Currency Misalignments
The Case of the Dollar and the Yen

The dollar's dramatic rise in the last three years has
initiated an international debate involving sharply con-
ficting views. The strong dollar has been largely behind
the substantial loss of U.S. competitiveness in world
markets, which has importantly contributed to the iarge
and still growing U.S. trade and current account deficits
As a result, many analysts assert that the dollar Is
“overvalued”. By contrast, some analysts focus their
attention on the growing U.S. trade deficit with Japan
and on the large and rising Japanese current account
surplus. They conclude that the yen is “undervalued”.
Still others argue that terms like overvaluation and
undervaluation are meaningless in a floating rate system
because exchange rates are basically determined by
market forces.

The purpose of this paper Is to shed some light on
this debate. Theory and empirical evidence both suggest
two major conclusions. First, it does make sense to talk
about the possible overvaluation or undervaluation of a
currency even in a freely floating system. However,
these concepts mean different things to different people.
Therefore, unqualified use of these terms can lead to
confusion and unnecessary argument Second, empirical
evidence on changes In international competitiveness as
well as on the behavior of trade and current accounts
suggests that the dollar 1s unusually strong but the yen
Is not especially weak.

The views expressed in this article are those of the author and do not
necessarly reflect those of the Federal Reserve Bank of New York

Some conceptual issues

When i1s a currency In disequilibnum? To arrive at a
sensible and operationally useful answer, it 1s first nec-
essary to make a distinction between the concepts of
short-run or temporary equilibrium and fong-run or what
may be called fundamental equilibrium.

A sequence of short-run equilibrium exchange rates
is determined by continuously shifting forces of supply
and demand in the foreign exchange market. Aithough
trade 1in goods and services contributes to changes in
the balance of supply and demand of foreign exchange,
trade In financial assets, often speculative in nature,
dominates the short-run dynamics of this market. And
market rates change constantly as market participants
assess and reassess all relevant new information. Since
transaction costs are small and buying and selling go
on at all imes of the day, the foreign exchange market
Is in the process of clearing virtually continuously. Thus,
for all practical purposes, It is a close approximation to
treat market exchange rates as short-run equilibrium
exchange rates, although we know that strictly speaking
not every rate quoted during a trading day represents
an equilibrium.

A long-run equilibrium exchange rate, by contrast, is
determined only when the world economy as a whole
is In equilibnum and all other economic varables are
also 1n equilbrium In this kind of general equilibrium,
markets for assets, goods, and labor all clear in the
sense that supply equals demand. In addition, all
expectations are realized and all relative prices remain
constant.
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This notion of equilibrium, although useful in theory,
does not have a counterpart in the real world. The world
economy is continuously adjusting, but often slowly, to
new shocks, and therefore it 1s questionable whether it
could ever be In an overall long-run equilibrium. For
example, slow and lagged adjustments in the goods
markets and in the current account often lead to swings
In market exchange rates that may persist over ex-
tended periods at times In addttion, the long-run equi-
hbrium values of all economic varables, including
exchange rates, are also changing over time, sometimes
very sharply. Market exchange rates are, therefore,
almost always overshooting or undershooting long-run
equilibrium exchange rates which are changing as well

Thus, deviations from long-run equilibrium represent
a normal state of affairs, and they could be persistently
large at times. These deviations may simply reflect slow
adjustments in other markets rather than any malfunc-
tioning of the exchange market per se

But there are times when some may consider the
short-run volatility or even the medium-term swings In
market exchange rates as excessive and not consistent
with changes 1n underlying economic and financial
conditions (fundamentals) Exchange rate swings may
also reflect a relative absence of stabiizing speculation
or even the presence of destabilizing speculation. In
extreme cases, market exchange rates may behave like
speculative “bubbles”' Admittedly, it 1s often difficult to
determine whether the market 1s being driven by de-
stabilizing speculation or 1s just responding, with some
uncertainty, to so-called economic fundamentals This IS
so because the foreign exchange market is essentially
a speculative market, and there 1s no consensus, even
among economists, which variables represent funda-

Market observers and policy practitioners often voice their concern
with bandwagon and other destabilizing speculative behavior in the
exchange market Academic economists have also recognized this
possibility long before the advent of the current float Nurkse, for
example, wrote in 1944 " anticipatory purchases of foreign
exchange tend to produce or at any rate to hasten the anticipated
fall in the exchange value of the national currency, and the actual
fall may set up or strengthen expectations of a further

fall Exchange rates in such circumstances are bound to become
highly unstable, and the influence of psychological factors may at
times be overwhelming” R Nurkse, International Currency
Experience Lessons of the Interwar Period (League of Nations,
Princeton, New Jersey, 1944)

Recently, Dornbusch expressed a similar view, “The 1dea of a
bubble I1s worth recognizing because it emphasizes that there 1s no
tendency for efficient capital markets to force a rate toward its
fundamental value There 1s no reason to assume that the present
value of the dollar does not represent such a speculative trap”
(page 7) R Dornbusch, “"U S International Monetary Policies’, a
paper presented to the Board of Governors of the Federal Reserve
System, September 30 1982
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mentals, let alone how to assess their linkages with
exchange rates 2

The distinction between the two concepts of equilib-
rium helps shed light on a number of aspects of the
current currency debate. For example, it appears that
those who believe that the doliar cannot be in disequi-
librium in the current floating rate system are essentially
arguing that the dollar 1s almost always in short-run
equilibrium They are also expressing the view that the
market rate reflects all available information and the
market assessment of economic fundamentals is more
accurate than that of anyone else.?

