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Summary

The rapid depreciation of the value of the dollar on foreign exchange markets is mirrored by an equally rapid appreciation of currencies, such as the yen (and Euro). This has raised concerns that Japan may intervene in currency markets for the first time since March 2004 to shore up the value of the dollar and slow the appreciation of the yen. Japan has conducted such intervention in the past by purchasing dollars and selling yen on foreign exchange markets. This intervention has raised concerns in the United States and brought charges that Tokyo is manipulating its exchange rate in order to gain unfair advantage in world trade. This coincides with similar charges being made with respect to the currencies of the People's Republic of China and South Korea. In the 110th Congress, H.R. 2886 (Knollenberg)/S. 1021(Stabenow) (Japan Currency Manipulation Act), H.R. 782 (Tim Ryan)/S. 796 (Bunning) (Fair Currency Act of 2007), S. 1677 (Dodd) (Currency Reform and Financial Markets Access Act of 2007), and S. 1607 (Baucus) (Currency Exchange Rate Oversight Reform Act of 2007) address currency misalignment in general or by Japan in particular.

In the past, Japan has intervened (bought dollars and sold yen) extensively to counter the yen's appreciation, but since 2004, the Japanese government has not intervened significantly, although some claim that Tokyo continues to "talk down the value of the yen." This heavy buying of dollars resulted in an accumulation of official foreign exchange reserves that exceeded a record $979 billion (February 2008) by Japan. The intervention, however, seems to have had little lasting effect. Estimates on the cumulative effect of the interventions range from an undervaluation of the yen of about 3 or 4 yen to as much as 20 yen per dollar, although recent appreciation of the yen has erased most of such undervaluation.

In 2007, the U.S. Secretary of the Treasury indicated that it had not found currency manipulation by any country, including by Japan. An April 2005 report by the Government Accountability Office reported that Treasury had not found currency manipulation because it viewed "Japan's exchange rate interventions as part of a macroeconomic policy aimed at combating deflation...." In its May 2006 report on consultations with Japan, the International Monetary Fund (IMF), likewise, did not find currency manipulation by Japan.

One problem with the focus on currency intervention to correct balance of trade deficits is that only about half of the increase in the value of a foreign currency is reflected in prices of imports into the United States. Periods of heaviest intervention also coincided with slower (not faster) economic growth rates for Japan.

Major policy options for Congress include (1) letting the market adjust; (2) clarifying the definition of currency manipulation; (3) requiring negotiations and reports; (4) requiring the President to certify which countries are manipulating their currencies and taking remedial action if the manipulation is not halted; (5) taking the case to the World Trade Organization or appealing to the IMF; or (6) opposing any change in governance in the IMF benefitting Japan. This report will be updated as circumstances require.
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Most Recent Events


	March 20, 2008. The yen appreciated to 99 yen per dollar, a 20% rise since its low on June 24, 2007.

	September 5, 2007. The unwinding of yen carry trade positions (selling investments in non-Japanese financial instruments and buying yen to repay yen loans) has caused the yen to rise since its low of 124.1 yen per dollar on June 24, 2007. The rise has been accelerated by the turmoil in the subprime mortgage market from mid-August 2007.

	June 24, 2007. In its Annual Report for 2006/2007, the Bank for International Settlements stated that "there is clearly something anomalous in the ongoing decline in the external value of the yen" and warned investors betting against the yen to remember 1998 when it soared suddenly.












	Figure 1. Recent Changes in the Yen/Dollar Exchange Rate




	



	Source: PACIFIC Exchange Rate Service









Introduction

The rapid depreciation of the value of the dollar on foreign exchange markets is causing fundamental changes in the trading relationships between the United States and other nations whose currencies have appreciated lately. Japan, in particular, has seen its currency rise by 20% relative to the dollar (comparable to the 18% rise in the Euro over the same period of time).

This is raised concerns that Japan may intervene in currency markets for the first time since March 2004 to shore up the value of the dollar and slow the appreciation of the yen. Japan has conducted such intervention in the past by purchasing dollars and selling yen on foreign exchange markets. This has caused Japan's holdings of foreign currency reserves to reach $979 billion (February 29, 2008), second only to the $1.5 trillion held by China (December 31, 2007). Japan earns some $12 billion per month in interest on its holdings of foreign currency and other reserve assets.

Japan's past intervention to slow the upward revaluation of the yen raised concerns in the United States and brought charges that Tokyo was manipulating its exchange rate in order to gain unfair advantage in world trade. This coincided with similar charges being made with respect to the currency of China. This report provides an overview and analysis of Japan's official intervention into currency markets, reviews various studies on the probable effect of that intervention, examines the charge that Japan has manipulated its exchange rate as defined by the International Monetary Fund (IMF), and reviews legislation and policy options.

Foreign governments intervene into currency markets by buying foreign exchange—usually dollars, Euros, or British pounds—in order to increase demand for these currencies and support their value relative to the intervening government's own currency. Likewise, they can sell foreign exchange in order to decrease demand for target foreign currencies and increase the value of the country's own currency. In Japan's case, it has frequently bought dollars from its domestic exporters in exchange for yen and used those dollars to buy U.S. Treasury securities or other liquid dollar assets.

In the 110th Congress, H.R. 2886 (Knollenberg)/S. 1021 (Stabenow) (Japan Currency Manipulation Act) would require negotiation, reports, and other action with respect to Japan's currency actions. This bill states in its findings that Japan's exchange rate provides a subsidy to Japanese exporters and an unfair competitive advantage for Japanese automobile manufacturers. H.R. 782 (Ryan)/S. 796 (Bunning) (Fair Currency Act of 2007) would provide that exchange-rate misalignment by an foreign nation is a countervailable export subsidy and also would clarify the definition of manipulation with respect to currency.

