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Japanese Financial Policies
and the U.S. Trade Deficit

Introduction

The United States has a tradition of attributing its trade deficits to the finan-
cial policies of its major trading partners. The Nixon administration blamed
the 1971 trade deficit on the failure of other industrial countries to revalue
their currencies. The Carter administration blamed the large U.S. trade def-
icits in the latter half of the 1970s on the failure of Germany and Japan to un-
dertake monetary and fiscal expansion. Blame for the rapidly rising U.S.
trade and current-account deficits of the early 1980s has been assigned chiefly
to the undervalued yen and to the Japanese financial policies to which it is
attributed.
The emphasis on Japanese policies as a major cause of U.S. trade deficits is

understandable. Despite some liberalization of Japan's imports, the U.S. bi-
lateral trade deficit with Japan in 1984 was equal to almost a third of the total
U.S. trade deficit, and the bilateral deficit with Japan in manufactured goods
was over half the total U.S. deficit in manufactured goods (see Table 1 below).
Therefore, it is generally believed that a large share of the increase in U.S.
trade deficits from 1980 through 1984 can be attributed to Japan's trade and
financial policies. The purpose of this essay is to examine the validity of this
allegation with respect to Japan's financial policies.
The following criticisms of Japan's financial policies have been made:
1. Japan's intervention in the foreign-exchange markets has been biased to-

ward depreciation of the yen in terms of the dollar.
2. Japan's mix of fiscal and monetary policies has contributed to an under-

valuation of the yen.
3. Japan's high rate of personal savings combined with reduced domestic

investment and restrictive fiscal policies have resulted in a surplus of domes-
tic income over expenditures. This has given rise to large net capital exports,
which in turn have depressed the exchange value of the yen.

4. Japan's control over international capital transactions and domestic cap-
ital markets and interest rates has encouraged capital exports, thereby con-
tributing to the depreciation of the yen.

The authors appreciate the numerous helpful suggestions from Gary Saxonhouse, Robert E.
Smith, Joe A. Stone, and an anonymous referee.
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We first look at the changes in the U.S. and Japanese trade balances and
exchange rates between 1980 and 1984. Next, we evaluate the above allega-
tions as explanations for the increase in the U.S. multilateral trade deficit be-
tween 1980 and 1984. Finally, we examine the assumption implicit in these
allegations that bilateral trade flows between the United States and Japan are
sensitive to changes in the yen/dollar exchange rate. Because the focus is spe-
cifically on the role of Japan's financial policies in the growing U.S. trade def-
icit since 1980, we are not concerned with U.S. macroeconomic policies ex-
cept as part of the total international environment for Japanese trade and
financial relations. Nor are we concerned with the contribution of Japanese
import barriers or export promotion to the U.S. trade deficit with Japan,
about which there is considerable controversy.

Trade Balances and Exchange Rates

The Trade Balances

The total U.S. trade deficit has grown every year since 1980. In 1984 the
United States had substantial trade deficits with every major trading partner
or group, including Canada, the European Economic Community, Japan, the
OPEC countries, and the oil-importing developing countries. In 1980, by
contrast, the United States had a trade surplus with every major trading part-
ner or group except Japan and the OPEC countries. In accounting for the
large U.S. trade deficits, public attention has been centered on Japan, in part
because the deficit with Japan has been larger than that with any other major
trading partner and in part because of the high visibility of imports from Ja-
pan. In addition, U.S. exports of manufactures to Japan have been lower than
to any other major trading partner and have averaged less than 20 percent of
U. S. manufactured imports from Japan in recent years.

It is important to examine the U.S. trade balance with Japan in a historical
context, because the trade balance in a given year reflects in part a structural
trade relationship. The United States has had a bilateral trade deficit with Ja-
pan since 1965, and this deficit increased in most years from 1965 through
1984. It has also had a multilateral trade deficit in every year since 1975, and
this deficit has increased in most years from 1975 through 1984. However, the
proportion of the total trade deficit accounted for by the bilateral deficit with
Japan declined from 48 percent in 1980 to 31 percent in 1984.

In every year from 1976 to 1982, the bilateral deficit with Japan on trade in
manufactured goods was greater than the multilateral trade deficit in manu-
factured goods; in other words, the United States had a trade surplus in man-
ufactured goods with the rest of the world, excluding Japan. But between
1980 and 1984 its multilateral trade deficit in manufactures grew by $97 bil-
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lion (see Table 1), and in 1984 it had a $47 billion trade deficit in manufactures
with the rest of the world, excluding Japan. Yet its bilateral manufacturing def-
icit with Japan increased by only $25 billion between 1980 and 1984, or by 35
percent of the deterioration in its trade balance in manufactures with the rest
of the world, excluding Japan (see Table 1).
A striking element in the deterioration of the U.S. trade balance between

1980 and 1984 was the decline in total U.S. exports in the face of a 32 percent
increase in total U.S. imports. U.S. exports hardly changed in current dollars
but declined by about 17 percent in constant dollars. During this period,

TABLE 1

U.S. TRADE BALANCE

(in billions of current U .S . dollars)

Total Manufactured Goods a

U.S. U.S. Net U.S. U.S. Net

Exports Imports Exports Exports Imports Exports

U .S . Multilateral Trade

1976 114.7 124.1 -9.3 67.3 64.6 2.7

1977 120.8 151.7 -30.9 69.6 76.9 -7.3

1978 142.0 175.8 -33.8 81.9 100.1 -18.2

1979 184.5 211.8 -27.3 99.4 110.9 -11.6

1980 224.2 249.6 -25.3 123.2 122.4 0.8

1981 237.0 256.1 -28.1 133.1 139.1 -6.0

1982 211.2 247.6 -36.4 119.8 140.3 -20.6

1983 200.7 262.8 -62.1 112.7 159.3 -46.6

1984 220.3 328.6 -108.3 121.4 217.9 -96.5

U.S .-Japanese Bilateral Trade

1976 10.0 16.9 -6.9 2.8 16.0 -13.2

1977 10.4 20.3 -9.9 2.8 19.2 -16.5

1978 12.7 26.5 -13.8 3.7 25.2 -21.6

1979 17.4 28.2 -10.8 5.2 26.8 -21.5

1980 20.8 33.0 -12.2 6.6 31.4 -24.7

1981 21.8 39.9 -18.1 7.2 38.1 -31.0

1982 20.7 37.7 -17.0 6.8 38.2 -31.3

1983 21.7 41.3 -19.6 7.5 41.5 -34.0

1984 23.3 57.3 -34.0 8.1 57.9 -49.8

a Manufactures, machinery and transport equipment, and miscellaneous manufactures.

NOTE: Figures for total trade are f.o.b. Exports of manufactured goods are Ea. s. , and imports

are c.i.f. (Thus, imports of manufactured goods can be larger than total imports.)

