Tension Builds Over Currency Gap

Germany Seeks G-20 Plan
To Address Falling Dollar;
Europe, U.S. Are Far Apart
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FRANKFURT -- In a sign of the rising angst and heightened trans-Atlantic tensions over the weakening dollar, Germany yesterday called for a global plan to avoid a potential currency crisis.

No such agreement is expected from this weekend's meeting of top finance officials from the Group of 20 leading industrialized and emerging economies in Berlin. The divide with the U.S. is too great, as Washington has signaled its willingness to let the dollar weaken, and currencies are expected to be discussed primarily on the sidelines.

China also is critical to sorting out the tensions in the currency markets. Analysts believe Beijing is getting closer to allowing its yuan -- artificially coupled to the sinking dollar -- to appreciate and take the pressure off U.S., Japanese and European exporters. But the timing of such a move is still open.

Frustration in Europe
The German plea underscores the frustration Europeans are feeling as their economies bear the brunt of a weak dollar that makes the Continent's goods less competitive in other markets and puts its fragile recovery at risk. Japan, whose economy hardly expanded in the third quarter, also is concerned that exchange rates are out of line.
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The dollar at one point yesterday sank to a new low against the nearly six-year-old euro, at $1.3074, before rallying in New York trading to end at $1.2963. The dollar also weakened to a seven-month low of ¥103.65 at one point, but rallied to ¥104.22 by the New York close. German Finance Minister Hans Eichel, who voiced the German call for a global plan, called the dollar's recent declines a "brutal development." (See related article1.)

"It will have to be discussed -- as is appropriate for exchange-rate issues -- behind closed doors," Mr. Eichel said on a morning television-news program. "And hopefully there will be a joint position for Japan, the U.S. and Europe."

Such agreements are rare. Most famous was an accord struck at New York's Plaza Hotel in 1985 by leading economies to allow the dollar to fall, and a subsequent effort two years later at a meeting at the Louvre museum in Paris to halt the dollar's slide.

In February, finance officials from the Group of Seven leading industrial nations issued a statement denouncing currency-market volatility.

Economists say the dollar's weakening isn't yet a crisis that is affecting markets and growth negatively. "But if current trends continue, and everyone regards the dollar as a one-way bet, then we will end up with a crisis," said Julian Callow, chief European economist with Barclays Capital in London.

The key to unlocking better growth potential and boosting stock markets and business confidence is China, Mr. Callow said.

China's currency, the yuan, is now in effect pegged to the dollar. China is under mounting pressure from the U.S. and Europe to decouple its currency from the dollar and allow it to appreciate -- providing relief to European and U.S. exporters. The weak yuan makes China's exports relatively cheaper, giving them an edge in global trade.

China's central bank continues to repeat the watchword "stability" for the exchange rate, suggesting any moves to widen the trading band for the yuan will be slight and gradual.

Reaction to Mr. Eichel's request for a common position on foreign exchange was muted. An official with Japan's Finance Ministry said "both Japan and the euro nations are concerned about the recent exchange-rate rises, as they are not reflecting fundamentals." The official added that the "Berlin meeting is not just about exchange rates, and there will be other countries there besides Japan, the U.S. and Europeans."

Snow Reiterates Stance
U.S. Treasury Secretary John Snow, speaking in Warsaw yesterday, reiterated the U.S. stance. "I think everyone knows what our position is: the strong dollar, currencies set in open markets," Mr. Snow said, declining to comment further. In London a day earlier, Mr. Snow said the history of past efforts by governments to manipulate currency markets had been "unrewarding and checkered." The statement led many analysts to conclude the U.S. has no intention of intervening in foreign-exchange markets to reverse recent dollar declines.

Some economists are content with the weakening in the dollar because it helps correct the U.S.'s huge trade deficit, which many experts say is unsustainable. "If you are a global central planner this is pretty much what the doctor ordered," said David Mackie, head of Western European economic research at J.P. Morgan Chase & Co. in London.

But if the Federal Reserve has to raise interest rates too high, too fast to cope with the inflationary effect of a weak dollar, then consumers in the U.S. will end their spendthrift ways -- to the detriment of the global economy, Mr. Mackie said.

In China, one reason officials may be reluctant to revalue the yuan is that they are waiting to gauge what a proper adjustment might be. While the International Monetary Fund has said more flexibility on the exchange rate would give Beijing a better grip on monetary policy, it doesn't think the yuan is "substantially undervalued," according to a report this month.

Still, there is growing expectation among economists that China will widen the trading band, possibly as early as the first quarter of next year. Letting the yuan appreciate would give China more monetary control as it seeks to slow the economy. As things stand, if Beijing raises interest rates too high it will attract even more speculative inflows.

"China needs to revaluate its yuan and the timing is ripe," said He Fan, a researcher at the Institute of World Economics and Politics, Chinese Academy of Social Sciences. "An earlier adjustment is better than a later one; an active adjustment is better than a passive one."

For Japan, the yen's rise is a concern because the country's return to economic growth during the past two years or so has depended heavily on exports. A stronger yen makes Japanese goods less competitive in overseas markets -- and diminishes the value of earnings in other currencies when they are converted into yen.

Because of this, Japan conducted a record ¥20 trillion, or about $190 billion, of yen-selling intervention in the foreign-exchange market last year, followed by a further ¥15 trillion in the first three months of 2004. Japan hasn't yet intervened during the current round of yen strength, but now is a particularly sensitive time for the exchange rate, because export growth slowed in the third quarter, to just 0.1% over the previous quarter, as net exports subtracted from the overall gross domestic product for the first time in two years. On Thursday, top financial authorities said they were concerned. Finance Minister Sadakazu Tanigaki, whose ministry decides intervention policy, said in a speech to the Japan Chamber of Commerce and Industry, "I'm concerned about foreign exchange [levels] and they need to be watched very closely."

In Europe, exports have also been the main boost to the economy as it recovers from a three-year slump. Jean-Claude Trichet, the European Central Bank's president and chief spokesman for the euro, kicked off the latest round of talking down the euro last week when he said recent moves were "brutal and not welcome."

