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Is Europe going to be the next Japan? - 
Part 3 - The conclusions...
In this three-part series, we have compared and contrasted Europe post 2008/09 
with Japan post 1990.

In the prior two notes, we first examined areas where Europe looks like Japan ( link 
) with the appropriate lag, and then looked at areas where the experience so far is 
very different ( link ). In this third part, we take a more balanced and holistic view of 
the debate and draw what we think are some non-consensus conclusions.
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Abstract

In this three-part series, we have compared and contrasted Europe post 2008/09 
with Japan post 1990. The definition of what being 'like Japan' entails is open to 
much debate and interpretation, but the area of most similarity is undoubtedly dem-
ographics. If you believe the 'demographics is destiny' mantra, then Europe's path 
has been well mapped out by Japan. However, the two experiences are a quarter of 
a century apart and the global environment has moved on since the early 1990s. 
Back then, globalisation was accelerating, multilateral organisations were thriving, 
and the global labour supply (ex-Japan) was growing quickly. This was positive for 
global growth and disinflationary. Japan’s failure to normalise inflation was due not 
only to an inadequate policy response to the bursting of the credit bubble but also 
to the global disinflation environment. Maybe, low inflation was also partly a politi-
cal choice by an ageing population that was economically and socially homoge-
nous and that had significant net savings.

Europe could be different. On the one hand, Europe’s response to its 'turning point' 
recession was more proactive. On the other, the background is very different. A 
combination of a shrinking global workforce outlook, less globalisation, and more 
populism could lead to higher inflation in the future than Japan experienced post 
1990. Fewer workers may mean more wage pricing power, and populism may rein-
force this by increasingly directing policy (e.g. fiscal) towards those 'left behind'. 
Also, while we live in a fiat currency era, money printing can always be used to 
finance this if there is political will. Inflation is a political choice that may become 
more attractive globally as the years of lower growth and high debt progress. So 
ultra-low inflation need not be inevitable despite bad demographics.

An interesting angle we consider is that on many measures (e.g. GDP per capita, 
human development, education, living standards, income inequality), Japan has 
actually had a good outcome over the last 25-30 years. Europe would be pleased to 
have 1% annual productivity growth!

But is this realistic? Although we have argued that Europe's policy response was 
collectively superior to Japan's, the reality is that Europe remains highly vulnerable. 
The heterogeneity across its member states and the lack of political, fiscal and 
banking union mean that divergences are not internalised as they are in other large 
economies.

Europe faces weak links at both ends of the economic spectrum. At one end lies 
Italy. Unfortunately, a Japan-like scenario of long-term persistent low nominal GDP 
growth is thus not a sustainable equilibrium for Europe. Divergent conditions inter-
nally mean relatively weak economies like Italy would be threatened by perennial 
stagnation or worse. At a member-state level, it is Italy that most resembles Japan. 
Its public debt problem is perhaps the greatest threat to the sustainability of the 
single currency area. Without more integration and convergence, crises will be 
more likely. Europe would struggle to survive in its current form with a long-lasting 
Japanification.

At the other end lies Europe’s exporter nations with their large current account sur-
pluses. Despite its travails, Japan at least had the benefit of strong global growth. 
Not only is Europe more export-sensitive than Japan, but also globalisation is under 
threat, as are the multilateral organisations that Europe relies on, and China's eco-
nomic model is under increasing scrutiny. Indeed, we argue that China has more 
striking parallels with Japan than Europe does. And if China converges more 
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towards a Japan outcome, countries like Germany will import the ramifications. 
Add to this the headwinds for global growth from global depopulation, retreating 
globalisation and perhaps lower global productivity, and Europe’s heavily export-
oriented economic model feels like an increasing risk to stability and sustainability.

Europe urgently needs to rethink its business model: it can’t rely on China economi-
cally, it can’t rely on the US geopolitically, and it is falling behind in information tech-
nology. It is time for Europe to spend its excess savings to prepare for a new global 
order – and a very different one to the relatively benign one faced by Japan nearly 
30 years ago. 1

1 In this report we have interchanged the terms "Europe", "Eurozone", "Euro Area" and "The EU". 
However, unless stated otherwise, the analysis is referring to the Euro Area region.

Provided for the exclusive use of matzinger@kepler.at on 2019-06-05T11:08+00:00. DO NOT REDISTRIBUTE



4 June 2019

Thematic Research

Page 4 Deutsche Bank AG/London

Introduction - What have we learnt from the first two notes?