Those who believe that the dollar i1s overvalued do not
necessarily dispute the view that the dollar 1s almost
always in short-run equiibrium. But they stress the point
that the dollar may be severely out of line with the likely
range of long-run equilbrium values. Although this
concern sometimes focuses on the persistence of
deviations from long-run equilibrium per se, and some
may have misgivings about the market assessment of
fundamentals, the real issue Is often the macroeconomic
and distnbutional costs that these deviations induce.
The focus of the concern and the assessment of the
costs involved, however, vary a great deal, and so do
the qualitative judgment and quantitative assessment of
currency misalignments

Thus, terms like “overvalued” and ‘“undervalued” In
and of themselves are nebulous, but they do reflect
someone’'s judgment that the going rate I1s undesirable
for one reason or another To some, the dollar 1s over-
valued because 1t has led to a substantial loss of
international competitiveness of U.S. manufacturing.
Certainly, the industries that have been adversely
affected consider the dollar overvalued. The large and
deteriorating trade deficit and the loss of jobs resulting
from this erosion of U S. competitiveness are seen as

2)ames Tobin has aptly summarnzed the problem ' no one has any
good basis for estimating the equilibrium dollar-mark parity for 1980
or 1985, to which current rates might be related The parity depends
on a host of incalculables—not just the future paths of the two
economies and the rest of the world but the future portfolio
preferences of the world's wealth owners  In the absence of any
consensus on fundamentals, the markets are dominated—like those
for gold, rare paintings, and—yes, often equities—by traders in the
game of guessing what other traders are going to think.” See J
Tobin, “A Proposal for International Monetary Reform” (Cowles
Foundation Paper No 95, Yale University, New Haven, 1980)

3A recent expression of this view comes from Treasury Secretary
Donald Regan “In a floating exchange rate system, there can be no
correct value to any currency other than the value given to a
currency through market transactions” (quoted in Washington Post,
February 23, 1984 Secretary Regan, however, also believes that

it 1s confused thinking to describe the dollar as overvalued”



confirmation of the view that the dollar is overvalued
even from a national standpoint

Many European analysts and officials consider the
dollar overvalued because of the increased import costs
and the inflationary impact of the associated deprecia-
tion of their currencies The argument that the doliar
deepened the European recession by inducing the
authorities to raise Interest rates is sometimes advanced
as further evidence indicating the overvaluation of the
dollar. The heavily indebted less developed countries
(LDCs) view the dollar as overvalued because it has
increased the burden of debt servicing substantially
since most of their debt is denominated in dollars.

Thus, there are many groups at home and abroad that
have been adversely affected by the current strength of
the dollar, and hence they consider the dollar over-
valued. However, significant exchange rate changes—
equilibrating and disequilibrating ones—are always going
to induce costs for some groups and lead to the com-
plaint that one currency or another I1s misaligned. In the
recent period, the concept of an overvalued dollar, for
some, simply expresses the fact that a strong dollar is
costly to them in one way or another.

The strong dollar, however, generates not only costs
but benefits as well. The main beneficiaries of the
strong dollar are consumers in the United States and
foreign competitors of U.S. producers. The strong dollar
has also significantly contributed to the achievement of
one of the major policy objectives in the United States—
the reduction of inflation. These examples again illus-
trate the distributional aspect of changes in exchange
rates.

There s, however, a second and quite different way
of looking at the concept of currency misalignment.
Some analysts may consider the dollar overvalued from
the standpoint of resource allocation costs rather than
a distributional concern.

In their view, the current strength of the dollar 1s
unsustainable, and hence resource allocations and
global adjustments resulting from the strong dollar are
temporary and likely to be reversed when the dollar
declines. They believe that the strong dollar has been
causing hardship in otherwise profitable industries in the
United States and perhaps providing incentives for
inefficient industries to spring up abroad. These
resource allocations and reallocations are, therefore,
unnecessarily costly and should be prevented

An associated theme 1s the following. If the current
levels of the dollar are ultimately unsustainable
(because the large and growing U S current account
deficits cannot be financed indefinitely) but nevertheless
persist over the medium term, there may be a protec-
tionist fallout in the United States. A variety of protec-
tionist measures may be sought that would undermine

the progress made over the past three decades toward
a liberal global trading environment Thus, persistent
currency misalignments can impose real costs by
reducing the economic efficiency that stems from a
global expansion of free trade

If unsustainable exchange rate movements are costly
from the standpoint of efficient allocation of international
resources, then it 1s important that these movements be
detected and their magnitude be estimated This is, In
fact, the way most economists view the 1ssue of cur-
rency misalignments. Although they usually define
misalignments in exchange rates as dewviations from
long-run equilibrium values, many conceptual and
practical problems have discouraged the use of general-
equiibnum models of the world economy for calculating
long-run equilibrium exchange rates. Instead, simple
rules of thumb involving the concept of purchasing
power parity (PPP) and considerations of current
account balance are widely used to detect currency
misalignments and sometimes to offer quantitative
estimates. These approaches are, however, beset with
many conceptual and practical probiems as well, espe-
cially if they are used mechanically.

