
United States General A&o;;;i;g Office 
Washington, D.C. 

FOR RELEASE ON DELIVERY 
EXPECTED AT 10:00 a.m. 
APRIL 7, 1983 

STATEMENT OF 

FRANK C. CONABAN 
DIRECTOR 

INTERNATIONAL DIvISION 

BEFORE THE 

SENATE COMMITTEE ON FOREIGN RELATIONS 

ON 

EXCHANGE RATE DETERMINATION 
AND THE YEN-DOLLAR RATE I 

,Mr. Chairman and Members of the Committee: 
. <I 

,:. We are happy to testify today, at your request, on the 

'!.issues raised by recent changes in the value of the dollar on 

foreign exchange markets in general and by the recent changes 

in the exchange-rate between the American dollar and the Japa- 

nese yen. These changes can influence our international trade, 

production, employment and inflation, thus affecting our overall 

economic health. Our comments today represent an interim report 

. on our ongoing work in this area. 

2.;' The exchange rate between the dollar and the Japanese yen 

has received considerable attention in recent months. Concerns 

that this rate has not reflected fund,amental economic factors 

have generated charges that Japan manipulates the exchange rate 
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of its currency to gain an unfair trade advantage. These 

charges have added to the tensions with Japan over other trade 

issues. 

This concern over the yen-dollar exchange rate also comes 

at a time when many observers are raising questions about how 

well flexible exchange rates and the current international mone- 

tary system are working. Ten years ago, when the system was 

adopted, two widely held beliefs were that (1) flexible exchange 

rates would avoid sustained inappropriate currency values and 

(2) domestic economic policy formulation would be freed from the 

burden of international payments considerations. These proposi- 

tions are being questioned today. . 

Although our work on these issues is continuing, we have - .* 
reached !several,,y.reliminary copclusions: _ . ,: 

--First, exchange rates in general cannot be ade- 'fF .." 
quately explained by looking only at international 

trade or specifir bilateral relationships. Many 

variables, including the balance of trade, capital 

flows, and differences between countries' national 

economic policies and economic conditions, affect 

exchange rates. Unmeasurable factors, such as 

perceived. bblitical risks and expectations, also 

play a crii'ical role. A consequence of these com- 

plex determinants is that foreign exchange markets 

‘can yield exchange rates that have adverse trade and 

employment consequences for us or for other nations 

at particular times. 



--Second, looking particularly at the yen-dollar ex- 

change rate , we have seen no evidence to support 

charges that the Japanese Government manipulated or 

artificially depressed the value of the yen. On the , * 
contrary, Japanese foreign exchange intervention, 

together with other actions during this recent per- 

iod, would tend to have strengthened rather than 

weakened the yen. 

--Third, as international trade and investment have 

become much more important to the United States over 

the past decade, domestic economic policies and ex- 

change rates have become more dependent on each 

other. Domestic economicbolicy decisions affect 

exchange rates. At the same time, changes in 

exchange rates affect the policy's success in 

reaching goals, such as high employment or low 

inflation. Contrary to expectations, flexible 

exchange rates do not allow countries to pursue 

independent economic policies without tionsidering 

the international consequences. 

--Finally, although currency XQuctuations have 

created genuine problems anI some observers 

have called for modifying,the, floating exchange 

rate system, there is no consensus as to whether 

changes would be desirable and no agreement on 

what would constitute a better system. 
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I will discuss each of these points in greater detail, 

starting with the issue of exchange rate determination. My 

testimony will focus on events between 1980 and today, although 

I will make some references to policies and economic conditions 

that prevailed during the 1970s. 

EXCHANGE RATE DETERMINATION 

The world's economies are linked by substantial interna- 

tional trade and capital flows. Some system is required to 

adapt to changes among these economies that occur over time. 