SOURCE: Survey of Current Business, U.S. Department of Commerce, various issues;

Highlights of U .S . Exports and Import Trade, U.S. Department of Commerce, various issues.
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however, U.S. exports to Japan rose by 12 percent in current dollars and re-
mained at about their 1980 level in constant dollars.
These data suggest that the change in the U.S.-Japanese trade balance be-

tween 1980 and 1984 was not the major contributing factor to the deteriora-
tion of the total U.S. trade balance. Although there was a large deterioration
of the U.S. trade deficit in manufactured goods over the period, the bilateral
balance with Japan performed relatively better than the balance with the rest
of the world, excluding Japan.
Emphasis on Japan's large bilateral surplus with the United States can be

misleading. In a multilateral trading system, structural factors make for large
bilateral imbalances, and an increase in the overall surplus of one country
may affect bilateral balances between other countries. We should therefore
ask whether the growth in Japan's trade surplus between 1980 and 1984 was
in part responsible for the deterioration of the U.S. trade balance with third
countries. This could occur, for example, if Western Europe's manufactured
exports to Japan were diverted to the United States as a consequence of in-
creased Japanese import barriers. There is no evidence of such diversion,
however. In 1984 Japan had a multilateral trade surplus of about $40 billion
(f.o.b.), compared with $2 billion in 1980. But the dollar values of Japan's ex-
ports and imports in trade with Western Europe and the oil-importing devel-
oping countries were remarkably stable between 1980 and 1984. About 85
percent of the improvement in Japan's trade balance between 1980 and 1984
represents the improvement in its trade balance with the United States and
the OPEC countries. Therefore, it seems unlikely that the increase in Japan's
overall trade surplus contributed substantially to the deterioration in the
U.S. trade balance with the rest of the world.

The Yen/Dollar Exchange Rate

Many observers hold that the yen has been undervalued and the dollar over-
valued since 1980 (e.g., Bergsten, 1982a, and Williamson, 1983, p. 34). Al-
though we question the economic significance of overvaluation or underval-
uation with respect to exchange rates determined in free markets, we shall
nevertheless examine evidence as to whether the yen was undervalued in a
global context.
The value of the yen in terms of the dollar has fluctuated widely since 1976

(see Table 2). The yen reached its highest average level in terms of the dollar
in 1978 but declined sharply thereafter, and by 1980 was 7 percent below its
1978 level; by 1982 it was 15 percent below that level. In 1983, however, the
dollar value of the yen rose by 5 percent, and it maintained the same average
level in 1984, remaining within 5 percent of its 1980 level (Table 2).
The effective yen exchange rate (trade-weighted against fifteen major cur-

rencies) appreciated by nearly 18 percent on a nominal basis between 1980
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and 1984 (annual averages). The real effective yen rate depreciated by 5

percent between 1980 and 1984, but by less than the depreciation of the

Deutschemark, the French franc, and the pound sterling. Among the curren-

cies of America's major industrial trading partners, only the Canadian dollar

appreciated in real terms during this period (see Table 2). It seems difficult,

therefore, to make a case that the yen weakened on a global basis between

1980 and 1984.
Between 1980 and 1984, the purchasing power of the yen, measured by

consumer prices, rose by 12.5 percent relative to that of the dollar, while the

nominal yen/dollar rate declined by 4.6 percent. Hence, the exchange value

of the yen in terms of the dollar was undervalued by about 17 percent in 1984

measured in terms of purchasing-power parity based on 1980. In these same

terms, however, the Deutschemark and the pound sterling were underval-

ued in relation to the dollar by 43 and 36 percent respectively (1980 = 100).

While we do not regard purchasing-power parity as a significant measure of

TABLE 2

NOMINAL AND REAL EFFECTIVE EXCHANGE RATES

(/980-82 average = 100)

Yen/Dollar Japan U.S. France Germany U.K. Italy Canada

Nominal:

1976 78.3 78.3 100.8 113.8 85.2 91.3 138.5 123.5

1977 86.4 86.8 100.3 108.1 91.6 86.2 117.5 114.0

1978 110.3 106.9 92.1 106.4 88.7 86.2 118.2 104.0

1979 105.9 99.6 90.8 106.0 99.9 90.9 112.8 100.4

1980 102.4 95.5 90.7 106.5 100.0 99.8 108.4 100.4

1981 105.2 105.8 99.5 100.4 97.2 102.1 98.8 100.2

1982 93.2 98.6 109.8 93.1 102.8 98.1 92.8 99.4

1983 97.7 107.8 114.2 87.3 107.6 91.6 90.3 100.8

1984 97.7 113.0 122.4 84.4 107.4 88.1 86.7 97.3

Real:
1976 98.3 94.7 103.8 104.7 70.6 102.3 116.2

1977 103.7 94.0 101.1 105.6 74.0 101.1 108.2

1978 118.5 88.3 100.7 106.0 77.1 98.6 100.3

1979 105.7 88.0 101.2 107.1 85.2 100.8 100.5

1980 103.1 89.5 102.2 103.5 99.2 103.5 99.6

1981 104.7 100.7 100.2 97.4 101.9 98.7 100.0

1982 92.3 109.8 97.7 99.1 98.9 97.8 100.4

1983 96.6 112.6 95.9 99.3 93.0 100.0 103.0

1984 97.6 118.1 96.4 96.5 89.2 100.9 101.2

NOTE: Effective exchange rate trade-weighted against fifteen major currencies.

SOURCE: World Financial Markets (April 1984 and April 1985), Morgan Guaranty Trust Company, and

International Monetary Fund, various issues.
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undervaluation, these calculations provide evidence for those who do that the
yen did not depreciate relative to other major currencies.
Turning to another measure, Japan's "normalized" relative unit labor costs

(i.e., unit labor costs adjusted for the real effective exchange rate and for cy-
clical swings), the index for Japan rose by 7 percent between 1980 and 1984.
This rise was larger than that for all other major industrial countries except
the United States and Canada, whose indexes rose by 43 and 17 percent re-
spectively (International Financial Statistics, June 1985). In fact, the indexes
for most industrial countries actually declined between 1980 and 1984. This
suggests that Japanese unit labor costs have not declined relative to those of
most other industrial countries. When measured in dollars, Japan's unit labor
cost declined by 8 percent between 1980 and 1983, as contrasted with a rise
of 11 percent for the United States. But this decline was smaller than those
for other major U.S. trading partners, except Canada.
The various measures discussed above suggest that while the yen may have

been undervalued in terms of the dollar in 1984, it was not undervalued in
terms of other major currencies. All these measures are based on changes in
the relationship between nominal exchange rates and relative prices or costs
from a base period (1980) when the exchange value of the yen is assumed to
have been more or less consistent with balance-of-payments equilibrium. But
in the absence of strong exchange-market intervention leading to a large ac-
cumulation of official reserves, or of heavy trade and exchange restrictions, by
what criterion should we judge whether the value of the yen was consistent
with equilibrium in 1980 or was undervalued in 1984? To say a currency is
undervalued simply on the basis of the current-account surplus is arbitrary if
not meaningless.
For many years, economists defined equilibrium in terms of the basic bal-

