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DOMINANCE SHIFTS AND INTERNATIONAL CURRENCY LEADERSHIP: 
PAST PATTERNS AND FUTURE PROSPECTS 
 
Mark D. Troutman, PhD 
 
George Mason University, 2010 
 
Dissertation Director: Dr. Charles C. Rowley 
 
 
 
 
This dissertation traces changes in the dominance patterns of national 

government currency holdings.  The work employs an analytic history technique 

to identify those factors and the process that leads to changes in identified 

patterns.  The work posits a model of three “lenses” that combined provide a full 

understanding of changes in dominance patterns.  The elements of the lenses 

are informed by factors that have been shown by previous research to be 

determinants of official reserve holdings.  The first lens posits that currency 

dominance shifts when the incumbent undermines the value of the dominant 

currency in the presence of a qualified successor.  The second lens views the 

dominant currency as a solution to a coordination problem posed by trade and 

settlement flows.  Dominance changes when trade flows and settlement 

structures alter to the point that a successor currency provides a superior 



solution.  The final lens views dominance in a public choice context.  Nations vie 

for center currency status in order to capture the benefits and diffuse the costs 

over a large population.  The work concludes by offering analysis of the dollar’s 

present position in relation to potential rival currencies. 



 
 
 
 

Chapter I: Theory of Currency Leadership – Foundations of Dominance 
Patterns 

 
The Role of Money: Introduction 

 Money is a fundamental concept of economic theory that is critical to 

developed market economies.  Some of the most elementary economic 

questions concern the composition of money, its uses and limits.  These 

questions are applicable both in international and domestic contexts and form the 

basis for inquiry of this dissertation.  This work seeks to explain those factors 

which explain shifts in the pattern of dominance among vehicles of international 

exchange.  Inquiry focuses on the dynamic of “regime change” in the choice of 

center currency as part of the international monetary system.  The first chapter 

will review money’s fundamental attributes and extend this overview into the 

international realm in the second chapter.  This literature review will form the 

basis for development of a general theory to explain changes in dominance 

among international currencies.   

 The theoretical review will consider the function and composition of money 

as a basic concept.  This section will also outline forces which guide the selection 

of a particular instrument for the role of facilitating exchange.  Chapter 2 will 

consider attributes of international markets which form the basis for emergent 

dynamics, and take up the question as to whether there is any fundamental 
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difference between national and international markets.  The chapter will also 

consider the literature which explains the emergence of vehicle currencies and 

patterns of hierarchy found within international markets.  With a firm 

consideration of the basic attributes of money and an extension into the 

international realm, the work will proceed to a more general model in chapter 

three which explains changes in dominant currencies and provides the basis for 

testable propositions. 

 

Money: Basic Concepts 

 Money creates utility from its role in facilitating exchange.  For instance, a 

farmer who brings eggs to market has a commodity of small and perishable unit 

value.  Eggs are required frequently and in small quantities for the recurring 

preparation of meals.  The brick mason brings goods to market which individuals 

demand infrequently and in large quantity for the construction of structures.  The 

egg farmer’s desire to exchange goods with a brick mason presents the 

challenge of different unit values, longevity characteristics and demand 

frequencies.  In isolation, these dissimilar attributes of good, quantity and timing 

would be barriers to exchange. 

 The attributes of specific goods present information problems for each 

individual.  Knowing fully the attributes and quality of their own goods, each 

individual faces the problem of discerning the quality of other goods in the market 

and transmitting at lowest cost similar information about their own goods.  In 



either case, both parties desire baskets of goods and services for their single 

commodities which the other party is unlikely to provide.  A market of many 

goods further complicates the problem of exchange.  This desire for consumption 

baskets represents the problem of establishing mutually acceptable rates of 

exchange between all goods.  Prices transmit this information, but absent a 

common value standard, prices transmit little information of value. 

 Money derives utility from its ability to solve the challenge of eggs and 

bricks and facilitate efficient market transactions.  This utility flows from at least 

three distinct, often coexisting problems.  First, money eliminates the need for a 

“double coincidence of wants” in goods that buyers and sellers require in any 

exchange (Jevons, 1875).  The utility of money in all transactions makes it 

universally desirable to the extent it is universally accepted.  Second, money 

solves the non-simultaneity problem - wants tend to occur in different times and 

places. 

 Third, money solves the non-divisibility problem.  Satisfaction of wants is 

limited to the extent to which goods are divisible for exchange.  Money can be 

made as divisible as necessary to facilitate transaction.  Alchian (1977) adds a 

fourth function to money, which can attain its own brand acceptance with low 

cost and easily verified value.  In so doing, money becomes the intermediary 

vehicle of exchange, eliminating the need to establish bilateral relationships 

between commodities.   

 3



 Money in its purest form represents a non-interest bearing security that 

facilitates exchange in order to realize market efficiency.1  By facilitating the 

exchange of goods and services with a fungible medium, money permits a 

division of labor and specialization.  The result is efficient production and 

consumption, with maximized social welfare in the economic sense.2  Thus 

where there are transactions, one can expect to see money appear shortly. 

 To be viable, money must possess a recognized value and wide 

acceptance.  Historically, the value problem has been solved by the employment 

of media with an accepted intrinsic value and high “sale ability” (Menger, 1892).  

High use commodities such as salt have filled the role, but precious metals 

formed into tokens of recognized purity have most commonly gained acceptance 

as transactions media.  Precious metals possessed the desirable properties of 

scarcity and intrinsic worth necessary to carry value in the marketplace.  

                                                 
1 Jevons describes money as “…simply any commodity esteemed by all persons, any article of 
food, clothing, or ornament which any person will readily receive, and which, therefore, every 
person desires to have by him in greater or less quantity, in order that he may have the means of 
procuring necessaries of life at any time.”  In its most basic form, money is a commodity which 
carries value but does not in itself bear interest. 
 
2 In The Wealth of Nations, 1776, Book I, Ch. IV.  Smith establishes the concept of division of 
labor and resulting market efficiency in Chapters I – III of Book I.  This forms the fundamental 
premise of the market economy that is the foundational concept of The Wealth of Nations (WON).  
Smith introduces the idea of money as an enabling device to achieve the division of labor by 
facilitating exchange.  Money appears because of the division of labor and the desire to exchange 
in order to achieve greater efficiency. 
 

“…In order to avoid the inconveniency of such situations, every prudent man in every 
period of society, after the first establishment of the division of labour, must naturally 
have endeavoured to manage his affairs in such a manner, as to have at all times by him, 
besides the peculiar produce of his own industry, a certain quantity of some one 
commodity or other, such as he imagined few people would be likely to refuse in 
exchange for the produce of their industry…” 
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Acceptance has often been largely informal, of an emergent kind established 

through exchange.  Those formal structures necessary to establish the purity and 

weight of the instrument represented the basic costs necessary to employ the 

media. 

 

Money: Its Relevant Time Frame 

 Fisher (1965) extended the idea of money as a device to value and 

facilitate the transfer of contingent claims, some of which carry a time element.  

Such a concept allows for the fact that the device of money carries a value by 

virtue of its ability to convert time deposits into liquidity.  Money in this sense 

represents a store of value in the form of capital through which agents may 

establish and transfer time contingent claims in a public or private context.  

Fisher’s concept is expansive, including both money flows and non-monetary 

flows in the form of services rendered by a capital good.  The common attribute 

of these flows is the valuation and expression in the form of money. 

 Hicks (1946) refines the concept of money to include certain time deposit 

securities.  These securities bear no interest and their face value equals their 

present value.  Hicks also points to the value of safety and liquidity as critical for 

sound monetary attributes of short term instruments.  Therefore, it is appropriate 

to consider certain highly transacted securities as nominal forms of money due to 

their ability to hold value over short ranges of time. 
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Money and Price Signals – the Unit of Account Function 

 Information is crucial to the dynamics of exchange.  Prices play a central 

role in transmitting information in a rapid and efficient manner (Stigler, 1961).  

Through the price mechanism, buyers and sellers are able to infer characteristics 

such as quality and scarcity of a good.  Prices provide information necessary to 

prioritize and allocate resources in accordance with wants. 

 An extension of the common value function permits the transmission of 

price information according to a uniformly accepted standard.  Alchian (1977) 

presents a simple example in which novices quickly establish the value of three 

dissimilar goods in terms of a single numeraire.  Experts accumulate information 

regarding the individual goods and transmit the attributes to the broad 

marketplace in terms of the chosen numeraire.  With the attributes of the 

common numeraire understood, the attribute of the individual goods and their 

relationship to one another are quickly understood.  In the same manner, 

additional goods enter the marketplace quoted in terms of the single numeraire.  

Market participants quickly discern attributes and adjust their assessments as 

they see changes in market quotes.  Price, expressed in terms of the common 

unit, serves as the transmission mechanism. 

 Money serves efficiently as the unit of account when its intrinsic value is 

understood.  A single universal standard forms a low cost solution as it eliminates 

the need to establish the relative value between multiple standards.  As the level 

of transactions grows larger, the amount of information transmitted through the 
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single standard increases.  Money as a single standard with universally 

established value serves as the unit of account in the transmission of price 

information to markets. 

 

Competing Monies 

 National governments typically provide money by designating a specific 

instrument as legal tender.  Government spends, makes official payments, and 

collects revenues in the national currency which affords the designated currency 

a natural advantage.  The national currency enjoys a monopoly status over the 

realm of transactions conducted within the boundaries of the national monetary 

authority.  Therefore, national currency arises as an authoritative solution to the 

requirement for efficient transactions within a defined political area (Hartmann, 

1998, p. 13).  Acceptance follows from the rule of law produced by the state, 

provided it acts with a monopoly over the legal application of coercive force.  The 

designation of media as legal tender has historically been one solution to the 

acceptance function. 

 Government action is not a necessary condition for the establishment of a 

transaction medium.  Acceptance is the requirement for a currency to be used in 

exchange.  Elementary economic texts abound with examples of goods accepted 

as currency with clearly discernible exchange values in the absence of a 

government authority.  Legal designation by a government is one solution to the 

transaction coordination problem.  A second solution is for market participants to 
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allow emergence of a common standard from the market through informal 

agreement.3  A recent example is the situation of post-invasion Iraq in which the 

US dollar was more widely accepted than the officially sanctioned dinar because 

of the latter’s uncertain value, tenuous nature of the Iraqi government and 

stronger stance of the Coalition Provisional Authority in the creation of economic 

activity. 

 Economic history reveals several examples of currency developed through 

a competitive market process among financial intermediaries with little or no 

government involvement.  In such processes, financial intermediaries set 

currency levels secured by the asset holdings of their institution.  Intrinsic value 

of the issued currency derives from the right of the holder to exchange the 

instrument into assets at any time, which forms the basis for the exchange of the 

currency instrument in the wider marketplace.  Competition between rival 

intermediaries safeguards the value of the constructed currency against 

excessive issue.  Those entities that create currency in excess of the ability to 

sustain conversion into an underlying asset will find their issue devalued when 

compared to rival intermediaries that issue currency in a more sparing manner.  

Tullock (1975) presents a simple framework in which market agents faced with 

multiple currency choices select that instrument, or a mix of instruments, that is 

                                                 
3 Hayek (1976) presents a concept in which competing banks issue currencies and market 
participants choose the best candidate according to their assessment of the relative strength of 
the instrument.  Though he is not speaking of international currency, this in essence describes 
the fundamental dynamic behind the emergence of certain currencies as international leaders. 
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most useful in transaction and retains value.  Market agents discount competing 

media to the extent uncertainty develops regarding intrinsic currency value.4 

 A system of multiple currencies introduces the competitive dynamic that 

identifies currencies which retain value and eliminates inferior instruments.  Such 

an outcome requires agents to act in their self interest and little government 

involvement past the enforcement of contracts voluntarily concluded by private 

agents (Dowd, 1988).  Disadvantages in a system of multiple competing 

currencies include the increased information costs required to evaluate 

instruments and devise rates of exchange between them.  The desire of 

individuals to hold that instrument which is most transactable and best holds 

value will drive viable currencies to a few or a single currency.  As the utility of 

money derives from the desire of other agents to use it in transaction, network 

externalities will accrue with attendant value on that currency which the majority 

of agents select.  This monopoly benefit provides the incentive to issue excess 

currency, deflate its value and harvest seignorage benefits. 

 The primitive consideration of money thus constructed indicates that use 

in transaction and ability to retain value over time are features that establish the 

desirability of a currency.  The ability to control the issue of money provides a 
                                                 
4 Tullock (1975 cites postwar China and Korea 1952-53 as situations in which multiple currency 
forms circulated in common.  Briones and Rockoff (2005) recount the examples of Scotland (1700 
– 1800s), Canada (1800s), Sweden (1800s), Switzerland (1826 – 1907) and Chile (1860 – 1880) 
as successful examples in which a decentralized bank structure issued rival currencies and 
contained devaluation of the instruments.  The ante-bellum example of the United States (1826 – 
1862) stands as a less successful example because of multiple state standards which resulted in 
a confusing array of instruments.  Larson (1992) points out that in 1836, as many as 12,000 kinds 
of currency of domestic and foreign origin circulated in the US, with as many as 5000 considered 
counterfeit or fraudulent.  The example does not invalidate the competitive proposition, but does 
introduce the idea that too many instruments may emerge. 
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valuable monopoly benefit that allows for the extraction of value through 

seigniorage.  In this concept, the issuing authority compels acceptance of a 

designated currency at a set rate while it issues the currency with a reduced 

value.  Individuals accept payment from the sovereign at full value and the 

monetary authority retains the difference between the full and issued value as 

purchasing power.  Transactions continue to the extent that alternate instruments 

are too costly to procure or the costs of evasion exceed the transacting in the 

mandated instrument.  Any consideration of money which fails to account for 

incentives which accrue to authoritative and monopolistic issue represents an 

incomplete picture. 

 

Summary 

 The private and public uses of money appear below in tabular form and 

flow from the roles of money built from money in its basic concept.   

 
 Table 1.1: Functions and Uses of Money 

Role Private Use Official Use 
 
Medium of exchange 

Transaction of Goods and 
Services 

Fiscal policy: expenditures 
and revenues 

 
Store of Value 

Facilitate time contingent 
claims 

 
Facilitate public borrowing 

 
Unit of Account 

 
Invoicing transactions 

Monetary policy, price level 
setting. 

 

 By its nature, individuals employ money to lower transactions costs and 

achieve efficiency.  These attributes derive from an instrument’s acceptance and 

ability to hold value over a relevant timeframe.  In a competitive environment, 
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these dynamics will lead to the emergence of a few widely adopted instruments.  

Seigniorage benefits that accrue from the ability to define and issue currency 

instruments offer a strong incentive for governments to set the accepted 

standard.  Political entities will exercise this power in part from the desire to 

establish a uniform standard that achieves efficiency, but also to have available a 

useful tool to extract value. 



 

 

Chapter II: Money in The International Realm: Similarities and Differences 

 A further problem arises when agents desire to conduct exchange across 

monetary areas of differing standards.  International transaction requires a two 

stage solution to Jevons’ double coincidence of wants.  The first stage requires a 

common transaction medium within political boundaries to conduct the trade of 

goods or services.  The second stage requires a common transaction medium 

across political boundaries to establish exchange between the two fiat 

instruments.  As a first observation, this simple example points to a central role of 

trade in the determination and definition of currency use outside national borders.  

Likewise, the illustration indicates that national currency requires a demand to 

draw it into use beyond its own political boundaries in a trans-national role.  As 

first principles texts are filled with illustrations of goods serving as money, so 

monetary texts are full of examples where currencies are not accepted for use 

beyond their own national borders.  Greenspan (2001) observes that this 

transnational role is not pre-existing, but emerges because it solves a cross 

border transaction problem.  Truman (1999) identifies the private sector role and 

its informal choice of currency for international transactions as more important 

than government designation.  In reality, there are only a handful of currencies 

that attain broadly accepted use in this narrower concept. 
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 As a first distinction, we can characterize a currency by its span of use. A 

national currency enables transaction strictly within the boundaries of a politically 

defined monetary area while a trans-national currency adds to its functions a 

means of payment, unit of account and store of value for the public and private 

sector across international boundaries (Dwyer and Lothian, 2003).  In order to 

transact across borders, at least one of the parties must acquire or accept foreign 

currency (Hartmann, 1998). 

