WHEN YOU CUT THE HOLY HAND!
Development will be no more sustainable
Dr. Douraid DERGHAM١
Introduction

The financial crisis was accelerated by the Information and Communication Technology (ICT), and aggravated by different factors.  Some are transitional dysfunctions, and assume that the crisis could be handled simply by returning to the former system.  This study aims to prove that the reasons are structural and the real causes can no longer be concealed.  Particularly those related to the continuous dysfunctioning of the International monetary System (IMS).

During the last decades, gradually, China became the main beneficiary from the failure of the IMS.

Here, we analyze the real impact of neglecting durable development, and imposing floating currencies not backed by the physical commodity (gold) since ١٩٧١.

Globalisation and the floating system

Decades ago, financial or economic crises were limited to a country, a region or a continent.  The cost of recovery was being paid directly by the related economy in addition to an indirect cost paid by some other limited number of countries.  Globalisation generalised this current crisis; and the cost of any new recovery will not be limited to certain nations.  For the first time, all countries are forced to pay.
During its convertibility into gold, fiat money was globally reliable enough.  The floating system is the main factor of the whole IMS dysfunction.  During centuries of gold standards, real productivity was controlling the power of the “seigneur” in each kingdom.  Nature was always preventing any chronic disequilibrium between printed money and real productivity.  As well as in the principle of matter conservation, money is a reflection of the real world.  Money helps in measuring the input of a transaction as well as the output in order to verify their equal importance.  The final goal is not the money but the very real transaction.

Unfortunately, since three decades the financial world is crowding out the real one.  Currencies are no longer backed by gold (or any natural precious resource); rather they are backed by pure governmental will.

We have seen that the slow natural economic development is not compatible with the rapid growth of the virtual financial world.  When we catch a rope and rotate it, velocity will get you up higher and higher.  But, at a certain moment, this must come to an end, because it is a non stable system.  What we need is a real sustainable place.
Floating system and fixing growth as a permanent objective (instead of durable development), will rotate and get us up higher in growth rate, but sooner or later we need to be back to our stable place, sine qua non, we will have the vertigoes in which we have lived for the past two years.

Forty years ago, monetary systems (based on precious metals) were relatively stable.  Adam Smith called it the invisible hand because problems were controlled indirectly by the mechanism of prices based on money backed by precious metals.  Problems were limited to those who were not respecting the natural order.  That holy hand was easing any recovery.  The wisdom of nature (real regulator) was:

· Prohibiting any exaggeration of real natural productivity.  Given the limited resources, high standards of living could not be spread for some groups, countries or region without decreasing them for others.

· Assuring steady development models far from any durable “artificial” activity.

· Preventing any intimidation or usage of money as a weapon.  That usage affected the general public acceptance of Money and influenced its functions (measure spot or delayed transactions, pay and save value).  That intimidation influenced the monetary neutrality vis-à-vis international conflicts.
After imposing a floating rate system backed by “nothing”, Money became a perfect way to exercise all kinds of pressure in different names: deregulation, liberalization, combating terrorism and money laundering.  Last structural crisis obliged markets to be more reasonable and imposed regulation and order again.  Nevertheless, despite all efforts, terrorism is still proliferating and money laundering is still active.
New Hybrid System

The newly emerged hybrid system imposed different effects:

1. Unprecedented volatility in currencies:  In the past exchange activity had small variations.  Growing volatility imposed speculation instead of arbitrage (more rapid and copious yield!).  The financial world became more important than then real one.  Exchange transactions represent ١.٣ trillion dollars daily, almost ٦ times the world GDP.  Only ٢% is related to commercial activity.  That’s why Tobin proposed his tax on Financial Transactions, but in vain, because of those who are finding pretty easy profit in that virtual world.
2. Derivatives and all hedging instruments were proposed for long periods and most directly linked to real activity (especially agriculture, commerce…).  Nowadays, their periods are highly shortened; and they are no longer related to the real world!
3. United States derived money from two main functions:

a. Payment:  when pretending being international currency, the ad hoc country has to accept it from everyone holding it, regardless if it is a physical or moral entity.  Main characteristic of an international currency is the general acceptance by everybody, especially the issuing country.  That’s why humanity issued fiat money.

b. Reserve: when spoiling or freezing reserves without referring to a UN resolution, we must go back to the roots.
In the past Gresham was concerned with bad currency.  Nowadays, all currencies are apparently bad!

