheap yen for
GDP gains through net exports reduces purchasing
power and makes Japan artificially and unnecessar-
ily dependent on foreign markets.? External surplus-
es provide a pile of foreign money to invest overseas
even while trillions are being borrowed at home.

This gigantic debt is another obvious example
of flawed policy. The Heritage Foundation’s Index
of Economic Freedom ranks Japan as the world’s
24th (of 176) freest economy, and falling. That rank
would be far higher and Japan far more prosperous
were it not for the stunningly low rank of 141 in fiscal
freedom.?

Most capital transactions within the country
involve the government borrowing or spending.
There are vital public goods to be provided—the jus-
tice system, national defense, environmental con-
servation. Beyond those, borrowing relocates money,

transferring it from the private sector to the public
sector. This can be worthwhile, such as in the case
of certain transfers from rich to poor, but it inhib-
its growth. Again and again, Japan has repeated
the error of Keynesian “stimulus” for the sake of a
short-term GDP boost.* When the economy is weak,
which is all too often, spending is hiked as if there
are always beneficial programs available. Instead,
huge sums are wasted.

One reason for Japanese stagnation is
that economic policy has been geared
to artificially support short-term GDP,
effectively at the expense of genuine

prosperity.

In addition, interest rates have been subverted by
the need to make public finance cheap. As a result,
the return on capital in Japan is impossibly dis-
torted.” This is not about a higher price due to gov-
ernment intervention in capital markets. Any such

“crowding out” has been prevented by excess liquid-
ity provided by monetary authorities. This is about
quantity. The government has become increasingly
dominant as both user and provider of capital. It
borrows and spends hugely during all-too-frequent
downturns, while the size of the economy remains
fixed.* That would damage growth if the market
power were concentrated in a private actor. (No pri-
vate actor would be allowed to be so large.)

But a private actor would at least seek profit, cre-
ating wealth. The government spends for many rea-
sons, including extremely valuable goals such as
enforcing contracts. It can create the conditions for
wealth accumulation, but it does not seek wealth.
Rather than financial return being the primary fac-
tor, capital is borrowed and spent without regard to
return. The absence of foreign capital only makes
matters worse,” since yet more domestic capital is
drained off for low-return initiatives. Public borrow-
ing blunts the contribution of capital to the economy.

This failureis crippling in light of a relatively poor
land endowment and shrinking labor force. It is well
understood by now that fast-rising property values
do not make a sustainable contribution to growth.
If money supply is pushed high enough, land prices
will rise, but the wealth effect will be temporary and
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the inevitable contraction will be painful.® Japan has
few natural resources to contribute to growth—in
stark contrast to the U.S.—and land is further wast-
ed on inefficient agricultural output and unneeded
infrastructure projects.

The aging population leads to a smaller workforce,
both in absolute terms and as a share of the popula-
tion, which is less productive in certain sectors. This
continues to harm growth prospects and will do so
indefinitely. Traditional labor practices that empha-
size job security, though they are becoming less per-
vasive, also lower labor productivity.’

The Keynesian response to the original property
crash was to support GDP through public outlays and
loose money. Whatever its value as a crisis response,
it has utterly failed as a long-term economic strat-
egy. Sadly, there appears to be no end in sight.” In
contrast to the dismal prospects for fiscal and mon-
etary policy, reforms that promote innovation have
universal support, at least in principle. This makes
encouraging innovation a top national priority.

Innovation and the State

Innovation’s role as a source of growth clari-
fies that the term is often understood too narrowly.
Innovation applies to the whole economy, not just to
the technology sector. It is not limited to introduc-
tion of technological gadgets or even technologies
themselves. It is not limited to engineers and physi-
cal scientists. It includes services as well as manu-
facturing, business model and organization changes
as well as new machines.

These features have powerful implications for
policy. Governments can direct innovation toward
specific goals (wWhether those goals are truly valu-
able or not). Governments cannot themselves drive
the kind of broad innovation that pushes the entire
economy forward. For one thing, innovation does
not always respond positively to government assis-
tance—such assistance may instead blunt the drive
to innovate. This appears to have been part of what
happened recently in the U.S. energy sector where

“green” energy has been outperformed by shale gas."

