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I THE CRISIS

There is a rumor that the world will end in 2012 - something to do with the ancient Mayan calendar; there’s a new movie coming out about it, its called - what else -  2012.  You may have seen the previews on TV. Some people are genuinely concerned that the world may end in 2012.  As for me, I am not worried at all, because I know the world already ended; it ended in 2008, and an incipient world is rising from that terminus.  

Ok. That is a bit of an exaggeration.  But the global financial crisis of 2008, which originated in the US financial service industries’ certainly rocked the world view of many around the world, not least the financial and government sectors in the United States itself.   The spectacular collapse of Lehman Brothers in September 2008, the largest bankruptcy in America’s history, was something comparable to the sinking of the Titanic. If Americans were dismayed, no less the rest of the world.  As the world has leapfrogged from one financial crisis to another, whether the Japanese real estate bubble of 1989 which resulted in a decade of deflation, Japan’s “lost decade”, the 1994 crisis in Mexico, the Asian crisis in 1997, the Ruble Crisis in 1998, or the Internet bubble in 2000, one thing that was always counted on was the stability and acumen of Wall Street, and the abiding faith in the dollar as a safe haven.  Their failure is as much an existential crisis as a financial crisis, not just for Wall Street, but for the world.  The death of the dollar-denominated world is now widely declaimed or predicted.
II THE DOLLAR
While there were many, many reasons and contributing factors in the current crisis,  imperfect global monetary policy is at the core as a catalyst and facilitating factor, and at the core of the monetary issues is the special role of the dollar as the world’s reserve currency.  This has far-reaching ramifications for the Arab world and other countries, particularly China, as well as the EU, Russia and Japan.  
First and foremost, it is time to move beyond the dollar as the global currency.  Second and perhaps equally important, there is no recognized or qualified successor to it.  Although the Euro already accounts for nearly 30% of global reserve holdings, the recent crisis has highlighted its weakness as an alternative to the dollar.  China, with over two and a quarter trillion US Dollars in reserve is getting nervous.  Other holders of large US dollar reserves are also getting nervous.  If the dollar is going to be replaced, what happens to its value on the way? How do you dump trillions of dollars without losing the residual value in the remaining portfolio?  The short answer is you can’t unless you do it very slowly.  

While a sudden move away from dollars by major holders, particularly China, could potentially precipitate a currency crisis and a rapid depreciation of the dollar, this is unlikely to happen because those who hold dollars realize that they would be the biggest losers. Others, such as the Eurozone nations would also lose, as their currency would rapidly appreciate driving down the competitiveness of their goods and services, and sending their economies into a nosedive.  Although it would also be hard on the Americans, it would actually be more beneficial for them than anyone else.  It would rapidly curtail consumption, increase export competitiveness and drive the revitalization of US industrial and overall competitiveness.  Even the necessary concomitant increase in energy prices in the US would benefit Americans, driving rapid technological progress, encouraging the well-known American penchant for innovation, promoting alternative energy and hastening the end of the petroleum age.  As prominent economist, C. Fred Bergsten, Director of the Peterson Institute for International Affairs (an influential Washington DC think tank) noted in the current edition of Foreign Affairs, other countries should be careful what they wish for when they propose dethroning the dollar. That said, the United States itself would benefit from a reduction in the international role of the dollar.�The chief replacements being discussed as alternatives to the dollar are to utilize a basket of currencies, or the IMFs Special Drawing rights (SDRs).  While both provide limited possibilities as alternatives to the dollar, neither will replace it in the short or mid-term. 

What makes the dollar so irreplaceable?  It is the combination of a massive scale economy with a fully functioning market economy and well-developed capital markets.  An additional necessary ingredient is strong tradition of the rule of law. With those granted, a global currency needs to be seen as a long-term store of value, provide liquidity and confidence.

If we look at China, the massive scope of its economy, its extensive reserves and key role in global trade would make the renminbi a natural candidate as a global currency.  China has recently made efforts to increase the internationalization of its currency, but it still retains an orientation more toward control than liberalization.  Moreover that portion of the Chinese economy that truly represents a market-oriented economy is very small and shallow.  Most importantly the renminbi still remains essentially inconvertible, limiting its value at the global level.


Another great power that could one day aspire to a global role for its currency is Russia.  However Russia also lacks a functioning market economy and more importantly has a record of adverse action against foreign players in what market exists there.  The rule of law is an essential requirement for a nation that aspires to replace the dollar as the preeminent global currency.

