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Abstract

The relationship between the exchange rate policy and trade policy has not been
studied extensively in academia, particularly for the case of the US. While the US
presidents have mostly supported free trade, exchange rate policy was constrained by the
US non-intervention policy stance. I examine two cases in the 1970s and 80s to find out
what kind of strategies over exchange rate the US political leaders adopted amid
intensified trade disputes with Japan, and why. Meanwhile, contrary to conventional
perception, the Japanese political leaders were willing to cooperate with the US, as it
fulfilled their national interest. However, the cooperation ended in a conflict, resulting in

a significant decline of the dollar.
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Chapter I.

Introduction

The United States (US) has traditionally minimized the use of intervention in the
foreign exchange markets. The exchange rate is usually not a tool of economic policy,
such as promoting exports or protecting importers from overseas competition.
Nevertheless, it appears that when protectionist sentiments in businesses and Congress
emerged, the US exchange rate policy had a close link with the trade policy. Such cases
were rather exceptions to the US exchange rate policy, but, as they tended to result in a
significant decline in the dollar exchange rate, it is worthwhile to examine some cases. In
academia, generally, exchange rate policy and trade policy are mostly discussed
separately, and there are only a few studies on the relationship between the two.! In this
thesis, I examine the political connection between exchange rate and trade issues, using
two historical cases of the US-Japan trade conflicts that were associated with the
substantial adjustment of exchange rates. One case is from the Carter-Fukuda era in the
late 1970s. The other one is from the Reagan-Nakasone era during the 1980s. The US-
Japan trade conflicts intensified, and the US policy stance on exchange rate became
dramatically active, reacting to calls for protectionist trade policy. As the political tie

between the exchange rate issue and the trade issue in these cases has been rarely studied,

! Mark S. Copelovitch and Jon C. W. Pevehouse, “Bridging the Silos: Trade and Exchange Rates
in International Political Economy,” in The Oxford Handbook of the Political Economy of International
Trade, ed. Lisa L. Martin (New York: Oxford University Press, 2015), chap. 24, Kindle.



especially in the case of the Carter era, this thesis should add value to academia. In
addition, as today’s US-China trade conflict has extended to exchange rate adjustment,
which resembles the US-Japan relations during the 1970s and 1980s, the results of this
study are expected to provide some meaningful implications to the contemporary issues.
In the 1970s, Japan had become the world’s Number Two country, exceeding
Germany. Since the 1970s until the 1980s, the Japanese economy continued to grow,
thriving through severe recessions amid two oil crises. As the US economy kept its
Number One position in the world, the competitiveness of American corporates
deteriorated during these periods. The contrast between the two economies highlighted
the issue of trade imbalance. Under the floating exchange rate system, while the US
maintained a non-intervention policy, Japan intervened in the foreign exchange market
more frequently. There was mounting criticism that Japan was artificially undervaluing
the yen to gain price competitiveness in trade. The US political leaders, facing
protectionist pressures, needed to deal with exchange rate issues and trade issues. The
question 1s ~ow they dealt with the issues. The substitutability of trade and exchange rate
policy was observed in the US cases in a broader sense.” However, I argue that, as the
US was reluctant to intervene in the foreign exchange market, countering trade
protectionism such as the demand for import tariffs by devaluating the dollar exchange
rate was practically and politically difficult. The relationship between the exchange rate
policy and the trade policy in the case of the US was, I should say, more complicated

than a simple substitution.

2 For the explanation of the substitutability of trade and exchange rate policy, see Jeffry A.
Frieden, Currency Politics: The Political Economy of Exchange Rate Policy (Princeton: Princeton
University Press, 2015), 252-253.



The following are my approach, arguments, and goals for this study.

Existing literature that discusses the relationship between exchange rate and trade
policies focuses mostly on the policymaking process of Congress or domestic interest
groups.’ In this thesis, I focus on the decision-making of political leaders. This is because
the policy strategy and choice in terms of the exchange rate varied, which, I argue,
depended on the US political leaders’ ideas on trade policy, views on national interest,
and even their personal relationships with Japanese political leaders. Restricted by a
combination of the traditional non-intervention policy and support of free trade by US
presidents, the strategy of the US was to seek the cooperation of the Japanese political
leaders to change Japan’s policy. This, in my view, was one of the important connective
points of the trade policy and the exchange rate policy in the cases discussed in this
thesis, because the observed significant decline of the dollar, I argue, was partly caused
by failures of the cooperation.

In terms of cooperation, whether the policy strategies of the US political leaders
were successful, in turn, depended on the Japanese political leaders’ policy strategies. If
so, why did the US and Japan cooperate with each other? For Japan, especially, the
appreciation of the yen is considered negative to the domestic economy. What was the
Japanese political leaders’ strategy to deal with the trade conflict that was associated with

the exchange rate issue? A conventional view is that Japan is reactive to foreign pressure

3 For example, 1. M. Destler and Randall Henning, Dollar Politics: Exchange Rate Policymaking
in the United States (Washington, DC: Institute for International Economics, 1989); Frieden, Currency
Politics.



called gaiatsu in Japanese.* My argument is that it was not only because of foreign
pressure from the US but also because, more positively, the requests from the US agreed
with the visions of the Japanese political leaders at the time. Therefore, to answer the
question of how the US dealt with exchange rate issues, the interaction between the US
and Japan is vital in my thesis.

Further, this thesis aims to show the economic and political consequences of the
negotiations on exchange rate and trade issues between the US and Japan. Each case
shows that, in the end, the dollar declined significantly, and massive interventions were
required to defend the dollar. Carter’s dollar defense in 1978 was a big event; however,
not much is known about what preluded the event in the context of the US-Japan conflict.
Similarly, although the Plaza Accord for cooperative adjustment of exchange rates is a
popular research topic, its long-term consequences are mostly outside of the existing
literature.’

To summarize, in this thesis, first, I attempt to specify the strategy that the US
political leaders chose regarding the exchange rate policy in response to protectionist
pressures in the case of the US-Japan trade conflict, and why. Second, I try to determine
how the Japanese political leaders responded to the request of the US, and why. Third, 1
attempt to show the economic and political consequences of the active exchange rate

policy of the US for the US, Japan, and the dollar.

4 Kent Calder, “Japanese Foreign Economic Policy Formation - Explaining the Reactive State,”
World Politics 40, no. 4 (July 1988): 517-541.

> For studies on the Plaza Accord, for example, Fred C. Bergsten and Russell A. Green, eds.,
International Monetary Cooperation: Lessons from the Plaza Accord after Thirty Years (Washington, DC:
Peterson Institute for International Economics and Rice University’s Baker Institute for Public Policy,
2016); Destler and Henning, Dollar Politics; Yoichi Funabashi, Managing the Dollar: From Plaza to
Louvre (Washington, DC: Peterson Institute for International Economics, 1989).



Next, I briefly explain the analytical framework of this thesis.

First, as I noted above, I examine two cases of the US-Japan trade and exchange
rate conflicts, that is, the cases of the Carter-Fukuda era in the 1970s and the Reagan-
Nakasone era in the 1980s. Although the exchange rate matter is primarily in the
international sphere and so other countries such as Germany and France are also
important, [ intentionally omit them, unless necessary, to simplify the argument.

Second, as major actors, I set political leaders—US presidents, Japanese prime
ministers, the US Treasury Secretary, senior officials in the US Treasury, and the
Japanese Minister of Finance and senior officials in the Ministry of Finance. I assume
that senior officials have similar ideas and views as political leaders. However, in Japan,
as officials in the Ministry of Finance are bureaucrats, not political appointees, they are
likely to have different views from prime ministers, especially concerning fiscal policy.

Third, as I examine how political leaders deal with domestic politics and negotiate
internationally simultaneously, I apply Putnam’s two-level games theory.® Under the
theoretical framework, I examine both sides (the US and Japan). The US political leaders
faced protectionist pressures and sought cooperation from Japan. The Japanese political
leaders tried to leverage international success but often faced opposing domestic political
pressures. Analyzing both sides to clarify how the strategies between the political leaders
interacted, I attempt to illustrate better how and why the policies and strategies on both

sides were chosen.

6 Robert D. Putnam, “Diplomacy and Domestic Politics: The Logic of Two-Level Games,”
International Organization 42, no. 3 (1988): 427-460; Peter B. Evans, Harold Karan Jacobson, and Robert
D. Putnam, eds., Double-Edged Diplomacy: International Bargaining and Domestic Politics (California:
University of California Press, 1993).



Finally, this analysis is based on a qualitative approach. I use historical documents
as my main evidence, which include archived declassified official documents. Further, I
use memoirs and oral histories by the then political leaders. In addition, I use information
from my interviews with those who were directly involved in the incidents at the time as
senior officials both in the US and Japan. Those sources should add new information to
academia.

The structure of this thesis is as follows. In Chapter 2, I briefly review the
international monetary system after the collapse of the Bretton Woods system and the
policy stances of the US and Japan on the exchange rate, which would constrain their
policy choices. I examine the first case, namely the Carter-Fukuda era, in Chapter 3, and
the second case, namely the Reagan-Nakasone era, in Chapter 4. The analysis provides
answers to the questions on how the exchange rate policy was connected to trade issues
in the US-Japan trade conflicts, why political leaders chose their respective strategies,

and what consequences of their decisions were.



Chapter II.

Roots of Currency Conflicts

As discussed in the following chapters, when protectionist sentiments emerged,
the US government did not directly choose to adjust the exchange rate in reaction to
domestic pressures. | argue that this was partly due to two factors. First, the exchange rate
issue in the US was primarily considered part of the international sphere, which was
insulated from domestic politics; second, the US generally took a non-intervention
approach to policy, which constrained their policy choices for the exchange rate. In
contrast, the Japanese government historically cared about the level of the yen and
frequently intervened in the foreign exchange market. Therefore, I argue that in
comparison to the US, Japan’s exchange rate policy was more affected by domestic
politics, which made their political link between the exchange rate and trade policy
stronger than that of the US. To understand where these differences came from, and why
each country had a different approach to intervention, I briefly review the historical

backgrounds in this chapter.

Shift to Floating Exchange Rates
In this section, I take a quick look at the shift that occurred in the international
monetary system during the 1970s. Although this thesis focuses on US-Japan relations, it

is useful to first understand the exchange rate system in a broader international context.



After the collapse of the Bretton Woods system, even when the floating exchange
rate became the de facto regime in major industrial countries, the debate between having
a floating versus fixed exchange rate system did not disappear. While the US insisted on
floating rates, Japan and Europe (particularly France) preferred fixed rates partly because
they opposed automatic mechanisms for currency adjustment, as this could mean losing
national autonomy in domestic economic policy. From July 1972 to June 1974, at the
working level of the International Monetary Fund’s (IMF) Committee of Twenty (C-20),
monetary reform continued to be examined. However, when the oil price tripled during
these three years, concerns over the massive capital flow from oil-producing countries
became dominant. No country could take the responsibility and burden of being the key
currency country in place of the US Some compromise was necessary from every country
in order to stabilize the exchange rates.’

In November 1975, the first economic summit of the Group of Six (G6) countries’
political leaders (the US, UK, France, Germany, Japan, and Italy) was held at the Chateau
de Rambouillet in France. Against the background of global inflation and the recession
after the 1973-1974 oil crisis, as well as rising protectionism, the meeting called for
international cooperation. At this summit, an amendment to IMF Articles that would
legalize floating exchange rates was addressed. The section regarding exchange rates in
the statement pointed to rapprochement between the US and France over the exchange

rate system.

7 For this paragraph, Paul Volcker and Toyoo Gyohten, Changing Fortunes: The World’s Money
and the Threat to American Leadership (New York: Times Books, 1992), 132-133; Okurasho [The
Ministry of Finance, Japan], Showa Zaiseishi: Showa 27-48 Nendo [History of Financial Market: 1952-
1973] (Tokyo: Toyo Keizai Shimposha,1992), 492.



With regard to monetary problems, we affirm our intention to work for greater
stability. This involves efforts to restore greater stability in underlying economic
and financial conditions in the world economy. At the same time, our monetary
authorities will act to counter disorderly market conditions, or erratic fluctuations,
in exchange rates. We welcome the rapprochement, reached at the request of
many other countries, between the views of the U.S. and France on the need for
stability that the reform of the international monetary system must promote. This
rapprochement will facilitate agreement through the I.M.F. at the next session of
the Interim Committee in Jamaica on the outstanding issues of international
monetary reform.®

The amended IMF Article IV, which was agreed upon and announced in January 1976,
defined new rules for exchange rates as follows:
...each member shall:
(1) endeavor to direct its economic and financial policies toward the objective of
fostering orderly economic growth with reasonable price stability, with due regard
to its circumstances;
(i1) seek to promote stability by fostering orderly underlying economic and
financial conditions and a monetary system that does not tend to produce erratic
disruptions;
(ii1) avoid manipulating exchange rates or the international monetary system in
order to prevent effective balance of payments adjustment or to gain an unfair
competitive advantage over other members.’
Response in the US
Both the Rambouillet statement and the IMF article pointed to the necessity of
stabilizing exchange rates, with more description provided by the IMF article. The
Federal Reserve Bank (FRB) saw the outcome of the Rambouillet summit as requiring

the US to become more active in the foreign exchange market, particularly in order to

counter “erratic movements” in exchange rates. The FRB quickly established a

8 Declaration of Rambouillet, November 17, 1975,
https://www.mofa.go.jp/policy/economy/summit/2000/past_summit/01/e01_a.html.

9 Extract from the IMF Articles, https://www.imf.org/external/pubs/ft/aa/index.htm.
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mechanism for day-to-day consultation.!? In regard to its institutional nature, the FRB’s
response to the decisions was more practical in terms of the execution of intervention. In
the US Congress, the point to address was different. Upon the implementation of the IMF
reform and amendment, the Joint Economic Committee’s recommendation to the

13

Treasury was “...any intervention in exchange markets conducted by or cooperatively
participated in by U.S. monetary authorities should be short-term, for the exclusive
purpose of combating disorderly conditions in exchange markets, and should under no
circumstances attempt to alter the trend of exchange rates.”!!

The answer from the Treasury Secretary was, “We agree fully that the purpose of
these swaps should be to finance market operations undertaken to counter disorderly
conditions and not to influence the trend of exchange rate movements.”!? The US
Treasury had already been reluctant to intervene in the foreign exchange markets.'? I
argue that the US Treasury’s policy stance on intervention limited its policy choice and
created tension between the US and Japan, as well as in the international arena, when the
dollar significantly appreciated or depreciated.

On interventions by other countries, the Committee noted, “Precisely what is an

‘unfair’ competitive advantage is not defined, but it would apparently result from

19 Michael D. Bordo, Owen F. Humpage, and Anna J. Schwartz, Strained Relations: U.S. Foreign-
Exchange Operations and Monetary Policy in the Twentieth Century (Chicago: University of Chicago
Press, 2015), 221.

1 “The 1976 Joint Economic Report: Report of the Joint Economic Committee, Congress of the
United States, on the January 1976 Economic Report of the President,” The Joint Economic Report :
Report of the Joint Economic Committee, Congress of the United States, on the Economic Report of the
President (March 10, 1976), 116, https://fraser.stlouisfed.org/title/1250#536794.

12 Ibid., 120.

13 Robert Putnam and Nicholas Bayne, Hanging Together: Cooperation and Conflict in the Seven-
Power Summits, (Cambridge, Mass: Harvard University Press, 1985), 33.
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intervention that depressed the external value of a nation's currency in order to foster
exports and expand domestic employment.”!* It is useful to note that this interpretation of

Article IV is reflective of the US’s typical approach to Japan during trade conflicts.

