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The Bank of Japan’s quantitative easing policy was introduced in March 2001 and
terminated in March 2006. Initially, it was not certain whether the unprecedented policy
would succeed, and in a sense, its introduction was experimental. Was the quantitative
easing policy effective as a new monetary policy measure? Although many observers
have negative views about the effects of the policy, we have attempted to examine its
effects using a macro-economic model.

In a nutshell, the quantitative easing policy was one in which the operating target of
money market operations was shifted from interest rates to a quantitative indicator. The
quantitative indicator was the outstanding balance of current accounts held by banks at the
Bank of Japan. When this policy was introduced, the central bank also strengthened its
commitment by clearly stating that it would continue quantitative easing policy until “the
year-on-year rate of change in the consumer price index (CPI) (excluding fresh food)
registered zero percent or higher on a sustainable basis.”

Quantitative Easing Examined through a Macro-model

The following is an examination of the effects of monetary easing on the real
economy using a simple macro-model. We built a New Keynesian model based on
Kimura et al (2002). The major differences between our model and that in the Kimura
paper are that our period of estimation includes the period of quantitative easing and that
we have also taken into consideration such factors as non-performing loans and foreign
exchange rates.

The results of our estimation are shown at the end of this paper. Although only one
equation is presented there, we did in fact use three equations, one being the equation
presented herewith, which expresses the investment-savings (1S) balance, in which the GDP
gap is the dependent variable; the second being the Phillips curve, in which the inflation
rate is the dependent variable; and the third being an equation expressing monetary policy,
in which interest rates are the dependent variable. Since all the variables are
interdependent, our estimation used the General Methods of Moment (GMM).

The quantitative easing factor, the non-performing loan factor and the foreign
exchange rate factor were added to the equation explaining the GDP gap. The variable,
which expresses quantitative easing, is the portion of real monetary base that cannot be
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explained by transaction demand or interest rates. For the non-performing loan factor, we
have followed the concept of Ohnishi et al (2002), which considered non-performing loans
to be the excess debt of firms. Because the foreign exchange rate fluctuated sharply over
the duration of the quantitative easing policy, the foreign exchange rate was used as an
explanatory variable in order to absorb the impact of the foreign exchange rate fluctuations.

The results of the estimations show that all coefficients, other than the interest rate,
were significant. When actual figures were put into the equation to see the effects of
quantitative easing on the GDP gap, it was found that it reduced the output gap by 0.59
percent in fiscal 2002, by 0.21 percent in fiscal 2003 and by 0.31 percent in fiscal 2004
(Table). In fiscal 2001, when the guantitative easing policy was adopted, interest rates fell
sharply, and since the monetary base did not increase sharply enough to match the decline
in interest rates, the quantitative easing factor had a negative impact on the GDP.

Effects of Quantitative Easing on the GDP Gap

FY 2001 2002 2003 2004 2005
% -0.62 0.59 0.21 0.31 -0.16

Central Bank’s Commitment More Pronounced than in the Case of Zero Interest Rates

Then, by what mechanism did the quantitative easing policy have effects on the real
economy? To see whether the policy had unique effects, it is essential to examine how it
was different from the “zero interest rate policy + commitment.”

The major difference between the two policies is that the operating target of the
quantitative easing policy is a visible indicator, namely, “the outstanding balance of current
accounts at the Bank of Japan.” In the case of the zero interest rate policy, no matter how
much the central bank promised the market it would continue to maintain the policy, this
was nothing but a verbal appeal. On the contrary, in the case of the quantitative easing
policy, the outstanding balance of current accounts at the Bank of Japan exists as an
indicator of the bank’s policy stance. Even after the termination of quantitative easing
policy, there has remained an enormous outstanding balance of current accounts at the Bank
of Japan, and this should give market participants assurance that the zero interest rate policy
will not be terminated at least while the balance remains above the normal level.
Therefore, the quantitative easing policy gives a greater sense of security to market
participants than a mere zero interest rate policy.