Assessment of currency misalignments

Attempts to detect disequilibrium in current exchange
rates through PPP calculations must assume that, while
the economy Is suspected to be in long-run disequil-
brium today, it was in long-run equilibrium or at least
much closer to 1t in the chosen base period. In other
words, PPP methodology essentially ignores two crucial
insights that emerge from theory, namely, (1) observed
rates are almost never In long-run equilibrium and (2)
long-run equilibrium real exchange rates do change over
time. This methodology also requires the use of a price
or a cost index, and estimates of misalignments are
often very sensitive to this choice.

A second approach is to define an approximately
balanced current account, sometimes over a business
cycle, as a long-run equilibrium condition. It has some
practical appeal because it implies an absence of any
net inflow or outflow of savings, and hence an absence
of a redistribution of wealth between the country and the
rest of the world However, this notion of long-run
equilibnum neither holds up to historical scrutiny, nor 1s
based on first principles of economics. The United
Kingdom, for example, ran surpluses in its current
account continuously between 1870 and 1914. Between
1946 and 1970, the U.S. current account was in surplus
in all but three years. These persistent “imbalances” did
not necessarily point to any serious macroeconomic
disequilibrium.

In principle, any current account imbalance is sus-
tainable and optimal if it reflects the saving-investment
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decisions of rational individuals and profit-maximizing
firms. In other words, If current account deficits and
surpluses result from or lead to matching and voluntary
private trade in assets, then those external “imbalances”
are both sustainable and optimal. This implies that there
need be no macroeconomic problem if a country with
a higher propensity to save or with a lower rate of return
on investment at home runs current account surpluses
for long periods of time.

Although mechanical applications of PPP and current
account considerations can lead to misleading conclu-
sions, judicious use of information on changes in inter-
national competitiveness, as well as careful analysis of
current account behavior, can prove very useful in
assessing currency misalignments. From a practical
point of view, 1t is more tractable to view currency mis-
alignments as deviations from currency values that are
sustainable over the medium term rather than as
deviations from the elusive long-run or fundamental
equilibrium exchange rates.

A sustainable exchange rate can be thought of in a
very broad manner: it 1s a rate that can be sustained
over the medium term by policies that are appropriate
from the point of view of efficient allocation of inter-
national resources. It 1s important to consider the
appropriateness of policies. Even if a currency value can
be sustained by inappropriate policies, 1t could be con-
sidered unsustainable because inappropriate policies
themselves should be viewed as unsustainable.

A sustainable currency value is, therefore, one that
can be maintained by government policies that are
appropriate and sustainable in the sense of being con-
sistent with such common national goals as stable
economic growth, low Inflation, and low unemployment.
Assessing whether an exchange rate I1s sustainable from
this point of view Is not an easy matter, especially if
distnbutional considerations—both intranational and
international—are brought to bear on this judgment. For
example, policy goals or policy mixes of a large country,
even if deemed appropriate by its residents, may well
be considered undesirable by its trading partners

A careful analysis of changes In international com-
petitiveness and the behavior of relative current
accounts, however, can help detect extreme deviations
from sustainable exchange rates. In less obvious situ-
ations, these types of information can contribute
importantly to public discussion of, and private negoti-
ations on, currency misaignments even if noneconomic
considerations ultimately determine the nature of gov-
ernment policies. For example, if currency appreciation
leads to substantial losses in a country’s international
competitiveness, 1t may suggest that the current vaiue
of the currency is unsustainable.

A narrow focus on conventional measures of inter-
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national competitiveness, however, could be misleading
Changes In competitiveness may reflect structural shifts
in the economy and hence may not indicate that the
going exchange rate is unsustainable. Thus, it is nec-
essary to supplement this type of information with a
more comprehensive analysis of the country’s “‘under-
lying” external payments position.

This requires a judgment on how large a current
account surplus or deficit can be considered sustain-
able, given the medium-term saving/investment behavior
of the country in relation to its trading partners It 1s also
necessary to take into account temporary and cyclical
tactors that may be influencing the present and pro-
spective behavior of the current account and the capital
account of the country’s balance of payments If the
present and future current account balance of the
country appears unsustainable over the medium term,
even after accounting for factors other than the
exchange rate, then the going exchange rate can be
considered unsustainable.

Again, a thorough analysis of this type, especially If
it I1Is to be consistent on a multilateral basis, requires
modeling the linkages among major economic variables
as well as a great deal of judgment. However, less
formal analysis can prove useful in extreme cases. For
example, a rapidly deteriorating current account deficit
is unsustainable if it points to a nising foreign debt/GNP
ratio that the country will be unable or unwilling to
maintain after a certain point. Or, if a large and dete-
riorating current account deficit reflects policies that are
inappropriate and unsustainable from the standpoint of
the medium-term objectives of the country and/or the
international community, then the external imbalances
can be viewed as unsustainable.

The rest of the paper 1s devoted to an assessment
of the current exchange rates of the dollar and the yen
along these lines. Particular attention 1s paid to the view
that the yen i1s undervalued. Our assessment relies on
an examination of various available measures of inter-
national price and cost competitiveness supplemented
by an informal, albeit careful, analysis of the behavior
of the current accounts of Japan and the United States.

The yen problem
There are two versions of the argument that there 1s a
yen problem. One version simply claims that the yen is
undervalued. The other version I1s more specific; it holds
that the dollar is more overvalued against the yen than
any other major currency. That Is, there I1s a special yen-
dollar imbalance that cannot be explained solely by the
dollar's overall strength.

