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Europe Considers Controls, But
Dollar Crisis Is Systemic

by Lothar Komp

A small wonder occurred on theforeign exchange marketson
Tuesday, Dec. 9. On dl eight of the previoustrading daysin
succession, the U.S. dollar had fallen to new historic lows
against the euro. Against currencieswith longer historieslike
the British pound, the dollar had sunk at the sametimeto its
lowest level in 11 years. But then on the 9th, the dollar’s
plungewastemporarily halted. Had a prospect for the contin-
ued financing of the gigantic foreign indebtedness of the
United States suddenly come to light? Not at all. The pause
for breathinthe dollar’ s descent was much morethe result of
aspecial cause: renewed, massive interventions by the Bank
of Japan to forcethe currency markets—in blatant opposition
to the liberal economic dogma of free “floating” exchange
rates.

During the course of 2003, the Bank of Japan has spent,
by its own reports, an astonishing 17.8 trillion yen (roughly
the equivalent of $165 billion) in such interventions. It has
done thisin the thus-far vain hope of braking the rise of the
yen against the dollar, which is damaging Japan’s exports.
Theinterventionstake place on orders of the government; the
central bank isonly their executive organ. In order to generate
the financial means required for this enormous purchasing of
dollar paper, the government of Japan has had to increase its
issue of itsown debt, during its current legislative session, to
atotal of 79 trillion yen, or $731 billion.

But this barricade could already be broken down within
the next week. Therefore on Dec. 11, the Japanese Finance
Ministry set the prospect of an upper level of debt issuance
for thefull year, including thisexchange market intervention,
of around 100 trillion yen—$926 billion! If necessary, said
Ministry official Hiroshi Watanabe, it would be possible to
adopt retroactively an emergency provision and let the Bank
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of Japan issue foreign debt directly.

And indeed, following the announcement of a record-
high US trade deficit for October—$41.77 billionin asingle
month—the dollar on Dec. 12 fell yet to another all-time low
against the euro ($1.23), and to another 11-year low against
the British pound. And neither the massive hype around the
arrest of Saddam Hussein on Dec. 14, nor the Dec. 13 failure
of the European Union summit to agree on the so-called EU
“constitution,” has stopped the dollar’ s decline.

European financial expertsconsider the Dec. 9-10visit of
ChinesePrimeMinister Wen Jiabao to Washington asindi cat-
ing adramatic shiftinthe global financial system. That Presi-
dent George W. Bush publicly urged Taiwan to restrain itself
vis-avisBejing, isseen by market insidersasthefirst public
signa that the Bush Administration is losing maneuvering
room inforeign policy dueto its dependence on foreign capi-
tal inflows.

Next to Japan, China has the largest holdings of U.S.
Treasuries and other dollar assets—$383.9 billion as of Sep-
tember—and Wen was coolly playing out this situation dur-
ing his U.S. visit. On Nov. 23, Beijing's Peoples Daily had
run an article headlined, “China says it will not dump U.S.
Treasuries to retaliate.” The China Business newspaper
quoted an unnamed official with the State Administration
of Foreign Exchange, saying: “The nature of our agency is
to manage the national forex assets well. To put it simply,
we're looking at profits, and aslong as we don’t get instruc-
tions from the central bank, we won't sell U.S. Treasuries.”
Referring to China’ svast dollar reserves, the China Business
article states: “A large part of this money has been spent
buying U.S. Treasuries and other debt instruments, helping
to keep American interest rates low. If China was suddenly
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Just since the euro officially became the single European currency,
thedollar haslost morethan a third of its value, and the declineis
accelerating now. A similar fall against the yen has been braked
only by stupendous dollar-buying interventions by the Bank of
Japan—3$165 hillion worth during 2003.

to sell off Treasuries, it could potentially cause U.S. interest
rates to rise, wreaking significant damage on the U.S.
economy.”

But, at the same time, the Bank of International Settle-
ments (BIS) has reported that Chinese banks have been cut-
ting their overseas holdings during eight of the past ten quar-
ters, through June 30. Funds deposited overseas by Chinese
banks were down to $70.4 billion at the end of June, from
$92.5hilliontwoyearsearlier. They repatriated $9.1 billionin
second-quarter 2003 alone. The U.S. Treasury itself reported
that China sold a net $2.8 hillion of U.S. Treasuries and
agency bonds during September.

Absurd Procedure, Impossible Strategy

In general, then, the procedure comes down to this: the
U.S. Federal Reserveprintsnew dollars, tofinancethe Ameri-
can trade deficit; and the Bank of Japan attempts, by ever-
faster printing of new yen, to buy these new dollars. The
example also makes clear how the global financial systemis
breaking apart at the seams.

