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n This piece is part of a trilogy comparing Europe with Japan. In this second 
instalment, we focus on the differences between Europe and Japan in the 
1990s. In a separate piece ( available here ), we highlight the similarities 
between the two experiences. Finally, in the third piece out next month, we 
will conclude and discuss what would reduce the risks of Europe falling into 
a Japan-like trap.

n The argument might depend on your definition of what a Japan scenario 
entails. We would define it as a situation in which there is a large private 
sector credit bubble that bursts. The private sector deleveraging is slow and 
is not accommodated by either aggressive fiscal or monetary policy. 
Inflation turns negative and the output gap widens while real interest rates 
are too high. The dynamics are exacerbated by a weak banking sector and 
ageing population.

n To assess if Europe's experience is similar to Japan in the 90s, we analyse 
the evolution of key economic and financial variables during each region's 
respective crisis episode and use the US as a benchmark for this 
comparison.

n The size of private sector imbalances in Europe were materially smaller than 
in Japan. The deleveraging process and monetary policy response in 
Europe was closer to the US with a lag than Japan in the 90s. Fiscal policy 
was more supportive than in Japan, even if it tightened too early (as was the 
case in the US).

n The unemployment gap in Europe peaked 3-4 years after the US and has 
declined at the same pace, which is reflected in a similar pick up in wage 
growth and unit labour costs. This is in sharp contrast with Japan's 
experience.

n Europe avoided Japan's deflation. However, so far, the recovery in core 
inflation has been shallower than in the US despite comparable 
unemployment and wage dynamics.

n As a teaser for the third part of the series, it's fair to say that Europe is an 
imperfect union and Italy's real rate experience resembles Japan with the 
appropriate lag. It's also the case that although Europe's credit experience 
doesn't resemble Japan's, China's does. So it's possible China could be 
more like Japan than Europe on this measure going forward. More on this 
in the third part next month.
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Introduction

This piece is the second part of a trilogy comparing Europe with Japan. In this instal-
ment, we focus on the differences between Europe and Japan in the 1990s. In a 
separate piece ( available here ), we highlight the similarities between the two expe-
riences. Finally, in the third piece, we will conclude and discuss what would reduce 
the risks of Europe falling in a Japan-like trap.

For the purpose of this piece, a Japan scenario could be defined as a situation in 
which there is a large private sector credit bubble that bursts. The private sector 
deleveraging is slow and is not accommodated by either aggressive fiscal or mone-
tary policy. As a result, the credit impulse (i.e. the pace of deleveraging) never 
reverses, and domestic demand remains under pressure. Ultimately, the economy 
converges to a situation in which inflation is negative and the output gap is widen-
ing while real interest rates are too high. This dynamic is exacerbated by population 
ageing and a weak banking sector.

To assess if Europe's experience is similar to Japan in the 90s, we analyse the evolu-
tion of key economic and financial variables during each region's respective crisis 
episode. We also use the US as a benchmark for this comparison. In practice, we 
set as a reference date (t=0) the peak in credit growth (Q1-90 in Japan and Q4-07 
in the US and Europe) to compare the relevant variables in event time.

We find that Europe in aggregate resembles the US (with a 3-4 year lag) more than 
Japan.

How Europe is different from Japan

First, we focus on the dynamics of credit growth as a percentage of GDP. This will 
provide information on the extent of the credit bubble (the run up in credit growth 
ahead of the crisis). It will also highlight how quickly the adjustment occurred. A 
sharp and early reduction in credit growth reduces the risk of longer-term deflation-
ary dynamics. It sets the stage for an improvement in the change in credit growth 
(the credit impulse) which correlates with GDP growth.

A smaller private sector credit bubble and greater initial adjustment in 
Europe
In Japan, credit growth rose from ~10% of GDP to ~25% in the early 90s. Credit 
growth rose to ~15% in the US and ~10% in Europe ahead of the 2008 crisis. Thus, 
the overall scale of the credit overhang appears smaller in Europe. In Japan, credit 
growth adjusted slowly and did not turn negative before the late 90s. In the US, 
credit growth turned negative after 1.5 years, quickly reaching -3.7%. In Europe, it 
turned negative 3.5 years after the US reaching -1.1% (left graph below). Subse-
quently, the credit impulse in the US and Europe recovered, while it never turned 
sustainably positive in Japan (right graph below).
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Figure 1: Credit growth was significantly higher in Japan 
and did not turn negative fast enough
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Figure 2: Unlike Japan, the credit impulse in Europe 
turned sustainably positive and outperformed the US for a 
few years
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During the period of positive credit impulse, the economy is likely to be growing 
above potential, reducing the unemployment gap. In fact, for 3 years, the credit 
impulse in Europe was higher than in the US. During this period Europe outperform-
ed its growth potential and consensus more than the US (graphs below).

