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Abstract

This paper examines issues surrounding the design of legal frameworks for government
debt management policy. Government debt management policy here refers to the strategy to
implement the optimal structure of government debt under a given size of debt stock, and
critically a reasonable legal framework is a prerequisite for such debt management policy to
function well.

First, the paper reviews the recent developments over the legal frameworks for govern-
ment debt management policy and points out four legal design issues: (i) allocation of the
authority to issue government bonds; (ii) clarification of the relationship between debt man-
agement policy and other relevant policies (monetary policy in particular); (iii) the authori-
ties and organization of the debt management organization; and (iv) the transparency and
accountability of debt management policy.

Second, drawing on the international and comparative perspectives, this paper uncovers
some characteristics of Japan’s legal framework for government debt management policy,
such as extensive involvement of the Diet (parliament) with the debt issuance and redemp-
tion, as well as the (comparatively rare) existence of sinking funds. It is also noted that the
design for the legal framework of government debt management policy is closely inter-
twined with Japan’s budgetary law institution.

Keywords: government debt management, diet authorization for borrowing, budget prin-
ciple of comprehensiveness (gross budgeting), sinking fund reserves
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I. Introduction

The “government debt management” (hereinafter GDM) has no legal definition in Japan,
but it is commonly understood as “while trying to mitigate fiscal burden, implements JGB
(Japan Government Bonds) issuance, distribution and redemption measures to allow gov-
ernment debts to be smoothly accepted at each stage of the national economy (Ministry of
Finance (2021), p. 3).” This common usage precludes the size (amount) of government bond
issuance from the scope of “GDM?”, since it is rather the matter of fiscal policy (i.e., the size

* This article is based on a study first published in the Financial Review No. 146, pp. 58-73, Fujitani Takeshi, 2021, “Legal
Framework for Government Debt Management Policy in Japan” written in Japanese.
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of budgetary deficit). This paper follows this conceptual demarcation.

In Japan, few legal analyses on the GDM in the above-defined meaning have been made;
which is a fact that exists in a sharp contrast with heightened interest in the legal/constitu-
tional constraint on the budgetary deficits, or more generally on the fiscal rules (for the re-
cent jurisprudential development, see Katagiri (2020), Ishimori (2018), and Tanaka (2011)").
This may be attributable to the non-coercive and highly technical nature of GDM. Whatever
the reason is, it is certain that there is a vacuum of legal examination, which this paper in-
tends to fill.

On the other hand, there are reports by international organizations such as the IMF and
the World Bank that emphasize the importance of a legal framework for public debt man-
agement (hereinafter PDM). Although these reports are mainly addressed to developing
economies that do not necessarily have well-developed legal institutions for public finance,
but it is too hasty to turn it down as irrelevant for Japan. In recent years, there have been
some developments in the GDM regimes in developed nations such as the United Kingdom,
France, and Germany. So, it should be worthwhile examining these developments and shed-
ding a new light on the existing Japanese GDM regime.

Accordingly, the first goal of this paper is to provide an overview of the international de-
velopment of the “Legal Frameworks for PDM” (Section II). What are the causes for these
developments, and are there any “good practices” for the countries to follow? Such an over-
view will facilitate our second goal, that is, to critically review our existing GDM regime
(Section III). Although GDM and PDM are different in the precise scope and definition, this
paper uses these concepts interchangeably in the following.

Il.  The International Development of Legal Analyses of PDM
1I-1.  Definition of PDM in the International Context

In the international context, the term “PDM” is used in several ways. Some are similar
to those as in the Japanese practice above mentioned (IMF (2014), Singh (2016)), while oth-
ers use the term to include the authorization of public debt issuance and the control of issu-
ance limits (Roy and Williams (2010), Awadzi (2015)). The latter broader definition natural-
ly involves the law; it is often the matter of a fiscal constitution that the government debt
issuance must obtain parliamentary authorization and that the government should be ac-
countable to the parliament. In Japan this principle of fiscal democracy is clarified in the Ar-
ticle 85 of the Constitution as well as the relevant legislation (Katagiri (2018)).

Meanwhile, even such a broader definition of PDM excludes the matter of the outstand-

! There is a growing body of literature on “fiscal rules.” For instance, IMF (2018) argues that the “second generation fiscal
rules”, which have been in place since the global financial crisis of 2008, have enhanced focuses on (i) flexibility (e.g., clearly
defined escape clauses, (ii) simplicity (e.g., rules that provide clear guidelines for fiscal management and target fiscal indicators
that can be directly controlled by the fiscal authorities), and (iii) enforceability (e.g., monitoring by an independent fiscal coun-
cil and a mechanism for sanction). These features distinguish the “second generation” rules from the pre-financial crisis
“first-generation” of fiscal rules.
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ing amount of public debt (debt level), since it belongs to the domain of macroeconomic fis-
cal policy (Roy and Williams (2010), para. 26). In short, the common usage of PDM/GDM
refers to the policy to strategically determine the composition of the debt stock and to im-
plement that goal via a variety of measures, while the debt level under macroeconomic fiscal
policies is given.

1I-2.  Legal/Institutional Framework for PDM

[I-2-1.  Outline
It seems that one can point the following four points as the “best practices” commonly
endorsed by the legal analyses that discuss the “legal/institutional framework for the PDM™:
(1) The constitution or the positive law should clearly state where the authority to issue
bonds resides.
(i) The relationship between PDM and other policies, such as monetary policy, should
be clarified in the relevant regime.
(ii1) Provide a legal basis for the authority and organization of agencies that conduct
government bond issuance and debt management operations.
(iv) Ensuring transparency and accountability of PDM policies.

