
 

Hayden Acker, Loki Kern, and Sebastian Diaz-Tafel 

Professor Ghosh 

ECN330 

April 14th 2024cf 

Japan’s Lost Decades 
 

Japan is one of the world's largest and fastest-growing economies, with a robust domestic 

market and an ever-increasing presence in global trade. The country has experienced significant 

economic growth over the past few decades, but not without its challenges. Japan's economy is 

characterized by highly diversified manufacturing and service sectors, and it stands as one of the 

world's largest producers of motor vehicles, steel, and high-technology manufactured goods, 

notably consumer electronics. 

The country's economic environment is dynamic and competitive. However, recent 

challenges such as demographic aging and declining population growth rates have put pressure 

on its labor force and social welfare systems. Despite these challenges, the Japanese government 

has implemented various economic reforms and policies aimed at addressing these issues and 

fostering sustainable growth. Japan has become a major trading partner with many countries 

around the world, leveraging its production strengths primarily in advanced manufacturing and 

technology sectors. The country exports a variety of goods, including automobiles, electronics, 

machinery, and precision instruments. 

The political environment in Japan plays a critical role in the country's economic 

development and trading relations. The Japanese government has consistently pursued policies 

aimed at promoting economic stability, innovation, and international cooperation to support its 

economic growth objectives. Current political and economic challenges faced by Japan include 



 

navigating the impacts of global economic uncertainties, managing trade relations amidst 

geopolitical tensions, and addressing domestic issues such as revitalizing rural economies and 

promoting innovation in key industries. 

The problem in the past was Japan's economic stagnation during the "Lost Decade" of the 

1990s, marked by asset price bubbles, deflation, and sluggish growth. However, concerted 

efforts by the government and private sector, including structural reforms and monetary stimulus, 

gradually led to economic recovery and renewed growth momentum. 

Economic Data 

The environment and strength of the domestic market can be determined and understood 

by examining economic factors from a variety of sources. For Japan, there is a robust amount of 

economic data. Since the country stands as one of the world's leading economies, its Gross 

Domestic Product (GDP) ranks among the highest globally. Japan has been a prominent 

economic powerhouse for decades, contributing significantly to global trade and finance, but 

compared to the U.S. the Japanese economy is dwarfed. The economy has also notably ticked 

down in the last few years “slowdown in spending by businesses and consumers who are 



 

grappling with inflation at four-decade highs, a weak yen and climbing food prices (New York 

Times) 

CPI  

Japanese consumer prices and inflation have been different from the United States in 

recent years, with different 

economic conditions and 

policy priorities affecting 

both countries. 

In Japan, the consumer 

price index (CPI), which 

measures the price of a 

basket of goods and 

services, has 

generally followed 

its own trajectory 

compared to the 

United States. 

According to data 

from The World 

Bank, the CPI in 

2022 was 107.8, in 

contrast to 134.2 in 

the United States over the same period. 



 

In terms of inflation, Japan has also experienced lower inflation rates than the United 

States in recent years. In 2022, Japan's inflation rate was approximately 2,5%, compared to the 

United States' inflation rate of around 8%. The Japanese government has implemented various 

measures to address inflation, including monetary policy adjustments and initiatives to support 

stable prices. In the United States, inflation has been a major concern in recent months, with 

prices for goods and services rising at a rapid pace. The Federal Reserve has been implementing 

policies to address inflation, such as raising interest rates and tapering its bond-buying program.  

Account Balance 

The current account balance is the difference between a country's total exports and 

imports of goods, services, and transfers. Here we’ll look at Japan and the United States, two 

major economies in the world. As of 2023, Japan has had a current account surplus, while the 

United States has had a current account deficit. In 2022, Japan's current account surplus was 

around $160 billion, while the United States' current account deficit was around $610 billion. 

This means that Japan is 

exporting more than it is 

importing, while the United 

States is the opposite. 

There are several 

factors that contribute to these 

differences. For example, 

Japan has a diverse export 

portfolio, including 

automobiles, electronics, and 



 

machinery. The United States, on the other hand, has a strong service sector, with exports in 

industries such as finance, technology, and entertainment. This leads to a trade surplus for Japan 

and a deficit for the United States. The differences in the current account balances of Japan and 

the United States are influenced by various factors, including economic structures, trade policies, 

and exchange rate dynamics. Understanding these differences is crucial for policymakers and 

investors to navigate global economic trends effectively. 

Exchange Rate 

The exchange rate between the Japanese yen and the US dollar is subject to fluctuations 

due to various factors, including economic conditions, government policies, and global market 

trends just like any other modern economy’s currencies. Current data shows the exchange rate 

hovers around 150 yen to USD, which has been depreciating for years now compared to the 

USD. 