 A key distinction between national and international money derives from 

the dynamic which determines its quantity in circulation.  In the view of Krugman 

(1984), de Grauwe (1989), Alogoskoufis and Portes (1992), Matsuyama, et. al. 

(1993), national money is supply dominated while international money is demand 

dominated.  In the former case, the supply of national money is set by 

government fiat through an appointed monetary authority.  In the latter case, the 

supply of international money and the vehicle accepted for international use is 

determined by the actions of market agents. 

 This distinction drawn by the crude characterization is both simplistic and 

stark.  The view of supply versus demand dominated too quickly downplays the 

fact that both dynamics are present in domestic and international markets.  The 

difference derives from the rule of law, which differs between national and 

international markets.  There is no world monetary authority that creates, issues 

and regulates the quantity of international money.  These broad generalizations 

neglect the dynamic that a population will shun the use of a domestic currency if 
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it carries no credible value, an implicit demand dynamic for national money.  

Likewise, international money must have an agent willing and able to supply the 

instrument to a market beyond national borders.  Yet, the literature is a valid 

observation that international money emerges far more by market forces than is 

the designation of national money, which occurs by government act. 

 Therefore as a first theoretical distinction, we may identify broad market 

forces as a first effect that renders some currencies preferred to others for 

international transaction.  Krugman (1980) points to the historical artifact that 

over the past hundred years, one national currency has consistently gained a 

special role as international money.  His observation suggests that some national 

currencies may enjoy wider acceptance and perform more expansive roles 

depending on their characteristics (Krugman, 1980).  Some national currencies 

gain wider acceptance over time and take on a role as international currency.  

The historical record clearly indicates that competitive forces exert more of an 

influence in the case of international money, unlike the monopoly role of a 

national government over the currency within its own boundaries.  A clear 

hierarchy of acceptance is evident among currencies used beyond national 

borders.  Further, when changes of leadership among currencies occur, there are 

clearly factors that explain why one currency gains acceptance over others. 

 International monetary literature indicates that some national currencies 

can serve a vehicle function.  In this role, a third currency takes on a transaction 

role between or in place of two other currencies.  This could occur on a regional 
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or worldwide basis.  For instance, a lively debate ensued in the 1990s as to 

whether the Yen had taken on a role as a regional currency in Asia.1  Similar 

analysis concluded that the Deutschmark served a regional role in Europe during 

the 1980s and 1990s and later the Euro when it replaced the DM in 1999 

(Hartmann, 1998 p. 39).  Such an arrangement might be as depicted in figure 1.  

Country “H” which seeks goods from country “N” will find it less costly to conduct 

the trade through the more widely transacted vehicle currencies A and B. 
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Figure 2.1: Concept of Vehicle Currencies 

 

 

 Krugman’s observation indicates that there is a further level of acceptance 

on international markets in which a clear leader emerges among vehicle 

currencies.  In its widest adoption, the lead vehicle currency gains acceptance as 

                                                 
1 References that define this debate include Black (1990), Tavlas (1992), Tavlas and Ozeki 
(1992), Frankel (1993), Maehara (1993), Frankel and Wei (1994), Iwami (1994), Kwan (1994), 
Benassy-Quere (1996), Dawkins (1996), Eichengreen and Bayoumi (1996), Garber, 1996 and 
Dominguez (1998).  While outside the scope of this work, the difficulty of establishing a clear 
pattern of Yen dominance in Asia illustrates the fluid nature of currency leadership on 
international markets. 
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a universal international intermediary and de facto or de jure serves as world 

currency.  Examples of this phenomenon include the dollar’s role in the Bretton 

Woods system – closer to a de jure designation - or the central role that sterling 

played without official designation in the classical gold standard and into the inter 

war period – a de facto role.  These roles are implied from an inspection of the 

data during the respective periods.  For instance, sterling comprised the majority 

of official reserve balances from 1870 until World War I (WWI).  Likewise, dollar 

holdings by central banks have comprised from half to three quarters of reserves 

in the post Bretton Woods period.  Crystal (1977) recognizes this pattern of 

transaction defined currency use and states that efficiency considerations will 

drive market participants to the selection of the fewest possible currencies to 

minimize costs. 

 Similar patterns can be found in trade and invoicing statistics.  Goldberg 

and Tille (2005) investigate a trade based model of currency selection in which 

trade elasticity of goods serves as the key determinant.  Those industries with 

high demand elasticity are likely to show herding behavior in their choice of 

currency in which to invoice goods.  Their concept reinforces the idea that trade 

flows, a broad descriptor of market transaction dynamics serves as the key 

determinant of selection for a currency to serve as international standard.  

Conceptually, the diagram below captures this essential concept, as one or 

several currencies emerge as vehicles of choice based on the demand 

characteristics of the goods transacted. 
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Figure 2.2: Hierarchy Among Vehicle Currencies 

 

 The international money literature contains a plethora of terms, some 

loosely defined.  Analysis requires firm conceptual definitions.  As an organizing 

principle to place order on this range of roles, the following section defines terms 

in ascending order, then summarizes in a table of ascending order.  Each role is 

referred to as currency, as the thrust of this work is to focus on the behavior of 

fiat instruments constructed from 1800 onwards. 

 National Currency.  A monetary instrument accepted and employed for 

exchange within the boundaries of a defined political area.  Evidence of its status 

includes dominant employment in the conduct of public and private transactions, 

role as an invoicing tool and instrument in which to hold time deposits.  The 

historical pattern and incentives associated with seigniorage imply that the most 

commonly observed pattern is a single unique currency instrument for each 
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defined political area, with a status designated by a sovereign government and 

enforced with legal status. 

 International Currency.  Monetary instrument accepted for exchange 

across boundaries of defined political areas (Matsuyama, et. al. 1992).  The key 

attribute of an international currency is its convertibility into another national 

currency or acceptance for use within defined political areas other than its place 

of origin.  Convertibility confers liquidity upon an international currency, which is 

essential for exchange, invoice and time holding functions beyond its own 

environs.  Not all national currencies are convertible (Black, 1985), and national 

currencies attain international convertibility through use in trade and development 

in banking and exchange structures.  The post-WWII experience of the Yen and 

DM are examples of national currencies that have gained international currency 

attributes over time (Maehara, 1993; Tavlas, 1991). 

 Vehicle Currency.  A third currency against which two other currencies are 

consecutively exchanged in order to make net exchange at lower cost than a 

direct exchange would entail (Rey, 2001).  International currencies that have 

gained a level of acceptance and low cost convertibility take on a role in 

preference to direct exchange of national currencies.  Vehicle Currency status 

may be on a regional basis (pre-Euro DM) or a world (Dollar, Euro or Yen) basis. 

 Key Currency.  Certain international currencies attain a wide enough 

acceptance and international liquidity to justify their employment in a portfolio role 

in national (central banking) and private (financial institution) applications 
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(Lindert, 1969; Black, 1985; Kindleberger, 1981).  Key currencies appear in 

official portfolios and are the chief instruments for market interventions to achieve 

the currency goals of the national monetary authority. 

 Center Currency.  Monetary arrangements of the classical gold through 

post-Bretton Woods arrangements have depended on one currency which is 

dominant and provides the majority of world liquidity.  Sterling held this role in the 

classical gold era and to some extent during the gold exchange standard.  The 

dollar assumed this role in the Bretton Woods framework and has retained this 

status in the flexible arrangements which followed. 

 World Money.  Kindleberger (1972) advances an idea in which a world 

monetary authority issues currency for use between nations as a more efficient 

alternative to the regime of floating exchange rates.  Such a scheme, never 

implemented, represents the most authoritative solution to the requirement for 

international convertibility. 

 

Table 2.1: National and International Dimensions of Money 
Instrument Issuing Authority Boundary 

Of Use 
Role 

National Currency - National Monetary Authority 
- Central Bank 

Within 
country 

National transactions 

International 
Currency 

- National Monetary Authority 
- Central Bank 

Between 
country 

International 
transactions 

Vehicle Currency 
(regional) 

- National Monetary Authority 
- Central Bank 
- Currency Union 

Monetary 
region 

Regional common 
standard 

Vehicle Currency 
(world) 

- National Monetary Authority 
- Central Bank 
- International money authority 

World wide World common 
standard 

International Money - International Money Authority 
- World central bank 

World wide World currency 
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 Hartmann (1998) further develops the concept of international money 

through the illustration of specific roles that define its functions and uses in 

international markets.  His model provides empirical support for the emergence 

of specific currencies in private use in the medium of exchange role.  The results 

are summarized here, but the clear implication of this presentation is that the 

different functional uses carry attendant dynamics that impact the emergence of 

a national currency into an international role. 

 
Table 2.2: International Functions and Uses of Money.  Source: Hartmann (1998) 

Role Private Use Official Use 
Medium of 
exchange 

Vehicle currency 
(foreign exchange markets – trade) 

Foreign exchange 
intervention 

 
Store of Value 

 
Banking 

 
Reserve accumulation 

 
Unit of Account 

Invoicing 
(trade or financial transactions) 

 
Monetary anchor 

 

The Theoretical Basis for Differing International Currency Roles 

 The theoretical literature clearly indicates that use in transaction beyond 

international borders is a strong case for different levels of currency acceptance.  

Hartmann (1998), Krugman (1980) and Goldberg/Tille (2005) among others 

establish models with empirical support in which the transactions costs of 

currency in trade serve as the defining attribute in the emergence and patterns of 

dominance in international currency.  However, transactions alone are insufficient 

to define differing levels of acceptance.  There exist further theoretical grounds to 
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understand which national currencies will gain greater acceptance and wider 

scope of use. 

 In a world of multiple national currencies trading in strict bilateral terms, 

the number of networks required to facilitate currency exchange increases rapidly 

as the number of countries grows.  There exist roughly 160 countries in the world 

today and most nations desire to establish a defined national currency.  These 

countries require n(n-1) networks for conduct of strict bilateral business, or nearly 

25,000 distinct markets.  Following on the logic of Demsetz (1964) and Coase 

(1937) that economic agents will seek to minimize transaction costs, the 

incentive to reduce the number of bilateral exchanges is immediately clear.  As a 

first conclusion, a national currency accepted in the international market will be 

one which reduces transactions costs.  Transactions costs should fall as the 

number of networks increases.  Extending currency’s information transmission 

function (Alchian, 1977), market participants will accept that instrument which 

most efficiently reveals information to facilitate market transactions.  The 

literature is clear on the tendency toward one or at most a few large currencies 

on the basis of exchange costs. 

 Krugman (1980) indicates that exchange structure will influence which 

currencies achieve vehicle status and the number of vehicles selected.  Also in 

his theoretical framework is a case for the development of vehicle currencies.  

Likewise his view forms the basis for a consideration of network externalities that 

provides scope for the emergence of a hierarchy among vehicle currencies in an 
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international setting.  Costs to achieve coordinated action will drive market 

participants to the fewest instruments possible. 

 Currency serves a store of value function across international borders.  

Greenspan (2001) acknowledges the efficiency dynamic which drives market 

participants toward the selection of the fewest vehicle currencies possible.  

Further, hierarchy in such an efficiency framework is a natural outgrowth as 

differing patterns of regional and world transaction will produce volume patterns 

that favor the selection of some currencies over others.  Greenspan notes that 

currencies represent claims on the productive assets of the defined areas they 

represent, particularly if there is a time element involved in the holding 

instrument.  Therefore, market participants face a risk that the value of the 

currency instrument they hold might decline during the timeframe necessary to 

realize the value of their claims on a country’s productive assets.  In this view, 

market participants face a risk – return based choice in which their portfolio 

composition choice will seek to maximize the return from holding currency and 

the transactions it enables, but minimize the risk of being concentrated in any 

one currency. 

 Market agents experience risk associated with the time element of claims 

on a nations productive flows.  Because the relative value of currencies can 

change over time, market agents desire the choice of several currency holdings 

to counterbalance the risk associated with concentration in any one asset.  In this 

formulation, a currency will emerge in preference to others because it represents 
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a favorable risk-return tradeoff.  Market agents may apply the portfolio approach 

outlined by Markowicz (1952).  This will drive agents to the selection of several 

currencies with differing characteristics, but only those which can serve as widely 

accepted international currency will be selected for inclusion in portfolios.  

Portfolios will be composed of key currencies with concentration in the center 

currency. 

 Mundell (1961) relates the development of currencies to other 

macroeconomic variables such as labor and capital mobility.  Given the desire to 

exercise fiscal and monetary policy discretion, political considerations will provide 

a force that acts against the reduction of international currencies to a single 

medium.  Differing productivity levels that stem from unique capital and labor 

endowments in defined geographical areas, as well as changes to these human 

and physical capital levels through investment will provide further forces that 

move toward the development of multiple defined currency areas. 

 McKinnon (1963) recognizes Mundell’s construct and presents an 

approach in which defined areas of factor mobility aligned with defined common 

currency areas maximize world income.  He offers an alternative view of 

competing currency areas in which the ratio of traded to non-traded goods 

defines currency areas.  In this concept, the composition of trade and its volumes 

defines dominant currencies.  Those countries with a high volume of traded 

goods will more likely find their currencies adopted for international use.  

Likewise, countries with dominant volumes of trade will more likely have their 
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national currencies adopted for international use.  These competing views 

indicate that there is a political – economic force exerted by institutions that 

influences the selection of currency as an international standard. 

 The emergence of an international currency represents a form of 

coordination between multiple sets of actors in pursuit of lower transaction costs.  

The concepts derived from game theory can inform understanding of emergence 

dynamics.  Kreps (1990) presents several cooperative frameworks in which 

players engaged in multiple round games find mutually beneficial payoffs through 

the adoption of specific conventions.  One possibility illustrates the scenario of a 

negotiation conducted prior to play in which the participants reach agreement.  

The agreed-to action will be self reinforcing by offering the participants an 

incentive to play within the established convention and refrain from deviation.  

The agreed-to convention represents a Nash equilibrium, perhaps one of several 

available.  Such a convention could be transactions conducted in a common 

vehicle currency which reduce the cost of commerce to participating players. 

 A second scenario involves the adoption of conventions or learned 

behavior.  In these variations, participants play a repeated game in successive 

rounds.  Coordination might not be possible in the early rounds of play, but after 

several rounds participants discover possible incentives through cooperative 

action.  The participants develop modus vivendi that represent best solutions to 

play.  Common examples of this phenomenon include development of rules, 

formal or informal, such as driving on a designated side of the road. 
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 A brief review of relevant literature indicates that roles and the interaction 

between efficiency, endowments and other exogenous factors will tend toward 

the development of multiple currencies with a defined hierarchy of acceptance.  

There is also scope to investigate the presence of forces that act in opposite 

directions, on the one hand toward few currencies and on the other toward 

multiple international instruments.  A useful construct organizes the concept of 

leadership among international currencies according to a series of views that 

correspond to the forces which define the emergence of lead currencies.  Such 

an approach views the problem through a series of “lenses.”  Having defined the 

essential elements of each lens, a holistic view consisting of a synthesized view 

is possible.  The next chapter will present such a model of currency leadership.  

An historical overview to provide a scope for inquiry and context will follow the 

model framework. 



Chapter III: A Theory of Changes in International Currency Dominance 

 

Introduction 

 The previous discussion of money and its fundamental attributes indicates 

that economic agents will select those transaction media that are widely 

accepted and have the ability to retain value over time.  These attributes suggest 

that the acceptance of a transactions medium is a market driven process where 

performance over time exerts strong influence over currency selection.  

Significant seigniorage benefits accrue from the ability to issue currency, which 

provides strong incentives for governments to designate an accepted medium 

and enforce its use through the rule of law.  Governments can also exercise 

monopoly power through their ability to collect taxes and compel acceptance of 

official payment in the designated medium.  Government spending comprises a 

large portion of activity in most modern economies, which provides a strong 

support to the designated currency. 