The Japanese Experience

As the Japanese yen has a unique history that is quite different to the US dollar, I
will explain it in more depth in this section. After consulting with the US, the exchange
rate of the Japanese yen was set at 360 yen per US dollar in 1949. For more than twenty
years, until 1971, the exchange rate remained unchanged. Facing criticism from the US
and Europe over the unchanged rate of the yen, the Japanese Ministry of Finance tried to
push back by stating that the potential negative impact on the economy would be large,
and thus taking the first step to appreciate the yen would be politically difficult. In
addition to this, the Ministry of Finance wanted to lift Japan’s restrictive regulation on
capital movement before adjusting the exchange rate, because having restrictive capital
control, they could not accurately judge the appropriate level of the yen.!®

When President Richard Nixon announced a suspension of the dollar’s conversion
into gold in August 1971, Japan was surprised. The event was, therefore, called the Nixon
shock.'® For the first two weeks after the announcement, Japan tried to maintain the rate
at 360 yen by intervention. However, it was impossible to continue to buy the dollar

because the amount of intervention for these two weeks amounted to about $4 billion,

14 The 1976 Joint Economic Report, 120.
15 Okurasho, 373-375.

16 Volcker and Gyohten, 93.
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which was equivalent to almost half of Japan’s official foreign reserve at the time.!” As a
result, the Ministry of Finance stopped defending the yen at the rate of 360, and only
intervened in the exchange market to ease the pace of its appreciation. In December 1971,
at the Smithsonian Meeting, it was agreed that the yen would be appreciated by 16.88%
to 308 yen per dollar from 360 yen. Out of all the currencies, the Japanese yen was
required to make the largest adjustment.

As such, the Japanese economy was hit by a substantial appreciation of the yen.
However, contrary to the concern of the Japanese government, the corporate sector
quickly adjusted to the new exchange rate, and in 1972, the Japanese stock market
reached a historical high. Moreover, despite the stronger yen, Japan’s trade surplus
increased. In 1973, Japan intervened to keep the rate around 265 yen because they wanted
to return to a fixed rate at around that level.'®

During the recession that followed from the first oil crisis, Japan’s trade surplus
decreased. The yen swung, by speculative selling, back to the 300 yen level of 1974.
Japan defended the yen from depreciation through a massive intervention of buying yen.
In doing so, the Ministry of Finance wanted to avoid being internationally criticized that
the yen was intentionally devaluated in order to gain competitiveness.'” By that time,
Japan had realized that returning to a fixed exchange rate system was no longer possible.

For Japan, under a floating rate, coping with foreign criticism on the Japanese

trade surplus and pressures on the yen became a big challenge. I argue that Japan’s policy

17 Tbid.
18 Okurasho, 485.

19 Tbid., 500.
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stance on exchange rates, as well as the resilience of the Japanese economy against the
appreciation of the yen, compounded protectionist sentiments in the US to demand for the

adjustment of exchange rates, as we see in the following chapters.
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Chapter III.

Episode 1: Carter-Fukuda Era

The US-Japan trade conflicts started as early as in the 1960s. However, as we
have seen in the previous chapter, at the time, the fixed rate exchange system was used.
Trade conflict rarely had a direct link with dispute over exchange rates. The first episode
of trade and exchange rate conflicts under a floating rate regime was during the time of

President Jimmy Carter and Prime Minister Takeo Fukuda.

Interdependence and Currency Conflict

Severe global recessions after the 1973—1974 oil shock generated protectionist
sentiments both in the US as well as globally. While President Carter supported free
trade, he needed to deal with domestic protectionist pressures. The Carter administration
criticized Japan for the undervalued yen without actually intervening in the market,
which, however, successfully moved the exchange rates. Concurrently, the administration
requested Japan to reduce its trade surplus with the US by expanding Japan’s imports.
While Japanese Prime Minister Fukuda agreed to achieve high economic growth under
the shared idea of international cooperation, his desire to avoid the appreciation of the
yen did not realized. In this section, I examine the economic and political backgrounds,
how the trade conflict was related to the exchange rate conflict, and why the political

leaders in the US and Japan cooperated.
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1970s: Prolonged Stagflation

The first oil crisis was a crucial root for both cooperation and conflict between the
US and Japan. In the international arena, President Carter and Prime Minister Fukuda
agreed to cooperate to boost the economy, which was their shared interest. Domestically,
the US trade deficit after the oil crisis triggered protectionist sentiments, which caused
criticism against the Japanese yen. I first look at the economic background. When the
first oil crisis occurred in late 1973, the US economy was in the phase of rapid expansion,
and inflation had already started rising following strong economic growth. Inflation, in
terms of consumer price index, was 3.6% in January 1973 and crept up to 7.4% in
September.?’ In October, the members of the Organization of Arab Petroleum Exporting
Countries (OPEC) imposed an embargo against the US, and the oil price rose from $4.3
per barrel in October 1973 to $10.1 in January 1974 and $11.2 by the end of 1974.2! The
rise in oil prices added to the existing inflationary trend. Consumer price in December
1973 was up to 8.7% and reached 10.0% in February 1974. Although the Federal Reserve
Bank (FRB) tightened its monetary policy to combat inflation, the restrictive policy did
not feed through swiftly to consumer prices. Inflation continued to rise to 12.3% by the
end of 1974.

With the sharp rise in oil prices and inflation in general, the real GDP growth rate
of the US dipped to -0.5% in 1974 and -0.2% in 1975.?? In response to the recession, the

FRB eased its monetary policy in December 1974. The FRB reduced the discount rate

20 Data for consumer price from Bureau of Labor Statistics (BLS).
2! Data is spot crude oil price: West Texas Intermediate (WTI).

22 Data for GDP from Bureau of Economic Analysis (BEA).
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from 8.0% to 6.5% by the end of 1975 and to 5.25% by the end of 1976. As the interest
rates declined, the economy started recovering, mainly due to domestic investment. The
economy bottomed out in the middle of 1975, and the growth rate in 1976 went up to
5.4%. The unemployment rate also peaked at 9.0% in May 1975.23

However, despite the economic recovery, the pace of recovery was insufficient to
reduce unemployment quickly. Just before the oil shock, the unemployment rate was
4.6%. At the end of 1976, however, it was still as high as 7.8%. Inflation, which had once
declined, began to rise in 1976 during the economic recovery and continuing rise in oil
prices. Another problem was that, although it was primarily due to the higher oil prices,
the trade balance of the US rapidly deteriorated due to increasing import. In the latter half
of the 1970s, the combination of stagflation—slow recovery and persistent inflation—and

trade deficit was a major policy challenge.

Carter’s Early Days

Democrat candidate Jimmy Carter won in the 1976 presidential election. What
kind of views on international politics and economy did Carter have?

At the time of the election, the US economy was recovering. However, the pace
of the unemployment rate’s decline was only modest. It peaked at 9.0% in May 1975. It
was then 7.8% in December 1976 and 6.4% in December 1977. Moreover, inflation
persisted. After declining once in 1976, inflation started rising again in 1977. In terms of

the consumer price index, it bottomed out in November 1976 at 4.9% and rose to 6.7% by

2 Data for unemployment rate from BLS.
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the end of 1977. This was partly because of the rise in import prices due to the weaker
dollar.?*

Carter’s policy dilemma was that if the economy were to recover, inflation would
rise. During his election campaign, Carter prioritized economic recovery over inflation.
However, realizing how inflation negatively affects business and household sentiments,
Carter subsequently chose anti-inflation as his policy priority, which would result in a
slower economic recovery. He later shifted his domestic policy from a proposed
economic stimulus by tax rebates to a restrictive fiscal policy to combat inflation. When
the first economic summit was held at Rambouillet in 1975, the then President Ford was
initially reluctant to attend, and he noted in early 1976 that, “further expansionary action
in the United States would do little to accelerate world recovery.”* However, Ford called
for the second summit as he was considering the 1976 presidential election; it was said
that he wanted to improve his prospects of being chosen as the Republican presidential
candidate and winning the presidential election.?® President Carter, on the other hand,
strongly supported the idea of international cooperation and held economic summits
annually during his four years. After the summit at Rambouillet, Canada was included
among the participating countries to create the Group of Seven (G7).

During Carter’s presidential campaign, Lawrence Klein was a coordinator of his

economic task force. Klein was a professor of economics at Pennsylvania University and

24 Data for unemployment rate and consumer price index from BLS; United States, President and
Council of Economic Advisers (U.S.), 1978 Economic Report of the President (1978), 100,
https://fraser.stlouisfed.org/title/45#8149.

25 Putnam and Bayne, 17; United States, President and Council of Economic Advisers (U.S.),
1976 Economic Report of the President (1976), 135, https://fraser.stlouisfed.org/title/45#8147.

26 Putnam and Bayne, 38.
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he constructed an econometric model called LINK. By using the model, he advocated the
so-called locomotive theory, which influenced Carter’s economic policy. While the US
was stagnating, Japan and Germany were growing rapidly. The locomotive theory
proposed that not only the US but also countries with high growth such as Japan and
Germany would lead the global economy.?’ Carter chose a more international approach
than government support for industry that was a traditional Democratic economic policy,
as he acknowledged that the global economy had deepened its interdependence,
particularly after the first oil crisis.?® I argue that while Carter’s policy preference made
international cooperation possible, it did not benefit domestic economy directly and

swiftly and only amplified protectionist pressure.

Rising Protectionism

While the US and Japan bilaterally faced trade conflicts on certain products, trade
liberalization progressed from the end of the Second World War, and the idea of free
trade was generally supported by political leaders both in the US and Japan. Over the 30
years since 1945, US tariffs on import goods declined from 32% to 8%, while tariffs in
the industrial countries as a whole dropped to an average of 11%.?° A new round of

multilateral trade negotiations, the Tokyo Round, began in November 1973 with the US,

27 Putnam and Bayne, 229; Volcker and Gyohten, 145.

28 See United States, President and Council of Economic Advisers (U.S.). 1979 Economic Report
of the President (1979), chap. 4, https://fraser.stlouisfed.org/title/45#8150; 1. M. Destler and Hisao
Mitsuyu, “Locomotives on Different Tracks: Macroeconomic Diplomacy, 1977-1979,” in Coping with
U.S.-Japanese Conflicts, ed. 1. M. Destler and Hideo Sato (Washington, DC: Health and Company, 1982),
243-270.

2 “Massive Trade Bill Sails Through Congress,” in CQ Almanac 1979, 35th ed., 293-299.
Washington, DC: Congressional Quarterly, 1980, http://library.cqpress.com.ezp-
prodl.hul.harvard.edu/cqalmanac/cqal79-1185088.
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Japan, and Europe. In the US, the Trade Act of 1974, which strengthened presidential
authority to negotiate to reduce tariff and non-tariff barriers, was passed in Congress in
December 1974.2° However, these attempts of free trade by political leaders were blocked
by protectionism following the first oil crisis.>!

The US trade balance with Japan went into deficit as early as 1965. In three years,
the deficit tripled from $333 million to $1106 million.?? The US-Japan trade dispute
during these early days was limited to several labor-intensive products such as textiles.
The trade deficit of the US with Japan tripled again in only three years to $3204 million,
mostly due to increasing imports, and the conflict with manufacturing products shifted to
other more value-added products such as steel and television. At that time, in 1971, the
total trade balance of the US also dipped into deficit ($1432 million). Excluding oil
imports, the deficit continued to increase.

As seen earlier, the contrast in economic conditions between the US and Japan in
the mid-1970s appeared significant. Moreover, the difference in growth patterns was
apparent. After the first oil crisis, the growth pattern of Japan shifted from investment-
driven to export-driven, while the US economic recovery was led primarily by domestic
demand. The trade deficit of the US was calculated from these divergences in the pace
and pattern of growth. In the latter half of the 1970s, Japan was strongly criticized for its
export-led economic expansion and the Japanese yen faced pressure in the foreign

exchange market.

30 bid.

3 Douglas A. Irwin, Clashing over Commerce: A History of US Trade Policy (Chicago: The
University of Chicago Press, 2017), chap. 11, Kindle.

32 Data for trade from BEA and Census Bureau.
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Carter, however, did not seek to directly move the exchange rates. Instead, he
chose voluntary quotas from Japan. During his administration, the US negotiated
voluntary quotas on steel and color televisions imported from Japan against rising
protectionist pressures, and in late 1977, imposed trigger prices for steel to stop Japan
from selling below the cost of steel.>® Nevertheless, as President Carter also supported
free trade in general, he opposed the imposition of import tariff. In 1978, when the textile
and apparel industry persuaded Congress to pass a bill prohibiting trade negotiators from
reducing tariffs on textiles and apparel, Carter vetoed the bill. He stated, “it [the bill]
would cost us many opportunities for export; it could cause the collapse of the trade talks
and further restrict the growth of the world economy.”** In addition to the traditional non-
intervention policy, owing to Carter’s view on import competition of those industries,
Carter did not choose a devaluation of the dollar even if he faced political pressures from

them.

Japan: Recovery from the Oil Shock

I argue that Japan’s quick and substantial economic recovery after the oil shock
made the difference between the US and Japan distinct, which, along with the actual data
in trade imbalance, amplified US criticism toward Japan over currency. I first examine
the Japanese economic fundamentals, and subsequently, look at how criticism toward the

Japanese yen increased.

3.CO Almanac, 1980.

3% Jimmy Carter, “Veto of Bill to Exempt Apparel Items from Tariff Reductions -
Memorandum of Disapproval of H.R. 9937 - November 10, 1978,” Public Papers of the
Presidents of the United States 1978 (Washington DC: Government Printing Office, 1978), 2008-2009;
Irwin, Clashing, chap. 11, 2017.
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Although the Japanese economy suffered from the oil crisis more severely than
the US, Japan’s recovery was quicker. After their double-digit economic growth in the
1960s, Japan’s real GDP growth rate in 1973 was 8.0%. With the oil shock, the growth
rate dropped sharply to -1.2% in 1974. Compared with the above-mentioned -0.5% of the
US, the negative influence of the spike in oil prices on the economy was larger for Japan.
Japan was an oil-importing country and consumed much energy during its rapid industrial
growth. In 1975, however, its growth rate recovered to 3.2% while the US growth rate
was still -0.2%.%

On the inflation side, in accordance with the rapid economic growth, inflation also
rose rapidly in 1973. Even without the oil shock, the underlying inflation was strong.
Consumer price rose to 6.7% in January 1973 and 10.8% in May. Subsequently, with the
increase of oil prices, inflation was up to 18.3% in December 1973. By July 1974, it had
reached 23.8%.°

How did Japan manage this extraordinary stagflation? Facing hyperinflation and
deep recession, the Japanese government adopted restrictive measures to contain the
inflation. Earlier, Prime Minister Kakuei Tanaka pursued an expansionary policy to spur
growth, which caused excess liquidity to create a property bubble and high inflation
during the early 1970s. Takeo Fukuda, who was appointed as Finance Minister by
Tanaka in 1973 and was later the Prime Minister, strongly opposed Tanaka’s policy until

he agreed.’” Fukuda prioritized price stability over economic growth. Fukuda initiated a

35 Data for GDP from Naikakufu [Cabinet Office, Japan].
36 Data for consumer price from Naikakufu [Cabinet Office, Japan)].