[I-2-2.  The Allocation of Power to Authorize Government Bond Issuance

In the literature on the legal framework for PDM, it is generally accepted that the Parlia-
ment, which has the power to make decisions on the budget and tax matters, should also
have the power to authorize the government to issue bonds for the nation’s finances’. This
might sound obvious, but one should note that greater parliamentary involvement with gov-
ernment bond issuance is not necessarily desirable. For instance, the Parliament should not
be involved in the issuance of individual bonds, and it is neither recommended that the law
should limit the amount of bond issuance (Roy and Williams (2010), para. 19)’, for it con-
cerns the balance between the mobility and flexibility of PDM policy and democratic con-
trol.

% Although it is unlikely to occur in reality in Japan, one could ask whether government bonds issued without parliamentary
authorization are legally valid (i.e., whether they are legally binding on the government and investors). Japanese law has nei-
ther explicit rules nor precedent governing this matter; in some countries such unauthorized bonds are invalid (the state must
return the funds to the investors, and the investors cannot claim the establishment of a legal relationship regarding such bond),
or conversely, some countries have explicit regulations to the effect that the bonds are legally valid even in such cases (Awadzi
(2015), paras. 108-112).

* A well-known problem with the legal constraint of public debt issuance is its pro-cyclicality. Besides, it might induce the
government to circumvent the legal restriction by resorting to the forms that do not constitute “public debt” that is restricted by
law (Roy and Williams (2010), para. 40). This kind of practice was observed in Japan, too. When the Japanese government,
due to the Prime Minister Koizumi’s pledge, must meet the target of the annual ceiling of 30T yen for the newly issued govern-
ment bond for FY 2001, the government employed exceptional measures such as the transfers from special accounts (Misumi
(2012), p. 21). This is not borrowing from outside the government, so it does not meet the definition of “public debt.” Nonethe-
less such measures worsen the government’s financial position (the “difference between assets and liabilities” currently pub-
lished in the “Financial Statement of the Japanese Government™) just as much as the increase in the issuance of public debt by
the same amount. The question that should be asked here is what kind of meaning Japan’s fiscal legislation is trying to give to
the figure of “newly issued government bond.”
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The general consensus in this matter seems to be that the Parliament should just autho-
rize the upper limit of the bond issuance, in a way that is linked to the budget voted on each
fiscal year, while clarifying the future fiscal outlook and the sustainability of current govern-
ment bond management. In this case, the upper limit should be defined in terms of the net
increase in the outstanding amount of government bonds during the fiscal year.* The reason
for this is that setting a ceiling on the total (gross) amount of government bond issuance
could unduly constrain the issuance of Treasury securities for cash management purposes
within the fiscal year (Roy and Williams (2010), para. 43). As for the authorization for debt
redemption, it is suggested that a permanent authorization is sufficient (Roy and Williams
(2010), para. 51).

I1-2-3. Relationship between PDM and Other Policy Objectives

PDM policy interacts with, and in some cases interferes with, (i) the fiscal policy (jointly
conducted by the government and the parliament), and (ii) the monetary policy by the cen-
tral bank (Togo (2007), p. 9). While the amount of newly issued public debt in a given fiscal
year is determined as a consequence of the fiscal policy (the decision on the level of tax rev-
enue and government expenditure), the existing public debt structure conversely affects the
fiscal cost through the interest rate. The level of interest rates (as well as exchange rates, es-
pecially crucial for a small open economy), which are affected by monetary policy, can con-
strain certain PDM policy options, such as issuing floating-rate bonds and foreign-curren-
cy-denominated government bonds. Conversely, a public debt structure vulnerable to the
interest rate fluctuation compromises the central bank’s first-best monetary policy choices,
such as tightening interest rates and devaluing the currency, due to the concern of its exces-
sive burden on the government finance.

Given such interaction among policies, it is desirable to organize the relationship be-
tween PDM and other policy objectives by law, and to clarify the roles and responsibilities
of each institution (Roy and Williams (2010), para. 54).

Historically, central banks have played a significant role in PDM in tandem with the fis-
cal authorities. For example, the U.S. Federal Reserve’s bond-buying operations, conducted
from 1942 to 1951, to keep the market price of accumulated government bonds above their

* This method is common among developed countries. Despite the difference between Germany and France with regard to the
budgetary treatment of the bond issuance revenues (Germany counts them as revenue in the budget, while France does not),
both countries agree that the net increase in the outstanding amount of public debt (the amount newly issued in a given fiscal
year minus the amount redeemed) must be authorized by a budget law. For Germany, the second sentence of Article 18.2 of the
Bundeshaushaltsordnung (BHO) and the budget law for the fiscal year 2021 (Gesetz iiber die Feststellung des Bunde-
shaushaltsplans fiir das Haushaltsjahr 2021), §2(2), sentence 1 (stipulating that the amount of the authorization to issue bonds
referred to in paragraph (1) shall be increased by the amount of the redemption for the relevant year). For France, LOI n° 2020-
1721 du 29 décembre de 2020 finances pour 2021 IL.1 [Emission de dette 4 moyen et long termes, nette des rachats (net issu-
ance of government bonds with a maturity of one year or more, net of redemptions), Variation nette de Variation nette de 1’en-
cours des titres d’Etat a court terme (increment of net outstanding short-term government bonds with maturity of one year or
less)]. On the other hand, the U.S. federal debt ceiling is set by a law enacted by Congress on an ad hoc basis, which is not
necessarily linked to the budget cycle. The U.S. Constitution gives the Congress the power to issue public debt (Article 1, Sec-
tion 8, Clause 2), but the government can issue (redeem) public debt at its discretion until the ceiling is reached. In this sense,
it can be said that the government has the authority to increase the net amount of outstanding public debt, but because it is not
linked to the budget cycle, it has repeatedly caused a political turmoil known as the fiscal cliff.
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par value was, of course, a direct attempt to make monetary policy serve the Treasury’s
PDM policy, which was under the pressure of rapidly growing. That policy was also a finan-
cial system stabilization policy that prevented a collapse in long-term government bonds
held by financial institutions from causing financial system instability (Ikejima (2014)). In
the U.K., where the domestic capital market was small, the Bank of England was actively
involved in purchasing government bonds that were flooding the market beyond the capaci-
ty of private investors to absorb, and “issuing” them into the market when demand from the
private sector increased (so-called “tap issue”). The understanding at the time was that the
central bank had to act as a dam to stop the “flood” of government bonds flowing into the
lackluster capital markets (Goodhart (2012), p. 124).