ance: the sum of the current-account balance and net long-term capital flow.
It is very difficult, however, to distinguish between short-term and long-term
capital movements: financial instruments defined as long-term, such as bonds
and stocks, are often held for short periods of time, so that transactions in
long-term assets may be quite volatile. In recent years, efforts to define equi-
librium have emphasized the relationship between "internal balance" and the
current account. Internal balance usually refers to the relationship between
domestic savings and domestic investment. Williamson (1983, p. 14) has
sought to combine these two approaches by defining a -fundamental equilib-
rium exchange rate" as "that which is expected to generate a current account
surplus or deficit equal to the underlying capital flow over the cycle, given
that the country is pursuing 'internal balance' as best it can and not restricting
trade for balance of payments reasons." But Williamson's definition is unsat-
isfactory both because of the difficulty of distinguishing between volatile and
underlying capital movements and because there are no generally accepted
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objective criteria for assessing the appropriateness of a country's "internal
balance- as determined by domestic financial policies.

Japan's current-account surplus in 1984 was $35 billion, as contraSted with
a current-account deficit of $11 billion in 1980. It has been argued that Japan's
large surplus reflects a substantial degree of imbalance between domestic
savings and investment that has given rise to portfolio shifts unrelated to real

capital outflows. The nature of Japan's internal imbalance and its relationship

to Japan's balance of payments will be examined below. Before taking up that

subject, however, we will examine Japanese financial policies. In the absence
of strong intervention in the exchange market, the exchange value of the yen

is determined by the domestic policies of all major trading countries. Rather

than ask whether the yen is undervalued, we therefore ask whether Japan's
domestic financial policies are compatible with what may be regarded as a de-

sirable framework for global balance-of-payments relationships.

Japanese Financial Policies

Japanese financial policies are believed to have reduced the exchange value
of the yen and increased Japan's current-account surplus. These policies are
said to include intervention in the foreign-exchange market, fiscal restraint

combined with an expansionist monetary policy, and capital and credit con-

trols that encourage capital exports. Japanese policies in each of these areas
are examined in this section. It should be observed, however, that except for

exchange-market intervention and direct controls over domestic and inter-

national financial transactions, the effects of domestic financial policies on the
balance of payments of an individual country must be considered in the con-

text of the financial policies of its major trading partners. In addition, they

must be evaluated in relation to structural conditions within the country,
such as the relationship between domestic savings and investment.

Intervention Policy

Some critics of Japanese policies, including spokesmen for the National As-
sociation of Manufacturers and the United Auto Workers (GAO, 1984, p. 38)

have suggested that the Bank of Japan has pursued an intervention policy de-
signed to maintain a relatively "low- yen value in order to promote Japan's
export competitiveness. Testimony to this effect submitted to the Subcom-
mittee on International Finance and Monetary Policy in its Hearings on Jap-
anese-U.S. Trade in 1982 led the Subcommittee to request that the General
Accounting Office undertake a study of Japanese foreign-exchange operations
over the past ten years. The resulting report (GAO, 1984), as well as a number
of other studies, do not support the view that Japanese intervention has sys-

tematically depressed the dollar value of the yen. The Bank of Japan's ex-
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change-rate objectives have varied over the last decade. At times the Bank
has defended a target rate, as in July 1978, when it sought to prevent the yen
from rising above the Y200-per-do1lar level. However, the evidence suggests
that the Bank's predominant policy has been -leaning against the wind.-

Table 3 shows two measures of Japanese exchange-market intervention:
gross changes in official Japanese reserves, and changes in the Japanese
foreign-exchange-fund accounts.' Both measures show that the Bank of Japan
has tended to buy yen when the yen is depreciating and sell yen when it is
appreciating. For example, the 7.3 percent drop in the yen following the oil
price shock in the fourth quarter of 1979 was met with heavy support opera-
tions by the Bank of Japan, as indicated by a $5 billion decline in official re-
serves and a decline of $6.2 billion in the foreign-exchange-funds account. In
1982 Japan lost almost $5 billion in reserves in an attempt to slow the decline
in the yen against the dollar, while the foreign-exchange-funds measure that
year shows that the Bank's intervention was even greater than the reserve
loss: the Japanese authorities sold $8.9 billion (net) of foreign exchange. By
contrast, during 1983 and the first quarter of 1984, a period when the yen was
usually appreciating against the dollar, Japan acquired almost $2 billion in of-
ficial reserves in order to moderate the appreciation.

Regression evidence derived from estimating intervention functions for
the Bank of Japan also indicates that its policy was to lean against the wind.
Argy (1982) estimated that the Bank of Japan bought or sold an average of
$210 million in the current month in response to a 1 percent appreciation or
depreciation in the effective trade-weighted value of the yen; his study cov-
ered the period March 1973 to December 1979. Similarly, Hutchison (1984)
estimated that the Bank of Japan bought or sold approximately $167 million
in the current month in response to a 1 percent appreciation or depreciation
of the dollar value of the yen; this study covered the March 1973 to October
1981 period. Fried and Trezise (1983) argue that Japan moved to support the
yen against the dollar in 1981-82, both by intervention in the foreign-ex-
change market and by restricting outflows of foreign capital.

While leaning against the wind may influence the exchange rate in the
short term, this sort of intervention has little effect over extended periods;
intervention on both sides of the market tends to cancel out. The intent of the

The change in foreign-exchange funds differs from the corresponding change in gross inter-
national reserves by (1) including the change in official deposits of foreign exchange with com-
mercial banks (the so-called "hidden reserves") and (2) excluding transactions that are conducted
outside the foreign-exchange market. Including official Bank of Japan deposits of foreign ex-
change with commercial banks is useful. Upon occasion, Japan has used "hidden reserves" to
conceal its spot foreign-exchange purchases by having a commercial bank buy or sell for the Bank
of Japan in the commercial bank's name (Taylor, 1982, p. 70). The excluded extramarket trans-
actions, comprised of earnings on official reserve assets and of receipts from U.S. military trans-
actions, do not represent active Bank of Japan intervention.
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TABLE 3

OFFICIAL JAPANESE INTERVENTION IN THE FOREIGN-EXCHANGE MARKET:

CHANGES IN RESERVES, FOREIGN-EXCHANGE FUNDS, AND EXCHANGE-RATE

(dollar figures in billions)

Gross Change in
Official Reserves

(less gold) a

Change in the
Foreign-Exchange
Funds Account b

Percent Change in
Yen/Dollar

Exchange-Rate '

