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Investor interest in Japan’s economy is increasing globally, due to expectations of an end to deflation, symbolized by the 
largest wage hikes for around 30 years and improvement in Japan’s relative position amid US-China tensions.

To understand Japan’s next phase, we take a look back at how the only Asian country in the G-7 lost its position as the 
leading global economy.

POST-PLAZA ACCORD YEN APPRECIATION – ONE FACTOR BEHIND FORMATION OF BUBBLE ECONOMY 

After the post-war rapid growth phase from around 1955 through the first half of the 1970s, Japan’s economic growth 
gradually slowed. This slowdown reflected factors such as rebuilding the economy after World War II, progress in 
catching up with Western economies, and yen appreciation.

Following the shift to a floating exchange rate system in 1973, the 1985 Plaza Accord resulted in moves to weaken the 
dollar. Amid concern that the stronger yen might lead to an economic downturn, the Bank of Japan (BoJ) engaged in 
monetary easing and this is thought to have been one of the factors behind the formation of the bubble economy.

Figure 1:  Japan’s real GDP growth

Note: CAGR = compound average growth rate.
Source: Nomura, based on Cabinet Of�ce data. © 2023 Nomura. All Rights Reserved.
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 � The Japanese economy has picked up at times over the 30 years since its economic bubble burst

 � Japan has been attracting global attention amid prolonged tension between the US and China due to its 
position as the only Asian member of the G7

 � Large spring wage hikes may finally trigger a move out of deflation

Japan’s Three Lost Decades – 
Escaping Deflation   
Investor interest in the Japanese economy is increasing globally, due to expectations of an end to deflation. 
Here we summarize the major events that led to a decades-long deflationary spiral.   
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During this period, the Japanese economy benefited from low inflation despite the sharp rise in asset prices, partly 
because of the fall in crude oil prices.

However, share prices, the economy, and land prices started to fall after peaking at end 1989, end-1990 and end-1991, 
respectively. This marked the collapse of the bubble and the period from then up to the present is called the “lost three 
decades”.

JAPAN ENTERS DEFLATION IN 1998 FOLLOWING NPL PROBLEM

From the end of the bubble through to around 1997, there were some periods of economic recovery. However, economic 
growth remained weak compared to the 1980s. As land prices continued to fall, the problem of nonperforming loans 
(NPLs) at financial institutions increased, resulting in a series of bankruptcies at major financial institutions.

The consumption tax rate was increased from 3% to 5% in 1997, and the summer of that year also saw the Asian 
currency crisis, putting downward pressure on the Japanese economy from several directions. The period of “Japan as 
No. 1” was in the distant past as it entered a period of deflation in 1998, with negative GDP deflator growth.

Figure 2:  Stock market vs. economy vs. land prices since late-1980s bubble era

Source: Nomura, based on Cabinet Of�ce, Ministry of Land, Infrastructure, Transport and Tourism, and Bloomberg data. © 2023 Nomura. All Rights Reserved.
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Stock market vs. economy vs. land prices since late-1980s bubble era

Stock market, economy, and land prices all peaked and began falling in the late 1980s or early 1990s
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UNCONVENTIONAL MONETARY POLICY

The BoJ embarked on a new phase in 1998 as it implemented independent and transparent policies under the new 
Bank of Japan Act. The BoJ gradually lowered its policy rate throughout the 1990s, introducing a zero interest rate 
policy in 1999. This marked the start of its unconventional monetary policy. Although the BOJ ended its zero-interest 
rate policy in 2000, it introduced quantitative easing in 2001 in the wake of the bursting of the IT bubble in the US.

In short, while AI-based ESG ratings are unlikely to completely replace analysts in the near future, they are a useful tool 
to complement traditional assessments and help to address biases while improving understanding of evaluation results.

JAPAN’S THREE LOST DECADES – ESCAPING DEFLATION
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JAPAN’S UNEMPLOYMENT RATE REACHED ITS HIGHEST POST-WAR LEVEL 

During this period, there was strong downward pressure on wages, with macro-level per-capita average wages falling 
year-on-year. This partly reflected a change in workforce composition, with a rise in the ratio of part-time workers, and 
base pay being frozen in around 2002.

However, China becoming part of the global economy might have put deflationary pressure on the Japanese economy 
by supplying cheap labor. The freeze in base pay was to some extent due to awareness of Japan’s international 
competitiveness being threatened by wages in Japan being too high. There was a clear change in the Japanese-style 
employment approach that considers it right that employment is long-term and stable.

EXTERNAL DEMAND-DRIVEN ECONOMIC RECOVERY IN 2000S

The financial crisis of the second half of the 1990s ended in 2003 with the injection of public funds into Resona 
Holdings. The economy entered the Izanami Boom, the longest period of economic expansion in

Japan’s postwar history (at that time). However, partly because of wages being curbed, there was only a muted recovery 
in private consumption, which accounts for around 60% of Japan’s GDP. Exports gained an increasing presence during 
this time. China’s position as the “factory of the world” had strengthened after it joined the World Trade Organization 
in 2001 and Japanese exports to China rose sharply, making Japan known as an economy driven by external demand. 
At the same time, China becoming part of the global economy put deflationary pressure on Japan by supplying cheap 
labor.

