LESSER: SDRs draw down on dollar?

A change could flood the U.S. with more economic woes
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AMSTERDAM.

A straightforward effort to make you and me much poorer was launched just before the summit meeting of the Group of 20 richest nations by Zhou Xiaochuan, head of the Chinese central bank.

Mr. Zhou, in short, called for replacing the dollar as the world's reserve currency with the International Monetary Fund's Special Drawing Rights (SDRs), which would mean a collapse in the value of the dollar and tremendous inflation in the United States on top of the economic disaster we already have.

What astonished many is that U.S. Treasury Secretary Timothy F. Geithner immediately said he was "actually quite open to that suggestion." 
At least in public, the G-20 did not fully implement Mr. Zhou's idea, but it did vote to strengthen the IMF and issue 250 billion more SDRs (worth $375 billion) to help poor countries deal with the financial crisis. That could well be a harbinger of things to come, and the SDR could well be a ladder for Americans to descend into a much poorer world. 
In short, Americans are worth what the dollar is worth. The dollar has value for the same reason as anything else - supply and demand. People buy whatever you and I and other Americans make and do by giving us dollars, which we demand because we use them to buy what other Americans make and do. Beyond that, there is a huge and unique demand for dollars all over the world for three reasons:

People use a few of them to buy American goods and services. People use lots of them to buy non-American products. Unlike other people's currencies - British pounds, Japanese yen, Mexican pesos, or euros - dollars are used routinely by people all over the world in deals that have nothing to do with us. When the Japanese buy oil from the Saudis, they generally pay in dollars, not yen or riyals. 
Foreign banks hold dollars as "reserves" - capital they need to make loans - and central banks use them as backing for the money they print. 
To a large extent, all the world's trade and investments have been floating on a sea of dollars. The dollars we have used to buy Middle East oil, German BMWs and Chinese tennis shoes have been swallowed by foreigners to finance their own operations. Foreign central banks buy them so they can print more of their own currencies, and foreign banks buy them so they can issue more loans.

But now the supply of dollars is outrunning the demand. There are two reasons for that. First, the Federal Reserve is printing trillions of new dollars to pay for all those bailouts, toxic assets and stimulus programs. Second, and much more important, the American people have been on an unprecedented spending splurge - spending far more than we earn, year after year. In fact, since 1975, there has not been one year in which we as a people have produced more than we have consumed. We have been going deeper and deeper into debt by ever-increasing amounts.

In the late 1970s, our overspending grew from several hundred million dollars a month to more than $2 billion a month. In the 1980s, that ballooned to more than $10 billion a month. Since 2000, it has risen from $30 billion a month to more than $60 billion monthly.

This is not the government. It's you and me and the rest of us consistently in the red for 34 years straight. That's how the Chinese central bank wound up with $2 trillion in its account - and the Japanese central bank has another $1 trillion.

There are those who say, "Terrific, we owe them so much they can't afford to let us go down." But what if they are thinking longer-term than we are? Suppose they think the dollar may collapse, as happened in recent memory to the pound, the Mexican peso and a flock of Asian currencies whenever a consensus developed that a currency was overvalued. They might well think now is a good time to cut their losses. 
So what, exactly, would Mr. Zhou's proposal mean for us? The SDR, also called "paper gold," is a currency issued by the IMF for central banks to use as a reserve - instead of dollars. They were invented in 1969, but just 21 billion ($32 billion) have been issued so far. The Chinese proposal would explode that to hundreds of billions, even trillions of dollars' worth of SDRs, which would replace good old American greenbacks. 
And what would happen to those dollars the central banks would no longer hold? Huge amounts would flood back into the United States - too much of a good thing - to buy up anything and everything. The classic definition of inflation: "Too much money chasing after too few goods." The price of food and other raw agricultural commodities would soar, as would the price of chemicals, wood and other building materials. The price of everything we import - oil and all those cars and tennis shoes – also would jump, a real double whammy for the U.S. economy.

This is exactly what happened the last time we had such a shock – in 1971, when the Nixon administration stopped redeeming dollars with gold; we got soaring inflation, and the balance of payments deficit quadrupled. 
So why does Mr. Geithner welcome this idea? Health care and energy are both major reasons we spend more than we produce, but to do anything about them and all our other deep-seated economic problems, Mr. Geithner and the rest of the Obama administration also must protect the dollar. 
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