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A young father is always pressed for time. What he needs is in particular is a good strategy. One of my strategies in selecting
reading material is to just wait. Time will tell what is interesting and what is not. Which is why last week I read a book that had
come out in 2011: Exorbitant Privilege: The Rise and Fall of the Dollar, by Barry Eichengreen, ( an acclaimed) professor of
economic history.
From my point of view, the book is worth reading and fits our times. It discusses the often-predicted end of the US dollar as
worldwide lead currency and its resulting depreciation. Since the book was published, the US dollar has appreciated by about
35% (half of it over the past 15 months), weighted relative to all its trading partners and adjusted for differences in inflation.
What makes Eichengreen’s book so exciting is the arguments he relied on in 2011. He put forth the hypothesis that the end of
the “preposterous privilege” ((©Valéry Giscard d’Estaing) was not imminent, despite all prophecies of doom. Well-versed
economist and teacher that Eichengreen is, he based his statement on an easily readable and historically well-grounded
analysis. I would like to focus on a few specific points here that I regard as interesting for the situation we are currently in.
Being the global lead currency is fun:
it allows you to produce something at basically zero cost, and yet everyone wants to have it. You can live beyond your means
for some time (external trade deficits) and finance this habit cheaply, given that the demand for your own securities,
especially government/Treasury bonds, is massive. You can create a number of well-paid jobs from this privilege (N.B. this was
a positive statement about the financial industry), and you can make others dance to the beat of your drum since they
depend on you (that is, they need your currency). No surprise therefore that others (=China) want to be in that position.
The global economy became much more robust with flexible exchange rates.
The time of fixed exchange rates (gold standard before and after WWI, limited convertibility prior to WWII, and as a result of
Bretton Woods after the War) was a period when minimal changes in the exchange rate would trigger massive turbulences of
the economy. If we compare it to the movement of the euro since its introduction vis-à-vis the US dollar (start at 1.18, down
to 0.82, up to 1.60, and back down to currently 1.1), we can see how much more robust the global economy has become on
the back of flexible exchange rates. This also manifests itself today wherever exchange rates are still fixed. The two
devaluations in China this year of about 4.5% triggered massive spikes on the markets.

Currencies and exchange rates have always also been political issues.
Devaluations have brought about the downfall of governments. In the Suez crisis of 1956 the Americans were blackmailing
the British on the currency front until the Eden cabinet retreated from the Suez Canal. This is only one such story of many that
we could find in history. The political aspect of currencies is older than the euro and has not only facilitated the creation of the
euro (with the German reunification constituting a window of opportunity), but also necessitated it (France was losing face due
to repeated depreciation relative to the D-mark). Currencies have always been political symbols, which means that it is
difficult to accuse the euro of all currencies to be just a political project.
Today the often-scolded euro is at least a local lead currency.
This is reflected in the extent to which the euro is used as reserve currency by various central banks, by how many countries
trade in euro (even if they do not use the euro as currency), by how many countries have joined the Eurozone after the euro
crisis, and by how many countries make use of the euro without being part of the Eurozone. To paraphrase Mark Twain: the
reports of the death of the euro have been greatly exaggerated.
Both the British pound and the US dollar have repeatedly been exposed to discussions about their status as lead currency.
And every time capital flows out of these large capital markets the outflow comes with repercussions on those new
destinations the capital is flowing into. Prior to the introduction of the euro it was the D-mark that for a long time was going up
and down with the tides of the capital flows of the US dollar, much like a tiny boat on the Ocean. Today the Swiss franc comes
to mind, which in the past years has “benefited” from the massive flows from the euro.
The US dollar is lead currency.
A large part of global trade is invoiced in US dollar, even if nobody from the USA is involved. This means that the Fed is not
only the central bank of the USA, but also the central bank of the world. There used to be a small difference between the two,
since the USA would produce a larger share of global GDP, as a result of which the key-lending rates set by the Fed in relation
to the US economy were a better fit for the global economic activity. However, in the meantime this relationship has loosened
significantly. If the key-lending rates (i.e. the Fed funds rate) is up in the US, this may suit the US economy, but it may be a
bad fit for the global economy. This is one of the reasons why emerging economies that depend on the US dollar are currently
having such a hard time.
Prior to the US dollar, the British pound used to be the lead currency of the world. Trade transactions were invoiced in
pounds, international loans were granted in pounds, and the UK benefited from everything that the status of a lead currency
would provide it with. However, the UK lost its status within a relatively short period of time. Eichengreen points out that the
pound lost its role to the US dollar within only tens years, which to me suggests that it is worthwhile monitoring closely the
current efforts to develop a market for the renminbi and to expand Shanghai into a worldwide financial centre.
After WWII the dollar was the (only) lead currency because it was freely convertible, supported by an enormous economic
power (about 50% of the economic output outside the Communist Bloc was produced by the USA), and protected by
extremely liquid and deep capital markets. By comparison, the euro lacks the adequate capital market, while China lacks both
the capital market and the convertibility of its currency. Thus it is clear that the US dollar will remain the lead currency.
Europe would have to broaden and deepen its capital market (i.e. the role of the banks in financing; Eurobonds;
capital transaction tax etc). China, on the other hand, would have to continue its efforts to liberalise the capital
market and to develop a renminbi capital market for foreign investors.
Exorbitant Privilege: The Rise and Fall of the Dollar clearly shows that exchange rates follow fundamental
developments and cannot de-couple forever from the facts presented by such fundamentals. Facts change, and as
a result, exchange rates change, too. With flexible exchange rates, this adjustment happens step by step and causes less
cost. From my perspective, the most recent “big” revolution was the fact that in the past 15 months a further discrepancy
between the central bank policies in the USA and in Europe has become foreseeable. In the USA the zero percent interest rate
policy will soon come to an end. In Europe, further steps of monetary loosening can be expected. This is exactly what has also
been reflected in the EUR-USD exchange rate in the past months. I believe that this development has meanwhile made it to
the markets and will not cause the euro to depreciate massively anymore (unless the US Fed increases its rates much more
quickly than anticipated). Intuitively, the risk has now shifted to the other side, given that the rate hike in the USA has been
pushed back repeatedly.
To sum up, I would predict that the US dollar will be the global lead currency also ten years from now, but at
the same time we will see a group of currencies that will hold a more important regional status. Among them
will be the Chinese renminbi and the euro.
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