In the prior two notes in this series, we first examined areas where Europe looks like 
Japan ( link ) with the appropriate lag, and then looked at areas where the experi-
ence so far is very different ( link ). In this third part, we take a more balanced and 
holistic view of the debate and draw some conclusions.

One of the biggest problems in comparing Europe to Japan is defining what being 
'like Japan' actually means. In the bullets below, we highlight some of the perceived 
definitions of what the issues might have been for Japan and briefly comment on 
how much Europe already looks like it or could easily look like it in the near future, 
referencing work from the first two parts of this series.

Poor demographics/depopulating - This is where Europe's past experience and 
likely future path looks very similar to Japan's. On this basis, Europe will be the next 
Japan.

Low real GDP growth - European growth is low and the trend rate is likely to remain 
low, but it has actually outperformed potential for the last five years, helped by a 
consistent positive credit impulse that Japan struggled with as it was deleveraging 
(see Figure 3 in part 2). Low European growth today partly reflects lower global pro-
ductivity trends over the past two decades. Japan's low growth initially began in an 
era of higher global productivity growth and, we argue, was as much to do with an 
inadequate response to the bursting of the credit bubble.

Bursting of a credit bubble - Credit growth in Japan rose from c.10% to c.25% of 
GDP in the early 1990s. In Europe it rose to nearer c.10% in the lead-up to its 2008 
'turning point' recession, suggesting that a credit bubble bursting wasn't Europe's 
main problem. So, as with the bullet above, much of Japan's initial problem was that 
it spent years slowly deleveraging with the credit impulse negative for nearly a dec-
ade after the bubble burst. Europe's credit impulse turned positive after about 3.5 
years post GFC and has stayed positive since. (see Figure 2 in part 2)

Persistently low and undershooting inflation - Europe has consistently missed the 
ECB's target and underperformed the US but is generally outperforming the Japan 
experience at a similar point following its 'turning point'. (see Figure 10 in part 2)

Expansion of government debt - Figure 1 shows that five years after Japan's bubble 
burst, government debt started an aggressive and consistent climb. However, 
Europe is yet to see such a climb – and with current fiscal rules in the continent, it's 
difficult to see this climbing without a fresh and substantial crisis and new rules. 
Obviously, this is possible in the future, but for now the debt profile looks quite dif-
ferent.
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Figure 1: Government Debt-to-GDP ratios

Source : Haver Analytics, Deutsche Bank Research

Banking sector weakness - As we showed in our recent "How to fix European Bank-
ing… and why it matters" note ( link ), Europe's banking market is much more similar 
to Japan's than the US's. Corporates and households are very reliant on bank fund-
ing relative to capital markets funding in Europe and Japan. We argue in the note 
that European NIMs and equity valuations increasingly look like they are adhering 
to the Japanese playbook. Given how important banks are to the European econo-
my's financing, this similarity is a worry.

These are most of the traditional ways that Europe is compared to Japan. In this 
note, we explore some of the similarities and differences between the two areas in 
greater detail and highlight some interesting conclusions. We focus on four areas:

1) Demographics - Although demographics are very similar, with a 20-year lag, the 
global demographics are very different now than they were in the 1990s, when 
Japan first faced its problems. This may lead to different global policies than those 
seen starting in the 1990s.

2) Geopolitics - Globalisation and mainstream global politics were the order of the 
day when Japan initially encountered its problems. Today, the former is in danger 
of reversing, and the latter is at the mercy of populism. In addition, European politics 
is becoming fragmented and the region currently has a lack of economic homegeni-
ty that might not even allow for a Japan-like outcome if faced with similar issues.

3) China and Italy more like Japan than Europe? As a curveball, on some measures 
China looks more like Japan. Within Europe, Italy looks worse than Japan did, high-
lighting the lack of economic homogenity.

4) Would Japan actually be a good outcome? - Finally, for all the talk of a Japan-like 
outcome for Europe, we delve deeper into post-bubble Japan and discuss whether 
a Japan-type outcome might actually be a pretty good one. On many measures, 
Japan looks like a healthy and balanced society and economy. Could Europe possi-
bly reach such a scenario?