 As the previous chapters indicate, the rule of law is well defined within 

national boundaries but relatively weak in international markets.  The selection of 

a vehicle currency, an international currency widely used in preference of 

national currencies for transactions between nations, is not a matter of 

government dictate.  Only in those instances where national authority reaches 
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past national borders, as in the case of an empire, is the monetary authority in a 

position to compel international use of a currency.  Yet, international institutions 

represent a significant force to shape the selection and rules under which the 

system of international currencies operates.  More than market forces are at 

work.  Given the incentives presented by the key and center currency roles, we 

should expect to see more than market forces at work in the international realm. 

 A more fruitful approach augments the understanding of market forces 

that lead to currency with allowance for other effects.  This approach includes 

national government competition for influence within the international realm over 

the adoption of a common currency standard and associated key currencies.   A 

more complex view is appropriate to explain the emergence of international and 

vehicle currencies.1 

 The benefits that accompany the ability to issue currency also apply in an 

international setting.  The issuing country realizes the difference between the 

market interest rate and the cost of providing liquidity for world exchange.  As 

central banks may constitute currencies through electronic manipulation of 

balance sheets, the cost of creating additional currency is low and has declined 

 
1 The reader will discern that the author conducts analysis from the view that transitions are 
complex processes rarely explained by a single frame of reference.  Full understanding comes 
through decomposition of the picture into multiple points of view and synthesis of the parts into a 
coherent whole.  The author takes the example of Allison (1969) and subsequent book length 
treatments of the complex decision making during the Cuban Missile Crisis as an example of this 
technique in the understanding of transition between center currencies. 



over time.  Correspondingly, the incentives associated with seigniorage are high, 

and become greater when extended into the international realm where the 

volume of transactions is greater. 

 One explanation for the emergence of an international currency flows from 

its ability to minimize transaction costs.  In this view, a vehicle currency emerges 

because it represents a lowest cost solution to solve the double coincidence of 

wants in an international context.  Simply put, vehicle currencies represent an 

efficient solution to the two stage problem.  They are widely accepted on 

international markets to facilitate the exchange of goods and services.  Market 

participants can establish a vehicle currency’s value at low cost. 

 A second view holds that vehicle currencies emerge to solve a 

coordination problem.  International transactions follow the pattern of a multi-

stage game in which players engage in repeated and similar transactions.  

Benefits exist for players to coordinate their behavior and establish rules of the 

road to guide transactions.  These incentives lead players to meet prior to play 

and agree on conventions to guide behavior.  One of these agreements involves 

the selection of a common transaction medium.  Market agents select that 

vehicle currency which represents the highest value in use within the available 

transactions structure.  In this view, international currencies emerge and recede 

according to the pattern of trade flows.  Dominance follows because of the 

volume and attributes of trade. 

 28



 A third view holds that vehicle currencies emerge as the solution to a 

problem of public choice.  Institutions exercise influence through agenda setting 

power and voting rules that define consensus.  To the extent that international 

institutions exercise influence over the behavior of economic agents, the 

decisions that flow from the deliberative process define agent behavior.  

Alternatively, the public choice view models countries as interest groups 

competing for influence in the adoption of a currency standard.  The third view 

holds that vehicle currencies emerge and retain leadership based on their 

selection through competition within international governing systems.  

Consensus from these governing systems defines the currency’s ability to fulfill 

the mutual goals of the international financial system.  Key currency selection 

results from a competitive process for influence between national governments.  

The right to collect seigniorage proceeds from the key currency is the desired 

benefit for which nations aspire within the competitive framework. 

 

Model I: An Exchange Framework 

 Hartmann (1998) and others outline models in which agents seek to 

minimize costs and thereby maximize profits through the selection of an 

exchange medium.  One such model defines the market for international 

exchange in terms of three representative participant groups.  The first group 

consists of liquidity traders who seek exchange media to facilitate trade.  A 

second group consists of dealers who supply currencies to market in response to 
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stochastically derived demands from liquidity traders.  These agents provide 

currency and periodically refinance their positions through exchange with a third 

group known as position takers.  Position takers hold currency for varying lengths 

of time, from speculators who engage in short term positions to investment fund 

and bank managers who maintain portfolios of several currency instruments.   

 The combined motives of agents in the market for foreign exchange links 

the spot and capital markets in a manner that reveals the opposite forces 

resident in an international currency’s exchange and store of value functions.  

Currency strongly desired for exchange will create high demand that is favorable 

in a bid – ask sense for dealers and creates high returns for position takers.  High 

returns compensate position takers for volatility of their currency holdings.  

Conversely, position takers will eschew volatile currencies that do not offer 

sufficient returns and will starve dealers of the sources necessary to fund their 

positions.  As positions become increasingly costly to finance, dealers will refuse 

to provide currency for transaction that will render an international currency more 

costly to use. 

 Dealers make a profit based on the bid-ask spread charged to liquidity 

traders, which fluctuates around the exchange rate.  As an example, the dealer 

might be a currency desk in Asia seeking to facilitate bilateral trade between 

South Korea and Australia.  The basic relationships would appear as follows: 

 i = South Korean Won 
 j – Australian Dollar 
 Xij = Requirements for Won flows from Australia 
 Xji = Requirements for Australian dollar flows from Korea 
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  eji
b – eji – eji

a   Bid – Ask Spread 

 

 The dealer’s basic profit condition appears as follows: 

 

  ΠD
ij =  Xij eji

a - Xji eji
b  -  (Xij - Xji) eji - cij 

 

 The final variable represents costs in the sense of Demsetz (1964) and 

Alchian (1977), which summarize the work of setting up exchanges, gaining 

access to information systems that describe the state of the market and 

maintaining contacts with market participants to determine the state of demand 

and supply. 

 Position takers supply exchange to the market based on demands from 

dealers and the relative state of the two currency rates.  The relationship 

between these agents appears as: 

  Xij - Xji  =  αji(eji
~  -  eji) 

 The left hand side represents the demands that dealers make on position 

takers for currency.  Liquidity demands from traders who present stochastically 

driven requirements drive demand.  The right hand represents the rate at which 

position takers are willing to supply the currency to market.  Position takers apply 

a risk premium over the average exchange rate to compensate for the possibility 

of having open positions once the exchange rate changes.  When requirements 

for Won (Xij) rise, position takers are willing to supply additional Won which 

represents a price appreciation in their portfolios. 
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 For position takers, αji represents an asset price that in turn has a place in 

an overall portfolio of multiple currencies.  Position takers manage portfolios of 

currency in the framework of Markowitz (1952), and seek to maximize the return 

of their currency portfolios.  At the same time, position takers seek to minimize 

fluctuations in the value of their portfolio, which represents risk.  Higher volume 

will reduce the bid – ask spread, increasing profits for dealers, while increasing 

return for position takers.  Higher volatility in the value of an exchange rate 

increases dealer costs and raises risk for position takers. 

 The position taker's profit appears as the relationship 

   ΠP
ij =  ΣriXij - σiXij  

 Where the following definitions hold: 

  ri    =  Expected appreciation of currency i 

  Xij  = Share of position taker’s portfolio allocated to currency i 

  σi    = Standard deviation of currency i (volatility of holding) 

 Position takers hold currency in the selected portfolio according to 

expected return of the currency instruments.  Volatility represents the cost of 

holding a currency, and given equal returns, agents prefer lower volatility.  

Therefore, position takers will reduce their currency holdings of more volatile 

currencies in preference of those with lower volatility.  Position takers will 

diversify out of holdings that are more volatile. 

 Agents operating within a use in exchange framework will adopt 

currencies that are widely held, anchored to prevent erosion of value and 

demonstrate low volatility over time.  This dynamic will drive agent preferences 
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toward a single media with easily determined attributes.  Position takers will 

abandon those currencies that violate these criteria, provided suitable 

alternatives exist.  In addition, position takers assess and price intangible costs 

such as stability of the issuing government in their calculations.  These 

considerations drive position takers toward solutions of multiple currencies, 

changing portfolio composition as currency attributes change. 

 

Model II: A Coordination Framework 

 A second lens frames the forces that bring about change in vehicle 

currencies as the best solution to a coordination problem.  Adoption of an 

international currency results from learned coordination behavior through 

interaction in international markets.  In this framework, lower cost flows from 

coordination, or “playing by the rules” developed through an evolutionary 

process.  In such a characterization, market participants are rational actors who 

derive benefit from market interactions in the form of trade revenue streams.  

Actors will look to the composition of trade and select that instrument that best 

allows them to benefit from those trade streams.  In addition, actors will favor 

those currencies which best fit the available banking and institutional structure.  

They will avoid alternatives that involve costly replacement of existing structures.  

Such a worldview posits that nations engage in arrangements that yield the 

highest possible benefits through coordination. 
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 The literature that describes invoicing behavior of firms concludes that 

trade composition exercises influence over the choice of an invoice currency.  

The currency of the highest volume purchaser highly influences the common 

currency chosen for the pricing of commodities.   The home country exercises 

invoice pricing power over manufactures which flows from product differentiation.  

Traders commonly purchase manufactured goods in the currency of the 

exporting country (Goldberg and Tille, 2005).  The common element is the level 

of supplier pricing power within the transaction.  Therefore, the composition of 

trade between two countries suggests patterns that will sum the mutual interest 

of bilateral parties.  By extension, we could conclude that world patterns would 

be highly influenced by the choices of a few key actors.  As successive players 

enter the coordination game, small agent choices at the margin will exercise 

minor influence relative to the initial choices of the few key agents.  Such a view 

suggests that patterns will change given the introduction of actors with pricing 

power sufficient to warrant a reconsideration of the coordination rules. 

 Coordination games arise where multiple equilibria exist, but higher 

rewards to one or both parties are available through coordinated behavior.  

Montet and Serra (2003) among others provide summary frameworks for these 

approaches.  In a pure coordination game, the interests of the parties are 

convergent.  That is, the payoff from coordination of a certain form benefits both 

parties more than coordination of other forms.  Given that parties can coordinate 
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their behavior, the scheme of payoffs suggests that a common solution will 

emerge in preference over other alternatives. 

 The classic example of the pure coordination game is “chicken,” which 

indicates a clear positive outcome to the decision of both parties to swerve at the 

last minute.  A simple payoff matrix of such a game appears below. 

 

      Player 2 
 Don’t Swerve Swerve 

Don’t Swerve -3, -3 2, 0 
Swerve 0, 2 1, 1 

   Figure 3.1: Pure Coordination Game 

Player 1 

 

 

 This game framework can inform understanding of how agents adopt 

standards.  There are two clearly identifiable Nash equilibria (Swerve, Don’t 

Swerve and Don’t Swerve, Swerve) but there is a defect of asymmetry.  Even if 

the participants talk before the game, it is not clear which of the two Nash 

equilibria will prevail.  The Chicken framework also offers the insight that several 

feasible standards exist, with unequal payoff patterns.  Unlike the classic 

presentation of this game, the adoption of a currency standard is an infrequent 

event, which limits the scope for agents to employ a mixed strategy Bayesian 

approach.  This dynamic presents possibilities for coercive solutions in which one 

leader identifies a common standard with mutual payoff, and coerces other 

actors to follow. 
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 Players will also be reluctant to adopt alternatives that involve clearly 

avoidable competition costs.  For instance, national governments would not favor 

the adoption of an identical standard that is duplicative and invites retaliation, if 

the framework above captures all incentives.  The conditions of coordination and 

presence of a dominant player will make national governments adopt the 

dominant standard in order to realize larger benefits.   

 A common illustration of the pure coordination game demonstrates the 

value of a common standard.  For instance, the matrix below depicts the situation 

in which benefits flow to parties that agree to adopt common standards, such as 

the adoption of traffic laws that assign traffic lanes to designated sides of the 

road. 

      Player 2 

 Left Right 
Left 2, 2 -5, -5 

Right -5, -5 2, 2 
  Figure 3.2: Pure Coordination Game – Common Standards 

Player 
 1 

 

 

 Coordination games take place in an “impure” form.  In such instances, 

the multiple equilibria available result in strictly positive but unequal payoffs to the 

players.  Specific benefits depend on the final resting point of the game.  The 

classic illustration of this game is the “battle of the sexes” in which the partners 

experience a higher payoff through coordinated activity with unequal payoffs to 

the individual players. 
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      Player 2 
 Ballgame Shopping 

Ballgame 6, 2 0, 4 
Shopping 4, 0 2, 6 

Player 1 

  Figure 3.3: Impure Coordination Game – Battle of the Sexes 
 
 
 In such an arrangement, coordination carries benefit to both parties, but 

the type or circumstances of coordination carry asymmetric benefits to the 

participating parties.  Players have incentives to guide the game toward an 

equilibrium that favors their interest.  There is no clear indication of which type 

coordination would be mutually beneficial to both players.   

 Game theory recognizes avenues through which players can coordinate to 

bring about mutually beneficial outcomes.  Pre-play communication between the 

parties in which message exchange takes place allows the players to announce 

their intended strategy in advance.  With the intended strategy of the other player 

made clearer, remaining players can better assess payoffs from various options 

and determine their optimal move.2 

 A second method to facilitate coordinated action involves the introduction 

of a referee to advise players on game moves.  The referee offers non-binding 

recommendations that allow players to update their strategies and implement 

corresponding moves throughout game play.  Experimental evidence indicates 

                                                 
2 Evidence from field experiments indicates mixed results from such pre-game coordination.  Two 
way communication does not improve outcomes, as interpretation of messages between the 
parties may differ, leading to lower payoff outcomes.  The highest payoff results from one party 
making clear its strategy, which allows remaining parties the opportunity to determine their 
moves.  Similar results are achieved by the introduction of an outside option to at least one party 
that results in a higher payoff than the coordinated option. 
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that players follow the recommendation of the referee when advice clarifies 

pareto improving outcomes.  In both communication methods, players might 

employ bonds or sureties as evidence of their intent to follow through on an 

intended strategy. 

 The development of an international currency standard is an outcome that 

emerges from several competing alternatives.  In a sense, all national currencies 

are candidates, but not all have the requisite qualifications.  The development 

does not take place in a static environment.  Rather, development of standards 

takes place in an environment where the composition of trade flows that form the 

basis for currency demands change from year to year.  Likewise, institutional 

development changes over time and actors may chose to influence this 

development to change the rules of the game.  While several different equilibria 

might be feasible, the payoffs differ to participating parties under the various 

competing alternatives. 

 A suitable model would frame the environment as a repeated coordination 

game in which parties have the opportunity to update strategies because of 

learning experienced through earlier game play.  The path to coordination will 

depend among other factors on the nature of the interaction.  We might expect 

pure coordination to move toward a single outcome, while impure coordination 

would move toward several possible outcomes depending on the interests and 

strength of the various parties.  However, there is no guarantee in either 

environment that movement will be to the highest possible outcome.  Suboptimal 
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outcomes are possible given the nature of payoffs to the various parties.  

Communication through international channels and the presence of bodies that 

can referee interaction between the parties will facilitate the movement to 

equilibriums acceptable to all parties. 

 Each of the shifts to a new center currency occurred in an environment of 

extensive communication and coordination through international bodies.  While 

these mechanisms offered opportunities for strategic leaders to learn about the 

intent of their rivals, the communications channels were not uniformly clear.  The 

adoption of the Gold Standard occurred within the context of international 

conferences that weighed competing options for an international monetary 

standard.  The transition between Sterling and the dollar in the 1940s occurred in 

the context of international coordination that culminated in the Bretton Woods 

Conference of 1944.  The shift from the dollar as the sole reserve currency to a 

multi-currency regime following the collapse of the Bretton Woods system in 

1944 occurred through an ongoing series of conferences that discussed 

relationships between the major world currencies and the dollar.  Each instance 

exhibits extensive efforts to coordinate behavior and fine tune international 

financial systems to reach acceptable arrangements for all parties. 

 In the same manner, shifts between prevailing currency standards took 

place in the midst of ongoing trade flows.  These flows created a need for 

currency to settle the exchange of goods.  Settlement took place largely through 

banks.  Therefore, dominance in a coordination framework should reflect the 
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pattern and composition of trade flows.  As trade flows and composition change, 

so should the dominance pattern.  Likewise, the breadth of banking structures 

influences the channels through which settlement takes place.  As depth and 

composition of banking structures change, so should the pattern of currency 

dominance. 

 

Model III: A Public Choice Framework 

 A third view sees the selection of an international currency standard as the 

resultant of competition and bargaining within institutional frameworks.  

