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Abstract:

The US dollar is in the middle of a long term decline, and most economists argue it is a consequence of the fundamentals driven by the “twin deficits.”  This paper argues the decline represents the end of the dollar’s reign as the international reserve currency (IRC).  The paper begins with a discussion of the benefits received by the nation supplying the international reserve currency.   The second section discusses the dollar’s reign in terms of three distinct time periods: its enshrinement under Bretton Woods (1944-1973); the era of the petrodollar under floating exchange rates (1973-2002); and its current demise (I argue) sparked by both economic fundamentals and the unilateralist foreign policies of the Bush administration.  


In January 2002 the US$ began to decline in value and prognosticators projected the trend to continue for the foreseeable future.  Most economists and pundits focused on the underlying fundamentals of the United States economy in explaining this decline--historically high trade and current account deficits, combined with large federal deficits and low private savings, were putting downward pressure on the dollar.  It was argued that American consumers (and government) were on a spending binge stimulated by low interest rates, which were being subsidized by inflows of foreign savings.  As long as the imbalances--the Twin Deficits--continue, then the dollar would continue to fall.


While the economic fundamentals are certainly putting downward pressure on the dollar, this paper argues that its recent decline is symptomatic of the decline in the dollar related to its deteriorating position as the world’s international reserve currency (IRC).  That is, the dollar’s decline is consistent with the secular decline of the United States economy and its position as the world’s hegemonic power.
  Further, just as Britain tried to maintain its hegemonic position against the rising powers of the United States and Germany in the early part of the last century--which lead to two world wars, history repeats, as the United States attempts to maintain its position against the rising powers of a unified Europe and emerging China.  Further, I speculate that the end of the dollar’s reign as the IRC may formally be signaled in similar fashion to the end of the pound’s reign: a political conflict will play out on the economic battlefield.  

The paper is organized into four major sections.  The first section outlines the conceptual framework used, and the latter three discuss the rise and fall of the dollar based upon distinct historical periods.  The first period covers the rise of the US$ as the world’s international reserve currency from its crowning at Bretton Woods to the emergence of the floating exchange rate system in 1973.  The second period describes the “transitional phase” of the dollar as a reserve currency from 1973 to 2002.   This phase can be separated into two distinct periods: the first, from 1973 to (roughly) 1985, characterized by the era of the petrodollar; the second, from 1985 to 2002, was a transitional phase associated with the secular decline in the dollar related to the declining economic position of the United States.  The last period, beginning in 2002, represents the beginning of the demise of the dollar as IRC, which is a consequence of two factors: the emergence of a competitor(s) to the dollar; and, the change in United States foreign policy from cooperative multilateralism to belligerent unilateralism.  The paper concludes with a look at possible alternatives to the dollar as IRC.
Section I: Conceptual Framework.

There are two important questions to address before analyzing the dollar’s role as IRC.  First, how does a currency achieve IRC status?  Second, what are the benefits a nation derives from establishing its currency as the international reserve currency?

Establishing IRC Status.

Mainstream theory argues that a currency achieves international reserve status only if it is accepted by “the market.”  Similar to a domestic currency, an international currency must perform the main functions of money: unit of account; medium of exchange; and store of value.  Melvin (2004) provides a summary of the relationship between these functions and the benefits an IRC may provide.  As an international unit of account the IRC reduces information costs.  For example, information costs are reduced for private markets when relatively homogeneous primary products or international contracts are priced in one currency.  It may also reduce costs when used in an “official role” as a “pegging” currency.  As a medium of exchange the IRC can reduce transaction costs when used in private transactions or official interventions.  As the most commonly traded currency, the bid/ask spread is typically lower when using the IRC.
  As an international store of value the IRC must maintain its value relative to other currencies.  For example, both private and public holders of dollars will not continue to hold dollar-denominated assets if it loses value over an extended period of time.  Several other characteristics often mentioned as requirements for the nation supplying the IRC are the economy must be large enough to absorb the impact from significant currency flows in and out of the reserve asset, and financial markets must be open and flexible.


Certainly no currency can achieve IRC status if markets do not accept it, but this does not explain why a specific currency achieves IRC status.  In the brief history of the modern international financial system only two currencies have achieved IRC status: the pound under the gold standard; and the dollar from its coronation under the Bretton Woods System (BWS) to its dominant use in the current floating rate system.  The primary determinant in each case was hegemonic power.
  As the dominant economic and military power of the era, Britain established the pound as IRC under the gold standard, and the United States established the dollar as IRC under the Bretton Woods System, then maintained it in the era of floating rates through further hegemonic influence (as discussed in section three).  


In sum, the primary factor that determined the IRC has been hegemonic power; however, once enshrined, the IRC must perform the basic monetary functions on an international scale, otherwise markets will look for alternatives.  Which begs the second question, what are the perceived benefits that accrue to the hegemon from establishing its currency as the IRC?
Benefits of the IRC: current notions of Seigniorage.

The benefits that accrue to the IRC are typically discussed in relation to the concept of seigniorage.  The concept of seigniorage is relatively straight-forward, however its measurement has been the source of much debate and confusion.   Historically, in a full-bodied money system, seigniorage was the fee charged by the “state” to mint coin, since coin could only circulate with the official imprimatur of the seigneur.  In modern use, there are competing definitions.  Melvin (2004) defines seigniorage as “the excess of the face value over the cost of production of the currency,” and states it can be measured as “the financial reward accruing to the reserve currency as a result of the use of the currency as a world money.”  However, this is a rather vague measure, and it shows in his conclusion; “the fact that we have not observed countries competing for reserve currency status indicates that the seigniorage return is likely to be quite small (p. 63).”  

Black (1987) states that seigniorage is the “social savings in the use of the resources that would otherwise have to be expended in mining and smelting large quantities of metal.”  Black is a little more precise in defining the measure:

The value…can be measured by considering the aggregate demand curve for currency, as a function of the interest rate.  The area under this demand curve represents the aggregate flow of social benefits from holding currency, under certain assumptions.  The social cost of holding currency is measured by the opportunity cost of the resources it takes to produce the currency.  If gold were used for currency, its opportunity cost would be measured by the rate of interest that could be earned on those resources if transferred to some other use.  Thus the area under the demand curve between the market rate of interest and the cost of providing paper currency represents the flow of seigniorage or social saving that accrues from the use of paper currency instead of gold (p. 287).