Later, the situation changed significantly. Since the late 1970s, the mainstream of macro-
economics noticed the limits of discretionary fiscal policy and shifted toward the central
bank’s independent monetary policy whose primary goal is price stability. Also relevant was
the improvement in the market’s ability to absorb government bonds due to the accumula-
tion of private capital (in the case of the U.K., it was in large part due to the inflow of for-
eign capital as a result of the financial “Big Bang” of 1985). Under the new consensus, cen-
tral banks set its policy interest rate to achieve price stability without considering PDM
policy, and conversely, PDM no longer needs to consider its unwanted effect on the quantity
of money supplied when pursuing smooth, low-interest bond issuance and refinancing. It
was after this new regime was established that the British Debt Management Office became
an independent agency; it was merely a confirmation of this new regime, and hardly attract-
ed people’s attention (Goodhart (2012), p. 126).

On the other hand, in Germany, the central bank (Bundesbank) continued to play a lead-
ing role in PDM policy until the end of the 1990s (Trampusch (2015)). Interestingly, the law
made no priority of PDM policy authority among the central bank, the federal debt agency,
and the Ministry of Finance, but it was an “informal code of conduct” that allowed the
Bundesbank to take the lead. The federal and state governments, for example, refrained
from issuing foreign currency bonds that the Bundesbank would not approve, even though it
was not prohibited by law (Trampusch (2015), fn. 19). In addition, a conservative and pas-
sive PDM policy (i.e, long-term maturity structure, denominated only in the domestic cur-
rency) was maintained in accordance with the wishes of the Bundesbank. This regime was
changed in the 1990s, by the movement toward European monetary union and the develop-
ment of financial technology such as derivatives trading. The former meant that German
government bonds, which until then enjoyed the advantage of strong national currency
(Deutsche Mark), would have to compete with the bonds of other euro member countries. It
was argued then that the conventional conservative bond management policy should be
changed so as to minimize interest payment costs by using interest rate swaps, for example.
Then, a new legal vehicle to accommodate such policy change became necessary, which is
suitable to hire financial experts by allowing for a compensation system different from that
of civil servants and to clarify duties and responsibilities. It was for this purpose that in
2000, the Federal Republic of Germany Financial Agency (Bundesrepublik Deutschland -
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Finanzagentur GmbH) was established as an independent limited company (but wholly
owned by the state). One of the motivations was to centralize the decentralized authority for
PDM and to ensure the independence of debt management policy from the central bank’s
monetary policy. However, the Finanzagentur also took over the powers of the Federal Fi-
nancial Market Stabilization Agency (Bundesanstalt fiir Finanzmarktstabilisierung, FMSA),
which had been responsible for injecting capital into financial institutions through the Finan-
cial Stability Fund.’

In France, the central bank (Banque de France) had long been engaged in macroeconom-
ic and monetary policy under the direction of the government, and its independence from
the government was realized only when countries which joined the Eurozone were required
to do so (1993). The independence of central banks, which has gained worldwide support
since the 1980s, was based on a distrust of the short-sighted bias of politicians and an em-
phasis on expert policy judgment to achieve time consistency and long-term benefits. This
leads to the idea that PDM should also be independent of the fiscal authorities, which are of
political nature. As was in Germany, an independent agency was thought to be advantageous
in the recruitment of expert personnel. However, France took a different path: its debt agen-
cy (L’Agence France Trésor) is not independent of the Ministry of Finance, rather works
closely with the Ministry of Finance to implement debt management policies, which is said
to be one of its strengths (Lemoine (2016))°.

I1-2-4. Legal Basis for the Authority and Organization of the Bond Management
Agency

One of the issues concerning the legal/institutional framework for PDM is whether to
establish an independent debt management office that is exclusively responsible for PDM.
Such an office is usually the only entity that issues public debt on behalf of the government
(although it may have the central bank as its agent in handling the issuance of bonds), and it
has the authority to determine the maturity structure, terms of issuance, and to redeem them.
As mentioned in the previous section, historically, bond management policy and its authori-
ty have intersected with the central bank (monetary policy) and the Ministry of Finance (fis-
cal policy). For this reason, various reports on the legal framework for PDM recommend
consolidating the PDM authority in a single agency and giving that agency a certain degree
of autonomy as a means of clearly distinguishing the goals of PDM policy from those of
monetary and fiscal policy.