37 Takeo Fukuda [former Prime Minister, Japan], Kaiko Kyujyunen [Reflections of Ninety Years
of My Life] (Tokyo: Iwanami Shoten, 1995), 210.
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drastically restrictive fiscal policy and controlled the growth expectation of businesses
and households, by which domestic demand was significantly subdued. During the
recession, government expenditure in 1974 reduced by 12.8% compared with that in
1973.3% The Bank of Japan (BOJ) had already begun to raise the policy rate in April
1973, and it continued to tighten monetary policy. The BOJ started easing in April 1975,
which was later than when the FRB started. The degree of the restrictive fiscal and
monetary measures and length of time they were imposed were unprecedented in the
Japanese post-war period, but they succeeded in containing inflation. By the end of 1975,
inflation had settled at 7.8% from its peak of 23.8%. As inflation stabilized, the
government shifted focus to stimulate the economy. With the monetary easing of the

BOJ, the economy started recovering in 1975.

Conflicts over Exchange Rates

During 1976, the dollar was relatively stable, although it weakened slightly later
in the year. The dollar-yen exchange rate started at approximately 305 yen per dollar and
ended at approximately 293 yen per dollar in 1976. This was partly because the US
economy had bottomed out and inflation had steadily declined. This was also because, as
1976 was an election year, the foreign exchange market waited cautiously for the
outcome of the election. After the election, concerns about inflation due to possible
economic stimulus by president-elect Carter, the reduced rate by the FRB, as well as

continuing US trade deficit brought the dollar down.*

38 Data from Naikakufu [Cabinet Office, Japan].

3 “Gold Prices Rise Sharply Abroad on Fears Carter to Fan Inflation,” New York Times,
November 9, 1976; Federal Reserve Bank, “Report on Operations in Foreign Currencies for System Open
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Japan’s export-driven economic recovery was strongly criticized by not only the
US but also other overseas countries. Carter was aware that Japanese export-driven
growth and its intervention in exchange market were criticized. Nevertheless, during his
election campaign in 1976, he did not criticize Japan, stating that the Japanese
government had tried to reverse the market.**However, soon after he assumed office,
when he sent a delegation headed by Vice President Walter Mondale to Japan, Fred
Bergsten, Assistant Secretary of Treasury for International Affairs, believed that Japan
intervened in the market unfairly to undervalue the yen and explicitly criticized Japan for
its intervention.*! Following the Mondale mission, Klein proposed at the US Congress in
February that Japan appreciate the yen by 10%.%?

In March 1977, the US Congress expressed concerns over the weak US economy
and demanded that Japan stimulate its economy as well as let the exchange rate
appreciate.*’ By that time, the Japanese government had expressed its intention to

increase fiscal expenditures. However, the US Congress demanded Japan to shift from

Market Account and Treasury Account and Foreign Exchange Market Conditions for the Period December
21, 1976 — January 12, 1977,” January 12, 1977.

40 Jimmy Carter, The Presidential Campaign 1976 (Washington, DC: Government Printing Office,
1978),1:397.

4U'W. Carl Biven, Jimmy Carter’s Economy: Policy in an Age of Limits (North Carolina: The
University of North Carolina Press, 2003), 103, Kindle.

4 Volcker and Gyohten, 154.

43 “The 1977 Joint Economic Report : Report of the Joint Economic Committee, Congress of the
United States, on the January 1977 Economic Report of the President, Union Calendar No. 41,” The Joint
Economic Report : Report of the Joint Economic Committee, Congress of the United States, on the
Economic Report of the President (March 15, 1977), 13, https://fraser.stlouisfed.org/title/1250#536795.
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export-driven to domestic demand-driven growth.* By the end of March 1977, the yen

appreciated to 277 yen per dollar, which meant that the dollar declined to that level.

Japan’s Political Economy

Amid intense criticism from the US, Prime Minister Fukuda of Japan agreed to
cooperate. What were his political motives and strategies? International cooperation fit
into Fukuda’s vision of Japan playing an expected international role. Concurrently, it was
his strategy for avoiding criticism regarding the yen.

In December 1976, after the House of Representatives election in Japan, a new
cabinet was established with Takeo Fukuda as the leader of the Liberal Democratic Party
(LDP) and the Prime Minister. The LDP remained a dominant party despite losing its
majority. Fractional struggles within the LDP, political incidents such the arrest of former
Prime Minister Kakuei Tanaka over a financial scandal, and a weak economy made the
LDP unpopular. Fukuda’s start as Prime Minister lacked firm domestic political ground.

President Carter sent Vice President Walter Mondale to Japan and Europe just
two days after the inauguration in January 1977 to discuss economic issues as a top
priority.*> Due to restrictive policy measures, Japan’s consumer price declined to the
single digits during 1975. Nevertheless, it was still around 9% during most of 1976, and it
changed a little to 8.6% in July 1977. However, although Fukuda and most Japanese

officials still had concerns over inflation, before Mondale’s visit, Fukuda presented a

4 Ibid, 53.

4 Biven, 95.
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stimulus package to promote investments in business equipment and housing.*® This plan
assumed that the Japanese economy would grow at a pace of 6.7%, which was 1% higher
than the previous year. In late January 1977, Fukuda delivered his policy speech at the
Japanese Diet (Congress). He explained that the growth of 6.7% should be able to meet
expectations in the international arena.*’ It was expected that increasing domestic demand
would improve the trade balance of the US, which would enable Japan to avoid criticism
about the yen. Although a large tax cut was requested in Japan, he was reluctant to do so
in consideration of its future impact on balancing the budget.*®

Fukuda visited the US to meet President Carter in March 1977, two months after
Carter’s inauguration and two months before the London summit. In the Carter-Fukuda
meeting, the topics ranged from national security, economic cooperation, free trade, and
energy to human rights. Fukuda recognized that Japan had not played an accountable
political role in the international arena despite its rapidly growing economy.*’ Fukuda’s
foreign policy encompassed an ambitious vision of the Japan-China Peace and Friendship
Treaty and a strong relationship with other Asian countries, the Fukuda doctrine, because

he believed that they were important to Japan. Fukuda considered the close US-Japan

relationship in national security essential for his overall foreign policy.>°

4 Ibid, 102.

47 Takeo Fukuda [former Prime Minister, Japan], Shisei Hoshin Enzetsu [Policy Speech], the 80%
Session, Shugiin [Japanese Diet], January 31, 1977.

48 Ibid.
4 Fukuda, Kaiko, 271.

50 Ibid., 272, 293.
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Unsolved Problems

Although Fukuda’s strategy was to avoid the appreciation of the yen by adjusting
the domestic economic policy, even after the London summit, criticism about the yen did
not stop. The Carter administration was unwilling to support the exchange rates until it
saw the result of the Japanese economic policy. On the US side, Carter’s strategy did not
work well either. I argue that Carter failed to leverage the dollar to obtain the desired
results from Japan and the US Congress, which let the dollar decline substantially. In this
section, I examine how cooperation turned into conflict and how failed cooperation

affected exchange rates.

More Criticism about the Yen

Shortly before the London summit in early May 1977, the foreign exchange
market became nervous in the wake of further negative news regarding US inflation and
trade deficit. Simultaneously, there was considerable market talk of a possible agreement
allowing the Japanese yen to appreciate as a means of reducing the trade surplus before
the summit.>! Soon after the summit, the market speculated again that Japan would allow
the yen to appreciate. To avoid a sharp decline in trading, the FRB intervened in the

market; however, it was with the German mark, not the yen, against the dollar.>?

5! Federal Reserve Bank, “Report on Operations in Foreign Currencies for System Open Market
Account and Treasury Account and Foreign Exchange Market Conditions for the Period April 19 - May 11,
1977.

52 Federal Reserve Bank, “Report on Operations in Foreign Currencies for System Open Market
Account and Treasury Account and Foreign Exchange Market Conditions for the Period May 12 - 16,
1977.
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At the London summit, the statement, “We commit our governments to stated
economic growth targets or to stabilization policies which, taken as a whole, should
provide a basis for sustained non-inflationary growth, in our own countries and
worldwide and for reduction of imbalances in international payments” was inserted.
While Japan had agreed to a 6.7% growth rate with an expansionary budget, before the
summit, Carter asked the US Congress to cancel a part of the tax rebate that he had
proposed, stating that his policy focus had shifted from growth toward anti-inflation.>?
The declaration of the summit did not refer to exchange rates.

Meanwhile, US Treasury Secretary Blumenthal joined the attack on the yen. On
May 25, he said, “The US, Japan, and West Germany agree that they will not resist
‘market pressures’ for an appreciation of their currencies” in Tokyo.>* He also
commented at the OECD meeting on June 24 that Japan, Germany, Switzerland, and the

Netherlands should allow their rates to float.>>

Following these comments, the yen
appreciated to 267 yen per dollar at the end of June 1977. The Carter administration, even
though it did not intervene the foreign exchange market to move the dollar, frequently

criticized Japan and other countries for undervalued currencies, which effectively moved

the market until it would be out of control.

>3 Daniel J. Sargent, A4 Superpower Transformed: The Remaking of American Foreign Relations in
the 1970s (New York: Oxford University Press, 2014), chap. 8, Kindle.

3 «U.S., Japan, Germany ‘Will Let Currencies Climb,”” Financial Times, May 26, 1977.

35 Destler and Mitsuyu, 249.
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Japan: Fiscal Expansion

Exporters began to complain in Japan, and politicians who were compelled by the
exporters, in turn, pressured the Ministry of Finance and the Bank of Japan to intervene
in the market.>® This intervention in 1977, in which $6 billion of yen-selling was
conducted, was termed overseas as a “dirty float.” The Japanese Ministry of Finance
almost abandoned the idea of stopping the market by intervention. However, facing
domestic political pressure, Prime Minister Fukuda directed that they continue with the
intervention. However, despite the intervention, the yen rose from 291 yen per dollar at
the beginning of 1977 to 241 yen per dollar at the end of the year, which was
approximately a 20% appreciation of the yen against the dollar in just one year. The
Japanese Ministry of Finance sensed that the pace of the appreciation of the yen was “too
fast” and expressed concerns that a significant reverse would be necessary to depreciate
the yen in the near future.’” The US, however, did not take action in order to continue
pressuring Japan into spurring the economy.>®

In September 1977, the Fukuda administration announced an economic stimulus
package with an increase in public spending, which was the first supplemental budget for
the 1977 fiscal year. In November 1977, Fukuda initiated a fiscal expansion with a
second supplemental budget for the 1977 fiscal year. With the 1978 fiscal year budget

included, the LDP presented the Diet a stimulus fiscal policy with a projection of

%6 Volcker and Gyohten, 153.

57 “Telegram from the Embassy in Japan to the Department of State,” September 16, 1977,
Foreign Relations of the United States, 1977-1980, Volume III, Foreign Economic Policy, Document 55,
https://history.state.gov/historicaldocuments/frus1977-80v03/d55.

38 Biven, 108.
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expansion in public investment in infrastructure and housing under the assumption of 7%
economic growth. The planned public investment for 1978 was 34.5% larger than the
previous year. In late January 1978, the Diet passed the budget.>’

As this expansionary budget increased government debt, Fukuda, calling the
budget a “one-time exception,” proposed that economic growth should be the top priority,
with the background of the request for Japan to be a locomotive to the global economy.*
The plan to balance the budget was postponed. The opposition from the Ministry of
Finance was overridden by the argument from growth-oriented politicians and the
Ministry of International Trade and Industry (MITI) for the need of expansion under the
pretext of foreign pressure.®! With fiscal deficits in 1977 and 1978 that were equivalent to
over 4% per GDP each year, the government debt outstanding per GDP reached over
30% in 1978, which would result in policy constraints for Fukuda’s successors over

budget control.

Concerns over the Dollar

In the US, while the Carter administration waited for the outcome of Japan’s
economic stimulus package, concerns over the declining dollar were gradually rising.
Soon after Treasury Secretary Blumenthal remarked on the yen in June 1977, the

Undersecretary of Treasury Anthony Solomon sent a memorandum clarifying the reasons

39 Zaimusho [The Ministry of Finance, Japan], Showa Zaiseishi: Showa 49-63 Nendo [History of
Financial Market: 1974-1988], 2005, 143-213,
https://www.mof.go.jp/pri/publication/policy history/series/s49-63/.

% Fukuda, Kaiko, 237.

61 Robert D. Putnam, “Diplomacy and Domestic Politics,” 429.
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for the decline of the dollar to Blumenthal. “There are doubts that we will solve our
energy problem or control inflation. And there is a general perception that we are ‘talking
the dollar down.””’%> Solomon’s memo examined the case for intervention and concluded,
“We do not need to change our intervention policy,” because “it would represent a failure
of our policy to bring about an orderly adjustment of imbalance.”®® Blumenthal denied
that he talked down the dollar, even long after the event.®* His August 1977
memorandum to Carter after a trip to Paris stated the following:
I explained and reaffirmed our exchange rate policy to Minister Apel [France] —
that we support a floating exchange rate system; that our policy is that the dollar’s
value should be determined by underlying economic and financial conditions; that
we intervene in exchange markets only to counter disorderly exchange market
conditions. I reiterated our view that a strong dollar is of major importance to the
United States and the rest of the world; that the way to maintain a strong dollar is

through a strong and non-inflationary economy; and that recent indicators show
progress toward that objective.5

Some in the administration assessed that “the bad consequences (increased prices for

imports) would be outweighed by the good consequences (promotion of exports).”*

Others cautioned, “The dollar has fallen..., as the probable outcome of the US energy

62 “Memorandum from the Under Secretary of the Treasury for Monetary Affairs (Solomon) to
Secretary of the Treasury Blumenthal,” July 26, 1977, Foreign Relations of the United States, 1977-1980,
Volume III, Foreign Economic Policy, Document 46,
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83 Tbid.
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https://history.state.gov/historicaldocuments/frus1977-80v03/d50.

% «“Memorandum from the Chairman of the Council of Economic Advisers (Schultze) to President
Carter,” September 12, 1977, Foreign Relations of the United States, 1977-1980, Volume 111, Foreign
Economic Policy, Document 53, https://history.state.gov/historicaldocuments/frus1977-80v03/d53.
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policy debate has been deteriorating,” and the current deficit is large “because of the
rapid growth in our dependence on imported oil.”®’

Facing concerns about the dollar as well as criticism from abroad, Carter finally
released a statement on the US trade deficit and the dollar in December 1977, which
supported a strong dollar and requested the Congress for prompt action regarding energy
legislation.

These deficits have contributed to some disorder in the exchange markets and

rapid movements in exchange rates. Heightened uncertainty and increased

exchange market pressure in recent weeks have coincided with the delay in
congressional action on our energy legislation. A mistaken belief that the United

States is not prepared to adopt an effective energy program has been partly

responsible for recent, unsettled conditions in the exchange markets. We have a

responsibility to protect the integrity of the dollar. Prompt action is needed in

energy and other fields to reduce our deficits.®
Carter also sent a letter clearly stating his view to German Chancellor Schmidt, “I wholly
share your view about the importance of a strong dollar” and “it was designed to assure
the world that the United States is deeply concerned about the value of the dollar, and is
prepared to counter disorderly conditions that may appear in exchange markets.”® By

that time, the dollar had declined approximately 11% against the yen during the previous

six months.
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In the Carter administration, views and opinions still varied in early 1978. On
January 19, 1978, Treasury Secretary Blumenthal and Schultze, Chairman of the Council
of Economic Advisers sent a memo to President Carter, “We would be in serious
trouble...if there should occur a massive capital flight from the dollar and a sharp
depreciation of its value in foreign exchange markets. Failure to get an energy program
might lead to this result. And, given the nature of foreign exchange markets, it could
conceivably be set off by events we cannot now foresee.”’° They also stated that the
persistent weakness of the dollar “could provoke unfair trade practices, lead to
competitive devaluation of currencies, make international economic cooperation more
difficult, and undermine US foreign policy.””! While concerns about the declining dollar
increased, Strauss, from a trade-related viewpoint, wanted to wait for the outcome of the
promised growth of Japan.

