CURRENT TRENDS

Yen-Dollar Exchange Rate:
Moving Toward a Stronger Yen

By Teruhiko Mano

Sources of the Dollar’s
Strength

sit

A review of the international currency
uation in 1982 shows that after a brief

decline early in the year, the U.S. dollar re-
mained strong against all other major cur-
rencies until early November. Nor was the
dollar’s strength limited to 1982. In terms

of

average value, the dollar remained

strong for two years beginning in the
autumn of 1980. As just one example, the
International Monetary Fund’s effective
exchange rate indices (1975 = 100) stood at
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5.1 in November 1982, up 32.4% from

the 94.5 average recorded in the last
quarter of 1980.

Since mid-November 1982, however,

progress has been made on foreign ex-

ch
of

ange markets in correcting the strength
the dollar. The yen’s exchange value

vis-a-vis the dollar has generally moved in
the opposite direction to the above-

mentioned movements

in the dollar’s

average value.

What, then, accounted for the dollar’s

strength up until November last year? It
seems to me that there were the following
three factors:

The first was the high interest rates in

the United States. The fiscal reforms insti-

tuted by

the Reagan Administration

through tax and spending cuts, coupled

with an increase in military expenditures,
so expanded U.S. fiscal deficits that the
war on inflation could only be waged by
tightening credit. For about three years
until mid-1982, the Federal Reserve rigor-
ously curbed growth in money supply. As
a result, U.S. market interest rates rose
sharply, with both long-term and short-
term interest rates at one stage reaching
nearly 20%.

Under the floating exchange rate sys-
tem, most short-term capital movements
tend to be covered by swap exchange
deals, and short-term interest rate move-
ments do not have such a serious effect on
exchange rates. On the other hand, the
differentials in long-term interest rates be-
tween the U.S. and other countries in
favor of the U.S.—differentials caused by
the abnormally high U.S. interest rates—
attracted large amounts of long-term capi-
tal to the U.S. and, by extension, to the
dollar. Comparative analysis of interest
rate differentials between the U.S. and
Japan in terms of secondary market yields
of national bonds shows that in the period
from mid-1981 to mid-1982 U.S. interest
rates were 5% to 7% higher than in
Japan. Under the new Foreign Exchange
Control Law, which came into force in
December 1980, life insurance companies
and other Japanese institutional investors
hoping to benefit from the interest rate
differentials made huge investments in
U.S. bonds.
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A second factor behind the dollar’s
strength was a widespread belief that the
dollar was the currency to rely on in an
emergency. This encouraged the flight of
international funds into the United States
during times of international political and
financial unrest. The declaration of
martial law in Poland, the dispute be-
tween Britain and Argentina over the
Falkland Islands, and the aggravation of
the Palestine problem due to strong meas-
ures taken by Israel each touched off
dollar buying sprees. In international
monetary affairs, the problem of the huge
external debts of East European and Latin
American nations came to the surface as
the world economy wallowed in stagna-
tion. This led to renewed recognition of
the United States’ key role as the supplier
of what has become the world’s interna-
tional currency.

A third factor contributing to the
strength of the dollar was an improvement
in the fundamentals of the American
economy, especially a marked decline in
inflation and an improved current ac-
count balance. The inflation rate in the
United States has fallen to 5% to 6%
from a peak of about 20%, albeit at the
cost of unusually high interest rates, pro-
longed business stagnation, and high un-
employment. The U.S. current account
registered a surplus of US$3.2 billion in
the first half of 1982, reflecting lower oil
imports and a rise in interest revenue.

The declaration of martial law in Poland, the Britain-Argentina war over the Falkland Islands. and the Palestine problem all contributed to strengthening the U.S. dollar.
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Yen-Defense Measures

As the dollar rose against other major
currencies, the yen-dollar exchange rate,
which began 1982 at around ¥210 to the
dollar, went into steady decline. The flag-
ging yen adversely affected price stability
in Japan and aroused fears that trade fric-
tions with Western countries would be fur-
ther aggravated. Measures to support the
yen soon came in for discussion.

As Japan’s current account was in the
black, the principal cause of the yen’s de-
preciation could be traced to a large net
outflow of long-term capital. Most of the
discussions on measures to defend the yen
thus concerned how best to deal with this
capital drain.

The measures discussed included the in-
troduction of an interest equalization tax,
adoption of a two-tier exchange market
system, invocation of “emergency con-
trol” powers under the new Foreign Ex-
change Control Law (to place Japanese
residents’ investment in overseas securities
on a permission basis), invocation of the
Bank of Japan’s “special official discount
rate” (temporarily suspending the Bank’s
ordinary discount rate and introducing
the higher central bank lending rate;
sometimes compared with the special
Lombard rate in West Germany), and
powerful intervention in the foreign ex-
change market to support the yen by
monetary authorities.

On the basis of these discussions, Japa-
nese monetary authorities restricted in-
vestment by Japanese life insurance com-
panies in foreign securities and urged
Japanese securities companies to exercise
self-restraint in domestic sales of foreign
zero-coupon bonds. They also encouraged
domestic short-term interest rates to go
upward. Japanese monetary authorities,
furthermore, continued their extensive
market interventian, which resulted in a
large sell off of dollars on a net basis,
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although this intervention generally did
not overstep the bounds of simple
smoothing operations.