With respect to international seigniorage, Black suggests that substituting a fiduciary reserve asset in place of gold creates similar social gains which accrue to the issuer; however, if interest is paid on the IRC, then “the seigniorage is split between the issuer and the holder.”  There are some difficulties with Black’s explanation.  First, it is not clear how the issuer of the IRC gains seigniorage benefits.  Specifically, how does the United States gain when the dollar is used in place of gold as the IRC?  Second, he suggests that the IRC is more than high-powered money--can it also be an interest-earning dollar asset like Treasury bills? 

Blanchard (2006) defines seigniorage as “the revenue gained [by the government] from creating money.”  The federal government can fund its expenditures through taxation, borrowing, or printing money; or, more precisely, monetization of government debt by the central bank.  Seigniorage is therefore the real value of high-powered money (H) created annually:


Seigniorage =  ΔH/P = ΔH/H x H/P




   (1)
    (2) 
   (3)
Where (1) is the real value of seigniorage; (2) is the percent change in high-powered money; and (3) is the real stock of high-powered money.  Further, dividing both sides by real income (Y) gives:


Seigniorage/Y = ΔH/PY = ΔH/H x H/PY

This equation expresses the value of seigniorage relative to nominal GDP, and based on this, Blanchard concludes: “The ratio of the monetary base [H/PY]…to GDP is about 6%.  An increase in nominal money growth [ΔH/H] of 4% per year…would lead, therefore, to an increase in seignorage of  4% x 6%, or 0.24% of GDP.  This is a small amount of revenues to get in exchange for 4% more inflation” (p. 538).


Blanchard does not discuss the concept of seigniorage within the context of the dollar as IRC, but it is not difficult to extend his notion to the use of the dollar internationally.  Since seigniorage income is equal to the change in the monetary base divided by the price level, then anything that increases the demand for high-powered money increases seigniorage income to the United States government.  As the IRC, the demand for dollars held outside of the United States increases seigniorage income to the government.  Further, an element that has been given little if any notice, the increased demand for the dollar as IRC implies a higher real rate of seigniorage, since the use of dollars overseas has a limited impact on domestic inflation. 

Wray (2003) argues that seigniorage benefits arise from the Chartalist’s notion which states that the demand for a nation’s currency is due to the State’s requirement that taxes are paid in its currency.
   He suggests the use of the term sovereignty instead of seigniorage to reflect the idea that these benefits arise from the State’s sovereign power.  


One of the weaknesses in Wray’s discussion is that he does not adequately explain how the Chartalist demand gives rise to the international demand for dollars; however, he does provide some interesting insights on the seigniorage/sovereignty benefits received by the State.  According to Wray:

If we think of US exports as a ‘cost’ and US imports as a ‘benefit’ to Americans, then a trade deficit that is produced by nations wanting dollars to hold as reserves does generate a free lunch for the US economy taken as a whole, all else equal.  By extension, even those nations that have chosen to float their currencies but that attempt to accumulate dollars as a liquid reserve (perhaps to be used as desired to dirty the float) give some ‘seigniorage income’, or free lunches, to the US economy (p. ?).

However, Wray argues that it is only the State that receives a “free lunch” over time, because private agents must use their income, sell an asset, or issue debt to purchase a foreign good.  As he states:

While ‘seigniorage income’ is sometimes equated to the total quantity of net imports, as we have shown above imports purchased by the non-sovereign population do not provide any ‘free lunch.’  It is only the portion of a trade deficit that is due to sovereign purchases that can be said to provide a free lunch and seigniorage income (p. ?).

Wray suggests that seigniorage income can be measured by the State’s purchases out of net imports, and that the State receives a “free lunch” from the foreign sector in doing so.  While Wray is on the right track, his argument is somewhat lacking.  For example, if the State runs a balanced budget, how can it receive a “free lunch” when it purchases imports with taxpayers’ money? 

Based upon these notions of seigniorage and the functional demands for money, I attempt to derive a framework for measuring the benefits of the IRC in the next section.

C. A Framework for Measuring the Benefits of the IRC.


Seigniorage income is related to the annual revenues received by the State.  Total annual State revenues equal tax revenues plus the deficit, and the deficit is measured by the value of Treasury securities issued each year.  Seigniorage income has been defined as the resources received by the State gained by the ability to issue its own currency.  However the State does not directly issue currency to the public; it is issued through the banking system via monetization of Treasury securities by the Federal Reserve.  Blanchard measures this income as the real additions to the monetary base; however the monetary base is expanded as a consequence of the Fed purchasing securities, so one could also measure these benefits as the real annual purchases of Treasury securities by the Fed.  

Wray argued that the State also receives seigniorage income through “the portion of the trade deficit that is due to sovereign purchases.”  This idea needs further clarification.  If the State runs a balanced budget, then it is purchasing goods and services (foreign or domestic) with the tax revenues it received from its citizens.  If this is the case, how can the State receive a “free lunch” from the foreign sector when it is using resources transferred from its domestic residents to purchase imports?  I argue that the appropriate way to measure additional seigniorage income received by the State is through the proportion of the deficit financed by official foreign sources. 

The annual deficit can be separated into three components: first, purchases of Treasury securities by private economic agents both foreign and domestic; second, purchases of treasuries by the Fed (Blanchard’s notion)--what I call pure seigniorage; and third, purchases of treasuries by official sources as a consequence of a pegged (or fixed) exchange rate policy—what I call voluntary seigniorage.  Private purchases of treasuries by domestic or foreign investors are determined based upon their risk and return preferences.  The Fed’s purchases are of course a function of its current monetary policy.  Official purchases are, for the most part, a consequence of a country’s foreign exchange policy.
   Dooley et al (2003) state that Asian countries are currently pursuing a policy which they describe as a revived Bretton Woods system.  For example, China uses dollars accumulated through its bilateral trade surplus with the U.S. to buy treasuries (and other assets) in order to maintain its exchange rate at a (relative) low value in support of its export-led growth strategy.  By purchasing (and holding) treasuries, China provides additional voluntary seigniorage income to the U.S. government; and, contrary to what Wray suggested, it does not matter whether the government uses those funds to purchase domestic or foreign products.  Seigniorage income is provided by the purchase of Treasury securities, not the purchase of imports by the State.  In effect, when the People’s Bank of China (PBC) purchases dollars with yuan from private Chinese banks, then uses those dollars to purchase US treasuries, it has transferred some of its seigniorage income to the US.

