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“Rx for Japan: Back to the Future” 
Milton Friedman, WSJ, December 17, 1997 
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¨  “…[A]t the Louvre conference in February 1987, the assembled leaders agreed to stabilize the foreign 
exchange value of the dollar. Japan, as its part of the deal, bought dollars, in the process creating yen. The 
resulting acceleration in monetary growth led to higher inflation and, initially, to higher real growth. The 
most notable result was the "bubble economy," an explosion in the prices of land, stocks and other assets; 
the Nikkei stock index more than doubled in three years.” 

¨  “The Bank of Japan reacted belatedly in 1990, reducing monetary growth to less than 3% from 13% in the 
first year of the new policy, and to negative rates in the second ... Tight money was spectacularly effective; 
the stock market, and also nominal income growth, plunged. Low inflation turned into actual deflation by 
1994. “ 

¨  “The surest road to a healthy economic recovery is to increase the rate of monetary growth, to shift from 
tight money to easier money …” 

¨  “Defenders of the Bank of Japan will say, ‘How? The Bank has already cut its discount rate to 0.5%. What 
more can it do to increase the quantity of money?’” 

¨  “The answer is straightforward: The Bank of Japan can buy government bonds on the open market, 
paying for them with either currency or deposits at the Bank of Japan, what economists call high-
powered money.” 

¨  “There is no limit to the extent to which the Bank of Japan can increase the money supply if it wishes 
to do so.” 

¨  “Higher monetary growth will have the same effect as always. After a year or so, the economy will expand 
more rapidly; output will grow; and after another delay, inflation will increase moderately.” 

 



“Rx for Japan: Back to the Future” continued 
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¨  “Initially, higher monetary growth would reduce short-term interest rates even further. However, as the 
economy revives, interest rates would start to rise.” 

¨  “Low interest rates are generally a sign that money has been tight, as in Japan; high interest rates, that 
money has been easy.” 

¨  “Japan's recent experience of three years of near zero economic growth is an eerie, if less dramatic, replay 
of the great contraction in the U.S. The Fed permitted the quantity of money to decline by one-third from 
1929 to 1933 …” 

¨  “The U.S. revived when monetary growth resumed, as Japan will.” 

¨  “The Fed pointed to low interest rates as evidence that it was following an easy money policy and 
never mentioned the quantity of money.” 

¨  “After the U.S. experience during the Great Depression, and after inflation and rising interest rates in the 
'70s and disinflation and falling interest rates in the '80s, I thought the fallacy of identifying tight money 
with high interest rates and easy money with low interest rates was dead. Apparently, old fallacies 
never die.” 



In terms of the impact on financial corporation profits, the 2008 
financial crisis was more severe than that of the 1929 crisis. 
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Following the bursting of the housing bubble and the 2008 
financial crisis, bank loan delinquency and charge-off rates rose 
precipitously. 
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As a result of their severe losses following the 2008 financial 
crisis, banks tightened their lending terms, which were reflected in 
widening loan interest-rate spreads. 
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Following the 2008 financial crisis, there was the sharpest contraction in the 
post-WWII era in loans and securities on the books of depository institutions 
(commercial banks, S&Ls, and credit unions). 
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It would appear that demand for credit was not the primary factor accounting for the sharp contraction in loans and securities on the 
books of private depository institutions inasmuch as the US Treasury had an enormous appetite for credit following the 2008 
financial crisis. Yet, the increase in the relative acquisition of Treasury securities by depository institutions was modest following the 
2008 financial crisis. 
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Why the emphasis on depository institution credit? 

§  Central banks, a.k.a. legal counterfeiters, are able to create credit out of thin air. 
§  In a fractional reserve monetary arrangement, the depository institution system, if not constrained by 

capital or regulatory issues, is able to create an amount of credit that is some multiple of the amount 
of “seed” money (i.e., reserves) created out of thin air by the central bank (similar to the money-
multiplier question on your undergrad Money & Banking final). 

§  This credit created by the depository institution system also is credit created figuratively out of “thin 
air.”  

§  The unique characteristic of “thin-air” credit is that the grantor of this credit need not cut back on his 
current spending while the recipient of this credit increases his current spending. Thus, there is a 
presumption that an increase in “thin-air” credit will result in a net increase in nominal spending or 
transactions in the economy. 

§  The same implication does not categorically hold for the extensions of other types of credit. E.g., if 
households extend new credit, they typically fund their new lending by cutting back on  their current 
spending, i.e., they increase their current saving, transferring spending capability to borrowers. Thus, 
an increase  in non “thin-air” credit does not result in a net increase in nominal spending, rather just a 
change in the composition of a given amount of spending. 

