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The Pax dollar era

e As is well known, the current global financial and payment systems can be traced back to the Bretton
Woods conference in July 1944 (although some elements had already emerged in the 1930s).

e Kenneth Rogoff has called it the Pax dollar era.
e Even later developments were part of this general framework.

e For example: the Society for Worldwide Interbank Financial Telecommunication (SWIFT) was created in
1973 as an alternative to the telex-based system run by First National City Bank of New York (the
current-day Citibank).

e An economist time-traveling from 1944 to 2008 would recognize the outlines of the systems (even if
perhaps surprised by their scale).

e This was, essentially, a unipolar financial world led by the U.S.; the Soviet Union and other socialist
economies withdrew from it.



The Pax dollar today

e Despite mounting pressures, the global financial system and the dollar remain resilient.
e But we face two challenges:

1. Geopolitical fragmentation.

2. The role of Al.

e Let me offer brief thoughts from recent coauthored papers:

1. Are We Fragmented Yet? Measuring Geopolitical Fragmentation and its Causal Effects, with Tomohide
Mineyama and Dongho Song.

2. Globalization, Inequality, and Political Lobbying: The Path to Fragmentation, with Tomohide Mineyama
and Dongho Song.

3. International Currency Dominance with Joseph Abadi and Daniel Sanches.
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Toward fragmentation

e We are moving toward fragmented financial and payment systems.
e More capital controls and financial sanctions.

e Creation of alternative payment systems:

1. System for Transfer of Financial Messages: Russia in 2014 (to ensure domestic resilience under
sanctions).

2. Cross-Border Interbank Payment System: China in 2015 (as part of RMB internationalization efforts).
e Push and pull dynamics are at play:

1. Push: The U.S. is reconsidering its position in the world, and its internal political economy has changed.

2. Pull: We already live in a multipolar world.
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Are we fragmented yet?

e Measure geopolitical fragmentation:

1. Develop a dynamic hierarchical factor model with time-varying parameters and stochastic volatility,

treating geopolitical fragmentation as a latent set of variables.

2. Compile 16 widely-used indicators of geopolitical fragmentation, each imperfect and potentially obscured
by idiosyncratic noise that masks common underlying dynamics.

3. The model captures the drivers of fragmentation across trade, finance, mobility, and politics, along with

overarching trends, providing an operational measure.

e Measure the causal effects of geopolitical fragmentation on aggregate and sectoral macroeconomic

variables across advanced and emerging countries:
1. We use our estimated index as an input in standard time-series causality methods (SVARs, LPs).

2. We translate changes in the factor (e.g., +1 s.d.) into concrete effects on aggregate variables with a

sharp economic interpretation (e.g., a 0.4% reduction in GDP).
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Trade fragmentation

Financial fragmentation
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(A) Cholesky restrictions (“last”: placed last of all variables) in SVAR
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The future of the dollar: Facts

e We have seen a moderate but steady decline in the dollar’s share of global reserves.
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The future of the dollar: Model

e A microfounded model of endogenous international currency dominance.

e Main ideas:

1. Our model features both a “unipolar” equilibrium, with a single dominant international currency, and

“multipolar” equilibria, in which multiple currencies circulate internationally.

2. Governments can compete to internationalize their currencies by offering attractive interest rates on
their sovereign debt (though caution is needed in interpreting these rates).

3. A large economy has a natural advantage in establishing its currency as dominant. Still, if it lacks the
fiscal capacity to absorb the global demand for liquid assets, a multipolar equilibrium emerges.

4. We characterize the optimal policy problem for a country that can issue the dominant international

currency.
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The future of the dollar: Applying the model

As the U.S. economy shrinks relative to the rest of the world, the dollar’s position erodes, regardless
of any policy.

On the other hand, the EU and China have structural problems to offer credible alternatives.

Thus, my main concern is with the U.S. fiscal position — monetary-fiscal policy interactions.

The possible introduction of CBDCs will not significantly alter my perspective on this issue.

A plausible scenario: a weakened dollar with dominance outside certain regional areas.
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Open questions

1. What should be the optimal response of the ECB (and other institutions)?
2. What should be the optimal response of small and medium-sized economies?
3. Are we going to have more or fewer financial /debt/exchange rate crises?

4. Are we going to have higher or lower inflation?

5. How would this interact with each country’s political economy?
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Al as a strategic and financial shock, |

e Al is not just a productivity tool; it is a general-purpose technology with strategic implications.

e |t reshapes geopolitical risk and financial dynamics through four channels.
1. Economic policy:

e Al is driving a revival of industrial policy: subsidies, export controls (e.g., U.S. chip restrictions).

e Trade policy is increasingly tied to technological capacity (e.g., U.S.—China semiconductor conflict).
2. Geopolitical and military:

e Military doctrine is shifting: Al as force multiplier (e.g., targeting, logistics, cyberwarfare).

e But it also creates new vulnerabilities (e.g., autonomous system failures, dual-use concerns).
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Al as a strategic and financial shock, Il

e Channels (continuation):
3. Macroeconomic/financial stability:
e Al accelerates sectoral reallocation and labor market polarization, which can generate instability.

e Large firms with Al capacity may deepen winner-take-all dynamics — implications for antitrust and
inequality.

4. Systemic risk and regulation:
e Black-box Al in finance (e.g., risk scoring, algorithmic trading) introduces opaque tail risks.
e Supervisory frameworks lag behind Al deployment — macroprudential blind spots.
e This raises the question: will strategic alliances form around Al capabilities, creating new blocs?
e Competing Al ecosystems (U.S., China, EU) suggest a move toward technological spheres of influence.

e Could lead to divergent standards (e.g., on surveillance, data localization, ethical use).
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Concluding remarks

e The Pax Dollar era is coming to an end.

e It may take some time.

This shift does not imply the demise of the dollar, but its role will be less hegemonic.

But the international economy will look very different in 25 years.

e Geoeconomics is a fundamental approach to consider:

https://www.youtube.com/watch?v=ezzVhAA-ABc

Key takeaway: The unipolar financial order is giving way to a fragmented, strategic landscape,
shaped as much by chips and algorithms as by bonds and banks.
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