S. 1607 (Baucus) (Currency Exchange Rate Oversight Reform Act of 2007) would require the Treasury Department to identify currencies that are fundamentally misaligned and would require action to correct the misalignment. S. 1677 (Dodd), Currency Reform and Financial Markets Access Act of 2007, would require the Treasury Department to identify countries that manipulate their currencies regardless of their intent and to submit an action plan for ending the manipulation, and gives Treasury the authority to file a case in the WTO.

Concern over currency manipulation, intervention, and misalignment stems from the basic U.S. interest in American national prosperity. Manipulation of exchange rates to undervalue foreign currencies potentially can increase the U.S. trade deficit,1 increase U.S. dependency on foreign investors to finance U.S. budget deficits, affect the level of U.S. interest rates, and negatively affect U.S. businesses competing with imports or exporting.

In Japan's case, the Bank of Japan (in consultation with the Ministry of Finance) has bought U.S. Treasury securities and other liquid dollar assets at times when the value of the dollar relative to the yen was declining. The intended result was to keep the value of the yen from appreciating too quickly in order to keep the price of Japanese exports from rising in markets such as those in the United States and to maintain the profitability of those exports.

Some experts argue that the yen has been undervalued by 10% to 29% or more, although recent appreciation of the yen largely negates this argument. The underlying concern is that an undervalued yen gives many Japanese manufacturers a significant price advantage over U.S. competitors. The U.S.-headquartered automobile industry, for example, claims that an undervalued yen generates a price advantage of about $4,000 per car to vehicles made in Japan and a resultant surge in sales of such vehicles in the United States.2

Another measure of the exchange rate takes into account differences in inflation rates between those in Japan and in the United States (real rate) and provides relatively greater weight to currencies with which Japan trades the most (effective rate). These adjustments produce a real effective exchange rate. As shown in Figure 2, this adjusted value of the yen reached a 20-year low in May 2007, but it has appreciated since then. Any undervaluation since 2004 arguably has resulted from private market forces and inflation rates (resulting from macroeconomic policy) in both countries rather than from government currency intervention.3

Economic studies indicate that currency intervention for large countries with floating exchange rates, such as Japan, merely slows the rate of currency appreciation or depreciation over the short run (less than 30 days) and has little effect over the long term. Whether Japan can be considered to have manipulated its exchange rate under criteria set by the International Monetary Fund (IMF) is open to debate. The IMF and the Secretary of the Treasury have not found such manipulation in recent years,4 but others charge that such manipulation has taken place. Although, Japan claims that it has not intervened in foreign exchange markets since March 2004, some claim that Japan still "talks down the value of the yen."










	Figure 2. Japan's Real Effective Exchange Rate (March 1973=100)




	



	Source: Bank of Japan








In 2008 as the yen has appreciated, the question before Japanese policymakers is whether or not to intervene again. Pressures from Japanese industries to do so are increasing. Toyota Motors, for example, reportedly bases its earnings on an exchange rate of 105 yen per dollar. Every 1 yen appreciation against the dollar causes a $350 million drop in its operating profit, although such adverse effects can be mitigated over the longer run. Japanese carmakers reportedly place the appropriate exchange rate at about 90 to 100 yen per dollar. Yen appreciation also causes the value of Japanese stocks to decline. However, until the rate goes below 85 to 90 yen per dollar, some think the government of Japan would not consider intervening.5 Government financial officials in Japan have indicated that they are "monitoring the foreign exchange movements with "great interest."6

One problem with intervening in today's markets is that there has been a sharp rise in the volume of transactions. According to the Bank for International Settlements, the daily trading of foreign currencies through traditional foreign exchange markets totaled more than $3.2 trillion in April 2007, up sharply from $1.9 trillion in 2004. Another $2.4 trillion was traded in the over-the-counter foreign exchange derivatives market for a total of $5.6 trillion per day in both markets. About 86% of the trading on traditional foreign exchange markets was in dollars.7 These amounts are so large that for any intervention to have an effect, it arguably would have to be coordinated among Japan, the United States, and the European Union with possible cooperation from China.


The Interventions

In 1971, when the link between the U.S. dollar and gold was severed and the dollar was allowed to float within certain bands, the yen began to appreciate in value. The yen/dollar exchange rate, established during the U.S. occupation of Japan in 1949, had been held at 360 yen per dollar for 22 years. Since then, it appreciated to around 105 yen per dollar in early 2005, but in late 2005 it had depreciated to around 120 yen per dollar before rising slightly to about 119 yen per dollar in March 2007.

Japan's government has intervened in currency markets to buy dollars or other foreign exchange at times when the yen was appreciating at a pace that it considered to be too rapid. Japan also has intervened by selling dollars at times when the Japanese government (Bank of Japan and Ministry of Finance) felt that the yen was depreciating too rapidly. The net result of this intervention is that Japan's holdings of foreign exchange reserves have risen to $902 billion by July 31, 2007.8

As can be seen in Figure 2, the most significant of Japan's interventions to counter the yen's appreciation took place in 1976-1978, 1985-1988, 1992-1996, and 1998-2004. Since March 2004, the Japanese government has not intervened significantly in currency markets to support the value of the dollar.9 Figure 3 also shows that despite heavy buying (or selling) of dollars during certain periods of time, the intervention seems to have had little lasting effect. It might have slowed the change in value of the yen, but the appreciation (or depreciation) occurred anyway. This is called "leaning against the wind" in economic parlance or intervening to oppose strong short-term trends rather than to reverse the direction of change. In most cases, Japan's intervention resulted in the "smoothing" of fluctuations in exchange rates rather changing the direction of movement. As one author put it, Japan seems to have won many daily battles with the foreign exchange market, yet it lost the war.10










	Figure 3. Japan's Exchange Rate and Foreign Exchange Reserves: 1972-2006




	



	Source: Data from World Bank. World Development Indicators.