Based on the above discussion, I argue that the benefits the State receives when its currency becomes the IRC can be separated into four types: first, increased use of dollars (both legal and illegal) outside the U.S. allows the Fed to provide a higher level of pure seigniorage income; second, official holdings (whether voluntary or “forced”) of treasuries by the foreign sector which transfers seigniorage income to the US; third, the supra-demand for dollar assets as a consequence of its use as the IRC; and fourth, the benefits that accrue to the State’s finance capitalists through an increase in dollar deposits held at U.S. financial institutions.  

The first way the State benefits by providing the IRC is through the pure seigniorage income it receives.  The increased demand for dollars circulating outside of the U.S., first, increases the demand for high-powered money, and therefore monetization of more debt (ΔB), and second, dollars circulating outside of the U.S. should not impact domestic inflation (there should be no concomitant increase in P as Blanchard suggests).  


The second way a nation benefits from issuing the IRC is through voluntary (or transferred) seigniorage.  As I define it, voluntary seigniorage occurs when foreign central banks use dollar reserves, accumulated from a trade surplus with the U.S., to purchase Treasury securities.  This may be done to pursue an export-driven development policy, or, as described in the next two sections, it may be a consequence of hegemonic influence. 

The third way a nation benefits by providing the IRC is through the supra-demands created by its use internationally.  The value of a currency in a floating rate system is a function of the supply and demand for the currency used for international transactions.  Most currency flows are determined by trade and investment flows; however, as the mainstream argument states, there are additional demands for the dollar as IRC based upon its use as an international unit of account, medium of exchange, and store of value.  Anything that increases the demand for the IRC internationally creates a demand over and above the fundamentals derived from trade and investment flows and increases its value in relation to other currencies. A higher foreign exchange increases the standard of living of US residents vis-à-vis foreign residents, as US residents (including the State) get to purchase foreign goods, services, and assets “at a discount.”  

In most cases the supra-demands for the dollar as IRC are related to the functions of money described earlier; however, as I discuss in section three, the U.S. used its hegemonic position to preserve and maintain the dollar’s IRC status in the era of floating exchange rates by ensuring that payment for international oil transactions were made in dollars.  Requiring oil payments in dollars created a supra-international demand for dollars, which directly increased the dollar’s use as a unit of account, medium of exchange, and store of value.

The fourth type of benefit accrued to the hegemon through issuing the IRC is related to the nature in which forex reserves are held.  According to Meulendyke (1998):
The proportion of official financing of the U.S. current account deficit changes not only as foreign central banks accumulate dollar reserves, but also as foreign central banks shift the composition of investments of existing reserves among instruments.  Official financing is the increase in the dollar reserves invested in the United States plus reductions in the reserves of the United States.  Central bank investment of dollars tends to be confined to a relatively narrow but expanding spectrum of high-quality, highly liquid instruments.  Traditionally, these instruments consisted of Treasury securities, deposits at commercial banks in the United States [my italics], private financial instruments such as bankers’ acceptances, a minimum working balance at the Federal Reserve, and repurchase agreements arranged through the Fed.  Now they also include Eurodollar deposits and other eligible Eurodollar instruments such as Eurocommercial paper or Eurobonds issued by government or supranational agencies.  Even in periods of little intervention, foreign central banks may shift their reserves between investment in the United States and those in the Eurodollar markets for portfolio considerations (p. 219).

This could certainly be perceived as an “exorbitant privilege” that accrues to the financial capitalists of the hegemon.  With respect to the dollar, reserves of foreign central banks are traditionally deposited into the U.S. banking system over and above what is needed for day-to-day intervention, and the U.S. banking system receives a fairly stable source of reserves.


The measurement of these benefits would be the net difference over what the Treasury and Federal Reserve hold in foreign reserves deposited in non-U.S. banks.  In addition, with more of these reserves being deposited in Eurodollar instruments, one would have to distinguish between those deposited in US banks and non-US banks.  Historically, this might explain why the Eurodollar market expanded significantly in the 1960s, as European countries running surpluses with the US decided to provide their own financial capitalists with these benefits, depositing their accumulated dollars in Eurodollar accounts at non-US financial institutions.

The benefits that accrue to the financial capitalists of the hegemon could help explain the significant benefits under fixed rate or pegged exchange rate systems.  In a fixed rate system, when a country runs a surplus with the U.S., the demand for its currency is greater than the supply.  In this case, the foreign central bank must purchase dollars by selling its own currency.  Persistent surplus countries accumulate dollar reserves, and as long as they hold these dollars, the U.S. gains because they are either used to purchase Treasury securities or they are“traditionally deposited in the U.S. banking system.”  The State gains seigniorage income and the banking system receives a stable source of funds.  The benefits from seigniorage under a fixed rate system can be “exorbitant” as long as foreign central banks hold the State’s liabilities in the form of bank deposits or treasuries.  

To summarize, the benefits accrued by the hegemon from issuing the IRC are comprised of 1) the seigniorage income provided to the State by the foreign sector as measured by the proportion of high-powered money held outside the U.S.;
 2) the net holdings of U.S. Treasury securities by official sources; 3) the increased value from the supra-demands as the IRC in a floating rate system; and 4) the net dollar deposits by foreign central banks in the U.S. banking system, which give US banks a stable source of loanable reserves.  In the next section I trace the history of the dollar as IRC, and the concomitant history of the U.S. to maintain its status as IRC in terms of the benefits received.
Section II: From Bretton Woods to Floating Exchange Rates, 1944-1973.


Theoretically the BWS was arranged so that all currencies were tied to the dollar and allowed to fluctuate within a one-percent band.  Given that the dollar was tied to the value of gold, countries would buy or sell dollars to effectuate their band, thus establishing the dollar as the major international reserve currency. However, it should be noted that the British pound was also designated as a reserve currency, so nations could maintain foreign exchange reserves in both dollars and pounds to manage their currencies within the BW bounds.  