Let's now move to our four main sections. First, demographics.
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Demographics - the key similarity but might not lead to the 
same macro outcome

Overall, it is clear to all of us working on this series that the most compelling argu-
ment suggesting that Europe looks like Japan is demographics. As such, it is worth 
focusing more on this and assessing whether this will be the overriding way that 
Europe will increasingly look like Japan in the years ahead.

As a reminder from part one of this series, Figures 2 and 3 show total and working 
age populations in both areas with T=0 representing their turning point recessions 
(1991 - Japan and 2008 - Europe).

Figure 2: Total population

Source :Haver Analytics, UN, Deutsche Bank Research

Figure 3: Working age population

Source : Haver Analytics, UN, Deutsche Bank Research

Interestingly, of the EU Big Four (Germany, France, Italy and Spain) all bar France 
are expected to see depopulation from here, with sharper falls in the working-age 
population mirroring Japan's experience over the last couple of decades. France 
should see population growth and its working age population broadly flat over the 
next couple of decades. This could lead to tensions as the right policies for Germany 
(and Italy and Spain) may not be the right policies for France. A lack of homogeneity 
across Europe is a big and consistent barrier to policies that may help Europe experi-
ence a superior outcome to Japan's over the next few years. When the two largest 
countries within Europe have quite different likely future demographic outcomes, 
that's not a great start. As a sweeping top-level assessment, France may want to 
spend to invest more in its younger population, while Germany may want to save 
more for its ageing population. Everything in Europe relies on compromise. More 
on the lack of homogeneity across the continent later.
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Figure 4: Total population

Source : Haver Analytics, UN, Deutsche Bank Research

Figure 5: Working age population

Source : Haver Analytics, UN, Deutsche Bank Research

Outside of an unlikely turnaround in the EU's immigration policies, it is quite clear 
that Europe will face depopulation, and without a near equally unlikely radical over-
haul of retirement ages, they'll also face falls in the number of workers. As a mini-
mum, this will constrain the potential rate of real GDP growth in the continent to 
very low levels relative to the past. Structural reforms and a global productivity 
rebound will likely be needed to improve this from what will be a population-con-
strained low level. In this respect, real growth will have similarities to that seen in 
Japan.

Given the poor demographic outlook, the common perception is that there is an 
inevitability that inflation will also follow the same path. Indeed, figure 6 below 
shows that through very long-term history, global population growth has been very 
correlated with global inflation. As such, it would be very simple to suggest that 
with Europe about to depopulate, it will suffer the same battle against deflation that 
Japan has faced over the last 20-plus years.

Figure 6: Global median inflation versus world population over the last 800 years 
(with population forecasts to 2099). On log scales.
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Source : Deutsche Bank, GFD, UN, www.worldometers.com

However, we need to put things into a wider perspective. Throughout virtually all of 
history, money was backed by precious metals – outside of periodic breaks, mostly 
due to wars. As such, it was near-impossible to expand the monetary base and cre-
ate inflation without discovering more precious metals. The rapid population 
growth of the 20th century put pressure on this precious metal currency system and 
thus helped usher in fiat money and inflation. In the post-1971 fiat-currency world 
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we live in today, in theory it's easy to create inflation if there is political will, regard-
less of lower population growth. High global debt and populism may be the catalyst 
in the future. If central banks were to print a substantial amount of money and give 
it to the population (via governments), that would create inflation. So, if the global 
challenges are different in the future than those in 1990s Japan, then the political 
will and preferences could be different.

Indeed, one of Japan's biggest problems after its early 1990's 'turning point' reces-
sion was that it was facing its deflationary 'bust' off the global macro super-cycle. 
In other words, when it was trying to reflate, its insufficient policy responses (see 
part two in the series) were happening at a time of a huge wave of positive disinfla-
tion for the rest of the global economy. As we argue below, a big surge in the global 
work force between 1980 and 2015 (in the opposite direction to Japan's beginning 
in 1990) and a one-way globalisation tidal wave ensured that global inflation was on 
a 35-year structural downshift that was positive for the vast majority of countries. 
Japan was always going to struggle to fight that trend, especially with relatively 
tame domestic policies, and no policy support from other nations.