In March, the National Security Council held a meeting, the subject of which was
the “Dollar Crisis.”’?> The meeting pointed to the US’ large trade and current account
deficits and the lack of confidence abroad in the US economy as the main factors causing
the decline of the dollar. In the meeting, the situation was described saying, “We have

used up $3 billion through intervention in exchange markets. Additional intervention by

70 “Memorandum from Secretary of the Treasury Blumenthal and the Chairman of the Council of
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other countries has totaled $20 billion. Private capital is beginning to flow out of the US,
and in the 4th quarter of 1977, net capital outflows amounted to $10 billion. New
purchases of US securities by Saudi Arabia and other OPEC states have declined
markedly.””? Anxiety about the potential risks of the dollar’s decline grew inside the
White House.

Blumenthal sent a memo to Carter in February 1978, expressing a strong concern
and urging Carter to act, “...things have reached a point where it is essential for you to
take vigorous action to halt the drift of events on energy and on the dollar. The cost of
going on as we are is now dangerously high.”’* However, the time when Carter actually
took a decisive action was in November 1978. The delay of the action amid a substantial
decline of the dollar appeared due to the fact that the Carter administration waited Japan
to decide an additional economic stimulus package. During the period, the exchange rate

was used only as a tool to move the Japanese political leaders to adjust their economic

policy.

Energy Issues in the US

The Carter administration was seriously concerned about the potentially
uncontrollable decline of the dollar. They started realizing that the US energy policy was
one of the major causes for the weakness of the dollar. With the Bonn summit

approaching, Carter stated, “Our nation's inability to deal with so crucial a question was

3 Ibid.

74 “Memorandum from Secretary of the Treasury Blumenthal to President Carter,” February 22,
1978, Foreign Relations of the United States, 1977-1980, Volume III, Foreign Economic Policy, Document
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becoming an international embarrassment,” and spoke with congressional leaders.”
However, although the Democratic Party held majority control at both the House and the
Senate, the energy bill was opposed by some Democrats partly because it would result in
higher energy prices that would not be popular with their constituents. Additionally,
Washington leaders of the National Chamber of Commerce (for quick decontrol) and the
AFL-CIO (against any decontrol) were both lobbying to kill the legislation.”® Carter’s

strategy of passing the energy bill under the pretext of defending the dollar did not work.

Hidden Conflicts

In Japan, contrary to the projection of 6.7%, the economic growth was only 4.4%
in 1977. The problem was not only that the growth target was not met, which, in fact, few
had believed achievable, but also that despite a substantial appreciation of the yen,
Japanese trade surplus doubled from 1975 to 1976, and tripled from 1975 to 1977. Owing
to the strong restrictive policy to combat inflation after the oil crisis, deflationary pressure
made Japanese products cheaper, which improved price competitiveness.”’ Lawrence
Klein’s LINK model calculated that if Japan, along with Germany, Belgium, the
Netherlands, and Canada, were to add 1% growth each, the US trade deficit would reduce

by $1 billion.”® However, Japan’s trade balance with the US increased to $8.0 billion in

75 Jimmy Carter, Keeping Faith: Memoirs of a President (Fayetteville, AR: University of
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1977 from the $5.3 billion surplus in 1976, and the total US trade deficit increased by $21
billion in 1977.

As seen earlier, the Japanese government decided on an emergency budget to spur
growth, on the assumption of 7% growth. In January 1978, that message was delivered
from Japan to the US. Simultaneously, Japan agreed to import three times more oranges
and beef from the US than before.” In return, Japan countered that the US should also
control inflation and reduce its rising oil imports.®® Robert Strauss, Special Trade
Representative, explained that the energy bill would be enacted by the Congress in 90
days, although it happened much later in 1978.3! Strauss told Japan that the US would
ease upward pressure on the yen only if a “special concession,” 7% growth in particular,
would be given by Japan.® In early January, the US Treasury announced that it had
established a German mark swap agreement with the Bundesbank, wherein it would join
in a forceful operation to counter disorder. However, no such agreement was made with
Japan.®

After the second meeting between Carter and Fukuda in May 1978, Fukuda
prepared for the Bonn summit. At the summit in July 1978, Fukuda repeated his
commitment to the 7% growth target. Moreover, he presented his plan to direct Japanese

exporters to reduce exports to the US to decrease Japan’s trade surplus. In the discussion
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on exchange rates, Fukuda pointed out that the yen appreciation caused the failure to
meet the growth target of 6.7% in 1977, and he urged the US to defend the value of the
dollar.®*

In the Bonn summit declaration, Fukuda committed to 7% growth and stated that
if it were not achieved, he would take additional measures in August or September. At
the Bonn summit, it was briefly agreed regarding the exchange rate that, “Our monetary
authorities will continue to intervene to the extent necessary to counter disorderly
conditions in the exchange markets.”®

Despite the adjustment of the exchange rate and Japan’s economic policy, trade
imbalance did not improve. The decline of the dollar was difficult to stop due to the

ineffectiveness of the policy change, the inability to achieve the promised domestic

policy, and the deepening conflict over trade and exchange rates.

Defending the Dollar
In November 1978, Carter eventually took strong measures to defend the dollar.
This section is the concluding part of the case in the Carter era that prolonged the period
of attempts of cooperation and failures to achieve the committed goals, which resulted in

further conflicts and a significant decline of the dollar.

84 Fukuda, Kaiko, 297.

85 Extract from the Bonn summit declaration,
https://www.mofa.go.jp/policy/economy/summit/2000/past summit/04/e04 a.html.
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Dollar Crisis

Although Carter expressed his support for a strong dollar, the decline of the dollar
accelerated. In March 1978, the Japanese Ministry of Finance stopped its intervention
after spending $5.5 billion in one month, as the market force was extremely strong.®®
Schultz was sent to Japan in April to discuss the yen. Schultz delivered two messages.
First, the US did not intend to have the yen appreciated. Second, however, intervention in
the yen-dollar would pose a serious political problem for the US, given the trade
imbalance between the US and Japan; therefore, it would be impossible.®’” By the time of
the Bonn summit in July, the dollar had declined to near 200 yen per dollar, which was
approximately 20% depreciation of the dollar (appreciation of the yen) from the
beginning of the year.®

Although the Bonn summit presented cooperative manners among political
leaders and their willingness to commit to solving the domestic problems, Carter’s ability
to pass the energy bill in the US and Fukuda’s ability to achieve the growth target in
Japan were questioned in the markets. Within a week after the Bonn summit, the dollar
depreciated (appreciation of the yen) to 198 yen per dollar and subsequently to 189 yen
per dollar by the end of July.®

Toward summer 1978, as it seemed difficult for Japan to achieve the 7% growth,

Prime Minister Fukuda did not react swiftly. In August, the US told Japan again that it

8 Volcker and Gyohten, 157.

87 United States, White House, Approach for Schultze Trip to Japan on Yen-Dollar Problem, 1978,
http://search.proquest.com.ezp-prod1.hul.harvard.edu/docview/1679114639?accountid=11311.

88 Data for exchange rate from Federal Reserve Bank (FRB).

8 Tbid.
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could not proceed with actions in the absence of Japanese commitment on the satisfactory
supplemental budget and discount rate cut.”® On the other hand, however, inside the
White House, concerns accelerated from the national security perspective.”! Carter told
Blumenthal and Bill Miller, the Chairman of the Federal Reserve, to advise him on steps
that can be taken. Carter also urged Congress to pass the energy bill to control inflation
and ease the pressure on the dollar.”?

On October 28, at Camp David, Carter spoke about “a serious run on the
dollar.”®® On November 1, a dollar rescue package was released, which successfully
stabilized the dollar. The dollar bottomed on the announcement and rebounded afterward.
Japan had calculated the appropriate level of the yen, based on purchasing power parity
(PPP), as 240 yen per dollar, while the actual yen hit 176 yen at the time of Carter’s
dollar defense. As markets overshot, they swiftly turned the direction. At the end of 1978,
the yen was at 194, and at the end of March 1979, it was at 209. By the end of 1979, the

yen returned to 240 yen.**

9 “Telegram from the Department of State to the Embassy in Japan,” August 18, 1978, Foreign
Relations of the United States, 1977-1980, Volume III, Foreign Economic Policy, Document 157,
https://history.state.gov/historicaldocuments/frus1977-80v03/d157.

o1 “Summary of a National Security Council Meeting,” August 15, 1978, Foreign Relations of the
United States, 1977-1980, Volume III, Foreign Economic Policy, Document 156,
https://history.state.gov/historicaldocuments/frus1977-80v03/d156.

%2 Jimmy Carter, “The President's News Conference of August 17, 1978 - August 17, 1978,”
Public Papers of the Presidents of the United States 1978 (Washington, DC: Government Printing Office,
1978), 1438-1447.

93 Jimmy Carter, White House Diary (New York: Picador, 2010), 256.

% Data for exchange rate from FRB.



39

Japan’s Political and Economic Consequences

In Japan, Masayoshi Ohira took over from Fukuda as Prime Minister in December
1978. Fukuda had attempted to extend his term by one more year by leveraging his
success in the international arena but failed eventually.”

Ahead of the Tokyo summit held in June 1979, upon the request of Carter, Ohira
paid an official visit to the US. The new Prime Minister Ohira had been suspicious about
the achievement of the 7% economic growth of Japan that was agreed at the Bonn
Summit by Fukuda.?® Ohira, nonetheless, believed that the US-Japan relationship was the
key to the Japanese foreign policy. In a press conference before the visit, he expressed his
view that Japan needed to avoid the risk that the US-Japan economic conflict would
become a significant political conflict between the two countries.”” Although Ohira did
not point to any specific figure of economic growth (for example, the 7%), he agreed to
pursue high economic growth.”® In 1978, due to the appreciation of the yen, the Japanese
exports eventually decreased, and the real GDP growth rate ended up at 5.3%. Again,
Japan failed to achieve the promised growth rate.”

Leveraging the success in foreign policy, in October 1979, Ohira decided to solve
the Diet and hold a general election to strengthen his political position. Ohira first

brought the agenda of tax increase. He wanted to balance the budget by introducing a

95 Masayoshi Ohira [former Japanese Prime Minister], Ohira Masayoshi Kaisoroku [Reflections of
Masayoshi Ohira] (Tokyo, Japan: Kashima Shuppansha, 1983), chap. 29.

% Ibid., 507.
7 1bid., 508.
%8 Ibid.

% Data for GDP from Naikakufu [Japanese Cabinet Office].
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consumption tax. However, facing strong opposition from within the LDP (Liberal
Democratic Party) as well as businesses, Ohira withdrew the plan before the election.
Nonetheless, through these controversies, the outcome of the election was a defeat of the
LDP.'®

The dollar-yen exchange rate bottomed right after the coordinated actions in
November 1978. In 1979, the substantial depreciation of the yen amplified inflationary
pressure stemming from the oil price. With a higher interest rate, the Japanese economy

slowed down in 1980.'%!

The 1980 US Presidential Election

In July 1979, Carter had his first meeting with Paul Volcker and decided to
nominate him as the chairman of the Federal Reserve Bank (FRB). William Miller, then
chairman of the FRB, was appointed as Treasury Secretary. Carter judged that Volcker
was committed to control inflation and preserve the value of the dollar.!®? Volcker
wanted to ensure the independence of the FRB.!” Ahead of the election in the following
year, Carter’s advisors were concerned that if Volcker became the chairman of the FRB,

the influence of the White House would be removed. Carter, however, agreed that he

100 Ohira, chap. 35-36.

101 Naikakufu [Cabinet Office, Japan|, Nenji Keizai Houkokusho [Annual Report on the Japanese

Economy], 1979-1980.
192 Carter, Diary, 347.

103 Paul A. Volcker, Keeping at It: The Quest for Sound Money and Good Government (New
York: Public Affairs, 2018), 228, Kindle.
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would not try to interfere with Volcker’s decision but would expect to be kept informed
as appropriate.'%

The FRB had already started to raise interest rates under Miller. While the US
discount rate was 5.25% in November 1976, it was 9.50% when Volcker became the
chairman. Under Volcker, the discount rate further rose to 13.0% in February 1980. After
temporarily loosening, monetary tightening restarted in September 1980, just before the
presidential election.!%

The result of the presidential election in November 1980 was a landslide victory
of Republican nominee Ronald Reagan with 489 out of 538 votes against Carter.'%

Before leaving his office in January 1981, Carter expressed his final view on
inflation and the dollar: “Despite the rapid increase in oil costs, the policy measures we
have taken to improve domestic economic performance have had a continued powerful
effect on our external accounts and on the strength of the dollar. A strong dollar helps in
the fight against inflation.”'°” On trade issues, in the same speech, Carter mentioned the
Tokyo Round and the agreement with Japan to expand exports to the Japanese market in
such “key areas” as telecommunications equipment, tobacco, and lumber.” He, however,

added to conclude, “In short, we must continue to seek free—but fair—trade. That is the

104 Carter, Diary, 347.
105 Data for interest rates from FRB.

106 "Official 1980 Presidential Election Results," CQ Almanac 1980, 36th ed., 6-B. Washington,
DC: Congressional Quarterly, 1981, http://library.cqpress.com.ezp-
prodl.hul.harvard.edu/cqalmanac/cqal80-860-25879-1173507.
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policy my Administration has pursued from the beginning, even in areas where foreign
competition has clearly affected our domestic industry.”!%

During the Carter era, Carter’s free trade policy conflicted with domestic
protectionist pressures. While the criticism against Japan over the exchange rate
increased, instead of directly intervening in the foreign market, under the shared interest
of international cooperation, Carter and Fukuda agreed to adjust domestic economic
policies, by which they expected to improve the trade balance. However, when Japan
delayed the additional economic stimulus, the Carter administration used exchange rate
as a tool to force Japan. When cooperation failed, and the trade issue was not resolved,

the consequence was an unintended, substantial decline of the dollar, which later caused

inflation and recession.

198 Tbid., 2937.
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Chapter I'V.

Episode 2: Reagan-Nakasone Era

During the 1980s, the US-Japan trade dispute intensified as the US trade deficit
increased significantly. President Ronald Reagan’s administration faced difficulties in
dealing with strong domestic and foreign pressure on the exchange rate issue. The
significances of the Reagan era were first, during the first term the administration took an
extremely strict non-intervention policy stance, second, in the second term the new
Treasury team dramatically shifted to lead a large-scale coordinated intervention. In this
chapter, I examine how these dynamic changes occurred in the context of the exchange

rate and trade policy.

US-Japan Conflict
The US exchange rate policy changed significantly between the first and the
second terms of the Reagan administration, primarily due to personnel change in the
Treasury Department. I argue that as the strict non-intervention policy of the US Treasury
in the first term narrowed policy choices for exchange rates, which made trade policy
challenging for President Reagan since he supported free trade. In this section, I describe
how trade protectionist sentiments toward Japan surged while the administration in

Reagan’s first term strictly maintained a non-intervention policy.
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Early 1980s

In 1978, the dollar reversed to rise, with the dollar-yen exchange rate increasing
from 203 yen per dollar to 219 yen in 1981, further rising to 277 yen by November 1982.
The dollar strengthened against not only the yen but also other currencies such as the
German Deutsche Mark. Considering the trade-weighted dollar, which is calculated by
considering the weights of shares of different currencies in trade with the US, the value of
the dollar appreciated by 15% in 1981 and 11% in 1982.!%

When Reagan won the Presidential elections in 1980, the US economy was facing
a recession, initially caused by the second oil crisis, followed by monetary tightening.
Due to high interest rates, housing investment dipped -20.9% year-on-year. Real GDP
growth rate in 1980 was -0.3%. The economy temporarily recovered, before recession
returned in 1982 when the growth rate was -1.8%. In 1982, exports decreased due in part
to the strengthening dollar and the Latin American debt problem.!!°

Soon after President Reagan took his office in 1981, he proposed the Program for
Economic Recovery. It included the following: 1) a decrease in the growth of government
spending, 2) reduction in personal income tax rates and creating jobs by accelerating
depreciation for business investments in plant and equipment, 3) regulatory relief, and 4)
commitment to a monetary policy that would restore stable currency and healthy financial
markets.!!! President Reagan’s economic policy was based on the supply-side economics,

which aims to strengthen competitiveness of the private sector mainly via tax cuts and

19 Data for exchange rates from FRB; Zaimusho, 313-316.

110 United States, President and Council of Economic Advisers (U.S.), 1982 Economic Report of
the President (1982), 23, https://fraser.stlouisfed.org/title/45#8153.