Japan employs a managed exchange rate system, where the Bank of Japan intervenes in 

the foreign exchange market to maintain stability. The Bank of Japan sets a daily midpoint for 

the yen based on market conditions and economic fundamentals. The exchange rate between the 

yen and the US dollar is significant due to the economic ties between Japan and the United 

States. As two major economies, changes in their exchange rate can impact trade flows, 

investment decisions, and overall economic stability. Overall, the exchange rate between the 

Japanese yen and the US dollar serves as an important economic indicator reflecting the health of 

Japan's economy and its relationship with the United States. 

In the 1990s, the Japanese yen experienced significant fluctuations in value relative to 

other major currencies, such as the US dollar. Several factors contributed to this trend: 



 

Japan's economy faced challenges in the 1990s, including the burst of the asset price bubble and 

prolonged economic stagnation, known as the "Lost Decade." 

In response, the Japanese government implemented various economic measures, 

including monetary stimulus and structural reforms, to revive economic growth and stabilize the 

yen. Despite these efforts, the yen experienced periods of volatility due to factors such as 

speculative trading and global economic uncertainties. Wrapping up, the Japanese economy's 

resilience and policy responses played a crucial role in managing exchange rate fluctuations and 

supporting long-term economic stability. 

Forming the Bubble 
  
  After being defeated and controlled by the United States following World War II, Japan 

experienced unprecedented growth during the second half of the 20th century- increasing its 

influence and wealth so much that the years 1960 to 1990 were dubbed the “Japanese economic 

miracle.” This era of growth swiftly ended at the beginning of the 1990’s, when an asset price 

bubble popped, crippling the economy. 

During the 1980’s, the Bank of Japan (Japan’s central bank) was lending irresponsibly 

and with little regard for the quality of the borrower. Alongside that, the 1980s saw significant 

capital market deregulation and a relaxed control of interest rates. Woo et al. argues that these 

changes encouraged banks to “expand the risker segments of their portfolios,” which meant more 

loans to consumers, the real estate industry, and small/medium-sized companies (Woo and 

Kanaya 6). To make it worse, the Yen was rising in value during the late 1980’s, and Japanese 

authorities responded by “flood[ing] the market with liquidity (money)” (Nanto 3). This was 

supposed to help businesses cope with the Yen’s rising purchasing power. However, excess 



 

liquidity seeped into the stock market and real estate industry, contributing to the inflation of the 

asset bubble. 

Bursting the Bubble 

Attempting to keep inflation in check and lower speculation, the Bank of Japan steeply 

raised interest rates in 1989. This burst the bubble, and the over-valued stock market crashed in 

1990.  

 



 

David Woo and Akihiro Kanaya’s “The Japanese Banking Crisis of the 1990s: Sources 

and Lessons” explain that while this was happening, the Japanese were also attempting to 

combat inflated property prices, 

To contain the continued rise in land prices, the Ministry of Finance (MOF) introduced, 

in April 1990, guidelines limiting total bank lending to the real estate sector… This move 

contributed to the leveling off of Japanese banks’ asset growth, with total bank assets 

declining from 508 trillion yen in 1989 to about 491 trillion yen in 1990. In 1992, 

officially monitored land prices started to decline (Woo and Kanaya 8). 

         Economic growth fell, and Japan’s banks all struggled- “with the drastic decline in stock 

and real estate prices, [they] significantly weakened the health of banks and other financial 

institutions'' (Woo et al. 8). There were three events that made up this process, outlined by Wood 

et al. To start, because most property prices had fallen by half, real estate holders’ loans 

dramatically fell in quality. Therefore, the collateral that banks had been prioritizing for loan 

requirements fell. The final nail in the coffin was that the subsequent slowdown of economic 

growth disabled creditors from being able to pay back their loans. 

 What began as a banking crisis quickly spread to all sectors of the Japanese economy- 

commercial real estate companies shut down because of drastically declining rents, growth rates 



 

fell, and companies were faced with declining profits. Fortunately for Japan, most mortgage 

defaults were commercial properties and not private residences. 

Rescue and Recovery/Insight 
 
 After the asset bubble burst in the early 1990s Japan was now faced with the issue of 

trying to restore the macroeconomic health of their damaged economy. The policies used during 

this recovery period were designed to address both the immediate financial instability as well as 

revitalizing the long-term growth of the economy. To combat the financial crisis, recovery 

efforts included monetary policy, direct intervention, and fiscal stimulus packages.  

