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ance in the current account, we need

domestic demand policy consistent
with exchange rate changes. Thus, I
would like to concentrate on the issue of
consistency and the related macroeco-
nomic policy issues.

In seeking specific policies to rectify the
current account imbalance, it is counter-
productive to depict the problem as root-
ed in peculiarly Japanese social and
cultural factors (the “Japan problem”
syndrome) or to try to affix blame on
this country or that. Instead, we should
attempt to examine the problem with
the shared science of economics and to
identify those things that Japan should do
and those other things that the United
States should do—and this analysis
should be the basis for macroeconomic
policy coordination.

In looking at the relationship between
exchange rates and domestic demand
policy, it is elementary international eco-
nomics that a surplus-running country
that sees its currency appreciate needs to
stimulate domestic demand in order to
reduce the external surplus and achieve
domestic balance (maintaining employ-
ment while stemming inflation). By con-
trast, a deficit-running country that sees
its currency depreciating must curtail
domestic demand.

For example, even though the yen’s ap-
preciation may erode Japan’s internation-
al competitiveness, the surplus-reducing
impact of appreciation tends to be offset if
the appreciation-induced recession de-
presses Japanese prices—and the way to
avoid this is to stimulate domestic de-
mand, which also has the subsidiary
benefit of mitigating the appreciation-
induced recession. At the same time, if
the dollar’s depreciation is to lessen the
U.S. deficit, it is imperative that import
prices go up—vyet if domestic producers
take advantage of higher import prices to
raise their own prices, imports will not be
any less price competitive and will contin-
ue to expand. Domestic demand must
thus be depressed to deter such follow-
the-leader price hikes by domestic pro-

I f we are to correct the massive imbal-
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ducers. And it is especially imperative in a
country such as the United States—where
the actual unemployment rate (6.0% in
June 1987) is close to the natural unem-
ployment rate—that domestic demand be
curtailed and that labor and capital be
shifted to producing for exports.

The dollar’s overvaluation has been
substantially corrected since the Septem-
ber 1985 Plaza Accord. Thus the logic of
international economics mandates that
policy since 1986 should have been to
stimulate demand in Japan and to de-
press it in the United States. Yet the trend
was to curtail the structural budget deficit
in Japan and to simply hold the line in the
United States with no budgetary im-
provement. In terms of fiscal policy, nei-
ther Japan nor the United States did what
it should have in 1986.

What of monetary policy? Japan per-
sisted in reducing its official discount rate,
which may be assumed to have stimulat-
ed domestic demand. Buoyed by the low
interest rates, housing investment has ris-
en 15% on an annually adjusted basis
since July-September 1986. In the Unit-
ed States, M2 (currency and demand de-
posits plus time deposits) continued to
increase at greater than 9%, thus serving
to stimulate domestic demand. And of
course, the collapse in international oil
prices in 1986 stimulated domestic de-
mand in both countries.

As aresult, Japan’s net exports showed
negative growth (GNP growth being only
2.5% despite 4% domestic demand
growth) and the trade surplus shrank in
volume terms. Yet in the United States,
net imports continued to increase (GNP
growth of 2.5% and domestic demand
growth of 3.5%) because the dollar’s de-
preciation was not accompanied by fiscal
and monetary policies to curtail domes-
tic demand.

In fiscal 1987 (October 1986 through
September 1987), however, U.S. fiscal
policy finally turned to reducing the defi-
cit, and it is likely that the deficit will be
cut by $35 billion (0.8% of GNP). At the
same time, M2 growth has been less than
4% (annually adjusted) for the last three

months as monetary policy has gradually
tightened up. Helped by these macroeco-
nomic policies, there is a good chance do-
mestic demand growth will be held to
1.5% to 2.0%, and U.S. net exports in
1987-88 are expected to boost GNP by
0.5% to 1.0%. In Japan, the expansionary
¥6 trillion demand-stimulative policy
package and other factors will help do-
mestic demand stay as strong as in 1986
while exports remain sluggish.

As a result, trade figures announced
after mid-1987 have indicated that the
current account imbalance is shrinking
even in dollar-denominated terms. This
is one reason why the yen has stopped its
sharp climb.

This process of rectifying the current
account imbalance has two major impli-
cations for international macroeconomic
policy coordination. First is the fact that
rectifying massive current account imba-
lances is a long process taking more than
several years. During this period, steady
reductions will have to be made in the
U.S. fiscal deficit. While curtailing U.S.
domestic demand will most likely plunge
the world economy into a growth reces-
sion, the alternative is persistent current
account imbalances and a collapse in the
value of the dollar, the collapse of the
dollar in turn provoking higher dollar
interest rates, accelerated inflation in the
United States, recession induced by tight-
money policies, exacerbation of the de-
veloping countries’ debt problems and a
major financial crash worldwide. Growth
recession resulting from a return to
sound fiscal policies in the United States
is clearly the preferable alternative.

The other implication is that the ex-
pansion in Japanese domestic demand
must be sustainable over the medium
term, which means that the policies to
stimulate this expansion must also be
sustainable in the medium term. It is im-
possible to achieve these medium-term
policy targets with short-term stimula-
tion, and Japan needs to formulate me-
dium-term fiscal policies suited to these
new needs. ®
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