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Monetizing public debt in Japan:
An empirical critique to Modern Money Theory

Junji Tokunaga

l. Japan as “a success example” of MMT

Since the end of 2012, the Abe government has
carried out an economic revitalization program called
“Abenomics’ , consisting of three ‘arrows : aggressive
monetary easing, massive fiscal stimulus, and structural
reforms to the economy. Abenomics has been firstly
about the first arrow, that is more aggressive monetary
quantitative easing. The Bank of Japan (BOJ), the
country s central bank, has engaged in “Quantitative
and Qualitative Monetary Easing” (QQE) in April 2013,
with main goal of raising the inflation rate to 2 percent
within two years. After that, the Bank introduced
“QQE with a Negative Interest Rate” in January 2016.
In turn, the BOJ conducted a comprehensive
assessment of the QQE policy's effects, and introduced
“QQE with Yield Curve Control,” in which the Bank
applied a negative interest rate of minus 0.1 percent in
the short-term policy interest rate, while purchasing
long-term Japanese government bonds (JGBs) in order
to maintain 10-year JGB yields to be around zero
percent since September 2016. In effect, the shape of
the yield curve for JGBs has been in line with this
guideline under the Control. This suggests that the
QQE by the BOJ could effectively allow the government
to monetize its cheaper public borrowing. The
government's initial budget for fiscal year (FY) 2019 was
to be the first ever to top ¥100 trillion (about $918.9
billion), reflecting a fiscal stimulus package to underpin
the economy after a consumption tax hike in October
2019. Furthermore, general-account budget requests
from the government agencies and ministries for FY
2020 must be now expected to remain above ¥100
trillion.

Considering the importance of fiscal stimulus for
supporting economy in major advanced countries since
the Great Recession in the 2010s, Modern Money
Theory (MMT) has received much attentions among
heterodox economists, mainstream economists and even
policymakers. The framework of the MMT consists of

three main components as below: (i) chartalism, (ii)
monetized budget deficits without a financial
constraint, (iii) progressive spending programs. Based
on these components, MMT advocates suggest that
government which have a monopolistic power to issue
own sovereign currency should increase monetized
fiscal deficits in order to revive the economy into
full employment.

Remarkably, some MMT advocates point to Japan as
‘a success example’ of the MMT framework. Fiscal
stimulus backed by the actual monetization of public
debt could steadily stabilize Japanese economy in the
2010s, though the outstanding of Japan's fiscal deficit is
about double and half the country’s gross domestic
product (GDP), the worst ratio among advanced
countries. Why do the MMT scholars regard the
monetization in Japan as a ‘success ? In respond to the
question, MMT thinkers provide these evidences in
Japanese economy since the introduction of Abenomics
as follow: (i) low unemployment, (ii) increases in private
consumption and investment, (iii) growing real wages,
and (iv) very low interest rates.

Il. Is really Japan a good case which could support
the MMT framework?

Considering the institutional structure in Japanese
financial markets, which is very important but almost
neglected by MMT advocates, I raise some questions
about the empirical validity in MMT doctrine as below.

First, according to the MMT, government could print
sovereign currency without a financial constraint,
which might enable it to increase public spending until
the level of full employment. Based on the view, it
might be that the issuance of sovereign currency works
easily to lead the economy toward full employment.
However, it can be analyzed that both the huge
issuances of public debt by Ministry of Finance (MOF)
in Japan and the large-scale supply of monetary base
by the BOJ could not create new money as much as
required to revive the economy as a whole, contrary to
the MMT's view that the issuance of sovereign currency
works easily to achieve the economy to full
employment.

Second, based on to the MMT's hypothesis, it is possible
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that the quantity of purchasing of government bonds is
discretionally determined by monetary authorities,
which could issue sovereign currency without a
financial constraint. But, foreign investors presence in
the JGBs market has increasingly risen since the QQE
by the BOJ. Thus, it becomes difficult for monetary
authority to manage government bonds market under
the multicurrency-based shadow banking system.

Finally, the BOJ's QQE has promoted fiscal stimulus
and moderately money stock growth (for example, M2)
to underpin the economy. At the same time, it could
drive banks, especially regional banks, to pursue
careless and fraudulent loans in real estate market
which might entail the buildup of financial fragility. In
short, the monetization of public debt in Japan backed
by the BOJ, which the MMT regards as a success
example, could lead to a perverse outcome, that is the
buildup of financial fragility in real estate market in
Japan.

lll. What will happen when the BOJ stops the QQE?
So far, I show some empirical evidences to assess
whether or not we can regard Japan as a success
example which supports the MMT framework.
Regrettably, the answer appears to be no'.

What should we argue about the monetizing public
debt in Japan? We must consider that the BOJ stops
the QQE policy (ie., the exit strategy’ from the QQE) in
the future, if the Bank does not continue to roll over the
monetized public debt forever. Of greater importance is
to discuss what will happen when the BOJ decides the
exit strategy from the QQE, which very few arguments
have been done by MMT advocates. Actually, the BOJ
has refrained to explain about the exit strategy in
public, in contrast to that US Federal Reserve (Fed)
which agreed about the Fed's “exit strategy principles”
in the Federal Open Market Committee (FOMC) on
June 2011. In the last section, I discuss what problems
the BOJ will face in the time of the exit strategy.

In the time of the exit strategy from the QQE, the
BO]J begins to shrink its overstretched balance sheet,
thus changing its role in JGBs market from ‘massive
buyer’ to ‘massive seller’.

While the share of long-term JGBs reached 82.51

percent at total assets, the share of current account at
total liabilities and net worth amounted to 70.71
percent. In term of yield, the former's yield at assets side
is 0.290 percent and the latter’ interest rate payment at
liabilities side is 0.1 percent, enabling the BOJ to enjoy
a small positive yield margin between two. (data from
Bank of Japan, Financial Statements as of March 31,
2019)

However, it is possible that the BOJ would suffer from
negative yield margin in the 2020s. As one study
analyzes, the BOJ could face negative margin from FY
2022 to FY 2028, which lead it to incur about ¥19 trillion
loss from FY 2024 to FY 2030, on the assumption that the
BOJ attains its main goal of raising the inflation rate to 2
percent in FY 2022, and then begins to raise interest rate
since FY 2023. Furthermore, as interest rates could rise,
reflecting the decline in market value of JGBs, this
decline in value of JGBs must have negative impacts on
balance sheets of major holders of JGBs, particularly the
BO]J, other things being equal. Based on the assumption,
it is likely that net worth held by the BOJ, which reaches
¥3.8 trillion as of March 31, 2019, would not meet with
absorbing the huge losses in the future.

If the losses on JGBs waste the BOJ' net worth as
explained above, who helps the BOJ? Suppose that the
government decides to inject public funds to support the
BO]J, which is prohibited in the current Bank of Japan
Law, taxpayers have ultimately to pay the cost
associated with the monetization of public debt. Who
pays tax in the future? The answer could be next
generation. Hence, it is possible that next generation, that
is our children, would be forced to repay huge costs
which we might now make, if the monetization of public
debt fails to revive Japanese economy.

In conclusion, the exogenously monetization of Japan's
public debt applauded by the MMT advocates could
underpin the economy in the 2010s, but it would put the
vast costs of the failure to all of our children in this
country in the future.

"The article draws from Junji Tokunaga (2020),
"Monetizing Public Debt in Japan: An Empirical Critique
of Modern Money Theory," Political Economy Research
Institute (PERI) Working Paper Series, University of
Massachusetts Amherst, No.498, January 2020."
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