Keeping this recommendation in mind, one might ask how much parliamentary involve-
ment and thus democratic accountability is necessary for the PDM policies implemented by

* https://www.deutsche-finanzagentur.de/de/finanzagentur/ueber-uns/historie/

¢ Lemoine cites the testimony of a high rank official at the AFT that the close relationship of AFT with the Ministry of Finance
gives its advantage in IR for foreign investors; independent institutions such as Germany’s Finanzagentur are typically not al-
lowed to mention anything beyond the limited scope of their authority (such as the macroeconomic policy outlook of the home
country), while AFT can actively promote the attractiveness of home country bonds under its macroeconomic policy outlook
on the ground of internal information obtained from the Ministry of Finance.
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such an autonomous body. In this respect, Germany’s practice is instructive. In Germany, as
mentioned in the previous section, the Finanzagentur, a company independent of the gov-
ernment, is responsible for planning and implementing PDM policy. For some time after its
establishment, the Finanzagentur was under the control of the Federal Debt Management
Office of the Federal Ministry of Finance. Then the 2002 amendment to the law placed the
Finanzagentur under the supervision of the Federal Finance Subcommittee (Bundesfinan-
zierungsgremium), which was established under the Budget Committee (Haushaltsauss-
chuss) of the Bundestag.” For example, the Finanzagentur has the authority to enter into
swap transactions to optimize the maturity structure as part of its debt management policy,
but it is impractical for the agency to seek parliamentary authorization or approval for the
details of a given transaction, especially due to the confidentiality. Therefore, the law invent-
ed the accountability mechanism in which (i) the Budget Act establishes guidelines for the
management of government bonds and sets an annual limit for new swap contracts (Shirota
(2017), p. 41), and (ii) while avoiding public disclosure of the details of swap contracts,
which are important for confidentiality, the details are disclosed only to a technical commit-
tee established under the Budget Committee of the Bundestag. (Trampusch (2015), p. 122).°

In addition to issuing, managing, and redeeming government bonds, PDM agencies are
generally responsible for issuing and redeeming short-term Financing Bills as part of the
treasury’s cash management. For example, the UK Debt Management Office (UK DMO),
the Agence France Trésor (AFT), and the Fiscal Agency of the Federal Republic of Germa-
ny (Finanzagentur) all have the authority to issue short-term bills for cash management pur-
poses and are responsible for treasury management. In jurisdictions that do not distinguish
between government bonds whose issuance proceeds constitute “revenue” and financing
bills that do not, it seems natural that treasury management and PDM would be closely re-
lated. However, it is interesting to note that the contact points for treasury management and
PDM are integrated’ in relation to financial markets even in Germany, where, as in Japan,
there is a distinction in budgetary law between the revenue-constituting government bond
and the non-revenue-constituting financing bills™.

7 Federal Debt System Act (Gesetz zur Regelung des Schuldenwesens des Bundes (Bundesschuldenwesengesetz), Article 3.

¥ This method is often used in Germany when the balance between confidentiality and democratic accountability is an issue, as
Muranishi (2015) gives an overview of this kind of “‘plenary alternative’ committee”.

° “Die Finanzagentur, Kreditaufnahme und Schuldenmanagement fiir den Bund”, p. 16, p. 26. (https://www.deutsche- finanza-
gentur.de/fileadmin/user _upload/finanzagentur/pdf/Finanzagentur.pdf) Furthermore, the website of the Finanzagentur (https://
www. deutsche-finanzagentur.de/de/karriere/unsere-aufgaben/)

' In Germany, apart from government bonds (Kredit), the proceeds of which constitute revenue (Einnahmen) under the Bud-
get Law and are subject to a fixed authorization (see supra note 5), financing is provided by short-term “treasury reinforcement
credit” (Kassenverstirkungskredite) issued for cash management purposes, the authorization for which is granted with a maxi-
mum balance of a certain percentage of total revenue and expenditure (for instance, “20%"” in the second sentence of Article
2.9 of the “Budget Law for the Fiscal Year 2021 at supra note 5).

On the other hand, in France, a conceptual distinction is made between the fiscal revenue (recette) that appears on the budget
(le budget) voted on in the budget law (la loi de finance) for each fiscal year and the public revenue sources (resources pub-
liques) that are related to the financial balance of the country. Government bond issuance revenues are not added to the former
(recette) but are voted on as part of “measures to achieve a balance between fiscal costs and resources” (Part 1, Part 2 of the
Budget Act).
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II-2-5. Ensuring Transparency and Accountability of PDM Policies

The legal/institutional frameworks are less apt to dictate the substantive dimension of
the PDM policies. Rather, the concern of the law is how to secure the governance of PDM,
which is typically the domain of a high level of professional judgment. In doing so, the em-
phasis is on ensuring transparency and accountability. In particular, the following elements
are considered: (i) setting and announcing the objectives and basic policies of the debt man-
agement policy, (ii) announcing the bond issuance and redemption plans, and (iii) disclosing
the debt structure on a regular basis. The “objective” of debt management policy is quite
straightforward; for example, “managing the government’s debt in order to raise the re-
quired amount of funding at the lowest possible cost over the medium to long run, consis-
tent with a prudent degree of risk” and “developing and maintaining an efficient market for
government securities.” (IMF (2014), para. 4), and it has been pointed out that explicitly
stating such objectives in the law serves as a basis for government accountability for PDM
(Roy and Williams (2010), para. 38; Awadzi (2015), para. 99).

I11. Re-examination of Japan’s Legal Framework for PDM

Drawing on the international literature review in the previous section as a guideline, in
this section we will reexamine Japan’s legal framework for PDM policy." What are its idio-
syncratic features and possible points for reform? The analyses below are not intended to be
exhaustive, but rather a preliminary study to invite a more comprehensive study in the future.

1II-1. Involvement of the National Diet in PDM Policy

What has become clear from the discussion in the previous section is that the key to de-
signing a legal framework for PDM is to strike a balance between the mobility and flexibili-
ty of PDM policy on the one hand, and the adequate democratic control on the other hand.
While parliamentary involvement is often prerequisite in a fiscal democracy, it is not obvi-
ous that the greater involvement is the better for achieving such good balance. The literature
rather emphasizes the significance of the mobility and discretion of PDM authorities. For
example, it may be sufficient that the Parliament just grants a general authorization by a per-
manent law to empower the government to issue treasury financing bills and refinancing
bonds.