With respect to trade imbalances, if a country experienced a trade deficit, which put downward pressure on its exchange rate, then it could finance the deficit by borrowing from the IMF.
  A country could borrow up to its “gold tranche” position (one-fourth of its allocation) without approval, but additional borrowings would be subject to various “conditions” designed to correct its trade deficit.  If trade deficits persisted, then the currency would be officially devalued.  For countries running a trade surplus, the increased demand for the domestic currency would be offset by the central bank selling domestic currency for the foreign currency.  Persistent surplus countries were required to revalue their currency.  Surplus countries would tend to accumulate dollar reserves, and deficit countries would borrow dollars (or gold and other currencies) from the IMF.  There was of course one significant exception to these rules, as the numeraire in the system, the US would not intervene in the foreign exchange markets; and if the US ran a deficit, the country with the equivalent surplus had to adjust its currency, or continue to accumulate dollars.  The one constraint on the U.S. was the commitment to buy gold at $35 per ounce.  If too many dollars were supplied to the international sector, the ability to convert dollars to gold would come into question.

In practice, the Bretton Woods System did not provide the dollar liquidity (our leadership) necessary to rebuild the post-war global economy, and combined with increasing influence of socialist and communist parties in various European countries, the US responded with the Marshall Plan.  The Marshall Plan provided Europe with over $13 billion in grants (about 90% of total) and loans from 1948 to 1952 and was heralded as a great success.  As European economies experienced significant growth, interest in communism waned.  As for the exchange rate mechanism, most European countries suspended any exchange of their currencies until 1958, so the actual functioning of the BWS did not take place until this time.    

During this period, two factors helped install the dollar as the unit of account in Europe.  First, was the creation of the European Payments Union (EPU), which was set up to facilitate financing of intra-European trade with dollars.  As McKinnon (1979) described:

The American dollar was formally set up as a unit of account in which intra-European receipts and payments would be denominated as claims against the clearing union (EPU) itself; each European currency was pegged at a fixed dollar parity…The means of settlement was initially 40 percent gold or dollar payments by debtors, and 60 percent net credit extension to the EPU by creditor countries.  With the American financial backing, the EPU itself would make gold-dollar settlements if any debtor country should default…the clearing mechanism within the union…greatly economized on the scarce gold and dollar exchange reserves held by each European country (p. 253)

European trade and growth surged in the 1950s, and the U.S. even tolerated discriminatory tariffs and quotas on American goods so that Europe and Japan could run surpluses and build up dollar reserves.  Supplied with sufficient dollar liquidity, exchange rate controls were lifted, and the formal Bretton Woods System began operation in 1959.  However, as McKinnon argues, it was the early mechanism of the EPU which formerly established the dollar as the “official intervention currency” used by European (and other) central banks to maintain the parity bands established in the Bretton Woods agreement.

The second significant event during this period would signal the “unofficial” enshrinement of the dollar as IRC vis a vis the pound.  In the summer of 1956, Egyptian president Nasser forcefully took control of the Suez canal.  Britain, along with France and Israel, responded militarily and retook the canal in autumn of 1956.  Initially the US tacitly supported the retaking of the canal, but when the Soviets invaded Hungary, the US could not simultaneously criticize the Soviets for invading a sovereign nation while condoning the British invasion.  The US pushed Britain to withdraw, and when they refused, the US pressured them economically:
…there was a run on the British pound as pound-holders switched from pounds to dollars.  The Bank of England had difficulty maintaining the market price at the lower range of the 1 percent band, $2.772/£ [the official price was $2.80/£].  The US Federal Reserve was itself a seller of pounds, and, as a way of pressuring Britain to withdraw from Egypt, the United States blocked British attempts to borrow from the IMF (Grabbe, p. 17).


This politically motivated financial attack on the pound officially signaled the end of its use as an IRC, and the end to the British empire.  As I argue in the last section of this paper, the official end of the American/dollar empire may be signified by a similar, politically motivated financial attack.

While the BWS appeared to function well through the 1960s, it was the hegemonic position of the US that helped maintain this appearance during the era of excess dollar liquidity.  Throughout the late 1950s and 1960s, the US provided over $5 billion annually to the global trading system in the form of military expenditures for foreign bases and unilateral grants (military and non-military) in aid.  As dollar assets held by official foreign sources increased, the ability to exchange dollars at the fixed gold convertibility rate of $35/oz. came into question.
  Since the US provided the military umbrella for Europe and Japan, there was a tacit agreement to maintain their dollar reserves, and not convert them to gold.  The BWS would continue to function as long as surplus countries maintained the policy of non-convertibility.  

In 1967 Britain, experiencing Balance of Payments deficits, was forced to devalue its currency, and with the U.S. experiencing current account deficits, private investors, expecting a similar impact on the dollar, began buying gold with dollar assets.  As a consequence, the U.S. eliminated redemption of privately held dollars for gold in 1968.  Prior to this, the major central banks had established a “gold pool” (in the early 1960s) which was used to keep the private market price of gold consistent with the official dollar-exchange price.
  The US was the main supplier for the gold pool, and as the gold stock dwindled, private transactions were suspended.

The French, under de Gaulle, were a major exception to dollar-gold convertibility.  De Gaulle believed (rightfully so) that IRC status of the dollar conferred upon the U.S. the advantage of seigniorage.  Countries that had trade surpluses with the US--some of which were caused by payments for military bases overseas—were accumulating significant dollar reserves, and as long as the dollars were not converted, then the US gained the benefits of having these deposited in the US banking system.  However, the French refused to go along with the “exorbitant privilege” of the United States and stepped up conversion of dollars to gold into the late 1960s.  The gold stock of the US declined from about $25 billion in 1949 to under $10 billion in 1971.  The inevitability of the Triffin Paradox was realized when Nixon declared on August 15, 1971 that the US would no longer convert dollars to gold.  

Over the next two years the leading industrial powers tried various means to maintain the fixed exchange rate system: several attempts were made to revalue the dollar; currency bands were expanded; and the SDR was created in order to take pressure off of the dollar.  However, with increased capital mobility, speculative attacks on currencies occurred putting more pressure on the fixed rate system, and the inexorable movement toward floating rates culminated with all major currencies moving to a float in March 1973.