The graph that best represents our long-term structural thoughts on this is a stylised 
representation of the global labour supply over the last few decades and going for-
ward. Figure 7 shows the working-age population in the More Developed World 
(MDW) plus China over the last 70 years and that expected over the next 30 years. 
In the light of the two bars, we have zeroed China before 1980, as prior to the late 
1970s the Chinese economy was effectively closed to the outside world. China then 
decided to integrate itself into the global economy and over the last 35-plus years 
has effectively dropped over a billion cheap workers onto the global economy at a 
time when baby boomers in the West were already naturally helping to dramatically 
boost the global labour market size. Thus, labour costs – and with them a big part 
of inflation – have likely been exogenously controlled by this surge in the global 
labour force since 1980. Japan's working-age population started to level off around 
20-25 years before the MDW+China number, so the external global macro environ-
ment was very different in the 1990s to what we'll likely face over the next decade 
or so given we’re now arguably at peak MDW + China labour. The consequence is 
that labour will likely regain some pricing power in the years ahead as the supply of 
it now plateaus and then starts to slowly fall. Any economic growth should therefore 
see upward pressures on labour costs, all other things being equal. The global infla-
tion outlook may therefore be different (higher) to global inflation from the 1990s to 
the present day. Indeed, if 'bad' future demographics are so negative for inflation, 
why has inflation been on such a 35- to 40-year downward trend when demograph-
ics have been so good?
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Figure 7: More Developed World (MDW) + China working age population versus 
Japan
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Source :UN Population Database, Deutsche Bank

If we are correct, then Japan could be considered unlucky that it faced its credit 
bubble bursting in a sea of positive global disinflation. However, today Europe 
shares a lot of the same demographic issues as the rest of the developed world and 
China. With so many important economies now facing similar demographic prob-
lems together, there is also a good chance that global policy will be more reflation-
ary than it needed to be when Japan faced its 1990- problems. The incentive to cre-
ate more inflation at a global level will be much higher going forward than it was in 
the 1990s onwards, especially when global debt is so high now relative to where it 
was 25-30 years ago.

As we'll see below, global politics may reinforce this theme, but for more reading 
in the academic literature as to whether an ageing population is inflationary or 
deflationary, see pages 15-19 of our  "The Future and History of Inflation"  - our 2018 
long-term study. There is clearly some academic support to the view that ageing 
can be inflationary. This is certainly against the perceived wisdom.
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Globalisation and global politics very different 2019- to 
1990-

On to politics now. The period from the Japan early-1990s turning-point recession 
to the GFC saw a very benign global political and geopolitical environment that 
helped support globalisation, lower inflation, and decent MDW and global growth. 
Figure 8 shows that global trade as a percentage of GDP saw the most consistent 
and strong growth over this period relative to pretty much any period in observable 
human history. The graph suggests this growth has leveled off over the last few 
years, and there are increasing signs from across the globe that globalisation is 
under threat as the political order changes. The most obvious example is the current 
trade dispute between the US and China. Brexit is another instance of a reversal in 
attitudes to the themes that have prevailed over the past 35-plus years. Multilateral 
organisations that policed this benign world order, and which Europe relies upon, 
are also becoming less influential.

Related to this, populism is increasingly taking over from the generally mainstream/
centrist politics of the 1990s and 2000s. Figure 9 shows the rise of populism for 
seven of the most important economies of the world since 1900 and illustrates that 
it is as high as at any point in modern history outside the 1930s.

Figure 8: Global Trade as % GDP
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Source : Klasing and Milionis, World Bank, Haver

Figure 9: Populism Index (% of vote across key countries, 
population weighted)
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See:  The Next Financial Crisis  for details

Putting this together, the global political and geopolitical landscape now looks very 
different than it did in the 1990s and 2000s. The risks to globalisation could mean 
higher inflation as barriers to trade increase, pushing prices and costs up. Rising 
populism could also mean more fiscal spending as politicians appreciate that to 
gain (or stay in) power they need to spend on the poorer half of their population – 
generally those left behind by the globalisation era and those now rebelling against 
it. This higher fiscal spending at a global level is likely to lead to a more reflationary 
era than that seen over the last 35-40 years.

So we shouldn't automatically assume that Europe will face the same outcome as 
Japan even if there are many similarities, especially demographically. It could be 
that inflation will be structurally higher in the future than it was in the post-1990 
Japan bust era.

