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In focus

Is the Eurozone turning Japanese?

Europe’s lack of growth, fl irtation with defl ation and negative 
interest rates have prompted comparisons with Japan, raising the 
question of whether the Japanifi cation of Europe is inevitable. To 
avoid lazy quick comparison, this note explores the root causes and 
subsequent experiences of Japan through the 1990s and examines 
the similarities and differences with the eurozone aggregate. 
Where data permits we also make the comparison with the four 
largest eurozone member states (EA4), which make up three-
quarters of eurozone GDP: Germany, France, Spain and Italy. 

The study fi nds the following:

– There are large differences between the composition of growth 
in Japan after the bursting of the 1990 bubble and growth in 
Europe post the global fi nancial and EU sovereign debt crises. 
Japan suffered a far larger fall in business investment which in 
turn had a long-term negative impact on productivity. In Europe, 
capital investment only fell by about half of the Japanese decline, 
and has since recovered. 

– Comparing labor markets, while demographics are poor in 
both and working hours have been falling, there is scope 
for improvement in Europe in areas such as the elderly and 
female participation rates, where they have lagged behind 
global standards. Unemployment rates are also higher in 
Europe, which suggest that there is a source of additional 
demand if more jobs can be created. Net migration, or the 
lack of it in Japan, contrasts vastly with Europe. Europe has 
been able to partly replenish its working age population with 
inward migration, helping to alleviate the burden of an aging 
population. This offers further hope in the coming decades. 

– In considering the reasons behind low infl ation in both, we 
found that changes in unemployment rates affected wage 
growth in Japan before and after its fi nancial crisis. However, 
the labor market simply became non-responsive to the 
swings in GDP growth. Despite the deep recession in Japan, 
unemployment barely rose. As a result, wages did not fall, 
and productivity remained low for many years. In Europe, the 
inverse relationship between unemployment and wage growth 
has weakened at a country level, but still holds at an EU level. 
In contrast with Japan, EU employment did respond to changes 
in GDP/demand, increasing the chances of a recovery in wages. 
The main exception is Germany which has a notably more 
rigid market, thanks to government support to keep workers 
employed during a downturn. 

The term “Japanifi cation” is generally used in 
the investment world to describe the decline 
of economies that appear to be following the 
same experience of Japan after the bursting 
of its asset price bubble in 1990. Decades of 
economic stagnation, only shortly interrupted 
by the boom ahead of the global fi nancial 
crisis (GFC), is a phenomenon that no 
country wants to experience.
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– The balance of payments and reliance on the external economy 
is another similarity. While both have prominent export 
industries and are exporters of capital, Japan is far more reliant 
on net exports for growth than Europe. Europe can still generate 
growth through domestic demand. 

– In terms of fi scal policy, both have seen large increases in 
debt. Unlike Japan which has been freely spending over recent 
decades, Europe has shown that its budgetary rules are far 
stricter; austerity was brought in to reduce government defi cits. 

– As for monetary policy, this is an area where there are extensive 
similarities. Arguably, the European Central Bank (ECB) has been 
more aggressive than the Bank of Japan (BoJ), but the need for 
this can be put down to the limitations of the monetary union 
and the lack of risk sharing. 

– A further key difference was the ECB’s success in depreciating its 
currency, compared to the sharp appreciation in the Japanese 
yen following the bursting of its asset price bubble. This was 
a key contributor to the Japanifi cation experience which the 
eurozone has escaped. 

– Lastly, whereas protests are commonly seen across Europe in 
response to various issues from austerity to migration, such 
behavior in Japan is almost unheard of. Solidarity and social 
order lie at the core of Japanese culture, which helps explain 
the developments in the labor market following its fi nancial 
crisis. The result of this was decades of underemployment, poor 
productivity, low wage growth and defl ation. In Europe, recent 
history shows that the public will support populist parties to 
force change when necessary. This makes poor macroeconomic 
outcomes less likely to be sustainable as the population would 
vote for change, although admittedly, that change is not always 
for the better.

Overall, there are many similarities between Europe today and 
the Japanese experience since the bursting of its bubble. Europe 
undoubtedly faces major challenges ahead, particularly in coping 
with its demographics and its aging population. However, there 
are signifi cant macroeconomic and political differences that 
suggest Europe is unlikely to endure the same tribulations as the 
Japanese economy.

Executive Summary
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Is the Eurozone turning Japanese?

Introduction

The term “Japanifi cation” is generally used in the investment world 
to describe the decline of economies that appear to be following 
the experience of Japan after the bursting of its asset price bubble 
in 1990. Decades of economic stagnation, only interrupted briefl y 
by the boom ahead of the global fi nancial crisis, is a phenomenon 
that no country wants to experience. 

Japan had enjoyed an economic and asset price boom through the 
1980s, averaging GDP growth of 4.0%. Since then, the economy 
has struggled to grow at all. From 1992 onwards, GDP growth has 
averaged 0.9% in real terms and 0.5% in nominal terms. 

Meanwhile, infl ation fell from healthy levels of between 2-4%, 
to negative territory by 1995. Since then, Japanese infl ation 
has averaged just 0.2%. This forced the BoJ to cut interest rates 
aggressively, which have largely remained near zero ever since. 
The BoJ also experimented with quantitative easing (QE) in 2001, 
although at a much smaller scale than today’s action.