In sum, as the new hegemon, the U.S. used the Bretton Woods System to establish the dollar as the international reserve currency and gain the concomitant benefits: pure seigniorage income; voluntary seigniorage income; and the benefits to U.S. financial capitalist.  The U.S. maintained the stability of the system, first, by providing dollar liquidity through the Marshall Plan, and second, by persuading (most) countries to limit dollar-gold convertibility, thus ensuring the U.S. received IRC benefits.  However, not all countries bowed to U.S. hegemony, and as excess dollar liquidity caused gold reserves to decline, convertibility was suspended in 1971.    
Section III: Floating Exchange Rates: 1973-2002.

In reality the exchange rage system that emerged after Bretton Woods was not a pure float, rather it was a managed float system.  And given the size of the U.S. economy relative to other economies engaged in global trade, the dollar was still the most important international currency, and it was the currency of choice for central banks to use as an intervention currency.  However, in the early 1970s, with the U.S. experiencing increased trade deficits, inflation, and slower growth--due to competition from Europe and Japan, and overextending itself on expenditures for two wars (one in Vietnam and one “on poverty”), the excess dollar liquidity caused its value to drop sharply.  In the floating rate system central banks were no longer required to purchase dollars, so the natural outcome of U.S. trade deficits was a decline in the value of the dollar, and therefore a reduction in American living standards.  More importantly, floating exchange rates effectively ended America’s “exorbitant privilege” for its finance capital since foreign central banks could now sell off excess holdings of dollars rather than having to deposit them in the U.S. banking system.

As a consequence, when foreign exchange markets went to a float in February 1973, the dollar fell against the major industrialized currencies: the yen strengthened by 13%, from ¥301 to ¥265/$; and the mark and franc both strengthened by 20%, from DM3.2 to 2.6/$ and from FF5.0 to 4.1/$.  However, through political machinations, the U.S. would not only solidify the dollar’s status as the IRC for another 10 years, it would significantly increase its seigniorage benefits through ensuring that international oil transactions were made in dollars, thus establishing the era of the “petrodollar.”  


As the unit of account under the BWS, one of the outcomes was that oil, especially Middle East oil, was priced and traded in dollars.  Prior to 1973 the price of oil averaged around $3/bl.  However, at the end of 1973 another Arab-Israeli conflict occurred which instigated OPEC to place an embargo on oil exports to the U.S., who was seen as an ally of Israel.  The price of oil increased by 400%, which created a significant increase in the demand for dollars, further strengthening its position as the IRC.  

According to a recent interview with Sheikh Ahmed Yamani, Saudi oil minister from 1962 to 1986, the U.S. may have actually supported the price increase: 

I am 100 per cent sure that the Americans were behind the increase in the price of oil.  The oil companies were in real trouble at that time, they had borrowed a lot of money and they needed a high oil price to save them…King Faisal sent me to the Shah of Iran, who said: ‘Why are you against the increase in the price of oil? That is what they want.  Ask Henry Kissinger—he is the one who wants a higher price.

Yamani did not support the price increase because he was afraid it would create an increase in alternatives and competition from other global suppliers.  Further, according to Spiro (1999), the U.S. made a deal with Saudia Arabia that would maintain global trade and pricing of oil in dollars and have the Saudi Arabian Monetary Authority (SAMA) invest a significant proportion of its oil dollars in U.S. Treasury bills.  While the U.S. got the majority of petrodollars recycled into Treasury securities, in return they offered to provide Saudi Arabia “a security umbrella for the gulf.”  


Requiring the world’s most important natural resource to be purchased in dollars had a significant impact on its demands in the global economy.  It established the dollar internationally as both the unit of account and medium of exchange.  In addition, it increased the need to hold dollar reserve assets by oil-importing nations.  To the extent that dollar-denominated deposits are held outside of the US in the form of cash, Eurodollar deposits, or Treasury securities, it increased the supra-demand for the dollar and provided increased seigniorage income.  This relationship effectively ensured the dollar as IRC in the floating exchange rate system for the next 30 years, and it was created through the hegemonic position of the U.S.  The effect was immediate as the dollar appreciated against the major industrial currencies in early 1974.  The yen rose to nearly ¥290/$ (see Graph 1); the mark to DM2.8/$, and the franc to FF4.8/$.
  

	Graph 1: Price of Oil and Value of Yen
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The major industrialized countries were certainly concerned about the impact the price spike would have on global growth and trade, and attempts were made to ensure that surplus countries would recycle the dollars to deficit countries.  The Europeans pushed for solutions using international institutions like the IMF, but any IMF solution would necessarily reduce the dollar’s IRC benefits.  The IMF offered two solutions to help nations hit by the oil price spike: an increase in the allocation of SDRs, and the creation of an “oil facility.”  The U.S. argued the increase in SDRs would be inflationary and vetoed the proposal.  The oil facility was going to be created by borrowing petrodollars from OPEC, but pleas by Johannes Witteveen, IMF executive director, were met with a small loan of $1.5 billion from the Saudis.  As Spiro states, “Witteveen felt that he was in direct competition with the US Treasury for Saudi funds (p.100).”  The US, via its veto power at the IMF, ensured that petrodollars would be recycled through private markets, which both empowered the dollar and eliminated the SDR as a possible rival.  Of course this was also a significant coup for international finance capital, including US interests.

Given this relationship, Saudi and US interests were becoming more intertwined through the increased amount of dollar assets the Saudis owned--both countries benefited from a strong dollar.  The Saudis tried to use their increased power to gain more influence in the IMF, but the US initially resisted.  While lending funds to the IMF gave the Saudis a temporary director, voting power was based upon contribution percentages.  The US contribution steadily declined from 30% in 1949 to less than 20% in 1978.  Major decisions at the IMF required an 85 percent majority approval, which meant a veto power was given to any country with greater than 15% contribution (like the US).  If the Saudis were allowed to increase their contribution, it could push the US under the veto level.  Given the opposition to increased IMF influence by the US, the Saudis began to talk openly of diversifying their dollar assets and pegging the price of oil to the SDR.  Once again, the US and the Saudis struck a deal: the Saudi position at the IMF was increased by 327%, moving from 38th largest to sixth largest; the US position was increased in order to maintain its current value of 19.52% (and its veto power); and, most importantly, the Saudis would prevent OPEC from pricing oil in any other currency, including SDRs (Spiro, p. 104-5).