Japan’s large and nising trade and current account
surpluses are seen as prima facie evidence for an
undervalued yen. Japan’s gains in international com-



petitiveness against the United States as well as the
large and growing U S trade deficit with Japan are
interpreted as evidence suggesting a special yen-dollar
imbalance.

For example, in April 1983, Fred Bergsten of the
institute of International Economics (IIE) stated,

Quantitatively the dollar-yen misalignment is more
severe than the misalignment between the dollar
and any other major currency . .U.S nternational
price competitiveness deteriorated against Japan
by over 70 percent in four years. Is it any wonder
that the U S.-Japan trade imbalance has soared
to record levels and that a major cnisis exists In
economic relations between the two coun-
tnes?...the dollar 1s overvalued against a number
of important currencies, but 1t is more overvalued
against the yen than against the others *

More recently, The Economist (December 3, 1983,
page 15) expressed its view In this way

Overprotected farmers and an undervalued yen
both anger Japan’s trading partners, especially the
Americans.. .This cheapness of the Japanese
currency and dearness of the American one can
go a long way towards explaining why Japan is
headed for a current-account surplus of $25 billion
this year and America a deficit of $40 billion.

In what follows, these views on the dollar and the yen
exchange rates are assessed on the basis of the data
on changes in competitiveness and on movements In
the current account. The major conclusion is that the
dollar appears to be unusually strong, but the yen is not
particularly weak Japan's recent gains in competitive-
ness against the United States have resulted from an
overall strength of the dollar, and not from any overall
weakness of the yen.

Changes in competitiveness

Changes In international competitiveness are examined
in a number of different ways. These changes are esti-
mated for both the economy as a whole and for the
manufacturing sector Data on both price competitive-

‘Testimony before the Senate Foreign Relations Committee, pages 6-
7 However, John Willamson, also of the 1IE, did not identify the yen
as particularly weak in the subsequent monograph, “The Exchange
Rate System" (October 1983)

The Organization for Economic Cooperation and Development
(OECD), in its December 1983 Economic Qutlook (page 8), comes
close to identifying a separate yen problem “Exchange rates,
assessed on the basis of current account prospects, have seemed
out of line, with the dollar high and the yen, in particular, low”

ness and cost competitiveness are used The calcula-
tions are performed for the United States, Japan, and
to facilitate comparison Germany and France Changes
In competitiveness are computed on a trade-weighted
(effective) basis for all four countries as well as vis-a-
vis the United States for the other three countnies
The nominal trade-weighted dollar started its current
upward swing In late 1980. But the average trade-
weighted value of the dollar did not rise in 1980 from
its level in 1979. Rather than choosing 1980 as a ref-
erence period, we take a long-run view and compare
recent levels of exchange rates and competitiveness
with their corresponding averages for the entire 1974-
80 period. This averaging minimizes the effects of
peculiarities of particular years on the broad conclusions
of this analysis
The year 1983 I1s chosen as the terminal period for
the aggregate economy. For manufacturing, data avail-
abihty dictates that we use 1983-Il as the terminal
period Later we argue that our principal qualitative
conclusions are essentially invariant with respect to any
reasonable choice of these base and terminal periods
Chart 1 presents some preliminary evidence in sup-
port of the view that the yen is not weak but that the
dollar I1s strong. The appreciation of the inflation-
adjusted trade-weighted dollar that began In late 1980
continued through 1983 and the value of the dollar in
1983 was much higher than its 1974-80 average level
(top panel).® By contrast, the inflation-adjusted trade-
weighted yen appreciated sharply in 1980 and then
more than offset this appreciation by depreciating until
late 1982. The substantial depreciation of 1981-82 has
been partly responsible for the international concern on
the weakness of the yen The yen, however, appreciated
sharply in late 1982 and, in contrast to the dollar,
remained Iin 1983 near its average during 1974-80
The bottom panel of the chart points to the overali
strength of the dollar rather than to any overall weak-
ness of the yen as a source of Japan’s recent gains in
competitiveness against the United States. The chart
shows that, when compared with 1974-80 averages, the
yen i1s significantly weak in inflation-adjusted terms wis-
a-vis the dollar (because of the overall dollar appreci-
ation), but it 1s very strong against the German mark
and the French franc These observations are confirmed
and further elaborated by additional evidence summa-
nzed in the table

Bilateral competitiveness The major observations on
bilateral exchange rates and bilateral competitiveness

5This index uses weights from the IMF's multilateral exchange rate
model (MERM) for 11 major countries Wholesale price indexes
(WPI) are used in measuring inflation
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of Japan vis-a-vis the United States can be summarized
as follows.

In 1983, the yen was 4 percent higher against the
dollar than in 1874-80 on average The German mark,
however, was 15 percent lower and the French franc
was 40 percent lower

When adjusted for wholesale price inflation differen-
tials, the yen does show a deprecration of 13 percent
against the dollar The mark, however, depreciated over
25 percent and the franc over 30 percent Thus, Japan's
gain in overall pnce competitiveness agamnst the United
States has been substantially less than that of Germany
and France

In manufacturing, Japan and Germany made sub-
stantial, but similar, gains against the United States both
in terms of export price competitiveness (30 percent)
and labor cost competitiveness (20 percent). France's
gains have been even greater. But note that, while
France's and to a lesser extent Germany’s competitive
advantage against the United States can be attributed
to the depreciation of their currencies, Japan’'s advan-
tage 1s more than accounted for by the relatively slow
growth of its prices and costs For example, if currency
values remained at their 1974-80 averages, Japan's
gains 1n export price competitiveness would have been
even greater than 30 percent, whereas Germany’'s and
France's gains would have been a great deal less.
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Effective competitiveness The evidence on changes n
exchange rates and competitiveness on a trade-
weighted basis (table) can be summarnzed as follows:

Relative to 1974-80 averages, the yen was, In fact,
as strong as the dollar in 1983 Both currencies had
appreciated around 23 percent By contrast, the mark
was over 10 percent stronger and the franc was around
27 percent weaker As far as nominal rates are con-
cerned, it 1s the strength of the yen rather than its
widely perceived weakness that clearly emerges from
the data

When the relatively low infiation in Japan is taken into
consideration, Japan's gains in aggregate price com-
petitiveness 1n 1983 turn out to be negligible (1 percent)
During the same period, the United States incurred a
loss of 23 percent in overall price competitiveness
Germany and France, on the other hand, show sub-
stantial gains In competitiveness, about 8 percent and
20 percent, respectively

The comparisons above refer to price competitiveness
for the aggregate economies. But what about manu-
facturing competitiveness on a trade-weighted basis?
According to the IMF index on manufacturing price
competitiveness, Japan in 1983-11 was where 1t was on
average during 1974-80, while Germany had gamned 5
percent and France 9 percent According to the Morgan
Guaranty index,® however, the manufacturing sectors of
all three countries appear to have made similar gains
(between 6 to 8 percent) in price competitiveness By
contrast, manufacturing price competitiveness In the
United States declined by over 20 percent

Finally, as regards changes in labor cost competi-
tiveness in manufacturing, Germany and especially
France again come way ahead of Japan, whose gains
in competitiveness turn out to be minor Again, the
United States shows a dramatic loss, over 25 percent

Sensitivity of the results to the choice of the base and
terminal periods. it could be argued that the base period
1974-80 goes too far back In the past, that it biases the
conclusions by including information of hitle relevance
today Instead, it would be more instructive to see how
competitiveness has changed since the dollar began its
rnse in 1980 Further investigation, however, suggests
that the principal qualitative conclusions of the above
analysis do not depend on the choice of 1974-80 as the
base period although the quantitative estimates are
sensitive to such a choice

¢0f the two Morgan Guaranty indexes, this one takes into account
competition in third markets (World Financial Markets, August 1983)
Morgan Guaranty regutarly publishes another index which shows
Japan to be shightly more competitive than Germany This latter
index does not take into account competition in third markets



Changes in Exchange Rates and Competitiveness: Aggregate Economy (1983) and Manufacturing (1983-11)
In percent, (+) indicates a loss of competitiveness

C >

Changes from 1974-80 period Changes from 1979-80 period
United United
Measure of competitiveness States Japan Germany France States Japan Germany France
Bilateral competitiveness,
Aggregate economy
Nominal exchange rate (dollar price of the currency) — 63 -147 -405 — -6.5 -285 —-442
*Real exchange rate — -134 -257 —-336 — -167 -302 -353
Manufacturing sector
tExport price competitiveness [ . — -296 -319 -353 —_ -278 -354 -375
FLabor cost competitiveness — -206 =217 -281 — -162 -291 -341
Effective competitiveness
Aggregaie economy
§Nominal exchange rate 227 235 10 -272 309 128 -20 -269
Real exchange rate . . . . 230 -12 -78 -195 273 -27 -99 -181
Manufactunng sector
Price competitiveness
IMF index . 21.2 -06 -52 -85 269 24 -52 -117
YMorgan Guaranty index . 238 -58 -72 -75 275 ~41 -69 -79
**Labor cost competitiveness 275 -25 -97 -132 357 33 -123 -148

Bilateral competitiveness refers to competitiveness of the country in question wis-a-vis the United States, while effective competitiveness
measures the competitiveness of a country against its major trading partners

“Wholesale price indexes (WPI) are used as deflators

tOrganization for Economic Cooperation and Development (OECD) data on export unit values are used

$OECD data on unit labor costs are used

§Weights are derived from the International Monetary Fund (IMF) muititateral exchange rate model (MERM) for eleven major countrnes
IChanges in trade-weighted wholesale dollar prices for manufactures

9This index I1s weighted by 1980 bilateral manufacturing trade weights, adjusted for supplier competition in third markets Wholesale prices of
nonfood manufactures are used as deflators

**This index of relative normalized unit labor costs for manufacturing represents the rato of the indicator for the country to a weighted geometric
average of corresponding indicators for thirteen other industnal countries, all expressed 1n a common currency (doliar) The country indicator
Is calculated by dividing an index of actual hourly compensation per worker by an index of output per man-hour adjusted so as to eliminate
estimated cychcal swings