Institutional features influence outcomes in two key aspects.  The relevant 

features are agenda rules and decision rules (Buchanan and Tullock, 1962).  

Agenda rules describe the authority that advances decisions and the manner in 

which issues advance in the decision process.  Decision rules concern the level 

of approval required for a proposal to gain acceptance.  Agenda and decision 

rules affect both the selection of a system and the features of its operation once 

chosen.  Both are relevant aspects that illumine the dynamics surrounding the 

emergence of international currencies.  We can extend these concepts further to 

describe the selection of an international standard that exerts strong influence on 

the leadership of a particular currency.  Given the benefits available from 

seigniorage, the incentive exists for national governments to engage in coercive 

behavior to capture these benefits for their constituent populations. 
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 Agenda rules determine the order in which issues come up for a vote, the 

role of an agenda setter, the voting process (individual or collective) and the 

presence of veto rights.  Agenda setters perform a critical gate keeping role, and 

thereby preserve the status quo or allow issues to come forward for 

consideration.  Therefore, the party that controls agenda setting power exerts a 

large influence on outcomes. 

 Likewise, the level at which decisions are made on issues exerts a strong 

influence.  Individual decisions rest the selection of issues in the hands of a key 

individual.  Collective processes make decisions through a group of decision 

makers with equal or proportional shares.  In the dynamic of international 

cooperation, it is useful but incomplete to think of nations as monolithic actors.  

National bureaucracies and their capabilities as well as the influence of key 

individuals bear on the outcome of agendas.  The same is true of international 

institutions through which decisions regarding the adoption of common standards 

take place. 

 Veto rights comprise another key aspect of the decision process.  The 

level at which veto rights exist determines the presence of issues for 

consideration or may block progression past the status quo.  An ex ante veto is 

the power of an individual or group to block an issue for consideration.  An ex 

post veto is the ability to remove an issue once brought forward.  Of the two, the 

ex post ability is the stronger as it allows for a decision maker to monitor the 
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decision making process, gain information regarding participant motives and alter 

the agenda on the basis of information collected. 

 Decision rules specify the number or proportion of votes necessary for a 

decision to carry.  The level of unanimity determines the number of decision 

makers that must agree to the proposal and may infer the strength of the 

agreement following its adoption or the resilience of its rejection.  Two basic 

costs surround collective decision making.  Decision costs arise from the level of 

information gathering and bargaining necessary to come to agreement.  The 

number of votes required for passage implies higher decision costs.  External 

costs concern those actors who oppose the passage of a measure.  As the 

number of votes required for passage increase, external costs decrease.  

Buchanan and Tullock’s formulation of an optimal decision rule holds that the 

optimal decision rule minimizes the sum of these two costs (Buchanan and 

Tullock, 1965).  We may also use this concept to infer the strength or weakness 

of an architecture adopted. 

 The relevant decision in an international sense is the selection of a 

currency standard.  Whether through formal agreement or informal development, 

the resulting structure represents the accepted norm for ongoing operation and 

influences the selection of an instrument as the system center currency.  As a 

result, the decision process that results in standard selection exerts an important 

influence in the development of international architectures.  This common 

currency standard represents the opportunity to realize gains from trade in goods 
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or capital.  The informal decision to adopt sterling as the center currency of the 

Gold Standard occurred through decisions reached in a series of international 

conferences in the late 1800s.  The Bretton Woods Conference designed a post-

WWII financial structure and subsequent conferences undertook decisions that 

gave the dollar a central role in the system over a synthetically derived 

alternative.  The dollar’s role as center currency in the post-Bretton Woods 

floating exchange rate system has evolved in the framework of the G8 and G20 

consultative bodies, as well as more formal institutions such as the IMF.  Each of 

these bodies carries agenda and voting power that exercises influence over the 

final decision.  

 An alternative public choice view holds that governing structures serve as 

a vehicle within which influence groups compete for the rights to transfer wealth 

through legislative decision.  This view places focus on the construction of 

legislatures and their effect on the impact of influence groups.  Key leaders act 

as brokers who arrange trades to supply legislation in exchange for votes and 

funding.  Influence groups organize resources according to population 

preferences in order to purchase legislation through brokers (representatives) in 

the governing bodies.  Representatives act as brokers to reduce the information 

costs of pairing suppliers with the demanders of wealth transfers (McCormick 

and Tollison, 1981).  Such a view holds that decisions regarding international 

financial standards take place in the context of an international governing 
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structure, whether formal or informal.  It is within this governing structure that 

interest groups compete for the benefits that flow from legislature decisions. 

 The selection of an international monetary system and its associated key 

currency is an important enabler for acceptance of a national currency as 

international money.  Influence groups in this process are national governments.  

Representatives are those delegates charged with negotiating the construction of 

an international financial system.  In both the case of the late 1800s, 1940s, and 

post-1970 eras, national governments aligned themselves into blocs that 

correspond to their preferences for governing monetary structures and 

associated key currencies.  National governments act to maximize the role of 

their national currency in the resulting structure and the income that flows from 

seigniorage.  The national government purchases influence through voting in the 

international structure in favor of its preferred currency structure. 

 A key consideration concerns the extent to which center currency status 

confers a benefit attractive to the national government that issues the center 

currency.  One study places the net benefits of center currency status to the 

United States as between 0.3 – 0.5% of GDP.  Benefits include tangibles such as 

seigniorage and lower borrowing costs for the central government and 

intangibles such as influence.  Costs include reduced export competitiveness 

from an artificially strong currency and loss of employment that results from 

reduced exports.  Costs amount to approximately 0.45% GDP (McKinsey, 2009).  

Benefits in this estimate are concentrated in the central government while costs 
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are diffused throughout the country’s population and less noticeable to the public.  

Center currency governments have the incentive to place a higher value on 

benefits of their status and ignore costs which are small for each individual.  

Therefore the apparent benefit to the center government could be as high as 

1.0% GDP.  Center currency status by this measure becomes a non-trivial 

benefit worthy of capture. 

 A simple model that captures the features described above starts with the 

demand for wealth transfers expressed as a function of resources that interest 

groups can bring to the market for purchase. 

  Y = Y (V, L, W, P) 
 
 Where: 

Y = Income from seigniorage (represented as the share of national 
currency held as reserves) 

V = Votes (influence) expressed as expenditures in support of advocacy 
activities within the international structure. 

L = Size of the governing body, number of countries as delegates.  All else 
equal, small bodies will magnify the influence of lobby expenditures. 

W = Wealth of the country.  Wealthy countries expend more resources on 
influence. 

P = Population.  Larger countries spread seigniorage benefits over a 
larger population, so more resources will be available for influence. 

 

 The relationship constructed above yields a market for wealth transfers 

because of legislation as depicted below.  The supply curve represents the ability 

of legislatures to supply wealth transfer.  The lower curve represents a brokerage 

fee that encompasses costs of conducting political activity and crafting 

legislation.  The demand curve represents an ordering of group preferences to 

pay for wealth transfers, with the costs of collective action included in calculation. 
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 Figure 3.4: The Market for Wealth Transfers Through Legislation 
  (Source: McCormick and Tollison, 1981, p. 19 – 20) 
   

 In the abstract, each influence group would pay up to one dollar for each 

dollar of wealth transferred.  Wealth has the normal properties of diminishing 

returns and costs of organizing are non-trivial.  The (2n – 1) groups that compete 

for the available transfers generate a downward sloping demand curve that 

expresses the willingness to pay net of organizing costs. 

 Legislatures supply transfers subject to a brokerage fee (f) which 

representatives must pay to finance the costs of organizing trades.  If the cost of 

this arrangement is very high, it is reasonable to conclude that the 

representatives will settle on a few transfers (international currencies).  In the 

extreme case, the nature of competition will settle on one or at most a few 

winners. 
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 In the model articulated above, international institutions influence the 

proposals for construction of an international system and the order in which these 

proposals advance for consideration.  A public choice framework considers the 

strength of processes used to develop framework proposals and the final process 

used to select the common standard for use in the international market.  In this 

concept, that currency which represents the strongest link between the political 

process which controls fiscal policy and the market process which controls the 

issuance of currency will endure as the most credible currency.  Moreover, it 

suggests the possibility that existing currency frameworks will endure until a 

credible successor appears. 

 

Conclusion 

 This chapter has considered three possible explanations for change of 

leadership among international currencies.  The first view holds that market 

agents replace currencies once they become costly in use.  A second view holds 

that over time coordination patterns will shift and present new requirements.  

Market agents will shift the rules of the game to accommodate new patterns.  

Finally, a third view holds that institutions develop and propose currency 

arrangements.  Patterns of strength and influence within these institutional actors 

will determine which proposals are developed and advanced for consideration. 

 An important question that flows from such a multi-faceted view asks 

which of the various effects exerts the strongest determining force in the dynamic 
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of shift from one center currency to a successor.  The subsequent chapters will 

present quantitative and qualitative evidence to establish the three effects, 

assess their relative importance and establish their changing importance over 

time.  Any judgment will be qualitative and tentative in nature. 
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 Figure 4.1: Timeline of Currency Dominance to 1900 
 

“…the gold money of the Byzantine Empire is accepted everywhere from 
end to end of the earth…it is admired by all men in all kingdoms, because 
no kingdom has a currency that can be compared to it.” As quoted in 
Lopez, 1951 

 
 
Introduction 

 The historical overview presented in this and the following three chapters 

focuses on the more advanced roles of international currency developed in the 

previous sections.  This analytic narrative centers on those national monies that 

by adoption as commercial and official reserve media beyond their own 
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sovereign borders took on a role as international currencies.  Further, the 

narrative focuses on those national monies that served as the vehicle and center 

currencies of their age.  This and the following chapters single out those media 

that have been clearly preferred in the international currency role and have 

served as standards for other currencies to emulate.  The common theme starts 

with a particular instrument that becomes dominant as an international 

transactions medium and identifies those factors that accompany that role. 

 Throughout the narrative of four analytic history chapters, an evolutionary 

pattern demands explanation and lends validity to the synthesis of three views 

presented in the previous chapter.  Early governments issued coin with attributes 

easily verified in the marketplace.  These characteristics became the basis of 

international acceptance for a currency.  In most cases, a currency lost its 

dominant status when the issuing government compromised those attributes.  

Acceptance took place in the market, and the issuing government could either 

contribute to that acceptance or compromise it based on its management of the 

currency. 

 Later, as nations sought coordination in their trade and monetary policy, 

the dominance pattern added the dynamic of search for a best-fit currency to 

complement the prevailing monetary system.  The dominant currency possessed 

strong fundamental characteristics, but also served as a better fit in the 

coordination system adopted as the international standard.  With this system 

came institutions to facilitate coordination and reduce the information costs 
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associated with international transaction.  Later, these institutions became 

forums in which national governments competed for currency dominance.  From 

the Gold Standard era forward, the dynamics of public choice entered the picture 

as a strong influence.  In each case, a currency lost its dominance when the 

costs of its use outweighed the benefits of its status as the center currency, and 

a more suitable alternative replaced the incumbent.  In the more recent examples 

of dominance shift, public choice attributes gained an importance not previously 

manifest in international monetary dynamics. 

 

Ancient and Early Developments – the Age of Coin: Market Acceptance 
Based on Currency Attributes 

 
 Metal coins served the earliest and most common transactions media for 

commerce within borders.  While examples exist of other materials employed as 

transactions media, precious metals emerged as the near universal vehicle for 

commerce because of their wide acceptance, high value to weight ratios and 

easily verified weight and quality.  Physical attributes of the coin and a reputation 

for purity and consistency of standard formed the basis for acceptance.  As trade 

pushed commerce beyond national political boundaries, coin of high and easily 

verified value established a key role in the settlement of trade flows.  This pattern 

is evident in early Greek and Roman empires and during the empires of the 

Middle Ages.   

 Ancient empires employed coins of varying design, and ancient scholars 

commonly recognize the Greek drachma as the earliest example of a sovereign 
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coin that gained widespread acceptance within and past its empire boundaries 

(Chown, 1994).  Athens issued the silver drachma as currency and the coin 

reached the height of its use throughout the Greek empire during the fifth century 

BC.  Commerce, fueled by the dominance of an empire, combined with the coin’s 

attributes to spread the use of the drachma as the dominant instrument of 

commerce across much of the known world. 

 Concomitant with the geopolitical challenge its parent empire presented to 

Greece and other regional rivals, Roman coins supplanted the silver drachma as 

the international currency of the known world in the first century AD.  First the 

gold aureus and later the silver denarius under Augustus (50 – 30 BC) became 

the common currency of the known world as the young empire expanded its 

reach, by one account as far as China (Einzig, 1970, 23).  Following a pattern 

true of other currency transitions, the long period between the peak of drachma 

circulation to the clear domination by the aureus and denarius saw Greek and 

Roman coins circulate side by side and enjoy similar spans of acceptance.  

However, by the first century BC Roman coins clearly were in more ubiquitous 

use than their Greek forbears.  By the turn of the millennium, Roman coins – 

aureus and denarius – supplanted the drachma as the international standard. 

 In its early days, Rome met its revenue requirements through tribute 

extracted from its conquered territories.  Seeking additional revenue from an 

empire at the zenith of its expansion, Rome turned to its currency as a revenue 

source.  Employing a practice which would become common to future 
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governments, Emperor Nero (54 – 68 AD) began a long pattern of debasements 

that over time reduced the value of Roman coins and undermined their 

acceptance as an international medium of exchange.  Debasement reduces a 

coin’s specie content either through a dilution of the alloy that forms the coin or a 

physical reduction in the coin’s weight through minting standards or incremental 

shaving.  The technique forms the basis for seigniorage, or the practice of 

harvesting value from the monetary authority’s exclusive ability to issue currency.  

With the ability to compel acceptance of the debased currency, the monetary 

authority uses the reduced value instrument to meet its fiscal obligations. 

 In each case, Rome stood to realize significant revenue increases as long 

as the public failed to challenge changed coin standards.  The expenses of a far 

flung empire and costs of almost constant war on its fringes levied fiscal 

demands that drove successive Roman rulers to reduce the specie content of its 

coins in an attempt to raise revenue (Einzig, 1970, 35).  Metal purity standards 

and coin weight are easily verified attributes, and the diminished value of the 

coins became clear through their use in markets world wide.  Over time, the 

denarius ceased to circulate internationally because of its diminished value while 

the aureus continued to enjoy international acceptance, mostly for its gold 

content (Dwyer and Lothian, 2003, p. 3). 

 The collapse of Rome’s western empire brought a power void that 

extended to international currency.  There was no clear successor to the aureus.  

Two coins would fill this vacuum and serve as international standards for the next 
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several hundred years.  Emperor Constantine of Byzantium issued the first 

successor, a coin known as bezant or solidus, in the late fifth century AD.  This 

heavy gold coin measured 4.5 grams of pure gold and became a standard 

throughout the western world for the next 700 years until the fall of 

Constantinople after 1200 AD.  Much of the bezant’s reach owed to its use 

throughout the remnants of the Roman Empire, which comprised much of the 

known world.  Nevertheless, the bezant’s acceptance also derived from its 

enduring quality over time.  The bezant’s content varied little until the 10th century 

AD and stands as one of the longest periods over which a currency has retained 

its value without suffering debasement or devaluation (Dwyer and Lothian, 2003). 

 The value of the bezant was stable and long lasting to the point that one 

writer describes it as the “dollar of the Middle Ages” (Lopez, 1951).  The 

Byzantine government’s backing ensured the bezant’s enduring value such that 

“…the gold money of the Byzantine Empire is accepted everywhere from end to 

end of the earth…it is admired by all men in all kingdoms, because no kingdom 

has a currency that can be compared to it.”  Numismatic studies confirm bezant’s 

wide influence and indicate that its value remained relatively constant until the 

mid-10th century.  By this point, fiscal demands of an expansive empire under 

pressure on its fringes caused Byzantine leaders to engage in debasement both 

in the bezant’s content and composition (Ehrenkreutz, 1959).   