1974 $1.3 -$1.3 7.5%
1975 -0.6 -2.1 1.4
1976 3.8 2.6 -4.0
1977 6.6 6.2 -18.0
1978: I 6.3 7.7 -7.3

II -1.9 1.1 -7.9
1.9III 2.9 -7.6

IV 3.8 3.1 2.9
1979: I -4.2 -3.9 7.5

II -4.1 -4.1 3.7
III 0.4 0.8 2.9
IV - 5. 0 -6.2 7.3

1980: I - 1. 8 -3.7 4.2
4.1II 2.4 -12.8

III 1.1 0.9 -2.5
IV 1.6 1.2 -4.3

1981: I 1.9 1.5 3.9
II 1.0 0.3 7.0

0.2III -1.1 3.1

IV 0.6 -0.6 -5.5
1982: I -1.1 -1.9 12.1

II -1.7 -2.6 3.0
III -1.4 -2.5 6.1
IV -0.7 - 1.9 -12.8

1983: I 0.9 0.2 1.9
0.9II 0.1 0.1

III -0.1 -0.5 -1.5
IV -0.4 0.0 -1.7

1984: I 0.6 0.1 -3.2
II 0.1 -0.5 5.7

0.3III -0.6 3.4
IV 0.8 0.0 2.3

a International Financial Statistics, various issues.
b Bank of japan, Economic Statistics Monthly (April 1985), Table 7. The flow of foreign-

exchange funds is converted to dollars with period average yen/dollar exchange-rate data.
Obtaining the dollar flow of funds by first differencing end-of-period outstanding stocks (after
converting to dollars with end-of-period exchange-rate data) is not possible since end-of-period
stock data are not available.

Percent change in end-of-period yen/dollar exchange rates. Minus sign indicates appre-
ciation of the yen.
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policy is to slow but not reverse exchange-rate movements in the short run,
in order to reduce exchange-rate volatility, while not interfering with longer-
term trends. Admittedly, it is difficult to distinguish empirically between
such behavior and episodes in which the Bank of Japan intended to hold the
line on the yen but gave up when the cost became too great. Nonetheless,
there is no evidence that the Bank has intervened systematically in recent
years to depress the yen. Moreover, the scale of the Bank's intervention has
been markedly smaller since 1983 than in previous years, as indicated in
Table 3. The scale of the Bank's intervention and the size of Japan's foreign-
exchange reserves are exceedingly small in relation to the total volume of
transactions on the Japanese foreign-exchange market. In 1982, for example,
the volume of Japanese interbank trading in all currencies totaled $1,285 bil-
lion, and direct yen/dollar trading was $1,186 billion (Hama, 1983, p. 27). By
contrast, Japan's reserves totaled only $23 billion at the end of 1982.
The absence of a trend in the foreign-exchange portion of Japan's official

reserves is further evidence that the Japanese authorities did not systemati-
cally intervene to depress the value of the yen. At the end of 1980, Japan's
official foreign-exchange holdings totaled $21.6 billion, rising to $24.7 billion
at the end of 1981, and declining to $19.2 billion at the end of 1982. At the
end of 1984, they stood at $22.3 billion. The other components of Japan's re-
serves have either remained constant, as in the case of gold, or fluctuated pas-
sively in response to transactions initiated by others, as in the case of Japan's
SDR holdings and reserve position in the IMF (International Financial Sta-
tistics, various issues).

Furthermore, Japan's official intervention in the foreign-exchange market
is unlikely to have had a significant impact on the exchange rate because it has
not been allowed to influence the monetary base—that is, intervention op-
erations have been sterilized. This means that purchases or sales of foreign
exchange by the central bank are accompanied by offsetting sales or pur-
chases of domestic bonds, leaving the reserves of commercial banks un-
changed. Nonsterilized intervention is likely to have a much greater effect on
the exchange rate than sterilized intervention, because the former involves
an increase or decrease in the domestic money supply, which in turn magni-
fies the effect on the exchange rate resulting from an official purchase or sale
of foreign exchange.

Empirical evidence that the Bank of Japan routinely sterilizes its interven-
tion operations is provided by estimates of the -sterilization coefficient.- A
sterilization coefficient equal to minus 1 indicates that the monetary base is
totally insulated from the central bank's foreign-exchange operations. A coef-
ficient equal to 0, by contrast, indicates that intervention is allowed to have
its full effect on the money supply—official intervention is totally nonsteri-
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lized. Two studies covering both the fixed- and floating-rate periods provide

estimates of the sterilization coefficient for Japan: Hickman and Schleicher

(1978) put it at — 1.22 and Laney (1979) puts it at — 1.69. Hutchison (1983)

estimates the coefficient to be between — 1.14 and — 1.25 for the floating-rate

period from October 1973 to October 1981. These estimates indicate that the

Bank of Japan more than offsets the effects of its foreign-exchange purchases

on the monetary base, that is, it reduces bank reserves by more than they are

raised by foreign-exchange purchases. This evidence, together with ex post

indications of leaning against the wind, suggests that the Bank's intervention

operations have not consistently tended to depress the exchange value of the

yen.

Monetary Policy

Under some circumstances, an expansionary monetary policy may promote

capital exports. Therefore, it is important to consider the criticism that Ja-

pan's monetary policy was expansionary during the 1980-84 period (Bergsten,

1982b; World Financial Markets, December 1982, p. 6; The Economist, Nov.

19, 1983, p. 77). We examine several monetary indicators, including the rate

of growth of the monetary aggregates, the rate of inflation, and changes in real

interest rates.
After reducing the rate of monetary growth in response to the second oil

price shock (1979-80), the Bank of Japan increased it in mid-1981 to between

9 and 10 percent per annum, as measured by M2 plus certificates of deposit—

the most common monetary-growth measure in Japan—and it sharply de-

creased its discount rate (Yoshitomi, 1983b, p. 36). Thereafter, Japan's money

growth rate declined. Despite a strong growth rate in real GNP, annual

growth in M1 averaged 4.1 percent from 1982 through 1984, while the
broader monetary aggregate, M2 plus CDs, rose at an average annual rate of
8.1 percent. By contrast, in the United States and Germany M1 grew at
average annual rates of 8.2 and 7.2 percent respectively, while M2 grew at

average annual rates of 9.9 and 5.7 percent respectively (Economic Statistics
Monthly, Bank of Japan, April 1985, p. 182).
Perhaps the most significant indicator of monetary policy is the rate of in-

flation. Japan's inflation rate as measured by the CPI declined from nearly 8
percent in 1980 to 4.9 percent in 1981 and averaged less than 2.3 percent per
year from 1982 through 1984. No other country has approached this record in
recent years.
Movements in interest rates not only reflect monetary policy but may di-