From this vantagepoint, one of the characteristics of Japan’s PDM regime is its adher-
ence to the democratic control of public finances in the form of ex ante approval by the Diet.
It is true that the Article 85 of the Constitution requires the Diet’s resolution with regard to
the government bond issuance. Nonetheless, there is room to re-examine the meaning of the
current practice from the perspective of the effectiveness of fiscal control. In the following,
we shall examine (i) the Diet’s involvement in the treasury financing bills; (ii) the bond re-

" The most useful overview is provided by the Ministry of Finance (2020), Part II.
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demption expenditures and the Budget; and (iii) the interest payment costs and the Budget.

[I-1-1. Is It Necessary for the Diet to Authorize the Maximum Amount of Trea-
sury Financing Bills?

Under the current law (the Public Finance Act, Article 7(3)), the “maximum amount” of
treasury financing bills issued for cash management purposes must also be approved as a
part of the Budget by the National Diet. The “maximum amount” referred to hereby means
the maximum amount of outstanding Treasury securities at any time within the relevant fis-
cal year (Komura (2016), p. 136); it should be noted that this “maximum amount” approval
is of different nature from the authorization of the maximum amount of issuance of govern-
ment bonds that constitute the “revenue” in the budget. In accordance with Article 7(2) of
the Public Finance Act, treasury financing bills must be redeemed with revenue during the
fiscal year, so that the net increase in the public debt stock throughout any given fiscal year
(after offsetting the issuance and redemption of these financing bills) is supposed to be
zero." Therefore, the aim of this “maximum amount” approval is not, as in the case of gov-
ernment bonds, to “subject the borrowing that will be the basis of fiscal expenditures and
taxpayer burdens in the future to the democratic control of Congress”; rather it should be
understood as setting the upper limit of the short-term borrowing that Treasury can assume
at any given time, so as to check the excessive financial risk-taking by the Treasury.

If this understanding has a point, then the Article 7(3) of the Public Finance Act should
be considered as a product of legislative policy choice, not as a constitutional mandate.
Since the Article 85 of the Constitution only requires a “resolution of the National Diet,” an
alternative method of authorization by a permanent law (and not as a part of annual budget)
would not be constitutionally precluded. It may be helpful to note that Article 46(1) of the
Special Account Act already adopts such a way of Diet’s authorization; the law authorizes
(and the annual budget just confirms) that the government may issue refinancing bonds “up
to the amount necessary for the liquidation or redemption of government bonds in each fis-
cal year.”

Even if constitutionally admissible, is it prudent as a legislative policy? Let us consider
a hypothetical scenario (even though it is unlikely to occur in reality in Japan'"); for exam-
ple, it would be sensible for the law to prevent a situation in which the government takes on
excessive risk by temporarily issuing a too large amount of short-term treasury financing

2 In this meaning, it is equivalent to the mechanism of granting “treasury reinforcement credit” in Germany (supra note 10).
In France, on the other hand, there is no distinction between the revenue-constituting government bonds and the treasury fi-
nancing bills, as both are used to finance the national treasury.

" However, under the so-called “twisted Diet” (i.e, the majority party of House of Representative (the Lower House) and that
of the Cabinet is not the same as that of the Councilors (the Upper House) in 2012, it became difficult to execute the budget as
planned due to the lack of prospects for the passage of the Special Government Bond Authorization Act for that fiscal year, be-
cause the Budget is authorized (eventually) by the sole approval of the Lower House, while the Act must be approved (basical-
ly) by both Houses. This discord “paralyzed” the implementation of the FY 2012 budget which is deprived of a substantial rev-
enue source. Then as an emergency measure the government considered the option to issue treasury financing bills as a source
of revenue, but it abandoned the plan due to a strong suspicion that such a measure would violate Article 7 of the Public Fi-
nance Act. If such an extraordinary measure was employed, however, there would not have been legal sanctions, as the positive
law provides no legal consequence for such violation.
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bills. Of course, it is unrealistic that the fiscal authority (Ministry of Finance) would have
the incentive to take such a step voluntarily. One could rather imagine the case where the
political leaders coerce the fiscal authority to loosen budget discipline, then the Diet resolu-
tion, by making the government’s financial position visible to the public, would put a stop to
such undue pressure.

In this light, concerning is the current practice of authorizing short-term financing bills
issued under the Foreign Exchange Funds Special Account. The Ministry of Finance is au-
thorized by law to issue short-term bills for the cash-management purpose (Articles 15(1)
and 82 of the Special Account Act). Such short-term bills must be redeemed with the reve-
nue of the same fiscal year (Article 15(4) of the Special Account Act). However, the law
provides an exception for this rule: if the bills cannot be redeemed with the fiscal year’s rev-
enue, they are allowed to be issued beyond the fiscal year (to be redeemed with the next fis-
cal year’s revenue) on the condition of a resolution by the Diet (Article 82(2) of the Act).
These bills issued beyond the fiscal year must also be redeemed within one year (Article
82(3)), but if this results in a shortfall of revenue of the next fiscal year, then the securities
may again be refinanced beyond the fiscal year, and on and on. In practice, a certain balance
(currently amounting to the tens of trillions JPY) is continuously rolled over', as the For-
eign Exchange Fund effectively serves as an investment fund engaging in a carry-trade (Itoh
and Yabu (2017)). In short, these beyond-fiscal-year financing bills, along with the continu-
ous rollover, have turned into de facto long-term bonds.