After the initial spike in the price of oil drove the dollar back to ¥300/$, it began another decline in mid 1976 driven by the “fundamentals” of rising inflation and US CAB deficits.  By October 1978 the dollar hit a low against the yen of ¥183/$, a 40% decline.
  Fortunately for the US and OPEC, another oil crisis occurred.  In 1979 the Iranian revolution—in which the Shah was overthrown and replaced by Ayatollah Khomeni--disrupted oil supplies, and the price of oil increased from an average of $13-$14 per barrel at the end of 1978 to over $30 by the early 1980s.  As graph 2 shows, the dollar followed suit reaching ¥250 in early 1980 (see Graph 2).
  
	Graph 2: Price of Oil and Value of Yen 7/78-6/80
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However, the high price of oil also engendered what Saudi Oil Minister Yamani had feared, the move toward more efficient uses of resources and increased competition from non-OPEC countries, eventually significantly reducing OPEC’s power.  


As a consequence of high U.S. interest rates and oil prices, the dollar reached a peak in March 1985.  However, the increase was reversed through a combination of the 1987 Louvre Accord, the decline in oil prices, and large US CAB deficits.  By 1989, the price of oil had fallen to $15/barrel and the dollar was at ¥130 (the major currency index fell below 90).  The price of oil rarely exceeded $20/bl. throughout the 1990s, and given the increase in global trade during this period, the dollar declined in conjunction with significant increases in US CAB deficits.  


In sum, after the breakdown of the Bretton Woods System and the movement to floating exchange rates, the ability of the US to extract seigniorage benefits was reduced significantly.  As economic fundamentals caused the dollar to decline in value, the US used its hegemonic position to reestablish and increase the demand for dollars as the IRC: the US made a deal with the Saudis to ensure that oil was priced and sold in dollars, and given the first oil crisis, this raised its value and its IRC benefits.  The petrodollar created a supra-demand for dollars as oil-importing nations needed dollars to purchase oil.  The increased demand and use of the dollar internationally, combined with the Saudis agreement to purchase a significant amount of Treasury securities (providing voluntary seigniorage) maintained the “exorbitant privilege” of the US in the floating rate system.  From the start of this agreement in 1973 through the dollar’s peak in 1985, its value was closely tied to the real price of oil.  However, after the second oil crisis raised oil above $30/bl, it set into motion market forces which would reduce oil prices and cause a long-term decline in the dollar consistent with the declining ability of the US to compete globally, as evidenced by increasing trade deficits.  These factors did not end the dollar’s reign as the IRC or eliminate the seigniorage benefits, but it did significantly reduce them.  In the next section I discuss the factors that (I believe) will end the dollar’s status as the IRC and our exorbitant privilege.
Section IV: The Decline of the Dollar as IRC: 2002-?

Entering the new millennium, the US dollar is still ensconced as the world’s IRC, and the influence of oil prices on the value of the dollar appears to have been minimized, with some marginal supra-demand outside of normal trade and investment transactions.  However, recent evidence suggests oil’s influence has only been dormant.  As the price of oil began to increase from its $25-30 range, into the $60 range, the dollar also began an unexpected rally.  Since the beginning of 2005 the dollar increased against the yen by almost 20%.
  


While the price of oil can still impact the value of the dollar, I argue that several recent factors have created the conditions which will end the dollar’s reign as the IRC: first, the emergence of a competitive international store of value; second, deteriorating economic fundamentals; and third, political issues associated with America’s shift toward a (belligerent) unilateral foreign policy.  I argue that the economic fundamentals alone are not a sufficient condition to end the dollar’s reign as the IRC.  While economic fundamentals can cause shifts toward alternative stores of value, this does not necessarily imply that one of the alternatives will replace the dollar as IRC.  The necessary secondary conditions are the latter two factors: a viable alternative—one that can support a significant shift in the demand for its use internationally; and a change in the political will of a nation or nations to marginalize the use of the dollar as a reserve currency.  To be clear, I am not arguing that this shift will occur over a short period of time; rather, I am arguing that we will look back at this period as the start of the dollar’s decline as the IRC.
 
A. Alternative International Stores of Value

Since the beginning of the floating rate system, the dollar’s use as the international reserve asset held by official sources has fluctuated based upon trend movements in its value.  There was no significant alternative to the dollar until the late 1980s, and, up to that point, central banks were limited to holding the yen or DM.  Table 1 shows the shares of national currencies in the total identified official holdings of foreign exchange.
Table 1

	Share of National Currencies in Total Identified 
	
	

	Official Holdings of ForEx by All Countries

	Year
	1977
	1981
	1985
	1989
	1993
	1997
	2001

	US $
	89.3
	73.1
	65.1
	51.4
	55.6
	68.4
	68.3

	DM
	9.3
	13.4
	15.5
	17.8
	14.0
	12.9
	na

	Yen
	2.5
	4.3
	7.6
	7.2
	7.7
	5.2
	4.9

	ECU
	
	
	
	10.8
	8.6
	5.0
	na

	Euro
	
	
	
	
	
	
	13.0

	================================================

	Source: Melvin (2004).
	
	
	
	
	


As the dollar fell from its peak in March 1985 there was a significant move toward other international stores of value by central banks.  It is clear that the world desired a dollar alternative--with the emergence of the ecu, there was a significant movement out of the dollar and into this precursor of the euro.  In the late 1990s the dollar began a long term trend increase, fueled by the strong US economic expansion which attracted foreign capital.  During this period, central banks again accumulated the dollar as reserve currency.  In addition, with the initial creation of the euro in 1999, there was much uncertainty surrounding its value relative to the dollar during this period.  

