The following article is extracted from: "Trade Deficit of the United States from Japan" by Wilson W. B. Law.

......

Besides investment and opening of Japanese market, depreciation of dollar to yen is also one of the ways American can do to help reducing trade deficit in long term. However, voices from many sectors are screaming to stop the depreciation of dollars (Holyoke, 1993). Those people found that depreciation is actually increasing the trade deficit. From the year 1990 to 1993, when dollar fell for a third of its value against yen, the trade deficit actually increased consistently with the decrease in value of dollar (Spiers, 1993).

The statement is true at the mean time, but it doesn’t addresses the long run effect of the depreciation of dollar. The pattern of increasing trade deficit accompanying with decreasing value of dollar could be answered by the economic theory of the J-curve. The pattern we are facing today is only a portion of the economists’ J-curve. It just likes writing a letter ‘J’, you start with a dip and then follow with a sharp upward spike. We are now at the situation of the downward dip, while it is expected that we will surely go on to the upward spike in long term. Why the J-curve works like that?

The pattern of J-curve could be explained with a simple example. When the dollar goes down, the television sets imported from Japan will become more expensive compared with the old price in the U.S., however the consumers in the U.S. will not notice the change in a short time because the price of televisions on the retail markets are still priced with the old price which they were purchased with the old price from Japan. When the retailers in the U.S. ordered new television sets at the current demand of the market, higher price has to be paid. On the other hand, the price of IBM PCs on the Japanese market would not be lowered in the short term because they are purchased with the old high price, and hence the Japanese consumers will not increase their consumption of IBM PCs. Since there are some inertia in consumption in both countries, the volume of trade is carried out in the usual manner, but with a new exchange-rate, the trade deficit will surely increase because of the decrease in real value received by the American and decrease of amount the Japanese have to paid. Nevertheless, in the longer term, the American consumers will realized that the Japanese products are more expensive than before, so rationally they will consume more Japanese products, while the Japanese consumers will find that the American products are cheaper than before, that they will increase their consumption. As a result of these changes in preference, the reduce of trade deficit will offset the adverse consequences of depreciated dollar (Baumol & Blinder, 1994).

Furthermore, J-curve has been already proved in the U.S. history. In 1986, the trade deficit of the United States climbed to a record high of $155 billion (in 1987 dollar), when the dollar started to depreciate in 1985. What amazed the people at that time was that the trade deficit fell from 1987 until 1990 when the dollar were facing another depreciation which was the dip of another J-curve (Baumol & Blinder, 1994). It should not be difficult to realize the relationships between the depreciation of dollar and the swelling trade deficit now. The United

States is now at the same situation as we had in 1985. The trade deficit will soon decline again by following the J-curve pattern. And actually the trade deficit is starting to fall now (Banks, 1993). Therefore, appreciate the dollar will only do the opposite (Baumol & Blinder, 1994) and should never be attempted.

...... The future is optimistic.

References: Banks, H. (1993, April 12). What’s ahead for business. Forbes, p. 39.

Banks, H. (1993, July 19). What’s ahead for business. Forbes, p. 35.

Baumol, W., & Blinder, A. (1994). Macroeconomics Principles and Policy. Orlando: The Dryden Press.

Clinton, B. (1993, August 15). U.S.-Japan relationship. Vital Speeches of the Day, pp. 642-5.

Flint, J. (1994, March 14). Japan and the j-curve. Forbes, pp. 40-1.

Harbrecht, D., Borrus, A., & Holyoke, L. (1993, October 11).

The Japan that’s saying no. Business Week, pp. 48-50. Harbrecht, D., & Gross, N. (March 7, 1994). The secret weapon that won’t start a trade war. Business Week, p. 45.

Holyoko, L. (1993, May 3). Why the soaring yen won’t shrink Japan’s trade surplus. Business Week, p. 47.

Krieger, A. (1993, March 15). Up the yen. Forbes, p. 163. Morita, A., Reingold, E. & Shimomura, M. (1986). Made in Japan - Akio Morita and Sony. New York: Dutton.

Neff, R., Burrows, P., Holstein, W., & Holyoke, L.

(1993, June 14). A cheap buck won’t work. Business Week, pp. 26-7.

Passell, P. (1994, February 14). Big trade deficit with Japan:

Some think it’s no problem. The New York Times, A1. Spiers, J. (1993, September 20). The exchange rate won’t do it.

Fortune, p. 24. Stelzer, I. (1992, March 16). The new protectionism. National Review, pp. 30-4.