Figure 3: Europe outperformed its growth potential more 
than the US over the three years of higher credit impulse
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Figure 4: Europe outperformed growth forecasts from 
2014 to 2017
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The policy response in Europe was closer to the US (with a lag) than Japan 
in the 1990s
To measure the effectiveness of monetary policy in supporting the deleveraging 
process, we focus on the 10y real rate and the real effective exchange rate. In Japan, 
10y real rates stayed in a 2-3% range (save for a temporary distortion due to the VAT 
hike in 1997). In contrast, 10y real rates in the US declined by 300bp relative to pre-
crisis and went negative to -50bp after operation twist in late 2011. In Europe, 10y 
GDP weighted real rates also went negative with the announcement of QE in 2015. 
Thus, similar to the credit dynamics, the policy response in Europe lagged the US 
by 3-4 years (left graph below). The 300bp difference in real rates between Japan 
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in the 90s and Europe is significant given that estimates of neutral real rates (albeit 
uncertain) are within 25bp of each other (right graph below).

Figure 5: Real rates in the Eurozone are 2-3% below real 
rates in Japan in the early 90s
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Figure 6: Estimates of r-star in the Eurozone today and 
Japan in the 90s are within 25bp of each other

-25

0

25

50

75

100

125

150

175

200

225

250

275

300

-12 -8 -4 0 4 8 12 16 20 24 28 32 36 40 44

in
  

b
p

No. of quarters from t=0 set at: Japan Q1-90, Eurozone and US Q4-07

Japan US EZ

r* (in bp)

Source : Deutsche Bank, Bloomberg Finance LP,  Holston-Laubach-Williams r-star estimates ,  DB estimates 

Japan had to suffer a significant appreciation in its currency with a peak 50% appre-
ciation of the yen on a real effective exchange rate (REER) basis. In contrast, the euro 
depreciated by more than 15% in 2015, vs. a trough for the USD REER of -6% (left 
graph below).

Figure 7: The yen appreciated significantly, while the euro 
depreciated
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Figure 8: The Eurozone and the US loosened fiscal policy 
earlier and more aggressively than Japan
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Initially, fiscal policy in the Eurozone was very reactive (as it was in the US), which 
accommodated the private sector deleveraging . However, the Eurozone crisis 
resulted in a sharp fiscal tightening. The same occurred in the US following the debt 
ceiling issues, but the adjustment of the private sector was already well advanced 
by then and monetary policy was more aggressive. Japan was slower to loosen fis-
cal policy. It then allowed fiscal policy to be easier for longer, but the VAT hike of 
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1997 plunged the economy in a more entrenched deflation (right chart above).

The Taylor rule inputs: evolution of the unemployment gap and core infla-
tion
So far, we have some evidence that (1) the size of private sector imbalances in 
Europe were materially smaller than in Japan, (2) the deleveraging process and 
monetary policy response in Europe was closer to the US with a lag than Japan and 
(3) fiscal policy was more supportive than in Japan, even if (like in the US) it tighten-
ed too early. To measure the impact of the policy setting on the economy, we focus 
on the Taylor rule variables: the unemployment gap and core inflation.

In Japan, the unemployment gap initially did not rise as the economy was not 
adjusting. In contrast, the unemployment gap rose sharply in the US before declin-
ing at a steady pace of ~75bp/year. In Europe, and in line with the other variables, 
the unemployment gap peaked 3-4 years after the US (and at roughly the same lev-
el), before declining at the same pace. This confirms that during the period of posi-
tive credit impulse, the economy was growing above potential in Europe.