Figure 3:  Major economic events in Japan
Year Month Event

Bubble 
Economy

1984 May “Current Status and Prospects for Financial Liberalization and the Internationalization of the Yen.” 
by The Japan-U.S. Yen-Dollar Committee

1985 Jan Japan-US MOSS talks (until Aug 1987)
1985 Sep Plaza Accord
1986 Sep US-Japan Semiconductor Agreement
1986 Nov Start of bubble economy (until Jan 1991)
1989 Sep Japan-US Structural Impediments Initiative (until Jun 1990)
1990 Mar Introduction of lending amount regulation on real estate (until Jan 1992)

Lost 3  
Decades

1990 Jan Collapse of bubble (equities)
1992 Sep MOF announced that 21 large banks were holding about ¥8trn in NPLs
1995 Jan Kobe earthquake
1995 Aug Generation of "Japan premium"
1995 Dec Government decision to publicly finance troubled housing loan corporations (called Jiu-Sen)
1997 Apr Consumption tax rate hike (3% to 5%)
1997 July Asian currency crisis
1997 Nov Collapse of Hokkaido Takushoku Bank and Yamaichi Securities
1998 Jul FSA announced around ¥97.5trn in NPLs at financial institutions
1999 Feb BOJ introduced zero interest rate policy
2001 Mar BOJ introduced quantitative easing policy
2003 May Injection of public funds into Resona Holdings (to tamp down financial system instability)
2006 Mar BOJ ended QE (also ended zero-interest rate policy in July)
2008 Sep Collapse of Lehman Brothers
2009 Oct European debt crisis (until 2012)
2011 Mar Great East Japan Earthquake
2013 Apr BOJ introduced quantitative and qualitative easing policy
2013 Jun Government released growth strategy
2014 Apr Consumption tax rate hike (5% to 8%)
2016 Sep BOJ introduced yield curve control policy
2018 Oct US-China trade war
2019 Oct Consumption tax rate hike (8% to 10% with exemption)

COVID-19 2020 Apr Declaration of state of emergency due to COVID-19 pandemic
Source: Nomura, based on various materials. 

JAPAN’S THREE LOST DECADES – ESCAPING DEFLATION
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FACING DEFLATION AGAIN AS A RESULT OF GLOBAL FINANCIAL CRISIS

The 2008 global financial crisis occurred as Japan’s economic recovery remained weak. 

The relatively low exposure of Japan’s financial sector to subprime-related products meant that there were no major 
bankruptcies. However, as economic growth in the 2000s was reliant on exports, there was still a downturn in Japan’s 
economy on the same scale as that seen in western countries. The Japanese economy once again faced deflation as 
the 2000s came to a close.

The excessively strong yen/weak dollar, with USD/JPY falling below 76 level, played a large role in the deflation seen at 
the time, along with the slide in demand accompanying the global recession.

The already appreciating yen, relative to the US dollar, came under further appreciation pressure following the 
Fukushima Daiichi nuclear power plant accident. In autumn 2011, USD/JPY fell to an all-time low of 75.32.

BOJ PURCHASES ASSETS 

In response to this situation, the BOJ came up with its comprehensive monetary easing framework, under which it 
started purchasing long-term JGBs, corporate bonds, commercial paper, ETFs, and REITs. But the yen continued to 
strengthen against the dollar and core CPI inflation continued to trend in the vicinity of 0%.

LAUNCH OF ABENOMICS WITH CHANGE IN ADMINISTRATION AT END-2012

Change came in the latter half of 2012 with the economic policies of Prime Minister Abe (Abenomics). They consisted 
of a bold monetary policy – in the form of quantitative and qualitative easing - a flexible fiscal policy, and a growth 
strategy to stimulate private investment. 

Figure 4:  Capex-to-cashflow ratio over time

Note: Data is on an all-enterprises, all-sizes.
Source: Nomura, based on MOF data. © 2023 Nomura. All Rights Reserved.
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In response to the quantitative and qualitative easing, land and real estate prices rose moderately. Expectations of a rise 
in consumer prices also grew as population decline led to labor shortages.

JAPAN’S THREE LOST DECADES – ESCAPING DEFLATION
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Figure 5:  Total population vs. elderly as a share of total

Note: Share of elderly people is population of people aged 65+ divided by total population. Forecasts for 2023 onward are estimates from National Institute of Population and Social Security Research.
Source: Nomura, based on Ministry of Internal Affairs and Communcations and National Institute of Population and Social Security Research data. © 2023 Nomura. All Rights Reserved.
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The Japanese economy thus looked as though it had taken a firm step toward ending deflation. However, the economic 
recovery abruptly lost speed when the government hiked the consumption tax rate from 5% to 8% in April 2014. Then 
BOJ Governor Haruhiko Kuroda committed the BOJ to achieving 2% inflation, but the target of stable inflation was 
gradually pushed further into the future. 

Recognizing this as a problem, the BOJ sprang the huge surprise of negative interest rates in January 2016, leading to 
widespread disruption; JGB yields fell sharply and the yield curve flattened.

This substantially damaged investment opportunities for ultra-long investors such as pension funds and life insurers. 
Banks and other financial institutions also had to modify their systems in order to deal with negative interest rates. In 
response, the BOJ introduced its yield curve control policy in September 2016, which is still in place today. 

HIGHEST INFLATION SINCE THE 1980S, LARGEST WAGE HIKES SINCE FIRST HALF OF THE 1990S

Energy, food, and forex dealt a triple whammy of inflationary pressures to Japan’s economy. Core CPI inflation came in 
at +4.2% y-y in January 2023, its highest level since September 1981. 

Meanwhile, the sixth set of data compiled by the Japanese Trade Union Confederation (Rengo) on spring wage 
negotiations showed base pay growth accelerating sharply to 2.14%, its highest level since the first half of the 1990s. 

While much of the spring wage hike in 2023 was to offset inflation, it cannot be explained by faster inflation alone, 
suggesting that upward pressures on wages as a result of accelerating population decline have finally started to make 
themselves felt more strongly.  

JAPAN’S THREE LOST DECADES – ESCAPING DEFLATION
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