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A weak Japanese economy is again making
Americans nervous. For the fourth quarter of
2008, Japan reported a painful 12.7 percent annu-
alized drop in GDP—a low point in a disappoint-
ing economic performance that stretches back to
the early 1990s.1

The extent of Japanese stagnation has been
understated—much more than a decade has been
and is still being lost. The relevance of this stagna-
tion to America’s current economic crisis therefore
goes beyond how the Japanese handled their finan-
cial crisis almost 20 years ago to a continued failure
to revitalize the Japanese economy in sustainable
fashion. This traces back to Japan’s failure to move
its economy away from structural reliance on
exports and trade surpluses. The U.S. has the mir-
ror problem: a reliance on imports, including
imported savings.

A heated and important debate is underway as
to how America should respond to its financial cri-
sis and the deepening recession. Another lesson
from Japan is that, if the U.S wants to secure long-
term prosperity and the future of American leader-
ship, it must also be concerned about the next two
decades. If the U.S does not fundamentally change
its tax, spending, and regulatory policies, this
nation risks replaying Japan’s two lost decades,
with all that entails.

The Loss of the 1990s. On December 29, 1989,
Japan was completing the fourth decade of its eco-
nomic ascent. The Tokyo stock market set yet
another record,2 and Japan was the world’s second

largest economy. Real GDP growth had easily sur-
passed that in the U.S. the previous four years, the
previous decade, and the previous four decades.3

The country was not only wealthy; it was dynamic:
Many named Japan the crown prince of global eco-
nomic leadership, replacing an America that could
no longer compete.

A decade later, this all seemed a strange dream.
Japan’s retreat from the economic pinnacle has
been illustrated in many ways.4 The loss was less
one of wealth—Japan is still rich—than of the
dynamism displayed for nearly two generations and
the utter destruction of any aspiration to global eco-
nomic leadership.

The stock bubble popped in 1990, followed by
real estate in 1991.5 The impact of these bubbles on
GDP growth was seen clearly in 1992. By itself, this
was unremarkable. As has been made all too clear,
financial bubbles are common. What sets Japan
apart is that its relative weakness was most stark a
full seven years after the Nikkei began its swan dive.

Data on the gap between actual output and
potential output in Japan and in the U.S. indicate
the difference in their comparative performance was
insignificant from 1991 to 1994.6 It is in 1995, five
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years after the initial shock, that comparative Japa-
nese performance sharply deteriorates.123456

The low point in terms of that performance is
1997, but the gap between actual and potential
output indicates a much weaker performance in
Japan than in the U.S. as late as 2000. The lost
decade is not a tale of excessively slow recovery
from financial shock; it is a story of initial weakness
followed by extended slump due to a failing eco-
nomic model.

This shapes the lessons that should be drawn
from Japan’s economic woes. There is consensus that
Japan failed in maintaining financial transparency in
the early part of the decade. There is no equivalent
consensus on the ineffectiveness of the profligate use
of fiscal stimulus: As the slump actually worsened as
time passed, it is difficult to see the benefit of the
stimulus.7 The standard response is to cite 1997,
when Japan moved off net stimulus, as undermining
the effort. It is at best a weak argument that seven
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Sources: Congressional Budget Office, Table F-11: Deficits, Surpluses, Debt, and Related Series, 1969 to 2008, January 13, 2009, at http://www.cbo.gov/
ftpdocs/99xx/doc9957/Historicaltables09-web.XLS (February 23, 2009); Quarterly output gap revisions database,�Organisation for Economic Co-operation and 
Development, Statistics Directorate, August 2008 at http://www.oecd.org/document/1/0,3343,en_2649_33715_41054465_1_1_1_1,00.html�(February 23, 2009).

Japan lags the United States most sharply a full six years after suffering the financial crash.
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years of colossal debt-financed spending was a clear
failure but eight would have done the trick.

You Call This a Rebound? In any case, while
determining the implications of the 1990s is valu-
able, it may encompass only half the story: The
2000s are rapidly becoming a second lost decade.

They did not start out that way, however. Again
using the gap between potential and actual output
to compare the two economies, Japan finally began
to close the American advantage by 2002 and
through 2005 in a long-expected and much-needed
bounce from the period of underperformance. But
in 2006–2007, the belated Japanese cyclical
rebound faded and the two countries fared roughly
equally. Unfortunately, output gap data for Japan are
not yet available for 2008.

What is available, though, is shocking, perhaps
even more so than the headline 12.7 percent GDP
drop. A very simple comparison of quarterly results
in current yen shows that the Japanese economy
was likely smaller in the fourth quarter of 2008 than
it was in the fourth quarter of 1995.8

Even worse, there is no sign the first quarter of
2009 will be stronger. If annualized growth “recov-
ers” to only a 10 percent decline in the first quarter,
the Japanese economy could be smaller than it was
in the first quarter of 1992. If the outright contrac-
tion continues through 2009, the futility will con-
tinue. Seventeen years have been lost, not a decade:
Prolonged stagnation combined with the collapse
of an unsustainable rally is pushing Japan back-
ward in time.

Drawing Different Conclusions. That situa-
tion is “unsustainable,” not “unsustained.” When
Japan was sliding backward in the late 1990s,
there was vigorous debate over the need for struc-
tural reform—to forcibly reduce both the ultimate
dependence on exports and the distortion of mon-
etary policy in service of currency stability in
order to boost domestic private consumption.9

The debate was muffled by the relative success of
2002–2005.