Even though Japan has invested hundreds of billions of dollars in buying dollar assets that are then held as foreign exchange reserves, many observers point out that such transactions are small when compared with the average daily turnover of $3.2 trillion in traditional foreign exchange markets and $2.4 trillion in over-the-counter currency and interest rate derivatives markets.11 Currency transactions in support of imports and exports, investments, remittances, and other purposes dwarf interventions by central banks. Still, it is the effect of central government intervention on net—rather than gross—flows that make the difference (since imports and exports tend to balance on a global basis). Government purchases and sales constitute a net addition to or subtraction from global demand and supply. Also government interventions can have a powerful signaling effect on market participants who may prudently reduce their speculative buying should it be in a contrary direction to what the government is doing. Central banks also often coordinate intervention (intervening in the same direction the same day). This multiplies the effect of the intervention.


Economic Studies

Academic studies of intervention generally conclude that interventions did increase exchange rate volatility (moved the market), were a good indicator that the magnitude of the change in exchange value on subsequent days would decrease, and that much of it amounted to "leaning against the wind."12 A recent study of the 1991-2002 period of Japanese intervention concluded that "prior to June 1995, Japanese interventions only had value as a forecast that the previous day's yen appreciation or depreciation would moderate during the current day. After June 1995, Japanese purchases of dollars had value as a forecast that the yen would depreciate" in the very short run. This analysis also confirmed that large, infrequent interventions, which characterized the latter period, had a higher likelihood of success than small, frequent interventions. For 2003 and 2004, despite the record size and frequency of the intervention by Japan, the authors found it difficult to statistically distinguish the pattern of exchange rate movements on intervention days from that of all the days in that particular subperiod. This showed little effectiveness in the interventions for that subperiod and only modest effectiveness overall.13

Another study examining data from 1991 to 2000 found strong evidence that "sterilized" intervention (buying of dollars offset by domestic selling of yen-denominated bonds to keep Japan's money supply unchanged) systemically affected the exchange rate in the short-run (less than one month). Large-scale intervention (amounts over $1 billion)—coordinated between the Bank of Japan and the U.S. Federal Reserve—gave the highest success rates. Of the 12 "large scale coordinated" interventions studied, 11 achieved the desired effect: they moved the yen either up or down in accordance with the policy goal of the moment, although the effects were short-lived.14

The estimate that the yen was 10% to 20% undervalued is emphasized heavily by U.S. automaker along with other industrial interests. In 2003, General Motors claimed that the yen should be trading at about 100, rather than at 110 yen per dollar.15 In late 2005, as the dollar strengthened, General Motors claimed that the relatively weak yen (111 per dollar at the time) was providing a significant cost advantage (about $3,000 per vehicle) to Japanese automakers. GM also raised the issue of "jawboning" and verbal currency intervention (talking the yen down) by high-ranking Japanese officials.16 In a meeting between President Bush and the Big Three U.S. automakers, General Motors Chairman Rick Wagoner indicated there is still a chasm between the auto industry and President Bush on foreign exchange issues. Wagoner said the yen, in particular, was "systematically undervalued" with the car companies estimating that Japanese competitors gain a $3,000 to $9,000 cost advantage per vehicle over U.S. auto makers thanks to what is seen as an unfair currency advantage.17 In April 2007, the Automotive Trade Policy Council (with membership by Daimler Chrysler, Ford, and GM) claimed that Japan's weak yen policy had forced U.S. automakers to contend with a $4,000 subsidy on vehicles that their Japanese competitors export from Japan to the United States.18

A leading proponent of the position that Japan has manipulated its exchange rate is Ernest Preeg.19 In one study, he concluded that Japan had manipulated its exchange rate and that the yen in 2002 was about 20% undervalued and should have been around 100 yen per dollar.20 His analysis is based on the observation that Japan's intervention has been large, protracted, and one-sided, but the 20% figure is a rough estimate based primarily on the extent of the intervention, not on a rigorous economic model.

The International Monetary Fund also conducts surveillance over the exchange rates of its member countries. In the IMF's August 2005 report on consultations with Japan, the Fund noted that compared to the United States and the Euro Area, Japan stands out for its active use of foreign exchange market intervention as a policy instrument. The IMF reported that since 1991, the Bank of Japan had intervened on 340 days, the European Central Bank on four days (since its inception in 1998), and the U.S. Federal Reserve on 22 days. The IMF further stated that "there is some evidence that intervention has had some impact on yen movements." It then quoted Takatoshi Ito, a Japanese economist, who found that intervention of about ¥2.5 trillion (about $250 billion) on average moved the exchange rate by ¥1 per dollar or about 1%.21 The IMF's May 2006 report on consultations with Japan did not discuss exchange rate intervention.22

A fundamental problem with exchange rates is that no commonly accepted method exists to estimate the effectiveness of official intervention into foreign exchange markets. Many interrelated factors affect the exchange rate at any given time, and no quantitative model exists that is able to provide the magnitude of any causal relationship between intervention and an exchange rate when so many interdependent variables are acting simultaneously.23