The table summarizes the data taking 1979-80 (the since 1980. We find that the real exchange rate of the

period immediately preceding the rise of the dollar) as yen was 18 percent lower in 1982-1ll than the 1974-80
the base period. This change in the base period does average, whereas the mark and the franc were around
not affect any of the above qualitative conclusions. The 28 percent lower.
loss of U S. competitiveness now looks even more On a trade-weighted basis, the pattern i1s the same—
dramatic, and Japan’'s gains in competitiveness appear the yen shows a depreciation of 8 percent in real terms
even less significant. Germany and France continue to against a depreciation of 12 to 14 percent for the other
show substantial gains in competitiveness two currencies. Thus, even when the yen hit its low of
To provide a sense of the robustness of these con- the recent period, Japan’'s gain in overall price com-
clusions, two other sets of computations were carried petitiveness against the United States and on a trade-
out by using penod intervals unfavorable to our principal weighted basis was smaller than that of Germany and
conclusions First, an attempt was made to see how France
weak the yen was vis-a-vis the dollar in 1982-1ll, com- The other computation involves measuring the extent
pared with the 1974-80 average The 1982-1ll quarter of depreciation of the yen since 1978-Ill, the quarter
was characterized by the weakest yen against the dollar characterized by the strongest real effective exchange
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rate of the yen during the last decade. Between 1978-
I and 1983, the yen depreciated around 28 percent
against the dollar in real terms. The corresponding
figure is about the same for the mark and is around 33
percent for the franc

In real effective terms, however, the yen depreciated
around 13 percent—slightly less than the franc (15
percent) but slightly more than the mark (10 percent).
So, measuring from the yen’s peak in the floating period,
the yen is somewhat weaker In real terms than the mark
on a trade-weighted basis but not vis-a-vis the dollar.
However, it would be misleading to use this evidence
from a period as brief as one quarter to argue that the
yen has become a relatively weak currency It is espe-
cially unwarranted in this case because the yen was
unusually strong in the third quarter of 1978, a penod
of great speculative instability in the exchange markets.

Evidence on competitiveness, therefore, does not
support the view that there I1s any overall weakness of
the yen or that the yen 1s undervalued. It does, however,
suggest the dollar 1s unusually strong. This implies that
the yen's weakness against the dollar (or, more pre-
cisely, Japan's gains in competitiveness against the
United States) reflects the overall strength of the dollar
rather than any overall weakness of the yen.

This assessment implicitly assumes that the yen was
not seriously undervalued on average during 1974-80.
It could be argued, however, that the yen was already
undervalued during the broad sweep of 1974-80.

When the base period is shifted to the sixties, evi-
dence on competitiveness does not point to any
undervaluation of the yen during 1974-80. In fact, con-
ventional measures point to an overall loss of compet-
itiveness for Japan during the seventies. It 1s possible
that the available measures of competitiveness are
faulty and do not capture the “true” changes in com-
petitiveness. Besides, as argued earlier, changes in
competitiveness—manufacturing or economywide—do
not tell the whole story about currency misalignments.
A broader macroeconomic perspective on the yen can
be obtained from considering the behawvior of the Jap-
anese current account.

Current account considerations
As explained earlier, current account imbalances by
themselves are, at best, an imperfect guide to detecting
the presence of currency misalignments. One needs a
judgment as to how large an external surplus or deficit
can be considered normal or sustainable, given the
pattern of the country’s saving and investment as well
as policy objectives over the medium term.

Thus, a persistent surplus in the Japanese current
account per se does not suggest any undervaluation of
the yen In fact, many argue that by the early seventies
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Japan became a natural capital-exporting country, and
a persistent underlying, if not actual, current account
surplus is normal for such a country.”

Although a current account surplus in and of itself
may not point to an undervalued currency, a rapidly
growing and/or persistently large surplus may. This was,
however, not the case in Japan during the seventies.
Japan's current account was neither persistently in
surplus nor growing every year but went through wide
swings between surpluses and deficits. During 1974-80,
Japan had surpluses in three years and deficits in four
years.

Moreover, the average size of the Japanese surplus
was not very large. Japan had an average surplus in
its current account of only 0.13 percent of GNP during
1974-80. This was moderately higher than the U.S.
figure (0.03 percent) and substantially less than that of
Germany (0.57 percent) and that of the United States
during the sixties (0.73 percent).

Thus, the behavior of Japan’s current account during
1974-80 does not suggest that the yen was undervalued
during that period.

Does the yen appear undervalued now if viewed in
light of the current and future path of the Japanese
current account? Since the Japanese current account
surplus is expected to be much larger than that of any
other industrial country in 1983-84, it could be argued
that the yen is now more undervalued relative to other
major nondollar currencies in the sense that its current
account surplus is large, it is growing, and it is unsus-
tainable.

A number of facts may help put this view in proper
perspective. First, the Japanese current account surplus
was around 0.5 percent of its gross domestic product
(GDP) in 1981-82, and it rose to around 2 percent of
its GDP in 1983. In 1984, the surplus is likely to rise
somewhat in doilar terms, but not significantly as a
percentage of GDP. The perception that the recent
increase in the Japanese surplus results from a boom
in Japan's exports helped by an overall weakness of the
yen is, however, incorrect.

The dollar value of Japan's exports increased 18
percent in 1981 (without a matching increase in

TAfter the midsixties, Japan turned from being a capital importer to
being a capital exporter in its long-term capital account In addition,
since the first oil shock, the private investment rate as well as
overall economic growth has declined significantly in Japan The
decline In the private saving rate, however, has been much smaller
For fuller discussions, see R | McKinnon, “Exchange Rate
Instability, Trade Imbalances, and Monetary Policies in Japan and the
United States’, in P Oppenheimer (ed ), Issues in International
Economics (Stocksfield, England Orill Press Ltd , 1980), and M
Yoshitomi, “An Analysis of Current Account Surpluses in the
Japanese Economy”, in E R Fried, P H Trezise, and S Yoshida
(eds ), The Future Course of U S -Japan Economic Relations (The
Brookings Institution, Washington, D C, 1983)



imports), turning the 1980 current account deficit of over
$10 billion into a surplus of $5 billion But 1n 1982, a
year in which the global criticism of Japanese trade
practices as well as its financial and exchange rate
policies became intense, Japan’'s exports declined 8
percent in dollar terms, leading to a shght shrinkage of
its trade surplus Both global recession and growing
protectionism appear to have contributed to this drop in
Japanese exports.