The important conclusion from this cursory look at the data is that there is a demand for alternative stores of value when the IRC does not perform its store of value function.  With the creation of the euro in 1999, and the growth of the European Union, creating an economy equivalent in size to the US, there is now a viable alternative to the dollar as an international store of value, and possibly as a new IRC.  
B. The economic fundamentals of the dollar 

With the recent decline in the dollar that began in February 2002, most analysts blamed the decline on “global imbalances,” and underlying their reasoning is the “Twin Deficits” argument.  Through manipulation of the national income accounts, one can derive the following relationship:



X – M = (S – I) + (T - G)

Where (X – M) is the Current Account Balance (CAB), (T – G) is the government budget, S is national private savings, and I is national investment.  The basic argument is that if private and public savings are in deficit, then the CAB must be in deficit, which implies an inflow of foreign savings.  Since 2000, the government budget went from surplus to deficit, and private savings have also declined.  Most analysts have argued something along the lines that foreign countries are willing to provide savings to finance the “consumption boom” in the US because it helps their own economies; however current values have gotten out of line and need readjustment.  The rise in the CAB deficit to (about) $600 billion in 2004 reflects an equivalent need of foreign savings, and this certainly is not sustainable.  The most common suggestion for readjustment is to improve the government’s budget deficit through tax increases: 


As difficult as it is for the president to admit, the solution is a tax increase.  This will decrease domestic consumption, reducing the current account deficit, reduce the issuance of treasuries, and make the US a good place for long-term investment the way it was in the 1990s.

An alternative cure for the trade deficit is a decline in the value of the dollar.  A depreciation of the dollar will make US goods and services cheaper relative to foreign goods and services.  In most cases a CAB deficit would put downward pressure on the dollar, and, over time, the trade balance would improve.
  However, Asian economies have been reluctant to let their currencies fall relative to the dollar because they depend upon exports for growth, and the US is their largest market.
 

The current economic fundamentals have put the dollar in a precarious position, but as long as foreign investors and central banks continue to purchase dollar assets with dollars generated from their trade surpluses, there is no reason for the dollar to decline.  China, Japan, and others are willing partners because their growth strategies are export-dependent.  In fact, over the past couple of years, as private capital flows in the US have waned, official flows have increased--Asian central banks have been responsible for propping up the dollar.  In the latter part of 2004, Japan pursued the extreme policy of printing yen and purchasing dollars on the foreign exchange markets.  Given the ability of fiat currencies to maintain the dollar via continued purchase of US Treasuries or accumulation of dollar reserves, the economic fundamentals alone are not enough to cause a dollar crash, or end the dollar’s reign as IRC.  The necessary final condition for the decline of the dollar is political will. 

C. Political Economy of the dollar’s demise.

The economic fundamentals have certainly created the conditions for a significant decline in the dollar, and the euro represents an alternative international store of value that could absorb a significant shift out of dollar assets.  What political motivations will trigger the end of the dollar’s reign?  I believe the recent long term decline in the dollar was triggered by the current unilateralist policies dictated by the neoconservatives who control the Bush administration, and the end of the dollar’s reign will occur in similar fashion to the pound: a political conflict could well play out on the economic battlefield in the form of a dollar sell off.  There are two aspects to consider here: first, the issue of petrodollar dominance; and second, the costs and benefits associated with attacking the dollar.

The Bush administration’s unilateralist foreign policy has triggered a backlash against the use of the dollar in international oil sales.
 Since the Iraq war several countries have announced a move toward pricing oil in euros and away from the dollar.  President Putin has stated on several occasions that Russia will consider selling oil in euros, since nearly half of their sales are with Europe.  Venezuela’s Chavez has created barter oil deals with other South American countries, and has also publicly stated he is thinking about selling oil in euros. Interestingly, Saudi Arabia has suggested selling oil in euros as well.  Maybe the most significant development is that Iran has announced the creation of its Oil Bourse in March 2006, which will officially begin pricing and selling oil in euros.  While there has been much talk of selling oil in euros, in fact, according to data from the Bank for International Settlements, OPEC countries have already begun to shift reserves away from the dollar, as dollar-denominated deposits fell from 75% in 2001 to 61.5% in mid 2004.
  


The decline in the dollar from 2002 to 2004 has also triggered a movement from the dollar by other official sources, as central banks have begun to reduce dollar risk and diversifying their portfolios.  A recent survey of central bank reserve managers indicates that 70% increased their exposure to the euro over the last two years, and 47% expected the growth of official reserves to fall from 66% to 20% over the next four years, which bodes even more trouble for the dollar.


The second issue to consider is whether the cost from a collapse of the dollar will outweigh the benefits, specifically for Asian countries that peg to the dollar in support of their export-driven growth strategies.  Asian central banks now hold 70% of global reserves, estimated to total $3.8 trillion, with two-thirds of these in dollars.  Asian economies, specifically China and Japan, have pegged their currencies to the dollar, and, in doing so, have accumulated significant sums of foreign currency reserves and Treasury securities.  China and Japan hold roughly $1.5 trillion of these dollar reserves.  Some economists are calling this a “revived Bretton Woods System.
  


The Asian economies have created a situation similar to the US-Saudi relation of the 1970s: by accumulating significant dollar reserves, their interests are somewhat tied to maintaining the dollar’s value—the strong dollar adds to their growth strategy and it maintains the value of their dollar holdings.  This situation among the Asian central banks is analogous to the “tragedy of the commons” problem (or more like the “prisoners’ dilemma”).  With nearly $3 trillion held as global reserves, and with the “fundamentals” expected to continue the dollar’s long term decline, it is in each nation’s individual interest to diversify out of dollar assets; and if this collectively happens, it will cause the dollar to crash.  The optimal strategy is collective support of the dollar.  However, with U.S. CAB deficits approaching $800 billion annually, it creates increased pressure on the countries adhering to the dollar-support strategy.  Even so, under the current circumstances it appears that the benefits from maintaining their dollar pegs outweigh the costs of dumping the dollar--anything that destabilizes the U.S. economy will feedback and impact their own economies.  If anything, a gradual decline in the dollar would seem to be beneficial for all involved. 


Will the dollar bubble burst?  The current economic fundamentals have created a situation where potential political conflicts could be met by an economic attack on the U.S. economy, similar to what the US did to Britain during the “Suez Crisis” of 1956.  The events of 1956 signaled the end of Britain’s role as the hegemonic power, and the emergence of the U.S.  Similar events seem to be unfolding between China and the US.  


