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“THE DOLLAR IS OUR CURRENCY BUT YOUR PROBLEM”

The above title is a phrase uttered to his European counterparts 35 years ago by former US Treasury Secretary John Connolly. Connolly was not alone in his infelicitous comments on international financial matters. His boss, Richard Nixon, was quoted on the Watergate tapes as saying “who gives a sh__ about the lira.”  
Call it American arrogance but Connolly was right then and he’s been right enough ever since. (Nobody gives Nixon credit for anything. Today there is no more lira. It has been replaced by the euro. Nixon was right -- nobody really cared about the lira.) Luckily, there are signs Connolly will not be right forever. Slowly but surely the emerging economic powerhouses of Asia and the Middle East are waking up.

A great deal has been written lately about a coming relative shift in global power away from the US and towards Asia and a more multipolar distribution. Perhaps it is still a little early to be writing the obituary for American global hegemony. Nevertheless, I believe that this power shift will occur and that it will be reflected sooner rather than later in the functioning of the international monetary system.
 The current global inflation will be a catalyst for this power shift.
Inflation Makes a Global Comeback
Just when it seemed like it was gone forever, inflation has become a global problem. Suddenly the vaunted deflationary army of Chinese and other Asian workers – until recently regarded as an unstoppable and for the most part benevolent global juggernaut -- has been defeated by a more powerful army of Chinese and other Asian consumers who have been buying everything from oil, to pork, to Louis Vuitton bags and have helped bring about dizzying rises in oil, food and commodity prices. 
The public distrusts markets and loves a simple explanation, especially one with an easy-to-dislike villain. Greedy global oil companies and speculators are two American favorites as explanations for the new inflation. Economic analysis is boring, villains are more fun. 
Nevertheless, at the risk of putting everyone to sleep, let’s start with some simple economic principles. In the economist’s imaginary world of perfect markets where wages and prices can go up or down freely, a rise in the price of a commodity like oil due to increasing demand or curtailment of supply can be offset by a decline in other prices and also wages. Because of increases in demand or supply shortfalls, the price of oil can go   up relative to the prices of other goods and services. The overall level of prices theoretically can remain the same even when oil rises relative to all other goods and services if the prices of everything else can go down. 
Real factors such as the rise of Asia unquestionably have played an important role in the reappearance of inflation and an increase in the relative prices of oil and other commodities. And in the real world many prices and wages don’t go down so easily. But the explanation for why the overall level of prices has suddenly been rising goes beyond the voracious consumer appetites of Asia’s new rich or the failure of oil production to rise. 
Nobel prize winner Milton Friedman once said that “inflation is always and everywhere a monetary phenomenon.” In my opinion this current global inflation is no exception. This new global inflation derives at least in part from money growth resulting from the outmoded dollar-centric international financial system that really hasn’t changed that much from Connolly’s day. Since 2000 twice this outmoded dollar-centric system has allowed the Fed with relative impunity to lower US interest rates to negative real levels and set off the forces of global inflation. And because of the special role of the dollar, the Fed was able to get many other central banks to print the money for it.
Actually, the Europeans and the Japanese caught on to Connolly and since 2000 largely did not aid and abet the Fed in its inflationary task. Instead the Chinese Central Bank (PBOC), the Central Bank of Russia, and the monetary authorities in the Gulf States (GCC) and a host of other smaller Asian countries willingly became the Fed’s co-conspirators. The Fed lowered interest rates, and these countries—let’s call them The Cooperators-- by making the dollar their problem, printed the money for the Fed. Going forward, when these Cooperators finally see through this and pursue their own long run interests, the dollar will become a lot like any other currency. The power shift will have begun.
The Mechanism

