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Abstract

This paper sets out a political economy modelxchange rates,
focusing in the importance of external lobbying.phpng it for the
recent history of the Japanese yen, we show tlestspre from the U.S.
trade negotiators contributed to an appreciatiotheflJapanese yen, as
well as to a reduction in import prices and profitdapanese commercial

banks.
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1. Introduction

With the recent interests in the Chinese yuan@ssaible form of
exchange rate mercantilism, many researchers dinypakers are
increasingly interested in the potential role &f &xchange rates in trade
disputes. The central role of the Chinese yuanternational disputes is a
relatively new phenomenon, a phenomenon that &lgléed to the
perceived dramatic rise of China. However, argusahout the appropriate
value of the exchange rates in Asia actually datkall the way to the
perceived rise of another economic giant in thed$%d the early 1990s,

namely,Japan

The clearest exposition of the role of the Japagesen U.S.-Japan trade
conflicts were given by McKinnon (2001) and McKimmand Ohno (1997,
2001) although no model was developed to suppoiitice the 1970s until
recently, Japan was under constant pressure taprovarket access to the
U.S. exporters as well as to restrain its exporteé¢ United States given the
large bilateral trade deficit that the US was acalating*Political economy
considerations led US policymakers and trade nawo$ to pressure Japan to
open up its markets and to reduce its exportsddJifited States. At the
same time, Japanese policymakers (including thé& Badapan) acted to
raise the dollar value of the yen, which shoulgphreuce Japanese exports

and increase U.S. and other foreign imports. leottords, the U.S. - Japan

! For issues related to the United States-Chinaebilatrade balances, see Fung, Lau and Xiong {2006



trade conflicts came hand in hand with a seculpreapation of the yen,
followed by a decade of low growth and deflation.

In McKinnon'’s spirit, this paper provides an ext@rtobby political
economymodel that illustrates how pressures from a trqgartner can lead
to a rise of the exchange rates. Along the lindhefarguments provided by
McKinnon, we further illustrate that the two appeted yen —due to external
lobbying - may have depressed the price level amtthe profits of the
Japanese commercial banks.

Our contributionto the literature is to provide a theoretical supfor the
importance of external lobbying in determining exce rates. This follows
the theoretical literature on the importance oblghg in trade disputes
based on the Grossman-Helpman model (1994). Indkesection, we

develop a basic political economy model of the Y&dollar exchange rate.

2. A Basic Palitical Economy M odel of the Yen/US dollar exchangerate
We consider an open economy (Japan) with two seadae formal sector
and one informal sector. The formal sector consita/o firms: the
export-competing Japanese firm produces gokd the U.S. market and the
import-competing firm produces gogdor the Japanese market. The
informal sector produces the numeraire go@dth a mobile factor only. The
technology for the numeraire good has constantnstio scale. The goods,

andy are produced with the mobile factor and a spetafator. The mobile



factor is supplied inelastically to the Japanesmemy. As long as the
informal sector is active, the constant marginadpict of the mobile factor
fixes its economy-wide return to unity.

Total population in the economy is normalized te .of fractiona* of the
population owns the specific factor used in thedpotion of good and has a
direct stake in the export-competing firm, a franti’ of the population owns
the specific factor used in the production of gga@ohd has a direct stake in
the import-competing firm. The remainidg o™ «’ (hence afterg™)
individuals are the owners of the mobile factorjohlare used in both formal
and informal sectors, and earn a fixed return nbzedto one.

The owners of the mobile factor are assumed to&etive politically.
Eachindividual is allowed to own at most one specifictbr. Owners of the
specific factor organize as interest groups fottigal activity.

The behaviour of firms in the formal sector is siendash quantity
duopoly (similar to those in Brander-Spencer, 1988)s part of the model is
familiar to the strategic trade policy literatubeit it is useful for our
expositions later in the paper. The exporting fpraduces good, and
competes with the foreign, U.S. firm, which prodsixtin the U.S. market.