Monetary Policy and Direct Intervention 

The Bank of Japan used an aggressive monetary policy, adopting zero interest rates to 

stimulate investment and consumer spending. One example of this aggressive monetary policy 

was the Japanese government’s adoption of a zero interest rate policy (ZIRP) which they 

implemented in the late 1990s. This policy proved to be less effective than anticipated mainly 

because of the liquidity trap that the Japanese economy found itself in. “In monetary policy, the 

Bank of Japan's zero-interest rate policy demonstrated the futility of attempting to induce 

investment and consumer credit purchases through low borrowing rates.” (The Global Financial 

Crisis: Lessons from Japan’s Lost Decade of the 1990s, 2008). Rather than investing or spending 

even with low interest rates consumers and businesses still decided to save which canceled out 

the effects of the zero-interest rate policy.  

The Japanese government also utilized direct intervention with the creation of the 

Cooperative Credit Purchasing Company (CCPC) in 1992 to combat the non-performing loans 

that had built up. The next year the top banks in Japan had sold 1.3 trillion yen worth of non-

performing loans to the CCPC. The CCPC received credit from the bank selling their loans in the 



 

amount of the purchase cost of the loan with the addition of processing expenses. The bank was 

then able to declare the gap between the loan principal and the selling price as a capital loss. 

Once the collateral on the loan was sold the CCPC repaid the credit to the bank. The government 

did this to keep the banks operational with the idea that the profits they made from operating and 

their capital gains in equity holdings would be able to pay towards removing the non-performing 

loans. (The Global Financial Crisis: Lessons from Japan’s Lost Decade of the 1990s, 2008) 

While this direct intervention was able to help the banks temporarily, it worsened the public debt 

burden.  

The Japanese government also utilized capital injections to combat the financial crisis. In 

1997 as the crisis worsened the government injected $108 billion into banks. In 1998 the 

government purchased two banks, the Long-Term Credit Bank which had gone bankrupt as well 

as Nippon Credit Bank. In 1998 they injected $14 billion and then another $62.6 billion in 1999. 

(The Global Financial Crisis: Lessons from Japan’s Lost Decade of the 1990s, 2008) The effects 

of these injections can be seen in the Bank Non-Performing Loans to Gross Loans for Japan 

graph. In the graph, the positive effects of these injections are shown with a decline of non-

performing loans to gross loans signifying the success of the CCPC.  



 

Fiscal Stimulus Packages 

Another way that the Japanese government decided to combat the crisis was through the 

use of fiscal stimulus packages. As said in (The Global Financial Crisis: Lessons from Japan’s 

Lost Decade of the 1990s, 2008) the government released packages in 1992, two in 1993, in 

1994, and another two in 1995. These stimulus packages were meant to substitute for the drop in 

bank lending and consumer spending. While these packages induced a slight recovery trajectory, 

the improvement in Real GDP growth was slow and interrupted by external shocks and policy 

mistakes. (This can be observed in the Real GDP Graph below) 

Impact of Policies 

 As mentioned earlier the Bank of Japan’s use of direct intervention while alleviating 

impacts of the crisis also worsened the country's debt. For instance, Japan's ratio of central 

government debt to GDP increased from 47% in 1990 to 65% in 1995, and further to 106% by 

2000. For context, in 1992, the debt-to-GDP ratios for the United States and Japan were both 

48%. However, by 2008, the United States had a ratio of 40%, in stark contrast to Japan’s 167%. 

(The Global Financial Crisis: Lessons from Japan’s Lost Decade of the 1990s) The impacts of 

this government spending can be seen in both the Real GDP graph mentioned earlier and the 



 

Federal Debt Held by the Public as a Percent of the Gross Domestic Product graph below. These 

graphs serve to show the negative effects of heavy reliance on government government 

expenditures toward recovery efforts. 

Conclusion 

 In summary, Japan’s use of aggressive monetary policy and fiscal interventions shows a 

wide variety of complicated macroeconomic crisis management. Their use of the zero interest 

rate policy was very innovative but ultimately failed its goal because of the liquidity trap they 

found themselves in. This showcased the challenges of stimulating investment and consumer 

spending during such a crisis. Similarly, their use of direct interventions such as the CCPC and 

capital injections provided temporary relief while ultimately contributing to a larger public debt 

burden. Fiscal stimulus packages that began a slow economic recovery were unable to maintain 

their recovery trajectory through external shocks and policy mistakes. 

 The rise in Japan’s debt-to-GDP ratio during this recovery period serves to show the large 

amounts of stress that these policies created on the nation's fiscal stability. Although non-

performing loans declined, showing success in the actions of the CCPC, overall they failed in 

their mission of setting Japan’s economy back on track. Overall, the actions of the Japanese 



 

government during this period served as an important case study to policymakers around the 

world, cautioning the balance between stimulating an economy while also managing the issue of 

growing debt.  
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