§  Austrian economic theory makes a distinction between created (i.e., “thin-air”) credit and transfer 
credit. 
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In the past 60+ years, there has existed a relatively high positive correlation 
between growth in total “thin-air” credit and growth in nominal domestic 
spending on goods and services.  
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The correlation between changes in non-thin-air credit and changes in nominal domestic purchases is 
considerably lower , at 0.38, than that of thin-air credit, at 0.66. As important, when lead-lag tests are 
performed, the results suggest that thin-air credit “causes” domestic purchases while domestic purchases “cause” 
non-thin-air credit. 
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Immediately following the financial crisis of 2008, the collapse in the growth of total thin-air credit would have 
been even more severe had it not been for the Fed’s creation of credit. In the current economic expansion, 
growth in total thin-air credit has been below its long-run median of 7.1%. Had it not been for Fed QE policy, 
total thin-air credit growth would have been even weaker. 

12 



Following the 2008 financial crisis, the private depository institution credit “multiplier” with respect to reserves 
provided by the Fed collapsed. Because of capital constraints, regulatory restraints, and liquidity concerns, 
private depository institutions were unable to create much additional credit from the massive increase in “seed” 
money reserves provided by the Fed. 
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Central bank quantitative easing (QE) is a temporary substitute for the creation of thin-
air credit that the private depository institution system would otherwise create if it were 
not capital constrained. 
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¨  When the private banking system increases its net lending, it creates new thin-air credit, 
which enables the recipients of this credit to increase their current spending without 
requiring other entities to decrease their current spending. 

¨  If the central bank were allowed to lend to the nonbank public, it, too, would create new 
thin-air credit, which would enable the recipients of this credit to increase their current 
spending without requiring other entities to decrease their current spending – exactly the 
same as the case in which the private banking system increased its net lending. 

¨  If the private banking system is constrained in its ability to create “normal” amounts of 
thin-air credit, then “normal” growth in nominal aggregate demand will slow and a 
general deflation might occur due to a lack of demand. 

¨  In order to mitigate this insufficiency in nominal aggregate demand, the central bank can 
step up its provision of thin-air credit to the nonbank sector by increasing its net 
purchases of securities in the open market (i.e., QE).  



One example of how QE might “work”: 
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¨  The Fed purchases $X of Treasury and/or Agency mortgage-backed securities from 
(ultimately) a pension fund. The pension fund now has $X fewer securities in its portfolio and 
$X more in deposits at its bank. The pension fund’s bank and the banking system have $X more 
in reserves at the Fed. 

¨  The pension fund chooses to replace $X of securities it sold to the Fed with $X of newly-issued 
corporate bonds being floated to finance the corporation’s purchase of new capital 
equipment. 

¨  The pension fund’s securities holdings rise back to their pre-QE level and its level of deposits 
falls back to its pre-QE level. 

¨  The corporation purchases capital equipment from the proceeds of its bond sale, which was 
indirectly financed by the Fed’s creation of thin-air credit via its QE operation. The corporation 
has increased its current nominal spending by $X and no other entity has been required to 
decrease its current nominal spending. On net, then, nominal spending in the economy has 
increased by $X. 

¨  Reserves at the Fed have increased by $X, deposits in the banking system have increased by 
$X, excess reserves in the private banking system have increased by $X minus reserve 
requirement on $X of additional deposits, private bank thin-air credit has increased by $Zero, 
and total thin-air credit (sum of private bank thin-air credit and Fed thin-air credit) has 
increased by $X. 



Another way in which QE might “work”: 
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¨  The pension fund replaces the securities sold to the Fed with newly-issued corporate securities. 

¨  But instead of the corporation using the proceeds of its bond sale to finance the purchase of 
capital equipment, the proceeds are used to repurchase outstanding equity. 



Has QE resulted in inflation? 
 Depends on your definition of inflation? 
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¨  Although goods/services price inflation has been quite moderate in the past seven 
years, asset-price inflation has been above its long-run median. 



Before getting too excited about the inflationary implications of recent Fed QE policy, 
remember that although the Fed’s contribution to thin-air credit has been off the scale, 
growth in total thin-air credit has been moderate in an historical perspective. 
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Rather, QE should be viewed as a temporary substitute for private bank 
lending when the banking system is constrained in its ability to create 
“normal” amounts of credit. 

It is not the primary purpose of QE to 
stimulate private bank lending. 
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If the purpose of Fed QE was to reduce bond yields, it was a failure! In each of the Fed’s three 
rounds of QE, bond yields rose. Bond yields fell when the Fed cut back on its securities purchases. 
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To QE or not to QE: 
 A tale of two central bank policies, the Fed vs. the ECB 
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How To Properly Manage And Communicate a QE Policy 

22 

¨  The central bank should announce that it is going to manage its balance sheet so as to hit 
a specified growth rate in total thin-air credit, i.e., central bank credit and private 
depository institution credit. 