The lessons that the Arab world can draw from these matters is that open and transparent markets are still a key driver of economic prosperity.  Further liberalization is essential, but as the conservatives in American painfully learned, the invisible hand of the market doesn’t work well without prudential regulation.  

At this point in time most economists and bankers agree that there is no qualified contender to dethrone the dollar.  But I think it safe to say that the growing consensus is that it is in the interest of all the nations of the world, including the United States to develop one.  This will take many years and much work.  

In the short term I do not believe that there is harm in a gradual diversification away from the dollar as reserve currencies and instruments of exchange.  Nor do I see any harm in beginning to denominate oil contracts and other goods and services in other currencies than the dollar.  

Our leaders in the Arab world have mostly denied any intention to go in this direction.  But I think we must see these denials as political driven pronouncements similar to those in the United States affirming a commitment to a strong dollar.  Eventually economic reality will begin to drive policy rather than politics, and the sooner the better.  

What we realize when we look at global monetary policy is that we are all ultimately in this together.  The dethroning of the dollar will be as beneficial for America as it is for China, Japan, Europe, Russia or the Arab world, perhaps more so. The current global imbalances are unsustainable.  Ultimately achieving balance will serve the interests of all.  And we all need to work together to that end.

III MY SCRAMBLED SKETCH

· WTO will remain dormant for the foreeable future.

· A New Geo-Economic order and consequently a new political order is in the making.

· We are looking at a future world of multiple – interacting – overlapping – economic blocks. (BRIC is only one of them).

· We are seeing the end of "global" wars against nations.

· FDI flow will reverse its direction (the west hosted 70% of world FDI in 2007).

· Emergence and re-emergence of super powers.


      (Chinese GDP 200 years ago was 30% of the global GDP) (Will it rise back to that from its present 5%?).

· A multi-polar world without multilateralism is the future.

· Oil prices will rise and stay above $100.

· A year ago Wolfensen said in 5 years the G 7 will be part of history (already we have the G 20 instead).

· The global recession/ depression will stay with us throughout the next decade.

· Wealth is moving from west to east and from North to South.

· The virtual financial economy is the problem (it is double the size of the real economy). 

· Watch for the indicators of the real economy (most importantly unemployment).

· No sustainable recovery without economic and financial national regulatory reforms (more important than the called for international reforms).

· The world is heading toward protectionism (buy American in the stimulus bills) in contradiction with all public announcements.

· The derivatives are a dormant disaster (almost ½ quadrillion).

· A world of endless multiplying growing challenges is ahead of us.

· A Multi-currency world will replace the dollar world (Keynes called over 60 year ago for a global reserve currency).

· G 20 did not do enough to address the short-term problems nor did it put in place the long term restructuring necessary to prevent another crisis. 

· This World Crisis started in the US financial market and will not end until the US reforms its financial market.

· A new trade and financial order is inevitable.

· We need to reform the accountancy profession.

· We should implement accountability through mandatory reporting.

· We have to watch for the explosion in usage of broadband (fixed and mobile) allowing for ¾ of world population yet to digitally be connected.

· Credible crisis exit strategies will be needed.

· What we see is not a recovery but rather the results of expansionary monetary and fiscal policies.

· Private demand will replace public demand.

· Rising demand in external surplus economies (e.g. China) will make up for shrinking demand in external deficit economies (e.g. US). 

· Globalization will end or move to a better global regulatory order.

· Deficiencies in corporate governance must be addressed.

· The shadow banking system will have to be regulated while regulating the real banking system.

· What started as the most serious crisis of modern times turned to be the worst downturn in globalization.

· Globalization spread out the failures of the US financial markets (just as it spread the good things).

· How to accommodate the inner circle (G 20) and the outsiders (173 countries). 

· Theories of self regulation or of deregulation failed. Comprehensive regulation is needed.

· We need more than Financial Stability Forums or Boards to address deficiencies in the financial system.

· We need better global economic governance through a global economic coordinating body. 

· The next US President has a lot more work to do.

IV DISCLAIMER
I am aware that many expert and certainly more knowledgeable organizations (IMF and WB included) believe that a recovery is under way. Perhaps they have a different definition of what a recovery is. Or perhaps it is my ignorance. In the latter case, please remember that Churchill said "the greatest lesson in life is to remember that idiots are sometimes right"!
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