A 2007 Occasional Paper No. 7 by economists at the U.S. Treasury surveyed exchange rate models and misalignments in currencies. The authors concluded that currencies cannot be said to be misaligned without estimating what the exchange rate should be. Economists use various models to estimate such hypothetical exchange rates and then compare the modeled rates to the actual ones. The study notes that the models produce widely divergent results and depend heavily on their assumptions, methodologies, and mathematical structure in trying to capture all the relevant features of an economy, particularly the behavior of financial markets. For Japan, the authors note that according to the purchasing power parity approach, Japan's currency in 2003 was overvalued (not undervalued) by 21%. According to a Big Mac index of the cost of this hamburger across countries, in May 2006, the yen at 112 yen per dollar was 28% undervalued. Using relative labor costs to calculate real effective exchange rates, in 2004, Japan's yen was undervalued by 6.3%, but was overvalued by 2.2% using relative consumer prices in the calculation. Private sector estimates likewise vary widely. Using various methods, the Hong Kong and Shanghai Banking Corporation (HSBC) estimated the yen to have been 1.8% overvalued at the end of 2005, while Goldman Sachs estimated that it was 6.9% undervalued, while J.P. Morgan Stanley came up with the figure of 14% undervalued.24 In 2007, Morgan Stanley reported that the thirteen models it uses to value currencies provided estimates of the exchange value of the yen being between 18% overvalued and 29% undervalued with the median at 15% undervaluation.25 These models do not, however, differentiate between undervaluation caused by intervention and that caused by market forces.

Setting aside the problems with statistical estimates, what can be said is that the Japanese economy has generated a surplus in its trade accounts for much of recent history. Without an offsetting deficit in its capital account, market forces would have forced an appreciation of the yen that would have worked to eliminate the trade surplus. From 1977 to 2004, Japan's cumulative surplus on current account (net trade in goods and services plus remittances) totaled $2,077 billion. Offsetting Japan's surplus on current account was its net capital outflow and net official purchases of foreign exchange reserves (intervention). From 1977 to 2004, Japan recorded a deficit in its capital flows (investments in foreign securities, buying foreign companies, deposits in foreign bank accounts, etc.) of $1,314 billion. In other words, Japan's private investors sent $1,314 billion more abroad than foreigners invested in Japan. The remaining $763 billion outflow ($2,077 billion minus $1,314 billion) of dollars was primarily from official currency intervention that added to Japan's foreign exchange reserves. This net buying of $763 billion26 in dollars—over the 1977-2004 period provided more than a third (37%) of the total capital outflow from Japan to offset the country's surplus in trade. If Japan had not intervened to this extent, the yen likely would have appreciated more than it did.

Taking the estimate by Takatoshi Ito that $250 billion in intervention moved the exchange rate by about 1% or ¥1, the net effect of the direct intervention that ended in 2004 would have been around ¥3 or ¥4 per dollar. Taking the estimates by Preeg and General Motors, the upper bound on the effect of the intervention would be around 20% or about ¥20 per dollar. The range, therefore, for the effect of exchange rate undervaluation because of Japanese intervention would be from ¥3 to ¥20 per dollar with the statistical likelihood more toward the lower end of the range.


The Link Between Exchange Value and Trade

Setting aside the question of the efficacy of Japan's intervention into exchange markets to weaken the yen, a second question is whether changes in the yen-dollar exchange rate actually affect imports and exports. In theory, Japan's intervention by buying dollars and selling yen induces a cheaper yen which then assists Japan's exporters by allowing them either to lower their export price or to maintain their export price while increasing profits. It also makes imports relatively more expensive in Japan. Lowered export prices and higher import prices will tend to increase Japan's trade surplus which then contributes to a higher growth rate. The Bank of Japan may or may not sterilize the currency operation by selling Japanese bonds locally to keep the domestic money supply constant. In an economic sense, if the intervention is not sterilized, buying dollars is equivalent to increasing the Japanese money supply, since the Finance Ministry purchases the dollars from Japanese exporters with yen which then enters the Japanese money supply.

In actual practice, the operation of currency markets often deviates from that represented in economic theory and in models. In particular, the long-term link between intervention and the foreign exchange rate is difficult to show empirically. While the intervention has short-term effects, the long-term effects on exchange rates and trade flows are much less apparent—especially considering that most of the time, the intervention leans against the wind rather than reversing the direction of change.

A second problem is that, in practice, Japan's automakers and other exporters to U.S. markets usually do not make short-run adjustments to prices in response to exchange rate fluctuations. Unlike generic commodities (such as crude oil or wheat that have standardized commodity markets), Japan's exports tend to be brand-named products for which the sellers have some control over prices. When selling in the United States, dealers and retailers of products from Japan tend to "price to market" or set prices according market conditions.27

For instance, between January 5, 1994, and April 19, 1995, the Japanese yen appreciated by 34% against the dollar (it rose from 113 to 80 yen per dollar). Prices for exported products from Japan to the United States should have risen significantly, but, for example, the U.S. sticker price of a Toyota Celica ST Coup rose by only 2% (it went from $16,968 to $17,285), while the suggested retail price of a large-screen Sony Trinitron television receiver actually fell by 15%. Japanese exporters simply absorbed exchange rate changes into their costs. They tended to gain or lose profits—rather than market share—because of exchange rate changes. In the case of Toyota Motors, it is estimated that the company's profit increases by ¥25 billion ($227 million) a year for every ¥1 the currency depreciates against the dollar.28 For shipments to the United States, economic studies have found that, on average, an exchange rate change induces a price response equal to one-half the amount, although it varies by industry.29 An implication of this lack of a complete response of domestic prices to exchange rate changes is that a currency depreciation will not necessarily eliminate—or even reduce significantly—a nation's trade deficit.

Empirical studies indicate, however, that for most countries over the long run, a real depreciation (adjusting for domestic inflation) is likely to improve a nation's current account balance while a real appreciation is likely to worsen it. In the short-run, however, the opposite is likely to occur. This is called the J-curve effect. As the value of the yen rises, for example, some Japanese exporters do increase their prices, and U.S. importers end up paying more for the quantity of goods they need. This worsens the balance of trade before U.S. importers can switch to other suppliers.30

Still, Japan's balance of trade does respond somewhat in the long run to a large appreciation of the yen. Japanese exporters ultimately have to either raise prices or decrease costs of production, and importers of commodities in Japan face lower international prices. This works to reduce Japan's surplus in trade (exports fall while imports rise).