The exporting Japanese firm chargém U.S. dollars but it cares about
profits in yen.eis the yen/$ exchange rate. The Japanese firm nieesm
profit 7 and the U.S. maximizes profit :

7(X,X ;e)=xep{(x+x )-c(X) 1)



7Z'X*(X, X )= X*pX(X+ X )- C*(X*) /{Mis en forme : Frangais

(France)

U.S. firm, each producing and x*,respectively.

After some algebra, we can show that a high@r yen depreciation)
will raise 7*. That is, a yen depreciation will raise Japaneserixgy
firm's profits.

The import-competing firm in Japan produces ggpatd competes with
the U.S. exporting firm. The import-competing Jagmanfirm maximizes

profit z and the U.S. firm maximizes profi{” :

2yy)=ypyty)ey () | s enforme: Fonc
* 1 * * * is en forme : Francais
(Y8 =Py +Y ey —er(y) ] e frme: o

A _ _ __ _ _ _ _ __ ™ —

where ¢ and & are the costs of the Japanese firm and the UnSs fir
producingy andy*. ¢’ is in yen while €is in U.S. dollarsp’ is the yen
price ofy while (1/e) gd'is the dollar price of the U.S. export good to Japan.
Some algebra will show thdt’/de > 0,i.e. a yen depreciation will raise the
Japanese import-competing firm's profits. In suyeradepreciation will

act like an export subsidy plus an import tax ieerdapan’s yen profits for

its exporting and import-competing firms. Conveysalyen appreciation

will be equivalent to an export tax plus an imoitbsidy lowering the yen
profits of both the Japanese exporter and the dapamport-competing

firm.?

2 The relationship between exchange rate changesaaials trade barriers is examined in McKinnon and
Fung (1993).



Turning now to the demand side, all individualdapan have the same
preferences and maximize the utility function:

U'(n,Y) = n'+ u(Y®) 3)
wherei= X, y andmrepresents the shareholders of the export-competing
firm, the import-competing firm, and the ownerdha mobile factor,
respectivelyn' is the consumption of the numeraire godts y* +y© is
the total consumption of the homogeneous gqcmhnly* by individuali.
The functionU(.) is differentiable, increasing and strictly concavall
arguments. Utility is maximized subject to the betdgonstraint:

I'>n'+ p’Y® 4)
wherel' is the net income of individu&l p’ is the domestic yen price of
goody.

From Equation (3) and Equation (4), the indireditytfunction of each
individual in groupi has the form:
V=1 + u(Y)-py?
=1'+Cs(P)
wherei = x,y and m; C$s consumer surplus derived from consumption of
the good in the import sector. We assume thatxperéable good x is not
consumed domestically.
The gross indirect utility functions for each indival in each group are
a id i

V=—+CSV/ =—+CSV"=—+CS
a a”

Q) , Wherez* andn” are described

in Equation (1) and Equation (2); amtis the total fixed return to the mobile



factor. Taking the yen-dollar exchange rate asrgittee indirect utility
function identifies the utility level of an indivighl in group when there is no

lobbying.

Given the yen-dollar exchange rate, the winnerslasers from an
intervention in the foreign exchange market cardbatified, which points to
the possibility of lobbying by various groups bathJapan and abroad. If no
lobbying takes place, we assume that the Japawodisgrpakers can choose
an appropriate level of the exchange rate to madamocial welfare. The
government's objective function is given by:

Max. W =gV + a'\¥ + a™V"
whereW s the social welfare level which can be attainechm absence of
any political contributions to the government. Hoeially optimal exchange
rate is, then, given g/ = arg maxwW.A more complicated theory of exchange
rate determination can be obtained by setting ontgn of the exchange rate
to be determined by the market, while a fractiothefspot rate is determined
by policymakers. For simplicity, we will assumettktze yen is determined
entirely by policymakers. While this might seentrargy assumption for a
country with a floating regime, the truth is thapdn intervened massively in the
foreign exchange market during the period of amglyis addition, the model
does not need to explain the level of the excheatgebut only the change,

which was very much under the focus of the Japamaberities at the time.