rectly influence capital flows. Japan's nominal interest rates were significantly
lower than those in the United States and most other industrial countries over
most of the 1980-84 period. Only Germany and Switzerland had nominal in-
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terest rates near or below those in Japan. Nevertheless, real short-term in-
terest rates, that is, nominal rates less CPI inflation, have risen in Japan since
1981 and have not been low by international standards. They were below
those of the United States and the United Kingdom in 1983 and 1984 but were
generally above those of France, Germany, and Italy from 1981 to 1983 (see
Table 4). The rise in Japan's real short-term interest rates after 1981 mainly
reflected the decrease in the inflation rate rather than a rise in the nominal
interest rate.
In recent years, the Bank of Japan has resisted domestic pressure to lower

the discount rate and stimulate money growth, on the grounds that this would
lead to a further depreciation of the yen (Hama, 1983, p. 34). From Decem-
ber 1981 to March 1985, it lowered its discount rate by only 50 basis points,
and the 5 percent rate set in March 1983 has prevailed for more than two
years. By contrast, the Federal Reserve lowered its discount rate from 12 per-
cent in March 1981 to 8 percent in March 1985, while the Bundesbank low-
ered its discount rate from 7.5 to 4.5 percent over this same period. Of the
major industrial countries, only France maintained an unchanged discount
rate.
The OECD Economic Survey, Japan (1984, p. 26) observed that a key ob-

jective of monetary policy was to prevent a weakening of the external value of
the yen, even though domestic economic conditions warranted greater mon-
etary ease. Similarly, an international comparison of recent monetary policies
concluded that the Bank of Japan has endeavored to limit depreciation of the
yen by keeping interest rates higher than might have been desirable on do-

TABLE 4

REAL SHORT-TERM INTEREST RATES

1981 1982 1983 1984

Japan 2.8 4.5 4.9 4.0
U.S. 6.0 6.1 5.9 5.9
France 1.9 2.9 3.0 4.6
Germany 5.8 3.6 2.5 3.6
U.K. 1.6 3.4 5.3 4.5
Italy 1.8 3.7 3.8 6.2
Canada 5.3 2.8 3.5 6.8

NOTE: Real interest rates are calculated as the difference between national money-
market rates and CPI inflation.
SOURCE: International Financial Statistics, various issues. Money-market rates are

derived from the following line items: U.S. and Italy (line 60b); Canada (60c); France,
Japan, and Germany (60bs); and the U.K. (60cs). CPI inflation rate (64x).
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mestic grounds (Atkinson and Chouraque, 1984, P. 28). Thus, there is sub-
stantial evidence that Japan has not followed an expansionary monetary policy
in order to depress the yen.

Fiscal Policy

Although Japan cannot rightly be accused of pursuing an expansionary mon-
etary policy during the 1982-84 period, it clearly adopted restrictive fiscal
policies between 1979 and 1984. Moreover, there is widespread agreement
that Japan's fiscal policy, pursued against a backdrop of high domestic savings
and a relatively low level of domestic investment, has been a major cause of
Japan's growing trade and current-account surpluses (Bergsten, 1982b;
Saxonhouse, 1983; Yoshitomi, 1983a; OECD, 1984). Some economists in the
Japanese Ministry of International Trade and Industry and in the Economic
Planning Agency agree with this conclusion and have argued for a more stim-
ulative fiscal policy in order to reduce the trade surplus. Economists in
Japan's Ministry of Finance agree that Japanese "surplus saving" is an impor-
tant cause of the large trade surplus but reject fiscal expansion as a cure.
Rather, they argue that the government budget should be balanced by 1990
(The Economist, Apr. 27, 1985, p. 85). A reduction of budget deficits has been
an objective of the Japanese government since 1979, when the cabinet an-
nounced its intention to eliminate the current deficit in the central govern-
ment's budget by 1984 (Yoshitomi, 1983b, p. 36). A recent OECD report
summarized current Japanese policy as "dominated by concern about large

public sector deficits and the mounting volume of public debt" (OECD, 1984,

p. 26).
There are two approaches to evaluating the impact of Japan's fiscal policies

on international balance-of-payments equilibrium. One is to compare
changes in Japan's fiscal policies with those of other major countries. This ap-
proach, which assumes that international equilibrium is promoted when ma-
jor industrial nations follow similar financial policies, frequently underlies ef-
forts to coordinate the financial policies of the major trading countries. The
second approach is to evaluate Japan's fiscal policies in terms of basic internal
variables, such as the rate of economic growth, unemployment, inflation, sav-
ing, and investment. We use both approaches.

Japan's central-government budget deficit rose as a percentage of GNP
from 5.3 percent in 1978 to 6.0 percent in 1981 and then declined to 5.6 per-
cent in 1984. By contrast, the U.S. Federal budget deficit rose from 2.2 per-
cent of GNP in 1981 to 5.4 percent in 1983 and then fell to 4.8 percent in
1984. For five other major industrial countries, the trend in fiscal deficits was
mixed. In Germany the central-government deficit fell from 2.2 percent of
GNP in 1981 to 1.6 percent in 1984, and in the United Kingdom it fell from

13



4.1 percent to 3.3 percent. By contrast, the deficits of Canada, France, and
Italy as percentages of GNP rose between 1981 and 1984 (World Economic
Outlook, IMF, April 1985, p. 220). Although Japan has been pursuing a fiscal
policy that is somewhat more restrictive than those of four of the six countries
mentioned, its fiscal deficits in 1984 were larger as percentages of GNP than
those of these countries except Canada and Italy. Overall, it does not appear
that Japan's fiscal policy has been substantially out of step with those of other
major industrial countries, excluding the United States.
Turning to the second approach, Japan has not pursued fiscal restraint at

the expense of growth in real GNP, which has averaged about 4.3 percent
from 1980 through 1984. Although its growth rate was higher during the
1970s, its 1980-84 rate was higher on average than that of any other major in-
dustrial country. Critics of Japan's fiscal policies have pointed out, however,
that Japan has maintained a high rate of private saving, while its domestic in-
vestment has declined. Had Japan run larger fiscal deficits during the 1980-
84 period, they argue, some of the -excess- private savings would have been
absorbed domestically and less would have gone abroad in the form of capital
exports.
From 1978 through 1980, fixed capital formation as a percentage of GNP

averaged 31.6, while from 1983 through 1984, it averaged only 28.2 percent
(International Financial Statistics, September 1985, p. 278). From 1978
through 1981, private savings in Japan (household plus corporate) were esti-
mated at 29.3 percent of GNP, and private investment was estimated at 24.9
percent. But the excess of private savings over private investment was ap-
proximately offset by a fiscal deficit equal to 4.6 percent of GNP (Yoshitomi,
1983a, p. 20). In the 1980s, by contrast, private investment has been lower
while private savings have remained at a relatively high level, estimated at
nearly 30 percent of GNP in 1983. With the reduction in the fiscal deficit,
there has been an excess of overall savings (private savings less the deficit)
over private investment. This excess has been balanced by a growing current-
account surplus (net foreign investment).
In view of the decline in private investment, should Japan have maintained

or even increased its fiscal deficit to prevent a rise in its current-account sur-
plus? The question raises two important issues.