 While the bezant or solidus enjoyed almost universal and unrivaled 

acceptance from England to India, it was not the only international currency of 
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the post-Rome era (Dwyer and Lothian, 2003).  The Islamic dinar rose as an 

international currency in most of the Muslim world, although it appeared later 

than the bezant.  Emerging in the year 700 AD (year 75 by Islamic calendar), 

Khalif Umar Ibn al-Khattab devised and implemented the dinar to provide a 

commerce vehicle in conformity with Islamic law.  Similar in size to the bezant, 

the Khalif established uniform dinar standards for gold coin (4.25 grams pure 

gold) and silver coin (3.0 grams), with rates of exchange to fix their relative value.  

The dinar fulfilled Islamic law, which forbade promises of payment in the 

transaction of business.  Only through the presentation of property for property 

could commerce occur in accordance with the standards of the Koran.  Islamic 

law forbade any form of fiat instrument and traders faced the old problem of 

finding a double coincidence of wants.  The dinar as a standard property 

instrument (precious metal) in a recognized quality and size provided a 

religiously accepted transaction medium. 

 Like the bezant, the dinar enjoyed a long and sustained role as the 

common currency of the Muslim world.  By religious dictate, the specie content of 

the dinar retained its established weight until the 1400s, almost as long as the 

bezant.  The bezant lost its status due to devaluation followed by the collapse of 

the Byzantine Empire with the fall of Constantinople in 1204 AD.  The dinar lost 

its backing with the fall of the Khalif al-Mustasim in the 14th century AD and after 

a similar pattern of debasement.  The post-caliphate period witnessed a diffusion 

of dinar standards and loss of international status.  In their respective empires, 
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the bezant and the dinar stood as long lasting international transactions 

standards for almost equal periods, though spanning different times. 

 The dinar and bezant both fell from use as minting authorities employed 

diluted gold and silver or reduced specie weight for the standard coin.  

Consequently debased by their issuing sovereigns, market agents perceived that 

both coins over time brought diminished value to the market place.  In the case of 

the bezant, fiscal pressures induced sovereigns to engage in seigniorage and 

extract additional revenue from the standard unit coin.  In the case of the dinar, 

the fall of the caliphate removed the religious backing that formed the basis for its 

value standard.  The result in either case was the same, a coin with value more 

difficult to verify and consequently less accepted for use in international 

transactions. 

 

European Commercial Revolution and the Return of Common Coin 
Standards 

 
 The fall of Rome’s remnants and the collapse of the Muslim caliphate 

deprived the world of uniform currency standards with which to conduct 

commerce.  Constant conflict followed the collapse of large scale governments 

and served to suppress trade.  This in turn dampened the demand for an 

international currency.  In the wake of the Byzantine Empire and caliphate, there 

was no clear successor currency to fill the international role served by the bezant 

and the dinar (Einzig, 1970). 

 56



 The international void persisted until the middle of the 13th century.  By 

then, a new thirst for learning and desire for commerce grew, which in turn 

demanded new tools for the conduct of international trade.  Trade recovered 

sufficiently in the Mediterranean for the reintroduction of international coin to 

support commerce.  While silver continued a dominant and sufficient role in local 

transactions, international commerce would benefit from the greater value of a 

gold coin on the level of the aureus, bezant or dinar to support valuable 

international transactions. 

 Three factors led to the reintroduction of international currency after its 

disruption following the fall of the Roman and Muslim empires.  First, trade grew 

in volume and sophistication that outstripped the capability of locally circulating 

coins.  Larger international transactions at the wholesale level required a 

common standard of higher value to enable larger transactions across national 

boundaries.  Second, trade grew along north (wool) – south (food) lines and with 

the east (spice) that demanded international standards for transactions media.  

There was a requirement for international currency because of a more regular 

trade in valuable exports.  Finally, the direction of trade developed along 

shipment points with developed infrastructure – roads, ports and markets – to 

support the growing trade.  The Italian coastal states emerged as leaders in the 

rebirth of commerce as they fulfilled the requirements to support a resumption of 

trade (Shaw, 1896). 

 57



 The genoin (Genoa) issued in 1252, was the first gold coin of the Italian 

city-states to support commerce in the region.  The florin (Florence) emerged 

shortly after to join the genoin and support the resurgent trade developing along 

Mediterranean routes north into Europe.  Of the two, the florin gained greater 

acceptance and became the more widely emulated standard.  The heavy 

standard gold coin – 3.5 grams of fine gold – became the basis for trade that took 

place at fairs, the most prominent of which occurred at Champagne in southern 

France.  Over the next 75 years, each of the major European nations 

reestablished its coinage with standards that emulated or directly matched the 

florin. 

 The German city states developed their currency standards in the 14th 

century.  Regional monarchs granted a series of minting licenses to prominent 

cities with instructions to use the florin as a standard.  Emperor Louis IV issued 

the first gold money – gulden – in 1328 in direct imitation of the florin.  Emperor 

Charles IV expanded the franchise in 1356 through a grant of general liberty to 

coin gold in the Bavarian city states and directed that these coins follow the florin 

standard.  Frederick of Nurnberg gained the license in 1372 to coin gold that 

included instructions to ensure the gulden issued in the region was as good in 

quality as the florin of Florence (Shaw, 1896). 

 Germany was a key state in the promulgation of coin standards next to 

France, home to the most prominent trade fairs.  The German city states lay 

along the main land trade routes from the woolen and natural (timber) resource 
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rich areas of northern Europe, which were frequent trading partners with the 

produce laden regions of southern Europe.  In his turn, Philip VI of France took 

for the model of his ecu d’or the design and weight of the Italian florin.  Louis IX 

issued a series of coins bearing the name “St. Louis” in 1254 with a standard 

clearly based on the florin.  The issue of these coins coincided with the Sixth 

Crusade conducted five years before and served as a revenue raising device for 

the French crown.  The standard and weight of the St. Louis roughly matched 

that of the florin (Shaw, 1896).  Thus, continental Europe had as its international 

currency standard the Italian florin, which by the late 14th century became the 

model for international currency along world trade routes. 

 England likewise adopted international currency standards compatible 

with those of the European continent.  Edward of England, who wintered at the 

castle of Louvain, also gained responsibility in 1337 to coin gold and silver for the 

crown.  Highly influenced by success on the continent, Edward coined large 

sums of money in Antwerp following the florin standard (Shaw, 1896).  The new 

English coin was also named the florin to bring immediate acceptance.  The 

continental standard extended to England. 

 Among the major European trading nations and city states, the florin of 

Florence stood as the international standard for roughly 250 years until the 

ducatto of Venice replaced the florin as the international standard.  As with the 

florin, the ducatto gained acceptance by the clarity and purity of its standard and 

its reputation for consistent minting quality.  Like the bezant and the dinar 
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preceding it, the ducatto was of sufficient size to support the volume of 

international transactions found at trade fairs (Shaw, 1896). 

 Flexible exchange rates between the various national coins, ducatto of 

Italy, ecu d’or of France, and gulden of Germany served to keep national coins in 

circulation based on the standard of the Italian instruments for nearly three 

centuries.  In addition, flexible exchange rates between silver and gold served to 

keep both gold and silver coins in use.  Production rates of the two metals were 

rarely equal, and Gresham’s Law predicts a tendency of the more abundant 

metal to drive the relatively scarce metal from circulation in the absence of a 

flexible exchange rate to balance the relative price of the two metals (Rolnick and 

Weber, 1986).  Dwyer and Lothian provide exchange rate data indicating that the 

florin and ducatto increased their value over time as transactions media due to 

their consistent quality.  These attributes as well as the flexible system of 

exchange developed with minimal government involvement provide robust 

explanations as to the endurance of the Italian coins into the 1500s (Dwyer and 

Lothian, 2003). 

 The Italian city state banking systems, better developed than counterparts 

in neighboring nations, served to reinforce the florin and later ducatto’s 

dominance of the 1250 – 1520 period.  Banks first developed in the Italian cities 

in the 13th century and spread northward to other European nations.  Among the 

first banks in Europe was the Medici bank with its extensive network formed in 

1397 and the St. George bank of Genoa formed in 1494 (Kindleberger, 1993).  
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Banking structures and currency markets in other important Italian cities, France, 

Spain, cities of the Hanseatic League, London and Constantinople were almost 

all exclusively Italian run (Einzig, 1970). 

 In the context of this period, the term “bank” carried a more limited 

meaning than the modern understanding of an intermediary that matches assets 

of savers with borrower requirements through the vehicle of time deposits.  

Before 1700, banks served as little more than exchanges to facilitate the transfer 

of coin and bullion and the settlement of claims or bills of exchange against these 

accounts.  There was little in the way of time deposits, and modern bankers 

would classify the bulk of bank activity as a money or foreign exchange market 

(Einzig, 1970).  Therefore, banks were largely limited in their function, providing 

money of a local variety to facilitate a medium of exchange.   

 These well developed banking structures allowed merchants to use bills of 

exchange at the European trade fairs, a marked improvement over the coin 

based exchange of earlier periods.  The fairs themselves served as primitive 

currency exchanges, with bills facilitating settlement through minimal specie 

transfer.  The alternative was to transport large amounts of gold coin, a costly 

and dangerous process (Kindleberger, 1993, 37 - 39).  The banking structures 

provided a competitive advantage that favored the adoption of Italian currency as 

an international standard through provision of a public good to enable the 

efficient conduct of commerce (Kindleberger, 1993, 44). 
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 Italian banks were active and influential in international commerce until the 

early 1500s, when their impact began to wane.  Concomitant with their loss of 

influence was a decline in the reach of the florin and ducatto.  At the same time, 

banking establishments in southern Germany grew in strength, sophistication 

and reach (Kindleberger, 1993, 46 - 48).  Other European banking structures 

grew up building on early Italian successes to support rival trading networks.  In 

Germany, the Fugger Bank began in 1487 and eclipsed Italian rivals as these 

early developing banks began to falter.  Medici bank failed in 1494 after 

pioneering many early bank innovations.  It would not be until 1587 and the Bank 

of Venice that the Italian cities would see their next bank established 

(Kindleberger, 1993, 13 – 15). 

 In the early 1500s, Spanish merchants began large specie flows from 

newly discovered sources in the Americas.  These large scale flows, first in silver 

then increasingly in gold, increased European money supplies (Shaw, 1896).  It 

is unclear whether the decline in Italian banking, superiority of German banking 

or an increase in Spanish influence owing to its central role in specie flow from 

the new world explains the decline in Italian influence. 

 Through the combination of influences outlined above, Italian banks faded 

in influence and banking strength shifted to southern Germany.  In large 

measure, this reflected the fact that German finance establishments lay astride 

the main north – south land trade routes of the era (Kindleberger, 1993).  Specie 

flowed through Spain, which as a result gained influence in Europe as the 

 62



leading mercantilist power of the 1500s.  Shaw (1896) presents evidence of a 

significant increase in specie flow from the Americas, with attendant rise in 

prices, from 1520 onwards. 

 With the decline in influence of Italian banks relative to their German 

counterparts, and the shift in flow of specie to Spain, the conditions were set for 

the emergence of a successor to the ducatto.  Spain partially filled the void left by 

the ducatto and provided a widely used international currency for the 16th 

century, but its dominance was weak.  Spain issued its first coin on the model of 

the florin in 1328 but internal divisions brought a plethora of competing coin 

standards.  The most common and widely used Spanish coin was the piece of 

eight (Shaw, 1896).  The lack of an extensive and well developed banking 

structure limited the extent of Spain’s leadership in international currency.  The 

flow of specie favored Spanish coin, but the well developed banking structures of 

southern Germany and trade in North Germany of the Hanseatic states displaced 

the Italian city states and the dominance of its coin in the 16th century.  The 

growing adoption of mercantilism as a guiding economic philosophy with 

emphasis on the accumulation of bullion favored Spain as a currency standard, 

but world commerce demanded enabling bank structures to ensure wide 

international use of a given medium.   

 

 

 

 63



The Modern Age – Fiduciary Currency and Growing Complexity of 
International Money 

 
 The Renaissance and periods following saw the development of banks 

and other financial institutions to reduce transactions costs and facilitate 

commerce.  Costs increase with each requirement to exchange between 

currencies as agents must gather information to establish the relative value of 

currency pairs.  There is a natural preference toward a single standard to 

encourage common use and reduce transactions costs.  Among other functions, 

banks have the capability to serve as information gathering and storage 

repositories regarding the relative value of currencies.  Therefore, we should 

expect to observe the emergence as dominant media those currencies most 

compatible with the financial structure in use.  We observe the selection of 

gulden and sterling as dominant media that serve as the currency of their 

national central bank.  Given the importance of these structures to the commerce 

of their day, a natural outcome would be the adoption of these currencies as 

dominant international exchange media. 

 Spain was limited in its influence and the reach of its currency as it lacked 

the banking networks to underwrite commercial ventures and clear international 

transactions.  What banking structure existed was prone to bouts of instability 

(Ferguson, 2008).  Spain gained an influential place in European commerce 

because of its key role as a transit point for large volumes of precious metals 

mined in the new world.  Spain's first exports were silver, then gold.  A series of 

stops or declarations by the Spanish Exchequer of its intent to suspend debt 
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payments in 1557, 1597, 1607, and 1627 developed a reputation for instability of 

the Spanish finance structure (Kindleberger, 1993).  Despite these hindrances, 

Spanish coin was in wide use through the old and new worlds well into the 1700s 

(Gordon, 2004).  Therefore, while it is appropriate to mention Spanish coin as a 

significant influence because of its ubiquitous use, it would be a mistake to place 

Spanish coin on a par with earlier examples of international money. 

 In the early 1600s, banks located in the Dutch territories grew into the 

world’s leading exchange and finance network centered in Amsterdam and 

Brussels.  This was an unlikely development, as the history of the Netherlands in 

the 1400 – 1600 period was one of divided territories with great diversity in their 

coinage.  While there was some commonality in weight standards, Dutch money 

lacked the cohesion found in other continental countries (Shaw, 1896).  It was 

not until the mint laws of 1606 that systemic and binding mint regulations 

appeared and the configuration of Dutch money – gulden, rijder and ducat - 

began to stabilize (Shaw, 1896).   

 The confusion among coin standards from the highly decentralized nature 

of the Dutch states brought an unexpectedly positive side effect.  In order to 

relate the many different coin standards, by one count fourteen, Dutch financial 

institutions gained valuable experience with exchange rates and financial 

intermediation ahead of their European peer nations.  Dutch banks solved the 

problem of multiple currencies by allowing merchants to establish accounts in a 

single common reference currency.  In addition, the high reserve ratio on which 
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these banks operated ensured stability (Ferguson, 2008).  Much as with their 

Italian and German predecessors, Dutch banks started on a city and territorial 

basis.  Growing out of the finance network that enabled commerce of the 

Hanseatic states, Dutch banks started in Amsterdam (1609).  The network 

broadened with the establishment of banks in Delft (1621) and Rotterdam (1635).  

Concomitant with Dutch bank development was the expansion of the southern 

German banking network in Middleburg (1616), Hamburg (1619), and Nurnberg 

(1621) (Kindleberger, 1993). 

 The better developed and flexible Dutch banking structures dominated 

European capital markets by the early 1600s (Kindleberger, 1993).  Dutch 

leadership was borne of the innovation called to finance the country’s many wars 

of the 1600s that framed a struggle for independence from the Spanish Empire.  

Dutch banks were also instrumental in financing the worldwide commercial 

pursuits of its merchants.  Among Dutch innovations were the world’s first central 

bank, reliable bank money and the joint stock company (Ferguson, 2008). 

 In the period 1600 – 1688, Dutch banks led a burst of innovation within 

European finance and by extension became the leading source of European 

investment capital.  Dutch financial houses led investment on the continent in the 

emerging manufacturing capacity of the early industrial revolution.  In addition, 

Dutch banks frequently provided capital to European governments to finance the 

numerous wars of the 17th and 18th centuries.  Several of these conflicts involved 

Dutch states and placed a deep strain on bank capital.  Despite the constant 
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pressure, Dutch financiers maintained influence, and the gulden remained the 

widely held currency of the era.  The extensive worldwide trade of the Dutch 

merchant class magnified the influence of Dutch banks on the rest of Europe 

(Kindleberger, 1993). 