The lobbying structure follows Grossman-Helpmard@)9 They apply



Bernheim and Whinston's (1986) study on menu-anstamd common
agency. The two different lobbying groups, thatawour of the yen
appreciation and that against — act as bidder®o#advariouscontribution
schedules corresponding to different exchange tatde Japanese
government. Then, the government, as the auctipeets the exchange rate
by evaluating the weighted sum of contributions agdregate social
welfare. The equilibrium is a set of contributiarhedules with the

politically-determined exchange rate.

The equilibrium contribution schedules imply tHag interest groups make
contributions up to the point where the marginaidfg from the resulting
change in the yen exchange rate exactly equaln#énginal contribution
costs. In equilibrium, the contribution schedulégach interest group are
given by:

a'Vy = A,(e) (5)
where i =x,y; A'(e) is the contribution schedule provided by interest griou
and they are differentiable at

The government's objective is to maximize the pokisi of being
re-elected. Thanks to the lobbying groups, the gowent has another
resource to enhance its possibility of being retel#, i.e. the contributions
provided by the interest groups. The existenceblbying groups also
influences the government's objective function sincontains not only the

aggregate social welfare but also the total le¥pbditical contributions. The
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government’s objective function can now be writéen

Max, V° = (B-1)[(e) + 2(e)]+W (6)
wherel3> 1represents the weight that the government puthen t
contributions provided by the interest grodps.

The first order condition of the government's ojtettion problem is:

Ve = B(aVS +aN)+a™," =0 @)

The politically determined yen-dollar exchange iatgiven a€’ = arg
maxV°. This is the basic framework for a politically élehined yen-dollar
rate.

We now introduce the element of the foreign presstine source is political
lobbying due to the U.S. trade negotiator. We agstirat the Japanese

policymakers will take into account the U.S. inttri@ the objective function
of the government. An index of the U.S. interest fsinction of decreasing

Japan's trade surpld® with the U.S. Thus we have
VE=(B-D(X(e) + A’ (e) + & (TB) +W 8)

where0 < 4 < 1 is the weight attached by the Japanese policymaketise
U.S. special interest, i.e., the reduction of Japaade surplus with the U.S.
The first order condition for this expanded objeetiunction of the

government is:

Ve =(B-D(As+ ) +We+ & '(TB)TB, =0 ©)

% with the weight attached to the political conttibns greater than 1, it is assumed that the gover
places a higher value on the special interestsdhahe general welfare of the country.
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wheref'<0 andsubscripts are partial derivatives. Assuming that t
Marshall-Lerner condition holdgTB/oe > 0,i.e. a yen appreciation will
reduce Japan's trade surplus with the United Stateally differentiating
equation (9) and using the implicit function thearave can determine what
is the impact of the political pressure of the Ur&de negotiator on the yen-
dollar exchange rate.

Voda+vida =0 (10)
de/d@ =-V5IVe

In particular (10) holds for an initial value 6f 0 so that

d&db] o= -F(TBe)/ Vee <0 (11)
G
sincef’ <0 by constructionTB. >0 and Yee <0 are the sufficient second

order conditions.

Eq. (11) shows that the more US lobbies focus padai.e., the highé, the

more the yen will appreciate against the ddllar.

Proposition 1 Using our political economy model of theleange rates,
Japanese yen appreciates with political pressame B.S. trade negotiators.