One economic study indicated that, in 2002, a 1% appreciation of the yen induced a 2.2% decrease in Japan's current account surplus (balance of trade with the world in goods and services plus unilateral transfers).31 At that time, Japan's current account surplus was about $110 billion. Therefore, a 1% yen appreciation was estimated to decrease Japan's current account balance by about $2.4 billion. Another study for 1985-1991 found that a 10% sustained appreciation of the yen would reduce Japan's trade surplus by 0.7% of gross national product (GNP).32 At that time, Japan's GNP was around $3,000 billion. A 1% appreciation of the yen, therefore, would have reduced Japan's trade surplus by about $2.1 billion.

In actuality, from 2002 to 2004, the yen appreciated from ¥120 to ¥104 per dollar (up by 13%), but Japan's current account surplus rose (not fell) from $113 billion to $172 billion (up by 52%).33 Part of this rise in Japan's current account surplus may have been the J-curve effect, but in this case the yen appreciation was overshadowed by other variables. Yen appreciation may have slowed the rise in Japan's current account surplus, but it did not stop it. Other factors also came into play. These included growth in the American and other major markets, relative savings and inflation rates, the level of interest rates in various markets, earnings from investments, the competitiveness of Japanese products, the price of petroleum, competition from China, and intra-firm trade by multinational corporations.

Another question is whether Japan's intervention into foreign exchange markets raised its rate of growth. Figure 4 shows Japan's currency intervention in terms of annual rates of change in its foreign exchange reserves and the yen/dollar exchange rate. It also shows Japan's economic growth rate (in real gross domestic product). The chart indicates that many of the periods of yen appreciation and intervention into foreign exchange markets to buy dollars also were periods of relatively slower—not faster—economic growth rates. Except in the late 1970s, Japan's growth performance during periods of intervention was rather lackluster. Growth tended to be higher during periods without intervention, although it can be argued that the intervention may have helped to keep economic conditions from becoming worse than they actually were.










	Figure 4. Changes in Japan's Foreign Exchange Reserves and in the Yen/Dollar Exchange rate with Interventions and GDP Growth Rates, 1972-2006




	



	Source: Underlying data from World Bank. World Development Indicators.









Intervention or Manipulation?

A question for U.S. policy is whether Japan's intervention into currency markets constituted manipulation of its exchange rate. Under U.S. law, the Secretary of the Treasury is required to analyze the exchange rate policies of foreign countries annually (in consultation with the International Monetary Fund) and consider whether countries manipulate their exchange rate for purposes of preventing effective balance of payments adjustment or gaining unfair competitive advantage in international trade. If the Secretary considers that such manipulation is occurring with respect to countries that (1) have material global current account surpluses; and (2) have significant bilateral trade surpluses with the United States, the Secretary of the Treasury shall take action to initiate negotiations with such foreign countries on an expedited basis, in the International Monetary Fund or bilaterally, for the purpose of ensuring that such countries regularly and promptly adjust the rate of exchange between their currencies and the United States dollar to permit effective balance of payment adjustments and to eliminate the unfair advantage. The Secretary of the Treasury also is to provide reports on exchange rate policy that contain the results of exchange rate negotiations conducted pursuant to this law.34

At various periods from 1988 through 1994, Treasury found that China, Taiwan, and South Korea were each considered to have manipulated their currencies.35 In the March and November 2005 and May 2006 reports to Congress as required by the Omnibus Trade and Competitiveness Act of 1988, Treasury indicated that it had reviewed the exchange rates, external balances, foreign exchange reserve accumulation, macroeconomic trends, monetary and financial developments, state of institutional development, and financial and exchange restrictions for U.S. trading partners. In both reports, Treasury did not find currency manipulation by any country, including by Japan.36 Likewise, in Treasury's December 2006 report to Congress, the Secretary stated that persistent Japanese deflation since 1998 has led to a substantial depreciation of the yen in real terms. Bank of Japan data indicate that the yen was at its weakest level in real trade-weighted terms in more than 20 years, even though Japanese authorities had not intervened in the foreign exchange market since March 2004.37

In April 2005, the Government Accountability Office examined Treasury's assessments of whether countries were manipulating their currencies and concluded that "although China and Japan have engaged in economic activities that have led to concerns about currency manipulation," Treasury "did not find that Japan met the Trade Act's definition for currency manipulation in 2003 and 2004." GAO reported that Treasury viewed "Japan's exchange rate interventions as part of a macro-economic policy aimed at combating deflation...."38

In September 2005 testimony before the House Ways and Means Committee, Deputy Assistant Secretary of the Treasury David Loevinge stated that Treasury had discussed foreign exchange market issues with Japanese officials. He stated that Japan has supported the G-7 position on exchange rates, expressed in a series of G-7 Communiqués, calling for greater exchange rate flexibility. Japan also has worked with the United States to bring about greater exchange rate flexibility in China and in other large economies in East Asia.39

The International Monetary Fund also conducts surveillance over the exchange rates of its member countries. A 1977 decision by the Fund (as amended), a principle for guidance of member's exchange rate policies states, "A member shall avoid manipulating exchange rates or the international monetary system in order to prevent effective balance of payments adjustment or to gain unfair competitive advantage over other members." The decision, does allow, however, for governments to intervene in the exchange market if necessary to counter disorderly conditions (disruptive short-term movements in the exchange value of its currency).40 In the IMF's August 2005 report on consultations with Japan, the Fund did not find currency manipulation, but noted that compared to the United States and the Euro Area, Japan stands out for its active use of foreign exchange market intervention as a policy instrument.41

As a comparison, one can compare the movement of the exchange rate between the German mark and the dollar with that for the yen and the dollar. Figure 5 shows the movement of indexes (1972 = 100) for the value of the two exchange rates. From 1972 to 2005, the yen has appreciated more than the mark, and they generally have moved together. The correlation coefficient between the two indexes is 0.82 (they move together 82% of the time). From 1993, the Euro replaced the country currencies of the members of the European Union, and the index of its value replaces that of the German mark. In Figure 5, the Euro index is set at 100 in January 1993. As can be seen, the index of the Euro also has moved roughly with the yen with the exception of the U.S. recession period around 2001 when the dollar rose in value relative to the Euro and mark but rose less relative to the yen. Most of the time, however, the values of these currencies seemed to be responding to the same outside influences.










