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The Dollar, the Euro, and the Yen
in the 21st Century

Toyoo Gyohten
President
Institute for International Monetary Affairs

The second half of the 20th century saw enormous changes-not the least of which
was the collapse of the international monetary system established at the Bretton Woods
Conference in 1944. Within a few decades of the end of World War II, not only was the
U.S. dollar no longer convertible to gold, but major industrialized countries had
abandoned fixed exchange rates and let their currencies find their own values in
relation to the dollar. The final years of the century also witnessed the emergence of
the United States, victorious in World War II and the Cold War, as the only superpower.
Nevertheless, also toward the end of the century, the countries of Western Europe had
launched the euro, their common currency, and Euroland is making itself into a major
player on the world economic stage. Countries in East Asia, including Japan, China,
South Korea, and the members of the Association of Southeast Asian Nations, despite
their financial crisis in the closing years of the century, have established themselves as
one of the pillars of the world economy.

At the same time, we have unquestionably entered an age of “borderless" financial
activities, brought about by sharp increases in funds for cross border investment and
the worldwide trend toward the deregulation of financial transactions. The engine of
this economic globalization is the revolution in information and communications
technology. The multiplied capacity of computers and communication devices has
made innovative financial products and the instantaneous transfer settlement of
massive amounts of money possible. As a result, the world is now one colossal capital
market, through which mind-bogglingly large sums of long-and short-term funds flow
in torrents.

Somewhat contrary to this trend, some nations are liberalizing trade and
investment within their respective regions and trying to integrate their economies with
partners. Such developments have something in common with the transnational
mergers and acquisitions of private enterprises, which are attempting to strengthen
their capital bases, cut costs and boost their global competitiveness. In the final quarter
of the 20th century, one regional economic agreement after another was forged:
NAFTA, ASEAN, APEC, MERCOSUR.

While the specifics differ regarding how each of these agreements came about,
they are all nevertheless responses to the need for increased competitiveness in an
ever-globalizing economy. Through such processes, the world economy today

8 IIMA NEWSLETTER




comprises three centers of growth: North America, led by the United States, Euroland
and East Asia. These three centers, while dependent on one another, are also rivals for
global influence. To understand how the international currency system will change in
the first quarter of the 21st century, we must consider the relations of power between
the three.

Throughout the 1990s, and even now, the United States has been enjoying its
longest period of prosperity in the postwar era. There are a number of reasons for this
extended success:

* The collapse of the Soviet Union has left the United States the sole superpower.

* The end of the Cold War has decreased the need for military spending.

- Deregulation efforts and privatization policies adopted in the 1980s have proved
effective.

+ The U.S. has succeeded in obtaining near-monopolistic power in the development
and marketing of information and communications technologies, which has led to
better productivity, falling unemployment rates and curbs on inflation.

- Expectation of strong business performance pushed up stock prices, which in turn
pumped up consumption and investment levels, contributing to further business
expansion.

- Ever intensifying competition has forced private businesses to streamline operations
to survive.

- Skilled and educated workers from around the world have migrated to the U.S.

- Foreign countries, through direct and portfolio investments, have been pouring more
than $200 billion a year into the United States.

As long as the world's largest economy continues to enjoy a high degree of pros-
perity, it is only natural that its currency should keep its luster. At present, the U.S. dol-
lar accounts for 50 percent of the bonds issued on the international market, 70 percent
of foreign loans made by the world's banks, 90 percent of foreign-exchange deals and
60 percent of the foreign reserves of governments around the world. All these attest to
the fact that the dollar remains the de facto standard currency.

Will this situation change in the 21st century? This is the same as asking how long
the conditions cited above as underlying factors of the current U.S. prosperity will last.
As the U.S. economy continues to swing through a favorable cycle, there are no signs
at all of an imminent collapse. However, stock price levels and the current-account
deficit persist as mid-to long-term concerns. The Dow-Jones average has been at an
$11,000 plateau since the spring of 1999. The question now is when the stock price
will start to fall-by how much and how fast. If the stock price falls sharply, the loss of
assets will affect consumption and investment and cause turmoil in the international
capital market. If, however, stock prices drop gradually, economic damage may be lim-
ited. Unfortunately, it is quite rare for stock prices to go through a measured decline.
For this reason, the largest pitfall facing the U.S. economy may, ironically, be the
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apparent inability of financial policy of the United States to manage the nation's
economy. In the second half of the 1990s, the U.S. economy continued to expand,
despite concern that it might be overheating. Credit has gone to U.S. Federal Reserve
Board Chairman Alan Greenspan for his skillful preventive fine timing. In his capacity
as Fed chairman, he is almost seen as infallible. Consequently, the market's confidence
in Greenspan is such that an irrational phenomenon has occurred: The stock price rises
whether interest rates are raised or lowered. It is to be hoped that the leveling-off of the
stock market since last year is an indication that the the market is sobering up from
euphoria. If that is the case, chances are better that the U.S. economy will make a soft
landing.

Meanwhile, the current-account deficit is coming close to 4 percent of the United
States' gross domestic product. Although the problem of the federal government's fiscal
deficit has been solved, the current account deficit is the result of sharp rises in deficits
in the private business and household sectors. Fears that the soaring external debt
would cause the dollar to plummet have been voiced many times since the 1980s-but so
far no such thing has happened. The dollar remains the key currency, and its role has
only strengthened toward the end of the 20th century.