Under flexible exchange rates, currency values change to accom- 

modate the differences. Any variable that changes the relative 

economic condition of a country will affect the exchange rate of 

its currency. Although it seems' that' this would produce an 

endless list of variables to watch,.i'hbarket participants and 

researchers point to some fairly bas'i5 ones, including: 

--Relative price levels. 

--Relative interest rates. 

--Relative income levels and money supplies. 

--Relative trade and investment flows. 

--Political risk, such as risk of government-directed 
economic changes or exchange--controls, and %- 'LI., 

--Expectations of changes in alLthese variables. - '. 
I Most of these determinants are.strongly influenced by eco- 

nomic policies and each other, which *further complicates ex- / 
I plaining or forecasting exchange rate movements. 

Further, it is impossible to look at one exchange rate in 

isolation from all others, since foreign exchange markets are so 
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closely tied togethsr. The dollar is the basic currency of the 

flexible exchange rats system. Its value with respect to any 

one currency must be in line with its value with respect to all 

other currencies. This fact points out the limitations of look- 

ing only at trade flows between two nations to explain the ex- 

change rate between their currencies. 

Furthermore, market observers generally agree that expecta- 

tions of future events and policies play at least as important a 

role in determining exchange rates as does the current situ- 

ation. A8 a result, the foreign exchange market is extremely ; 

sensitive to news that alters expectations. The prompt reaction 

of foreign exchange markets to "news? explains to a great extent 

why exchange rates are so hard to forecast, particularly in the -*., 

short term. Nevertheless, sever-al useful conclusions do emerge _ "i 3.‘ - ,: 1 
from the analysis of the determinants of exchange rates. -I .- 

--Analyses that look only at bilateral trade bal- 

ances or the relative price levels or inflation 

rates of two nations are overly simplistic and 

invalid. Relative inflation rates of two na- 

tions may set a long-term trend for changes in 

the exchange rate between their currencies, but 

the daily figure, or a weekly, quarterly or 

b 
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even annual average exchange rate will diverge 

significantly from the basic trend line. 

--Market experts do not see government interven- 

tion as a way to affect the long-run value of a 
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currency. There ‘is disagreement about intewen- 

tion designed to moderate exchange rats fluctu- 

atlone without changing the fundamental direction 

of the currency’s value. Advocates of such in- 

tervention argue that it can lessen the uncer- 

tainty and adverse trade effects associated with 

floating exchange rate changes, while opponents ' 

counter that such intervention cannot succeed. 

Foreign exchange market responses to expectations 

of a government's intention and mistakes in 

timing the intervention could prevent it from 

having the expected result. 
. I 

I THE YEN-DOLLAR RELATIONSHIP 

As I mentioned earlier, the yen-dollar exchange rate has 

been.the focus of substantial attention. Much of this attention 

reflects the underlying tension in U.S. trade and economic re- 
I lations with Japan. 

During the latter part of 1982, the value of the dollar 

rose considerably in relation to the Japanese yen, reaching a 

high point in early November, when it was worth Y278. Between 

I January 1979 and November 1982, as shown in Chart 1, the yen 
I 
1 
I fell 34.1 percent in nominal terms relative to the dollar. 
/ 
I Adjusting for the differences in the national inflation rates, 

we see that the yen depreciated 37.9 percent in real terms. 

Other analysts have chosen different base periods for the com- 

parison, but the conclusion is unchanged--the dollar appreciated 
I substantially against the yen. 
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Bypassing for the moment the question of how the yen-dollar 

exchange rate got to such a level, let’s ask if the rise in the 

dollar relative to the yen was unique. The answer is no. As 

chart 2 shows, over the same January 1979 to November 1982 per- 

iod when the yen fell by 34.1 percent, the British pound fell 

22.8 percent, the West German mark fell 38.3 percent, and the 

~ Swiss franc fell 31.4 percent. 