Europe’s lack of growth, fl irtation with defl ation and negative 
interest rates have prompted comparisons with Japan, raising 
the question of whether the Japanifi cation of Europe is inevitable. 
Following the global fi nancial crisis, the level of real GDP for the 
eurozone fell 5%, before returning to its previous peak by Q4 2014. 
Since then, the level of GDP has risen by 10%, or 2% per annum. 
Compared to the US, eurozone GDP has lagged by 10.2% since 
the end of 2007. The weak and sluggish recovery led the ECB to 
maintain quantitative easing for far longer than initially expected. 
The ECB has lowered its main refi nancing rate to -0.5%, and just 9 
months after ending QE, has restarted it. This time, outgoing ECB 
president Mario Draghi has not set a time limit, instead signaling 
that QE will continue until the ECB is ready to raise interest rates. 
According to money markets, that is not expected before 2026. 
Such long-term pessimism over Europe’s outlook makes it vital to 
establish whether Europe’s experience is just a protracted cyclical 
experience, or whether Europe is at the start of the path Japan has 
trodden for the past three decades.

The implications for investors and market returns are hugely 
signifi cant. Lower growth and infl ation result in lower earnings per 
share growth – the ultimate driver of equity returns in the long-run. 
The fall in interest rates has resulted in capital gains for existing 
bonds, but future income in a negatively yielding environment is 
almost impossible. Partly by design, investors are forced to take on 
greater risk to generate the same income as before. Pension funds 
are struggling to meet income targets, solvency rules make it hard 
for insurance companies to adopt an optimal investment strategy, 
and annuities have largely become redundant. 

The distribution of historic equity returns (Chart 5, next page) 
highlights the poor performance of Japanese equities. 51% of daily 
returns have been negative, compared to 17% for the US, 25% for 
the UK and 20% for the eurozone. 

We should highlight that our 30-year returns forecast has eurozone 
equity returns of 6.7%, compared to 4.7% for Japan (Chart 5). 
Productivity growth and demographics are the most signifi cant 
drivers of these long-run returns forecasts. Therefore, 
a thorough assessment of structural trend growth is important.

If Europe is indeed turning Japanese, then the implications 
for investors are profound. Many journalists and market 
commentators have already written off Europe, and while it is easy 
to identify similarities between the two, there are also signifi cant 
differences which should not be ignored. To avoid lazy and quick 
comparisons, this note goes on to explore the root causes and 
subsequent experiences of Japan through the 1990s and examines 
the similarities and differences with the four largest eurozone 
member states: Germany, France, Spain and Italy.

Chart 1: Japan’s interest rate vs. infl ation
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Source: Refi nitiv Datastream, Schroders Economics Group, January 14, 2020 (Chart 1), Refi nitiv Datastream, Schroders Economics Group. January 14, 2020 (Chart 2).
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Chart 3: Historic interest rates

Source: Refi nitiv Datastream, Schroders Economics Group, January 14, 2020 (Chart 3). Refi nitiv Datastream, Schroders Economics Group, January 14, 2020 (Chart 4).
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Chart 5: Distribution of historic equity market returns

Source: (Chart 5): Y/Y equity returns using daily data. TOPIX, S&P, FTSE All Share from 1990 and Eurostoxx 50 from 2002. Note buckets are discrete so this is not a 
continuous probability distribution function but the line gives a guide to the shape of the distribution function as the data has not been smoothed. Refi nitiv Datastream, 
Schroders Economics Group, January 14, 2020. (Chart 6): Schroders Economics Group, 30-year return forecasts, January 2019. Please see forecast warning at the end of 
the document.
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Trend growth analysis

Analyzing the fundamental drivers of economic growth begins with 
the supply side of an economy. Using a standard Cobb-Douglas 
growth accounting framework, we analyze the growth in capital 
accumulation (investment), the labor contribution (total hours 
worked) and the interaction between capital and labor known as 
total factor productivity (TFP). 

When decomposing the contributions to Japan’s GDP growth 
before and after its fi nancial crisis, we see that the economy was 
enjoying a period of strong investment growth; leverage certainly 
had a part to play during the late 1980s boom. The crash in 
fi nancial markets, and subsequent banking crisis led to a collapse 
in investment, which as shown in Chart 7, has never recovered. 
The capital contribution to GDP fell from 2.9% in 1990 to 0.4% 
by 2000.

This was clearly not an ordinary cyclical downturn. The crash in 
asset values led to the impairment of the banking system, which 
essentially starved the economy of credit for new investment for 
decades. More on this later. 

The Japanese labor market performance also played a role in the 
weak growth environment following the bursting of the asset 
price bubble. The labor contribution turned negative from 1990, 
as we would expect to see following any downturn. However, the 
interesting feature of the labor market during this period was the 
lack of job losses in Japan.

With labor laws that are very protective of employees’ rights, 
Japanese companies fi nd it very diffi  cult to fi re staff. Instead, 
hours worked were slashed, which caused the fall in the labor 
contribution (chart 8). In fact, employment growth did not turn 
negative until the economy fell into recession in 1995 – almost 
half a decade after the crash. The inability to fi re workers 
hurt corporate profi tability and labor productivity, which also 
discouraged further investment. 

Europe’s experience during the GFC was very different from 
Japan’s. The eurozone unemployment rate rose from 7.3% at 
the end of 2007 to 12.1% by the fi rst half of 2013, though the 
success of member states in minimizing the rise in unemployment 
varied enormously. 

Focusing on Germany and France, Germany’s annual average 
capital contribution fell from 0.5ppt between 2000-2007 to 0.3ppt 
between 2008-2018. Indeed, Germany’s labor contribution rose 
after the crisis. France on the other hand did see some decline in 
the contributions from capital and labor. Importantly, the declines 
in Germany and France were largely insignifi cant when compared 
to the Japanese experience.