	Figure 5. Indexes of the Value of the Japanese Yen, German Mark,

and European Union Euro per U.S. Dollar




	



	Source: Underlying exchange rates from PACIFIC Exchange Rate Service.

Note: January 1972=100 for Yen and Mark. January 1993=100 for Euro.









Policy Issues

Even though Japan indicates that it has not intervened into currency markets since March 2004, this issue still is a U.S. policy concern because of Tokyo's past intervention and the possibility that it could resume intervening should the yen strengthen too rapidly or excessively against the dollar. Japan also may use other methods to alter the expectations of currency traders and "talk down" the yen through various statements or other "jawboning." Japan also could be caught up in the concern over China's currency policy. Policies aimed at China also could affect Japan. Currently, Tokyo seems content to abstain from active intervention into international currency markets. At some point, however, Japan may want to decrease its dollar denominated foreign exchange holdings. It would likely do this by selling dollar-denominated assets, an action that would weaken the dollar and strengthen the yen. Depending on how this potential divestiture is conducted, it could be viewed as intervention into foreign exchange markets (albeit in the opposite direction of concern). Given the weakness of the dollar in 2008, moreover, if the value of the yen "overshoots" and rises to a value considered to be too high for Japanese financial authorities, they may be compelled by political pressures from their exporting industries to intervene. According to observers, the threshold exchange rate at which Japan may intervene seems to be around 85 to 90 yen per dollar. Ironically, intervention under current circumstances to strengthen the weakened dollar, may coincide with U.S. economic policy goals.42

A question remains, moreover, whether the United States should take measures to compensate for past intervention by Japan. Setting aside the issue of how much past intervention actually moved the exchange rate and whether any exchange rate change affected actual market transactions, if U.S. industries were significantly impacted negatively, should remedial action be taken now? If, for example, the U.S. automobile industry lost market share because of past Japanese government attempts to reduce the value of the yen, is there action that should be taken now to remedy the lost market share?

The major policy options for Congress include the following:


	let the market adjust (do nothing);

	clarify the definition of currency manipulation;

	require reports and negotiations;

	require the President to certify which countries are manipulating their currencies and take remedial action if the manipulation is not halted; and

	convene a special meeting of the International Monetary Fund to reach an agreement on the misalignment of the yen, oppose increased voting shares or representation in international financial organizations for any country that has a currency that is manipulated or in fundamental misalignment, initiate a dispute settlement case with the World Trade Organization (WTO), or block the Overseas Private Investment Corporation from providing services to Japan.




Let the Market Adjust (Do Nothing)

Most economists argue that currency markets are so large that only extensive and coordinated intervention has any lasting effects. Countries that do intervene often find themselves "leaning against the wind" and not materially altering either the direction of or the extent of change. Also, intervention is expensive. It is not clear that Japan could afford to invest another $800 billion in U.S. Treasury securities and other liquid dollar assets. Allowing market forces to determine exchange rates while permitting central banks to intervene only to counter abnormal market shifts is the policy pursued for most major currencies of the world.

In terms of foreign exchange intervention, Japan differs from China in two important respects. First, Japan does not peg its exchange rate to any basket of currency. It generally intervenes to slow down rates of change not to maintain a certain exchange rate. It also does not require citizens to sell foreign exchange to the central bank at an official rate of exchange. Second, Japan allows for free flows of capital into and out of the country. This makes currency manipulation much more difficult in Japan, since speculators and investors can offset official buying and selling of foreign financial assets.

A currency peg without capital controls is expensive and difficult to maintain during a financial crisis. During the 1997-1998 Asian financial crisis, for example, Hong Kong maintained its pegged exchange rate partly by raising domestic interest rates to attract foreign capital and to retard capital flight by local investors (to reduce the incentive to convert Hong Kong dollars to U.S. dollars in anticipation of a drop in the value of the Hong Kong dollar). On October 23, 1997, the overnight rate of interest in Hong Kong jumped from 6.25% to 100.0% as the monetary authorities tried to stem the capital outflow. Even though Hong Kong was able to maintain its exchange rate peg, the high interest rates caused a near collapse of real estate markets there. This is one reason China still maintains some capital controls.43 Since the Asian financial crisis, Japan and other Asian nations have negotiated currency swap agreements to provide short-term sources of foreign exchange in times of crisis.44 This obviates, somewhat, the need to rely on interest rates to attract foreign capital.

Under a policy of allowing market forces to determine exchange rates, some intervention still may be necessary to calm excessive volatility in markets or to counter trends that overshoot because of herd mentality and other effects. In the past, the more successful of such interventions were coordinated among the large, industrialized nations.


Clarify the Definition of Currency Manipulation

A major provision of various currency bills in Congress has been to clarify the definition of currency manipulation. While this legislation apparently has been aimed primarily at China's currency policy, in cases, the bills also have cited Japan (and South Korea) in the findings.