Adjusting for differences in national inflation rates, we 

see the same pattern. The yen fell by 37.9 percent, the pound 

by 8.9 percent, the mark by 45.0 percent, and the Swiss franc by 

51 .O percent. Choosing a different base period for comparison 
I , would not materially change the rankings of the currency depre- 
/ 

, 

ciation rates against the dollar? the dollar appreciated against 

many major currencies, not just the yen. The rate at which the 
8 / 
I dollar appreciated against the yen was not unusual. 

From the low of Y278 to the dollar, the yen has appreciated 

15 percent and was Y 236 last week. Other currencies have simi- 

1 larly adjusted in value, suggesting that the dollar "overshot" 

its equilibrium value in late 1982. Such overshooting has some- 

times been explained as a result of exchange rates reacting 

faster to financial variables than to real or merchandise flows 

between countries. 

Overall tension in U.S.-Japan economic relations better 

explains the attention given the yen-dollar exchange rate than 

structural problems in the yen-dollar rate.' The U.S. merchan- 

dise trade account with Japan shows that we import more than we . 
export. This deficit with Japan has become a regular feature of 
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U.S. international trade patterns, amounting to nearly $16 bil- 

lion in 1981 and $17 billion in 1982. The bilateral trade defi- 

cit has persisted during periods of low and high exchange rates 

between the yen and the dollar. This negative trade balance with 

Japan contrasts dramatically with the positive trade balance we 

have with the European Community as a group, which totaled $22.9 

billion in 1981 and $16.9 billion in 1982. These relative trade 

patterns explain, in part, the emphasis upon the yen-dollar 

exchange rate despite similar appreciation of the U.S. dollar 

against European currencies. 
/ / / / The persistent merchandise trade deficit with Japan and re- 

latively higher American inflation during 1979 to 1982 seem in- 
. 

/ consistent with the strength of the U.S. dollar. Holding all’ 

else constant, a persistent deficit and the higher U.S. infla- 
I tion should have weakened the dollar. Thus, the yen's deprecia- 

tion was greeted quizzically by American businessmen, some of 

whom argued that the Japanese Government had to be "rigging" the 

/ value of the yen. Although a government could attempt to do 

this through central bank intervention, it would result in an 

increase in official foreign exchange reserves. This did not 

happen between January 1982 and January 1983, when Japan's 

I reserves decreased by $5.2 billion, indicating that Japan was 
/ / 
I supporting rather than depressing the yen's value during this 
I 

period. Additionally, to maintain a consistently undervalued 
/ 
I currency during the 1973-82 period, the Bank of Japan would have 

I had to purchase "exceptional" amounts of other currencies. Our m . 
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analysis suggests that Japan's reserves did not grow at excep- 

tional rates over the 1973-82 period but were generally con- 

sistent with reserves in other industrial nations. 

The yen-doliar exchange rate at least partly reflects differ- 

ences in the .economic policies pursued by the-united States and 

Japan during this period. Our analysis is not yet complete, but 

we have identified several factors which have affected the yen- 

dollar exchange rate. 

High real interest rates in the United States partly explain 

the dollar's strength against the yen and other currencies. High 

return on investments proved attractive to foreign investors. 

The persistent strength of the dollar despite the high U.S. 

merchandise trade deficits noted earlier indicates the importance 

of this factor. . 
The decline in the U.S. inflation rate also contributed to 

the dollar's strength, particularly since the decline has been 

faster than many observers anticipated. If the generally expected 

rate of inflation remains low, this also may contribute to the 

dollar's strength. 

Another possible and partial explanation of the yen-dollar 

rate is the opportunity that Japanese investors took to diversify 4 

their portfolios when capital controls were relaxed. In 1981 and 

1982, net outflows of capital from Japan were $7.4 billion and 

$15.7 billion, respectively. Many of Japan's capital controls were 

relaxed administratively during the 1970s or by the Foreign Exch.ange 

. 
. 
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and Foreign Trade Control Law in 1980. Since Japan's savings ex- 

ceeded' its demand for savings (composed of investment and the gov- 
-- 

ernment deficit), net Japanese capital outflows were consistent 

with underlying economic conditions. 