Both Germany and France did, however, see TFP slip, with 
France suffering more. This could be caused by many possible 
factors, including diminishing returns from technology, the mis-
measurement of productivity due to non-monetary value placed on 
certain services, and even a lack of advancement in education. The 
decline seems to be caused by a phenomenon unique to the past 
decade, which is supported by the decline in Japan’s TFP since the 
GFC (TFP held up well during the 1990s).  

The comparison of the growth in business investment is a key 
difference between the Japanese and European experience. Most 
of Europe did not see the same dramatic declines in investment 
as a share of GDP as was seen in Japan after its crisis. German 
and French investment intensity was largely stable through the 
GFC. Italy saw a small decline, but Spain saw a more dramatic fall 
caused by the property bubble bursting, leaving nearly four years 
of inventories to be cleared in subsequent years.
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Chart 7: Japan’s trend growth decomposition

Source: Bank of Japan, Schroders Economics Group, January 14, 2020 (Chart 7), Bank of Japan, Schroders Economics Group, January 14, 2020 (Chart 8).
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Source: Refi nitiv Datastream, Schroders Economics Group. January 17, 2020.
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Population trends and workforce dynamics

Demographics and aging populations are inescapable truths that 
will dramatically alter investment returns in coming decades. 
The baby boomer generation, which was born following the 
Second World War, created a hump in population profi les in 
many countries. The larger-than-normal cohort helped boost GDP 
growth during the 1960s and 1970s as its members entered the 
workforce (boosting the labor contribution to GDP as discussed 
in the previous section). As the baby boomers begin to retire and 
exit the workforce, the new infl ow is not large enough to offset the 
retirees. As a result, working age populations, and therefore the 
labor contribution to GDP, are likely to decline. 

Japan’s aging population is well known amongst investors as well 
as Japanese policymakers. With over a quarter of the Japanese 
population over 65 years old, the old age dependency ratio - 
the ratio of the population over 65 to working age population - 
stands at 46%.

A rising dependency ratio not only leads to higher social and 
medical care costs, but if a country has a ‘pay-as-you-go’ pension 
system, then it leads to a greater strain on public fi nances and the 
working age population. These are additional factors to consider 
when comparing dependency ratios.

Japan’s old age dependency ratio was lower than the EA4 during 
1980s and 1990s (Chart 13). Indeed, the moderation in growth of 
working age population growth up until 2000 was very similar to 
the decline seen in Italy and Germany. While the slowdown did 
negatively impact GDP growth during Japan’s crash, it was not a 
prominent feature. However, the outright decline since around 
1999 has partially been to blame for not only weak growth, but 
also the defl ationary period suffered.

Looking ahead, the projections provided by the World Bank 
which use steady assumptions on birth, death and migration 
rates, show an ongoing decline in Japan’s working age population. 
Importantly, most of Europe is due to suffer a similar fate, helping 
to draw comparisons. 

Workforce dynamics
Healthy demographic workforce growth is important for long-
term GDP growth and often receives most of the attention due to 
how predictable it is. But the labor contribution discussed earlier 
is made up of total hours worked, not the number of available 
workers. Therefore, we need to consider the similarities and 
differences in the participation rate of the working age population, 
along with average hours worked. Here is where we fi nd scope 
for optimism, as an economy can still lift employment growth 
by raising participation rates, even if the overall population 
is shrinking. 

This has been one of the more successful policy outcomes of 
Japanese Prime Minister Abe or Abenomics. Starting with a high 
participation rate in Japan, particularly for older workers (65 and 
above), Japan has focused on lifting female participation – which 
was low relative compared to other developed market economies. 
The trend of hiring more female, part-time as well as elderly 
workers has aided the fall in average hours worked in the economy. 
Turning to eurozone participation, France and Italy in particular 
have room to improve labor participation, the latter for females. 
Average hours worked could also rise, especially in France, but 
even more so in Germany.

Retirement ages came into sharp focus during the European 
sovereign debt crisis. Generous benefi ts and low retirement ages 
were partly blamed for the poor public fi nances of several Southern 
member states. For example, only 57% of Italians aged 55-64 are 
either employed or seeking employment. This is very low compared 
to Germany’s 73% and Japan’s 74%. There is certainly scope to 
boost participation rates for this age group, and for those aged 
over 65, although perhaps not quite as high as Japan’s 25% rate.

Labor market reforms that raise retirement ages, and boost 
participation across all ages and for both sexes, will help to partly 
offset the drag on growth caused by demographic trends. With 
Europe clearly behind Japan in this area, there are greater returns 
on offer from such reforms. 
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Chart 13: Old Age Dependency*

*Old age dependency defi ned as ratio of population ages 65 and above to population ages 15-64.
Source: World Bank Data and projections, Schroders Economics Group. January 17, 2020.
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Immigration
An unfavorable trend in working age population growth in Japan 
has been exacerbated by the lack of immigration, which remains 
deeply socially unpopular. Just 2% of the Japanese labor force are 
foreign workers and although this is improving, it is much lower 
than the 10% seen in other major developed economies. Migration 
has not provided a signifi cant offset to the shrinking natural 
population. Even more concerning, based on current World Bank 
projections of natural population change and expected migration, 
this gap should worsen as the net birth rate falls further.

In contrast to Japan, Europe has generally been far more open to 
immigration, though there has been a political cost and protests 
following recent large-scale fl ows. For example, Spain has 
always been a magnet for African migrants. In 2005, the socialist 
government granted amnesty to more than a million illegal 
immigrants, helping to bring 700,000 jobs out of the informal 
economy. This caused a spike in offi  cial data, but also encouraged 
further fl ows in the following year. Germany’s recent intake of one 
million migrants in 2016 also helped improve future population 
projections. It is worth noting that such immigrants tend to be 
young, so they help counter the demographic imbalance as well as 
boost the workforce. 

