
main reserve currency been its biggest 
debtor.  And a debtor may be tempted 
to use devaluation (i.e. inflation) to 
reduce its external debt.  

 

Central banks, particularly in Asia, 
hold vast foreign exchange reserves. 
These reserves are generated partly by 
surpluses in those countries’ current 
accounts and partly by their central 
banks buying dollars in the foreign-
exchange markets to keep their own 
currencies low enough to foster ex-
ports.  

 

Despite its recent drop, the dollar is 
still far from cheap.  After adjusting for 
inflation differentials, the dollar’s real 
trade-weighted value against a basket 
of currencies is close to its average level 
over the past 30 years.2  Even though 
the dollar is below most estimates of its 
“fair value”, typically a currency needs 
to fall below its fair value by a wide 
margin in order to reduce country’s 
external deficit.   

 

There are three ways to identify fair 
value for exchange rates: by Purchas-
ing Power Parity, by productivity dif-
ferences and by analysing monetary 
and fiscal balances. According to these 
three scenarios, the Canadian dollar 
should trade somewhere between 
US$0.75 - $0.85. 3 

 

Ex-
change rates are 

notoriously fickle and can move to 
overshoot or undershoot their funda-
mental values, but such moves cannot 
continue indefinitely.  Just as our dol-
lar fell to an all-time low below 
US$0.62 in 2002, an overshoot in its 
value on the way up is not out of the 
question. 

 

Some economists reckon the US 
dollar may have to fall by another 30% 
to rectify the twin deficits.  That would 
imply a rate of over US$1.75 against 
the euro versus US$1.35 today; and a 
rate of US$1.08 against the Canadian 
dollar versus US$0.83 today. Such a 
rally in the strength of our dollar un-
checked by the central bank could dev-
astate an export-oriented economy 
such as Canada’s . 

 

However, the US current account 
deficit cannot be corrected by a fall in 
the dollar alone: domestic savings also 
needs to rise.  The best way would be 
for the government to cut its budget 
deficit which would reduce America’s 
need to borrow.  If combined with eco-
nomic growth from abroad, then the 
current account deficit would slowly 
shrink. 

 

Sounds complicated?  The situation 
of Asia’s central banks is even more so.  
Japan and China hold more US dollar 
reserves than anyone else. 

 

No one 
knows where the 
American dollar will find support in its 
value.  Guessing its direction is a mug’s 
game but it’s one we’re willing to at-
tempt because so much is riding on the 
outcome.   

 

Every economic pundit has been ex-
plaining for some time that America’s 
twin deficits - its budget deficit and trade 
deficit - are the structural causes of the 
dollar’s weakness. The budget deficit is 
5% of GDP.  For years, the US has been 
importing more goods and services than 
it exports, and borrowing the difference 
from international investors. The US 
current account deficit – the measure of 
its dealings with the rest of the world – 
has reached an annualised rate of US$665 
billion or almost 6% of GDP. 

 

Consequently, the dollar has been slid-
ing progressively for three years and hit 
new lows in recent months. In December 
the euro breached US$1.35, raising ques-
tions about the US dollar’s continuing 
role as the world’s main reserve currency.  

 

The requirements of a reserve cur-
rency are a large economy, open and deep 
financial markets, low inflation and con-
fidence in the value of the currency.  
Where the US dollar has failed is as a 
store of economic value.  The dollar has 
lost two-thirds of its value against major 
currencies since the 1960s.1 America is 
the world’s largest debtor nation.  Never 
before has the guardian of the world’s 
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tive bond market players. A sharp bond 
sell-off would force them to sell bonds 
too, which would further increase inter-
est rates.  

 

Currency markets, like all markets, 
dislike uncertainty. An acute increase in 
US long term interest rates may tempo-
rarily stimulate a rally in the dollar’s 
value. But a substantial crash of Ameri-
can bonds will in the long run weaken 
the dollar.  

 

The effect on these markets will be 
higher volatility (i.e. uncertainty). In 
the extreme, a steep sell-off in the dollar 
could precipitate a world financial crisis.  

 

Make no mistake: the US dollar is the 
world’s reserve currency. It is unlikely 
to be knocked from its perch easily or 
quickly.  And with so much of the mar-
ket negative against the dollar, it would 
not be unusual to see a near-term dollar 
rally.  Nevertheless, until the Americans 
deal with their structural problems, the 
long-term decline will continue. 

 

By failing to deal effectively with its 
twin deficits, America could export in-
flation to the rest of the world and repay 
its debts with a debauched currency.  If 
the rest of the world suddenly dumps 
the US dollar and dollar-denominated 
assets, they will only throw themselves 
into economic difficulty. 

 

Clearly a lot is riding on the outcome  
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The Japanese central bank purchased 
hundreds of billions of US dollars last 
year to reduce the value of the yen and to 
keep exports high and Japan’s economic 
recovery moving forward.  Its favourite 
holding is long-term American govern-
ment bonds, which are as near as possible 
to being defined as a risk-free asset, with 
an AAA risk rating (highest possible rat-
ing). 

 

That triple A rating could come under 
review should the currency continue to 
weaken.  Alan Greenspan, chairman of 
the Federal Reserve, talking last Novem-
ber with unusual bluntness about the 
state of the dollar, remarked: "… consid-
ering the size of America’s trade deficit, 
devaluation in the dollar could occur at 
some point."  A drop in the value of their 
“risk-free” bond holdings may not hold 
much appeal for Japan. 

 

Unlike Japan and most of Asia, China 
formally pegs its currency, the reminbi, 
to the US dollar.  China is the biggest 
exporter to America and the prime cause 
of America’s escalating trade deficit.  The 
American government wants the Chinese 
to un-peg their currency in hopes that a 
stronger reminbi will help reduce the cur-
rent account deficit by decreasing Chi-
nese exports to the US. 

 

However, China's government contin-
ues to put political interests ahead of 
economic interests.  Social stability 
within the country is paramount, which 
in turn means that job creation (China 
each year has to find jobs for 15-20 mil-
lion people) is more important than prof-
itability of enterprises, or indeed the 
strength of the banking system. 

 

With the huge structural changes the 
country is going through, the last thing 
the Chinese government wants is an un-

employment problem.  Can you imagine 
30 million unemployed, bored and angry 
young men?  China is hoping to export its 
way to full employment and is in no 
hurry to un-peg its currency.  In addi-
tion, the banking system is not prepared 
for a floating currency as the state banks 
are technically bankrupt.  Until their 
defaulted loans - largely to state-owned 
companies - are resolved, the central 
bank will probably not allow a floating 
exchange rate. 

 

The rest of the world’s appetite for US 
bonds may wane but America’s failure to 
tackle the necessary remedies could be 
frightening. 

 

If the dollar falls sharply, bond yields 
will rise to compensate.  A sharp rise in 
interest rates would certainly slow con-
sumer spending and increase savings.  
This could reduce the deficit but at the 
cost of a deep recession.  A sudden decline 
in the price of bonds (producing a surge 
in interest rates) could shock stock mar-
kets enough for a crash.  

 

Property is influenced by mortgage 
interest rates which are derived directly 
from long-term interest rates in the bond 
markets.  A rise in long-term interest 
rates would push mortgage rates up. 
With most real estate markets already at 
the end of a rally, a sharp rate rise could 
cause a world property market collapse. 
Mortgage companies are themselves ac-
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