Figure 9: The unemployment gap in the Eurozone followed 
the US with a 3-4 year lag rather than Japan in the 90s
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Figure 10: Eurozone core inflation did not decline as much 
as in Japan but has not recovered as much as in the US
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In Japan, core inflation initially held up, which is consistent with a delayed econom-
ic adjustment. However, after 3 years it started a downward trend which was only 
briefly interrupted by the 1997 VAT hike. In the US and Europe core inflation initially 
declined before bouncing back to 1.5-2%. Following the debt ceiling episode, euro-
zone crisis and supply shock to oil prices, core inflation declined in both the US and 
Europe. The scale of the decline in Europe was larger (~1% vs. ~0.5% in the US) and 
the recovery in US core inflation has been more pronounced. The behaviour of 
Europe's inflation is markedly better than Japan. However, so far, its performance 
is worse than simply lagging the US.

The underperformance of core inflation is somewhat at odds with wage dynamics. 
Indeed, the tightening of the unemployment gap discussed above has translated 
into a commensurate increase in wages, with no obvious dislocation of the wages 
Phillips curve in Europe (left graph below). In fact unlike inflation, wages in Europe 
are moving in line with the US (right graph below).
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Figure 11: The tightening of the unemployment gap has 
translated into a commensurate increase in wages

4.75

y = -0.4629x + 6.682

R² = 0.7376

0.5

1.0

1.5

2.0

2.5

3.0

3.5

4.0

6.5 7.5 8.5 9.5 10.5 11.5 12.5

H
o

u
rl

y 
La

b
o

u
r 

C
o

st
s 

y/
y

Unemployment rate (3q lead)

EUR: Wages vs. Unemployment Rate

2001 - 2018 2008 - 2018 Latest Linear (2008 - 2018)

Source : Deutsche Bank, Haver Analytics, eurostat

Figure 12: Wages in Europe are moving in line with the US
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Similarly, unit labour costs in the Eurozone did not turn negative and recently have 
risen back to pre-crisis levels (left graph below). In contrast, in Japan they turned 
sustainably and deeply negative (save for the temporary impact of the VAT hike).

In short, inflation in the Eurozone has underperformed the US, but this is at odds 
with the fact that growth was above potential and surprised to the upside, the tight-
ening of the unemployment gap and corresponding pick up in wages and unit 
labour costs. Europe remains quite far from the Japan experience. However, even 
if inflation is not as low as in Japan, the fact that it is far enough from target will 
determine the ECB's monetary policy.

Finally, it is worth noting that the tame inflation dynamic is a global phenomenon 
that took hold after the supply shock to oil prices that started in 2014. For instance, 
the university of Michigan 5-10y inflation expectations has dropped 30bp post the 
oil shock and never recovered (right graph below). This decline in the perception of 
inflation risks is also reflected in the risk premium in USD breakevens.

Figure 13: Unit labour costs in the Eurozone did not turn 
negative as in Japan and have been rising recently
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Figure 14: 5-10y inflation expectations dropped ~30bp 
post the oil shock
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Conclusion

Overall, Europe's experience is different from Japan's experience in many impor-
tant respects. First, the size of the credit bubble was smaller and the adjustment to 
credit was faster. Second, the policy response was closer to the US experience (with 
a lag) than Japan. Third, growth and the unemployment gap did follow more closely 
the US precedent (with a lag) than Japan. The prognosis for core inflation, which is 
arguably the most important variable, is more nuanced. It is clearly above the levels 
observed in Japan, but it has failed to match the recovery observed in the US. This 
is the case despite the fact that the standard wage Phillips curve in Europe has been 
less distorted than in the US.

As a teaser for the third part in this series it's fair to say that in an imperfect union, 
Europe's weakest link (Italy) will matter. Italy does share more similarities with 
Japan than the rest of Europe. For instance, its real rates have remained close to 
Japanese levels, while arguably its neutral real rate is even lower. Second, the expo-
sure of Europe to global growth will make it more sensitive to other large econo-
mies. In that context, China does share troubling similarities with Japan. Credit 
growth is higher than the levels observed in Japan in the early 90s and its real effec-
tive exchange rate has appreciated significantly as it did in Japan. Could China more 
resemble Japan than Europe on this measure?

