The fickle fortunes of global finance

A short play in three acts by Marcus Miller 
(prepared for a meeting of the Franco-British Council in Paris, 16 March, 2007)
ACT ONE:  THE IMF ON TOP OF THE WORLD
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Scene 1 ( Mount Olympus)

From his throne at the summit of the mountain, King Camdessus looks out over the world. What he sees looks good: but it could be better! Trade in goods has been liberalised and emerging markets are growing fast; but what about global finance? With capital flowing freely around the globe, he reasons, the poor could surely borrow from the rich to improve their lot. And he, King Camdessus, will for ever be remembered as the one who let mortals drink this nectar of the gods. Let it be done!

To his annoyance, the king remembers that, in a fit of constitutionalism, the gods of Olympus had accepted Articles of Agreement which permit earthly sovereigns to control the ebb and flow of capital across their borders.
“Send me my trusty economists”, cries the King. “Let them prove that capital account liberalisation is good for you, so the IMF Articles can be rewritten. There is presently some local difficulty in ancient Siam, now called Thailand: but once that is over, the Governors – gathering for the IMF/World Bank meeting in Hong Kong - will surely agree with my ambitious plans. Let this be done!”

And so it came to pass.
But…

Scene 2 (In East Asia)

As flies to wanton boys, are we to the gods;

They kill us for their sport.                               (The Earl of Gloucester in King Lear)

This is not how it was meant to be. Like strong drink, capital inflows first arouse feelings of euphoria and illusions of power; but this is soon followed by depression and disorder, as panic takes hold and investors flee. Financial disorder spreads like wildfire from Thailand to Indonesia, and then Korea, bringing low erstwhile leaping tigers, and trailing banking crises, currency chaos, economic despair and political dishonour in its wake. What can have gone wrong? Why, instead of flowing freely, does it suffer unpredictable ‘Sudden Stops’? Has someone spiked the nectar of the gods? (Only China and India, who both resisted the blandishments of Camdessus, remain unscathed.)

But listen, here comes an economist who speaks to the king without fear, saying “You were warned: many a time has it been shown how Imperfect Information can paralyse the Invisible Hand. In your ignorance, you have helped to cause these crises.”
What is more he works across the street in the World Bank! 
King Camdessus wonders aloud if one might be rid of such a troublesome critic. “Is there”, he cries, “no honour on 19th Street? Let him be let go!”

And so it came to pass.

But…

ACT TWO: LE DEFI AMERICAIN
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Contagion continues to spread. First to Russia (whom all the world had thought was safe, favoured of the Western gods); and then, with a mighty leap, to the New World of Latin America, where Brazil too falls victim to financial panic. 

After mounting chaos comes black fear.  In Asia even those who were spared begin to doubt: afraid that what is meant to cure can do such damage, and that the gods should  prove so powerless to rein back the forces they have set in motion! 

“Let us protect ourselves as we did when Emperor Quin built the Great Wall against the barbarians” they cry.  “Let us find a different god -- preferably older and more reliable than the IMF and all its works.”
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So it is that China starts saving US dollars at a rate never seen before in history: in a few years every man, woman and child in a population of one billion has a thousand greenbacks to his name. 

Meanwhile King Camdessus is replaced by one whose name is already forgotten-- possibly because he failed to avert a truly spectacular crash of the Argentine peso. Even prompt and decisive intervention in Brazil fails to stop the rot; the decline and fall of the Fund grows apace. In 2006, both Brazil and Argentina say farewell to the Fund, the dollar reaches a peak and the US external deficit reaches 7% of its output.

Some say that all is for the best in this world of the resurgent greenback: others say that it is unsustainable. One of America’s most well publicised economists offers a graphic image. ‘The dollar’, he says, ‘is like the Coyote who has followed his old enemy the Roadrunner bird over the edge of a cliff: there is only one way to go’. 