4. Developed countries ignored the calamity of those strange behaviours because they never considered that they will be concerned with its consequences.  Unfortunately, the presumed result is expected to be catastrophic.  Why?
5. Structural problems of external debt were a phenomenon prevailing in the third world.  Each time the debt became unbearable, the big brothers (developed countries, especially US), came to put an end by imposing solutions getting more profit to the rescuers and worsening the situation of rescued countries.  Suddenly, huge external debt phenomena are a common practice of developed countries.  External American debt is ١٤ trillion dollars (٢٥% of external debts).  It represents ٩٥% of the American GDP (in counterpart, it is only ٥% in China).  In most developed countries it varies but more than twice their GDP (depending on the nature of the country being an international financial centre or not).  The percentage is exceeding the threshold percentage ٦٠%, hugely advised to all government and consider as a red line above which the country will be considered as a bad pupil in front of the new capitalism wisdom.  Finally, knowing the modest or nil saving rates in those developed countries during the last decades, how then should they reimburse with their continuous intensive interventionism?

6. Other developed countries find it easier to imitate the United States.  Their external debt is no longer sustainable.  That explains the current problem of the EU in Greece, shortly, it will be elsewhere!

7. We hope the crippling situation and the lack of competitiveness of some developed countries will not lead them to use some violent way of competition using their military capacity of persuasion.

8. The current paradox is unprecedented: in the past Capitalism was refusing radical public intervention and suddenly, it is a must.  Formerly, reputed to be non democratic and considered far from being an international superpower, China’s help became a must to inject funds and boost the international economy.  With unprecedented volume of reserves, China’s sustainable growth suddenly became the only hope to face the crisis.
9. Some said that high prices were caused by the Chinese growth.  Prices decreased but China is still maintaining its ongoing growth!

Hereunder, the figure explains the idea:
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Growth during the decades after World War II was always reflecting reasonable figures (rarely ٢ digits and never three digits).  Three decades on, the growth became abnormal (٣ digits for several years, Clinton period!).  Correction was forbidden by the huge cut in rates, ١% (unprecedented when compared to ٨ in average in the ٨٠s and ٦% in the ٩٠s).  Growth was back again because of the subprime and credit cards markets.  Lacking sustainability, it was impossible to disguise the reality that the crisis is worse.  Did we learn from the past?  Unfortunately, we repeat Bush scenario by lowering more rates (Libor almost zero).  Knowing that the real estate or credit cards are no longer a sustainable solution, this rate cut will help a rapid (but transitory) recovery in the banking field only.  Deposits are almost free and loans are more secured with an adequate spread.  This was sufficient to reimburse government loans.  Nevertheless, the Crisis is still there.  In reality, those countries’ intervention cut the holy invisible hand!

Why Bretton Woods was able to overcome difficulties over decades?
After the fluctuation, resistance against pressure was possible because:
· In the past, when the real world was prevailing, surplus of liquidity was by all means looking for “best” opportunities.  High and unjustified standard of living in the United States and its needs to develop its military industry was sufficient to absorb that liquidity.  Despite some sporadic criticism, all believed that the US economic system could never be in difficulty.  It was the capitalistic paradise.  Corrective mechanisms, based on fluctuation in currency prices, were sufficient to adjust the pace for all developed and emerging markets.