Like Japan, the EA4 are all forecast to have a negative net birth rate 
by 2050. However, the expected positive net migration rate more 
than offsets this, helping to keep the overall population growing 
through most of the projections (Italy and Spain are projected 
to turn negative in 2045). For France, the higher net birth rate 
combined with also reasonable net inward migration helps it to 
have one of the best outlooks for demographics.

Labor markets – infl ation dynamics
Probably the macroeconomic phenomenon most associated with 
Japan’s experience is defl ation. Decades of stagnant and falling 
prices have baffl  ed monetary experts. During the global fi nancial 
crisis, the deep falls in GDP prompted genuine fear amongst 
global policymakers that they too could experience Japanese style 
defl ation. This prompted the use of extraordinary policy tools, 
such as quantitative easing, liquidity injections, and even bail-outs 
for banks. 

Since the GFC, the lack of infl ation across many economies has 
led investors to question the traditional inverse relationship 
between wage growth and the unemployment rate - also known 
as the Phillips curve. Economists theorize that the Phillips curve 
has fl attened in recent decades, meaning that wage infl ation has 
become less responsive to changes in the unemployment rate. 
Historic observations of wage growth and the unemployment rate 
clearly show a fl attening in the Phillips curve. This is also true for 
Japan (Chart 21), although the slope during the 1990s was still 
quiet steep (coeffi  cient of -1.62).

The slope of the Phillips curve in Europe has also been a key debate 
for investors. Germany’s Phillips curve has been incredibly fl at 
since 2001 (-0.13), but the Phillips curve at the EU level is steeper 
(-0.39). We believe free movement of labor has a large role to play 
in explaining the difference. As average wages in Germany are 
higher than many other member states, Germany enjoys inward 
migration when jobs are plentiful. Meanwhile, countries that have 
struggled in recent years (Greece, Spain and Italy) have exported 
labor, and have therefore reduced the defl ationary pressures in 
their labor market. This explains why the EU aggregate Phillips 
curve offers a more accurate picture.
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Source: World Bank, Schroders Economics Group. January 17, 2020.
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Chart 20c: Population growth (France) Chart 20d: Population growth (Spain)

Source: World Bank, Schroders Economics Group, January 17, 2020.
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Chart 21: Japanese Phillips curve used to work

Source: Refi nitiv Datastream, Schroders Economics Group, January 14, 2020.
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Source: Refi nitiv Datastream, Schroders Economics Group. January 17, 2020.
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Chart 23: EU Philips Curve (2001-2019 Q3)

The slope of the Phillips curve was clearly not the cause of Japan’s 
lack of infl ation, especially during the 1990s. However, the 
peculiarity of the labor market certainly carries much of the blame. 
The problem was not that the wages did not respond to changes
in unemployment, it was that unemployment did not change to 
begin with.

In economics, Okun’s law is an empirically observed relationship 
between unemployment and GDP growth. Simply put, a decline in 
output occurs with a rise in unemployment. Japan had managed 
to break Okun’s law. Despite the sharp decline in GDP growth, 
Japanese unemployment only moved a few percentage points 

higher through the 1990s. Labor laws that are very protective of 
employee rights result in fi rms fi nding it diffi  cult to fi re workers. 
This has profound long-term effects. Companies that faced a 
collapse in demand that were unable to shed staff ended up 
being less productive and less profi table – this goes against the 
fundamental assumptions of microeconomics, that companies 
are profi t maximizing. 

In Europe, Okun’s law certainly held as the GFC caused far larger 
increases in unemployment rates for most member states. For 
example, Spain’s unemployment rate rose from 8% in 2007 to 
26% at its peak (Chart 25). 
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Chart 24: Japan’s unemployment rate

Source: Refi nitiv Datastream, Schroders Economics Group. January 17, 2020.
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Chart 26: Okun’s Law (Japan), 1980-2019 Q3

Source: Refi nitiv Datastream, Schroders Economics Group. January 14, 2020.
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Chart 27: GDP vs. Employment (Japan)

To measure the responsiveness of the labor market to GDP growth 
we run a simple linear regression and compare coeffi  cients. 
However, rather than using the unemployment rate as the 
dependent variable, we choose to use employment growth. This 
is to remove any impact from changes in the workforce that may 
not be linked to cyclical factors. For Japan, a coeffi  cient of just 
above 0.2 suggests that a 5% fall in GDP growth was required to 
make employment fall by just 1% (Chart 26). Indeed, a historical 
comparison of Japanese GDP growth and employment growth 
clearly shows a lack of responsiveness.

When compared to Japan, we fi nd that most of Europe’s member 
states have a more responsive labor market to GDP. For example, 
the coeffi  cient for France is just above 0.4 – twice as responsive 
as Japan. Spain appears to have a hyper responsive labor market 
with a coeffi  cient of 1.3 – where the response in employment 
growth is larger than the change in GDP growth. This occurs 
in economies that have low productivity and low value-added 
production and services. In Spain’s case, a tremendous amount of 
property construction was taking place before the GFC, but it was 
mostly amassing as inventories, and therefore making only a small 
contribution to growth. 
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While France and Spain are very different to Japan, Germany 
shows similarities in this respect. Germany’s coeffi  cient is also 0.2, 
explained by the introduction of the “short-time work program” 
during the GFC. Under German law, the government will cover 
most of the shortfall in a worker’s wage if the company is forced 
to cut hours due to an economic downturn. This prevents mass 
layoffs and at the same time helps to support domestic demand. 
Importantly, keeping as many people in employment as possible 
reduces friction costs of re-hiring and re-training, as the employee’s 
human capital is maintained. 
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Chart 28a: Okun’s Law (France)