First, given Japan's objective of reducing the fiscal deficit, are there other
measures that might be used to reduce the current-account surplus? There
are undoubtedly measures that the Japanese government could take to alter
the country's savings and investment pattern without compromising its fiscal
objective. For example, to discourage saving in favor of social expenditures,
higher income taxes might be levied on large personal incomes and the pro-
ceeds devoted to housing subsidies and a variety of other social expenditures.
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Greater use might also be made of investment tax credits. However, such

changes might be even less acceptable to the government than a reversal of

its policy on fiscal deficits.
The second issue has to do with the extent of Japan's responsibility for con-

tributing to international balance. The large U.S. current-account deficit had

to be offset somewhere by current-account surpluses. It has already been

shown that Japan's trade balance reflects in the main the improvement in its

trade balance with the OPEC countries and its trade surplus with the United

States. How should responsibility between surplus and deficit countries be

divided in the interest of international equilibrium?
Japan's responsibility for promoting international balance is set forth some-

what ambiguously by the OECD:

The reduction of the public sector deficit may tend to increase net domestic sav-
ing, thereby maintaining upward pressure on current external transactions. Assum-
ing no major imbalance in the OECD's global current-account position, a Japanese
surplus of some size matched by net capital outflows should not be viewed as ab-
normal given the maturing of Japan's economy, her high saving propensity and her
capacity to innovate. But in a context of high unemployment abroad and widespread
protectionist sentiment, a number of conditions will have to be met for such a bal-
ance-of-payments pattern to be accepted internationally. Domestic demand in Ja-
pan must expand steadily and the exchange rate should be seen as properly reflect-
ing the strength of fundamentals. But, equally important, the free operation of
market forces in both goods and financial markets should not be hampered by re-
maining impediments of various sorts. (OECD, Economic Surveys, Japan, 1984,
p. 67)

This report suggests that Japan has an international obligation to expand

domestic demand, in addition to liberalizing trade and maintaining free in-

ternal and external financial markets. But the Japanese authorities might well

take the position that an expansion of domestic demand in the face of rela-

tively low unemployment and satisfactory economic growth would increase

the inflation rate, and that the major responsibility for restoring international

balance lies with the countries experiencing current-account deficits, mainly

the United States. This is an old issue that was debated during the pre-

Bretton Woods discussions in Washington and again in 1970-71 when the

U.S. Treasury was putting pressure on European members of the IMF to ap-

preciate their currencies and adopt expansionary financial policies. In one

foim or another, it is the old question of whether surplus countries as well as

deficit countries have an obligation to adjust their financial policies.

Liberalization of Financial Markets

Japanese controls over domestic and international capital transactions have

been regarded as promoting net capital outflows and thereby tending to
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weaken the yen in the exchange markets (The Economist, Nov. 19, 1983,
p. 77; Murchison and Soloman, 1983). This belief was expressed by the U.S.
Secretary of the Treasury, Donald Regan, at the American Center in Tokyo
on March 24, 1985: -Why is the yen weak in relation to the dollar when there
is an imbalance in trade [in Japan's favor]? It is because the yen is a protected
currency and the dollar is free.- Secretary Regan's statement was a gross ex-
aggeration, since Japan had already taken a number of important steps to lib-
eralize its capital markets. Furthermore, it would be difficult to determine
whether the remaining controls tend on balance to strengthen or weaken the
yen. Nevertheless, following negotiations with U.S. Treasury officials in May
1984, Japan's Minister of Finance agreed to accelerate the liberalization of
Japanese financial markets and the internationalization of the yen.

Prior to the late 1970s, Japan maintained a variety of restrictions on both
imports and exports of capital. Beginning in the late 1970s and continuing
during the 1980s, controls on both foreign and domestic capital markets were
relaxed or removed. The Foreign Exchange and Foreign Trade Control Law
of December 1980 officially confirmed the process of financial liberalization
that had been taking place in Japan at the administrative level. The impor-
tance of the law was more than technical, given the considerable delays Jap-
anese and foreign institutions often encounter in Japan in obtaining official
approval for their actions (Pigott, 1983, p. 40). The 1980 law also established
the principle that all international transactions would be free of controls,
thereby reversing the old principle of prohibiting transactions unless specifi-
cally authorized by the authorities (Wakatsuki, 1984, p. 3). In practice, how-
ever, the Japanese Ministry of Finance has continued to oversee, and at times
restrict, volume and market access in certain categories of transactions. Con-
trols continue to be exercised on overseas syndicated lending, foreign partic-
ipation in the Japanese securities market, the Euroyen securities market, and
purchases of foreign securities by Japanese institutional investors (Freeman,
1984, p. 8).

Nevertheless, there has been considerable liberalization of Japan's inter-
national transactions, and it has taken place more rapidly than deregulation
of domestic capital markets. Although some progress has been made in
freeing interest rates, rates for bank deposits and bank lending are not fully
determined by market forces (Freeman, 1984, p. 9).
The deregulation of Japanese financial markets in recent years appears to

have spurred capital outflows independently of the incentives provided by
higher interest rates abroad. Japanese residents and institutions have for the
first time been given an opportunity to diversify their portfolios by acquiring
foreign assets. A substantial part of the recent increase in recorded capital
outflows may therefore reflect a gradual but one-time stock adjustment. Thus
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far, capital inflows have not increased as much as outflows in response to lib-

eralization measures. But financial markets in Japan are still relatively unde-

veloped and offer only a limited range of financial instruments to foreign

investors. As the number and variety of financial markets expand, larger

amounts of foreign capital should be drawn to Japan.

Because international capital liberalization is proceeding somewhat in ad-

vance of domestic liberalization, net capital outflows may have been tempo-

rarily promoted. Yet the capital restrictions that remain pertain largely to cap-

ital outflows. This observation is consistent with the testimony of Bergsten

(1984, p. 4) that "the recently announced 'U. S.-Japan yen agreement' will

make the problem worse at least in the short run, by encouraging more cap-

ital outflow from Japan."

