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Many people assert

* That the dollar is about
to lose its global role.

* Or at least its global
dominance.

* (Notice the date at
right. This reminds us
that “many people” can
be accused of crying
wolf.)

The risks are rising that the dollar
could lose its special global standing

James McCormack, Fitch Ratings
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KEY ® There are a number of factors suggesting that, over time, the US dollar may be at
POINTS risk of surrendering its position as the world's global reserve currency, argues Fitch
Ratings analyst James MacCormack.

® Economic sanctions and protectionist trade initiatives are two

® China and the euro zone have been actively touting their currencies as reserve and




But may it now be about to
happen?

Russia has reason to hOﬁe,
given how it has been shut

out of the US banking system.

China evidently thinks that
there is a possibility, given its
investment in
internationalizing the RMB.

President Lula has called for
the BRICS to create an
alternative to the dollar,
reflecting the rising power of
emerging markets. So he
evidently sees an opening.

(Notice the headline,
however.)

N RadioFresturo

RadioLiber!

The U.S. Dollar?' A \}ery Far-Fetched Notion,
Expert Says

Ao
L > @h
f

f

e §

T
2.5 %




Factors for us to consider

* US geopolitical dominance in decline?

e US commercial/manufacturing dominance in
decline?

* Cloudy US financial prospects (indebtedness).

 Whether or not US policymakers prioritize the
dollar’s international currency status.
* Or instead weaponize the dollar.

* Orinstead prioritize other economic goals.

* As with Trump’s mooted capital inflow tax to weaken the dollar
exchange rate and boost US manufacturing.



There is a geopolitical story for
the end of dollar dominance

* International currency status depends on the ability of
an issuer to project geopolitical power.

* |t can compel other governments and central banks to
favor its currency.

e Other central banks and governments will agree to do
SO as a gesture of good faith.

* And the issuer of a leading international currency has
to be able to protect its economy, financial system and
reserves from external threats.

* So does the putative decline in US geopolitical
dominance presage a decline in dollar dominance?



The leading international
currencies in history having been:

* The Greek “Alexander”
e The Roman silver denarius

* The Byzantine solidus

 “The dollar of the Middle
Ages.”

e The Spanish silver dollar
* The British pound
* And now the US dollar.

e Each the currency of the
leading geopolitical power
of its day.



World War One Alliances 1914

[ Triple Entente
[l Triple Alliance




The Florentine florin

* The Florentines lacked the vast
hinterland and natural resources
of a major power.

e The Dutch guilder

* The Dutch similarly lacked
resources and were unable to
decisively defeat the Spanish in
the Eighty Years War (1568-1648).

* These were commercial and
financial, but not so much
geopolitical, powers.

* In each case international
currency status rested instead on
commercial and financial
preeminence

e Until the latter was lost.




Also important is whether leaders
prioritize international currency

status

* The contrasting fate of sterling after WWI and
WWII illustrates this point.

* (This case also illustrates that for a dominant
currency to lose its international preeminence
there must exist an alternative.)



Sterling, as noted, was the leading
19t century international currency

e But Britain then emerged from
WW!I economically and
financially weakened.

* It had a public debt on the order

of 130% of GDP, 6 times the
prewar ratio.

* It struggled to maintain export
competitiveness, full -
employment and price stability.

* Questions were asked about
whether it might inflate away
or repudiate its debt, as
Germany, France and Italy all
essentially did.
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Yet sterling’s international status
was successfully maintained

* Because Britain prioritized its maintenance.
e Churchill privileged the interests of the City.

* Prices were pushed down to prewar levels. Painful
budget balancing measures were taken.

* These policies came at a cost to British
competitiveness and hence to output and
employment.

* But this sacrifice was accepted in the interest of
reestablishing sterling’s role in the global economy.

* Financial interests saw the goal as in their self-
interest, while imperialists saw it as necessary for
maintaining Britain’s geopolitical reach.

* As aresult, the currency’s international role
survived even the turbulent 1930s, when it
remained the pivot of the Sterling Area. It was
the leading currency in payments, denomination
of international bonds, international reserves
etc.
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Yet sterling’s international status
was successfully maintained

* And because the US, while
attempting to mount a challenge,
Wa S U n S U CCESSfU | . Figure 5. Dollar and Sterling Acceptances 1927-1937 (millions of £)

* Paul Warburg et al. tried.

e But it took more than a decade or
two to build the requisite financial
infrastructure (accepting banks,
bill brokers, reputable
underwriting banks, and a central
bank that everyone confidently
expected would backstop the
market).