The strengthened commitment of the Bank of Japan has manifested itself in the
stability of long-term interest rates. It has also helped remove anxiety about the financial
system and could have contributed to a pickup in consumption and investment behavior.
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It may be assumed that a unique effect of the quantitative easing policy, which is
lacking in the zero interest rate policy, is portfolio rebalance effect. The increase in
deposits with the Bank of Japan (which involve neither risk nor return) among banks’
assets makes it easier for banks to increase risk money. In practice however, this did not
increase bank lending or stock investment. It increased banks’ purchases of Japanese
government bonds.

Nevertheless, if the quantitative easing policy had not been introduced, prolonged
instability of the financial system could have rendered banks’ lending attitudes even more
stringent. Hence, it is possible to assume that the quantitative easing policy moderated the
decline in bank lending.

The quantitative easing policy also directly mitigated anxiety about the stability of the
financial system. Before the policy was introduced, the ratios of non-performing loans at
banks were high, and there was lingering anxiety about the stability of the financial system.
Although banks were able to raise funds in the call money market at zero percent interest
rates or thereabouts and, following the introduction of the “Lombard lending system,” were
also able to borrow from the central bank at the official discount rate, they had to be
prepared for liquidity risk becoming an actuality from day to day. On the other hand, after
the introduction of the quantitative easing policy, their balance of current accounts at the
Bank of Japan far exceeded their required reserves, making it possible to smoothly raise
funds internally even if there was an urgent demand for funds. Such a sense of security is
not possible under a simple zero interest rate policy.

Estimation of the effects of the quantitative easing policy
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Notes:

1. y: Real GDP (logarithmic value), y";: Potential GDP (logarithmic value), i;: Call rate, A
pe. Inflation rate, r": Real equilibrium rate of interest, A g, Quantitative easing factor, I;:
Non-performing loan factor. f: Yen rate against the dollar (logarithmic value)

For the quantitative easing factor, the rate of divergence of the monetary base from the
equilibrium of the currency demand function was used as a proxy variable. The excess
debt ratio of firms was used as the proxy variable for the non-performing loan factor.

2. The estimation period is from the second quarter of 1979 through the third quarter of
2005. The estimation methodology was the General Methods of Moment (GMM) based
on three equations, including the Phillips curve and the monetary policy equation. All
coefficients other than that of interest rate were significant at the 1-percent level. The
coefficient pertaining to the interest rate was not significant.

http://www. jcer.or. jp/




Japan Center for Economic Research JCER Staff Report

References

Kimura, Takeshi; Hiroshi Kobayashi, Jun Muranaga and Hiroshi Ugai (2002) “The Effect
of the Increase in Monetary Base on Japan’s Economy at Zero Interest Rates: An Empirical
Analysis,” IMES Discussion Paper No. 2002-E-22.

Ohnishi, Shigeki; Masahiko Nakazawa and Yasushi Harada (2002) “Defureshon to Kajo
Saimu (Deflation and Excess Liabilities),” Fainansharu Rebyu (Financial Review),
Ministry of Finance, Policy Research Institute, December 2002.

Nariyasu Yamasawa:

Senior Economist, Asian Research Department, Japan Center for Economic
Research. Assistant Professor, Faculty of Management, Atomi University. His
major fields of research include analyses of economic conditions, and measurement
of competitiveness of Japan and other countries.

(Contact - 81-3-3639-2822)

# Copying of this report is prohibited. Please contact JCER for further details.

Copyright © 2006 JCER

Japan Center for Economic Research (JCER)
Nikkei Kayabacho Bldg. 2-6-1 Nihombashi Kayabacho, Chuo-ku, Tokyo 103-0025, Japan
Phone:81-3-3639-2810 .~ FAX:81-3-3639-2839 .~ E-mail:jcernet@jcer.or.jp

http://www. jcer.or. jp/