We will discuss these issues in greater detail in our forthcoming third note on the 
topic.
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product of the analyst’s judgment.  The financial instruments discussed in this report may not be suitable for all investors, and 
investors must make their own informed investment decisions. Prices and availability of financial instruments are subject to 
change without notice, and investment transactions can lead to losses as a result of price fluctuations and other factors.  If a 
financial instrument is denominated in a currency other than an investor's currency, a change in exchange rates may adversely 
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transaction costs, unless otherwise indicated. Unless otherwise indicated, prices are current as of the end of the previous 
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organizational arrangements and information barriers we have to prevent and avoid conflicts of interest with respect to our 
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Macroeconomic fluctuations often account for most of the risks associated with exposures to instruments that promise to pay 
fixed or variable interest rates. For an investor who is long fixed-rate instruments (thus receiving these cash flows), increases 
in interest rates naturally lift the discount factors applied to the expected cash flows and thus cause a loss. The longer the 
maturity of a certain cash flow and the higher the move in the discount factor, the higher will be the loss. Upside surprises in 
inflation, fiscal funding needs, and FX depreciation rates are among the most common adverse macroeconomic shocks to 
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holding limits for different types of investors), changes in tax policies, currency convertibility (which may constrain currency 
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in futures trading and options, foreign or domestic, can be substantial. As a result of the high degree of leverage obtainable 
in futures and options trading, losses may be incurred that are greater than the amount of funds initially deposited – up to 
theoretically unlimited losses. Trading in options involves risk and is not suitable for all investors. Prior to buying or selling an 
option, investors must review the 'Characteristics and Risks of Standardized Options”, at http://www.optionsclearing.com/
about/publications/character-risks.jsp.   If you are unable to access the website, please contact your Deutsche Bank 
representative for a copy of this important document.

Participants in foreign exchange transactions may incur risks arising from several factors, including the following: (i) exchange 
rates can be volatile and are subject to large fluctuations; (ii) the value of currencies may be affected by numerous market 
factors, including world and national economic, political and regulatory events, events in equity and debt markets and changes 
in interest rates; and (iii) currencies may be subject to devaluation or government-imposed exchange controls, which could 
affect the value of the currency. Investors in securities such as ADRs, whose values are affected by the currency of an 
underlying security, effectively assume currency risk. 

Unless governing law provides otherwise, all transactions should be executed through the Deutsche Bank entity in the 
investor's home jurisdiction. Aside from within this report, important conflict disclosures can also be found at https://
research.db.com/Research/ on each company’s research page. Investors are strongly encouraged to review this information 
before investing.

Deutsche Bank (which includes Deutsche Bank AG, its branches and affiliated companies) is not acting as a financial adviser, 
consultant or fiduciary to you or any of your agents (collectively, “You” or “Your”) with respect to any information provided in 
this report. Deutsche Bank does not provide investment, legal, tax or accounting advice, Deutsche Bank is not acting as your 
impartial adviser, and does not express any opinion or recommendation whatsoever as to any strategies, products or any other 
information presented in the materials.  Information contained herein is being provided solely on the basis that the recipient 
will make an independent assessment of the merits of any investment decision, and it does not constitute a recommendation 
of, or express an opinion on, any product or service or any trading strategy.

The information presented is general in nature and is not directed to retirement accounts or any specific person or account type, 
and is therefore provided to You on the express basis that it is not advice, and You may not rely upon it in making Your decision. 
The information we provide is being directed only to persons we believe to be financially sophisticated, who are capable of 
evaluating investment risks independently, both in general and with regard to particular transactions and investment 
strategies, and who understand that Deutsche Bank has financial interests in the offering of its products and services. If this 
is not the case, or if You are an IRA or other retail investor receiving this directly from us, we ask that you inform us immediately.

In July 2018, Deutsche Bank revised its rating system for short term ideas whereby the branding has been changed to Catalyst 
Calls (“CC”) from SOLAR ideas; the rating categories for Catalyst Calls originated in the Americas region have been made 
consistent with the categories used by Analysts globally; and the effective time period for CCs has been reduced from a 
maximum of 180 days to 90 days.

United States: Approved and/or distributed by Deutsche Bank Securities Incorporated, a member of FINRA, NFA and SIPC.  
Analysts located outside of the United States are employed by non-US affiliates that are not subject to FINRA regulations. 