There are two major reasons why the dollar continues to be the key currency,
despite the fact that the United States has been constantly in the red. Firstly, the United
States is the only superpower and no other countries pose a threat to its dominance.
Secondly, the dollar is part of a “floating" exchange rate regime of unguaranteed
values. The amount of dollar-denominated assets held by foreigners is so massive that
any worldwide selling-off of the currency, which could send the dollars sharply down,
would be unlikely to take place.

In short, it is not probable that the present de facto dollar standard will collapse
due to the decline of the U.S. economy-at least in the coming quarter-century. Current
U.S. dominance of the world economy will end only with the emergence of another
world power to take its place. When the gap between the U. S. and its rivals narrows it
will steadily undermine the inertia of the U.S. supremacy and, in turn, destroy the
dynamism of the American economy. Only Euroland has the potential to supplant the
United States over the next 25 years. Euroland, with its single currency, is already
comparable to the United States in economic might. In addition, Euroland can compete
with the United States in terms of the strength of its multinational corporations,
technological development and cultural creativity. With the creation of a unified
military force, Euroland has also made its debut as a military power. Of course, thorny
issues beset Euroland, such as the fiscal disparity between member countries, the
rigidity of the labor market and the lack of preparedness for competition under market
principles. There is also the daunting issue of overcoming the hurdles of linguistic and
ethnic diversity. In the face of these difficulties, Euroland must still pursue the two
grand goals of expanding and deepening European unification. Euroland has far to go
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before it becomes a superpower. At the same time, we should not forget how seriously
the United States, Britain and Japan underestimated in the past the determination of the
Euroland countries to unify and devise a single currency. It is not unthinkable that
Europe will become a United States of Europe within the next quarter-century. And if
its overall competitiveness comes close to that of the United States, the dollar standard
will undergo fundamental change, ushering in an era of a “bipolar" dollar,” euro
regime.

And what of East Asia? There is no possibility whatsoever of Japan's becoming a
superpower comparable to the United States or Europe. Japan, however, will be able to
assume a role as a member of the group of leading countries by creating universally
acceptable values in the areas of technology, culture, education and social life.

And China? Combined strength of the Communist Party's dictatorial rule, the power
that derives from a population of 1.3 billion, the unleashing of the profit incentive and
the desire to become a rich and militarily strong country is likely to ensure that the
country continues to grow by more than 5 percent annually for some time to come and
eventually surpass Japan in economic size. Yet for China to become a superpower
comparable to the United States or Europe and for the yuan to become a key currency
on a par with the dollar and the euro in the international currency system, China needs
to carry out further major reforms in its political, economic and social structure.

History tells us that a country can be recognized as a world leader, with a trusted
and internationally valued currency, only when it has a civil society which is free and
also capable of self-correction. If the country succeeds in this endeavour, China may
then become Asia's leading power and take its place on the world stage. But it is diffi-
cult to predict whether China will succeed. If China becomes a power only in terms of
production and military strength, the country will instead be a destabilizing force in
Asia and the world.

The yen is the third major international currency, along with the dollar and the
euro. Yet the gap between the yen and the two front-runners is very large. The yen
accounts for only 5 percent of the bonds issued on the international market, 20 percent
of foreign exchange transactions, 5 percent of the foreign reserves of all governments
and almost none of the international bank lending. It is impossible for Japan to become
a superpower comparable to the United States and Europe-but not for the same reasons
as China. It is also impossible for the yen to form, in effect, a triune key currency sys-
tem with the dollar and the euro. The important thing for Japan to do is to promote the
yen's use in both current and capital transactions in order to reduce exchange risks and
reinvigorate the Japanese financial institutions and market. By the same token, Japan
should try to improve its financial and capital markets, as well as its settlement system,
while keeping the yen's exchange rate stable. This is what this country should do for
the yen to be as popular as the dollar, particularly in East Asia, where Japan is building
closer, mutually beneficial ties.

11 IIMA NEWSLETTER



The recent financial crisis triggered a rising interest in economic cooperation
among countries in East Asia. Topics such as a mutual surveillance mechanism, a free
trade arrangement, a currency basket, and an emergency financing scheme are now
being taken up for concrete discussion. In light of the diversity of the countries of East
Asia, these issues need to be mulled over at various fora such as ASEAN, ASEAN plus
Japan, China and South Korea and those held bilaterally for instance, between Japan
and South Korea, until a workable regional economic cooperation scheme is worked
out. By assuming an important role in whatever regional arrangement is agreed upon,
the yen will contribute to the enhancement of East Asia's status as a significant player
in the international currency system.

To all intents and purposes, however, the current dollar standard will remain in
place in the first quarter of the 21st century. It is difficult to predict whether the
superpower status of the United States will be shaken, because it is related to economic
issues and at the same time has much to do with political and societal changes within
the United States. Yet at least for the foreseeable future, the United States will not fall
into the historic phase of decline after its influence as a superpower peaks. Rather the
question lies in discovering where a power to take the place of the United States would
arise in the first quarter of the 21st century and how fast that new power would grow.
To be specific, it may be Euroland, and then East Asia as a distant runner-up.

If the strength of the euro comes close to that of the dollar, the rivalry between
them may cause instability. However, the development may stimulate the spirit of
international cooperation. During the first quarter of the 21st century the dollar and the
euro combined will account for 80 to 90 percent of the international financial activities.
If Japan makes an effort and cooperation with East Asian countries bears fruit, the yen,
or an East Asian currency led by the yen, will make up the remaining 10 to 20 percent.
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