¨  If private thin-air credit growth weakens, the central bank might need to increase its 
provision of thin-air credit so that the targeted growth rate of total thin-air credit is not 
undershot. 

¨  Conversely, if private thin-air credit creation strengthens, the central bank might need to 
slow its provision of thin-air credit so that the targeted growth rate of total thin-air credit 
is not exceeded. 

¨  By what logic does a central bank announce a dollar/euro/yen amount of securities it 
intends to purchase? The amount of securities the central bank should purchase will vary 
from month-to-month depending on the behavior of private thin-air credit and the target 
growth rate, preferably constant, of total thin-air credit. 

¨  The central bank can control either the supply of thin-air credit (i.e., reserves) it provides 
or the price of central bank thin-air credit (i.e., the overnight interest rate), but not both! 
So, if the central bank wants to manage QE properly, it needs to abandon interest-rate 
targeting. 



Evaluating the Fed’s Quantitative Policy Efforts 
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¨  QE I – Too little. 

¨  QE II – About right, but terminated too soon. 

¨  QE III – Almost as if the Fed knew what it was doing. 

¨  QT I – If it ain’t broke, why try to fix it? 

    QEI 
 QEII  QEIII   QTI 

    Median = 7.1% 



Quantitative Easing/Tightening – A Monetary Policy for All Seasons 
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¨  Milton Friedman argued that the Fed should target some constant rate of 
growth in the money supply. Why not have the Fed target some constant rate of 
growth in total thin-air credit? 

¨  Because growth in total thin-air credit has had a relatively high positive 
correlation with growth in nominal domestic demand for goods and services 
over the past 60 years (see slide 10), for the Fed to manage its provision of 
thin-air credit such that total thin-air credit would grow at some constant rate, 
would be near the equivalent of the Fed targeting nominal GDP growth. 

¨  Friedman argued that inflation is a monetary phenomenon. More specifically, I 
would argue that inflation – changes in the prices of goods/services and/or 
assets -- is a total thin-air credit phenomenon. If the Fed were to manage its 
provision of thin-air credit such that total thin-air credit were to grow at some 
constant relatively low rate, then it is unlikely that there would be periods of 
persistent undesirably high rates of inflation, periods of persistent undesirable 
rates of deflation or the development of asset-price bubbles. 



 
 

Observations of a Recovering Keynesian 
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Contrary to mainstream Keynesian thinking, changes in fiscal 
policy have had no significant and consistent effect on the pace 
of economic activity. 
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§  According to mainstream economic commentary, a tax rate decrease or an increase in government spending will result in 
stronger growth in nominal economic activity. 

§  Thus, according to mainstream economic commentary, changes in the cyclically-adjusted federal budget surplus/deficit should 
be negatively related to growth in nominal GDP. 

§  E.g., if the budget were in balance and taxes were decreased and/or government spending was increased such that a 
cyclically-adjusted budget deficit were to result, according to mainstream economic commentary, growth in nominal GDP 
would be expected to accelerate. 

§  50 years of U.S economic data show no significant relationship between changes in federal budget balance and nominal GDP 
growth. 



What might explain this lack of a relationship between changes 
in fiscal policy and growth in nominal GDP? 

§  If tax revenues decrease because of a tax cut or government spending increases, government borrowing 
will increase. 

§  This means that entities, who otherwise would have lent to private-sector borrowers, might now lend to the 
government instead. 

§  If so, the increase in government spending will offset the decrease in spending from the private sector 
borrowers who were “crowded out” of the debt market, implying no net change in nominal aggregate 
spending. 

§  Although admittedly farfetched, in the case of a tax cut, entities might use their increased after-tax income 
to purchase the additional debt issued by the government – the so-called (fairy tale) Ricardian equivalence 
proposition. The result would be no net increase in aggregate nominal spending. 

§  In the case of a tax cut, entities might use their increased after-tax income to increase their current spending, 
again offsetting the decreased spending emanating from the private-sector borrowers crowded out of the 
debt market. But there is no net increase in aggregate nominal spending. 

§   There is a case in which a tax cut or an increase in government spending  could result in a net increase in 
aggregate spending. This would occur if entities decreased their holdings of deposits to pay for their 
purchases of the additional government debt. In this special case, where the velocity of money increases, an 
“easier” fiscal policy can result in stronger GDP growth 

§  From a cyclical perspective, then, changes in fiscal policy that are not accompanied by changes in “thin-air” 
credit generally tend not to change aggregate income, but rather redistribute  it.  
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Historically, federal government borrowing has a high negative correlation with 
nonfinancial sector saving. Is it any wonder then that the fiscal stimulus of 2009 had 
such a small impact on GDP growth? 
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Ignore the behavior of total thin-air credit at 
your own risk! 
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