Currently, the Department of the Treasury, in consultation with the International Monetary Fund, determines each year whether countries are manipulating their exchange rate for purposes of gaining an unfair trade advantage or preventing effective balance of payments adjustments and also have a material global current account surplus and a significant bilateral trade surplus with the United States.45

H.R. 1498 (Ryan)/S. 796 (Bunning) and H.R. 2886 (Knollenberg)/S. 1021(Stabenow) define exchange-rate misalignment as an undervaluation of a foreign currency (yen) as a result of protracted large-scale intervention by or at the direction of a governmental authority in the exchange market. Such undervaluation shall be found when the observed exchange rate for a foreign currency (yen) is below the exchange rate that could reasonably be expected for that foreign currency absent the intervention. In determining whether exchange-rate misalignment is occurring and a benefit thereby is conferred, the administering authority in each case would consider an exporting country's:


	bilateral balance of trade surplus or deficit with the United States,

	balance of trade surplus or deficit with other trading partners,

	foreign direct investment in its territory,

	currency specific and aggregate amounts of foreign currency reserves,

	mechanisms employed to maintain its currency at a fixed exchange rate and the nature, duration, and monetary expenditures of those mechanisms, and

	may consider such other economic factors as are relevant.



S. 1607 (Baucus) would define a currency for priority action if the country that issues such currency is:


	engaging in protracted large-scale intervention in one direction in the currency exchange market;

	engaging in excessive reserve accumulation;

	introducing or substantially modifying for balance of payments purposes a restriction on, or incentive for, the inflow or outflow of capital, that is inconsistent with the goal of achieving full currency convertibility; or

	pursuing any other policy or action that, in the view of the Secretary of the Treasury warrants designation for priority action.



The bills also specify that trade data are to be those of the United States and other trading partners of the exporting country, unless such trade data are not available or are demonstrably inaccurate, in which case the exporting country's trade data may be relied upon if shown to be sufficiently accurate and trustworthy.

The issue of which data to use applies primarily to China, mainly because of imports and exports that flow through, but do not originate in, Hong Kong and the general lack of confidence in China's system for compiling statistics and reporting them. The data problem, however, also arises with Japan. In 2004 for Japan, Japanese data (as accessed through the IMF or Global Trade Atlas46) reported a merchandise trade surplus of $110 billion (2.4% of GDP), but a compilation of partner country data (statistics from countries that export to and import from Japan) showed a surplus for that year of $208 billion (4.5% of GDP).47

Each bill placed more emphasis on large-scale intervention by a country into currency markets—particularly when evidenced by large accumulations of foreign exchange. Such accumulations of dollars, do not constitute prima facie evidence of currency manipulation, but they would be used along with other criteria to determine whether a country has been engaged in it.

The bills have not addressed the issue of sterilization in currency intervention.48 In 2003 and 2004, Treasury found that Japan did not meet the criteria for currency manipulation in part because its exchange rate interventions were considered to be part of a macroeconomic policy to combat deflation.49 (It was considered to be unsterilized intervention to increase the money supply.) A policy question is whether large-scale interventions are justified when part of macroeconomic policy even though they may have adverse affects on exchange markets.


Require Negotiations and Reports

Current trade law requires the President to seek to confer and negotiate with other countries to achieve:


	more appropriate and sustainable levels of trade and current account balances and exchange rates of the dollar and other currencies consistent with such balances; and

	improvement in the functioning of the exchange rate system to provide for long-term exchange rate stability consistent with more appropriate and sustainable current account balances.50



The United States and Japan also conduct regular cabinet and sub-cabinet meetings that provide a venue to discuss exchange rates. In addition, the two countries meet in G-7 summits and at the APEC (Asia Pacific economic cooperation) meetings where currency and exchange rate policy is discussed.51 In a 2000 G-7 meeting, for example, the communique stated that the group had discussed developments in exchange and financial markets and said that they welcomed the reaffirmation by the Japanese monetary authorities that exchange rate policies would be conducted appropriately in view of their potential impact and that they would continue to monitor developments in exchange markets and cooperate as appropriate.52

Current bills related to Japan's currency in the 110th Congress would require Treasury to submit a semi-annual report to Congress on currency intervention by Japan to include any effort by Japan to create an exchange-rate misalignment (including intervention and statements by Japanese government officials). The bills also would require Treasury to submit to Congress a proposal for a comprehensive joint U.S.-European Union plan to address the exchange-rate misalignment of the Japanese yen. It also would require the U.S. government to initiate consultations with Japan for the purpose of decreasing the foreign currency holdings of the government of Japan.


Certify Currency Manipulation and Take Remedial Action

In the 110th Congress, H.R. 782 (Tim Ryan)/S. 796 (Bunning) would make exchange rate "misalignment" actionable under U.S. countervailing duty laws, require the Treasury Department to determine whether a currency is misaligned in its semi-annual reports to Congress on exchange rates.53 This certification could then trigger certain remedial actions under U.S. trade law.S. 1677 (Dodd) would require the Treasury Department to identify countries that manipulate their currencies regardless of their intent and to submit an action plan for ending the manipulation. It also would give Treasury the authority to file a case in the WTO.


Actions with the IMF, World Bank, WTO, and OPIC

The currency bills in the 110th Congress also would require the Secretary of the Treasury to oppose any change in the governance arrangements in International Financial Institutions (such as the International Monetary Fund or World Bank) in the form of increased voting shares or representation if the beneficiary country has a currency that is manipulated or in fundamental misalignment.

S. 1677 (Dodd) would give the Treasury Department the authority to take a currency manipulation case to the World Trade Organization through its dispute settlement mechanism or to the International Monetary Fund.

S. 1607 (Baucus) would require the United States to inform the International Monetary Fund of the failure of a country to adopt appropriate policies to eliminate the fundamental misalignment in its currency and request a consultation by the IMF with that country. The United States also would not approve any new financing by the U.S. Overseas Private Investment Corporation (including insurance, reinsurance, or guarantee) and oppose any loan to the country from a multilateral bank. In the case of a persistent failure to adopt appropriate policies to correct the misalignment, the U.S. Trade Representative would request dispute settlement consultations at the WTO.