Meanwhile, representatives of the U.S. administration
and of Wall Street put forward the most absurd arguments, to
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FIGURE 2
Value of the Dow Jones Industrial Average,
In Dollars and Euros, 1999-Date
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The " recovery” on Wall Street looks quite different when
measured in euros, making Europeans’ investmentsin U.S. stocks
and bonds still losers. European capital flows into the United
Sates have fallen sharply; will Asia be next?

create the impression somehow that the dollar’s plunge is
really no problem, and that the situation is still under control.
So it is claimed, among other things, that the falling dollar
will strengthen American exports, and thereby further heat
up the allegedly furious “recovery” in the U.S.A. But this
strategy, as European financial analystsnote, will undeniably
fail. It could have worked in the 1950s or 1960s. But due to
the structural changes—i.e., the post-industrial “consumer
society” orientation—of theU.S. economy in recent decades,
the dollar would have to sink by 40-60% in order to achieve
such an effect, he said. Furthermore, one would have to com-
bine the devaluation with an increase in taxes and interest
rates to curtail consumption and imports. But that certainly
will not happen in an election year. And, what would be the
consequences for the U.S. housing market? As the capital
flowsintotheUnited Statesaredrying up, the Federal Reserve
ultimately will have to print more money to finance the ex-
ploding current account deficit.

Officia circlesin Europe, likethosein America, act out-
wardly as if everything were in good order. But there are
exceptions. And in private discussion, government represen-
tativesexpressalarmand hel plessnessin theface of theglobal
financial and currency crisis, which more and more now is
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depressing economic activity in Europe. Even on Dec. 9, Ger-
man Finance Minister Wolfgang Clement was still claiming
that he saw no signs of negativeeffectsof thefall of thedollar
on German exports. One day later, the Federal Statistical Bu-
reau reported a drop in exports in October of 6.6% below
the previous month, the worst month-to-month export fall in
more than a decade. Also on Dec. 10 appeared an interview
in Le Figaro with Italian Deputy Finance Minister Mario
Baldassarri, who warned that the appreciation of the euro
threatened the entire European economy, and asked: “Why
do the two leading economic regions in the world let their
currenciesfloat freely, without any attempt to defend a parity
band between 0.9 and 1.1 against the dollar?’ Baldassarri
insisted that that was the only way “to guarantee the stability
of theinternational system.”

But how could governments carry out such adecision on

today’s global foreign exchange markets? With permanent
mega-interventions, Japanese style?

Capital, Currency Controls Necessary

In the Bretton Woods exchange-rate system, which the
1971 decisions of U.S. President Nixon broke up, currency
relationships remained stable, because international capital
flows lay under rigid limits. Interestingly, the British Daily
Telegraph reported on Dec. 4 that the European Commission
had just clarified thelegal basisfor the reintroduction of capi-
tal controls, which have not been used by European nations
since the 1970s. A team in Commissioner Pedro Solbes’ de-
partment for economic and currency questions, had decided
that current law allowed the Commission in Brusselsto pub-
lish immediate regulations to control capital flows. And an
unnamed official of the European Union had specified that a

Foreign Investment Fell Sharply

The U.S. Department of Commerce reported on Dec. 16
that the country’s current account deficit registered $135
billion for the third quarter of 2003, remaining at its ex-
traordinarily highlevel. Thethird-quarter deficit wasvirtu-
aly the same as the record gap in the second quarter,
smaller by only afew billion dollars. A critical new feature
of the picture in the third quarter, however, was the sharp
dropintheamount of netinvestment, or net flow of capital,
from foreignersinto the United States. It is this vacuum-
likeflow, at aratereaching nearly $2 billion per day, which
has been financing the huge trade and current-account
deficitsby which the United Stateseconomy hasbeen | oot-
ing the rest of the world’ s goods—importing those goods
at cheaper and cheaper prices, and paying for them, in
effect, with imported capital.

The total current-account deficits for the first three
guartersof theyearswere$138.7 billioninthefirst quarter,
$139.4 billion in the second, and $135 billion in the third,
for atotal of $413 hillion with three months of the year re-
maining.

TheU.S. current account bal anceisdriven overwhelm-
ingly by the U.S. deficit on trade of goods and services,
which accounted for 90% of the third-quarter current ac-
count deficit. (The trade balance is one element of the
current account; the other two elements are the balance on
investment income, and the balance on unilateral trans-
fers). America s shift to the “Roman” imperial economic
paradigm of a collapsed United States no longer capable
of producing its own existence, and exacting tribute—

physical goods imports from around the world—is the
principal cause of the current account deficit.

During the third quarter, there was a drop of more
than one-half inthe net foreign investment into the United
States. In the second quarter, on a gross basis, foreign
investors had invested $262.8 billion into American mar-
kets, i.e., buying stocks, bonds, real estate, and so forth.
However, during the third quarter, foreign investors re-
duced their investments into the United States to $128.2
billion, a stark drop of $134.6 billion in the investment
level.