In 1983, exports recovered sharply, in both volume
and dollar terms But the dollar value of Japanese
exports was still lower in 1983 than it was in 1981
Viewed n hght of Japanese trade performance in 1981
and 1982, what appears remarkable about the 1983
bulge in Japanese trade surplus Is not a surge In
exports but an unusually low level of dollar imports This
decline 1n 1import value appears to have resulted from
cychcal weakness of the Japanese economy, lower ol
prices, and pure valuation effects of exchange rate
changes Volume of imports was slightly higher in 1983
than 1n 1981, but the dollar value of imports was, in fact,
$17 bithon lower 1n 1983 than 1n 1981

Second, Japan's 1983-84 surplus can also be viewed
as partly resulting from substantial liberalization of
Internationai capital flows in Japan at the end of 1980
and hence may reflect a one-shot but slow portfolio
adjustment to an increase in capital mobility at a time
when U S yields have been very high The sharp nse
in capital outflows resulting from this portfolio adjust-
ment was partly responsible for the 1981-82 deprecia-
tion of the yen and appears to be counteracting upward
pressure on the yen that may have come from large
current account surpluses of Japan in 1983-84

Some have suggested that Japan still maintains
capital controls that depress the value of the yen by
discouraging capital inflows It 1s true that capital inflows
into Japan are still not completely free For example,
foreign ownership of Japanese companies s still con-
strained by many regulations But there are regulations
that deter capital outflows as well On balance, it I1s
difficult to establish that the remaining capital controls
significantly bias capital flows in the outward direction @

Third, a shift has been taking place in the fiscal
position of Japan relative to the United States during
1982-84 (Chart 2) A measure of this relative fiscal shift
can be obtained from estimates of discretionary changes
In general government budget balances According to
the December 1983 Economic Outlook of the OECD, the

*Many argue that the elimination of all remaining capital controls may.
in fact, encourage further net capital outflows and weaken the yen in
the short run See, for example. W A Niskanen, “Issues and
Nonissues” in E R Fried, P H Treztse, and S Yoshida (eds ),

The Future Course of U S -Japan Economic Relations
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Budget Deficit and the Current Account:
1970-84

in percentage of gross domestic product

General government financial balance

Percent
2

United States

I T T T T T T O O OO I I
197071 72 73 74 75 76 77 78 79 B8O 81 82 83 84
Est

Japan

2
ﬂﬂ
0 o100

-5 i

N N I Y Y T N Y

-6
197071 72 73 74 75 76 77 78 79 80 81 82 83 84

Est

Current account balance
Percent
United States

Est

- | [ ]
21970 71 72 73 74 75 76 77 78 79 80 81 82 83 84

Est

FRBNY Quarterly Review/Winter 1983-84 57




United States is expected to provide a fiscal stimulus
of 2.5 percent of GDP over 1982-84 while Japan is likely
to contract fiscally by a similar magnitude.

In light of this information, 1t does not seem unusual
that over the same period the current account would
deteriorate by 2 percentage points of GDP in the United
States while improving by 1.5 percent of GDP in Japan.

Fourth, the relative cyclical position of Japan and the
United States may also have temporarily aggravated
their current account imbalances. While the U.S.
economy is experiencing a rapid homegrown recovery,
Japanese growth has been modest and appears to have
been led by the pickup in export demand.

Finally, if the overall strength of the dollar is partly
responsible for the deterioration of the U.S. current
account deficit, then the improvement in Japan’s
external surplus can be traced partly to the same factor
as well. Japan is the second largest trading partner of
the United States which itself happens to be the largest
trading partner of Japan.

This close trade relationship dictates that some of the
U.S. deficit will show up as the Japanese surplus.
Between 1982 and 1983, the U.S. trade balance dete-
riorated by $25 billion. Japan picked up less than $3
bilhon of this directly in the form of an increase in its
bilateral trade surplus with the United States. However,
the strength of the dollar may also have enabled Japan
to outcompete the United States in some third markets,
such as Western Europe and East Asia.

When these various special and cyclical factors are
considered together in assessing the behavior of the
Japanese current account, Japan’s large and growing
current account surplus does not point to any overall
weakness of the yen. A significant part of the surplus
appears to be resulting from temporary factors and from
the overall strength of the dollar.

Indeed, once these factors are taken into account,
Japan's underlying current account surplus does not
appear to be very large or to be growing rapidly. A
persistent surplus in the Japanese current account may
or may not lead to an overall appreciation of the real
exchange rate of the yen. That will depend on the joint
future interaction between the private portfolio prefer-
ences of international investors and the public policy
choices of national governments. But the recent
behavior of the Japanese current account does not
suggest that the yen is particulary weak.

The dollar appears too strong, however, If the be-
havior of the U.S. current account is analyzed. Whereas
the Japanese current account surplus as a share of its
GDP is not likely to rise appreciably in 1984, the U.S.
current account deficit 1s expected to rise from over 1
percent of its GDP in 1983 to over 2 percent in 1984,

Although a significant part of the deterioration of the
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U.S. deficit can be accounted for by the relative cyclical
position of the United States and the decline in demand
for U.S. goods from the heavily indebted countries,
especially those in Latin America, the strength of the
dollar is still the single most important factor.® if the
dollar remains at the current level, the U.S. current
account is expected to continue to deteriorate. By end-
1985, according to recorded statistics, the United States
is likely to turn from a net creditor country to a net
debtor country.

