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Summarized by the Published Research Team

“What’s the Difference Between Japan
and the US” by Michael Gavin,
Barclays Capital, August 31, 2011

As the economic backdrop in the United
States continues to deteriorate, there is fear
that it faces a lost decade or two similar to
Japan. While there are clear parallels—a
bursting of a real estate bubble followed by a
financial crisis—there are also important
differences, and to draw a direct comparison
between the two countries and conclude that
the United States will follow the path of Japan
over the next two decades seems misplaced.
However, the Japanese experience may prove
helpful as a guideline for U.S. policymakers
and investors.

As the economic backdrop in the United States
continues to detetriorate, there is fear that the U.S.
faces a lost decade or two similar to Japan. While
there are clear parallels—a bursting of a real
estate bubble followed by a financial crisis—there
are also important differences, and to conclude
that the United States will follow the path of
Japan over the next two decades seems misplaced.
Favorable demographics, an easier rebalancing
process, and differentiated policy responses in the
United States are key reasons why the two
scenarios are not directly comparable. However,
the Japanese experience may prove helpful as a
guideline for U.S. policymakers and investors to
help them avoid a Japan experience of their own.

After the real estate and equity markets crashed in
Japan, GDP growth averaged just 0.9% per year
for two decades, a dramatic slowdown from the
4.9% annual growth during the preceding 20
years. The situation in the United States certainly
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seems familiar. The U.S. housing bubble deflated
in 2007 and led to a full-on financial crisis at the
end of 2008. Since then, real GDP growth in the
United States has been dismal and the level of real
GDP has yet to reach its 2006 levels. As such,
many market participants believe the United
States is destined to follow Japan into 20 years of
sluggish economic growth.

One of the key differences between Japan and the
United States is demographics. Prior to the market
crashes in Japan, the economy was already headed
toward a reduction in its working-age population.
By the middle of the 1990s, growth in the working-
age population stalled and it has been on a steady
decline ever since. The United States does not
face such a scenario. As a more flexible and open
economy, the United States still has a relatively
young workforce and much lower dependency
ratios. The U.S. working-age population is
expected to grow around 1% in the next decade,
compared to Japan’s average growth of -0.4%
over the last two decades. While U.S. real
GDP/worker is expected to slow over the next
decade, the decline is not expected to be as bad as

that experienced by Japan over the last 20 years.

In terms of revitalizing its economy following the
most recent crises, the United States faces a much
more manageable road towards rebalancing than
that faced by Japan. Japan’s property bubble was
widespread and far more excessive than that in
the United States. The bubble in Japan also
included excessive fixed investment spending,
which at its peak exceeded 35% of GDP, roughly
twice the peak in the United States. The troubles
facing the United States have more to do with an

excess of residential investment, which now
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accounts for just 2.5% of GDP, less than half of
its pre-bust level. As this normalizes and moves
back toward sustainable levels, the subsequent
investment should be supportive of growth. A
decade of overconsumption and lower asset
prices in the United States should also lead to
higher levels of savings and investment, as
consumers deleverage and look to rebuild their
wealth. While the increase in savings may lead to
lower trend growth, a rebalancing of the U.S.
economy away from consumption and toward
exports and investments will be much easier to
orchestrate than a resolution to Japan’s predicament

of excessive investment over the last 20 years.

U.S. policymakers’ response to the financial crisis
is another key reason why the United States is
unlikely to follow Japan into a lost decade.
Japanese authorities are widely criticized for
underestimating the size and scope of their real
estate crises and its subsequent effects on the
banking sector. As they were slow to react, the
result was that many so-called “zombie” corpor-
ations were in effect bankrupt, but still allowed to
carry on. By not purging the system of bad
credits, the Japanese economy’s credit creation
slowed and capital flowed toward propping up
unproductive assets rather than investing in new
ventures that would have been supportive of
growth. U.S. policymakers, in contrast, should be
praised for their handling of their financial crisis.
While controversial, by helping to recapitalize the
banking sector and proactively providing liquidity,
U.S. policymakers helped purge many of the
problem credits and allowed the banking system
to get back on its feet.

The United States faces tremendous challenges
stemming from its housing bubble and financial
crisis. The rebound in economic growth following
the most recent recession has been considerably
weaker than many previous recoveries. Even so,
supportive monetary and fiscal policies, as well as
economic imbalances that are much easier to
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resolve, point to the United States having a
period of below-trend growth, and not necessarily
a lost decade. While the United States may take
another two to three years to resolve some of its
balance sheet issues, relatively favorable
demographics, accommodative and proactive
policymakers, and a more flexible economy all
point to the United States being able to avoid
Japan’s lost decades.