All of us in the group working on this mini-series agreed that it would be very hard 
for Europe to become like Japan, where 'like Japan' is defined as a long period of 
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low/stagnant growth and inflation. The rationale being that given the lack of region-
al homogeneity in Europe, by definition ultra-low nominal growth would mean 
divergence across nations. Without a fully functioning political and fiscal union, it 
seems inevitable that such a Japan-like economic environment from here would 
lead to an economic crisis and/or more serious political upheaval within a few more 
years. Mainstream political parties in Europe are already under severe pressure, 
and it feels like a continuation of the weak growth environment will remain a risk to 
wider EU harmony. All of the contributors felt that economic and political crises 
were far more likely to arise in the years ahead than occurred in Japan. Japan has 
actually been a fairly stable country politically throughout the last 25-plus years of 
notable headline economic weakness.
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Are China and Italy more "Japanese" than the Eurozone?

In this piece, we focus on Europe's distinct issues, which Japan did not have but 
which may propel Europe towards a Japan-type outcome nonetheless. First, 
Europe is a more open economy than Japan was at the time. This implies that 
Europe will be more dependent on global growth in general and China in particular. 
Second, Europe is an imperfect fiscal and banking union. This implies that the weak-
est link (Italy) may matter. As we discuss below, along some dimensions both China 
and Italy are more "Japanese" than the Eurozone is.

Eurozone's excessive dependence on global growth
The Eurozone is a more open economy than Japan was in the early 1990s. Its 
exports/GDP are nearly double the level in Japan at the time and have been on an 
upward trend since the crisis (left graph below). Also, the imperfect fiscal union has 
constrained the ability of fiscal policy to stimulate domestic demand. This is reflect-
ed in the sharp improvement in the current account position of the Eurozone, while 
Japan's current account remained broadly unchanged post crisis (right graph 
below).

Figure 10: Europe is more dependent on global growth 
than Japan was in the 1990s
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Figure 11: Europe's current account position has improved 
more than the US's and is better than Japan's at the time
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These observations suggest that Europe is excessively dependent on global growth 
and arguably has too much savings rather than too much debt. A common remedy 
would be a shift in fiscal policy to (a) reduce excess savings, (b) support domestic 
demand and (c) (hopefully) increase potential growth. In the absence of a fiscal 
union, such a policy would need to be determined at the country level – in Germany 
in particular. So far, Germany has demonstrated little appetite for a proactive fiscal 
policy. To some extent, this is because its cyclical position is not dire enough to justi-
fy a countercyclical fiscal stimulus.

However, the structural shift in the geopolitical and economic environment is sup-
portive of a strategically expansive fiscal policy. First, Germany is particularly 
exposed to an unraveling of the global trade construct. Second, there is increased 
pressure on Germany to raise its defense spending. Third, Germany is not best 
placed to compete in an increasingly digitalised world. Last but not least, Germany 
has benefited over the last 10 years from a very aggressive Chinese stimulus. As we 
discuss below, this is unlikely to be sustainable in the medium term, and China's 
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GDP growth is likely to decline. Indeed, on some key metrics, China resembles 
Japan more than the Eurozone does.

Is China more Japanese than Europe?
We apply to China the same framework as in part two of this series, " How Europe 
is different from Japan ". For this exercise we define a Japan scenario 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 aggressive fiscal or monetary 
policy. As a result, the credit impulse (i.e. the pace of deleveraging) never reverses, 
and domestic demand remains under pressure. To assess if China has some Japa-
nese features, we analyse the evolution of key variables in event time, setting as a 
reference date (t=0) the peak in credit growth (Q1-90 for Japan and Q4-09 for Chi-
na).

First, we focus on the dynamics of credit growth. This provides information on the 
extent of the credit bubble and the subsequent necessary adjustment. China has a 
significant credit overhang, which has so far not been convincingly resorbed. 
Indeed, credit growth in China increased from ~20% pre-crisis to ~30% post-crisis 
and is materially higher than in Japan in the 1990s (left graph below). The excessive 
credit growth is preventing a sustainable improvement in the credit impulse beyond 
the mini-cycles engineered by the Chinese government (right graph below).