11 Ibid., 23.
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deregulation, while attempting to reduce government support. These measures pushed up
private consumption followed by investment. In addition to the economic program, as
inflation decreased from 14.8% in March 1980 to 10.1% in October 1981, the Federal
Reserve Bank (FRB) shifted its stance to ease monetary policy. The discount rate was
gradually cut from 14.0% in October 1981 to 9.0% in November 1982 when inflation
stood at 4.6%. The US economy bottomed in the middle of 1982 before bouncing back
significantly: real GDP increased 4.6% in 1983 and 7.2% in 1984.!!2

However, despite the recovery, the unemployment rate did not decline quickly. In
1982, the unemployment rate was 10.8%, and in 1983, it was as high as 8.3%. With a
global slowdown, coupled with a strong dollar, imports increased in line with a recovery
in domestic demand, while exports decreased, resulting in a rise in trade deficit. The US
trade deficit in 1980 stood at $20.1 billion, increasing to $57.5 billion in 1983 and $107.8
billion in 1984. The deficit with Japan was outstanding, with Japan accounting for 49%
of the total deficit in 1980 and 57% in 1981. Although macroeconomic data revealed
strong recovery, the high unemployment rate and increasing trade deficit created
protectionist sentiments among businesses and in Congress.!!?

With regard to Japan, faced with the second oil crisis in 1979, the country’s
economy was initially hit by higher inflation. However, recovery was relatively speedy.
The energy policy proposed by the then Prime Minister Masayoshi Ohira following the

first oil crisis effectively made the Japanese corporate sector energy-efficient. In 1980,

12 Martin Anderson, Revolution: The Reagan Legacy (Stanford: Hoover Institution Press, 1990),
chap. 4.

113 Destler and Henning, 38-40; Data for unemployment rate from BLS; Data for trade deficit from
BEA.
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while the US was facing a recession, Japan’s growth rate was 2.8%. Inflation in Japan
peaked at 8.9%, while it rose to 14.8% in the US. The Bank of Japan turned to ease in
August 1980, while the FRB began to cut rates much later in November 1981.1!4

The economic recovery of Japan was primarily driven by exports, with improved
price competitiveness of the manufacturing sector making the process easier. Around this
time, the industrial structure of Japan had also changed: major industrial sectors switched
from labor-intensive products such as textiles to capital-incentive products like
automobiles, telecommunication equipment, and machinery. This shift, coupled with
steady exports, triggered conflicts with the US manufacturing sector. Since the 1970s,
Japan’s export-driven economy was criticized by the US. For Prime Minister Nakasone,
however, his set of policy choices could be wide-ranging owing to a stable Japanese

economy. '

Trade Conflicts with Japan
President Reagan supported free trade through both his terms. He considered the
experience during the 1930s as “The Smoot-Hawley Act touched off an international

trade war that prolonged the Depression and brought on a worldwide plague of economic

114 Naikakufu [Cabinet Office, Japan], Nenji Keizai Houkokusho [Annual Report on the Japanese
Economy], 1979-1981.
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nationalism.”!!® However, as he also supported fair trade, amid mounting pressure from
Congress, he responded to protectionists in the fair trade framework.!'!”

The first serious case of the US-Japan trade conflict that Reagan faced as
President was regarding import quotas on Japanese cars. The automobile industry
witnessed a slump in car sales due to recession and higher gasoline prices. Total vehicle
sales peaked ahead of the second oil crisis in 1978 at 16.3 million units,''® before
dropping to 9.0 million units in 1981. Facing an increasing competition from Japanese
cars, by 1979, the US had lost its top position to Japan. Although President Reagan
believed that competition was good for Detroit, during the election campaign in 1980, he
proposed a rescue plan for the automobile industry, as Rust Belt states such as Michigan
were politically important, given that they were swing states.!!” Soon after Reagan was
re-elected as President in 1981, Congress introduced a bill to impose quotas on Japanese
car imports. Reagan, as a free trade supporter, did not favor import quotas, considering
the potential risk of retaliatory action against the US, but simultaneously, he could not
reject moves to support the automobile industry. His final strategy in dealing with this
issue was to suggest to Japan to establish voluntary export restraints (VERs). Reagan was

aware that Japan was concerned about potential quotas on other Japanese products once
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quotas are imposed on automobiles. Informed by the US that there was a strong sentiment
in Congress to introduce quotas, Japan’s then Prime Minister Zenko Suzuki decided to
establish VERs, which remained in effect until 1984.2°

In 1980 and 1981, exchange rate issues were not linked to trade policies, as there
was virtually no private group political activity on exchange rate policy.'?! It was partly
because industries and corporates in the automobile and steel sectors suffered the effects
of recession that predated the exchange rate issue.'?? It was also due in part to Congress
not involving in the exchange rate policy process such as an execution of intervention.'??
By late 1982, however, pressured by industry groups and corporates that suffered from
exchange rates—strong dollar and weak yen—Congress began to hold hearings on the
Japanese yen and its impact on the US-Japan trade relationship.'?* Automobile companies
such as Ford and machine manufacturers such as Caterpillar were leading the movement.
There was also support from academia, which believed that trade policies should focus
more on misalignments in the exchange rate to create jobs in the US.!?* In January 1983,
ahead of the meeting with Japan’s new Prime Minister Yasuhiro Nakasone, President
Reagan was informed by businesses as well as Congressional leaders about the critical

situation facing the automobile industry and the “Japan problem” such as Japan’s
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restrictive trade practices and undervaluation of the yen. During a meeting with
Nakasone, Reagan acknowledged that Japan had already reduced tariffs, but told
Nakasone that, considering protectionism at the US Congress, more steps needed to be
taken.'?® While Reagan had to deal with the rising domestic protectionism among
businesses and at Congress, I argue that he used protectionism as a shared concern with
Japan, but also as leverage for negotiating with a Japanese political leader.

Meanwhile, Prime Minister Nakasone desired to maintain a sound relationship
with the US, without sacrificing domestic economic growth.!?” As trade conflicts
intensified, even during direct talks between President Reagan and Prime Minister
Nakasone, Japan’s exports to the US was one of the points of discussion. Nakasone
perceived that Reagan, based on their good personal relationship, sought a solution that
addresses the protectionist pressure in the US to avoid severe damage to the Japanese
economy.'?® In December 1982, Nakasone, who took his office in November, delivered
his first policy speech at the Diet. He expressed his general view, “To stop the rising
pressure of protectionism is the most important issue in the international sphere. We,
Japan, will make efforts to contribute to maintain the global free trade system and to
revitalize the world economy through our foreign and domestic policies.”!? In January

1983, Prime Minister Nakasone delivered his policy statement at the Diet just after he
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held a meeting with President Reagan. Expressing concerns, he said, “Recently, we have
witnessed protectionist trade bills in major countries that target Japan. If these bills come
into force, the Japanese economy as well as the global economy would go into recession.
To avoid it, we need to promote to open our markets. I will strengthen the relationship
with the US as a key for my foreign policy”!*® Nakasone accorded high priority to
maintaining a good relationship with the US, particularly in national security, while also
expressing a strong concern regarding protectionism aimed at Japan. He was prepared to
provide concessions to the US as much as possible to gain political protection from
President Reagan and promote Japan’s economic growth. This was, from my perspective,

Prime Minister Nakasone’s strategy.

Minimalist Approach

During the first term of President Reagan, Donald Regan and Beryl Sprinkel were
appointed as Treasury Secretary and Undersecretary of the Treasury for Monetary
Affairs, respectively. They, particularly Sprinkel, were principally monetarist, believing
in market mechanism. They took a minimalist approach to exchange rates, which strictly
restricted intervention in the foreign exchange market. Although the FRB bought foreign
currencies to sell the dollar, for the first two months in 1981, as the dollar strengthened,

they stopped it as Sprinkel signaled that the Reagan administration favored minimal
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intervention.'®! The Treasury foreign exchange desk that was dealing with markets on a
daily basis was closed down, and later reopened in 1984.'%

In April 1981, the Treasury Department announced that the Reagan
administration had decided to let the dollar fluctuate more widely in value in foreign
exchange trading.'** In May, Sprinkel testified before the Joint Economic Committee,
explaining about the administration’s intervention policy, “In conjunction with our
emphasis on the economic fundamentals, we intend to return to the more limited pre 1978
concept of intervention by intervening only when necessary to counter conditions of
disorder in the market.”!3*

President Reagan and the Treasury’s top officials were not only minimalists but
also “cared nothing about the deepening current account deficit, because money flows
earned a high interest rate, and they argued that this was a symbol of the strength of the
American economy.”'¥ Although the US Treasury was and is traditionally a minimalist
in its foreign exchange market intervention, this extreme case of the Regan-Sprinkel

team, [ argue, limited its policy choice to respond to the issue of undervaluation of the

yen that was associated with the trade issue with Japan. Further, the strict minimalist
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stance delayed policy response to the issue of overvaluation of the dollar until the Plaza

Accord in 1985 under the new Treasury Secretary James Baker’s team.

Approach to the Japanese Yen

The US-Japan economic relationship deteriorated in line with the trade deficit of
the US with Japan. As mentioned above, the automobile industry, for example, lost its
number one position in vehicle production. While exports from the US to Japan overall
grew slowly—percentage of Japan in total exports was 9.4% in 1980 and 10.9% in
1983—imports from Japan rose at a faster pace, with Japan accounting for 12.7% and
16.0% of total imports in 1980 and 1983, respectively. Ahead of the Williamsburg
summit in May 1983, the US Congress urged President Reagan to hold a bilateral
discussion with Prime Minister Nakasone “to bring about consensus to achieve the
earliest possible further realignment of the yen and dollar exchange rates.”!¢

As Congress and businesses were eager to seek a radical way to adjust the yen,
top Treasury officials as well as President Reagan could not ignore the pressure from
Congress and needed to find an alternative measure other than intervention. In October
and November 1982, Sprinkel testified in the House on the Japanese yen.!*” Congress
expressed concerns that a significant depreciation of the yen increased competitiveness of

Japanese products relative to the US as the yen depreciated about 35% against the dollar

since the beginning of 1981. However, Sprinkel’s assessment of the yen was different: 1)
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there is no evidence that Japan intervened and manipulated the market, 2) in late 1982,
the yen, in fact, appreciated, not depreciated, 3) the yen was not the only problem, as the
dollar was overvalued with other currencies, 4) lift of control of foreign exchange in 1980
in Japan pressed capital outflow from Japan to cause the yen to depreciate. The Treasury
Department identified the reason for the yen’s undervaluation as Japan’s closed capital
market that prevented foreign institutions from free access, by which capital inflows were
limited. Sprinkel concluded, “liberalization and internationalization of the Japanese
financial system is an objective this Administration has sought.”!*® This plan was
delivered to Japan a year later, in November 1983, to finally materialize as the Yen-
Dollar Committee.'*

In September 1983, the Murchison-Solomon report was handed over to the US
Treasury by the chairman of Caterpillar who had long complained about yen’s
undervaluation. The report entitled “The Misalignment of the US Dollar and the Japanese
Yen: The Problem and Its Solution,” which was drafted by David Murchison and Ezra
Solomon, proposed a list of measures Japan would be encouraged to take to liberalize
Japanese financial markets and internationalize the yen, in order to strengthen it.
Caterpillar urged the Treasury to progress from benign neglect to positive exchange rate
policy. The report provided a specific list that the US Treasury requested Japan. '

In October, ahead of Reagan’s visit to Japan, senior officials of the US Treasury

and the Japanese Ministry of Finance held a confidential meeting in Hawaii. Senior US
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officials requested their Japanese counterparts to get an approval from Nakasone
regarding the opening of Japan’s financial markets, which was expected to be proposed
by Reagan.'*! Nakasone, aware that the undervalued yen was an issue, agreed
immediately and directed the Ministry of Finance to advance the reform rather
promptly.'+

On November 11, 1983, President Reagan and Prime Minister Nakasone agreed
to open the Japanese capital market as well as increase the circulation of the Japanese yen
internationally. In a joint statement Nakasone said as follows: “The President and I are in
full agreement on the importance of the yen-dollar issue. We have agreed on establishing
consultative fora on exchange rate issues and investment. In this connection, I asked for
continued U.S. efforts to lower U.S. interest rates.” Further, Reagan stated, “We stress the
need for closer economic consultations between the two governments. A ministerial-level
working group is being set up to monitor each side’s progress in carrying out the agreed-
upon actions to improve the yen-dollar exchange rate.”'** Although neither explicitly
mentioned that they aim to appreciate the yen and depreciate the dollar, the US media
reported that both agreed to appreciate the yen.!**

The Yen/Dollar Committee was concluded in May 1984. The committee itself

was regarded successful in the US administration because non-Japanese institutions
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gained more access to the Japanese markets.'** In 1985, a similar open-market trade
negotiation called Market-Oriented Sector Selective (MOSS) commenced in other
sectors: electronics, telecommunication equipment, medical goods, medical machines,
forestry products, and transportation goods. However, although the Yen/Dollar
Committee was successful as a sectoral negotiation, it did not solve the exchange rate
issue. The dollar-yen exchange rates did not change significantly, at least soon, which,
together with the increase in the trade deficit, would lead to further protectionist demands

in 1985.

Concerns over Strong Dollar
By the time of the Plaza Accord, while undervaluation of the yen was the issue
when focused only on the US-Japan trade imbalance, the dollar also showed up as a
problem in itself. The dollar strengthened against not only the Japanese yen but also other
currencies. International and domestic pressure to reverse the strong dollar led to

intervention at the Plaza Accord in 1985.

International Debates on the Dollar

In 1982, the Reagan administration faced international pressure over the strong
dollar. Although floating exchange rates had been a common regime among
industrialized countries, stability of currency was not achieved. Moreover, expected

function of floating rates to adjust trade balance also did not seem to work well. Debates
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over the floating exchange rate and a possible new system to stabilize currency re-
emerged, particularly from France. The international debate over the dollar is in a
different context from the US-Japan trade conflict. Nevertheless, international as well as
domestic pressure on the dollar impacted the Reagan administration, which led to the
Plaza Accord. Further, as the debate was related to currency stability and intervention,
which were the principal issues back in the 1970s as we have seen in the earlier chapter,
to understand the significance of the Plaza Accord—a large scale intervention initiated by
the US—it is useful to conduct a review.

On a trade—weighted basis, the dollar appreciated by more than 15% during 1981.
Owing to the strength of the dollar, other currencies appeared weak; they, particularly
Europe, complained that unwillingness of the US to cap the dollar undermined their
efforts to lower inflation.'*® In Europe, weak currencies required restrictive monetary
policy, which delayed economic recovery.'4?