“Absolute Zero” by A. Gary Shilling, A.
Gary Shilling’s INSIGHT, September
2011

Zero interest rates and economic weakness in
the United States are causing market partici-
pants to wonder if the United States is headed
for a Japan-type future. While there are
notable differences between the two, bond
markets are telling investors that the United
States is likely to witness a similar period of
slow growth and deflation as the economy
delevers, despite unprecedented monetary
and fiscal stimulus. For those that accept such
a premise, further gains in the bond market lie
ahead, as the 30-year bond will likely test the
2.6% yield reached during the global financial
crisis.

The last monetary policy statement from the
Federal Open Market Committee (FOMC) was
unusual because of its specificity—namely, the
FOMC pledged to keep federal funds rate at
current low levels through at least 2013. The
decision was also significant as rates will have
been near the zero bound for roughly five years
by that point. Zero interest rates and related
issues are relatively new in the United States.
However, Japan has been mired in such an
environment for roughly two decades, leaving
many market participants to wonder if the United
States is headed for a similar outcome.
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There are a number of similarities that suggest
America will experience a long period of
economic malaise. The most pertinent relate to
the actions (and inability) of policymakers to
reverse the tide of economic weakness. For
instance, Japan has spent large sums of money,
much of it politically motivated, on economically
questionable projects to try and reverse its slump
(e.g., building bridges to nowhere). Similarly, the
United States spent $814 billion in a 2009
stimulus package, while the administration is
currently proposing another package of roughly
$447 billion. This spending has led to big govern-
ment deficits and rising debt levels for both
countries. Although Japan is in a league of its
own, with net government debt of more than
120% of GDP, the ratio in the United States is
projected to reach similar levels in the not-too-
distant future. In turn, these debt levels have led
to actions by rating agencies. Here, the recent
U.S. downgrade by Standard & Poor’s parallels
the first cut in Japanese bond ratings in 1998.
Monetary policy, meanwhile, has been equally
ineffectual, despite zero interest rates and quanti-
tative easing measures. Indeed, these actions have
proven impotent in an environment where banks
do not want to lend and creditworthy borrowers
do not wish to borrow. Put differently, both
central banks find themselves in a classic liquidity
trap.

Of course, thete are also considerable differences
between conditions in the United States and Japan
that makes the latter’s experience a questionable
model for the former. Culturally, for instance, the
two are very different. The Japanese are an
extremely homogeneous population, with little
immigration and low fertility rates. Its declining
population lacks the innovation and dynamism of
its U.S. counterpart, which enjoys a more

youthful, diverse, and growing population.

Economic conditions between the two also attest
to dissimilarities. For instance, post—World War
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II Japan has been an export-led economy where
perennial current account surpluses, coupled with
earlier high saving by households, and now by
businesses, financed huge government deficits.
Indeed, foreigners own just 5% of Japanese
government debt. In contrast, the United States
runs chronic current account deficits, relying on
foreigners to finance the shortfall. As a result,
foreigners now own roughly 50% of outstanding
U.S. government debt. Thus, Treasury yields are
much more controlled by global forces.

While the differences between the United States
and Japan are too great to use the Japanese
experience as a precise template for the future of
the U.S. economy, the United States is likely to
witness a similar period of slow growth and
deflation as the economy delevers. Policymakers,
meanwhile, will be unable to forestall this outlook,
as evidenced by their attempts thus far. Like QEI,
QE2 put money in the hands of investors, but
had no follow-on economic effects, as these
actions require the cooperation of banks and
creditworthy borrowers to turn excess reserves
into loans and money. However, both parties
have been reluctant to do so. Nonfinancial
businesses, for instance, already have high levels
of cash, while creditworthy individuals would
rather pay down mortgages and other debts than
request new loans. Similarly, QE2 did not achieve
the Federal Reserve’s goal of reducing mortgage
rates further to aid distressed homeowners, as
rates actually rose after the program was

announced in November 2010.

More recently, other options for further easing
have been discussed—for example, the Fed could
lengthen the duration of its Treasury holdings
(i.e., sell short-term securities and buy longer-
term debt instruments), attempting to reduce
long-term interest rates even further. Importantly,
however, banks (i.e., lenders) are already hurting
from the narrow spreads between near-zero cost

deposits and low lending rates. Thus, a flatter
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yield curve would exacerbate such problems.
Another potential option is for the Fed to cut the
interest paid on excess reserves, which is currently
at 0.25%. However, this plan seems unlikely to
spur lending in a meaningful way and may actually
do more harm than good by adding further stress
to money markets.

The ineffectiveness of these actions is reflected in
the bond market. Indeed, current Treasury yields
are near historic lows, despite unprecedented
monetary and fiscal stimulus. Thus, while many
investors fret over inflation, higher yields, and
subsequent losses on bonds, the bond market is
telling a much different tale—namely, a sluggish
U.S. economy and deleveraging are here to stay
for the foreseeable future. For those that accept
such a premise, further gains in the bond market
await, as the 30-year bond will likely test the 2.6%
yield reached in the global financial crisis. m
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