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a. The real exchange rate is calculated using consumer prices for both the U.S. and Japan. The base period is November 1991 
SOURCES: Bank of Japan; and the Statistics Bureau of the Japanese Prime Minister's Office. 

The clollar's recent sh:irp rise against 
the yen has intensifiecl long-held 
concerns a l ~ o ~ ~ t  Japanese m a n ~ ~ h c -  
turers' competitive edge in U.S. mar- 
Itets. Since M:irch 1995, the clollar 
has :~ppreciatecl a l~out  35% xgainst 
the yen, ancl many analysts antici- 
pate ~LII-ther ac1v;lnces this year. 

When one also weighs the per- 
sistent inflation clifferentials Ix- 
tween the two co~~ntr ies ,  the com- 
petitive implications of the clol1;~r's 
rise seem rnore challenging. On a 
real i~asis.  tlie clollar has :lppreci- 
atecl nearly 13% against tile yen 

since 1990. Can policy moves 11i:ilie 
:i difference? 

Foreign exchange inter\.ention 
can sencl ripples through the mar- 
ket. Much like a rock tossed into :) 

snift river, however, inten~ention of- 
fers 110 f~~ndamenta l  force with 
which to alter a marltet's current. 
Because success clepencls on cli~ing- 
ing traclers' perceptions ancl espec- 
tations of events, rather than clirectly 
changing fiindamentals, interven- 
tion's infl~lence is at best fleeting. 

i\lternatively, the Federal Reserve 
co~llcl e:ise monetary policy when 

tlie 13ank of J:lpan tightenecl its 
money supply. This ~ ; o u l d  promote 
21 clollar clepreci:ltion at the expense 
of higher inflation in the U.S. ;Inel 
cleflation in Japan. Since exchange 
rates often responcl Illore quickly 
than prices, our competitive position 
might s h o ~ v  ;I temporary improve- 
ment that ~voulcl last only until 
prices responded f~illy to monetary 
~ I ~ ~ S S L I S ~ S .  Ultimately, countries can- 
not imixove their competiti\.e posi- 
tion th ro~~gh  monetar)~ policy. 
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