 A series of continental wars, the War of Spanish Succession and several 

Anglo-Dutch wars weakened Dutch banks and provided an opportunity for 

emerging rivals.  In 1694, the Bank of England formed to consolidate the many 

debts of the British crown incurred through that nation’s frequent wars.  In the 

relationship to their respective national sovereigns, both Dutch and British banks 

served as rudimentary central banks.  The British crown opened competition for a 

national bank charter in the early 1830s and renewed the Bank of England’s 

mandate on condition that the bank would lend to the Crown at below market 

rates.  The Bank of England thereby provided a low cost finance mechanism and 

competitive advantage for Britain over her rival European nations.  Combined 

with the pound sterling, which Elizabeth I established in 1561 with a defined 

value standard, Britain had the foundations of a sophisticated structure of 

national finance (Kindleberger, 1993). 

 British banks led along with their Dutch counterparts during a vigorous 

period of financial innovation in the 18th century.  Dutch banks developed 

sophisticated capital markets and innovated into insurance, derivatives and 

option instruments.  While these innovations provided a basis for speculation and 

periodic capital losses, they provided a variety of financial devices that allowed 
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for high levels of investment both on the continent and in England (Kindleberger, 

1993).  British banks specialized into various functional sectors.  Land banks 

operated outside cities, linking the surplus capital of agrarian communities with 

the capital needs of a growing industrial sector.  Merchant banks catered to the 

trade interests of the British Empire.  Finally, there were the continual capital 

demands of the crown and its domestic and overseas commitments 

(Kindleberger, 1993).  Like Dutch banks, British banks innovated in the 

development of several instruments such as joint stock, credit and overdraft 

functions.  In both countries, the outcome was a greater liquidity of wealth and 

increased capital mobility.  In the British case, the addition of a modern and 

bureaucratized tax structure formed a greater credibility of the crown’s ability to 

service its debts (Gordon, 2004).  Given the sophistication of these banking 

structures, first Dutch gulden, then British sterling became leading world 

currencies. 

 Sterling had by the early 1700s already established a reputation for 

stability in its specie content.  The English crown specifically created the pound 

sterling to fix and maintain the specie content of the currency (Braudel, 1984).  In 

1717, Britain was the first nation to formally link its currency to gold as an anchor 

for its value.  Save for lapses in 1797 – 1819, 1914 – 1925 and 1931, sterling 

maintained this nominal linkage for the next two hundred years.  Britain formally 

demonetized silver in 1774.  Britain restated the relationship to gold in 1816 

through the Coinage Act, and later in 1819 with a formal declaration of sterling 
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convertibility into gold.  Through its one hundred year refinement of a national 

monetary structure and banking structure to support its commercial and national 

aspirations, Britain became the first and most consistent European nation to 

establish and adhere to the gold standard.  As a store of value, sterling had few 

peers in Europe. 

 Britain also developed a pattern within Europe for reliable service of its 

debts and added to its reputation for stability during the 18th and 19th centuries.  

Britain’s debt service from the Seven Years War and American Revolution and 

fiscal openness and probity allowed for more extensive borrowing during the 

Napoleonic Wars.  By contrast, France squandered its reputation for fiscal 

austerity during the Revolution and failed to regain a reputation for stability during 

Napoleon’s rule.  Though war expenditures forced Britain to abandon the gold 

standard from 1797 – 1819 and incur inflation, Parliament’s finance of the war 

primarily through taxation and forceful address of its debts following Napoleon’s 

exile in 1815 reinforced its reputation for stability (Bordo and White, 1990).  

These steps endowed Britain with a currency of unparalleled reach and 

soundness.  Sterling became the standard for enduring value and took on a role 

as the world’s international currency for over the next hundred years. 

 

Conclusion 

 Cipolla (1967) points to common characteristics among coin currencies of 

the early age that became dominant vehicles of international commerce.  These 
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serve as a helpful summary and provide insights into attributes by which a 

currency attains dominance in international applications. 

 High unitary value.  International currencies were almost without exception 

fashioned of gold, as it offered the highest value per unit weight.  High value 

transmission in a currency was of primary importance, as value transfer came 

through the shipment of specie.  When undertaken, settlement through shipment 

was a costly and dangerous process, so currencies with high value to weight 

were preferred. 

 Intrinsic stability.  The long dominance of bezant, dinar and florin as 

international currencies flowed from the purity and consistency of their specie 

content.  In the early age, debasement of a coin’s physical properties was 

precursor to loss of international leadership.  Monetary authorities could harm a 

currency’s reputation through debasement.  Conversely, consistency in its value 

content assured its continued use. 

 Issued by strong economic powers active in international trade.  In each of 

the instances of emergence by a national currency to the status of international 

currency, the emergence came because of the issuing nation’s heavily 

involvement in international trade.  Frequently the military dominance and 

expansiveness of an empire accompanied the trade network.  In later examples 

of international currencies, the presence of a developed and strong banking 

structure contributed to the emergence of an international currency.  Commercial 

and government (legal and military) structures also contributed to the emergence 
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of a national currency to international status.  In many instances, the coin of the 

reigning empire attained status as international money.  Over time, this 

dominance was more commercial than military. 

 Dwyer and Lothian (2003) add an additional characteristic implicit in the 

previous narrative.  In each case, the currency emerged as the result of 

acceptance in a market rather than the deliberate action of an international 

government.  Each coin attained market acceptance based on its intrinsic 

physical attributes.  Government action to set and enforce standards enabled 

acceptance within borders, but there was no transnational government to dictate 

a common standard across borders.  Acceptance in international commerce was 

informal, emergent and dependent on the perceptions of the participants more 

than direction by governments. 

 The record of early fiat currencies also indicates that compatibility with and 

development of supporting institutions such as banks weigh heavily in the 

development of a national currency into an internationally accepted instrument.  

The patterns evident from early currency experience form the basis for enduring 

models of currency dominance.  Those currencies which possess strong 

attributes of intrinsic value and well developed institutions to facilitate liquidity will 

enjoy acceptance in the international marketplace.  Governments may take 

action to enhance or detract from these attributes, but in the end international 

acceptance is decided in the international marketplace. 



 
 
 

Chapter V: International Currency Dominance During the Gold Standard 
 

19501880 1900 1940

1939: Sterling 
Area established

192018901870

Sterling

Fiduciary Currency
(Specie backed)

Metallic Regimes
(Multiple standards)

1925 Sterling Convertibility restored
1933 – 34: US devalues 

dollar against gold

1944: Bretton Woods 
Conference

1871:
Germany 

adopts gold
standard

International Monetary 
Conferences (1867 - 1896)

Key Events of the Gold Standard and Gold Exchange Periods

1910 1930

1873: Latin Monetary Union (Belgium, Italy, Switzerland, France) adopts gold standard

1867 – 79: US “Greenback Episode”

Dollar – Sterling
Rivalry

Dollar

WWI (1914 -18)
Gold Standard suspended

WWII: 1939 – 45
Major currency float

1879: Austrian Empire adopts gold standard

1871: Japan adopts gold standard

1873 US Coinage Act (defacto Gold Standard)

1931: Sterling Float

1931: Sweden abandons Gold Standard, major European nations follow

1921: Cunliffe Commission (UK)

1920: Brussels Conference

1922: Genoa Conference

 
 Figure 5.1: Timeline of Currency Dominance, Gold Standard Period 
 

“…pound sterling…an invariable fundamental unit…” 
 John Locke, Pamphlet, 1694 

 
 
Introduction 

 Between 1820 and 1880, the international monetary system shifted away 

from a reliance on pure specie to a fiat based system with gold anchor.   The 

requirements for currency acceptance demonstrated in the age of coin held firm 
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during this period.  Likewise, any currency gaining dominance would play a 

center role in and be compatible with the financial structure of the day.  On both 

these counts, sterling brought strong attributes that would qualify it as the center 

currency for the gold standard.  The new pattern observed in the transition to 

sterling dominance of a worldwide gold standard saw a level of government 

involvement through international institutions not present in earlier transitions. 

 

Overview: The Classical Gold Standard Era and Sterling Pre-1914 
Dominance  

 
 Britain was the first nation to develop and employ a system of widely 

circulated fiduciary money backed by a monometallic standard.  The later 

adoption of gold as the exclusive anchor for fiat currency throughout the world of 

the late 19th and early 20th century would lead an observer on cursory 

examination to conclude that the gold standard was a universally adopted system 

for international money.  This is a false conclusion, as the late 1800s witnessed 

several competing monetary standards backed by large economies with 

extensive financial networks.  Any of the various mono or bimetallic 

arrangements could have become international standards.  Prussia (Germany) 

supported an exclusive silver standard well into the 1870s.  France led the so-

called “Latin Union” of European countries that favored a bi-metallic standard.  

The United States, which by the turn of the century became the world’s largest 

economy, faced popular support to operate a bimetallic standard well into the 

1890s.  The United States did not settle the question of a monometallic standard 



until its 1896 election, with the defeat of the Populist Party and its advocacy of a 

bimetallic standard. 

 Britain gained leadership based on early innovations that placed it at the 

fore of nations using fiat currencies.  Redish (1990) establishes that the 

ascendance of gold was made possible by the development of mechanized 

coining processes to enable the use of lesser value metals in local transactions 

and avoid counterfeiting.  Britain practiced the most advanced pattern of currency 

management, which involved both an anchor for its value and protections for its 

token coinage.  British mints adopted the technique of milling to eliminate the 

practice of shaving or cutting coins.  The Liverpool Act of 1816 established a gold 

standard and relegated silver to a subordinate role.  This and other legislation 

established a de facto gold standard in 1819 when Parliament formally 

established sterling convertibility into gold.  This “first mover” advantage also 

involved Britain’s adoption of the combination of laws, coining technology and 

institutions that allowed for the first system of gold backed currency with 

accompanying token coinage to facilitate small transactions. 

 The British network of banks, the most sophisticated and largest banking 

system of its time, provided a ready network to conclude trade settlements.  

British banking innovations began with the legal ability to charge interest and led 

to the development in the early 1800s of government bonds or consols.  These 

time deposit instruments and the ability to trade them on exchanges opened the 

store of value function on an international scale.  Given the greater reach, market 

 74



depth and level of development of British banks, sterling emerged by the mid-

nineteenth century as the lead international currency, though with many rivals 

(Ferguson, 2008). 

 Germany made the decision to adopt a gold standard in the 1870s 

because that country recognized the dominance of British finance and the 

advantages of common standards to facilitate trade, particularly in Europe.  The 

flow of indemnity payments from France as settlements concluded after its defeat 

in the Franco-Prussian war of 1870 – 1871 provided Prussia with the resources 

necessary to convert its specie holdings from silver to gold.  France attempted to 

form a European Monetary Union from its leadership in the Latin Monetary 

Union, but by 1873 abandoned its efforts from an inability to form a political 

consensus in the late 1860s to support a bimetallic standard (Einaudi, 2000). 

 Britain refused to adopt all terms for a bimetallic system based on French 

coins that France presented to the first international monetary conference, 

convened in Paris during the summer of 1867.  By this posture of refusal, Britain 

denied France the tripartite agreement (Britain, France and US) essential to 

adoption of an international bimetallic standard.  The community of nations did 

offer France a compromise position that adopted the gold five Franc piece as the 

centerpiece of a gold exclusive standard.  The offer acknowledged the more 

standardized dimensions of French currency and better weights and measures 

system based on the decimal system.  Adjustments to British and US coin to 

bring them into conformity with the French standard were small costs to their 
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national treasuries.  From a public choice perspective, the British posture and 

compromise offer to France allowed for ascendance of a standard that favored 

sterling dominance.  This move was a concession to avoid further French 

resistance.  Britain and Germany had already chosen in favor of the gold 

standard because of its price stability and easier operation.  With the two larger 

European nations in favor of a gold standard, France’s position in favor of a 

bimetallic standard was untenable.  Britain employed an ex-post veto to refuse 

the French position and impose its own standard once it became aware of the 

French government’s proposal. 

 As nations decided to adopt the gold standard, this required an 

accompanying demonetization of silver and divestiture of silver stocks in favor of 

gold stocks.  Prussia’s decision to adopt a gold standard flooded world silver 

markets.  Prussia’s purchases of gold to build its reserves reduced the value of 

silver holdings for those nations that retained silver as their currency basis.  

Therefore, the incentive to stem further losses from devaluation of silver stocks 

provided a strong incentive to adopt a gold standard and its accompanying price 

stability.  Gold backed currency became the standard for international 

transactions.  Silver, less valuable than gold, took on a role as coinage for more 

frequent local transactions.  Markets retained gold and gold backed instruments 

for the settlement of international transactions, as Gresham’s law would predict. 

 Flandreau (1996) characterizes the development of an international gold 

standard as an accident of history.  Rising silver production combined with the 
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decision of key nations such as Germany to abandon the silver standard 

undermined the value of that metal as a monetary anchor.  The presence of 

funds from the Franco-Prussian indemnity provided Germany the resources to 

fund its conversion to a gold standard.  Growing network externalities from 

common standards combined with reduced switching costs lowered the barriers 

nations faced in switching to a gold standard.  A French decision to suspend 

silver coinage in response to the German indemnity only hastened the decisions 

by European nations to convert to gold.  Therefore, the adoption of the gold 

standard was a decentralized adoption of a common standard based on gold’s 

superior value and sterling’s linkage to gold as a price anchor (Flandreau, 1996). 

 The wide adoption of gold as an international standard with attendant 

price stability conferred advantages to those nations seeking access to capital.   

Bordo and Rockoff estimate that nations on the gold standard enjoyed a 30 – 50 

basis point advantage through lower interest rates on world capital markets.  This 

“good housekeeping seal” reflected the more plentiful capital markets available to 

gold standard countries.  Capital markets rated gold standard countries as lower 

lending risks as they adopted the more stringent fiscal and monetary discipline 

required to join the gold standard (Bordo and Rockoff, 1996).  Lower rates 

available to gold standard countries also reinforced the network externalities 

associated with sterling’s status as an international currency. 

 Japan extended the international trend toward a gold standard, which it 

adopted in the late 1800s.  Greatly influenced by the Belgian experience as that 
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nation struggled to maintain a bimetallic standard in concert with France in the 

early 1870s, Japan saw the value of the common standard taking hold in Europe.  

Nevertheless, disagreements as to the optimal monetary anchor among factions 

that favored silver, bimetallic and gold standards persisted into the 1890s as in 

Europe and the rest of the world.  The Government of Japan commissioned a 

Coinage Investigation Commission in 1893 to study and recommend an optimal 

monetary standard.  The Commission delivered a divided report in 1896, which 

the chair, in favor of the gold standard, interpreted to support the move toward 

gold.  Japan’s motivations were to lead Asia in the process of becoming more 

western, emulate western technology and adopt western methods (Schiltz, 

2008). 

 Finally, sterling and the settlement network formed through the 

international monetary conferences of the late 1800s offered an efficient means 

to facilitate the growing trade flows of the late 19th century.  As the share of trade 

in world product grew, so grew in importance the means of settling those flows.  

Sterling and its banking structures offered a low cost means of enabling the 

growing commerce associated with the turn of the twentieth century.  By the late 

1800s, international consensus had formed around a monometallic system based 

on gold, with sterling as its center currency. 

 The end of the 19th century also witnessed developments that would 

weigh heavily in the shift from sterling to dollar leadership in the twentieth 

century.  First, the late 1800s were a period in which Britain assumed a position 
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of relative economic parity among its European peers and the United States 

became the largest economy in the world.  Britain retained a position of 

dominance in trade flows and banking networks well into the twentieth century.  

Britain yielded the position of largest world economy with the rise of the US 

during the latter’s industrial revolution that began later than the British industrial 

revolution. 

 Second, low and stable inflation characterized the late 1800s, though the 

period featured frequent financial panics and economic downturns.  This 

uncommon stability provided strength for sterling.  However, the disruptions and 

weakness of British finance in the early and mid twentieth century would spur the 

search for a successor to sterling in its role as international currency. 

 The earlier narrative referenced a shift in composition of bank reserves, as 

more countries converted to fiduciary money backed by gold convertibility.  As 

the gold standard gained wider use, bank holdings shifted to a predominance of 

currency reserves with the minority share comprised of bullion holdings.  