In the simple textbook model, the Fed or any other central bank targets a short term interest rate as a major instrument of monetary policy. When the Fed wants to move that rate down, other things equal (which they never are) the Fed adds reserves to the system. The Fed can add reserves in a variety of ways including open market purchases, loans to bankrupt Wall Street firms or – as Fed Chairman Bernanke once suggested – just dumping currency from a helicopter. Adding the reserves increases the monetary base which is defined as bank reserves plus currency. The monetary base is what economists call high powered money and is the only version of the money supply directly under central bank control.
One would think that the extremely low interest rates set by the Fed in 2001-2004 and again in 2008 would be associated by extremely rapid and presumably inflationary growth of the US monetary base. But that would be wrong. US Base growth over 2000-2007 was a moderate 5%, although in the immediate post 9/11 period US monetary base growth was admittedly more rapid. What happened was that while the Fed was lowering US interest rates, a host of central banks—The Cooperators-- were busy adding the reserves for the Fed. They did that because of the special role that they accorded the US dollar. Their monetary bases were the ones growing at excessive rates.
For all countries except the US, an easing of credit other things equal is associated with a weaker currency. The Cooperators did not want the dollar to get weaker, at least against their own currencies. So they bought dollars thus preventing the dollar’s decline against their currencies. But by buying the dollars, they boosted the growth rate of their own monetary bases. 
When they bought dollars, these countries’ central banks then had one of two choices. They could leave the reserves in their respective banking systems or they could sterilize them by draining the reserves back out of the banking system by selling debt obligations to the banking system. The Cooperator central banks did both but in the end they couldn’t sterilize the whole expansion of reserves. Sterilization has its cost, especially when in the case of China, domestic interest rates on the debt sold to the banks are higher than those in the US.
Having bought all these dollars The Cooperators’ central banks had to do something with them. So conveniently for the US they invested them in US government securities thus helping to lower US interest rates even more. Lately some of these reserves have gone into so-called Sovereign Wealth Funds as The Cooperators decided they wanted higher returns than US Treasury yields. Unfortunately for them these funds have invested huge sums in insolvent US financial institutions, investments which are now showing huge losses. But that’s another story. The proliferation of Sovereign Wealth Funds can be viewed as a symptom of a malfunctioning international financial system. 
Some reserves have gone into euros and this no doubt has pushed up the value of the euro. But diversifying their reserves out of dollars into euros isn’t really a viable major option for the larger countries. They can’t be buying dollars in one operation and selling them in the next without defeating the purpose of the buying dollars in the first place. The purpose of the whole exercise was to hold the value of their currency against the dollar.
In all of this, there has been one major Non-Cooperator—The European Union. The euro, launched on January1, 1999, has been allowed to float upward against the dollar. The European Central Bank does not have a huge dollar position, it has not printed reserves to support the dollar. The euro is an incredible example of financial value added. The euro enabled the countries of the European Union to opt out of printing high powered money to support the dollar. The euro today competes with the dollar as a reserve currency.
Japan is a more questionable case. Many assume it is a Cooperator, that Japan has held down the value of its currency. But the Japanese yen trades freely against the dollar. The Japanese monetary base since 2000 has grown in an erratic fashion, influenced more in our opinion by domestic concerns. Its growth over 2000-2007 has been negative. Japan looks like a Non-Cooperator.
The Result Has Been Global Inflation
It appears world money supply has been increasing at inflationary rates even as the US money supply, as measured by the monetary base, has been growing at moderate rates. That alone suggests a monetary root for the current global inflation.
But that’s not all. Oil and most other commodities are priced in dollars. Under what has been called the numeraire theory, a decline in the dollar of X% must produce an X% increase in the dollar price of any commodity priced in dollars in order for supply and demand to clear in equilibrium. So the decline in the dollar against Non-Cooperator currencies in itself may have helped produce the spike in commodity prices in dollar terms. A weaker dollar in itself results in higher oil prices in dollars. 
But this has one more step to it. The increase in oil and commodity prices in dollar terms will serve to increase the current account deficit of oil and commodity importing countries such as the US. This in fact has happened and has put further downward pressure on the dollar.

Be Careful What You Wish For
The most important change that can occur would be that China “graduates” to the club of Non-Cooperators and allows the renminbi to find its own level in the currency markets. This can only really happen when the renminbi becomes a fully convertible currency. That will happen sooner or later – sooner would be better.  But in any case near term further upward appreciation of the Chinese currency seems to be in the best interest of China and the world. An undervalued renminbi is inflationary for China and the world. Once the Chinese currency is brought closer to market levels, then the rest of Asia including Hong Kong can make its adjustment. Similar arguments can probably be made for the GCC countries.
Right now the US is pressuring China to allow its currency to rise. China is resisting.  That seems a little strange from both the US and China’s point of view. The US has gotten a cornucopia of cheap goods and lower interest rates at China’s expense, at least until recently. One would think the US would send China a “thank you” note. One would think somebody in the Chinese government would be opposed to being so generous towards America. 

In the long run the rise and liberalization of the renminbi will reduce the dollar’s special role in the world financial system, just in the case of the euro. The dollar unfortunately for the US will slip in its role as reserve currency. The international monetary system will take a step towards becoming a more multipolar environment. One would think US policy makers and politicians from the viewpoint of pure self interest would be secretly against the rise of the renminbi. “Be careful what you wish for,” as the Chinese expression goes.