Moreover, not all activities can be subsidized as
ostensibly desirable “winners.” Even when playing
favorites brings short-term benefits, it runs directly
contrary to encouraging innovation. Directing inno-
vation rather than generally encouraging it brings
the obvious risk of a bad choice. The narrower and
more concrete the goal, the less likely government

intervention is to distort a country’s technologi-
cal and economic path. Yet while such narrow proj-
ects can be very valuable, they do not constitute the
economy-wide innovation that brings prosperity.
With its other sources of growth hampered, the lat-
ter is the kind of innovation that Japan needs.

In open, fair competition, firms will
and should fail. Their failure creates
space for other firms, with more
successful innovations.

Such innovation cannot be generated by yet
another government project; it can only be gener-
ated by the private sector, which certainly includes
foreign companies. The government’s proper role is
to foster the right environment for the private sec-
tor. This can be done more effectively, or less. Three
guiding principles for effectiveness are:

m Innovation occurs throughout the private sector,
not just in areas of advanced technology;

m The government avoids pre-selecting specific out-
comes; and

m Innovation is driven by competition; it is there-
fore harmed when the government elevates cer-
tain firms or technologies above others.

The third principle has a critical implication:
Innovation relies on instability and failure. Open,
fair competition, again including foreign players, is
indispensable for sustained innovation. The com-
petition that breeds innovation is tumultuous, even
chaotic. This is not a sign of trouble, far from it. In
open, fair competition, firms will and should fail.
Their failure creates space for other firms, with
more successful innovations.

Government intervention to preserve failing
firms, for the sake of preserving jobs or some other
reason, runs directly counter to fostering innova-
tion. New, often small, companies innovate more
than their better-established competitors.'”” It is
not enough to merely have small companies operat-
ing. If government intervention keeps failing com-
panies afloat (typically the large ones), it blunts the
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incentives to innovate and leaves the corporate sec-
tor populated by inferior players. The proper task
of government is to offer regulations that enable
new firms to rise up quickly, whether due to break-
through innovation or stagnation at existing firms.

Intervention that suppresses competition can
take multiple forms; it is not limited to financial
handouts. For example, regulations can be dam-
aging when they introduce bias toward industrial
integration. This may arise naturally, but absorb-
ing competitors through acquisition will otherwise
stunt innovation. Even vertical integration can be
harmful if artificially encouraged. Specialization
should be permitted to the greatest extent possi-
ble, both in terms of firms and in terms of individ-
ual skills. Barriers to foreign entry plainly suppress
competition.

Perhaps more telling, the number of patents
is not informative regarding the environment for
innovation. If patent registration and protection
permits large companies to file endless patents and
easily claim infringement, it discourages innovation.
Government patent review should reward those who
incurred high fixed costs, not add to future fixed
costs.”®

A positive government role is to encourage a
deep, versatile financial system, including but cer-
tainly not limited to an active stock market. The
gross amount of liquidity available matters in sup-
porting innovation, of course, but too much liquid-
ity helps weak firms survive and may not be helpful.
Monetary policy itself therefore has little value.

Instead, the key is a financial system that can
properly identify and assess risk, and is specialized
enough to have a sufficient number of institutions
that engage high-risk endeavors. For any given mon-
etary policy, the more liberalized the system, the
better it is at identifying risk. Loose money hides
risk, and government intervention, say, to drive
down mortgage payments, distorts it."* Venture cap-
ital and other firms that respond to high-risk proj-
ects are most flexible when neither inhibited nor
bolstered by tax policy or other government action.
These firms, too, will often fail, and should be per-
mitted to do so.

Government research and development is sec-
ondary to private finance in supporting innovation.
The government can promote basic research that
haslittle or no short-term commercial return. When
the government ventures into applied research, it

competes harmfully with the private sector. The
harm is that public finance does not respond appro-
priately to risk, so that public-sector financing will
skew to firms where the commercial return is inade-
quate compared to the risk.”” This is one implication
of the second principle—the government should not
pre-select outcomes.

The appropriate quantity of government research
spending is thus limited. This holds even when high
and sustained research spending is called for in cer-
tain sectors, as many are calling for in green energy
now and is frequently true in basic materials, which
have multiple uses. When a new field for innovation
materializes, or seems to, the government’s role is
already concluded. Either it has created conditions
for successful innovation, such as a well-functioning
financial market, or it has not. Direct government
intervention does more harm than good.