· Economists believed: to be developed, you have to accept the fluctuations, which coerce devaluation when depressing and revaluation when growing fast.  It was so expensive for each country when discovering that their growth was not steady and not based on real economy.  The winner from each bankruptcy was always the Club of developed countries by strengthening the condition to endow more financial resources.
· After World War II, and due to the US Marshal Plan, Europe never seriously faced the big brother who helped to accelerate the recovery ٦٠ years before.  Furthermore, the US is still the most important commercial partner.

· Finally, the vicious circle could not be stopped; increasing external debt, decreasing savings rates, higher standard of living and high rates of growth (mainly issued from financial markets!).  Obviously, the game was still at the expense of other countries who did not understand what is going around.

The Chinese Model

The Chinese model had the merit to show the sins of the international monetary system but until now is still pushing the snow ball which is growing bigger and bigger.  China proved that sustainable growth could be done outside the occidental vision of democracy.  With contradiction to the point of view of capitalism, Chinese reserves proved that accumulation could be done otherwise.  Will China use its reserve as a weapon like others?  It is another story!
Before China, Japan was always number two economy, but they played the floating currency game imposed by President Nixon.  That is why their growth was automatically delayed or hindered by the pressure on their currency and on limited natural resources.

China is convinced that before being distributed, fortune must be accumulated.  Their culture, vision, huge population and perseverance were important factors, but not sufficient to sustain growth for decades.  The major factor was their monetary policy.  They refused the floating system and being subject to any pressure to revalue their currency by external forces.

The more important the reserves are getting, the more they deposit and invest in the US, the only presumed safe and profitable economy for decades.

The US was supposed to be ready to absorb all kinds of surplus.  Some believed in the power of the American economic machine.  The results were stunning.
China cannot be intimidated as much as other small or dependant countries.  China has the veto at the UN in addition to the economic force and the volume permit to say “no” in general to all pressures, especially, those related to revalue the Yuan.  Using their special social “scheme”, china can postpone the reserves distribution.  Chinese cheap products may explain the flourishing international commerce over the last decade.  But, is it a sustainable scheme?  Indeed not, their cheap exportation can continue to close factories in other countries, making more unemployment and accumulating more and more reserves.  But buyers will get bankrupt because they will consume their reserves in an instant.

Years ago, the Chinese accepted a small revaluation for special circumstances.  Currently, it will be harder to convince them to revalue again.  They now have complete power to impose their point of view as they are in the same position as that of the US post ١٩٤٥.
Conclusions:

1. Imposing the dollar as an international currency and financing US Marshal plan was a way to rebuild Europe and make the US the economic centre of the world.  Nevertheless, injecting the Chinese reserves in the US economy during the last ٢٠ years, and pushing the American machine beyond its capacity was the Chinese way of crowding out the US from their seat!  China is the only hope for a rapid recovery.  China is a double winner:  Firstly as explained above, and secondly, cheap prices will come to an end and will become more expensive.  China will again be the great winner because it is alone to have huge reserves.

2. Faced with the Chinese dilemma, will the US easily accept this huge threat, or resort to some malicious instruments to compete?
3. What if China started a partial but massive distribution of those reserves to improve the standard of living of the Chinese people?  Natural resources and environment will be in a very critical situation.

4. US, China and other developed and underdeveloped countries must agree on a certain standard of living compatible with the Earth’s capacity.

5. Most countries will, sooner or later, apply some austerity policies and will be subject to the same pressure that Greece is currently suffering from.

6. Some experts said Gold can no longer be the solution.  If it is up to them, the available quantity will never match the current fortunes.  They, apparently, forgot that the recent increase in fortune was mainly related to the financial, not the real world!
Waiting for a miraculous solution, we are still assisting a huge volatility in all prices and behaviours.  The more we ignore the real structural reasons, the more opaque the future will be.  Debates are necessary to find a new path toward a fair and sustainable IMS and durable global prosperity.
١ G.M. Commercial Bank of Syria
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