Aside from the Japanese central bank's intervention in foreign 

currency markets mentioned earlier, Japan has taken other measures 

to support the yen's value. A relaxation of monetary policy was 

delayed during this period because of the weak yen. In addition, 

despite the trend toward liberalizing capital markets, Japan at- 

tempted to discourage capital outflows by administrative guid- 

ance. I . These actions appear consistent with the 1970’s policies of 
, moderating fluctuations in the yen's the value on exchange markets. 

This type of intervention is envisioned in the International Mone- 
I . I tary Fund's Articles of Agreement.. 
, Several other factors have put downward pressure on the yen. 

At the beginning of 1982, many forecasters projected that Japan's 

current account would have a surplus of $15 billion to $20 billion 

for 1982; the actual surplus was $6.9 billion. Essentially, the 

foreign exchange market reacted against the yen since the Japanese 
/ current account was not as strong as everyone expected. The yen- 

b 
/ dollar exchange rate in early 1982 was based in part on these 
I 
I expectations; the rate later in 1982 reacted to news that the 

I earlier expectations were unrealistic. Additionally, persistent 
/ / threats of protectionist restraints on Japanese exports may have 
/ 
I put further downward pressure on the yen. 

Other factors which cannot be overlooked when considering the . 

strength of the dollar vis-a-vis the yen and other currencies are 
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the political and world economic uncertainties during this period. 

Traditionally, the United States attracts many overseas investors 

who are looking for a place safe from political and economic tur- 

bulence. Debt problems in Eastern Europe. and Latin America in- 

creased the uncertainty in the international monetary system as 

did the overall political uncertainty and tension of 1982. 

OBSERVATIONS ON THE FLEXIBLE 
EXCHANGE RATE SYSTEM 

The recent history of flexible exchange rates and macroeco- 

nomic policy in economies open to the rest of the world demon- 

strates the close ties now existing between international and 

domestic economic conditions. The U.S. economy and its perform- 

ance in the post-war era have had substantial impact on foreign 

economies because of its dominant size and the importance of the 

dollar in world finance. The world economy now 

tant influence on the U.S. economy as well. In 

shift to floating exchange rates has influenced 

economy affects the United States. 

has a more impor- 

addition, the 

how the world 

A number of the problems popularly attributed to floating 

exchange rates are in reality the consequences of the United 

States being an open economy with internationally integrated goods 

and capital markets.' American exporters are affected by economic 

conditions in other nations, not just by economic conditions at 

home. American investors seek overseas investment opportunities. 

Likewise, overseas investors are attracted by opportunities here. 

This openness removes any opportunity that may have once existed to 

insulate the United States from international economic changes. 
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H o w e v e r , th e s e  in flu e n c e s  a re  n o t even ly  d is trib u te d  over  th e  

e c o n o m y . S o m e  indus tries  d e a l  in  p roduc ts th a t a re  ex tens ive ly  

tra d e d  in te r n a tiona l ly , w h i le o the r  i ndus tries  a re  re la tive ly  

insu la te d  fro m  wor ld  tra d e . H o u s i n g  cons truc tio n  is a n  obv ious  

e x a m p l e  o f a n  indus try n o t tig h tly c o n n e c te d  to  wor ld  tra d e  so  it 

d o e s  n o t reac t subs ta n tial ly to  e x c h a n g e  ra te  fluc tu a tio n s . O the r  

i ndus tries  th a t c o m p e te  in  wor ld  marke ts c a n  b e  severe ly  a ffec te d . 