Therefore, based on the aforementioned logic of why Diet’s authorization is (ever) nec-
essary for government borrowing, the issuance of “normal” cash-management bills (under
Articles 15 & 82(1)) and that of beyond-fiscal-year financing bills (under Article 82(2))
must be constitutionally distinguished. However, in practice both of them are subject to the
budget resolution as one (e.g., Article 8 of the General Rules on the Budget of Special Ac-
count for FY2021). Given the de facto nature of the Foreign Exchange Fund as foreign cur-
rency investment fund, which could be lucrative (as it has been for the last decade) or be
risky, its governance should be designed from a different perspective from other authoriza-
tion; the matter here is not the permissible extent of temporary financial risk (in the case of
“normal” short-term cash management bills) nor the burden of future taxpayers (in the case
of ordinary (budgetary revenue-constituting) government bonds. Rather it is the matter of
how much investment risk the government can take. From this point of view, the current
method of Diet’s authorization, simply voting on the upper limit of issuance, needs to be re-

' This persistent balance occurs due to the continuous holding of foreign currency denominated assets (typically US Treasury
Bonds) by the Foreign Exchange Fund (FEF). The FEF was established to enable the government to promptly intervene in the
foreign exchange market when the exchange rates fluctuate rapidly. In most cases in post-WWII Japanese history, it meant the
rapid appreciation of the Japanese Yen against the U.S. dollar. In such cases, the FEF borrows JPY from the capital market by
issuing short-term bills, selling the JPY in the exchange market against the USD, so as to mitigate the rapid appreciation of
JPY. The FEF holds the USD on its balance sheet by investing into dollar-denominated securities (typically Treasury Bonds),
and maintain that investment position for a longer period, due to the fear that the divestment, i.e., selling dollar-denominated
securities and buy back JPY, might again trigger another round of JPY appreciation. The FEF holds its assets (USD-denomi-
nated securities) and its liabilities (JPY-denominated bills). Since the latter are the short-term liabilities, they need to be recur-
rently rolled over.
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considered.

[I-1-2. Should the Budget Account for the Redemption of Government Bonds?

The redemption of government bonds in Japan is carried out by way of the Special Ac-
count for the Government Debt Consolidation Fund. This Special Account is responsible for
redeeming the bonds at maturity, or purchasing and retiring them at the interim, and also for
paying interests on the existing bonds. The Account is also authorized to issue refinancing
bonds to cover the shortfall of the redemption funds for the fiscal year. Then the Budget for
the Special Account for the Government Debt Consolidation Fund lists the expenditure item
of “Expenditure on Debt Consolidation”; the Budget for the General Account lists the item
of “JGB Expenditure” (that is the amount to be transferred from the General Account to the
Special Account for Government Debt Consolidation Fund) and the “Revenue from Govern-
ment Debt Issuance.”"

As we have already seen, it is rare in developed countries for the redemption of govern-
ment bonds to be the subject of a budget resolution. In other words, the net increase in the
public debt (the gross issuance deducting the redemption amount) is the subject of authori-
zation through a resolution of the Diet. The latter method, adopted in other countries, seems
more straightforward and helpful for the fiscal transparency and democratic control, since
the net increase of public debt (as a consequence of the given fiscal year’s budget) is the in-
formation relevant to evaluate the fiscal policy of that year. While the budget principle of
comprehensiveness (Article 14 of the Public Finance Act) requires that all the revenues and
expenditures items be incorporated into the budget, this does not immediately lead us to
conclude that the cost of redeeming government bonds should also be included in “expendi-
tures.” What accounts for the budgetary “expenditure” and what accounts for the extra-bud-
get outlays are the matter of legal policy. In fact, the redemption of the short-term financing
bills (Article 7 of the Public Finance Act) is not incorporated as the expenditure item of the
Budget. Therefore, just like the treasury financing bills, it may be possible to interpret that
all cash outflows due to the redemption of government bonds are “expenditures” (Article
2(1) of the Public Finance Act), but that the amount offset against the “proceeds” of govern-
ment bond issuance in the same fiscal year does not constitute “expenditures.” It seems to be
a reasonable reform for Japan’s budget accounting to join the common practice of other
countries. However, we need to take into account the unique situation in the Japanese bud-
get system, where a number of special accounts exist and constitute a complex web of in-
ter-account transfers with the Special Account for the Government Debt Consolidation
Fund, the point we shall revisit in the below Section II1-2.

[1I-1-3.  Budget Authorization of Expenditure for Interest Payment
Unlike the redemption of government bonds, the expenditure of interest payments is an

" The “JGB Expenditure” in the General Account Budget is broken down into the two items, namely “Funds for Redemption”
and “Funds for Interest Payments” (shown in the annex document). However, these figures are not a part of the official (legally
binding) budget.
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obvious fiscal cost, and it is essential that the amount is included in the budget and formerly
authorized by the Diet. Nonetheless, the nature of the budget authorization is not the same
as that for other expenditure items for the public policy, as the interest payment is a fulfill-
ment of the legal obligation that had been already assumed by the government and autho-
rized by the Diet in the previous fiscal year budget. Then the rationale for accounting such
expenditure in the budget is to visualize the interest payment expenses that should be priori-
tized for funding and to inform the budget policymaker of the prudent allocation of resourc-
es in the overall expenditure budget.

For example, France has a more appropriate method of budget authorization of interest
payment expenditures: so-called estimated budget appropriations (crédits évaluatifs). The
credited amount can be flexibly increased after the fact under certain conditions and proce-
dures (La loi organique relative aux lois de finances (LOLF), article 10). In contrast, the cur-
rent budget authorization method in Japan makes it difficult to respond to the unexpected
fluctuation in interest payments; it can be done only by the supplementary budgets resolu-
tion.