The Yen/Dollar Exchange Rate and U.S. Trade with Japan

Between 1980 and 1984 the U.S. bilateral trade deficit with Japan increased

from $12 to $34 billion, or nearly threefold, and the bilateral deficit in man-

ufactured goods approximately doubled. In the previous section, we explored

four Japanese financial policies that have been offered as fundamental expla-

nations for these increases—systematic intervention in the yen/dollar mar-

ket, expansionary monetary policy, restrictive fiscal policy, and capital con-

trols. In each case, we asked whether the policy had led to the deterioration

in the U. S. trade balance with Japan by causing a sustained depreciation in

the dollar value of the yen.
In principle, however, a change in the exchange rate may have a strong or

weak effect on the trade balance between two countries. As Magee (1973)

pointed out, the effect depends on two factors—the pricing behavior of ex-

porters in response to a change in the exchange rate, called "passthrough,"

and the behavior of importers in response to a change in the prices of traded

goods. Different trade-balance effects are implied by alternative patterns of

passthrough and differing price elasticities of demand. One such effect that

has been discerned in some research is the J-curve, when depreciation of a

country's currency initially impairs its trade balance but improves it over

time. 2
This section surveys previous empirical work on the sensitivity of U. S.

trade with Japan to movements in the exchange rate. It examines estimates of

2 The reason for a J-curve is twofold—depreciation tends to increase import prices more rap-

idly than export prices (in the domestic currency), so that passthrough is more rapid on the im-

port side, and demand responds to price changes with a lag of several quarters. The conventional

wisdom about the time pattern of the J-curve is that improvement in the trade balance occurs

one to two years after depeciation (Goldstein and Young, 1979).
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price elasticities of demand and of passthrough patterns in supply for Japa-
nese multilateral trade and for bilateral trade between the two countries. The
section concludes with an assessment of the implications of an appreciation of
the yen.

Japanese Multilateral Evidence

The vast majority of empirical studies on exchange-rate effects are multilat-
eral in nature, but they throw some light on bilateral effects as well. Because
over a third of Japanese exports go to the United States, the sensitivity of bi-
lateral trade between them can be obtained indirectly from estimates meas-
uring the response of Japanese multilateral trade to changes in the foreign-
currency value of the yen. In addition, multilateral evidence may provide
some information about competition from third markets.
The price sensitivity of the foreign demand for Japanese exports has been

shown in most studies to be strong, at the aggregate and disaggregated levels.
In the survey by Stern, Francis, and Schumacher (1976, p. 21), the -best"
point estimates for the long-run price elasticity of foreign demand for total
Japanese exports and for manufactured exports are — 1.77 and — 1.24 respec-
tively. The price sensitivity of Japan's demand for imports has been found to
be weaker than for exports, especially for total imports. In Stern et al. (1976,
p. 21), the best point estimate for the long-run elasticity of the Japanese for
imports is —1.42 for manufactured imports but only —0.78 for total imports,
each less than the corresponding estimate for exports. The finding of higher
price elasticities of demand for exports than for imports seems reasonable.
Price elasticities of demand for manufactured goods are consistently higher
than for other categories (Stern et al., 1976, p. 13), and the bulk of Japanese
exports are in manufactured goods, whereas the bulk of Japanese imports are
primary products and industrial materials.
The second factor determining exchange-rate effects on trade is the pricing

behavior of exporters. Recent estimates (Spitaller, 1980; Bernauer, 1981; and
Citrin, 1985) find passthrough to be about 50 percent for Japanese exports but
close to 100 percent for Japanese imports, implying a stronger exchange-rate
effect on imports. The survey by Goldstein and Khan (1985, p. 1090) reports
a similar finding, and they argue that the stronger passthrough on the import
side helps to explain the early stages of the J-curve found in the response of
the Japanese trade balance.
The net effect of exchange-rate changes on Japanese trade based on these

partial-equilibrium studies and on major econometric models has been found
to be strong. As summarized by Saxonhouse (1983, pp. 279-280), -a change in
the price of the yen relative to other currencies will result in a substantial
change in the Japanese current account," an implication of all models pertain-
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ing to Japan -regardless of the detail or the lack of detail in their treatment of
the foreign sector and its linkages with the domestic economy and abroad."

Recent studies of Japan that include data after 1980, however, question this
optimistic finding. Using a model that allows for the effect of changes in final
demand on imported inputs, Ueda (1983) finds that a change in the value of
the yen does not have very large effects on Japan's trade balance in the short
or long run. Citrin (1985) presents detailed estimates for five of Japan's export
industries and finds significant price effects on demand for only two of them.
Finally, Turner and Tuveri (1984) find weak exchange-rate effects on Japanese
exports, because of both low price elasticities of demand and incomplete
passthrough. They attribute their findings to the voluntary export quotas
adopted by Japan, which became significant after 1979.

U.S .-Japanese Bilateral Evidence

There have been a few estimates of bilateral trade models, which attempt to
hold third-country effects constant. Earlier studies of bilateral trade between
the United States and Japan have generally found that the price elasticity of
U.S. demand for imports from Japan is strong and at least as large as the elas-
ticity of Japanese demand for imports from the United States (Houthakker
and Magee, 1969; Price and Thornblade, 1972). This finding is consistent
with the Japanese multilateral evidence prior to 1980. However, bilateral es-
timates that include data after 1980 indicate that U.S. imports from Japan are
not highly responsive to exchange-rate movements. Using quarterly data on
trade in manufactured goods from the fourth quarter of 1974 to the first
quarter of 1983, Haynes, Hutchison, and Mikesell (1986) have made re-
duced-form estimates that show a strong effect on the value of U.S. exports to
Japan of a change in the yen/dollar exchange rate but essentially no effect on
U.S. imports from Japan. Our structural estimates explain this difference in
responsiveness. For U.S. exports to Japan, the supply equation indicates
complete passthrough after one year, and the demand equation has a large
long-run exchange-rate elasticity of —4.40. For U.S. imports from Japan, the
supply equation indicates significant but incomplete passthrough even in the
steady state, and the demand equation has a long-run elasticity that is quite
low ( — 0.43) and not statistically significant. The weakness in the response of
U.S. imports from Japan, because of both incomplete passthrough and an ine-
lastic demand, conforms with the findings of Turner and Tuveri (1984) regard-
ing Japan's multilateral exports.3

3 Although we attribute the reduced exchange-rate sensitivity of U.S. imports from Japan to
the inclusion of post-1980 data, the use of different structural models with alternative methods
of capturing lagged adjustment may also provide a partial explanation.

19



Insensitivity of U .S . Imports from Japan

Reduced price sensitivity for Japanese exports in recent years is consistent
with the fact that some of these exports have been subject to market re-
straints. For example, the bilateral agreement concluded with the United
States in May 1977 limited Japanese exports of color television sets for a
three-year period. In April 1978, eight industries, including automobiles,
were subjected to intensified monitoring and guidance. Formal voluntary ex-
port restraints on passenger automobiles went into effect on April 1, 1981.
They have been renewed annually through March 31, 1986, although the
1985-86 restraints are less severe because the ceiling was raised by 25 per-
cent. These and other restraints no doubt inhibited additional Japanese ex-
porters from exploiting their competitive edge. Taken together, the various
explicit and implicit restraints have severely limited a wide variety of Japa-
nese exports since about 1980 (Turner and Tuveri, 1984, p. 96). Theory pre-
dicts that effective quotas reduce quantities, may increase prices, and will
cause demand to appear insensitive to price and income changes. The recent
reduction in the price sensitivity of demand for Japanese exports found by
Turner and Tuveri (1984) and by Haynes, Hutchison, and Mikesell (1986)
seems best explained by this phenomenon.