If w e  w e r e  to  rank  A m e r ican indus tries  by  the i r  in te r n a tio n a l  

c o m p e titiveness  s o m e  indus tries  o b v ,ious ly  w o u ld  b e  a t th e  to p  o f 
1 '. I I th e  list a n d  a b l e  to  sel l  in te r n a tiona l ly  a t m o s t e x c h a n g e  ra tes . , / / / In d u s tries  a t th e  b o tto m  o f th e  list o p e r a te  a t severe  cost d is-  
/ a d v a n ta g e s  re la tive  to  fo re ign  p roducers . A t a n y  p laus ib le  ex-  
I .*. 
: * % h a n g e  ra te  , A m e r ican consumers  w o u ld  b e  a b l e  to  b u y  c h e a p e r  g o o d s  / 
i- ."'f;o m  overseas  p roducers . In d u s tries  in  th e  m idd le  o f th e  list m a y  

'&  m a y  n o t b e  c o m p e titive  in  fo re ign  marke ts, d e p e n d i n g  o n  prevai l -  

i ng  e x c h a n g e  ra tes . W h e n  th e  do l la r  is stro n g , th e s e  indus tries  

w ill fin d  themse lves  p r iced  o u t o f in te r n a tio n a l  marke ts. Th is  w a s  

th e  case  du r ing  1 9 8 2 . Du r ing  1 9 7 8  a n d  1 9 7 9 , converse ly , th e  w e a k  

do l la r  e n a b l e d  th e s e  indus tries  to  b e  m o r e  c o m p e titive  in  fo re ign  

marke ts. 
I “.'-r,. I S ince  it he lps  d e te rm ine  in te r n a tio n a l  tra d e , a  flo a tin g  

-a% c h a n g e  ra te  c a n  in flu e n c e  th e  resu l ts o f n a tio n a l  mac roeconomic  

':pol icy. T h e  U n ite d  S ta tes , fo r  e x a m p l e , h a s  re l ied  o n  a  tig h t m o n e -  

3  tary  pol icy, th a t by  itse l f, w o u ld  cause  a  dec l ine  in  economic  ac-  

tivity. B u t s ince th e  tig h t m o n e y  c o n trib u te d  to  th e  stre n g th  o f 

I 
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the dollar, this effect apparently was amplified. Imports became 

cheaper and U.S. exports more expensive, leading to further'reduced 

industrial output and employment. The influence of exchange rates 

on the success of macroeconomic policy is unavoidabie in an open 

economy with flexible exchange rates. 

The persistence of the strong dollar and the worldwide reces- 

sion have led to a number of suggestions to modify the international 

monetary system to lessen exchange rate fluctuations or reduce the 

sensitivity of economies to international economic disturbances. 

While the desire to alleviate the problems thought to.be 

caused by flexible exchange rates is understandable, there *is no 

consensus supporting either the need for change or specific types . 

of changes to make. ' 

Reform proposals are not free from some of the very problems a 

of floating exchange rates or have limitations of their own. For 

example, the idea of adopting target zones within which currencies 

would be permitted to fluctuate, as one proposal suggests, is 

limited by the problems inherent in fixing the target and deciding 

when it should be changed. Should the target be pegged to nation- 

al prices or should interest rate differentials be considered? 

Should the peg change monthly, weekly, or quarterly? If the rules 

for setting the target are not public knowledge, there can be sub- 

stantial uncertainty about possible changes in the target. This 

uncertainty parallels the uncertainty of forecasting a floating ex- 

exchange rate. If the rate-setting rules are announced, however, 

there is some possibility that this could form the basis for specu- 

lative behavior and major currency moves could be either accelerated 
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or delayed depending on anticipated rule changes. We do not know at 

this stage whether this speculation would be stabilizing or destabi- 

lizing. This situation should be contrasted with the consensus that 

did exist 10 years ago concerning the deficiencies of, the Bretton 

woods System and the need for major changes. - 

Where a consensus does lie is in the recognition that ,domestic 

~ policy options in an open economy are more constrained than in a 

~ closed economy. Implementation of domestic economic policy without 

~ explicit recognition of the international constraints and costs of 

'I policies can be very disruptive to exchange markets and, in turn, 

1 can prove costly to the economy. , 
Mr. Chairman, this concludes my prepared statement. I will 

be happy to answer any questions you or your committee may have. 
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