The government can also help foster long-term
conditions that promote broad innovation. The
more tangible effort is in education. As noted in the
first principle—innovation is not just about technol-
ogy—education should be strong in as many aspects
as possible. If graduate training in science or engi-
neering is found to be inadequate, government sup-
port is entirely reasonable. However, the same is
true for other aspects of the education system.

Labor mobility, including trans-
national mobility, is a major boon
for innovation.

Less tangible, but as important, is an environ-
ment of openness. This applies to the corporate
sector, but, in light of the importance of education,
it also applies more extensively. The government
should leave the corporate and education sectors
as open to competition (domestic and foreign) as
possible, and individual firms and research institu-
tions should be open to cooperation.' In this light,
labor mobility, including transnational mobility, is a
major boon for innovation.

Japan’s Innovation Gaps

Japan is eighth in the world in the number of
Nobel Prizes received. Dr. Shinya Yamanaka won
the Nobel Prize for Physiology or Medicine in 2012,
the 19th Nobel Prize a Japanese citizen has won,

4
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as compared to nine for India, Taiwan, China, and
Korea combined.”” On another dimension, Japan is
competitive with the U.S.—Japan’s top universities
file as many patents as the top U.S. universities.'®
In this sense, Japan’s raw capability in science and
technology is top-notch.

The ensuing question is whether these capabili-
ties have been translated into innovative activities
generating employment and wealth. The answer
here is unfortunate. According to the competitive-
ness index published by Switzerland’s Institute for
Management Development, Japan was first in the
world in 1990 but fell all the way to 27th by 2012.%
Among other things, this had a (delayed) impact on
annual national income: In 1990, Japan ranked third
in the world in GDP per capita, in 2000 it ranked
eighth, in 2010 it ranked 17th.?° If adjusted for pur-
chasing power, Japan’s present annual income rank-
ingis no higher than 24th.

The recent poor performance is reflected in the
broad types of Japanese firms: comparatively old
and large; newer but established; and true start-ups.

By the end of the 1970s, Japan had a set of large
corporations that had emerged during the high-
growth era. Most began as start-ups. They thrived
by introducing management and operating systems
that encouraged high-quality, low-cost manufac-
turing. Employee creativity was not encouraged in
this kind of environment. Creativity has been sup-
pressed for an extended period, and the original
entrepreneurial spirit has been lost. The result is a
risk-averse corporate culture with a natural tenden-
cy to continue or return to past successes, and where
top management rejects genuinely new strategies.

Once business stalwarts, many of these compa-
nies are in danger of failing, missing opportunities
torecover lost market share. It appears unlikely that
most can change their management approach. A few
will make radical changes, such as choosing outside
CEOs and undergoing radical restructuring, others
will be acquired, many will vanish. Those that sur-
vive will not just repeat the mantra of greater inno-
vation, they will implement it.

The second category, newer but established com-
panies, grew up primarily in the 1990s and 2000s.
They are free of many past constraints, such as those
imposed by the Keiretsu system of tight-knit corpo-
rate alliances, and they retain an entrepreneurial
approach to management and operation. This has
enabled them to succeed in the harsh climate of the

past 20 years. However, these firms must continue
to respond to the rapidly changing global market-
place or they could find themselves in the same posi-
tion as their older cousins.

The third group is the current set of Japanese
start-ups. These are typically spun out fromresearch
institutions such as universities or, less often, estab-
lished corporations. Many possess the world-class
technology that Japan develops and thus have high
commercial potential. What they frequently lack is
management skill to create a successful business, as
well as financial resources. Because of this, they all
too often marry up with larger firms, ceding tech-
nology and ultimately gaining little in return.

These corporate characterizations point to the
bottlenecks that separate Japan’s technological
capacity, seen in the start-ups, from the economic
benefit that should be generated by successful, grow-
ing firms. Corporate features play out in four major
ways:

1. Venture capital should operate independent-
ly, with a tight link between performance and
compensation, run by officers with entrepre-
neurial backgrounds. Japanese venture capital
firms, however, typically are not distinct entities.
“Venture” capital usually flows from subsidiaries
created by banks and securities firms. Officers
are rewarded with bonuses doled out by the par-
ent company. Venture capital firms often sign
deals with entrepreneurs requiring that shares
be bought back if a firm does not perform as antic-
ipated in the prospectus, effectively turning the
investment into a conventional loan.