* Dollar had dominated sterling on
multiple dimensions in the 1920s,
but this collapsed in the 1930s. i i s i il il g

* Sterling maintained its dominance
in the 1930s because there as yet
existed no viable alternative.
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Britain’s economic and financial
position was again weak post-WWII

* Financial fragility

 Debt-to-GDP ratio of more
than 250%. Chart A: UK national debt 1900-2012

* Overhang of blocked
sterling balances.

e Lack of competitiveness.

300 -

* Sick man of Europe.” 0

* In addition, in contrastto &=

the earlier episode,
maintenance of

international currency

status was no longer a
political priority.

1900 1914 1928 1942 1938 1970
- IaAE L=
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Geopolitics were then the last
nail in the coffin

When in 1956 the UK participated in the
invasion of Suez, sterling crashed.
* Given how the adverse fiscal implications of

this adventure were now superimposed on
an already weak financial position.

SUEZ CRISIS 1956

* The Eisenhower Admin, opposed to the
invasion, refused to help {())r let Britain
draw from the IMF) until the country
withdrew its forces.

* This confirmed both Britain’s diminished
geopolitical stature and sterling’s
weakness.

* And, importantly, there now existed a
viable alternative, in the form of the
dollar (U.S. economic and financial
dominance of the West being
unquestioned, and the institutional
deficiencies of the interwar period now
having been overcome).
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| draw the lesson that...

e ...that both geopolitics and commercial
competitiveness/financial strength matter for the
maintenance of international currency status.

* In addition, a country’s policy makers need to value and
preserve (prioritize) their currency’s international status.

* One can raise questions about how well US efforts to repel
geopolitical challenges, enhance the international
competitiveness of American manufacturing, and bring its
public finances under control are working. These are of
course the questions that feed dollar doubts.

e But history is also a reminder that for a currency to lose its
international status rapidly, there has to exist an alternative.
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The question being whether today
there exist viable alternatives to the
dollar
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Not obviously the euro

Ongoing Diversification of FX Reserves Away from USD

* Notice how the dark

blue line has, If e
anything, been falling. -

40% —|
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Figure: IMF Currency Composition of Official Foreign Exchange Reserves (COFER). The “other” category includes RMB, at 2.7% in Q42022. See, also, Arslanalp,
Eichengreen, and Simpson-Bell (2022). https://data.imf.org/regular.aspxZkey=41175
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Not obviously the RMB

* Notice the very small
renminbi slice of the pie
(in brown).

e Latest COFER data
suggest that efforts at
RMB
internationalization are
stalling out.
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More on the renminbi: who holds
and uses it exactly?

* You can see here my
effO rt tO re COnStrUCt th e Figure 2. Countries Ho[ding Chinese Renminbi in Reserves
El O ba | re n m | n bl po rtfol IO (as a share of total RMB holdings, end-2022)
e re . = Russia

* Evidently, the renminbi is eicn
attractive mainly for e
Russia (which holds more  :oi“
than a third of all S
identified renminbi sonn”
foreign exchange

Sources: IMF COFER, IMF Reserve Data Template, and central bank annual reports.
re S e rve S Note: The chart shows identified countries that hold US$1 billion or more of RMB in reserve assets. Data for
. the Philippines, Russia, and South Africa are for Dec 2021, Dec 2021, and Mar 2022, respectively.
’ . [
* It’s mot Il b
S motives wi e
bvious
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More generally, the RMB is
gaining ground only very slowly

* Admittedly, China now settles
a quarter of its own trade in
renminbi, as shown here.

* But, contrary to widespread
chatter, there is little evidence
of renminbi-denominated
trade settlement that doesn’t
directly involve China.

e Again, special cases such as
Russia (which settles 20

percent of its trade in
renminbi) notwithstanding.

e QOverall, just 5 percent of trade
credit and invoicing worldwide
is in renminbi at latest report.

China's Goods Trade Settled in Renminbi, Q1

2011-Q1 2023
Share of total goods trade
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What about so-called
weaponization of the dollar?

Much angst about this at the
moment. But while the danger of
undermining the global dominance
of the dollar exists in the long run,
there is little evidence of an effect as
of yet.

We found little evidence of
movement from the dollar to other
currencies as a result of past U.S.
sanctions.

There was some movement by the
directly sanctioned countries (again,

think Russia), but not more generally.

Moreover, where to go? (Issuers of
most of the obvious alternatives,
other than China, are on board with
U.S. sanctions).

INTERNATIONAL MONETARY FUND

The Stealth Erosion of

Dollar Dominance:

Active Diversifiers and the Rise of
Nontraditional Reserve Currencies

Serkan Arslanalp, Barry Eichengreen, and Chima Simpson-Bell

WP/22/58

IMF Working Papers describe researchin
progress by the author(s) and are published to
elicit comments and to encourage debate.
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Impact of sanctions on RMB use
in trade is definitely there

* As you can see from
this figu re' CNY payments on the rise as a share of global SWIFT transact ions since ear ly 2022 -

in particular for trade related payments
* Notice the timing.