But despite these efforts, the yen con-
tinued to depreciate against the U.S. dol-
lar, falling to nearly ¥280 to the dollar
early in November 1982.

Correcting the Yen’s
Weakness and Dollar’s
Strength

As business stagnation in the United
States dragged on and concern increased
over rising unemployment, an opportu-
nity arose for a change in Washington’s
monetary policy. Late in July 1982, the
U.S. discount rate was lowered to 11.5%
from 12%. This was followed by repeated
cuts of 0.5% that brought the discount
rate to 8.5% by the end of the year.

London’s newest exchange, the London International Financial Exchange, is already an invisible export earner.

Money supply growth was essentially left
to its own devices and increased beyond
the original target. Responding to such
an easy-credit policy, both long-term
and short-term market interest rates
began to fall.

Spurred by the decline in U.S. interest
rates, West Germany, Britain, the Nether-
lands, and Switzerland lowered their rates
as well. Japan, meanwhile, moved very
cautiously in order to prevent further
depreciation of the yen. The result was
that interest rate differentials between
Japan and the U.S. narrowed steadily.

Nonetheless, the yen continued to
depreciate against the dollar from August
through October 1982. This was due
mainly to persistent interest rate differ-
entials of about 4% in favor of the United
States. Another factor was increased
demand for the dollar as a settlement
currency as liquidity problems surfaced in
Mexico and some other Latin American
countries. Nor were matters helped by
falling Japanese exports, despite the
substantially lower value of the ven, and
then Prime Minister Zenko Suzuki’s
declaration of “a state of emergency” in
Japanese public finances, which gave rise
to concern about Japanese economic
fundamentals.

But change was in the offing. As Japan-
U.S. interest rate differentials narrowed
and the yen continued to depreciate, the
flow of long-term capital out of Japan be-
gan to show a marked decline in and after
September 1982. This reflected renewed
recognition that the drop in U.S. inflation
rates was due to severe stagnation in the
American economy, and the remarkable
deterioration in the U.S. balance of pay-
ments brought on by the appreciation of
the dollar. These developments caused
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Changes in Japan's Balance of Payments
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alarm in foreign exchange markets over
the dollar’s excessive appreciation.

The yen thus made a sharp turnaround
in the period from late October to early
November 1982. In all, it appreciated
from ¥280 to the dollar to ¥235 by the end
of the year, a rise of more than ¥40 in less
than two months.

The Outlook for 1983

Reviewing the yen exchange rate in
1982, it is clear that international interest
rate differentials have played an extremely
important role in setting exchange rates in
the open market following the removal of
foreign exchange controls.

A look ahead would seem to suggest
that U.S. interest rates will continue to
decline, though gradually. Although U.S.

The Bank of Tokyo's dealing room.
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rates fell substantially in 1982 as men-
tioned above, the so-called real interest
rate—representing the nominal rate minus
inflation—is still quite high. The real
interest rate in the U.S. ran even with or
below the nominal interest rate immedi-
ately preceding business recovery during
the postwar recession. Now it runs 3% to
3.5% above the nominal rate.

However, the U.S. fiscal deficit is ex-
pected to reach some $200 billion in the
current fiscal year (October 1982-Septem-
ber 1983) and again in fiscal 1984. A rapid
easing of credit in these circumstances
could refire an inflationary psychology
and send interest rates back up beginning
with long-term rates. We can thus expect
to see efforts being made to ensure a
steady business recovery, even as cautious
attempts to ease credit and lower interest
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rates without heightening inflationary
expectations continue.

Japanese interest rates will probably be
lowered in response to the fall in U.S.
interest rates, but by a smaller margin.
Interest rate differentials between the two
countries should narrow further, although
the gap may close more slowly than in the
past few months.

If the differentials in long-term interest
rates, already down to less than 3%,
should narrow further, it would greatly
lessen the possibility of sudden shifts in
the yen-dollar exchange rate. Barring
unforeseen events on the international
political scene, it is likely that foreign ex-
change markets will show increased inter-
est in U.S. and Japanese current account
trends. Such a state of affairs should work
in favor of the stabilization of foreign ex-
change markets.

It must be added, however, that we can-
not preclude the possibility that large
amounts of funds may flow into Japan in
anticipation of an appreciation of the yen.
Japan’s current-account surplus is likely
to grow while there is concern about pos-
sible deterioration of the U.S. current ac-
count. We should not forget the existence
of huge amounts of highly liquid funds
seeking profitable placement in financial
assets now that international monetary
integration has become a reality.

Seen this way, it seems likely that while
the foreign exchange market will pivot
around current accounts, capital flows
will reflect market psychology based on
various factors of the day. For this reason,
exchange rate fluctuations this year will
not repeat the ¥50-60 swings witnessed in
the past three years. Rather, they are likely
to follow a meandering course around the
¥220-230 level, with the basic trend being
toward further appreciation of the yen. ®
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