2. Employees of large corporations are discouraged
from creating spin-offs. Traditionally, Japanese
corporate compensation is designed to foster life-
time employment. Employees are encouraged
to stay, to win higher salaries purely by climb-
ing corporate ladders over time. Also, while a
Japanese-style 401(k) retirement-savings plan
exists, barely 6 percent of the 65 million-strong
workforce have accounts.? And, the plans are not
truly portable. Talent can be found in large cor-
porationsbutis notleveraged to foster innovation.

3. Start-ups with advanced technologies frequently
cannot bring in the variety of skills necessary to
continue to expand. Since employees are not as




WHAT JAPAN CAN GAIN FROM SOUND INNOVATION

mobile as they would ideally be, start-ups often
do not have the necessary personnel to deal prop-
erly with potential investors, including venture
capital firms. This may explain why preferred
stock options are not widely utilized; start-ups
cannot manage them.

4. Perhaps most important, exit avenues are limited.
Inadequate initial public offers (IPOs) and merg-
ers and acquisitions (M&A) harm entrepreneur-
ship by eliminating the main exit options. If peo-
ple cannot leave a business, they are less likely to
start one.

Recently, IPO share prices have risen.?? But this is
primarily due to the liquidity injection component of
“Abenomics”—Prime Minster Shinzo Abe’s growth

strategy. While promises have been made to encour-
age start-ups, structural reform has yet to be offered,
much less implemented. Examining a longer time

period, the IPO market has not functioned proper-
ly. One issue is accounting scandals focused on false

earnings reports, which are hopefully a thing of the

past.?® More important, there is insufficient special-
ization in underwriting. Securities firms treat IPOs

as a risky side business because they lack the neces-
sary expertise to reduce the risk.

Japan does not have a pressing

jobs problem requiring that large
employers be protected; it has a
pressing stagnation problem requiring
more dynamism.

The other avenue for exit is acquisition by large
corporations. In the U.S., after the Internet bubble
burst in 2000, the IPO market shrank consider-
ably. The enforcement of the Sarbanes-Oxley Act in
2002 deterred companies from going public because
the cost of compliance sharply increased and trade
secrets were less protected. Even so, the total num-
ber of exits has been stable, as the vast majority of
exits since 2002 have been buyouts.?* Thus, capital
mobility has been retained.

In contrast, Japanese M&A is stunted. Large
corporations are not especially interested in fully
acquiring ventures. Rather than seeing new firms

as an opportunity, large firms tend to use their

resource advantages to extract technology, and the

new firms simply die. When a small firm is acquired,
its technology is quickly deployed but entrepreneur-
ship is smothered.

Fostering Japanese Innovation

It is common to emphasize the importance of the
entrepreneurial spirit but, whether in Japan, the U.S.,
or elsewhere, people naturally hesitate to act in more
difficult settings. In this sense, Japan would be well
served by the fostering of an environment where job
mobility is high and barriers to new ventures are low,
an ecosystem where people can more easily “make
things happen” instead of bracing themselves for
hardship when undertaking a new venture.

In light of the weaknesses in the innovation eco-
system, there are three sets of improvements that
need to be made.

The overarching set of improvements that needs
to be made is in the realm of ideas and attitudes:
The government must stop paying for the past and
instead invest in the future. That is, it should stop
subsidizing firms, and if that means letting them die,
so be it.

This seems the most difficult aspect for people to
accept. But Japan does not have a pressing jobs prob-
lem requiring large employers to be protected; it has
a pressing stagnation problem requiring more dyna-
mism. Iffailure is not punished, it will continue (and
has). If market share is not available for potentially
superior firms, the incentives to innovate are dulled.
At the other end, and in the spirit of making life a bit
easier for entrepreneurs, it should be as simple as
possible in terms of regulation to create new firms.
Most of these will fail very quickly—and that is exact-
ly the kind of churn that foments entrepreneurship.

A second set of improvements has to do with
people. Some changes will have a quick impact, oth-
ers will require a decade or more. One step along
these lines can be taken fairly quickly: increas-
ing labor mobility. Human capital at the scale of a
country cannot be built up quickly, but measures
can be implemented quickly to permit human capi-
tal to respond better to new opportunities. Silicon
Valley is said to foment high labor mobility. In con-
trast, the labor market in Japan is widely consid-
ered to be segmented and in need of fundamental
reform.?¢ There is scope for government action here:
Regulations should be as encouraging as possible for
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portable pension schemes. Not only should individu-
als be able to take pensions with them if they switch
jobs, the process should be as painless as possible.