Chart 28c: Okun’s Law (Spain)

Chart 28b: Okun’s Law (Germany)

Chart 28d: Okun’s Law (Italy)

Source: Refi nitiv Datastream, Schroders Economics Group, January 14, 2020.
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As long as the scheme remains temporary, that is, demand 
rebounds and workers return to normal work patterns, then it 
is a sustainable solution to smooth out the volatility in the labor 
market. However, if the downturn is prolonged, or if there is a 
structural shift that makes certain industries no longer viable, then 
the risk is that these companies survive for longer than they should 
at the cost of Germany’s public fi nances. This has not been tested 
as the German economy recovered adequately after the GFC. In 
any case, the impact of this form of active labor market policy is to 
mimic the Japanese experience: employment not falling as much 
as it should given the fall in demand, and therefore wages and 
infl ation not responding accordingly.
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Reliance on external demand

As a creditor to the rest of the world, Japan’s consistent current 
account surplus has been a key feature of the Japanese economy 
since 1981. Until the mid-2000s, the surplus was mainly driven 
by the trade balance but in recent years has been boosted by the 
income balance. 

Similarly, the euro area as a whole runs a current account surplus 
with three out of the four largest economies recording a surplus, 
with the exception of France, which has a neutral position. The 
German current account surplus tends to gain the most attention 
from investors due to its size. In 2019, Germany ran the world’s 
largest current account surplus in cash terms for the fourth 
consecutive year, primarily driven by its trade balance. From a 
policy standpoint, Germany continues to come under fi re from the 
European Commission (as well as the International Monetary Fund) 
to reduce its current account balance in order stimulate domestic 
demand. 

Ultimately, it is the characterization of Japan and Germany as 
“excess savings” economies, which results in investors drawing the 
current account as a similarity between Europe and Japan. Given 
these economies are fi nanciers of defi cits in the rest of the world, 
this can also be viewed in the wider context of their reliance on 
external demand.

In terms of implications for fi nancial markets, Japan’s excess 
savings combined with low interest rates have forced Japanese 
households and corporates to invest overseas. Near-zero interest 
rates had created a near-perfect funding currency, allowing “carry 
trades”1 to fl ourish. However, in times of stress or heightened 
uncertainty, Japanese investors would repatriate their funds home, 
causing the yen to appreciate. This phenomenon transformed the 
yen into a safe haven currency, one which many non-Japanese 
investors buy when risk aversion is raised. 

The Japanese yen was unique in its status through the late 1990s 
and 2000s, but since the GFC, the ECB along with a number of other 
European central banks have followed suit. Indeed, with interest 
rates more negative in Europe and Switzerland than in Japan, the 
“carry trade” is now more attractive being funded 
by Europe. 

A parallel often drawn between Europe and Japan is its reliance 
on external demand and world trade for economic growth. This is 
particularly the case with Germany and Japan as both economies 
have large manufacturing sectors and both are large exporters 
of autos and capital goods. From an investor perspective, this is 
refl ected in the high proportion of cyclical companies in the index 
of the equity market, which results in the equity markets of the 
euro area and Japan becoming more volatile than the market as a 
whole – which is known as “high-beta”.

1  Carry trade: where investors borrow in a low interest rate currency and buy a higher 
interest rate currency to profi t from the difference.
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Chart 29: Current account balances 

Source: Refi nitiv Datastream, OECD Economic Outlook, Schroders Economics Group, January 14, 2020.
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Source: World Bank (2018), Schroders Economics Group, January 20, 2020.
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Chart 31: Drivers of Japanese GDP growth 

Source: Refi nitiv Datastream, Schroders Economics Group, January 12, 2020.
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Taking a very simple measure of exports as a share of GDP, 
Luxembourg, Hong Kong and Singapore stand out as small open 
economies with the value of exports actually exceeding their total 
output. Interestingly, exports are higher as a share of the eurozone 
economy at 46%, and higher than Japan. Japan ranks as fairly low 
when compared with other countries across the world, with exports 
accounting for 18% GDP.

However, in terms of the outlook for GDP growth, it is net trade 
(exports minus imports) that is important rather exports alone. For 
Japan, growth was clearly driven by domestic demand in the boom 
period of the 1980s. After the bursting of the asset price bubble in 
the early 1990s, domestic demand collapsed and never recovered. 
As a result, net trade became more important as driver of growth. 
Since 2016, net exports have contributed around 40% of Japanese 
growth alone and more when taking into account that Japanese 
exports are also a very important source of demand for domestic 
activity, such as investment.

Compared to Japan, the eurozone is far less reliant on net exports, 
with most of the economy’s growth being driven by domestic 
demand. This is an important difference as it shows that Europe 
can still generate its own growth. However, net trade has helped 
in the past to offset weakness in the domestic economy, although 
this would have been partly driven by a fall in imports.

Perhaps unsurprisingly to investors given its large auto sector, 
Germany has been more reliant on global trade in the past. 
However, Germany differs from Japan in where the demand for 
exports comes from. Germany has a greater exposure to the rest 
of Europe than Japan (66% vs. 16%) and is less exposed to Asia 
(19% vs. 57%) and North America (11% vs. 22%). 
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Chart 32: Drivers of eurozone GDP growth

Source: Reuters Refi nitiv, Schroders Economics Group, January 17, 2020.
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Fiscal policy

Japan is well known for its colossal government debt position, 
which was largely a consequence of Japan running persistent and 
signifi cant budget defi cits. Investors draw comparisons with the 
high debt levels in Europe, particularly in the periphery. Although 
the euro area has space to use fi scal policy, the more restrictive 
approach underpinned by the need to have stability in the 
monetary union suggests that debt levels in the euro area will be 
relatively more contained than in the Japanese case.  

