Clyde Prestowitz rose to prominence in world trade circles during the Reagan Administration. Still a staunch Republican, he’s now a maverick voice, from his perch at The Economic Strategy Institute, a consultancy he runs. For nearly 20 years he’s argued that America is in serious trouble in the world economy, points hammered home in his new book, Three Billion New Capitalists. He believes Japan and America need each other more than ever, and should embrace each other. He spoke with Diamond’s Michael Fitzgerald.

Diamond. In your book, you say that China will be the world’s manufacturer, India the world’s services provider, Asia and Europe will lead the way in much of high technology, and Latin America will be the world’s food provider. What happens to the U.S.?

Prestowitz.  Our trade deficit gets bigger and the dollar has to fall – dramatically. Once you get a dollar adjustment, you also have to have an adjustment of U.S. savings and consumption balances. Of course, we’ve had dollar adjustments since the 1960s. It’s continually devalued over the last 40 years and yet we still have these big deficits, and the reason is we’ve never adjusted the savings and consumption imbalances. We’ve got to deal with the underlying structural issues. 

Diamond. What would happen if the dollar crashes? A global depression?

That’s the real danger. If the U.S. economy goes into a tailspin right now so does the world economy. You hear a lot of talk about intra-Asian trade. The Koreans say we trade more with china than we do with America, the Japanese say the same thing. Well, yes and no. Directly they’re selling more to china than they’re selling to the U.S., but half of what they sell to China winds up in the U.S. --  they sell components and then the Chinese put ‘em together and they come here. So the ultimate source of demand is still the U.S., and as long as that’s the case any downturn here is going to get reflected over there very quickly.

But it probably hurts them ultimately less than it hurts us.

Diamond. I don’t hear much interest in Washington for addressing these issues.

Prestowitz. It’s denial! It’s denial. People think it’s morning in America, we’re going to have permanent growth. What does Bush say? Bush says hey, 3.5 percent economic growth, 4.7 percent unemployment, low interest rates -- my tax cuts are doing everything, let’s make ‘em permanent. And there’s this great desire on the part of Americans to believe that our best days are ahead of us, everything is fantastic, we’re the greatest, we have a special formula, we’ve got special DNA, we’re the chosen people. Nobody wants to hear that it’s all built on debt and we’re very dependent on deficit capital and the inflow of oil. 

What we desperately need are leaders who are willing to say, “c’mon folks, it’s not like it looks.” And in lieu of that we’re going to get some kind of crisis that will force us to readjust. 

Question. Do you think the rest of the world is in denial, too?

Prestowitz.  They’re scared to death. The Europeans are a bit in denial, depending on where you are in Europe.  But much of the world is appreciably worried about where this is all going. That’s particularly true in Asia.  Latin Americans are not happy, either.

Their perspective is very different from ours. They’re not thinking about is this sustainable or is the U.S. over-consuming.  What they’re seeing is that in much of Latin America democracy doesn’t seem to be working, market economics don’t seem to be working and where there is prosperity it’s either because of oil, in Venezuela, or because of China. The Brazilians, the Argentines, and the Chileans are selling everything they can dig up to the Chinese. So their view of globalization is very different from our view.

Diamond. You note that Japan and Korea and even Germany are net exporters to China. Why not the U.S.?

Prestowitz. Because the dollar is overvalued. Because we don’t make stuff. The services to which we’ve shifted, many of them are not exportable. The Germans have hung on to their manufacturing base much better than we, the Japanese have hung onto it much better than we have.  They make things that the Chinese need. We don’t make very much the Chinese need.

Diamond. So why do you recommend that the Japanese consider adopting the dollar?

Prestowitz. I would say merge the currencies. Instead of the dollar call it the Den or the Yollar. I’m urging integration of the U.S. and Japanese markets.  Japan ought to join NAFTA (the North American Free Trade Agreement), NAFTA ought to be more deeply integrated, we ought to have one currency in NAFTA.

Diamond. Why?

Prestowitz.  Well, right now we suffer from lack of savings. Japan has a high savings rate.  Japan suffers from a lack of demand. We have high demand.  Put the two together and it kind of automatically solves each country’s problems. 