It is true that the Japanese budget system might accommodate similar flexibility against
the fluctuation of the interest payment expenditure. Because the (legally binding) expendi-
ture budget item is listed just as “Expenditure on the Government Debt Consolidation”,
making no distinction in the authorization between that for interest payment and that for re-
demption (see supra note 15), one may conceive to divert the amount for redemption to cov-
er interest payment expenses (by way of the process of diversion of fund; Article 33(2) of
the Public Finance Act); then the shortfall in redemption fund can be compensated by issu-
ing more refinancing bonds (that is within the discretion of the Ministry of Finance). How-
ever, this is not the spirit of the law. Such maneuver becomes practically indistinguishable
from financing interest payments with refinancing bonds; then it would conflict with a
shared understanding of the refinancing bonds (and the absence of explicit authorization by
the Diet); that is, “unlike in the case of bonds issued to secure new revenue resources, ... is-
suing Refunding Bonds does not lead to an increase in the total amount of outstanding
debt.” (Ministry of Finance (2021), p. 39). True, the money is fungible. So one might argue
that it does not matter as long as the diverted amount does not exceed the amount appropri-
ated in the “Expenditure on the Government Debt Consolidation” item of the budget. How-
ever, if the raison d’étre of the budget authorization of interest payments is, as mentioned
above, to visualize interest payments burden in the entire budget framework, then the signif-
icance of the budget authorization of the interest payments should not be disregarded. Given
the current public debt structure of Japan, which is dominated by fixed interest bonds, one
might argue that the above point has little practical significance; yet it should be noted that
the current budgetary system might hinder the future PDM policy option, such as to increase
the issuance of floating-rate bonds.

II1-1-4.  Summary

One might find these points overly technical and of little significance. However, the es-
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sential question that underlies them is whether the current way of authorization is the best
way to balance democratic accountability and the mobility and effectiveness of PDM poli-
cies. In this field, the Diet’s involvement in the form of ex ante budget resolution is not nec-
essarily a constitutional mandate, so we should consider the best way to achieve the good
governance of PDM policy. We must avoid placing too much emphasis on the Diet’s resolu-
tion of budget, which tends to be too formalistic, and neglecting more effective methods of
fiscal control. We must also avoid having debt management legislation restrict the agile and
effective PDM policies without sound reason.

II1-2. s There Still the Case for Sinking Funds?

It goes without saying that the redemption of public debt is an essential component of
PDM policy, but whether it can be carried out using a sinking fund mechanism'® like the one
in Japan is another matter. There are very few countries (among the developed countries, at
least) that have a working sinking fund (Komura (2016)). The guidelines for PDM issued by
international organizations (see Section II above) seldom refer to it. In Japan, too, some
commentators call for the abolition of the sinking fund. We shall examine this issue now.

The first advantage of the sinking fund is said to be that it demonstrates the govern-
ment’s commitment to redeem its bonds, by transferring a certain fund from the General Ac-
count into the sinking fund, i.e., “Special Account for the Government Debt Consolidation
Fund” (Ministry of Finance (2021), p. 76). However, given the fact that Japan’s primary
balance is persistently in deficit, the transfer from the General Account into the sinking fund
gives rise to the additional revenue shortfall, which in turn increases the issuance of new
government bonds by the same amount. One might still regard this mechanism as a commit-
ment to secure funds (cash management) for individual redemptions, but not as a commit-
ment to fiscal consolidation. Then what’s the point of this complex mechanism? One possi-
ble defense is that, given the numerous and complex web of special accounts, the sinking
fund is the mechanism to hold each of special accounts “accountable” for the financial costs
(redemption and interest payments) attributable to each of them."’

The second advantage is that the “Special Account for the Government Debt Consolida-
tion Fund” functions to shelter the flexible PDM policy from the influence of fiscal policy (in
which, as discussed in Section III-1 above, prioritized is the ex-ante Diet’s control of fiscal
matters). The PDM policy, by nature, requires flexibility and agility so as to deal with finan-
cial markets. While Japan’s budget system adopts a “formally balanced budget”, which re-

'® In Japan, the current system has been consistently adopted since the National Debt Consolidation Fund Special Account Act
of 1906.

' In this light, we can explain why Germany, which has a budget system similar to Japan’s (formally balanced budget, i.e., the
entire budget revenue amount (including the proceed of bond issuance) is balanced to the entire budget expenditure amount
(including the redemption)) and a debt authorization system, does not need a sinking fund. Germany has much fewer special
accounts (Komura (2016), p. 140), so it will be easier to maintain the entire budget framework visible. In France as well, al-
though there are various types of special account budgets (comptes spéciaux), the expenditures of special accounts are includ-
ed in the estimates of required financial resources in the “measures to achieve a balance between fiscal costs and financial re-
sources” in the budget law.
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quires that “revenue,” including bond proceeds, and “expenditure,” including redemption,
match in the budget document. Furthermore, under the budgetary principle of comprehen-
siveness, the gross amount of issuance and redemption of government bonds must be autho-
rized. However, there is a significant disadvantage in binding the gross amount of govern-
ment bonds issuance, which should be determined flexibly in light of financial market
conditions. Given this overly rigid budget system, the Special Account’s capacity to flexibly
issue refinancing bonds serve as a “buffer” to prevent the formality of budget control from
constraining the flexible PDM operation. In other words, the Government Debt Consolida-
tion Fund makes it possible for the government to stably redeem and consolidate its debt
without being affected by the fluctuations in the fiscal balance (which is by nature political).
If we switch to the Diet’s authorization of the net (not gross) issuance of government bonds
(just like other countries), this function of Japan’s sinking fund would become dormant; it
seems to explain the absence of the sinking funds in these countries.

