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Diamond.  Until yesterday the dollar had fallen rapidly, reaching record lows against the Euro and other currencies.  Why is this happening now? Is there a reason why the dollar’s decline has been accelerating? 

Prestowitz. Several reasons, some cyclical, some more fundamental. The European Central Bank has been holding rates fairly high, the Fed has been cutting rates. So the attractiveness of the U.S. for foreign capital has declined, both because of interest rate differentials and the U.S. economic slowdown. There’s also a more fundamental structural factor – the U.S. current account deficit has been flooding the world with dollars. For the last several years there has been a steadily increasing flight from the dollar. 

Diamond: What’s the impact on the U.S. economy of the dollar’s drop?

Prestowitz: The immediate impact is probably favorable. The inflationary impact is muted, because exporters are trying to hold on to their markets, so there’s a delay in price rises. And exports should be stimulated. The problem is so much manufacturing has left the U.S. that our capacity to produce exports is limited.

Diamond: What is the impact of the dollar’s drop on the world economy? 

Prestowitz: A falling dollar is inflationary.  It’s been inflationary for the Middle Eastern economies. For currencies that are pegged to the dollar, it’s inflationary. If you live in Europe it means the price of oil hasn’t impacted you that much. But it makes it harder to export. 

Diamond. Do you think the Chinese will abandon the dollar?

Prestowitz.  The Chinese aren’t going to dump their dollars. But in order to upset the balance we don’t need a dramatic event like China dumping dollars. All you need is China to stop accepting as many dollars. 

Diamond. There’s talk that we need a Plaza Two or Asian Plaza [the 1985 Plaza Accord reduced the value of the dollar versus the yen and the German mark]. What do you think of this idea? 

Prestowitz: I think it’s right. The dollar has done what it’s supposed to do against freely traded currencies. At some point there will have to be an adjustment of the dollar against the Asian currencies. The only question is will it occur in some unexpected, chaotic fashion or will the proper guys sit down at the table and figure it out?

Diamond. If you’re China, you know there’s pressure to move towards a freely floating currency. But if you don’t manage it properly, will you have capital flight? You also have a Chinese banking system that’s fragile.  How can it manage?

Prestowitz:  China is a little bit between a rock and a hard place.   Doing what they’re doing is creating inflationary pressure within China, but changing it is a tricky game. China can’t do it by themselves. You have to get China, the EU, the U.S., Japan, Korea, probably the Saudis, Russia maybe, around a table and work out an adjustment and they get an accord made.

Diamond. Could that happen in the next year or two? 

Prestowitz. I don’t think it happens until you have a new administration here in the U.S. So you’re at least a year away, maybe more. 

Diamond: Do you think the euro is going to become the new dollar? 

Prestowitz. Not any time soon. I think we will see a bigger role for the euro, and I could imagine that we move towards what I call basket pricing, so that oil would be priced in a basket of currencies, dollar, euro, yen. 

Diamond. What effect would that have?

Prestowitz:  Well, for the oil producers, it would help to solve their problem of the falling dollar. They import much more of their goods from Europe than the U.S., so by pricing their oil partially in euros they mitigate the decline of their purchasing vs. Euroland. The same is true of the Japanese and the yen. So it would discipline the U.S. and make life easier for the oil producers and other strong currency countries.

Diamond. What advice would you have for Japanese policy makers for their currency strategy? 

Prestowitz. Japan should be leading the charge to get a Plaza-type deal. They want to get the won and yuan and the other Asian currencies up, and it’s in their interest to do so. Japan has to reconcile itself to the necessity of a substantial yen depreciation. They also have to reconcile themselves to the necessity of restructuring the domestic economy, focusing much more on domestic consumption and much less on exports. Of course, that’s a huge goal.

Diamond. What is the future of the yen? 

Prestowitz.  Japan faces a problem in that its economy relative to the world economy is going to become smaller. It will be less of a factor in the world scene. I think Japan’s going to find currency management to be an increasingly difficult problem.