Likewise, banks showed a pattern of diversification in their currency holdings, 

with the largest holdings in sterling and increasing diversification into other 

national currencies over time.  By 1914, the gold standard was the international 

monetary standard, bullion holdings comprised the minority of bank assets and 

diversified currency portfolios became the norm. 
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Table 5.1: GDP of Selected World Countries, 1820 – 1920 (Millions of 1990 dollars) 
  Source: Maddison, 2003 

 1820 1850 1860 1870 1880 1890 1900 1910 1920 
United Kingdom 36.2 63.3 81.7 100.1 120.3 150.2 184.8 207.0 212.9
France 35.4 58.0 70.5 72.1 82.7 95.1 116.7 122.2 125.9
Germany 26.8 48.2 59.1 72.1 86.6 115.6 162.3 210.5 170.2
Netherlands 4.9 7.3 7.9 10.0 12.3 15.1 17.6 22.4 28.9
Russia/USSR 37.7   83.6   154.0   
Japan 20.7   25.4 31.8 40.6 52.0 64.6 94.7
United States 12.5 42.6 69.3 98.4 145.3 214.7 312.5 460.5 593.4

  
 
 
 Table 5.2: Reserve Holdings of Selected World Countries, 1913 (Millions of 1913 
dollars) Source: Maddison, 2003 

 Gold Silver FOREX Total FOREX % 
United Kingdom 164.9 N/A --- 164.9 ---
France 678.9 123.5 3.2 805.6 0.5
Germany 278.7 65.9 49.6 394.2 15.1
Netherlands 61.1 4.0 6.2 71.3 9.2
Russia/USSR 786.2 31.2 305.6 1123.0 28.0
Japan 65.4 0.2 235.9 301.5 78.3
United States 1290.4 523.3 --- 1813.7 ----
  
Major Country Holdings 3325.6 748.1 600.5 4674.2 15.3

 

 

World War One, Disruption and the Attempted Return to Convertibility. 

 The outbreak of large scale hostilities between the major European 

powers in 1914 came largely as a surprise to Europe’s national governments.  

Also surprising to national leaders was the length and financial burden of the war, 

which most leaders presumed would be short and decisive.  As a result, the 

British Exchequer made few preparations for wartime finance and raised most of 

the costs for early British participation in the Great War through the issue of short 

term notes.  The major European belligerents realized the war would disrupt the 

specie transfer system.  Their government gold stocks, spread through European 
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banks, were at risk.  Accordingly, European governments suspended 

convertibility by 1915, which in turn effectively suspended the gold standard. 

 Britain emerged from WWI with a tenfold increase in its national debt and 

latent inflation that undermined the value of sterling on world markets (Davies, 

1994).  The consensus view of the British leadership held that the gold standard 

should resume as quickly as possible.  The Cunlife Report and later the 

Chamberlain – Bradbury committee recommended the restoration of sterling 

convertibility at the rate of £/$4.86, the standard of pre-war convertibility.  The 

benchmark left sterling overvalued and specie flowed from Britain to the United 

States, whose currency had not suffered such severe inflation during the war 

years. 

 The League of Nations held the Brussels Conference in the summer of 

1920 to explore methods to bring about exchange and price stabilization.  The 

conference recommendations for fiscal discipline and currency reform resulted in 

no action because the structure and flow of German post-war reparations 

payments were not clear.  While the conference made clear the desire to resume 

price stability and an international standard for currency, no action resulted for 

lack of coordination and absence of strong international leadership. 

 The Genoa Conference of 1922 was a first attempt to reestablish the pre-

WWI international monetary standard.  Britain and France sponsored the 

conference to advocate a return to an international gold-exchange standard in 

which national governments maintained the value of fiduciary currency through 
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convertibility to gold at a fixed rate.  A return to stability required national 

governments to reestablish fiscal discipline and eliminate inflationary forces, fix 

national currency to gold and transmit this value to international markets.  Finally, 

national governments would establish assets to back their currencies, though 

these assets would not have to be comprised entirely of gold (Hawtrey, 1922).  

The conference ended inconclusively because the desire by the United States to 

avoid involvement in European matters denied the participants a strong leading 

nation to facilitate adoption of the international standard. 

 Britain restored full sterling convertibility by 1925, after prolonged efforts to 

reestablish price stability.  Other European nations followed, and by 1929 the 

gold standard had largely been reestablished in Europe save for Germany which 

was mired in postwar hyperinflation and indemnity payments.  The US remained 

on its gold exchange standard throughout the 1920s.  With great expense, the 

world regained a shadow of the former international monetary system, without 

the clarity and extent of the pre-war arrangements (Cairncross and Eichengreen, 

1983).  What existed of an international monetary system was fragile and with 

contested leadership. 

 The inflated value for sterling drained specie as Britain constantly sought 

to defend its value.  Britain faced an increasingly severe series of crises in 1927, 

1929 and 1931 of which the last was fatal to the $4.86 rate for sterling.  The 

established rate forced the Bank of England to maintain high interest rates and 

capital controls to defend sterling’s value.  The already overvalued sterling 
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suffered further pressure to devalue when the US imposed the Smoot-Hawley 

tariff legislation in 1930 and other nations followed with high tariff barriers.  

Despite an overvalued sterling, British exports should have fallen in price to 

balance trade flows.  High tariff barriers precluded this adjustment and British 

goods remained uncompetitive on world markets from a price basis.  The drain 

on British specie caused by the overvalued sterling and mercantilist policies of its 

trading partners rendered the $4.86 level untenable. 

 British importers suffered austere conditions and competition from foreign 

competitors able to market at less valued exchange rates.  Britain reluctantly 

devalued sterling in 1931.  The MacDonald government eventually suspended 

convertibility in response to the disruptions caused by the financial crash of 1929, 

labor strikes and a series of increasingly expensive speculative attacks on 

sterling.  Convertibility suspension was a necessary step to prevent further flow 

of specie from Britain and exacerbate an already shrinking money supply.  By the 

mid-1920s, the dollar had replaced sterling as the lead reserve currency and 

widened its lead in the latter half of the 1920s (Eichengreen and Flandreau, 

2008).  Because of its early departure from the gold standard, Britain was one of 

the first nations to begin recovery from the Great Depression. 

 Franklin Roosevelt suspended convertibility of the dollar in 1933.  The 

dollar declined in value to foster recovery through increased exports.  The 

Roosevelt government returned the dollar to a gold standard less than a year 

later, though at a reduced rate resulting in dollar devaluation.  Sterling enjoyed a 
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brief return to its previous status as leading reserve currency and remained 

dominant into the late 1930s (Eichengreen and Flandreau, 2008).  Throughout 

the interwar period, the dollar and sterling exchanged leadership in international 

reserves and provided an unclear pattern of national leadership.  The interwar 

years along with the Anglo-Dutch rivalry of the 1600 – 1700s provide 

counterfactuals to the assertion that one national currency must be dominant. 

 The intermittent controls necessary to defend sterling’s value against the 

$4.86 rate compromised its reputation for convertibility and undermined a key 

attribute necessary for employment as a vehicle currency.  The resulting 

currency crises drained the British Exchequer of the resources necessary to 

defend sterling’s value under the conventions of the gold exchange standard. 

 The outbreak of WWII forced the leading economic powers to suspend 

convertibility, in line with the practice of previous wartime periods.  By 1945, the 

major European nations endured high inflation and wartime debt levels which in 

many cases exceeded 100% of GDP.  Price stability, fiscal reform and 

reconstruction funding became priority pursuits of the major war powers.  Sterling 

could no longer serve as lead international currency. 

 

Patterns of Sterling Dominance During the Gold Standard Era 

 Figure 4.2 depicts major currency holdings of the Gold Standard era.  

During the period in which the major industrial nations adopted the Gold 
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Standard (1870 – 1890) gold constituted the majority of reserves.  Beginning in 

1890, the proportion of reserves held as currency began to rise (Lindert, 1967). 
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 Figure 5.2: Key Currency Holdings, 1900 – 1913 (Source: Lindert, 1967) 
 

 

  Sterling comprised the majority of currency holdings among country official 

reserves during the period leading to the First World War.  As the Gold Standard 

gained wide spread use, sterling comprised over 70% of currency holdings, and 

maintained nearly half of reserves by share through the period leading to WWI. 

 The dollar appears to constitute a large percentage of reserves in Figure 

4.2, but this is a misleading representation.  Canada held the majority of dollar 

reserves in the pre-WWI period, more than 90% of reserves in most years.  This 

in part served to facilitate Canada’s large trade volume with the US.  Six other 
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countries held small amounts of dollars as official reserves, with the second 

largest dollar holding that of the Philippine government from 1905 onward.  The 

US occupation of the Philippines following the Spanish-American War of 1898 

and the close economic and political ties between the two nations over the 

succeeding decades explain the large dollar holdings in that country. 

 By contrast, a wider array of national governments held the mark and the 

franc, albeit in much smaller amounts.  Thirteen different governments, mostly 

located in Europe, held the mark and franc.  In practical terms, the mark and 

franc were peers to sterling, while the dollar was rising in influence.  The dollar, 

though growing in reach during this period, was not as widespread as the graphic 

would depict. 

 

Elements of Sterling Dominance in the Classical Gold Era 

 Economists hold that several key factors bear on the selection of a 

currency for use as a reserve instrument.  These include: 

• Size of the domestic economy. 
 

• Domestic macroeconomic policies, as reflected in a robust and sustained 
rate of GDP growth and moderate inflation. 

 
• Importance of the economy in international trade. 

 
• Size, depth and openness of financial markets associated with the 

currency 
 

• Convertibility of the currency. 
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 Understood within the context of the gold standard, sterling should exhibit 

attributes superior to, or at least on a par with peer nation currencies of the late 

1800s.  By this measure, sterling gained dominance as a function of its 

fundamental attributes.  Figure 5.2 indicates a diversification of official reserves 

into peer currencies in the late 1800s and early 1900s.  As these peer currencies 

took on attributes similar to sterling, governments divided holdings among 

several peer currencies.  The ascendance of sterling is consistent with its 

superior strengths.  Likewise, the diversification into peer currencies is consistent 

with their development of attributes that made them reasonable substitutes for 

sterling. 

 Size of an economy is the first attribute which influences the selection of a 

currency for reserve purposes. Closely related is the growth rate of the economy 

whose government issues the currency.  Table 5.1 presents real GDP levels in 

the years leading to the adoption of the Gold Standard and through WWI.  The 

United Kingdom comprised the world’s largest GDP until the 1800s when the 

United States surpassed the UK.   

 
 Table 5.3: GDP of Selected World Countries, 1820 – 1920 (Millions of 1990 dollars) 
  Source: Maddison, 2003 

 1820 1850 1860 1870 1880 1890 1900 1910 1920 
United Kingdom 36.2 63.3 81.7 100.1 120.3 150.2 184.8 207.0 212.9
UK plus 
Commonwealth 36.2 67.9 90.8 250.4 279.7 341.7 389.7 475.1 473.5
Germany 26.8 48.2 59.1 72.1 86.6 115.6 162.3 210.5 170.2
France 35.4 58.0 70.5 72.1 82.7 95.1 116.7 122.2 125.9
Netherlands 4.9 7.3 7.9 10.0 12.3 15.1 17.6 22.4 28.9
Russia/USSR 37.7   83.6   154.0   
Japan 20.7   25.4 31.8 40.6 52.0 64.6 94.7
United States 12.5 42.6 69.3 98.4 145.3 214.7 312.5 460.5 593.4
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 A view of the UK limited to the home country economy presents a 

misleading picture of relative economic size.  A fair assessment of its economic 

size must account for the fact that the UK included sterling circulation throughout 

the majority of its empire.  The addition of India and South Africa, both 

economies based on or tightly linked to sterling, effectively doubled the size of 

the UK economy in the latter years of the 1800s.  While the US exceeded the UK 

home economy, the size of the empire economy which backed sterling was 

larger still. 

 Within Europe, the UK remained the region’s dominant economy until 

WWI.  Germany briefly eclipsed the UK on the eve of WWI, but fell to second 

place in the aftermath of the conflict.  Wartime destruction and postwar 

indemnities reduced Germany’s GDP to 80% of its pre-WWI level while the UK’s 

GDP continued to grow at pre-war rates.  The UK was clearly the lead economy 

in pre-WWI Europe. 

 France, an early rival to the UK at the end of the Napoleonic Wars, began 

the early part of the 19th century as a peer but ended the century badly lagging 

UK growth.  UK GDP growth outpaced that of France in each decade of the 19th 

century.  By 1900, France’s GDP was barely half that of the UK.  On the 

European continent, Russia approached the UK in size by the late 1800s, but fell 

behind as revolution engulfed the country after its withdrawal from WWI.  

Germany stood as the UK’s closest European competitor.  Worldwide, the United 
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States overtook the UK as the world’s largest economy by the end of the century 

and outpaced UK growth rates in each decade of the 1800s. 

 

 
Table 5.4: Growth Rates of Key Currency Nations Over Ten Year Periods.  Source: 
Maddison, 2003 

 
1820-
1850 

1850-
1860 

1860-
1870 

1870-
1880 

1880-
1890 

1890-
1900 

1900-
1910 

1910-
1920 

United 
Kingdom 74.82% 29.08% 22.53% 20.18% 24.81% 23.02% 12.03% 2.82% 
France 63.64% 21.60% 2.16% 14.83% 14.83% 22.80% 4.70% 2.96% 

Germany 79.64% 22.66% 22.09% 20.07% 33.42% 40.45% 29.68% 19.13% 
Netherlands 71.29% 7.38% 26.18% 23.72% 22.39% 16.81% 27.46% 28.79% 

Japan    25.15% 27.62% 28.27% 24.10% 46.61% 
United 
States 239.36% 62.85% 41.86% 47.74% 47.74% 45.54% 47.35% 28.88% 

 

 

 Sterling likewise rose to leadership because of the sterling economy’s 

stability.  As the table below indicates, sterling had a better record of price 

stability in the years leading to adoption as the center currency of the gold 

standard era.  Both German and US inflation rates were more volatile than those 

of the UK.  Price rises in the UK balanced with price declines in moderate 

movements through the nominal anchor function of the gold standard.  By 

contrast, inflation performance in France, though less volatile, was consistently 

upward. 

 
 Table 5.5: Price Trends Leading Into Gold Standard Period.  Source: Global 

Financial Data, 2009 

Decade Ending 
1820 - 
1830 

1830 - 
1840 

1840 - 
1850 

1850 - 
1860 

1860 - 
1870 

1870 - 
1880 

1880 - 
1890 

UK -3.7% 12.2% 32.7% 2.2% -5.6% -5.4% -19.3% 
United States -12.9% 11.1% 17.6% 1.7% 49.2% -13.4% -2.6% 
Germany Pre-1923 13.1% 4.8% 12.5% 39.8% 13.6% 16.1% -3.8% 
France   0.0% 11.8% 7.0% 3.4% -2.2% 
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 While UK price volatility exceeded that of France, the former’s overall 

trend of prices reflected the greater discipline associated with a national gold 

standard.  UK prices stood slightly lower in 1890 than their 1850 level.  By 

contrast, prices in France were 20% higher in 1890 compared to their 1850 level. 
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 Figure 5.3: Price Trend of Major Nations, 1850 - 1890 
 

 

 The UK retained an advantage over its European peers in the years 

leading to the gold standard that extended past its early adoption of the specie 

anchor for sterling.  Until the early 1870s, world gold stocks largely resided in the 
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UK treasury.  By extension, sterling was the only currency with credible backing 

to function within the gold standard.  The period from 1870 onward reveals a 

clear pattern of gold accumulation on the part of other industrial nations as those 

governments sought to build their gold stocks to enable the conversion to a gold 

standard.  At the close of the century, gold stocks reveal a much more uniform 

level, as national governments took up the practice of diversifying past gold 

holdings into a combination of specie and currency instruments. 