At the Versailles summit in June 1982, the declaration reaffirmed the agreement
in IMF Article IV for intervention to stabilize exchange rates, and the US agreed to a
research of the effectiveness of foreign exchange market intervention under floating rate.
After the Versailles summit, although the policy stance of the Treasury did not apparently
change, small interventions were executed amid concerns of the US National Security

Council that the US dollar policy had been a source of some tension with allies.'*3

146 Truman, 154-155; Memo, Timothy McNamar to James Baker, Feb. 17, 1982, ID#179791,
FI008, WHORM: Subject File, Ronald Reagan Library.
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The results of the study were released as Jurgensen Report in April 1983. It
offered weak support for the effectiveness of intervention via the portfolio balance
channel but acknowledged the possibility of a signaling channel for effectiveness.!*’ The
statement by Regan summarized the report that intervention could have a limited short-
term impact on exchange rates. However, it also stated that intervention on a coordinated
basis by multiple countries could have a major impact, basically for psychological
reasons.'>® At the Williamsburg summit in May, French President Francois Mitterrand
called for “a new Bretton Woods” conference on international monetary reform.
However, while instability of exchange rates was a common concern, his proposal was
not supported by other members.!! Nonetheless, the declaration of the summit clearly
stated the need of coordinated intervention: “We agree to pursue closer consultations on
policies affecting exchange markets and on market conditions. While retaining our
freedom to operate independently, we are willing to undertake co-ordinated intervention
in exchange markets in instances where it is agreed that such intervention would be
helpful.”!*2

Although since then, minor coordinated interventions were, in fact, executed

occasionally (four or five times a year each with Japan and Germany since 1982), Regan
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150 Memo, David Chew to Ronald Reagan, Apr. 29, 1983, box 4, F1008, WHORM: Subject File,
Ronald Reagan Library.

151 Pytnam and Bayne, 185.

152 Williamsburg Declaration on Economic Recovery, May 30, 1983,

https://www.mofa.go.jp/policy/economy/summit/2000/past summit/09/e09 a.html.



58

and Sprinkel still did not intend to change the trend in the market, by the intervention.!'>
The dollar continued to appreciate more than 10% on a trade-weighted basis during 1982,
by more than 10% in 1983, and by over 10% in 1984.!3

President Reagan, at the Bonn summit in May 1985, told President Mitterrand,
who still favored a formal monetary conference and wanted to link a monetary meeting to
any trade talks, to wait until the release of the report by his task force, which took two
years to draft since the Williamsburg summit.!> It seems that the task force considered a
wide range of possible monetary reforms, including a modified gold standard.!*® FRB
Chairman Paul Volcker sensed that the discussion included a plan of the target zone.!”’
The outcome of the task force was finally announced by Baker at the G10 finance
ministers’ meeting in June 1985. It, however, only advocated stronger international
surveillance to stabilize capital flows in cooperation with the IMF and the World Bank.!®

Considering these developments in the international arena, foreign pressure was
one of the driving factors for the US to intervene in the market. Nonetheless, it could not
press a radical change in the intervention policy of the Regan-Sprinkel team that strictly

opposed interventions for the purpose of changing the direction of the dollar. However,
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toward the Plaza Accord, as I discuss later, foreign pressure worked in a way that the new
Baker team used it as a leverage to negotiate with foreign countries for the large-scale

coordinated intervention to reverse the dollar.

Debates in the US over Strong Dollar

How was the dollar discussed in the US? By 1983, some economists in the US
attributed dollar appreciation to a budget deficit.!>® President Reagan’s economic policy,
which was a combination of higher fiscal expenditure and tax cuts, resulted in an
expansion of the budget deficit. In 1982, the deficit was more than $1 trillion, which is
equivalent to 4.0% of GDP from 2.6% of GDP in 1981. Subsequently, in 1983, it was up
to 6.0% of GDP.!%* With relatively high interest rates, capital flows in the US,
particularly to purchase the Treasury bonds, increased rapidly. The US net international
investment position (external assets — external liabilities) significantly reduced from $261
billion at the end of 1983 to $140 billion at the end of 1984.1¢!

Among many Congressional hearings over the dollar, FRB Chairman Volcker, for
example, testified at the Joint Economic Committee in December 1983 to explain his
view, “[L]arge capital inflows...have contributed to maintaining the dollar at “artificially’
high levels, viewed from the perspective of the current competitive position of our

industry.” Further, he explained that trade deficit is the “by-product” of budget deficit via

159 Martin Feldstein, “The Dollar and the Trade Deficit in the 1980s: A Personal View,” NBER
Working Paper no. 4325 (Cambridge, MA: National Bureau of Economic Research, 1993),
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high level of the dollar caused by a high interest rate that was in turn attributed to a
budget deficit. Based on this causal mechanism, Volcker, as well as other economists
such as Martin Feldstein, concluded that a reduction in budget deficit in the US was
necessary to weaken the dollar.'6? There was also a view on the case of a substantial
decline of the dollar after sharp appreciation.'®®

On intervention, by 1983 and 1984, calls for US intervention became widespread
and continued to grow. In addition to many G7 countries, Federal Reserve officials,
notably Volcker, and FRB of New York President Anthony Solomon, pressed the
Treasury for intervention.!®* A resolution was introduced in Congress in June 1984,
directing the President to withdraw the May 4, 1981, non-intervention policy that was

addressed by Sprinkel. Congress urged the administration for an intervention based on

the agreement in the Williamsburg summit in May 1983.1%°

Toward the Plaza Accord
In September 1985, the historic Plaza Accord was announced. The US finally
stepped into the market with massive coordinated intervention. What was the intention
behind this agreement? Moreover, why did Japan agree to appreciate the yen? While the
Plaza Accord, as a unique event of international cooperation in the exchange rates, is a

popular research topic, the relationship between exchange rate policy and trade policy is,
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in my view, not well studied. Further, the reason why Japan agreed is only partially

understood. This section provides answers to those questions.

Reagan’s New Treasury Team

In January 1985, President Reagan announced that Treasury Secretary Donald
Regan and White House Chief of Staff James Baker had swapped their jobs. Baker
became Treasury Secretary.

At the G5 Finance Ministers’ meeting on January 17 of the same year, which
Regan attended, there was a sign that the US had shifted policy stance for intervention in
the foreign exchange market.'®® The announcement of the meeting referred to an
intervention, “In light of recent developments in foreign exchange markets, reaffirmed
their commitment made at the Williamsburg Summit to undertake coordinated
intervention in the markets as necessary.”'®” Baker acknowledged, “there have been some
discussions in recent days between Secretary Regan and the finance ministers of
Germany, Japan, Great Britain, and France looking toward the possibility of perhaps a
little bit more activity in this area.”!¢®

In the nomination hearing, Baker expressed his view on the dollar: “It's obviously
very, very strong. I do think there are some things that can be done to help with that

situation, ..., which is getting our fiscal deficit down so that we have less pressure on

interest rates, and, therefore, perhaps less inclination to invest in the dollar.” On the yen,

166 Oba, interview.
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he referred to the Yen-Dollar Committee: “We have made considerable progress...with
the Japanese in terms of removing some of their controls from the yen and letting the yen
become a bit more of an international currency, which should help it against the dollar
and which should have some beneficial effect on our trade deficit with Japan.”

Although this personnel change appeared important for the decision to intervene
afterward, Baker’s view on intervention was modest at that time: “I'm told that there are
serious doubts about whether intervention today-whether or not intervention is effective
in light of the vast amount of private capital that now flows out there in the exchange
markets. So, I should not express, nor do I have, an opinion on whether our policy of
intervening only where markets are disorderly should be changed. But that's obviously
something that should be looked at because some will argue that that could have a
dramatic effect on the value of the dollar.”!®’

By the time when the Plaza Accord would reach agreement among G5 countries,
the new Baker team needed to build consensus to intervene in the market inside the
White House and with each country, which was a difficult task. The new intervention
policy to reverse the market trend differed not only from his predecessor’s policy but also
from the US Treasury’s tradition, as seen in Chapter 1. Also, because the market desk at
the Treasury Department had been closed until 1984, intervening the market was difficult
due to lack of experience and updated market information. Moreover, for the last four

years, the US had resisted Europe’s request for intervention, which created resentment in

the European countries. All these reasons made the agreement for intervention

1 Hearing before the Committee on Finance, 99th Cong., 1st sess., January 23, 1985.
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difficult.!”® Although the new Treasury Secretary was in favor of intervention, it was

both practically and politically difficult to achieve.

The Plaza Accord

As for the US, what were their intentions behind the Plaza Accord? I argue that
the substitutability between exchange rate and trade policy worked in this case, not in an
economic sense but a political sense. One of the significances of the Plaza Accord was
that the US intervened the foreign exchange market. In the wake of protectionism, as we
see in this section, the US political leaders chose to move the exchange rates in order to
combat the protectionist pressure. As Volcker put it, “the devaluation itself was the
strongest argument. .. to repel protectionism.”!”! In my view, this observation also well
represents the relationship between exchange rate policy and trade policy in the case of
the Plaza Accord.

After the presidential election in 1984, the relationship between Congress and
Reagan worsened as the former began to question his ability in economic and trade
policies.!” In March 1985, Reagan, after being re-elected, stated that Japan would not be
asked to renew the voluntary export restraint on automobiles. With the mid-term election
in 1986, while the Democrats sought for political advantages for the election, showing a

tough stance on trade, Republicans were worried about the political cost of being
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associated with Reagan’s free-trade stance.!”® In 1985, Democrats and Republicans alike
began to submit trade bills to Congress. Regarding the exchange rate oriented bill, the
Bentsen-Gephardt-Rostenkowski bill was submitted in July, which required the Treasury
Secretary to reduce exchange rate volatility.!”* Facing the surge of protectionist pressure
from Congress, Treasury Secretary James Baker concluded, “that the best way—and
perhaps the only way—to solve these problems was to work more closely with the
finance ministers and central bankers of other major economies.”!’® For Baker, the
situation in Congress resembled that of the 1930s when protectionism surged, and the
world went into Great depression. David Mulford, Under Secretary for International
Affairs, who were directly involved in the Plaza Accord, explained that they did not
believe that adjusting the exchange rate would correct trade imbalance but that they were
just worried about a trade war, as the pressure from the Congress was extremely
strong.!”®

In June 1985, slightly before the G10 meeting held in Tokyo, a senior official of
the Japanese Ministry of Finance, Tomomitsu Oba, and David Mulford of the US
Treasury agreed to coordinated intervention.!”” Oba proposed that coordination among

G5 countries should be better equipped. In July and August, the topic of intervention was
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being secretly discussed among G5 countries.!”® The process of the Plaza Accord was
handled by only a few people based on the view that intervention in markets was more
effective as a surprise. The idea was initiated by David Mulford in the US Treasury. He
called it later as “the world’s best kept secret.”!”” He wanted to change the markets’
perception of the high valuation of the dollar by “shock.”'® On the following day of the
Plaza Accord, starting from the London market, massive interventions to sell the dollar
began as agreed. The foreign exchange market reacted significantly to this abrupt and
concerted move by major countries.
In the communique, it says,
The Ministers and Governors agreed that exchange rates should play a role in
adjusting external imbalances. In order to do this, exchange rates should better
reflect fundamental economic conditions than has been the case. They believe that
agreed policy actions must be implemented and reinforced to improve the
fundamentals further, and that in view of the present and prospective changes in
fundamentals, some further orderly appreciation of the main non-dollar currencies
against the dollar is desirable. They stand ready to cooperate more closely to
encourage this when to do so would be helpful.'®!
The word “orderly” was inserted by Paul Volcker. He was involved in the plan of the
Plaza Accord only in August when the ideas were becoming more operational.'®> He

stated that “[g]etting the dollar down from its extreme heights in 1985 made sense, but |

didn't want to end up with so abrupt and disturbing a decline that worries about inflation
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would reappear, followed by higher interest rates.”'83 In the meeting, only Volcker was
concerned about the risk of a disorderly decline of the dollar in the future. '3*

Retrospectively, his insight was correct.

Japan’s View

A big question is why Japan, particularly Prime Minister Nakasone, agreed to the
appreciation of the yen as well as open-market talks as requested. Some argue that Japan
was reactive to foreign pressure, gaiatsu in Japanese, especially due to the allied
relationship with the US.!®> Others argue that the Japanese political leaders used foreign
pressure as their leverage to open the Japanese economy.'®® I add Prime Minister
Nakasone’s willingness as a reason to accept the requests.

Prime Minister Nakasone had a long-term view ever since the value of Japanese
yen was fixed to 360 yen per dollar that the currency should be stronger according to the
strong economic growth.'®” By the time he became prime minister in 1982, he wanted to
promote yen appreciation and liberalization of financial markets. By setting an
appropriate yen exchange rate at 170 to 180 yen per dollar, he attempted to move the yen
gradually to the level of that range.!3® Therefore, open-market talk for the Japanese

financial market and the appreciation of the yen were compatible with Nakasone’s vision.
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Contrary to the conventional view that it was forced to agree to the appreciation of the
yen, Japan was, in fact, willing to do so.'

In addition to Nakasone’s view, a former senior official of the Japanese Ministry
of Finance recalled, “during the 1980s, we sensed the yen was undervalued in
comparison with the Japanese economic fundamentals. The problem was that corporates
earned easily from exporting, not making efforts to explore domestic markets as well as
not spending money enough on equipment investment, which we were worried about in a
longer-run.”!?

In March 1985, as the US Senate passed the anti-Japan trade bill, Nakasone was
worried that anti-Japan sentiment might lead to an economic war between the US and
Japan. Considering a solid domestic economy, Nakasone was prepared to give concession
to the US to avoid a deepening conflict. At that time, he was ready to adjust the yen.!'”!
Substantial appreciation of the yen would cause the domestic industries to compete
between themselves as well as with cheaper imported goods. In fact, after the Plaza
Accord, the Japanese real GDP dropped to 2.4% in 1986 from 4.4% in 1985 with a
decrease in exports. Moreover, Nakasone welcomed the structural change in the

economy, driven by the drastic appreciation of the yen. In addition, along with the desire

to avoid a trade conflict, Nakasone agreed to the Plaza Accord because, I argue, that even
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with some negative economic effect, he had a vision that to maintain the sustainable
economic growth of Japan, radical changes were necessary for the national interest. In
other words, for Nakasone, agreement of yen appreciation was a strategy to successfully
deal with trade conflict on the international side and progress with economic reform on

the domestic side.

Between Cooperation and Conflict
While the intervention was successful, two large unexpected issues followed.
First, the decline of the dollar and the yen appreciation were more substantial than
intended. Second, the US trade deficit did not decrease despite the large adjustment of
exchange rates. In this section, I examine the economic and political consequences of the

Plaza Accord, which, I argue, led to further deterioration of the US-Japan relations.

Japan: Embarrassment

At the Plaza Accord, surprising the US and European members, the Japanese
officials agreed to a 10—-12% appreciation of the yen, which was vaguely suggested by
the US. The Japanese Minister of Finance Takeshita not only agreed but also was
prepared toward the appreciation to be at 200 yen per dollar.'? Just before the Accord,
the yen was valued at 240 yen per dollar. In the case of 12% appreciation, it would be
approximately 210 yen and about 200 yen in the case of 20% appreciation. The target of
210 yen was achieved in a month by the end of October, which ended the coordinated

intervention to sell the dollar and buy the yen. For the month, the US used $3.2 billion,
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and Japan used $3.0 billion for the intervention.!”® The intervention was successful in
moving the exchange rates as desired.