Germany: Approved and/or distributed by Deutsche Bank AG, a joint stock corporation with limited liability incorporated in 
the Federal Republic of Germany with its principal office in Frankfurt am Main. Deutsche Bank AG is authorized under German 
Banking Law and is subject to supervision by the European Central Bank and by BaFin, Germany’s Federal Financial 
Supervisory Authority.

United Kingdom: Approved and/or distributed by Deutsche Bank AG acting through its London Branch at Winchester House, 
1 Great Winchester Street, London EC2N 2DB. Deutsche Bank AG in the United Kingdom is authorised by the Prudential 
Regulation Authority and is subject to limited regulation by the Prudential Regulation Authority and Financial Conduct 
Authority. Details about the extent of our authorisation and regulation are available on request.

Hong Kong: Distributed by Deutsche Bank AG, Hong Kong Branch or Deutsche Securities Asia Limited (save that any research 
relating to futures contracts within the meaning of the Hong Kong Securities and Futures Ordinance Cap. 571 shall be 
distributed solely by Deutsche Securities Asia Limited). The provisions set out above in the 'Additional Information' section 
shall apply to the fullest extent permissible by local laws and regulations, including without limitation the Code of Conduct for 
Persons Licensed or Registered with the Securities and Futures Commission. 

India: Prepared by Deutsche Equities India Private Limited (DEIPL) having CIN: U65990MH2002PTC137431 and registered 
office at 14th Floor, The Capital, C-70, G Block, Bandra Kurla Complex Mumbai (India) 400051. Tel: + 91 22 7180 4444. It is 
registered by the Securities and Exchange Board of India (SEBI) as a Stock broker bearing registration nos.: NSE (Capital 
Market Segment) - INB231196834, NSE (F&O Segment) INF231196834, NSE (Currency Derivatives Segment) INE231196834, 
BSE (Capital Market Segment) INB011196830; Merchant Banker bearing SEBI Registration no.: INM000010833 and Research 
Analyst bearing SEBI Registration no.: INH000001741. DEIPL may have received administrative warnings from the SEBI for 
breaches of Indian regulations. The transmission of research through DEIPL is Deutsche Bank's determination and will not 
make a recipient a client of DEIPL. Deutsche Bank and/or its affiliate(s) may have debt holdings or positions in the subject 
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company.  With regard to information on associates, please refer to the “Shareholdings” section in the Annual Report at: 
https://www.db.com/ir/en/annual-reports.htm. 

Japan: Approved and/or distributed by Deutsche Securities Inc.(DSI). Registration number - Registered as a financial 
instruments dealer by the Head of the Kanto Local Finance Bureau (Kinsho) No. 117. Member of associations: JSDA, Type II 
Financial Instruments Firms Association and The Financial Futures Association of Japan. Commissions and risks involved in 
stock transactions - for stock transactions, we charge stock commissions and consumption tax by multiplying the transaction 
amount by the commission rate agreed with each customer. Stock transactions can lead to losses as a result of share price 
fluctuations and other factors. Transactions in foreign stocks can lead to additional losses stemming from foreign exchange 
fluctuations. We may also charge commissions and fees for certain categories of investment advice, products and services. 
Recommended investment strategies, products and services carry the risk of losses to principal and other losses as a result 
of changes in market and/or economic trends, and/or fluctuations in market value. Before deciding on the purchase of financial 
products and/or services, customers should carefully read the relevant disclosures, prospectuses and other documentation. 
'Moody's', 'Standard  Poor's', and 'Fitch' mentioned in this report are not registered credit rating agencies in Japan unless 
Japan or 'Nippon' is specifically designated in the name of the entity. Reports on Japanese listed companies not written by 
analysts of DSI are written by Deutsche Bank Group's analysts with the coverage companies specified by DSI. Some of the 
foreign securities stated on this report are not disclosed according to the Financial Instruments and Exchange Law of Japan. 
Target prices set by Deutsche Bank's equity analysts are based on a 12-month forecast period..

Korea: Distributed by Deutsche Securities Korea Co. 

South Africa: Deutsche Bank AG Johannesburg is incorporated in the Federal Republic of Germany (Branch Register Number 
in South Africa: 1998/003298/10). 