Following the crash in asset prices, the Japanese government 
embarked on a series of fi scal measures through the 1990s to 
boost demand. This amounted to around 3.5% GDP per year 
and while national accounts show that this would have been 
worse without public spending, a lack of a durable recovery or 
sustained infl ation suggests that Japan’s experience with fi scal 
policy in the 1990s was ultimately unsuccessful2. A consequence 
of Japan running persistent and signifi cant budget defi cits without 
stimulating growth was a sharp rise in government debt. 

With the ECB approaching the limits of its monetary policy tools, 
the use of fi scal policy to stimulate the economy has come into 
focus, especially as both the incoming and outgoing presidents 
have called for fi scal policy to play a greater role. However, the 
eurozone has always had more restrictive fi scal policy to protect the 
integrity of the monetary union. The Maastricht Treaty stipulates 
that budget defi cits should not exceed 3% of GDP 

2  See Economic and Strategy Viewpoint, November 2019, 
Fiscal Policy: Lessons from Japan

and gross general government debt should not exceed 60% of 
GDP. In practice, most member states have broken these rules over 
the years, the fi rst being Germany, with France a serial offender. 
The Treaty does allow for some fl exibility during an economic 
slowdown or recession, especially as automatic stabilizers (such 
as social security payments) are generous. However, corrective 
measures or austerity must follow to rectify excessive defi cits.

As a monetary union, the need for fi scal discipline is seen as a 
pivotal element of macro stability and a way to cushion country 
specifi c shocks. However, this has meant that certain regions in 
peripheral Europe were forced to tighten fi scal policy prematurely. 
This was partly due to the fi scal rules, but mostly due to individual 
member states issuing debt separately. Risk sharing mechanisms 
do not exist yet. 

Finally, very frequent national elections in Japan - 52 in the post-
war period versus 19 in Germany – also means that fi scal policy is 
regularly used as a political promise. 

Ultimately, a more restrictive fi scal policy grounded in the need 
for fi scal discipline suggests that eurozone debt levels will not 
rise to the order of magnitude seen in Japan. However, the more 
restrictive approach in Europe creates “fi scal space” in the event of 
a downturn and leaves room for government debt to rise due to 
low growth and poor demographics.
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Chart 34: General government net debt

Source: Reuters Refi nitiv, Schroders Economics Group, January 17, 2020 (Chart 34). Source: Reuters Refi nitiv, Schroders Economics Group, January 17, 2020
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Monetary policy

Proponents of the Japanifi cation of Europe will undoubtedly point 
to the similarities in monetary policy. Low and negative interest 
rates, failed attempts to raise rates and quantitative easing have 
all featured in the experiences of both Japan and Europe. For 
investors, the fear is that Europe will follow Japan in keeping ultra-
loose monetary policy for decades to come. 

In response to the downturn in the economy following the bursting 
of Japan’s bubble in the early 1990s, the BoJ slashed interest rates 
to unprecedented levels of 0.25% by 1998 and introduced the 
zero interest rate policy one year later. Wrongly assessing that the 
economy was on the path to recovery in 2000, the BoJ raised rates 
by 25bp only to have to cut them back to zero sixth months later as 
Japan fell back into recession. The BoJ was later able to raise rates 
in the mid-2000s, but was forced to cut rates again after the global 
fi nancial crisis. 

Negative interest rates were only introduced by the ECB in 2014, 
and only for the deposit rate, with the latest rate set at -0.50%. 
The BoJ actually followed the trend in 2016, but has opted not to 
lower below -0.10%, citing unintended negative consequences 
although recent communication suggests that they may explore 
deeper negative rates.

Another similarity is the respective banking systems. After the 
bursting of the Japanese asset price bubble, many banks were left 
impaired, having to deal with huge non-performing loans (NPLs) 
- loans from which banks no longer receive the previously agreed 
capital and interest payments (if any). Banks took a long time to 
recognize the full extent of the NPLs with the regulator embarking 
on a serious attempt to resolve the problem years after the crisis. 
As banks continued to support failing fi rms, this led to a mis-
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Chart 36: Key policy interest rates

Source: Reuters Refi nitiv, Schroders Economics Group, January 17, 2020 (Chart 36). Source: Reuters Refi nitiv, Schroders Economics Group, November 2019, Please 
see the forecast warning at the end of the document (Chart 37).
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Chart 37: Central banks’ balance sheets

With rates so low, the BoJ was the fi rst central bank to embark on 
QE in modern times. Following the fi nancial crisis, it expanded the 
asset purchase program from vanilla government and corporate 
bonds into equities through exchange traded funds (ETFs) and real 
estate investment trusts (REITs). However, the size of its purchases 
remained small relative to the ECB until 2013 when QE was ramped 
up. The BoJ now owns nearly 50% of government bonds. The ECB 
has not yet exhausted purchases of government bonds, but ECB 
staff are clearly considering the BoJ’s experience, as it too may 
be forced to follow suit by widening the scope of the asset 
purchase program. 

allocation of capital. Zombie banks were also kept alive by 
government guarantees, which also helped prolong the recession 
by denying the real economy of credit. 