Figure 12: China's credit growth is materially higher than 
in Japan in the 1990s
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Figure 13: China's credit impulse struggles to remain posi-
tive beyond the mini-cycles engineered by the Chinese 
government
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As a result, China's GDP growth has been on a general downtrend (left graph 
below). The excessive credit creation has resulted in investments in unproductive 
sectors of the economy, leading to a decline in potential growth. As a result, despite 
its decline, GDP growth has remained close to estimates of potential (right graph 
below).
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Figure 14: China's GDP growth has been on a gentle 
downward trend
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Figure 15: China's real GDP growth is close to potential
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Monetary policy in China has been relatively restrictive as 10Y real rates have 
remained high (left graph below) and the currency appreciated by ~25% (right 
graph below). As  highlighted by our FX team  , the JPY appreciated in the mid-90s 
on the back of pressures exercised by the US via higher tariffs, which is reminiscent 
of the current situation between China and the US.

On these two metrics, China is in fact much closer to Japan than is Europe, where 
10Y real rates declined by 250bp into negative territory and the currency depreciat-
ed by 15%. One should temper these observations by the fact that the neutral rate 
in China is likely to be higher than in Europe and that the CNH was potentially under-
valued going into the crisis.

Figure 16: China's 10Y real rate have remained relatively 
elevated despite a significant decline in potential growth
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Figure 17: China's real effective exchange rate has appre-
ciated substantially
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China's fiscal space enabled it to adopt a more proactive fiscal policy early in the 
crisis. As in Europe and the US, China subsequently tightened its fiscal stance. In 
recent years, it has used fiscal policy to manage GDP growth (left graph below). 
Inflation in China so far has remained more anchored around 2% than in Japan or 
Europe (right graph below).
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Figure 18: China has used fiscal policy to manage its 
growth trajectory
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Figure 19: Core inflation in China has remained close to 
2%
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The demographics in China are better than in Japan at the time, but still on a deterio-
rating trend. The dependency ratio is ~5% lower than it was in Japan (left graph 
below) but is on an upward trend. Pre-crisis, the fertility rate had already declined 
to levels comparable to Japan on the back of the one-child policy. It has recovered 
slightly (while in Japan it deteriorated further) and is at levels comparable to the 
Eurozone.

Figure 20: China's dependency ratio is better than in 
Japan, but deteriorating
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Figure 21: The fertility rate in China is at levels comparable 
to the Eurozone
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Credit growth overhang a structural risk for China
One has to be careful when applying DM standards to an EM economy as initial 
conditions can be vastly different. Nonetheless, one key feature could put China on 
a Japanese trajectory: the size of its credit bubble. Ultimately, credit growth will 
need to decline back to levels in line with nominal GDP growth (~8%) from current 
levels of closer to 15% (left graph below) to avoid having its total-debt-to-GDP on a 
continued upward trajectory (right graph below). As long as this adjustment has not 
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occurred, the risk of a Japan-type outcome will remain. Given Europe's exposure to 
global trade and to China, how this plays out is crucial to the continent.

Figure 22: China's credit growth exceeds GDP growth
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Figure 23: Private sector debt/GDP is already very high in 
China
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The initial conditions in terms of dependency ratio and population ageing are better 
than in Japan but are deteriorating at a similar pace as in Europe. On the positive 
side, China is a "command and control" economy with a lower public-sector debt-
to-GDP (left graph below). This provides some capacity to manage the inevitable 
deleveraging. However, the decline in the current account position suggests that 
the policy space is becoming more constrained (right graph below).

Figure 24: China has more fiscal capacity
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Figure 25: The decline in China's current account could 
signal that China's policy space may be declining
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Overall, given the private-sector debt overhang and population dynamics, China's 
potential GDP is likely to continue to decline. The size of China's economy makes it 
still a very relevant export market for now, even if its growth slows. Longer term, 
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Europe in general and Germany in particular will likely need to reassess their export-
oriented business models.

Italy, the weakest link

As we discuss elsewhere in this note, there are significant intra-Eurozone divergen-
ces. As Europe is an incomplete fiscal and banking union, monetary and fiscal poli-
cies are de facto constrained. As a result, the weakest link within the Eurozone may 
become an important binding constraint. As we discuss below, on most metrics, 
Italy shares more similarities with Japan than the Eurozone average does.

Italy did not witness a very large credit bubble, and in that respect it does not resem-
ble Japan too closely (left graph below). However, even if private-sector credit 
excesses were relatively limited, the credit impulse struggled to turn meaningfully 
positive (right graph below).