Singapore:  This report is issued by Deutsche Bank AG, Singapore Branch or Deutsche Securities Asia Limited, Singapore 
Branch (One Raffles Quay #18-00 South Tower Singapore 048583, +65 6423 8001), which may be contacted in respect of any 
matters arising from, or in connection with, this report.  Where this report is issued or promulgated by Deutsche Bank in 
Singapore to a person who is not an accredited investor, expert investor or institutional investor  (as defined in the applicable 
Singapore laws and regulations), they accept legal responsibility to such person for its contents.

Taiwan: Information on securities/investments that trade in Taiwan is for your reference only. Readers should independently 
evaluate investment risks and are solely responsible for their investment decisions. Deutsche Bank research may not be 
distributed to the Taiwan public media or quoted or used by the Taiwan public media without written consent. Information on 
securities/instruments that do not trade in Taiwan is for informational purposes only and is not to be construed as a 
recommendation to trade in such securities/instruments. Deutsche Securities Asia Limited, Taipei Branch may not execute 
transactions for clients in these securities/instruments. 

Qatar: Deutsche Bank AG in the Qatar Financial Centre (registered no. 00032) is regulated by the Qatar Financial Centre 
Regulatory Authority. Deutsche Bank AG - QFC Branch may undertake only the financial services activities that fall within the 
scope of its existing QFCRA license. Its principal place of business in the QFC: Qatar Financial Centre, Tower, West Bay, Level 
5, PO Box 14928, Doha, Qatar. This information has been distributed by Deutsche Bank AG. Related financial products or 
services are only available only to Business Customers, as defined by the Qatar Financial Centre Regulatory Authority.

Russia: The information, interpretation and opinions submitted herein are not in the context of, and do not constitute, any 
appraisal or evaluation activity requiring a license in the Russian Federation. 

Kingdom of Saudi Arabia: Deutsche Securities Saudi Arabia LLC Company (registered no. 07073-37) is regulated by the 
Capital Market Authority. Deutsche Securities Saudi Arabia may undertake only the financial services activities that fall within 
the scope of its existing CMA license. Its principal place of business in Saudi Arabia: King Fahad Road, Al Olaya District, P.O. 
Box 301809, Faisaliah Tower - 17th Floor, 11372 Riyadh, Saudi Arabia.

United Arab Emirates: Deutsche Bank AG in the Dubai International Financial Centre (registered no. 00045) is regulated by 
the Dubai Financial Services Authority. Deutsche Bank AG - DIFC Branch may only undertake the financial services activities 
that fall within the scope of its existing DFSA license. Principal place of business in the DIFC: Dubai International Financial 
Centre, The Gate Village, Building 5, PO Box 504902, Dubai, U.A.E. This information has been distributed by Deutsche Bank 
AG. Related financial products or services are available only to Professional Clients, as defined by the Dubai Financial Services 
Authority. 

Australia and New Zealand:  This research is intended only for 'wholesale clients' within the meaning of the Australian 
Corporations Act and New Zealand Financial Advisors Act, respectively. Please refer to Australia-specific research disclosures 
and related information at https://australia.db.com/australia/content/research-information.html Where research refers to any 
particular financial product recipients of the research should consider any product disclosure statement, prospectus or other 
applicable disclosure document before making any decision about whether to acquire the product. In preparing this report, 
the primary analyst or an individual who assisted in the preparation of this report has likely been in contact with the company 
that is the subject of this research for confirmation/clarification of data, facts, statements, permission to use company-sourced 
material in the report, and/or site-visit attendance.  Without prior approval from Research Management, analysts may not 
accept from current or potential Banking clients the costs of travel, accommodations, or other expenses incurred by analysts 
attending site visits, conferences, social events, and the like. Similarly, without prior approval from Research Management and 
Anti-Bribery and Corruption (“ABC”) team, analysts may not accept perks or other items of value for their personal use from 

Provided for the exclusive use of matzinger@kepler.at on 2019-04-11T14:01+00:00. DO NOT REDISTRIBUTE

https://www.db.com/ir/en/annual-reports.htm
https://australia.db.com/australia/content/research-information.html


11 April 2019

Thematic Research

Page 12 Deutsche Bank AG/London

issuers they cover.

Additional information relative to securities, other financial products or issuers discussed in this report is available upon 
request. This report may not be reproduced, distributed or published without Deutsche Bank's prior written consent.

Copyright © 2019 Deutsche Bank AG
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