 Might we now be about
to see more of the
same?

mmmmmmmmmmmmmmmmmmmm
NNNNNNNNNNNNNNNNNNNN

* But the effect so faris = fersfesiiessiessizsy

 Notice the axis.
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What about so-called
weaponization of the dollar?

However, we did find
evidence of movement
from currencies to gold
here.

Because gold vaulted at
home is insulated from
seizure/freezing (though it
doesn’t have much utility
for transactions).

But the effect is relatively
small, reflecting the other
costs of holding reserves in
gold (inability to use it in
payments and financial
transactions).

INTERNATIONAL MONETARY FUND

Gold as International Reserves:
A Barbarous Relic No More?

Serkan Arslanalp, Barry Eichengreen, and Chima Simpson-Bell

WP/23/14
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| don’t need to remind this
audience

Gold rebound

Bullion holdings are nearing the highest level since WWII,
driven by accumulation of emerging market central banks.

Gold holdings in official reserve assets
(million fine troy ounces)

1,300
1,200
1,100
1,000

900
1960 1780 2000 2020
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What is going on?

e Euro held back by a shortage
of safe and liquid AAA-rated
public-label safe assets.

e China held back by capital
controls and lack of political
checks and balances.

e 215t century digital technology
reduces the advantages of a
large platform, so that much
of the movement away from
the dollar has been
movement into
“nontraditional” or
“subsidiary” international and
reserve currencies.

Table 5. Nontraditional Currencies in Global Foreign Exchange Reserves, end-2020

in bil US$ as % of Total
Total 1070 100%
Australian dollar 217 20%
Canadian dollar 247 23%
Chinese renminbi 272 25%
Swiss franc 21 2%
Other 315 29%
Korean won 81 8%
Swedish krona 63 6%
Singapore dollar 51 5%
Norwegian krone 49 5%
Danish krone 47 4%
New Zealand dollar 12 1%
Hong Kong dollar 1 1%
Sources: IMF, COFER and CPIS
Note: The size of "other” currencies is estimated based on Arslanalp and Tsuda (2014).
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Digital technology makes non-
traditional alternatives more
practical

Nontraditional currencies rise

Falling share of "big four” currencies mirrored by increasing
holdings of nontraditional reserve currencies.

Currency share of FX reserves Nontraditional share breakdown
—UsD —EUR JPY —GBP =—MNontraditional mAUD mCAD mRMB Other

80% 12%

£0% M (=74

40% 6%

20% m 3%

ox 2 , o _

2000 2010 2020 2000 2010 2020

Sources: IMF COFER; Arslanalp, Eichengreen, and Simpson-Bell (2022, updated).

Note: The "big four” currencies are the US dollar, euro, Japanese yen, and British pound.

Montraditional are all other currencies, AUJD = Australian dellar. CAD = Canadian dollar.
RMB = Chinese renminbi. China became a COFER reparter between 2015 and 2018.
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What about CBDCs?

* Currently, CBDCs can’t be used cross-border.
* To use China’s, for example, you must be resident in China.

* Allowing foreigners to hold significant amounts of eCNY would
undermine China’s capital controls.

* For other countries, especially in the developing world, cross-
border use would create problems of dollarization/currency
substitution.

* So it is not clear they will allow this to happen.
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What about mBridges?

Inthanon-LionRock and mBridge Model

In principle, multiple central banks = y
could agree on a dedicated Thai Corp PRC Corp
corridor (mBridge). i

Thai Bank PRC Bank

Experiments are underway along
these lines.

Or multiple CBDCs could run on a
single blockchain.

UAE Bank

UAE Corp

No strictly technical obstacle to
this. But consider the governance “
prOblemS. UAE Hong Kong

) o3 =3 Ag
An order of magnitude more = : S et
. Less fees Simplelr No FX ) Higher Lower reporting
Se rl O u S t h a n WO r I d Tra d e operations settlement risk transparency burden

Organization Governance.
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Conclusions

* We are moving toward a more multipolar international
monetary system that better matches our more multipolar
global economy, but slowly, slowly.

* More aggressive/widespread use of sanctions could
conceivably accelerate this transition. So could reckless,
counterproductive U.S. economic policies.

* But, to repeat, we haven’t seen much evidence of reserve
diversification away from the dollar yet.

* China manhave trimmed its holdings of U.S. Treasuries, but it has
mainly substituted U.S. agencies, which are attractive for their
higher yields.

 Movement away from the dollar implies movement toward
a viable alternative. (Contrast sterling after WWI and

WWII.) And the prospective alternatives all face challenges.
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* Thank you.
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