* Note that we are focusing on the nominal exchaatges here. Later on, we will show that the phise!
will also decline.
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Since we are interested in the impact of extewiabying on the trade
account and the Japanese economy in general, wieméetermine how
prices will react. This should give us an ideahaf thanges in the real
exchange rate as a consequence of external lobbyhgthereby, in
competitiveness. McKinnon (2001) had argued thaptblitical economy
of the yen had put downward pressure on the peie in Japan as well ¢
on the balance sheets of the Japanese banks. Udhiteodel is too
narrow to fully examine all these issyésan still provide some simple
results along this line of argumérferom the profit function of the U.S.

exporter and the Japanese import-competing firragsam obtain:

dy/ de+dy /de=—72, (72}, +72')/ ¥ <O
where 7By =P +yp ", 7,=2p" +yp", =P +y )€ and

N = 77y¥y7§f¢ _@yﬂﬁyu The impact of the U.S. influence on the yen and
the import price is

_(de? |[d(y+y) ) _ dp’
dpy/de—(ng( de’ J[d(y+y*)J<0 (12)

In particular (12) holds for an initial value &&= 0. U.S. pressure will lead

to a yen appreciation by Proposition (1). An apjatéan will raise the total
output of the importable sector in Japan, whickise® a lowering of the

price level.

® We are aware that our approach is not entirely suitableatuiae these issues since ours is a real model
and not a monetary one. For a discussion of monetary iss&@st Asia, see Aminian (2005).
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Suppose now we introduce a banking industry with a
representative main bank maximizigg

B=(i- iD)v(i,k) +s*m* +sVmY (13)
wherei is the loan rate, the deposit rate iso thati-i) is the interest rate
spread.v is the volume of loang, the demand for physical capital, which
depends on outputsandy, £{i=x, y) is the proportion of shares held by the
bank over the Japanese export firm and the importpeting firm. We can

directly incorporate the banks as an additionab{adt, but the result with

respect to the politically-determined exchange isathe same

Ve =(B-1)(+ A™ 2°)+W+6f(TB)
where/® is the campaign contribution schedule by the peivaain bank.

Using the same analysis as before we get

de’ /d8|,.,=-(f'TB)/VE <0

With or without lobbying by the Japanese banks, tigéle negotiators
can put pressure on Japan to appreciate the yppoSe we leave the issue of
whether bank act as lobbyist by themselves ang shedimpact of the yen

exchange rate change on bank profits, we have

dgdg_ﬂﬁ

dé de

hov ok dnt o d o di (e
=(-1)— +8 V()
aow S ae " ae e [0

(14)
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To evaluate the sign of (14), we can considerdimas separately. Due to
institutional reasons, the Japanese deposit ratalivays been very low. To
combat slow growth in Japan, the Bank of Japarbead lowering their
inter-bank rates to stimulate investment. Thisgmwnward pressure on the
commercial banks’ loan rateésreducing the interest rate spread. A higher
value of the yen reduced Japanese exports anthffaat-competing good,
with a lower demand for physical capital, idk/de > 0. In the previous
section, we demonstrated that profits of Japariases flecline with a yen
appreciation, i.edz"/ d&¢ > 0 anddz’/ d& > 0. Thus, all the terms of (14)
point to the same direction, wittB/dé¢ > 0 and from Proposition 1 we

havede/dd <0 sothatdB/d <0

Proposition 2 Using our political economy model of theleange rates,
pressure from the U.S. trade negotiators leads tppreciation of the
Japanese yen, a decline of the import price levgleadrop in bank profits
Japanese commercial banks.

Finally, we take into account the special naturdagfanese firms, in the spirit
of Aoki’'s model. We model Japanese firms as a coalition of shaden®kand
incumbent workers. The Japanese manager acts ashgaN arbitrator and

maximizes a weighted sum of the shareholders istere

{S;, i =x, y)and workers interes{&, i =x, y)within the firm. In effect, let the

objective function of the Japanese export firmFband that of the import-

® This may be due to the historically large saviatgs and the regulations against new entrantgibahking
sector in Japan.
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competing firm be’, the Japanese managers maximize
F*=9/L"
X
y — o) lo
F*=S/L,
wherey andc are the weights attached to the shareholdersesitem the

export and the import- competing sector, respelgtive the menu auction

approach, shareholder and worker of each firmawillas separate lobbyist:

VO = (B-D) (M + A + Ay + AY,) +W2 + & (TB)
VE2 = (B-1) (Mo + Ao + Mo+ Ale) +W2 + G (TBY =0

Kye Lye

The aggregate
social welfare now is given by

W = aViraV a Vg ra v ramy,
wherea' is the population of the shareholders in the expector and
import-competing sector aﬁﬁi is the population of the incumbent workers in
sectori. Whatever the definition of f\and \F?, the impact of the pressure
from the U.S. - Japan trade conflict remains as

de’ /d6=-[f'(TB8]/VE2 <0
wheref'<0, TB.>0 and Vee’ <0 so thatde’/d#<0, i.e.increasing U.S.

pressure will lead to an appreciation of the Japalyen.

Proposition 3  Even with Aoki's type J-firm, our politileconomy model
shows that pressure from the U.S. trade negotmatblead to an appreciation
of the Japanese yen.
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3. Endogenizing theimpact to of U.S. Lobbying on the Yen
During the late 1990s and from 2000 onwards, itreethat the U.S. has

eased its pressure on the Japanese governmergrecege the yen, even
though in recent months, as Toyota is poised tomecthe largest
automaker in the world, some voices from the U &@tess have started to
come out with respect to an undervalued yen. Hewewn general, how does
one explain this relative lack of external pressarehe yen to appreciate?
We can accommodate this phenomenon by allowingviéight attached to
the U.S. interest to be a function of Japan’s enoosize. Two aspects of
the late 90's up to the present seem to have cahgeweight. First, we
have the long period of boom years for the U.Shenlate 1990s. Prosperity
in the U.S. has lessened the pressure on U.S.reggt#iators to negotiate the
opening of Japan's markets and reducing Japanpse®&xJ.S. corporations
have been doing exceptionally well recently anditmgortance of
competition from Japan has been reduced. Secopdn$aecade-long slow
growth also means that the competitive threat fdapan has declined
substantially. The U.S. government also seems todre willing to lessen
pressure on Japan so that Japanese policymakefsocanon their internal

reforms.
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To take into account such changes, we ntaliie a function of the two
countries relative incomes = Y Y. SinceY"® has risen relative t&’

since the mid-90%] becomes smaller. In other words,

VE =(B-DA*+ ) +W +6(Y) f (TB)

de"_(de"

v @](‘9’”’

Proposition 4 Using our political economy model of exchangesaie
we permit the weight attached to the U.S. lobbymbe a function of the
Japanese economic power relative to that of theouSmodel is compatible
with the easing of pressure for the yen to apptecia
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6. Conclusion

This paper provides a theoretical political ecoganodel of
exchange rates. To this end, we follow the Grosshkielpman lobbying

approach and apply it to a novel setting, namebharge rate policy.

We apply it to the recent history of the Japanesegnd show that pressure
from the U.S. trade negotiators contributed to japreciation of the
Japanese yen. The politically-determined apprecialso led to a
reduction in import prices as well as profits frdapanese commercial
banks. We further modify our political economy mbidetake into account
the special nature of Japanese firms, namely thatcollusion of
shareholders and workers. Finally, we extend oatysis to show the
Japan’s slow growth was behind the reduced extgmesisure for further

yen appreciation.

Given the recent heightened political interesthiow Asian
governments may have manipulated their exchangs tatmaintain their
export competitiveness, we believe that our paiteconomy model of
exchange rates can make a contribution to botlataedemic and policy
debates on the linkages among politics, exchangepalicies and trade
disputes. More specifically, the Chinese seemsqadairly well placed for
an application of this theoretical framework sitie conflicts between
China and the US are permanently in the headlindstze Renminbi

exchange rate is clearly much more controlled thas the case with the
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yen during the period analyzed in this artitle.

" For some recent discussions of related issues@¥itha, see Garcia-Herrero and Tuuli (2006) andgFun
Lau and Xiong (2006).
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