Thisdrop was so sharp, in fact, that it produced avery
unusual result: During the third quarter, thelevel of gross
foreign investment, $128.2 hillion, was not enough to
cover the same quarter's current account deficit of
$135.0 hillion.

Preliminary reports comparing October and Novem-
ber, and unofficial estimatesfor early December, havein-
dicated that this process is significantly worsening during
the fourth quarter, threatening a systemic breakdown of
the dollar-based banking system.

The German central bank, the Bundesbank, warned in
its December report that “ external geopolitical shocksand
strong gyrations on global financial markets’ are the big-
gest risksfor thefinancial system, because “the extraordi-
nary current account imbalances, in particular inthe U.S.”
could lead to “abrupt movements on foreign exchange
markets.”

The Bundesbank also warned of the means of all this
purchasing in the United States: The“indebtedness of pri-
vate households hasincreased sharply in recent years, and
in 2002 reached 110% of disposable incomes, an al-time
high.”—Richard Freeman
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FIGURE 3
U.S. Current Account Deficit Swells,
1970-2003
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The huge American current-account deficit has become a huge
problemfor Europe, leading to discussion in government circles of
reintroduction of capital controls.

euro level of $1.35 would presumably be the trigger for the
introduction of the controls.

Whilethe European Commission subsequently character-
izedthisreport as” completely misleading,” and the European
Centra Bank declined to make any comment, the Daily Tele-
graph did not pull it out of the air. In the European Union
Economy: Review of 2003 report of the European Commis-
sion published on Nov. 26, a surprising 45 of the 246 pages
were devoted to the theme “Determinants of International
Capital Flows.” That chapter contains adetailed compilation
of thelegal basesor capital controls, both withinthe European
economies, and between them and so-called third countries.
It noted that the free movement of capital was made one of
the core principles of the European Community already by
the 1957 Treaty of Rome. But this principle was limited by
awhole series of exceptions. Most definitively, the Bretton
Woods fixed-exchange-rate order ruled at that time.

The Commission’s 2003 report stated: “The Bretton
Woods system embodied the idea that capital flows posed a
threat to monetary and financial stability, and to national and
political sovereignty. The experience of the 1930swas taken
asproof that international flowsof capital destabilized econo-
mies. For this reason, in the 1950s and 1960s, capital flows
were the subject of exchange controls and regulations,
through which cross-border financial transactions were lim-
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ited to aminimum.”

The article on exceptionsto the free international flow of
capital wasextensively confirmed in the Maastricht Treaty of
1991, and inthe Amsterdam Treaty of 1997. Article57 of the
latter Treaty says expressly that the obligation to allow free
capital flows does not affect the power to use any of those
regulations “ which exist as of Dec. 31, 1993. . . for capita
movements with third countries. . . .” Another article allows
theintroduction of “quantitativerestrictions’ of capital flows
and “defense measures’ against third countries—especially
with regard to capital movements, insofar as member coun-
tries of the European Union would otherwise suffer serious
balance of payments crises.

For the case of the current dollar crisis, Article 59 of the
Amsterdam Treaty is most important: “In the case in which
capital movementsto or out of third countries, under unusual
circumstances, seriously disturb or threaten to disturb the
functioning of the economic and currency union, aqudlified
majority of members, on the proposal of the European Com-
mission, . . . can take defensive measures against third coun-
tries which remain in force for a maximum of six months, if
these [measures] are absolutely required.”

Maneuver s, Not Solutions

It is certainly no accident that the European Commission
set forth the existing legal grounds for re-imposing capital
controlsin its yearly report just at thistime. There are other
notabl e devel opments. Some European governments, includ-
ing those of France and Germany, have gotten into a serious
fight with the European Central Bank. And they certainly
propose, inthefuture European Union constitution, to change
decisiveelementsof thebasisfor the currency unionanchored
in the Maastricht Treaty. Article 105, “Currency Poalitics,”
in the Maastricht Treaty begins with the words: “The first-
ranking purpose of the European System of Central Banksis
to guarantee price stability.”

This one-sided choice of objectives ought to be stricken
in the EU constitution. The nations will also have to abolish
the formal independence of the European Central Bank, by
which it is made into an “organ” of the European Union.
Finally, the Italian government has made the proposal for an
“emergency clause,” whichwould makeit easier inthefuture
for the European governmentsto adopt changesin the charter
of the Central Bank.

All these maneuversaresignalsof theoncoming systemic
crisis, but offer no fundamental solution for it. More, they
document the searches of governments, seeing the out-of-
control spiral of debt and currency chaos, to win back some
room for action. But it is far too late for the half-measures
being planned. Only a compl ete change in the monetary sys-
tem has a prospect of success today—the financial, trade,
and economic reform proposed by Lyndon LaRouche as the
framework of a“new Bretton Woods.”
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