The foreign exchange markets, however, continued to move even without
intervention after October. By the end of November, the yen reached 200 yen per dollar,
and subsequently, 190 in early February 1986. By the end of February 1986, the yen was
below 180 yen per dollar. Although Japan agreed to and planned the appreciation of the
yen, the pace of the appreciation was faster than expected. Moreover, the markets did not
appear to stop.!**

In Japan, the substantial and rapid appreciation of the yen swiftly turned into a
political issue. Toyoo Gyohten, who was then Director-General of the International
Bureau and later, the Vice Minister of Finance for International Affairs of the Japanese
Ministry of Finance, recalled, “99% of the domestic debates was politics.”'”> Although
Prime Minister Nakasone did not discuss the Plaza Accord directly with Reagan, he,
considering the US-Japan trade tension, had accepted the idea of the exchange rate
adjustment when Baker visited Japan in June 1985. Nonetheless, the abrupt movement in
the yen was more than what Nakasone had anticipated. He was concerned that the

appreciation of the yen would discourage exports, leading to a recession.!”® Nakasone had
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planned to hold a general election in July 1986 before his term as the party leader of LDP
ended in October.!"’

With the sharp appreciation of the yen, the Japanese economy slowed toward the
end of 1986. Exports decreased by -5.7% in terms of real GDP compared with the

previous year, followed by -0.5% in 1987.!%8

US: Good and Bad News

The initial aims of the US intervention were to 1) reverse the dollar appreciation
at approximately 20% to reduce the trade deficit and 2) combat protectionism at
Congress. Concerning the dollar, the intervention shocked the market, particularly
because it was a coordinated intervention among G5 countries and was initiated by the
US that had refused to intervene for four years. The dollar continued to decline on
speculation that it would further decline. The trade-weighted dollar declined by 28%
from the peak in February 1985, which means the dollar declined against not only the
Japanese yen but also the European currencies. The dollar continued to fall for four years,
eventually to an unintended level.

On the following day of the Plaza Accord, President Reagan announced a new
trade policy. The new trade strategy showed a more aggressive stance:

free trade is fair trade.... When domestic markets are closed to the exports of

others, it is no longer free trade. When governments subsidize their manufacturers

and farmers so that they can dump goods in other markets, it is no longer free

trade. When governments permit counterfeiting or copying of American products,
it is stealing our future, and it is no longer free trade. When governments assist
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their exporters in ways that violate international laws, then the playing field is no
longer level, and there is no longer free trade. When governments subsidize
industries for commercial advantage and underwrite costs, placing an unfair
burden on competitors, that is not free trade.!*”
As Reagan’s free-trade stance made even Republicans turn away from him, he needed to
be tough, saying he supported fair trade. The Plaza Accord, in the exchange rate, with
this trade policy statement, was politically favorable for Reagan. It was said that the
president would invoke Section 301 of the 1974 Trade Act, giving him broad powers to
move against specific unfair practices.??° Although the US trade deficit gradually began
to decrease, there was a time lag. It took two years until the Japanese trade surplus started

to reduce. Meanwhile, later in 1987, Section 301 was invoked on Japanese

semiconductors, which surprised and disappointed the Japanese.?"!

Real Issues

The US side originally considered the target of the dollar-yen exchange rate
would stabilize at 165-170 yen per dollar over time.?"> Moreover, although the Treasury
officials realized that the dollar had been overvalued, they were not as concerned as their

Japanese counterparts.?’> In March 1986, Japan intervened in the market by selling the
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yen to stop the appreciation. However, in April, the US side stated it wanted to see the
dollar down. It was difficult for Japan to stop the appreciation of yen.?**

The fundamental problem was not the exchange rate. The US side, particularly
Treasury Secretary Baker, was not satisfied with the result of trade deficit data after the
Plaza Accord, which in 1986 did not show any sign of decreasing. For Baker, the
important thing was to field that data against protectionism at Congress. Going back to
the Plaza Accord, the G5 countries agreed not only on exchange rates but also on the
macroeconomic policy cooperation. Japan agreed mainly on 1) domestic private demand
increase, 2) flexible management of monetary policy with due attention to the yen rate,
and 3) fiscal policy; local governments were allowed to make additional investment in
the fiscal year 1985. The US mainly agreed to 1) reduce government expenditures as a
share of GNP, 2) implement revenue-neutral tax reform, 3) conduct monetary policy to
provide a financial environment conducive to sustainable growth and continued progress
toward price stability, and 4) resist protectionist measures.>%’

As the US trade deficit did not reduce, Baker needed either further depreciation of
the dollar or increase of domestic private demand in Japan. In 1986, Paul Volcker began
to be cautious about inflation, as the dollar was weakened; he did not want to continue
monetary easing. Therefore, Baker required Japan to increase domestic demand, not

export. David Mulford also explains that the intention of the intervention was a tool for
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containing protectionism at Congress, and a counter-offer for the agreement of expansion
of domestic demand, as the intervention was initially requested from Japan.2°®

Prime Minister Nakasone faced a political difficulty, not just due to the sharp rise
of the Japanese yen but also because the agreement at the Plaza on the expansion of the
domestic demand conflicted with his stance on balancing the budget. The Japanese
government debt increased during the Fukuda administration when the Carter
administration required Japanese domestic economic expansion. When Nakasone took his
office in 1982, the debt-GDP ratio was at 34.9%, which was at 12.9% during the Fukuda
administration in 1976.2%7

In April 1986, just before Nakasone visited Reagan, the former’s administration
released an economic program, the Maekawa Report. It aimed to increase the domestic
demand to change the economic structure. 2°® Nakasone thought that the report would be
a good excuse for the US, although he also agreed that Japan needed a structural change
from export-driven to domestic demand-driven.?” In May, during the US-Japan summit,
Reagan did not agree to the exchange rates against Japan’s expectation, and he expressed
his view that economic structural reform of Japan was necessary.?!? Baker, in particular,

insisted on the completion of the agreement on fiscal expansion.?!!
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By July 1986, when Nakasone held a general election, the yen was at 160 yen per
dollar. Although Nakasone won the election and LDP regained the majority in the

government, the exchange rate movement was extremely rapid.>!

Dealing with Exchange Rates

After the election, under the Nakasone administration, Kiichi Miyazawa was
appointed as the Minister of Finance. Miyazawa dealt with the talks with Baker over
exchange rates and macroeconomic policy measures of Japan. As the dollar depreciated
significantly, since then, statements showed that adjustments in exchange rates were
sufficient. In September 1986, the G7 finance minister meeting released a statement:
“...imbalance can be reduced sufficiently without further significant exchange rate
adjustment.”?!* Soon after this meeting, in October, Baker and Miyazawa released a joint
statement: “...the exchange rate realignment achieved between the yen and the dollar
since the Plaza Agreement is now broadly consistent with the present underlying
fundamentals, and reaffirmed their willingness to cooperate on exchange market
issues.”?!* With these statements, yen’s value stabilized at approximately 160 yen per
dollar until the end of the year.?!®

In February 1987, the Louvre Agreement by G6 countries finance ministers and

central bank governors meeting stated as follows: “Further substantial exchange rate
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shifts among their currencies could damage growth and adjustment prospects in their
countries. In current circumstances, therefore, they agreed to cooperate closely to foster
stability of exchange rates around current levels.”?!® As the statement clearly showed that
the current levels were considered adequate, the exchange markets were stable for a
while. In this meeting, each country committed to its macroeconomic policy. The US
agreed to reduce the fiscal deficit to 2.3% of the GNP in 1988 from 3.9% in 1987. Japan
agreed to implement a comprehensive economic program to increase domestic demand
after the approval of the 1987 budget. However, as the Japanese budget was delayed, an
economic stimulus package of 6 trillion yen was finally approved before the Venice
summit.?!” This delay caused the yen to be appreciated at 146 yen per dollar after the
summit.?!®

In the US, Baker faced difficulty with Congress in 1987. Since the US had not
seen a substantial improvement in the trade balance, Congress with a Democratic
majority started to proceed with a trade bill that included protectionist sentiments. Even
with a substantial depreciation of the dollar, the US trade deficit did not decrease.
Although it was partly because of the time lag that changes in exchange rate affected the
actual trade activities as well as data, the trade deficits increased from $132 billion in
1985 to $139 billion in 1986 and $152 billion in 1987. The deficit of the US with Japan

was $46 billion in 1985, $55 billion in 1986, and $56 billion in 1987, respectively. While

216 Extract from the statement,
https://warp.ndl.go.jp/info:ndljp/pid/8895704/www.mof.go.jp/english/international policy/convention/g7/g
7 870222.htm.

217 Ibid.; Kubota, chap. 5.

218 Data from FRB.
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export to Japan increased by only $4 billion from 1984 to 1987, imports from Japan
increased by $27 billion. As exchange rates were not able to reduce the trade deficit,
Baker needed to see an expansion of domestic demand in Japan to deal with domestic

pressures.

Toward Japan Problem

While the exchange rate stabilized through several international agreements, the
US trade tensions toward Japan worsened. It was partly because the US trade deficit did
not decrease, and Japan’s fiscal stimulus was delayed. As Nakasone’s term was nearing
an end, the Reagan administration’s internal memos showed concern, such as, “Japan is
unlikely to do much to promote growth,” “Relations with Japan are bad and may get
worse, especially with Nakasone leaving.”?!” In April 1987, the US imposed economic
sanctions on Japan concerning semiconductors, which was the first of its kind since
World War I1.2° Even during the visit on May 1, 1987, Nakasone could not persuade
Reagan to cancel this sanction.??!

They released a joint statement on the exchange rate:

...They agreed that reducing the large trade imbalances of the U.S. and Japan-

which they view as politically unsustainable-is a key objective of their policy

efforts.

...the President emphasized his determination to reduce the U.S. budget deficit.

He also pledged to pursue vigorously policies designed to improve the
competitiveness of American industry, and to resist firmly protectionist pressures.

219 Memo, Frank Carlcci to Howard Baker, Sept. 8, 1987, folder “International Economic Policy
Issue,” box 2, Howard Baker Files, Ronald Reagan Library.

220 Ronald Reagan, “Statement on Japan-United States Semiconductor Trade - November 4,
1987,” Public Papers of the Presidents of the United States 1987 (Washington, DC: Government Printing
Office, 1987), 1278-1279.

221 Maki, 2:353.
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Prime Minister Nakasone outlined his plan to take vigorous action to stimulate
domestic growth in Japan. This action includes the step just taken by the Bank of
Japan to begin operations to lower short-term interest rates. The Ministry of
Finance supports this action. Other short and medium-term policy actions to
stimulate growth will include: support for the governing Liberal Democratic
Party's proposals for near-term enactment of a comprehensive economic package,
including unprecedented frontloading of public works expenditures and fiscal
stimulus measures amounting to more than 5 trillion yen; further measures to
liberalize Japanese financial markets; and redoubled efforts to implement the
recommendations for structural reform in the Maekawa Report.

... The President and Prime Minister agreed that a further decline of the dollar
could be counterproductive to their mutual efforts for stronger growth in their
economies and for reduced imbalances. In that connection, they reaffirmed the
commitment of their governments to continue to cooperate closely to foster
stability of exchange rates. 222

In late 1987, the dollar had stabilized after the intervention; however, when US
trade deficit data showed a substantial deterioration later, the dollar abruptly declined.
The Reagan administration was concerned about the fall of the dollar, and a massive
intervention was executed to support the currency.???

The Plaza Accord was successful in the sense that countries agreed on adjustment
of the exchange rate. However, the attempt to move the dollar resulted in a substantial
decline of the dollar again. The US political leaders did not believe that the adjustment of

the exchange rates would resolve the trade imbalance. They used the exchange rate policy

to politically combat protectionist pressures and then, used it as a leverage for negotiation

222 Ronald Reagan, “Joint Statement on Japan-United States Relations - May 1, 1987,”
Public Papers of the Presidents of the United States 1987 (Washington, DC: Government Printing Office,
1987), 443-444.

223 Telegram, Pierson Grieve to Ronald Reagan, Nov. 16, 1987, ID#5529134, FI008, WHORM:
Subject File, Ronald Reagan Library; Correspondence, Clinton A. Clark to Ronald Reagan, Dec. 17, 1987,
ID#536958, FI008, WHORM: Subject File, Ronald Reagan Library; Sam Cross, Notes for FOMC
Meeting , February 10, 1987; Federal Reserve Bank, Transcript of Federal Open Market Committee
Meeting of February 10-11, 1987; Federal Reserve Bank, Transcript of Federal Open Market Committee
Meeting of November 3, 1987.
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with Japan over the expansion of its domestic economy. When Japan’s commitment was
delayed, and the tensions between the US and Japan deepened, the dollar’s decline was

unexpectedly large. This consequence was similar to the case in the Carter-Fukuda era.
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Chapter V.

Conclusion

This thesis aimed to determine two things. First, under the constraint of the US
intervention policy, how did the exchange rate policy connect with trade issues? Second,
how and why did the cooperation end? I have examined two cases: the Carter-Fukuda era
in the 1970s and the Reagan-Nakasone era in the 1980s. The results show that, in the US,
political leaders’ strategy to respond to protectionist sentiments at Congress was not to
move the dollar-yen exchange rate directly. Rather, they planned to persuade Japanese
political leaders to increase domestic demand and open markets. The foreign exchange
market reacted to the conflict between the US and Japan to move the dollar-yen rates.
Although the Japanese political leaders tried to cooperate, they could not show
satisfactory results due to domestic economic and political factors. The US used the
exchange rate as a tool to urge Japan to uphold the agreements, while the dollar declined
significantly. The final phase of the negotiation ended in a dollar defense and further
conflict between the US and Japan. The results of this study cannot be generalized.
Nonetheless, when the US attempted to resolve trade issues by using the dollar, the result
was a significant decline of the dollar. The trade issues, particularly the trade imbalance,
were not resolved as expected.

During the 1970s and 80s, while the US economy experienced deterioration in
competitiveness, Japan’s economy grew rapidly. After World War II, it was the first time

that the second largest country was catching up with the US. On the part of Japan,
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Japanese political leaders tried to play an expected role in the international arena
according to economic growth. As seen in the two cases, political leaders attempted to
respond to the request from the US. This was partly because Japan is an ally of the US.
Thus, the theory of gaiatsu (foreign pressure) can be applied. However, although political
leaders considered the US-Japan relations as key in their foreign policy, the decisions
were made much more willingly. The cooperation of Japan could not have been gained
without the willingness of the Japanese political leaders. Outside this thesis, examining
the case of Clinton-Hosokawa in the early 1990s, the Clinton administration started its
trade negotiation with a threat to the yen. As the Hosokawa administration did not like
the approach, the talks ended with Japan refusing the voluntary export restriction of
automobiles.??* The foreign exchange market was extremely sensitive to the US-Japan
trade conflict, which resulted in the depreciation of the dollar and the appreciation of the
yen. The result was a dollar defense again. In 1995, the then Treasury Secretary Robert
Rubin expressed his view that a strong dollar was in the national interest, which untied a
link between the trade policy and the dollar policy.??> A strong dollar policy does not
have its own definition. However, the lesson is, when the US shows its policy stance by
allowing the dollar to depreciate, the massive size of capital flows, including speculative
moves in the foreign exchange market, tends to significantly drive the depreciation of the
dollar, which is difficult to stop. After Rubin’s remark on a strong dollar, the US dollar

policy has been the strong dollar policy, and the US did not link the exchange rate with

224 See, for example, Robert M. Uriu, Clinton and Japan: The Impact of Revisionism on U.S.
Trade Policy (Oxford: Oxford University Press, 2009).