The U.S. and Japanese economies are highly complementary.  The two economies are already de facto pretty integrated. It’d be much easier to integrate the U.S. and Japan than the U.S. and Mexico, for example. The level of sophistication of the banking and capital markets are very similar, for instance.

Diamond. Sounds like if I’m Japan I should have some concerns about this idea, because of America’s structural weakness.

Prestowitz.  The reason you should do it if you’re Japan is because of America’s structural weakness. If America keeps going the way it is, it is really going to bite you if you’re Japan. So if Japan is smart and fast right now, it should hedge, insulate itself against that structural weakness and actually help to ameliorate it. But if it waits, it’s really going to take it in the chops.

If I’m right, the dollar is going to crash. That suggests that Japan is going to have a big shock. If Japan does the deal right now , convert to the yollar or the den right now, Japan can negotiate so that they get a decent rate and that’s locked in so they insulate themselves from this dollar shock.

If I’m right, it’s easy to imagine very strong protectionist pressures arising in the U.S. If the Japanese do the deal now they lock themselves in against protectionism.

The Japanese don’t typically move very fast. And what I’m suggesting is very contrary to current wisdom in Japan. I’m suggesting something that requires a leap of imagination in Japan and then acting on it.

Diamond. Is there interest in Washington in expanding NAFTA?

This is new idea of mine. But if the Japanese suggested a free trade agreement, the Americans would jump at it. The reason that America hasn’t suggested a free trade agreement with Japan is because of the assumption that the Japanese would just not be willing to go through the changes that need to be made. 

Diamond. What kind of changes do you think Japan would have to make?

Prestowitz.  The big thing would be the currency. The other thing is Japan would have to become more transparent, with a lot more regulatory procedures, particularly in real estate. Japanese anti-trust and competition policy would have to be much more coordinated with U.S. antitrust practice.

And the Americans would have to make some changes, too. This would not be just imposing the U.S. systems on Japan.  We need to scrap our tax system and shift to a consumption tax. We have to get savings rates back to their historical rates or maybe even higher.

Agriculture is the other big thing – it’s a big stumbling block, because the Japanese policy of protection for agriculture. But by my calculations the last Japanese farmer dies in the not-too-distant future, so maybe we could work out agriculture.

Diamond.  Wouldn’t America’s own agriculture subsidies be an issue, too?

Prestowitz.  Yeah, less so than the Japanese, but yeah, they’d be an issue. 

But look, the thing is, obviously, it becomes the biggest market in the world by far, which kind of enables Japan to resist the draw into China’s economy. And they would remain of course big traders with china. But it would be a way of avoiding dominance by China.

I’d also like to bring Korea in. we’re doing a free trade agreement with the Koreans, so why not just bring Korea and Japan into NAFTA? Make it the North Pacific Free Trade Agreement.

Diamond.  How do you think China would react to that?

Prestowitz.  They probably would rather draw Korea and Japan into an agreement with them, but as long as it remained open to them, which it would, I don’t see that they would have much to complain about.

The U.S.- Korean deal is going to stimulate a lot of rethinking in Japanese circles. 

Diamond.  You’ve been sounding the alarm for 20 years now. What’s different today?

Prestowitz. In Japan as in much of Asia there’s an overestimation of the United States.  America’s been so big, so powerful and so dominant for so long, nobody can imagine the Americans are in the bad trouble I think we’re in. Nobody can imagine that the Americans won’t pull some rabbit out of the hat. In a way, the American brand is too good.  So I think there’s an underestimation in Asia of the danger for the global economy slowing down.  And a lack of understanding of the extent of the weakness and vulnerabilities of the U.S.

The Asians are in their own kind of denial. The export-driven model has worked so well and they don’t want to change it. When you tell them that the Americans just can’t keep buying, they say, ‘we’ve been saying that for thirty years.  The Americans are still buying. They’ll still buy!’  People have been crying wolf for so long,  that they forget that the wolf came, in the fairy tale. The wolf came and the wolf will come again.  It’s true that I’ve been saying it for 20 years that it’s not supportable and I’m not changing my forecast.

Diamond.  I hope you’re wrong.

Prestowitz.  You should hope I’m right. The thing is, the sooner the thing falls apart, the lower the cost. If this thing really goes on for another ten years, the cost will be incredibly high.