European banks experienced a similar phenomenon following the 
global fi nancial crisis and the EU sovereign debt crisis, and they 
were certainly far slower to deal with NPLs than their US and British 
counterparts. Ultimately though, a key difference with Japan is that 
Europe did clean up its banks, and credit growth is largely back to 
normal levels. However, it’s worth considering some of the other 
differences that make the eurozone vulnerable going forward. 
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Japan is a single sovereign nation, which was able to eventually 
clean up its banks with the help of the government and regulator. 
It is also in control of every aspect of its monetary policy, including 
debt issuance. With over 85% of Japanese government bonds 
owned by the Japanese people and institutions, it has a captive 
market and control over the yield curve and currency. 

In Europe, the sovereign debt crisis exposed the vulnerabilities of 
the monetary union, and the lack of a banking union. Although 
super-national mechanisms were eventually created to help bail-
out sovereigns, countries still issue individual bonds which vary 
greatly in cost, and a banking union with a deposit guarantee 
scheme is still missing. Moreover, member states do not have the 
ability to devalue their currency, nor do they have the ability to 
use the central banks to lower borrowing costs. Offi  cially, QE in 
Europe is a tool to be used to fi ght defl ation, not bail-out member 
states. While the ECB is expected to keep QE going, it is restricted 
by its capital-key3, which stops it from correcting the differences in 
funding for different countries, and from targeting the countries 
with lower infl ation that others. 

3  The ECB’s capital-key refers to the proportion of funding each member state is 
responsible for to ensure the central bank remains solvent (through past contributions 
or unfunded liabilities). Current rules state that the ECB can only purchase debt 
instruments (public and private) in proportion to the capital-key through its QE 
program. This ensures that monetary fi nancing is avoided and all member states 
benefi t in proportion to their contribution, which is based on shares of nominal GDP.

Overall, the similarities in monetary policy are large and it is clearly 
an area where policymakers share and copy ideas. There are 
signifi cant differences in the health of the banking systems, but 
some of those, including the limitations of a monetary union with 
an incomplete banking union, present their own risks. 

A fi nal crucial difference between the Japanese monetary 
experience and that of the eurozone is the behavior of the 
currencies following their respective crises. Chart 38 shows the 
sharp appreciation in the Japanese yen versus the US dollar – 
approximately 60% between January 1991 and April 2012. This 
undoubtedly hurt corporate profi ts and had a large defl ationary 
impact on the economy. In contrast, though the euro initially 
appreciated against the US dollar in 2008, it has persistently 
weakened in subsequent years, helping to ease defl ationary 
pressures. Although individual member states do not have the 
ability to depreciate their currency as part of the monetary union, 
the ECB has shown itself to be more than capable, unlike the BoJ. 
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Source: Reuters Refi nitiv, Schroders Economics Group, January 17, 2020.
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Conclusions and wider implications

The eurozone’s economic experience following the global fi nancial 
and sovereign debt crises has left the region in a precarious 
position. Slower growth, periods of defl ation, and some of the 
lowest interest rates in the world are the headlines from the many 
diffi  culties the monetary union has endured. 

Comparisons with the Japanese experience following the burst 
of its bubble are often made, and this paper has attempted to 
examine the most important features of the two economies to 
see where we can draw parallels, but also identify key differences. 

A comparison of the composition of growth shows that Japan 
experienced a far greater fall in capital expenditure than Europe 
in their respective downturns. This was partly due to the sharp 
fall in asset prices in Japan, but importantly, it had a long-term 
impact on productivity in subsequent years. In Europe, capital 
investment only fell by about half of the Japanese experience, 
and has since recovered. 

Comparisons of the labor market also highlight important 
differences. While demographics are poor in both and working 
hours have also been falling, there is scope for improvement in 
Europe in areas such as the elderly and female participation rates, 
where they have lagged behind global standards. Unemployment 
rates are also higher in Europe, which suggests there is a source 
of additional demand if more jobs can be created. Net migration, 
or the lack of it in Japan, contrasts vastly with Europe. Europe 
has been able to partly replenish its working age population with 
inward migration, helping to alleviate the burden of an aging 
population. This offers further hope in the coming decades. 

Low infl ation in Japan and Europe is also a key topic. We found that 
the Phillips curve still worked in Japan before and after its fi nancial 
crisis. However, the labor market simply became non-responsive 
to the swings in growth. Despite the deep recession in Japan, 
unemployment barely rose, as fi rms found it diffi  cult to fi re workers 
due to laws that strongly protect jobs. As a result, wages did not 
fall, and productivity remained low for many years.

In Europe, free movement of labor has made the supply of labor 
far more fl exible, helping to reduce gluts and shortages of labor 
across the union. However, at an EU aggregate level, we fi nd that 
wages continue to respond to aggregate unemployment rates, 
and employment also responds to changes in GDP/demand. The 
main exception is Germany which has a notably more rigid market, 
thanks to government support to keep workers employed during 
a downturn. This has been successful in stabilizing domestic 
demand, but if a cyclical downturn becomes a structural issue, 
Germany risks undergoing the Japanese experience. 

The balance of payments and reliance on the external economy is 
another similarity. While both have prominent export industries 
and are exporters of capital, Japan is far more reliant on net exports 
for growth than Europe. Europe can still generate growth through 
domestic demand. 

In terms of fi scal policy, both have seen large increases in debt, but 
unlike Japan which has been freely spending over recent decades, 
Europe has shown that its budgetary rules are far stricter; austerity 
was brought in to reduce government defi cits. As for monetary 
policy, this is an area where there are extensive similarities. 
Arguably, the ECB has been more aggressive than the BoJ, but the 
need for this can be put down to the limitations of the monetary 
union and the lack of risk sharing. A further key difference was 
the ECB’s success in depreciating its currency, compared to the 
sharp appreciation in the Japanese yen following the bursting of its 
asset price bubble. This was a key contributor to the Japanifi cation 
experience which the eurozone has escaped. 