How great will be the fall? Two of America’s brightest and best international macroeconomists reckon that the dollar must fall by around thirty percent (but they can’t say when).

In early 2007, all seems fairly peaceful and orderly.  But… 
ACT THREE: THE FUTURE
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Scene 1 China: the ‘Coyote moment’ arrives 

In the spring of 2007, these papers on the fall of the dollar circulate around the Peoples Bank of China, and the wisdom of accumulating yet more dollars comes into question. Doubts permeate the walls of secrecy that normally shroud events in Beijing; now most people know that the dollar is unsustainable, and know that others know. When the Chinese traders cease buying dollars, the Coyote moment arrives and America faces its very own Sudden Stop!
As the dollar falls the euro rises: and everyone cries ‘What next?’

Scene 2 Frankfurt: the Super-swap of the Century

Concern grows in Europe. “Have we not seen how currencies overshoot?” ask the citizens of Europe, “Is it now our turn to hold the tail of the tiger?” They realise that, under Bundesbank-style accounting rules, all sales of Euros even to China will count as an increase in the Euro money supply - an anathema to the ECB, for whom control of money is one of the pillars of wisdom. 
The head of the ECB is imperturbable and says nothing. But the dollar continues to plunge, aided by serious Chinese selling as they seek to diversify their existing reserves. The turning point arrives when all new Airbus orders go to Boeing Aircraft Company in Seattle and all existing orders for the Super-jumbo are cancelled! 
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At this moment, a delegation of French experts arrives in Frankfurt with a spectacular plan. With Cartesian accuracy they have calculated that the dollar has fallen to a point of equilibrium where US debt will not rise any further. This is the moment, they say, for the super-swap of the century: nothing less than the issue of almost half a trillion dollars-worth of euros in exchange for dollars to be added to the reserves of Europe. Voila! C’est magnifique, n’est-ce pas?

So persuasive is their logic, and so great the fear that Europe will else be condemned to a decade of Japanese-style stagnation, the plan is put into action without delay.

And so it came to pass that almost overnight the Euro took its place as a global currency, sharing this ‘exorbitant privilege’ with the dollar
. It is true that the ECB had to swallow its earlier criticisms of foreign currency intervention: but this was soon forgotten. Being at the top table has its compensations, as King Trichet was heard to remark.
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Publisher’s Addendum

The original manuscript was found to contain evidence of two other versions of the concluding scene. In the interest of completeness, they are printed below.

Last scene (version 2) Frankfurt: it’s not our problem 

Alas! The French delegation returns empty-handed to Paris. The Head of the ECB is more independent than they had imagined! The dollar continues to plunge and the euro rises to two dollars in value. The head of the Fed is forced to raise interest rates and promise fiscal contraction: the effects are much as in Korea - a contraction of the economy: but the euro does stabilise at the two dollar figure. 

Appalled by their losses on the dollar, East Asian countries turn to China who offers to buy their dollars a low price in the anticipation of a substantial capital gain. There ensues a massive operation of issuing renminbi for dollars earlier held in Korea Thailand and Japan. 

And so it came to pass that the renminbi took the place of the dollar as the reserve currency in the fastest-growing region of the world.

Last scene (version 3) Washington: Phoenix rises from the ashes

Mindful of the risks posed by these spectacular switches between key currencies, the IMF decides to get back into the game. To everyone’s amazement they hire one of their fiercest critics with a challenging assignment: Create, they tell him, a new reserve currency; a global money that will not be issued by any state. Sell it to the rich countries in exchange for their IMF subscriptions:  Give it to the poor countries that they may spend it.

And so it came to pass that Joseph Stiglitz returned to favour on 19th St, DC! 
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� Rumour has it that a paper originally published in 1998 predicting just such an outcome will soon be republished in Economic Policy, unchanged except for a cryptic apology by the authors to the effect that ‘our central forecast has been somewhat delayed on account of unforeseen events in Asia’.
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