One implication of this shift in U.S. wealth will be a
gradual change in the composition of the U S. current
account. Net investment income, which peaked at $33
billion in 1981, has already started declining and will
continue to do so in the foreseeable future. Thus, the
large service account surplus of the seventies will con-
tinue to shrink in the eighties. To achieve a balanced
current account, the U.S. merchandise trade deficit must
be significantly smaller during the eighties than it was
in the seventies. Because of this dynamic effect, the
longer the current account deficit persists, the larger is
the depreciation of the real exchange rate of the dollar
required to eliminate the deficit.

But what is of greater concern about the present sit-
uation is the fact that such large current account deficits
are unprecedented in recent U.S. history, and there is
a great deal of uncertainty as to how the dollar, and
more generally the world financial markets, will react as
the United States continues to demand a greater pro-
portion of world savings.

Because of the current high return and the relatively
low political and economic risk that characterize U S
assets, international investors have so far financed the
growing U.S. current account deficit. However, as the
U.S. current account deficit grows bigger, the perceived
exchange rate nsk of holding financial dollar assets may
begin to dominate the attraction of high U.S. yields, and
market assessment may Increasingly turn against the
dollar The weakening of the dollar since mid-January
may be reflecting such a change, but how far the dollar
will fall and how fast depends on how international
investors and speculators will assess and reassess their
expectations of the future course of the dollar in hight
of new events and new information

To sum up, an assessment of the behawvior of the U S.
current account supports the view that the current
strength of the dollar may not be sustainable indefinitely
but the precise dynamics of the dollar decline is still
impossible to predict.

8According to staff estimates, if the real effective exchange of the
dollar were held constant from 1980 to 1983 at its average 1973-80
level, the US merchandise trade deficit would have been over $30
billion lower in 1983, all other things remaining the same



Chart 3
Real Short-term Interest Rates*
January 1980—November 1983
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Interest rates

Another factor often cited in support of the view that the
yen is undervalued is.the low level of Japanese interest
rates.'®

A closer look at the facts, however, reveals that Jap-
anese interest rates were not particularly low in 1983.
For example, throughout 1983, the three-month Euro-
yen deposit rate (as reported in Morgan Guaranty's
World Financial Markets) remained somewhat higher
than the comparable Euromark rate. Chart 3 provides
additional evidence by taking into account differential
inflation rates. Throughout 1983 the United States
clearly emerges as the country with the highest level of
short-term real interest rates, but Japan's short-term real
interest rates were higher than those of most major
industrial countries."* An examination of long-term real
rates suggest the same conclusion.

There could be disagreements on the details of the
measurement of these real interest rates, but the central
conclusion is clear: the United States has very high
interest rates but Japan does not have very low interest
rates. Therefore, the weakness of the yen vis-a-vis the
dollar cannot be attributed to low Japanese interest
rates but appears to be partly a result of high U.S.
interest rates.

Concluding remarks

The central conclusion of this article is that, from a
macroeconomic and trade point of view, the dollar is too
strong but the yen is not particularly weak. Japan’s
recent gains in competitiveness against the United
States have resulted from an overall strength of the

19A recent expression of this view can be found in the October 19,
1983 1ssue of The Economist (page 77) An article entitled "How
Japan Cheapens the Yen" maintains that Japan “contributes to the
yen's weakness by still ngging interest rates”

"The rates used are monthly averages of daily rates on money market
instruments with matunty of about three months Expected Inflation
In month t 1s proxied by the twelve-month rate of CPIl inflation in
month t+6
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dollar and not from any overall weakness of the yen.
In other words, there is no special yen-dollar imbalance.
Evidence on changes in international competitiveness
as well as an assessment of the present and prospec-
tive current account movements both point to such a
conclusion.

The conclusion that Japan's present and prospective
current account surpluses are not excessively large
once temporary and cyclical factors are taken into
account can, however, be criticized from an international
point of view. Since Japan is the world's second largest
economy, a current account surplus that may not be
large from its national point of view may be considered
to be unduly large by the rest of the world. Japan’s
trading partners may not wish to incur matching current
account deficits for economic or political reasons.

If this is the issue, it needs to be clearly spelled out.
This will open an international debate on how large a
Japanese current account surplus 1s considered unde-
sirable by her trading partners and why. Is a Japanese
current account surplus on the order of 1.0 percent of .
its GDP on average too large from the point of the view
of Japan’s trading partners? Should Japan run a bai-
anced current account on average? Why i1s a small
Japanese surplus desirable? Is it to keep the forces of
protectionism in the United States and in Europe on a
leash?

Similar questions can be raised about the size of the
U.S. current account deficit. Since the dollar is the major
international currency and the United States Is the
world's largest and richest economy, a large and
growing U.S. demand on world savings may create
unique adjustment problems for the international finan-
cial system.

These are important questions. But they do not focus
narrowly on exchange rates. Rather they direct public
attention to the broader issue of the international
implications of different mixes of monetary, fiscal,
financial, and trade policies. Ultimately, the question of
what constitutes correct values of exchange rates can
be understood only in that broader context.

Shafiqul Islam