With respect to the WTO dispute settlement mechanism, an agreement between the IMF and WTO requires the WTO to refer exchange rate disputes to the IMF and accept the IMF's findings as conclusive. If the IMF finds currency manipulation, it is not clear how a WTO dispute settlement panel would rule. There is no precedent for a case in which currency manipulation is considered to have the effect of an export subsidy and allows for direct retaliation against the exports of the offending country.

Even though the IMF has not found that Japan was manipulating its currency during its Article IV consultations, the United States could inform the IMF that it believes Japan is not complying with the requirements of Article IV. This would trigger consultations with Tokyo and a report by the Managing Director to the IMF's executive board.54 While the IMF still might not find Japan guilty of currency manipulation, it would put pressure on the Bank of Japan not to intervene in currency markets in the future.


Legislation

Legislation in the 110th Congress related to Japan's55 currency include the following:

H.R. 782 (Ryan)/S. 796 (Bunning). Fair Currency Act of 2007. Would provide that exchange-rate misalignment by any foreign nation is a countervailable export subsidy and clarify the definition of manipulation with respect to currency.

H.R. 2886 (Knollenberg)/S. 1021 (Stabenow). Japan Currency Manipulation Act. Would address the exchange-rate misalignment of the Japanese yen with respect to the United States dollar.

S. 1607 (Baucus). Currency Exchange Rate Oversight Reform Act of 2007. Would require the Treasury Department to identify currencies that are fundamentally misaligned and would require action to correct the misalignment. Such action would include factoring currency undervaluation in U.S. anti-dumping cases, banning federal procurement of products or services from the designated country, and filing a case against in the WTO.

S. 1677 (Dodd). Currency Reform and Financial Markets Access Act of 2007. Would require the Treasury Department to identify countries that manipulate their currencies regardless of their intent and to submit an action plan for ending the manipulation, and would give Treasury the authority to file a case in the WTO.




Table 1. Japan's GDP Growth Rate, Yen/Dollar Exchange Rate,

and Foreign Exchange Reserves, 1970-2008












	Year

	GDP

Growth Rate (%)

	Exchange Rate

	Foreign Exchange

Reserves (US$)




	1970

	




	10
	.7







	




	360
	.0







	




	4,307,530,000










	1971

	




	4
	.7







	




	350
	.7







	




	14,621,900,000










	1972

	




	8
	.4







	




	303
	.2







	




	17,563,610,000










	1973

	




	8
	.0







	




	271
	.7







	




	11,354,560,000










	1974

	




	–1
	.2







	




	292
	.1







	




	12,614,290,000










	1975

	




	3
	.1







	




	296
	.8







	




	11,950,210,000










	1976

	




	4
	.0







	




	296
	.6







	




	15,746,250,000










	1977

	




	4
	.4







	




	268
	.5







	




	22,340,960,000










	1978

	




	5
	.3







	




	210
	.4







	




	32,407,240,000










	1979

	




	5
	.5







	




	219
	.1







	




	19,521,520,000










	1980

	




	2
	.8







	




	226
	.7







	




	24,636,450,000










	1981

	




	2
	.9







	




	220
	.5







	




	28,208,420,000










	1982

	




	2
	.8







	




	249
	.1







	




	23,333,970,000










	1983

	




	1
	.6







	




	237
	.5







	




	24,601,580,000










	1984

	




	3
	.1







	




	237
	.5







	




	26,429,150,000










	1985

	




	5
	.1







	




	238
	.5







	




	26,718,650,000










	1986

	




	3
	.0







	




	168
	.5







	




	42,256,600,000










	1987

	




	3
	.8







	




	144
	.6







	




	80,972,870,000










	1988

	




	6
	.8







	




	128
	.2







	




	96,728,190,000










	1989

	




	5
	.3







	




	138
	.0







	




	83,957,350,000










	1990

	




	5
	.2







	




	144
	.8







	




	78,500,590,000










	1991

	




	3
	.4







	




	134
	.7







	




	72,058,840,000










	1992

	




	1
	.0







	




	126
	.7







	




	71,622,670,000










	1993

	




	0
	.2







	




	111
	.2







	




	98,524,340,000










	1994

	




	1
	.1







	




	102
	.2







	




	125,860,200,000










	1995

	




	1
	.9







	




	94
	.1







	




	183,249,800,000










	1996

	




	3
	.4







	




	108
	.8







	




	216,648,000,000










	1997

	




	1
	.9







	




	121
	.0







	




	219,648,300,000










	1998

	




	–1
	.1







	




	130
	.9







	




	215,470,700,000










	1999

	




	0
	.1







	




	113
	.9







	




	286,916,100,000










	2000

	




	2
	.8







	




	107
	.8







	




	354,902,100,000










	2001

	




	0
	.4







	




	121
	.5







	




	395,155,000,000










	2002

	




	–0
	.4







	




	125
	.4







	




	461,185,600,000










	2003

	




	1
	.4







	




	115
	.9







	




	663,289,100,000










	2004

	




	2
	.7







	




	103
	.8







	




	833,891,000,000










	2005

	




	1
	.9







	




	118
	.5







	




	834,275,000,000










	2006

	




	2
	.2







	




	116
	.3







	




	874,596,000,000










	2007

	




	2
	.1







	




	117
	.8







	




	947,987,000,000










	March 2008

	




	1
	.5







	




	About 100







	




	979,196,000,000













Source:  World Bank. World Development Indicators. Global Insight. Japan Ministry of Finance.

Note:  The growth rate is the annual change in real gross domestic product. The exchange rate is yen per U.S. dollar, period average. Foreign exchange Reserves are official reserves excluding gold.
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