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ABSTRACT

A Peek Inside The Black Box: The Monetary
Transmission Mechanism In Japan*

This Paper uses vector autoregressions to examine the monetary
transmission mechanism in Japan. The empirical results indicate that both
monetary policy and banks’ balance sheets are important sources of shocks,
that banks play a crucial role in transmitting monetary shocks to economic
activity, that corporations and households have not been able to substitute
borrowing from other sources for a shortfall in bank borrowing, and that
business investment is especially sensitive to monetary shocks. We conclude
that policy measures to strengthen banks are probably a prerequisite to
restoring the effectiveness of the monetary transmission mechanism.
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NON-TECHNICAL SUMMARY

The mechanism for the transmission of monetary policy changes to real
activity – the famous ‘black box’ – is always a subject of lively interest to
economists. Many channels have been identified, including interest rates, the
exchange rate, inflationary expectations (higher expected inflation lowers the
real interest rate), bank lending, balance sheet effects and wealth effects, but
there is little agreement on either their precise workings or their relative
importance.

When macroeconomic performance is weak, as in Japan currently, monetary
policy and the channels of monetary transmission receive particular scrutiny.
In the case of Japan, two further factors make understanding the transmission
mechanism especially important. First, the Bank of Japan has steadily lowered
the overnight call rate - the operating target for monetary policy - to ‘as low as
possible’ (which turns out to be 0.02% given transactions costs). With
monetary policy bumping up against the nominal floor on interest rates and
attention shifting to a possible role for quantitative easing, examining the
monetary transmission mechanism may provide some insight into the
effectiveness of policies in this unusual environment.

Second, the 1990s slump in activity was accompanied by a banking crisis. A
growing body of research focuses on the bank lending channel of the
monetary transmission mechanism. Banks are seen as playing an important
independent role in overcoming information problems and other frictions in
credit markets, so that some borrowers (small firms, for example) cannot
readily find substitutes for bank financing. As a result, changes to banks’
ability to lend – either reflecting monetary policy developments or other
changes to bank capital and funding – are transmitted to bank-dependent
borrowers. As banks play a particularly important role in Japan’s financial
intermediation, the banking channel may be of particular significance as a
conduit for monetary policy and, given the problems being experienced by the
banking sector, as an independent source of real disturbances.

This Paper uses vector autoregressions (VARs) to examine the monetary
transmission mechanism in Japan. This methodology allows us to place
minimal restrictions on how monetary shocks affect the economy, which, given
the lack of consensus about the workings of the monetary transmission
mechanism, is a distinct advantage. In addition, this approach explicitly
recognizes the simultaneity between monetary policy and macroeconomic
developments, i.e. the dependence of monetary policy on other economic
variables (the policy reaction function) as well as the dependence of economic
variables on monetary policy. The choice of a VAR approach is also inspired
by the existence of large empirical literature using VARs to examine the



monetary transmission mechanism in the United States, which focuses
primarily on reduced-form relationships between monetary policy and output
using a small number of variables. Compared to that literature, we look in
more detail at the mechanics of the monetary transmission mechanism.

Starting from a relatively simple specification which describes the overall
mechanism the role of the components of private demand, private sector
funding and bank lending were examined in turn by including relevant
additional variables. Finally, a summary VAR was estimated which captures
our main findings. The results of these exercises point to a transmission
mechanism dominated by banks, in which bank lending is both an important
independent source of shocks and an important conduit for the transmission of
interest rate and broad money shocks to real activity. According to our results,
after two years about two-thirds of the direct impact of a change in the
overnight call rate on private demand comes through bank loans, and that of
this change in private demand about two-thirds comes through business
investment. In addition, much of the independent effect of disturbances to
bank credit on private demand can be captured by a measure of bank strength
based on equity prices.

The importance of bank loans in financial intermediation appears to reflect the
lack of alternative sources of borrowing for much of the non-financial private
sector, with neither securities markets nor loans from government financial
institutions providing a significant offset to changes in bank loans. By contrast,
the potential benefits from increased loans by the public sector are negated by
offsetting decreases in private sector credit. In a further experiment, we found
that changes in the monetary base had relatively limited effects on real private
demand, suggesting that in normal circumstances quantitative easing may
provide limited benefits to activity.

The important independent role of bank loans in determining activity points to
the fact that banking strains may have undermined the monetary transmission
mechanism over the last few years. To the extent that banks have responded
to their own difficulties by reducing their loans to the private sector, such
behaviour will have tended to offset the benefits of monetary easing. Indeed,
the historical decomposition of the summary VAR shows that, while
unanticipated monetary loosening has had a positive effect on business
investment recently, shocks to bank loans have dragged down business
investment, especially since 1996. As noted above, we argue that bank
weaknesses explain a large part of the negative shocks to bank loans.

Looking to the future, the increasing role of private securities markets in
financial intermediation likely to be created by the Big Bang financial
deregulation initiative may well reduce the central role of banks in Japan’s
financial system, although such changes are likely to be gradual rather than



rapid, particularly given the importance of small companies in Japan’s
industrial structure. In the meantime, the results from this Paper suggest that
restoring the banking system to full health should be an important component
of any strategy to support activity through monetary policy.
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exogenous variables in a smaller VAR involving private demand, prices, and the interest rate.

Such a procedure generates an identical VAR to the original, except that it blocks off any

responses within the VAR which pass through the broad money variable, hence comparisons

of the responses of the two models provide a measure of the importance of money in the

transmission mechanism. Comparing the two impulse responses of real private demand to

interest rate innovations (Figure 2), it is clear that the money supply is an important conduit

for the impact of interest rates on real activity.14

To examine the interest rate channel more closely, we extended the VAR by adding the

interest rate on new bank loans (ordered last). We find that the lending rate responds

immediately and strongly to an unexpected change in the overnight call rate. In turn, private

demand and broad money respond negatively and significantly to lending rate shocks. These

results point to an interest rate channel that originates in the policy interest rate and goes

through the bank lending rate and bank balance sheets (including broad money) to affect

private demand.

Thus far, we have assumed that monetary policy only acts through interest rates, not through

the quantity of high powered money (“quantitative easing”). To address the issue of whether

base money is also important for aggregate demand when interest rates are held constant, we

                                               
14Since broad money is roughly equivalent to the liabilities of the banking system, this result
also suggests that banks in particular may play an important role in the transmission
mechanism. This is further supported by other results (not reported for the sake of brevity) in
which M2 was divided into M1 and quasi-money. The results from this model indicate that it
is quasi-money (time and savings deposits) rather than M1 (currency and demand deposits)
which primarily affects real demand.
























































	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

