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Summary

With the situation of economic concentration in Tokyo and other metropolitan areas
becoming increasingly severe, Japan confronts the urgent need to stimulate the local economies.
This paper focuses on the “local currency”—a currency, not a legal tender, used only within a
particular region—as a potential solution to the problem. The idea is not new, but most of the
previously-established local currencies could not successfully prevail to become effective
economic stimulants, primarily due to the difficulty to coexist with the Japanese Yen. Thus, in
order to find the solution to this situation, this paper examines the viability of establishing
independent “local currencies”: that is, testing whether monetary separation is legitimate in
Japan. The investigation is conducted by examining the Japanese regional business cycles using
VAR technique, and reflecting the result on the Optimal Currency Area (OCA) criteria by Robert
Mundell (1961). While monetary separation seems extreme and doubtful in the Japanese context,
this paper considers that this investigation is justifiable and important as the coexistence with the
legal tender seems to be the bottleneck for the unsuccessful outcomes of local currencies. The
empirical analysis reveals that monetary separation is not beneficial for any region at present, but
finds it could become viable if a region comes to satisfy certain conditions: becoming
non-responsive to common economic shocks such as monetary policy and energy price shocks
that create interconnectedness of regional economic cycles. As an example, this paper suggests a
region to become self-sufficient in power generation, which is already ongoing in some regions
in Japan. More research needs to be done in clarifying the potential conditions under which
monetary separation could take place. The paper hopes to act as the first step into improving the
functions of local currencies so as to prevent the further decline of the local economies.
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