225 Robert E. Rubin and Jacob Weisberg, In an Uncertain World (New York: Random House,
2003), chap. 7, Kindle.
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trade issues by the time the current administration began. Considering the current global
economic and political development, that is, the relative decline of the US as the super-
power and that of the international role of the dollar, if the dollar faces a downward
pressure again, it is questionable whether the dollar can be successfully defended,
particularly by international cooperation. In this regard, the experiences in the US-Japan
trade conflict have many implications for the future of the dollar.

Today, US-China trade conflicts cause global concerns. The current US
administration started to talk about the exchange rate issue with China relates to the trade
issues, which was one of my motives for writing this thesis. In 2019, the US Treasury
Department labeled China a “currency manipulator.” China’s economic rise looks similar
to that of Japan during the 1970s and 1980s, and the trade conflict between the US and
China resembles that of the US and Japan at the time. Despite these observations, little
was known about how trade issues were linked to exchange rate policy during the US-
Japan trade conflicts. Even the Plaza Accord, despite its popularity in academic research,
has been little studied from the perspective shown in this thesis. I have not developed a
US-China and US-Japan comparative study here. I hope this thesis provides useful
knowledge and lessons for further research and real-world politics.

For political leaders, it is not easy to deal with international and domestic issues
simultaneously. Within the analytical framework of Putnam’s two-level games theory, we
can understand how political leaders chose their strategies to deal with domestic political
pressures and international issues. President Carter could not handle the energy issue
well, even with the majority of Democrats at Congress. President Reagan was confronted

with strong protectionist sentiments at Congress, while he maintained the free trade
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policy. In Japan, Prime Minister Fukuda attempted high economic growth aiming to play
an important role in the international arena but failed. Prime Minister Nakasone
attempted radical reforms full of willingness to cooperate with Reagan, but this deepened
the conflict in Japan’s economic relationship with the US.

Interestingly, even during the Reagan-Nakasone era, which witnessed the best
US-Japan foreign relations after World War II, international cooperation in the field of
trade could not be fully achieved. A strong tie between the US and Japan was established
in the national security arena. However, good national security relations do not
necessarily result in a good trade relationship, particularly when the economy faces
difficulties and loses its competitiveness. The cases considered in this thesis show that it
is difficult to achieve international economic cooperation; even when cooperation is
achieved, it is difficult to maintain the relationship. The study also shows that
international economic cooperation is difficult when it requires domestic economic policy
coordination, as each country has its priorities in terms of monetary and fiscal policies.
As mentioned earlier, it is not easy for political leaders to achieve international
cooperation and meet domestic requirements. I argue that international cooperation is
possible only when it meets national interests. In my view, the Clinton-Hosokawa talks
failed because the requests from the Clinton administration did not meet the national
interests from Hosokawa’s perspective.

Finally, I consider the case of Japan. In this thesis, I examined the experiences of
Japan when the Japanese economy grew rapidly to compete with that of the US. What
happened to Japan after the period examined in Chapter IV was a bubble and a burst of

the bubble, followed by prolonged low growth and deflation. It is still a puzzle, even in
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Japan, why Japan has experienced such a depressing period for two decades. The results
of this thesis have some implications. For Japan, as its economic development was driven
by exports, the exchange rate has a crucial impact on the whole of the Japanese economy.
In terms of the yen, as the yen has been fixed at 360 yen per one dollar for a considerably
long time, followed by relatively frequent interventions, it is not clear which level of the
yen is appropriate. Any theoretical figures such as equilibrium rate and Purchasing Power
Parity (PPP), although somewhat helpful, do not provide evidence whether the yen is
appropriate at each time in the light of economic fundamentals. Thus, the US’s tendency
to point to the yen as unfairly and artificially undervalued is understandable. Nonetheless,
the debate over the appropriate level of the yen always annoyed Japan, particularly
because it was almost always connected with trade conflicts. The phrase, “cooperation
and conflict over exchange rate amid intensified trade tension,” could best describe the
situation in this thesis. Without jumping to conclusions, I argue that the Japanese
economy and politics were influenced by the fluctuation of the dollar-yen exchange rate
that was, in turn, influenced by the relationship between the US and Japan. A loose
monetary policy and the expansion of fiscal policy in the late 1980s caused a bubble,
followed by the burst of the bubble. In the early 1990s, a sharp appreciation of the yen
during the US-Japan conflict damaged the already poor Japanese economy, leading to
lost decades. The desires and attempts of the Japanese political leaders during the 1970s
and 80s to make Japan a leading international economy have not been realized.

In this thesis, I focused on the US-Japan relations and examined the cases during
the 1970s and 80s. Further research, including other countries and periods, may be useful.

However, I hope this thesis provides some lessons and implications.



Appendix 1. Political Leaders in the US and Japan
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UsS Japan
President Treasury Seretary Prime Minister Finance Minister
1969 |January Nixonl January  Kennedy
1970 |January Sato 3 January Fukuda
1971 Febuary  Connally 1971 July Mizuta
1972 June Shultz 1972 |July Tanaka 1 July Ueki
December Tanaka 2 December  Aichi
1973 [January Nixon2 1973 November Fukuda
1974 May Simon
1974 [August Ford August Simon 1974 July Ohira
1974 |December Miki December  Ohira
1976 |December Fukuda December  Bou
1977 (January Carter January  Blumenthal 1977 November Murayama
1978 |December Ohira 1 December  Kaneko
1979 August Miller 1979 |Novemebr Obhira 2 November Takeshita
1980 [July Suzuki July Watanabe
1981 |January Reaganl January Regan
1982 |November Nakasone 1 November Takeshita
1983 |December Nakasone 2
1985 |January Reagan2 February Baker
1986 |July Nakasone 3 July Miyazawa
1987 |November Takeshita November Miyazawa
December  Takeshita (dual post)
1988 September Brady December Murayama
1989 [January Bush January  Brady
1989 |June Uno June Murayama
1989 |August Kaifu 1 August Hashimoto
1990 |February Kaifu2
1991 October Kaifu (dual post)
1991 |Novemebr Miyazawa November Hata
1992 December  Hayashi
1993 |January Clinton 1 January  Bentsen
1993 |August Hosokawa  August Fujii
1994 | April Hata April Fujii
1994 (June Murayama June Takemura
1995 January  Rubin
1996 |January Hashimoto 1  January Kubo
November Hashimoto 2
1997 |January Clinton 2

Source : Data from White House; Department of Treasury; Prime Minister's Office of Japan.
Note : The numbers after the names indicate the terms in their positions. The months show when they took the positions.
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Appendix 2. Japan: Congressional Election Results

House of Representatives House of Councilors
Prime Minister ~ total Prime Minister ~ total

1971 June Sato 249 LDP JSP

131 66
1972 December Tanaka 491 LDP JSP
271 118

1974  July Tanaka 250 LDP JSP

126 62
1976 December Fukuda 511 LDP JSP
249 123

1977 July Fukuda 249 LDP JSP

124 56
1979 October  Ohira 511 LDP JSP
248 107

1980 June Suzuki 511 LDP JSP 1980 June  Suzuki 250 LDP JSP

284 107 135 47

1983  June Nakasone 252 LDP JSP

137 44
1983 December Nakasone 511 LDP JSP
250 112

1986 July Nakasone 512 LDP JSP 1986 July Nakasone 252 LDP JSP

300 85 143 41

1989 July Kaifu 252 LDP JSP

109 68
1990 February Kaifu 512 LDP JSP
275 136

1992  July Miyazawa 252 LDP JSP

107 71
1993  July Hosokawa 511 LDP JSP
223 70

1995 July Murayama 252 LDP NFP

111 57
1996 October  Hashimoto 500 LDP NFP
239 156

Source : Nikkei Shimbun [Japanese Newspaper], various issues.

Note: 1.

2.
3
4,

The House of Councilors is equivalent to The Senate in the US.

Prime Minister was the person who was in the position on the day of election.

LDP: Liberal Democratic Party. JSP: Japan Socialist Party. NFP: New Frontier Party.

The Japanese political party system is not a two-party system. Only top two parties are mentioned in the table.



Appendix 3. The Dollar-Yen Exchange Rate

Yen/Dollar The Dollar-Yen Exchange Rate, 1976-1980
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Yen/Dollar The Dollar-Yen Exchange Rate, 1989-1996
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Appendix 4. Key Interest Rates

Discount Rate: US
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Discount Rate: Japan
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Appendix 5. Real GDP Breakdown

US: Percentage Change from Preceding Year in Real Gross Domestic Product, %

89

Gross
domestic
product
Nondefense
Personal Nonresidential Residential Federal
consumption fixed fixed Government National
expenditures  investment investment Exports Imports expenditures defense
1971 33 3.8 0.0 26.6 1.7 53 5.5 -10.2
1972 53 6.1 8.7 17.4 7.8 11.3 7.2 -6.9
1973 5.6 5.0 13.2 -0.6 18.8 4.6 0.3 -5.1
1974 -0.5 -0.8 0.8 -19.6 7.9 -2.3 4.5 -0.1
1975 -0.2 2.3 -9.8 -12.1 -0.6 -11.1 4.0 -0.1
1976 5.4 5.6 9.8 22.1 44 19.6 1.7 -0.6
1977 4.6 4.2 13.6 20.5 2.4 10.9 4.6 1.0
1978 5.5 4.4 11.6 6.7 10.6 8.7 5.9 0.6
1979 3.2 2.4 5.8 -3.7 9.9 1.7 1.6 2.5
1980 -0.3 -0.3 -5.9 -20.9 10.8 -6.7 5.4 3.6
1981 2.5 1.4 2.7 -8.2 1.2 2.6 1.1 6.2
1982 -1.8 1.5 -6.2 -18.1 -1.7 1.3 -3.6 7.0
1983 4.6 5.7 7.5 42.0 -2.6 12.6 4.7 6.9
1984 7.2 5.3 16.2 14.8 8.2 24.3 -1.4 5.0
1985 4.2 5.2 5.5 2.3 3.3 6.5 5.7 8.5
1986 3.5 4.1 1.8 12.4 7.7 8.5 3.1 6.9
1987 3.5 34 0.6 2.0 10.9 5.9 0.2 4.9
1988 4.2 4.2 33 -0.9 16.2 3.9 -4.3 -0.5
1989 3.7 2.9 32 -3.2 11.6 4.4 7.2 -0.3
1990 1.9 2.0 -1.4 -8.5 8.8 3.6 7.3 0.3
1991 -0.1 0.2 -5.1 -8.9 6.6 -0.1 2.5 -0.9
1992 3.5 3.7 5.4 13.8 6.9 7.0 5.9 -4.6
1993 2.8 3.5 7.7 8.2 33 8.6 0.0 -5.1
1994 4.0 3.9 8.2 9.0 8.8 11.9 -0.9 -4.9
1995 2.7 2.9 6.1 -3.4 10.3 8.0 0.0 -4.0
1996 3.8 3.5 8.8 8.2 8.2 8.7 -0.5 -1.6

Source : Bureau of Economic Analysis.
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Japan: Percentage Change from Preceding Year in Real Gross Domestic Product, %

Gross
domestic
product
Personal Nonresidential Residential
consumption fixed fixed Government
expenditures  investment investment Exports Imports expenditures
1971 4.4 5.5 -2.5 4.7 16.3 6.8 20.2
1972 8.4 9.0 2.3 18.0 6.0 9.8 17.0
1973 8.0 8.8 14.2 15.3 7.1 24.2 9.1
1974 -1.2 -0.1 -4.2 -12.3 22.4 7.2 -12.8
1975 3.1 4.4 -6.0 1.2 -1.0 -9.9 8.2
1976 4.0 2.9 -0.1 8.7 16.6 5.1 33
1977 4.4 4.0 -0.5 0.5 11.7 2.7 13.3
1978 53 5.3 4.5 5.6 -0.3 5.8 16.5
1979 5.5 6.5 12.8 -0.9 4.3 15.3 5.0
1980 2.8 1.1 7.9 -9.2 17.0 -3.7 -4.4
1981 32 1.5 3.8 -2.3 12.5 6.1 3.7
1982 3.1 4.4 1.3 -0.7 0.9 0.2 -1.2
1983 2.3 33 1.7 -5.7 4.8 -7.1 -1.2
1984 3.9 2.6 11.7 -2.1 14.8 10.6 -3.3
1985 4.4 33 12.1 2.6 5.4 -0.8 -0.2
1986 2.9 3.5 4.5 8.1 -5.7 -0.5 6.0
1987 4.2 4.2 5.9 22.4 -0.5 13.2 9.3
1988 6.2 5.3 14.7 11.4 5.9 24.2 6.3
1989 4.8 4.8 14.5 0.9 9.1 24.6 0.9
1990 5.1 4.4 10.9 4.8 6.9 12.6 5.1
1991 3.8 2.5 6.3 -8.5 5.2 -1.3 4.4
1992 1.0 2.1 -5.6 -6.5 4.9 -4.0 12.5
1993 0.3 1.2 -10.2 2.4 1.3 -34 16.9
1994 0.6 1.9 -5.3 8.5 4.6 6.4 3.2
1995 1.5 2.1 5.2 -6.5 5.4 15.2 -0.6
1996 5.1 2.9 11.3 13.6 6.3 17.1 11.3

Source : Cabinet Office.



Appendix 6. US Unemployment Rate by Selected State
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(%)
National average

Iowa  Michigan Ohio  Pennsylvania West Virginia  Wisconsin

1976 7.8 3.9 9.0 7.6 8.0 6.7 5.4
1977 6.4 3.8 7.5 5.8 7.3 6.9 5.0
1978 6.0 4.0 7.1 5.6 6.8 6.3 5.0
1979 6.0 45 9.2 6.0 7.1 7.8 4.9
1980 7.2 6.3 12.5 9.0 7.9 10.2 8.3
1981 8.5 7.6 14.0 11.1 9.5 10.5 8.8
1982 10.8 9.0 16.5 14.0 12.6 18.3 11.8
1983 83 7.1 12.2 10.4 9.9 16.1 8.5
1984 7.3 7.3 10.6 9.0 8.5 14.5 7.0
1985 7.0 7.3 9.0 8.6 7.6 11.9 7.2
1986 6.6 6.1 8.4 8.1 6.1 11.2 6.6
1987 5.7 4.9 8.2 6.4 5.5 10.5 5.2
1988 53 42 6.9 5.5 4.7 9.1 42
1989 5.4 42 7.8 5.9 5.0 8.1 43
1990 6.3 4.7 8.4 6.2 6.3 9.7 5.1
1991 7.3 4.7 9.3 6.7 7.4 11.5 53
1992 7.4 42 7.8 7.2 7.4 11.1 4.7
1993 6.5 3.8 7.1 6.4 6.6 9.9 4.9
1994 5.5 3.4 5.2 4.4 5.8 7.8 3.9
1995 5.6 3.5 4.9 5.1 5.9 8.0 3.8
1996 5.4 3.5 4.7 5.1 5.2 7.4 3.6
1997 4.7 2.9 4.1 45 4.7 6.7 33
1998 4.4 2.7 39 4.3 4.5 6.4 3.5
1999 4.0 24 3.4 42 42 6.0 3.2
2000 3.9 3.0 4.2 3.8 4.3 5.4 3.8

Source : Bureau of Labor Statistics.
Note: Data in December each year.
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Appendix 7. Exports/GDP and Imports/GDP
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Note: Based on nominal GDP. Thesis author's calculation.
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Appendix 8. US Trade Balance with Japan

US Trade Balance
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Appendix 9. Exchange Rate and Trade Balance
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Appendix 10. Fiscal Condition
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Appendix 11. Inflation (Consumer Price Index)

CPI (All items): US
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