That success has turned out to be a chimera. The
reversal of the output gap in 2002 coincides exactly
with a sharp jump in Japan’s trade surplus. The

8. Organisation for Economic Co-operation and Development, StatExtract, Dataset 1: Gross Domestic Product, at 
http://stats.oecd.org/wbos/Index.aspx?datasetcode=SNA_TABLE1 (February 22, 2009). 

9. A major proponent of structural reform is Richard Katz, for example, in Japanese Phoenix, ME Sharpe, 2003.
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higher surplus persisted for several more years
before flattening out, timed with the leveling of
comparative Japanese output performance.10

Now as export markets are drying up in the face
of the global recession, the trade surplus is plunging,
and Japan is again sharply underperforming (on the
basis of simple GDP, at least).11 Structural weakness
in the form of export obsession has come home to
roost. Looking forward, there is good reason to
believe it will be more difficult for balance-of-pay-
ments surplus countries to fully recover from the
current crisis than for deficit countries.12 The angry
disagreements over whether structural reform could
have saved some of the 1990s must be extended to
include whether such reform could have improved
the transient, wasted recovery this decade.

Possible lessons for the U.S. should likewise be
extended. Rather than only examining 1990s Japan
to see what should (not) be done in response to
today’s financial crisis, America must look well
down the road. Japan has suffered over a decade of
effective economic stagnation, a loss so great that it
is in many ways no longer a regional economic
leader, let alone a challenger for global economic
leadership.

The U.S. has much more to lose: the loss of its
long-standing global preeminence. Whatever the
details, 17 years of net American economic stagna-
tion would effectively end the post-Second World
War era, with potentially frightening consequences
around the globe. There is a heavy obligation to
avoid such a development, perhaps equal in weight
to the obligation to lift the American economy in the
near term.

Avoiding American Lost Decades. In many
respects, the U.S. economy has mirrored Japan’s.
While Japan built its economy around an unsus-
tainable export-based model, America has run
large, unsustainable, and (until very recently) ever-
growing trade deficits. Since the beginning of the
decade, the U.S. has accumulated a trade deficit of
more than $4.5 trillion. 

An important difference between Japan and the
U.S. is that the Japanese export-led model is explic-
itly a matter of government policy. Japan set out to
construct such an economy decades ago and, as a
matter of government policy, has been unable to
move toward a more balanced model. In contrast,
there is no American policy favoring large trade def-
icits. On the contrary, a more balanced trade posi-
tion is preferred.

Although persistent and unsustainable American
trade deficits are not a desired policy outcome, they
do follow naturally as a consequence of a wide
range of federal policies. In the area of tax policy, for
example, the U.S. maintains the second highest cor-
porate tax rate among industrialized countries, lim-
iting the international competitiveness of American
businesses.13

In addition, the federal income tax often pun-
ishes many forms of saving by taxing the returns to
saving at high marginal rates.14 Discouraging
domestic saving means importing significant
amounts of net saving from abroad, the flip side of
importing significant amounts of net good and ser-
vices from abroad.

Among the many other federal policies contrib-
uting to the trade deficit:
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statistics (February 22, 2009).

12. Michael Pettis, “Asia Faces a Tough 2009 as Output Decreases,” Financial Times, December 14, 2008, at http://www.ft.com/
cms/s/0/9f5cfb76-ca0b-11dd-93e5-000077b07658.html (February 22, 2009).

13. Ambassador Terry Miller and Anthony B. Kim, “High Corporate Taxes Undermine U.S. Global Competitiveness,” Heritage 
Foundation WebMemo No. 2065, September 15, 2008, at http://www.heritage.org/Research/TradeandEconomicFreedom/
wm2065.cfm.

14. Stuart M. Butler, “Making Savings the Default Option,” Heritage Foundation Commentary, September 4, 2008, at 
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• The federal tax treatment of health insurance dis-
torts the insurance market, encouraging exces-
sive coverage and driving up health care costs.15

• U.S. energy policy is replete with contradictions,
the net effect of which is to diminish domestic
energy production and increase energy imports.16

• Federal spending is absorbing a large and
increasing share of resources, some spent in
innovative fashion, some spent on the social
safety net, but much spent foolishly and waste-
fully.17 An excellent example is how the federal
government subsidizes the health insurance of
high-income seniors through the unquestionably
unsustainable Medicare program. 

• A wide range of regulatory policies distort alloca-
tion of resources across a spectrum of activities.
The federal government maintains thousands of
regulations relating to worker safety, consumer
protection, environmental protection, market
competition, and more, some of which may have

been justified at one point but today are anti-
quated, ineffective, overreaching, and burden-
some on America’s companies.

Whether Japanese trade surpluses or American
trade deficits, large, persistent international trade
imbalances are truly unsustainable.

The U.S. at Risk. Japan’s lost decades stem
partly from an inability to reconfigure their econ-
omy away from export reliance. The U.S. risks its
own prolonged period of weakness if it fails to cor-
rect the policies that have contributed to excessive
trade deficits and reliance on foreign saving. And in
the case of American stagnation, the consequences
would be far worse.
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