On the other hand, having a sinking fund has a detrimental effect on fiscal transparency.
Let us consider the following two scenarios (A) and (B).

Scenario A: The General Account issues ¥30 trillion(T) of government bonds for new
revenue purpose, then spends ¥20T in policy expenses, and ¥10T in transfers to the
Government Debt Consolidation Fund (for simplicity, hereinafter let us suppose that
interest payments are assumed to be zero and the entire amount is paid for redemp-
tion). In the Special Account for the Government Debt Consolidation Fund, receiv-
ing ¥10T from the General Account, redeems ¥20T of outstanding bonds due in that
fiscal year, while filling the shortfall by the additional issuance of ¥10T of refinanc-
ing bonds.

Scenario B: The General Account issues ¥20 of new bonds and appropriates the entire
¥20T for policy expenditures. The Special Account for the Government Debt Con-
solidation Fund issues ¥20T of refinancing bonds and redeems ¥20T of the outstand-
ing bonds due in that fiscal year.

These scenarios (A) and (B) are exactly the same in terms of the fiscal position of the
treasury, and financially equivalent from the market perspective. Yet the nominal amounts of
the “new government bond” which appears in the General Account Budget look different.
And it is this figure that the media covers most actively (see supra note 3), while few pay at-
tention to the amount of refinancing bonds issuance. What is essentially important is to clar-
ify how much of the policy expenditures (both mandatory and discretionary) of the govern-
ment as a whole (integrating the general and special accounts altogether) is covered by taxes
and how much is resorted to the borrowing (i.e., the net increase in outstanding public debt),
and then subject these budget figures to the scrutiny and authorization by the Diet."®

' In this meaning, the amount of “excess cost (total financial resources - total operating costs)” exhibited in the “Financial
Statement of the Japanese Government” prepared and published annually by the Ministry of Finance may be the best approxi-
mation. Of course, it should be pointed out that the limitations of the national financial statements are that they are actual-based
and, in particular, the operating costs do not correspond to the budgetary policy expenditures, and that the financial statements
are inherently retrospective in nature.
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On the ground of foregoing analyses, we might conclude that the “resolution of the
Diet” required under Article 85 of the Constitution should be based on the authorization of a
net increase in the outstanding amount of public debt (after deducting redemption amounts)
in the relevant fiscal year, that is, a net amount of newly issued government bonds. One
might even speculate that it was indeed the original intent of the Public Finance Act of 1947.
The Act sets the principle of a single budget account (Article 13.2 of the Act permits the es-
tablishment of special accounts only in limited cases; but in reality, special accounts thrive
beyond the control of the Ministry of Finance) and excluding the deficit-filling bonds as rev-
enue source (the proviso to Article 4 of the Act permits solely “construction” bonds); there-
fore, the Act’s original intent was arguably to equalize the bond issuance authorization in the
General Account Budget with the net increase in the outstanding public debt. In other words,
a potential reform of Japan’s budget system will bump into the reality of thriving special ac-
counts and the (perhaps too much idealistic) principle of “no-borrowing” in the Article 4 of
the Public Finance Act (the latter is practically hollowed out, but still maintained as a princi-
ple). If the scope of reform extends beyond the technical PDM matters to involve the funda-
mental principle and reality of Japan’s budgetary and accounting systems, one might realis-
tically assume such a reform proposal is less likely to obtain enthusiastic support.

1II-3.  The Interaction between PDM Policy and Monetary Policy

Finally, a thorny question is the relationship between PDM policy and monetary policy.
As discussed in Section II-2-3 above, monetary policy and PDM policy have historically
had a close relationship. The idea that we should clearly distinguish these two policy do-
mains (which seems to be the keynote of the international reports on the PDM legal frame-
work) is based on the “central bank independence” consensus during the 1990s to 2008.
However, the global financial crisis, the European sovereign debt crisis, and the recent
Covid-19 pandemic have shaken this consensus. In Japan as well, it is undeniable that the
monetary policy of massive quantitative easing serves effectively, if not so intended, as a
government bond price maintenance policy."” An influential scholar has even argued that we
are returning to the situation after World War II, and that if so, we should explicitly re-link
monetary policy to PDM policy. As a legal scholar, I am not competent to argue the validity
of such arguments of central banking theory. However, the determination of attitudes toward
such fundamental issues is relevant to questions such as, for example, “what range of public

sector debt should be considered as the subject of ‘national PDM policy’?%.

" Indeed, the unprecedented level of quantitative easing, which has made the central bank of Japan (BOJ) a dominant holder
of outstanding government bonds, enabled the BOJ to control the long-term interest rate (which used to be believed impossi-
ble). See, Iwata-Samikawa (2018).

* For the purpose of private law, the central bank and the government are separate entities, and the central bank’s liability is
distinct from that of the national treasury. On the other hand, in macroeconomics, it is common to consider the balance sheets
of both entities as an integrated whole of “consolidated government.” One could argue that consolidating the central bank and
the national government does not “write off”” the outstanding public debt (because the government bonds held by the central
bank are substituted with the central bank’s liabilities, mostly the central bank money (banknotes and reserves held by private
banks). However, some scholars argue that central bank money is not a liability in the ordinary sense (Kumhof et al. (2020)).
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IV. Conclusion

In this article, we have made a preliminary analysis of the legal framework for PDM/
GDM policy, which so far has received inadequate attention in the legal literature. The legal
analysis in this field, by nature, tends to lean toward formal rules rather than the substantive
aspect of PDM policy, and this article is no exception. Nevertheless, I hope that this paper
has made clear that there are some aspects of the current system that need to be examined
and reformed.
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