Although passthrough is usually found to be incomplete on the export side
for most countries (Spitaller, 1980), there are at least two reasons why Japa-
nese exporters in particular may have been reluctant in recent years to pass
through exchange-rate changes fully in the form of lower dollar prices to U.S.
customers. First, if Japanese exporters believed the yen depreciation that be-
gan in 1978 was going to be temporary, they probably preferred to accept
temporary profits rather than expand production to increase their market
shares in the United States, because subsequent yen appreciation would have
reduced their profits. Anecdotal evidence supports this supposition. Business
Week (January 1984, p. 42) reports that since 1980 many Japanese exporters
have "quietly streamlined their operations to be efficient and profitable even
if their currency strengthens to 200 to the dollar." It quotes Sozaburo Oka-
matsu, of the Ministry of International Trade and Industry, as saying that
many major exporters began adjusting internally for an anticipated exchange

rate of 200 yen to the dollar back in 1980." Comments by executives of
McKinsey and Company, Sony, Victor, and Fujitsu also describe such behav-
ior.
A second possible explanation for incomplete passthrough is that the

United States would probably retaliate with further trade restrictions if Jap-
anese exporters passed through the whole of the yen depreciation in the form
of lower dollar prices in order to increase their market shares.
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Furthermore, with voluntary quotas on exports, reductions in dollar prices

would not increase market shares but only reduce dollar revenues.

Implications for Yen Appreciation

Since trade in manufactured goods is in principle the only sort that should be

sensitive to exchange-rate movements in the short and intermediate run, and

since U.S. imports of manufactured goods from Japan have have been six

times as large during the last decade as exports of manufactured goods to Ja-

pan, the sensitivity of U.S. bilateral trade with Japan to changes in the

yen/dollar rate must depend primarily on the behavior of U. S. imports. The

evidence presented above indicates that U.S. imports from Japan were

strongly sensitive to exchange-rate movements during the 1960s and 1970s

but that, from data after 1980, this may no longer be true, apparently because

of market restraints. This finding does not rule out the possibility that the yen

depreciation that began in 1978 contributed to the deterioration of the U. S.

trade balance between 1980 and 1984. The restraints were imposed in the

first place and became effective in limiting volume because of the strong U.S.

demand for Japanese goods, no doubt caused in part by the weakening yen.

The volume, and possibly the value, of U.S. imports from Japan would have

been larger from 1980 through 1984 in the absence of these restraints. It does

imply, however, that a yen appreciation will not necessarily improve the U.S.

trade balance with Japan now that the restraints are in place.

If this analysis is correct, a change in Japanese financial policies causing a

sustained appreciation of the yen may not dramatically reduce the U.S. trade

deficit with Japan in the intermediate run. With incomplete passthrough, a

yen appreciation leads to only a partial increase in the dollar prices of U.S.

imports from Japan. Even if there is a significant increase in their dollar

prices, moreover, the volume of imports will not decline so long as the re-

straints are effective. Only when the appreciation of the yen has reduced the

U.S. demand for Japanese goods below the point at which the restraints are

effective will it be possible for the volume and thus the value of these imports

to decrease.

Conclusions

How important has the U. S. trade deficit with Japan been to the deterioration

of the overall U.S. trade deficit since 1980? In 1984 the bilateral trade deficit

of the United States with Japan and the corresponding trade deficit in manu-

factured goods represented 34 and 52 percent respectively of its multilateral

trade and manufactured-goods deficits. But this observation is misleading.

The United States has had a bilateral trade deficit with Japan since 1965, and

this deficit has increased in most years over the 1965-84 period. However, the
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proportion of the U.S. multilateral deficit accounted for by the U.S. deficit
with Japan declined from 48 percent in 1980 to 31 percent in 1984.
While the importance of the U.S. trade deficit with Japan should not be

discounted, any analysis of the factors contributing to the growth of the over-
all U.S. trade deficit during the 1980s must consider the structural factors in
U.S. trade with Japan. A structural trade imbalance between the two coun-
tries has existed for nearly two decades, and it cannot readily be reduced by
an alteration in Japan's financial policies. Even a substantial policy change
leading to a reduction in Japan's overall trade surplus is likely to leave a large
U.S. trade deficit with Japan.
Our analysis of the contribution of Japan's financial policies to the increase

in the U.S. trade deficit with Japan between 1980 and 1984 yields mixed con-
clusions.

First, we find little evidence to support the charge that the Bank of Japan
deliberately depressed the exchange rate of the yen by means of intervention
in the exchange market. Rather, the Bank of Japan generally followed a policy
of leaning against the wind.

Second, Japan does not appear to have followed an expansionary monetary
policy—a policy that would have depressed the yen.

Third, there was a steady decline in the ratio of Japan's government budget
deficit to GNP between 1978 and 1984, indicating a policy of fiscal restraint.
There was also a substantial decline in fixed investment as a percentage of
GNP over this period, as well as evidence that private savings as a percentage
of GNP either did not decline or fell by less than the decrease in investment.
Thus the decrease in the fiscal deficit tended to create an excess of private
savings over net domestic investment, and this excess was reflected in Japan's
growing current-account surplus and net capital outflow.

Fourth, Japan has been liberalizing domestic financial markets, as well as
international capital transactions. The net impact on capital flows may de-
pend on the timing of various portions of the liberalization program. Since in-
ternational capital liberalization has tended to proceed somewhat faster than
domestic financial liberalization, the overall program probably promoted net
capital outflow.
Our review of empirical studies on the sensitivity of Japan's trade balances

to changes in the exchange rate shows that U. S. imports from Japan were rel-
atively insensitive to changes in the dollar value of the yen after 1979. In large
part, the explanation is that a wide variety of Japanese exports to the United
States have been subject to voluntary export controls during the 1980s. This
finding has implications for the potential effects of an appreciation of the yen
on the U.S. trade balance with Japan. An appreciation might simply render
the voluntary export controls redundant without substantially reducing U.S.
imports from Japan. Although an appreciation of the yen would be expected
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to increase U.S. exports of manufactures to Japan, such exports represented
only 13 percent of U.S. imports of manufactures from Japan in 1984.
In summary, of the four Japanese financial policies examined, only the re-

duction in the fiscal deficit, against a background of reduced domestic invest-
ment and high private savings, can be regarded as having contributed signif-
icantly to Japan's growing trade surplus and the depreciation of the dollar
value of the yen. Furthermore, because of Japan's voluntary export controls
and the structural imbalance of U.S. trade with Japan, an appreciation of the
dollar value of the yen in response to a change in Japan's financial policies is
unlikely to result in a substantial decrease in the U.S. trade deficit with
Japan.
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