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The recent intervention by the United States and other central banks in the foreign exchange markets to support the dollar shows how little faith is placed today in free market forces. Classical economists from Adam Smith to Milton Friedman have described market intervention as an exercise in futility at best and interference in the political arena at worst. This time around, at least, the hapless central banks of the industrial countries caught the global speculators unaware.

Public explanations aside, the latest round of official dollar purchases was intended to bolster the greenback in the face of growing concern inside the Clinton administration about the true financial situation inside Mexico. The foreign currency reserves of the Treasury are being rapidly depleted by the massive U.S. financial aid to the Zedillo government, and the speculators who rule the global currency bazaar know it full well. As Wall Street investment banks publicly push investors to throw good money after bad into Mexico, privately the very same bankers confess fears that the Zedillo government eventually must declare a foreign debt moratorium.A report by the U.S. Treasury to the Congress concerning the situation in Mexico confirms this pessimistic view. The Treasury Department's assessment, prepared by Under Secretary Larry Summers, says the Mexican banking system ''continues to deteriorate" and that "the corner has yet to be turned in several aspects." Significantly, the report acknowledges that rising prices in Mexico are again creating a situation where the real, inflation-adjusted peso is over-valued against the dollar.

When stock market analysts and/or officials of the Clinton administration say the Mexican economy is "recovering," what they mean is that the speculative sector is stable. Unfortunately, this has little immediate or even long-term benefit for Mexico's productive sector, where the majority of people live and where the income to service Mexico's $150 billion-plus in total foreign debt must be generated.

As in 1982, Mexico is in trouble today because of excessive off-shore borrowing and spendthrift economic policies, not because of a short-term liquidity problem, as the Clinton administration suggests. The huge payments Mexico must make to foreign creditors are already strangling Mexico's productive economy, as illustrated by very high real interest rates. This makes it impossible for private individuals and companies to survive, much less grow.

Think of it this way: With any luck, Mexico's net exports, excluding the border assembly or "maquiladora" plants, may just equal the country's foreign debt payments. In a similar situation, a private company would be declared insolvent. Clinton administration officials insist publicly that Mexico faces only a liquidity problem. The scary part is that they probably believe it.

The reality is that the U.S. rescue of Mexico is a failure when measured by the deteriorating condition of the country's shattered economy. Mexico's Confederation of Merchants and Service Providers reports that one of three businesses in the country has closed since the start of the peso crisis in

December. They add that a good portion of those firms that have resisted closing are living "on the edge of failure." According to Concanaco, the Mexican equivalent of the U.S. chambers of commerce, 40 percent of all private Mexican firms in existence last December could close by the end of 1995.

To a large degree the financial bubble in Mexico that expanded between 1989 and 1994 was a political event driven by domestic U.S. concerns. The real blame for the "Tequila Effect" and the preceding accumulation of new foreign obligations that will drive the painful next round of debt restructuring largely belongs in Washington, specifically with the Federal Reserve Board. The coincident easy money policy of Federal Reserve Chairman Alan Greenspan

from 1989 through February 1994 made the bubbles in Mexico, Argentina and other emerging markets so large - and the potential losses so horrific, totaling in the many tens of billions of dollars.

Early in 1995, the size of the collapsing emerging market bubble so terrified official Washington that Mr. Greenspan convinced Treasury Secretary Robert Rubin, the only senior Treasury official with any real financial experience, to discard his first and best impulse to let the markets clean up the mess and embrace a public bailout for private investors in Mexico.

It is no small irony that as the Clinton administration heads for political Armageddon along with the Mexican economy, the Fed is quietly pulling its money out. The U.S. Treasury advanced a further $2 billion to Mexico in early June, the final part of the first $10 billion in financial assistance. But the U.S. Federal Reserve Board confirms earlier anecdotal reports that the U.S. central bank forced the Bank of Mexico to repay $1 billion in borrowings before the end of March. According to the report, the Fed has only $1 billion in loans to Mexico.

As and when Mexico's financial situation visibly deteriorates further, the

dollar will also come under renewed selling pressure, further damaging export industries in Europe and Asia. The weakness of the U.S. currency has already generated an enormous surge in U.S. manufactured exports to the Far East, a little noticed fact that should grow more apparent with time. As a result, both the Germans and the Japanese may find new reasons to help Mexico remain afloat, at least temporarily, in order to deflect any indirect impact on the

dollar. But no amount of bailout can change the fact that Mexico is drowning in foreign debt.

That the dollar's fate is, in effect, in the hands of the Mexican government says a great deal about the fragility of the U.S. financial system. The recent rally in U.S. stocks and bonds has come at a time that Wall Street is busily shedding excess capacity - that is, people. This begs the question of whether we are seeing a truly bullish rally in stocks or simply an uptick in a market filled with investors who have no better place to put their paper money. As in Mexico, the productive economy in the United States is contracting as the financial sector soars.