China is the fastest growing economy in the world, and it is experiencing significant demands for energy and other vital natural resources.  China has recently signed deals in South America, including oil deals with Venezuela.  The CIA recently announced that China is now the most important potential military threat to the US.  Most importantly, China’s main supply of oil and natural gas comes from Iran, and they recently signed a $100 billion agreement to both purchase and develop oil and natural gas fields there.  Also, Iran’s euro-based Oil Bourse represents a threat to petrodollar hegemony.  The U.S. is again beating the drums of war, and Iran appears to be the next target.  I believe that if the U.S. attacks Iran, either through invasion, air strikes, or proxy air strikes from Israel, it is quite possible that China will respond with a financial attack on the dollar.  The foreign exchange markets are extremely jittery at the moment.
  An attack on the dollar will raise interest rates significantly, which could cause a severe recession in the U.S.  A U.S. recession would have feedback effects on China’s (and the world) economy. 
  However, I believe that China will value the long term benefits associated with restraining the U.S. (as measured by maintaining its supply of natural resources) over the short term costs to its economy from a U.S. (and probably global) recession. 
Conclusion

A dollar crash will signal the beginning of the end of its reign as the IRC. The complete process will of course take some length of time depending upon the extent that Europeans are willing to allow the euro to take on more IRC responsibilities.
  Will the euro overtake the dollar as the next IRC?  Historically, the global hegemon has established its currency as the IRC.  I do not see Europe as the next economic and military power, so I view the euro as temporarily (and not by choice) taking on IRC roles caused by the (politically) desired shift away from the dollar.  Over the next several years, the dollar will continue to shrink as a percent of official reserve assets, losing ground to the euro, yen, and other currencies.  The dollar will continue to experience a decline in its use as the international unit of account, medium of exchange, and store of value.  Is there an alternative?


The only country that appears to have the characteristics necessary to achieve IRC status, dominant economic and military power, is China.  Once China integrates its financial sector into the global economy, I look for the renminbi (or yuan) to play an increasing role in the international financial system.
  It is also quite possible that the world’s central banks will push for an international currency like the SDR, but that is the subject for another paper…..
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� For purposes of this paper, hegemon is defined as the nation that is the dominant economic and military power, and uses that power to effect changes that benefit the nation economically and politically.


� For example, if one wants to trade Mexican pesos for Saudi riyals, it is often cheaper to use the dollar as a vehicle currency, first trading pesos for dollars, then trading dollars for riyals.  


� For discussion on the British era see M. De Cecco’s (1974), Money and Empire: The International Gold Standard, 1890-1914. 


� For a complete discussion of Chartalism see Wray (1998).  


� It should be noted that this statement is prefaced with, “if we ignore the negative impacts on the US economy (possible loss of jobs and industry, depression of aggregate demand) that result only if the US does not adopt policy to ensure full employment at home.”


� A more detailed discussion of the ideas in this section can be found in Schmidt (2005).


� As I discuss in the next section, the U.S. has used its hegemonic power at various times to “persuade” countries to purchase its Treasury securities.


� Of course this is also a part of the supra-demand impact since these dollar assets are not sold in the FX markets.


� The Federal Reserve estimates that some two-thirds of all dollars are held outside of the U.S.


� The history of the Bretton Woods System is well known, so I will focus mainly on those points germane to the discussion related to IRC benefits.  


� Countries initially contributed funds based upon size of national income and importance in world trade.  Contributions were comprised of 25% gold (“gold tranche”), or the currency convertible to gold (dollar), and 75% of its own currency.   


� Robert Triffin was one of the first to note the issue of the rising need of dollar liquidity to support the international trade system and the fixed convertibility of dollars to gold, which became known as the “Triffin Paradox.”


� The private market for gold was located in London, so the Bank of England was the primary “manager” of the gold pool.


� From an interview in The Observer January 14, 2001.


� Probably the best example for analyzing the petrodollar chartalist thesis is Japan and the yen, since Japan imports all of its oil.


� The Federal Reserves index of major currencies declined over the same period from 107 to 92, a 15% decline.  


� Certainly high US interest rates also contributed to the rise in the dollar in the early 1980s.  I’ve included graphs of the yen and US T-bills in an appendix. During the first oil embargo interest rates do not appear to have affected the exchange rate much; however, during the second oil shock there does appear to be a significant impact.


� Apparently, all that was needed was a large enough increase in the price of oil, and of course the Fed’s interest rate increases over the past year.


� For a discussion on how entrenched the dollar is as IRC, see Ponsot (2005).


� Stephin Cecchetti, “Say it softly: the solution is a tax increase.”  The Financial Times, Novermber 23, 2004.


� The initial impact from a depreciation worsens the trade deficit, then there is eventual improvement: the “J-Curve effect.”


� Some economist argue, even with the drop in the dollar that the productive capacity of US export industries has declined to such an extent, we no longer have the ability to eliminate the trade deficit.  David Hale, editorial in the Financial Times date(?).


�One of the motivations for this paper was an article that circulated on the internet by W. Clarke who suggested the “real motive” for the Iraq war was that Saddam Hussain initiated selling Iraqi oil for euros.  See W. Clark, “The Real Reasons for the Upcoming War With Iraq: A Macroeconomic and Geostrategic Analysis of the Unspoken Truth.” � HYPERLINK "http://www.ratical.org/ratville/CAH/RRiraqWar.html" ��www.ratical.org/ratville/CAH/RRiraqWar.html� While Iraq did begin selling oil for euros in November of 2000 (generating a nice little profit), I personally don’t believe it was the primary reason for the war.  


� The New York Times, “OPEC Nations Seen Cutting Worldwide Deposits in Dollars,” December 6, 2004.


� Financial Times, “”Central Banks Shift Reserves away from US.”  January 25, 2005.


� See Dooley, Folkerts-Landau, and Garber (2003).


� In 2004 rumors that the Bank of Korea was selling dollars caused the dollar and stock markets dropped sharply.  Recent rumors that China was reducing its dollar reserves also rocked the markets.  


� However it’s quite possible that a recession in the US could have a perversely positive impact on China’s trade surplus; with about 50% of the US trade deficit driven by Walmart, a recession might cause more demand at the discount store.


� Specifically, Europe would need to transition to a net exporter of euros and begin running CAB deficits.


� In fact, last week China announced that it will allow thirteen international banks to become “market makers” in the yuan.  
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