Figure 26: Credit growth in Italy was more subdued than 
in Japan
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Figure 27: However, the credit impulse is struggling to 
remain consistently positive
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The evolution of credit conditions was relatively disappointing because the trans-
mission of monetary policy was impaired and fiscal policy was constrained. Indeed, 
while the GDP-weighted 10Y real rate in the Eurozone turned negative, it remained 
positive and close to Japan levels in Italy (left graph below). As potential growth in 
Italy is about 1% lower than for the Eurozone as a whole (right graph below), the 
neutral rate in Italy should be (other things being equal) 1% lower than for the Euro-
zone as a whole. As a result, financial conditions in Italy will be even tighter than 
implied by the level of 10y real rates.

Provided for the exclusive use of matzinger@kepler.at on 2019-06-05T11:08+00:00. DO NOT REDISTRIBUTE



4 June 2019

Thematic Research

Page 18 Deutsche Bank AG/London

Figure 28: 10Y real rates are at Japanese levels
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Figure 29: Italy potential GDP is ~1% below EZ
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Similarly, the real effective exchange rate depreciated for Italy, while it increased in 
Japan (left graph below). However, the extent of the depreciation was smaller than 
that for the Eurozone as a whole (-5% vs. -15%). Due to a high initial debt-to-GDP, 
fiscal policy in Italy was constrained, and the fiscal impulse did not turn substantial-
ly negative, i.e. Italy could not ease fiscal policy to accommodate the private-sector 
deleveraging (right graph below).

Figure 30: Italy's real effective exchange rate depreciated, 
while it appreciated in Japan
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Figure 31: Fiscal policy in Italy has been constrained by 
high debt levels
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Despite these constraints, Italy did manage to grow above potential for a few years 
(left graph below) thereby reducing its unemployment gap (right graph below). But 
the improvement has stalled well before the unemployment gap has been resorbed.
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Figure 32: Italy did manage to grow above potential
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Figure 33: But the progress has stalled far from full 
employment
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Inflation in Italy is higher than it was in Japan in the 1990s and is below, but not 
materially dissimilar to, inflation levels observed in the Eurozone as a whole (left 
graph below). Wage growth has improved recently but remains subdued overall 
(right graph below), which is consistent with the view that the unemployment gap 
has not yet been resorbed.

Figure 34: Core PCE stabilised above the levels observed 
in Japan in the 90s
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Figure 35: Wage growth has recently been better than in 
Japan in the 90s but lags the rest of the Eurozone
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Last, but not least, population dynamics in Italy are arguably worse than in Japan 
in the 1990s. The dependency ratio is higher (left graph below) and the fertility rate 
is comparable (right graph below).
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Figure 36: Dependency ratio is higher in Italy than in 
Japan in the 90s
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Figure 37: Fertility rate is lower in Italy and is comparable 
to that observed in Japan in the 90s
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Italy is the most Japanese of the Eurozone economies
While the size of the private-sector bubble in Italy was materially smaller than in 
Japan in the 1990s, the lack of a fiscal and banking union has prevented monetary 
and fiscal policies from being as accommodative for Italy as they should have been. 
As a result, the deleveraging process has been protracted and credit growth has 
remained relatively subdued. Despite these constraints, Italy did manage to grow 
above potential for a few years and reduce its unemployment gap. However, the 
process of resorbing excess capacity has stalled, and monetary and fiscal policies 
may not be as accommodative as necessary. Demographics in Italy are worse than 
in Japan at the time. This leaves Italy dangerously close to the Japanese experience 
but perhaps without some of the benefits we discuss in the final section below.

On the positive side, Italy shares some of the strengths of Japan as it has a relatively 
robust external position. Its current account is positive (left graph below) and its 
NIIP (adjusted for Target 2) is also slightly positive (right graph below).

Figure 38: Italy current account has turned positive
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Figure 39: Italy NIIP is positive
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This implies that as long as the ECB maintains the current level of liquidity, Italy can 
fund itself domestically. Thus, Italy has in theory more policy space than the high 
debt-to-GDP level would imply. However, for this policy space to be used effectively, 
it will need to be accompanied by credible structural adjustments to avoid any risk 
of domestic capital flight.
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Is a Japan scenario actually that bad?