Lastly, the eurozone is more dynamic than Japan where fi rms 
have been forced to act as a social security net for workers rather 
than seeking to maximize profi ts. The result in Japan has been low 
unemployment but a mis-allocation of capital with consequences 
for growth, productivity and infl ation. Ultimately, this comes down 
to the difference in politics and civil attitudes. Whereas protests 
are commonly seen across Europe in response to various issues 
from austerity to migration, serious protests in Japan are extremely 
rare. The few examples of civil unrest we found happened over 
a hundred years ago, and those that occurred in the last century 
were directed at foreign occupiers. 

Chart 39: Rise of populist parties in Europe

Source: Wikipedia, Schroders Economics Group, January 8, 2020.
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In Europe, the Japanese experience would simply not be tolerated. 
European politics since 2012 has shown that the public are 
prepared to back populist parties that stand against austerity, 
high unemployment and corruption. Chart 39 shows the rise 
in popularity of a number of populist parties in voting 
intention surveys.

Not all European countries would necessarily embrace the type of 
structural reforms that would lead to an improvement in growth. 
Some member states have powerful vested interests that would 
resist such reforms, and may elect populists that take those 
countries in the wrong direction. Investors’ recent experience 

shows that these countries end up in some form of crisis, 
which eventually forces the right types of reforms. Importantly, the 
likelihood that European member states would tolerate decades 
of a stagnant economy and defl ation is near-zero. The population 
would vote for change. 

Overall, there are many similarities between Europe today and 
the Japanese experience since the bursting of its bubble. Europe 
undoubtedly faces major challenges ahead, particularly in coping 
with its demographics and its aging population. However, there are 
signifi cant macroeconomic and political differences that suggest 
Europe is unlikely to endure the same tribulations as the Japanese 
economy. 

Comparison Japan Eurozone Japanifi cation?

Capital growth Fell and did not recover Fell slightly (half as much as Japan) No

Productivity Not a major contributor Fell, but seems unrelated No

Working age population Declining growth from 1990, 
negative from 2000.

Mixed but forecasts are negative 
for almost all

Yes

Other Labor

Demographics

Hours

Participation rate

Female participation

Unemployment

Net migration

Ageing population

Falling hours (reason unknown)

High participation

Higher than expected

Low unemployment

Low immigration

Ageing population

Falling hours (due to rising female)

Rising participation

Rising sharply

Higher unemployment

Higher migration

Yes

Yes

No

No

No (except Germany)

No

Wage growth 

Philips Curve?

Okun’s law (employment vs. GDP)

Low 

Was working

Very weak

Low 

Still working at EU level

Varies, but higher

Yes

No

No (except Germany)

External sector High reliance on exports and capex Lower reliance for growth Similar

Debt position Rose sharply, now unaffordable Rising sharply but has stabilized Similar

Fiscal policy Willing to spend Not willing to spend No

Monetary policy Ongoing QE, negative rates QE and negative rates Yes

Currency experience Large appreciation Signifi cant depreciation No

Summary of key comparisons

Source: Schroders. Opinions and facts stated are current as of date of this material and may change over time.
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material in any respect. The material is not intended as an offer or solicitation for the purchase or sale of any fi nancial instrument. The material is not intended to provide, and 
should not be relied on for accounting, legal or tax advice, or investment recommendations. Information herein has been obtained from sources we believe to be reliable but 
SIMNA Inc. does not warrant its completeness or accuracy. No responsibility can be accepted for errors of facts obtained from third parties. Reliance should not be placed on 
the views and information in the document when making individual investment and / or strategic decisions. The opinions stated in this document include some forecasted 
views. We believe that we are basing our expectations and beliefs on reasonable assumptions within the bounds of what we currently know. However, there is no guarantee 
that any forecasts or opinions will be realized. No responsibility can be accepted for errors of fact obtained from third parties. While every effort has been made to produce a fair 
representation of performance, no representations or warranties are made as to the accuracy of the information or ratings presented, and no responsibility or liability can be 
accepted for damage caused by use of or reliance on the information contained within this report. Past performance is no guarantee of future results.

SIMNA Inc. is registered as an investment adviser with the US Securities and Exchange Commission and as a Portfolio Manager with the securities regulatory authorities in 
Alberta, British Columbia, Manitoba, Nova Scotia, Ontario, Quebec and Saskatchewan. It provides asset management products and services to clients in the United States and 
Canada. Schroder Fund Advisors LLC (SFA) markets certain investment vehicles for which SIMNA Inc. is an investment adviser. SFA is a wholly-owned subsidiary of SIMNA Inc. and is 
registered as a limited purpose broker dealer with the Financial Industry Regulatory Authority and as an Exempt Market Dealer with the securities regulatory authorities in Alberta, 
British Columbia, Manitoba, New Brunswick, Nova Scotia, Ontario, Quebec, Saskatchewan, Newfoundland and Labrador. This document does not purport to provide investment 
advice and the information contained in this material is for informational purposes and not to engage in a trading activities. It does not purport to describe the business or affairs 
of any issuer and is not being provided for delivery to or review by any prospective purchaser so as to assist the prospective purchaser to make an investment decision in respect 
of securities being sold in a distribution. SIMNA Inc. and SFA are indirect, wholly-owned subsidiaries of Schroders plc, a UK public company with shares listed on the London Stock 
Exchange. Further information about Schroders can be found at www.schroders.com/us or www.schroders.com/ca. Schroder Investment Management North America Inc. 7 Bryant 
Park, New York, NY, 10018-3706, (212) 641-3800.
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