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Throughout Japan’s modern history, it defaulted on its public debts only once, after World War II (WWII). Japanese yen-denominated government debts became worthless during the rampant inflation between 1945 and 1948. How did Japan lose its ability to sustain its public debts? Although there are many narrative analyses of this question, there are few quantitative analyses.  This paper explores the sustainability of public debts in Japan before and during WWII. 

First, this paper conducts three stages of econometric analyses. It tests Ricardian neutrality of public debt. The test fails to reject non-neutrality. Then, it tests dynamic efficiency of Japanese economy, and confirms it. These results indicate a need for another test for sustainability of public debt, one which is proposed by Bohn[1998].
 

Bohn’s method tests the relationship between public debt and primary balance. Bohn’s basic notion is that if a government improves its primary balance when it sees an increasing public-debt/output ratio, then its public debts are sustainable in the long-run. If not, public debts are not sustainable.

This paper conducts Bohn’s tests with a new dataset of Japanese primary fiscal balance from 1885 to 1943. The tests assuming structural changes within the sample period indicate that Japanese public debts were sustainable until 1931, and unsustainable in and after 1932.

Second, this paper interprets the results of quantitative analyses with narrative modes of analysis.
 In doing so, it explores the governance of fiscal policy both from the domestic and the international sides. It compares the policy responses during two periods in which Japanese government faced financial difficulties, namely after Russo-Japanese War (1904-05) and in 1930s. In both periods, the sustainability of government debts was in question. The government accumulated foreign and domestic debts during the Russo-Japanese War, and the government faced new needs for fiscal expenditures after the War. In 1930s, Japan experienced capital flight when Britain departed from the Gold Standard. Following Britain, Japan departed from the Gold Standard, and initiated debt-financed fiscal spending in the midst of the Great Depression. 

On the domestic side, policy institutions under the system of the Meiji Constitution of 1889 made governance of fiscal policy difficult. This was the case both after the Russo-Japanese War and in 1930s. The cabinet’s political power to coordinate among various political entities such as the Army, Navy, House of Lords, House of Representatives, Privy Council, and bureaucrats, entities directly and independently responsible to the Emperor, was limited. The cabinet had to make collective decisions under the rule of unanimity, and Prime Minister did not have the authority to remove a member of the cabinet when the member disagreed with other members. In such a case, the entire cabinet had to resign.

These political institutions gave the military an effective veto in budgetary processes. The military had authority to create their own spending plan without consulting with other cabinet members or with the budgetary branch, and then to negotiate with the Ministry of Finance to finalize the annual budget. If military disagreed with cuts in military spending, they could reject the budget at the cabinet meeting.

On the international side, financial constraints under the international Gold Standard enforced fiscal discipline after the Russo-Japanese War. This was not the case when the international Gold Standard was in trouble during 1930s. 

Joining the Gold Standard was a choice of policy regime. Under the Gold Standard regime, a country enjoys easy access to international financial markets when it needs to borrow large amounts of money, for example, during wartime. In return, the government sacrifices the needs of the domestic economy in order to maintain an external balance and gold parity in ordinary times. Sound fiscal policy was prerequisite for joining the Gold Standard, and for joining the international community.

The late 19th and early 20th centuries were the heyday of the international Gold Standard. Japan adhered to the principles of sound fiscal policy even before joining the Gold Standard, and joined it in 1897. Adherence to the Gold Standard enabled Japan to finance the Russo-Japanese War by borrowing money in Europe and North America. Japanese political players recognized the importance of the international financial markets for achieving national goals.

After the Russo-Japanese War, the Japanese policymakers, including the military, agreed to limit government spending within the range of maintaining gold parity. Japan turned to a tight fiscal policy when Japan’s fiscal gap raised the question of the sustainability of its debts, and when the price of its debts fell in the international financial markets.

In the 1930s, the military did not agree to limit military spending within the limits necessary to maintain gold parity. The international Gold Standard was falling into chaos after the departure of Britain in September 1931. Japan could not expect easy access to the international financial markets, even if it adhered to the principles of the Gold Standard. Rather, the adherence to the Gold Standard worsened economic conditions. Japan departed from the Gold Standard in December 1931, following Britain, and initiated debt-financed fiscal spending.

During 1930s, political institutions lost fiscal discipline because of the military’s effective veto over budgetary processes, and because of the absence of pressure for sound fiscal policy from international financial markets.

Fiscal policy was formulated in the political arena, not by a single entity. Japan was losing the ability to sustain its public debts because the budgetary process during 1930s failed to restrict fiscal expenditures. In response, fiscal and monetary authorities introduced a new method for financing public debts, the underwriting of government bonds by the Bank of Japan. They were trying to prevent the collapse of the securities markets. In absence of fiscal discipline, they were forced to depend on this method more and more.
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