The conventional wisdom surrounding Japan over the last 2-3 decades has been 
that it's faced a gloomy and negative experience. Nominal GDP growth stagnated, 
public debt levels exploded, and policy appeared impotent. The experience has 
been acutely painful for investors in certain asset classes. As shown below, the Jap-
anese stock market sold off over 60% between 1989 and 1991, and it has still not 
recovered to those levels again some 30 years later. In contrast, the S&P 500 has 
returned almost 1,400% since 1990. Bank stocks, which are highly cyclical and can 
be used as a proxy for the impact of persistently low rates, have performed even 
more poorly. On a total-return basis, an index of bank stocks languishes at around 
10% of its peak value. Banks have been suffocated by slow growth, depressed infla-
tion, and persistently low nominal interest rates.

Figure 40: Japanese equities have never recovered from their 1990s selloff
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The diagnosis that so frustrates investors in Japan, the lack of nominal growth, 
actually betrays a key point. Once we peel back the inflationary and demographics 
façade to look at the economy through other lenses – via real performance, per capi-
ta growth, inequality, health, and education outcomes – Japan stops looking so ter-
rible. Below, we analyse these metrics and argue that, contrary to the poor market 
outcomes, Japan’s socio-economic performance over the last several decades has 
not been as bad as most investors believe.

On some measures Japan’s economic performance was not that bad
Following its crisis, and despite low inflation and adverse demographics, Japan has 
been able to generate real GDP growth of ~1% thanks to productivity growth. This 
resulted in a relatively strong real GDP per capita performance for a country emerg-
ing from such a large (private) debt crisis. Productivity growth has remained robust. 
Looking at Figure 41, could Europe actually be fortunate enough to match Japan's 
post-1990 experience? For Italy, the Japan outcome looks like the equivalent of 
climbing Everest without oxygen. Furthermore, according to economic theory, in 
the long run, only productivity growth results in rising living standards. Figure 42 
below reports the average growth rate of the World Bank’s Human Development 
Index since the crisis years. The index summarises health, education and living 
standards outcomes across time and countries and confirms that Japanification 
does not necessarily translate into poor socio-economic outcomes.
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Figure 41: GDP per capita since crisis year
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Figure 42: Human Development Index annual growth 
rates

Source : World Bank, Eurostat, Haver Analytics, Deutsche Bank Research

Contrary to popular belief, this rise in living standards did not come at the expense 
of large overall indebtedness. The rising public debt was accompanied by large pri-
vate savings from corporates (and households); this led to increasing net savings, 
with Japan being one of the largest creditors in the world, as reflected by its net 
international investment position. While the public sector in Japan undoubtedly is 
a huge driver of dissavings, the chart below shows how this was more than out-
weighed by the private sector.

Figure 43: Japan new lending/borrowing by sector
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Figure 44: Net international investment position (positive 
= net creditor, negative = net debtor)
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A broader look at socio-economic metrics
By international standards, the Japanese seem to have developed an efficient pub-
lic education system. While they spend fewer years at school than peers in other 
developed nations, the teaching they receive leads to better skills, as reflected by 
the OECD Pisa scores. This suggests an efficient use of public spending on educa-
tion. Beyond human capital considerations, the Japanese population seems to 
enjoy healthy lives with enough time for leisure.
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Figure 45: Educational outcomes
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Figure 46: Quality of life proxies
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Finally, Japan has faced the same technological and globalisation shocks as the rest 
of the developed world but has managed to maintain impressively low levels of 
income equality. Figure 47, reports the Gini coefficient for pre- and post-tax house-
hold income inequality at various points in time. Japan appears to achieve post-tax 
inequality levels of a typical Euro-area country with a much lower pre-tax level of 
inequality. This suggests that the need for redistribution is more limited there. Final-
ly, the level of development in Japan is far less heterogeneous than in the US or the 
Euro-area. Figure 48 reports the distribution of GDP per capita of small regions in 
each economic area. While the levels of inequality between Japan and a typical 
Euro country are comparable, the heterogeneity across countries in the Euro-area 
leads to a large dispersion of GDP per capita in Europe (e.g. inequality within France 
may be low, but the difference between the poorest region in the Euro periphery and 
the richest region in the Euro core is much higher than the equivalent in Japan).

Figure 47: Japan has less income inequality than Europe 
and the US
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Figure 48: Japan's regional income distribution is far more 
equal than in Europe and the US
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So when looking at Japan beyond the traditional lens of its low growth, low inflation 
and high government debt experience, we actually find a country that has managed 
to maintain high living standards, decent per capita growth and a relatively stable 
and equal society across all of its population. Could Europe ever dream of getting 
close to such an outcome?
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