Beyond government, Japan needs more manage-
rial talent. The spread of business degrees at home
needs to continue, and greater efforts made to tap
both accredited people and business training over-
seas. It will also be helpful to better integrate aca-
demic research institutions with industry. All these
steps will produce more graduates who have the
ability to build new companies, improving the qual-
ity of human capital in innovation activities. The
increased popularity of business plan contests is
hardly conclusive but it is encouraging.

Improved human capital and mobility is not
enough. Risk-taking is naturally sensitive to the
setting—during the post-bubble periods from 2002
to 2003 and 2009 to 2010 the rate of new entrepre-
neurial activity fell even in Silicon Valley.?” In Japan,
a challenging environment for setting up new ven-
tures is the rule, not the exception. If more innova-
tionisthegoal, firmscanleadin takingstepstocreate
a better environment. The main step firms can take
is internal. A mechanism is needed to tie employ-
ment to compensation more on a real-time basis,
making the link between compensation and contri-
bution more immediately apparent to the worker. In
Japan, employees are often forced to wait years until
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the compensation rises to a level commensurate
with previous contributions—this encourages tenac-
ity, not innovation. The decoupling in time between
work and benefit makes it more difficult to switch
jobs as well. This may benefit a company when it
comes to existing employees, but it harms the same
company when looking for new employees. And it
harms the entire economy. An accomplished indi-
vidual with skills needed elsewhere should not fear
to lose time on a job clock if she switches employers.

One method firms can employ along these lines,
especially if revenue is tight, is equity options. To
the extent that there is a government role, it should
encourage variations in employee compensation
from the seniority system.

The third set of improvements is financial. The
reasons why Japanese venture capital units under-
perform their American counterparts include the
financial side as well as the output side. Tax, regu-
latory, and legal reform can encourage domestic and
foreign money to flow to venture capital and innova-
tion in general.

Given Japan’s demographic trends and

high technological capacity, it is crucial
that investments by pension funds and

universities be deregulated.

Financial mechanisms are a crucial element
of the innovation environment. Venture capital
is needed to help start-ups in their early stages.
Specialization of financial entities in venture capital
is generally superior to banks and securities houses
treating innovation as indistinct from their tradi-
tional realms. In general, the financial side needs
operational independence from parent institutions
focused on other activities. It also needs entrepre-
neurial experience to better understand and assist
innovative companies beyond the mere provision of
capital.

Other helpful actions for the early stages include
encouraging financial variation. Given Japan’s
demographic trends and high technological capac-
ity, it is crucial that investments by pension funds
and universities be deregulated (not merely retar-
geted more to the government’s liking). Financial

specialization should not be punished through tax-
ation or regulation, thus enabling expansion of so-
called angel financing (affluent investors who invest
their own money directly in start-ups).

Almost as important as the start is the end. In
order for money to move freely, there must be a well-
established exit path. The obvious one is an IPO.
IPOs need specialized underwriters, not merely
securities firms that consider the business a sidelight.
Japan’s IPO market has performed poorly, but there
have been recent improvements, in part encouraged
by the Action Plan for the New Growth Strategy,*
announced in 2011 by the Ministry of Finance. Such
reform must occur or the improvement in the IPO
market will fade. Also on the exit side, M&A that
passes antitrust standards should be made as easy
as possible in terms of permits and taxes.

A Platform for Revitalization
Select actions will bolster innovation:

= Struggling firms should be allowed to fail, not
maintained by government aid. Moreover, the
assistance should not instead go to new firms.

m The seniority system for employees should be
weakened and compensation tied much more
closely to current productivity, for example,
via stock options.

m Related, labor mobility should be enhanced
through portable pensions and easier visas.

= Business education should expand and barri-
ers between academic research and industry
reduced, initially through the use of tax credits.

= Financial specialization should be encour-
aged through regulatory reform, focusing
on independent venture capital firms and IPO
underwriters.

These are not the only steps that will be needed
but they would make a fine start. With limitations
on its labor and land supply, and having created a
monster in public borrowing, Japan needs innova-
tion in order to reinvigorate. There is no painless,
perfect solution, but Japan has the capacity to again
be a global economic leader.
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