 
 Table 5.6: Gold Holdings of Selected World Countries in Metric Tons, Selected 
Periods (percent of world total) Source: World Gold Council 

  1845 1850 1855 1860 1865 1870 1875 1880 1885 1890 
UK (Bank of 
England) 

82.0 
(97.6) 

104.7 
(96.5) 

74.0 
(39.4) 

77.6 
(42.0) 

93.0 
(26.8) 

161.1 
(22.6) 

153.8 
(14.1) 

170.6 
(14.8) 

141.4 
(9.2) 

166.3 
(8.4) 

UK (Including 
Commonwealth) 

82.0 
(97.6) 

104.7 
(96.5) 

74.0 
(39.4) 

77.6 
(42.0) 

93.0 
(26.8) 

161.1 
(22.6) 

215.7 
(19.8) 

258.0 
(22.4) 

235.8 
(15.4) 

320.0 
(16.3) 

Germany 
 (All Holdings)       

43.0 
(3.9) 

81.0 
(7.0) 

99.4 
(6.5) 

186.0 
(9.4) 

France 
2.0 

(2.4) 
3.5 

(3.2) 
32.8 

(17.4) 
105.0 
(56.8) 

194.0 
(55.9) 

216.8 
(30.4) 

336.8 
(30.9) 

242.4 
(21.1) 

344.2 
(22.4) 

369.6 
(18.8) 

Russia N/A N/A 
80.9 

(43.1) N/A 
57.0 

(16.4) 
160.0 
(22.5) 

230.7 
(21.2) 

195.4 
(17.0) 

195.4 
(12.7) 

311.7 
(15.8) 

United States      
107.0 
(15.0) 

86.7 
(8.0) 

209.8 
(18.2) 

371.0 
(24.2) 

442.1 
(22.5) 

World Total 84.0 108.5 187.7 184.8 347.1 712.7 1088.8 1150.9 1535.7 1969.0 
 

 

 Government finance reflected a fiscally conservative UK.  Emerging from 

the Napoleonic Wars, the UK spent the majority of the 1800s reducing the heavy 

debt burden accumulated during that world conflict.  British government deficits 

when they occurred remained low and many years exhibited a surplus.  

Combined with the rapid pace of UK growth, the UK debt to GDP ratio steadily 

declined through the turn of the century. 
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 Figure 5.4: UK Debt to GDP Ratio, 1840 - 1900 
 

 US debt remained high relative to its historical levels following the 

American Civil War.  The conflict had brought a nearly tenfold increase in the 

nation’s debt.  However, the conflict also brought a strengthening of the US 

federal government and its fiscal powers.  Among the developments of the 

American Civil War that would weigh in US ability to maintain an international 

currency were the deployment of a national income tax system and national fiat 

currency (Hormats, 2008).  However, development of the US dollar was 

rudimentary in the late 1800s, and the new currency lacked the institutions to 

support its national and international use in the manner of the UK sterling. 
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 Figure 5.5: US Debt to GDP Ratio, 1840 - 1900 
 

 By contrast, French and German fiscal positions were not as favorable as 

that of the UK in the pre-WWI years.  French debt remained high relative to its 

GDP because of stagnant economic growth through the 1800s.  The large 

indemnity France incurred following its defeat in the Franco-Prussian War 

exacerbated an already tenuous fiscal position.  Germany built a strong and 

coherent central government only in the 1870s.  One cost to the establishment of 

a unified Germany was the series of wars the newly formed nation fought with its 

neighboring countries during the 1860s and 1870s to secure its central European 

position.  Despite a briskly growing GDP, Germany added to its debt burden 

while the UK decreased its debt as a share of its GDP.  From a fiscal standpoint, 

the UK held the fiscal advantage over its peer nations with its large and growing 
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economy, well developed revenue collection system and steadily declining debt 

burden. 
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Figure 5.6: Comparative Debt Levels, 1880 – 1914 (Source: Flandreau and Zumer, 2004) 
 

 

Sterling as a Coordination Solution: Currency Role in Trade 

 The UK comprised the dominant share of world trade by value in the late 

1800s and held this position well into the 1930s.  Figure 4.6 plots the share of 

trade among the six top import/export nations worldwide.  The UK entered the 

Gold Standard era with over half the trade by volume among the leading 

import/export nations.  As Germany and the US gained the status of major 

trading nations by the late 1800s, they built volume at the expense of France and 

the UK.  France declined in importance as a trading nation as Germany and the 

US traded places as the world’s second and third largest trading nations. 
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 Figure 5.7: Trade Percentage of Leading Import/Export Nations, 1840 - 1900 
 

 

 The composition of exports favored invoicing and settlement in sterling.  

Until 1900, the UK dominated in manufactured goods when compared to the US.  

Manufactures are more specialized in composition and able to exert greater 

pricing power.  Manufacturing exporters are able to invoice in their own currency, 

which in the late 1800s afforded an advantage toward invoicing and payment in 

sterling.  Figure 4.7 indicates that the UK comprised the majority of exports until 

1898 when this majority passed to the United States. 
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Structure of Exports US - UK 1885 - 1913
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 Figure 5.8: Structure of Exports, 1885 - 1913 
 

 

 The US and UK were roughly balanced in the composition of commodity 

imports during the 1880s.  By the eve of WWI, the US imported the largest share 

of commodities.  Due to the homogeneous nature of commodities, commodity 

exporters have less pricing and invoice power over their product.  Consequently, 

commodities tend to be invoiced and settled in the currency of the importing 

country.  The UK entered the Gold Standard era as the largest commodity 

importer, which it used as raw materials for its export industries.  As Figure 5.8 

indicates, the US eclipsed the UK as the dominant commodities importer by the 

late 1800s. 
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Structure of Imports - US and UK 1885 - 1913
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 Figure 5.9: Structure of Imports, 1885 - 1913 
 

 

The Influence of Capital Markets 
 UK Capital markets developed earlier and more deeply than comparable 

European or US counterparts.  Table 4.5 presents the early capital market 

development of those nations with the largest banking structures. 

 
Table 5.7: Value of Bank Deposits as Percentage of GDP (N/R = Not Reported)1 

 1820 1830 1840 1850 1860 1870 1880 
U.K. 1.0% 3.3% 4.6% 5.4% 5.5% 44.5% 44.3%
Germany N/R N/R N/R 3.5% 6.6% 8.8% 18.6%
France N/R 0.0% 1.4% 0.9% 1.8% 2.6% 5.0%
USA 0.2% 0.8% 8.0% 7.3% 12.0% 18.0% 28.9%

 
                                                 
1 UK data do not contain the value of Commercial Bank deposits before 1870 as accurate figures 
are not available before that date.  Therefore, the size of UK capital markets appears unusually 
small.  Total capital market size is likely on the order of 30% of GDP or greater from 1840 
onwards.  These figures do not include the size of equity markets, which were well developed in 
both the UK and US by the late 1800s. 
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 UK capital markets were nearly twice the size of the next largest nation as 

a share of GDP at the beginning of the Gold Standard era.  Given its larger GDP 

through most of the 1800s, the UK capital markets represent the largest and 

deepest financial sectors of any nation through most of the 1800s.  Not until the 

eve of WWI did Germany rival the UK for both depth and breadth of its capital 

markets. 
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 Figure 5.10: Capital Market Depth (Excluding Equity Sectors), 1870 - 1913 
 

 

By the late 1800s, trade depended on a sophisticated system that 

functioned with London as an international banking hub and central financial 

clearing house.  By the early 1900s, four core nations – Great Britain, France, 

Germany and the US – emerged based on the common gold standard with 
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international transactions conducted in Sterling.  Each possessed a national 

financial clearing center with London as the internationally recognized banking 

leader (Gallarotti, 1995) 

 

  
 Figure 5.11: Bank Clearing Architecture of the Late 1800s (Source: Gallarotti, 1995) 
 

 

 The system of clearing was a natural evolution from the use of bills of 

exchange in earlier periods.  The UK’s central role in trade and early 

development of bank architecture made sterling the best fit as center currency for 

this architecture. 

 

Threats to Sterling Dominance: The Gold Exchange Period 

 The period between the World Wars saw the decline of sterling dominance 

due to an erosion of its fiscal and price stability and the relative growth of the US 
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as a dominant economy.  Figure 5.9 depicts the composition of currency holdings 

among the major industrial nations.  The pattern clearly reflects a brief period of 

dollar dominance in the early 1930s followed by a resurgence of sterling 

leadership in its reserve currency role.  Also noteworthy during this period is the 

relative decline of former peer currencies to sterling, the franc and mark.  The 

interwar period was a competition for dominance between sterling and the dollar 

that resulted in an effective currency duopoly within official reserves. 

 

Composition of Reserves, Interwar Years

0%

10%

20%

30%

40%

50%

60%

70%

80%

90%

1920 1925 1930 1935

Year

Pe
rc

en
t o

f H
ol

di
ng

s

Sterling Dollar French Franc FFr Dutch Guilder GD Swiss Franc SFr
 

 Figure 5.12: Key Currency Holdings, 1920 – 1936 
 

 

 Following WWI, the UK experienced a sharp and sustained increase in 

inflation that placed pressure on sterling’s ability to regain a value linked to gold.  
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UK wartime inflation was next to Germany’s ruinous hyperinflation the highest 

and longest sustained in Europe. 
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 Figure 5.13: Inflation levels in Major Economies, 1910 - 1925 
 

 

 The UK addressed its wartime inflation in the early 1920s, but the damage 

to its currency value had been done.  The erosion to sterling’s value made the 

task of restoring convertibility at pre-war rates difficult to achieve.  Germany’s 

inflation effectively ended any possibility of the mark serving as a key currency 

and resulted in its retirement and replacement by a successor currency in the 

1920s.   
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 Table 5.8: Consumer Price Inflation (percent), Selected Major Countries 1910 - 1925 

 UK United States Germany France 
1910 2.1 0.0 0.0 1.0 
1911 1.0 2.1 7.8 4.3 
1912 3.1 3.1 3.6 0.0 
1913 2.0 2.0 -3.4 0.0 
1914 8.1 1.0 22.2 1.9 
1915 22.1 2.0 12.2 22.0 
1916 22.2 12.6 44.1 0.0 
1917 12.1 18.1 50.3 0.0 
1918 18.9 20.4 9.7 -4.9 
1919 2.3 14.5 87.3 0.0 
1920 17.8 2.6 93.1 0.0 
1921 -27.5 -10.8 66.5 5.1 
1922 -7.3 -2.3 3453.2 0.0 
1923 -0.6 2.4 22 Billion 0.0 
1924 1.7 0.0 -3.3 -1.6 
1925 -2.8 3.5 4.3 0.0 

 

 

 The UK emerged from WWI with a debt burden far in excess of its total 

yearly GDP.  This debt burden persisted through the interwar years and weighed 

on the UK’s ability to reestablish convertibility.  Figure 4.10 depicts the level of 

UK debt as a percentage of GDP through the interwar years.  The UK introduced 

fiscal austerity measures that reduced the level of its debt and its early departure 

from fixed exchange rates allowed for earlier and more robust recovery than 

other industrial nations.  However, its debt – GDP level remained above 100% 

through the 1930s. 
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 Figure 5.14: UK Debt to GDP, 1910 - 1940 
 

 

 The US, by contrast, ended its involvement in WWI with a much lower 

debt to GDP ratio that reflected a much lower level and duration in the conflict 

when compared to European peers.  The US reduced its debt during the 1920s, 

but sharply increased its debt to GDP ratio as it implemented large spending 

programs in the 1930s. 
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 Figure 5.15: US Debt to GDP, 1910 - 1940 
 

 

 The 1925 attempt to restore linkage with gold resulted in a sharp 

recession and attendant price declines as the UK government imposed fiscal 

austerity and raised interest rates to restore price stability and fiscal discipline.  

The resulting price volatility of the post war years sharply undermined confidence 

in sterling and set the conditions for the first devaluation of 1931. 

 

 104



Inflation: Major Industrial Countries 1925 - 1940
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 Figure 5.16: Consumer Price Inflation, Selected Major Countries 1925 - 1940 

 

 The requirement to defend sterling’s value drained the UK’s resources 

relative to its peer nations and called into question the ability of sterling to defend 

its value.  While other nations maintained the gold standard through the downturn 

of the early 1930s, the UK suspended convertibility of sterling in 1931 and did not 

reestablish the link until the Bretton Woods era.  From a currency valuation 

viewpoint, confidence in sterling was seriously undermined by the early 1930s. 

As other major currencies followed the UK, ended convertibility with gold and 

engaged in policies of currency devaluation, confidence in peer currencies 

eroded as well. 
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Capital Markets and Trade. 

 The UK left WWI with the world’s largest capital markets as measured by 

share of GDP.  By the early 1930s, the US had eclipsed the UK in size and 

depth.  The UK’s European peers by the 1930s rivaled the UK for depth, but 

given the relatively larger size of UK GDP, the latter nation retained the larger 

capital markets within Europe.  The disruptions experienced in French and 

German capital markets during the post-war years made the volatility of US and 

UK capital markets pale in comparison.  By the end of the 1930s, the US 

exceeded the UK in the depth of its markets and other European nations 

represented peer rivals to the UK market. 
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 Figure 5.17: Capital Market Depth (Excluding Equity Sectors), 1920 - 1940 
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 Trade volume favored UK currency dominance through much of the 

1930s.  Germany, having risen in trade volume in the pre-WWI years, 

experienced a severe post-war decline and slow recovery in the 1920s and 

1930s.  Germany’s trade never rose above its pre-WWI share through the entire 

interwar years.  The US level of trade grew in volume against the UK, but 

exceeded UK levels only at the end of the 1930s.  The trends of trade 

composition outlined earlier continued to favor the US.  Manufactures 

increasingly came from the US rather than the UK.  Commodities increasingly 

flowed into the US rather than the UK.  Trade patterns, therefore, present 

somewhat of a mixed picture.  The US grew in volume terms to a level on par 

with but did not exceed the UK.  In trade composition terms, pricing and invoice 

power favored the US.  Trade patterns of the 1930s modestly favored a move 

toward US dominance in currency reserve holdings.  Figure 4.13 depicts the 

pattern of trade volumes among the top export/import nations during the interwar 

years.   
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Share of Trade among Leading Export/Import Nations
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 Figure 5.18: Trade Percentage of Leading Import/Export Nations, 1910 - 1940 
 

 

 The data presented indicate that sterling represented the currency with the 

strongest factors to promote market confidence in its ability to retain value during 

the pre-WWI period.  UK GDP was the largest in Europe until WWI and with its 

colonial possessions, rivaled the US in economic scope.  UK growth was robust 

and inflation contained, and its finances were sound.  While the US came to rival 

the UK in many aspects on the eve of WWI, the dollar remained a relatively 

undeveloped currency.  The US lacked several essential elements, including a 

central bank, prior to WWI. 

 The UK experience following WWI undermined confidence in sterling as a 

result of its fiscal position, inflation performance and economic size compared to 
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competitor currencies.  The poorly handled return to convertibility in 1925 

resulted in a series of currency crises and devaluations in the late 1920s.  These 

conditions undermined confidence in sterling.  Permanent US currency 

dominance was possible by the early 1930s, and the dollar gained dominance for 

a short period.  The rival currency’s dominance was short lived, however, 

because of its institutions were ill developed in comparison to sterling.  Sterling 

retained its dominance because the dollar’s performance fared little better in the 

interwar years. 

 As a coordination solution to prevailing trade patterns and existing bank 

structures, sterling remained dominant until the end of the 1930s.  Not until the 

close of the decade did US capital market depth and trade volume overcome the 

incumbent.  Given that the sterling area comprised of UK colonial possessions 

remained until well into the 1950s, sterling retained its dominance as an 

instrument to facilitate trade. 

 

Selection of an International Monetary Standard – The Influence of Public 
Choice 

 
 Institutional developments also favored a move to sterling based on its 

early linkage to gold.  An informal international monetary regime based on a gold 

anchor took shape through a series of four conferences from 1867 – 1892.  With 

minimal British leadership, adoption of the gold standard as an international 

system occurred in an incremental and informal manner.  The international 
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conferences grew from a series of regional conferences conducted in 1850 – 60 

and the development of a system of international weights and measures. 

 The first conference convened in Paris in spring and summer 1867 and 

addressed the question of what form a common standard of international 

currency convertibility should adopt.  The conference set the course toward an 

international gold standard and the major world nations spent the next twenty 

years implementing its resolutions with varying degrees of haste.  The resolution 

of the 1867 conference called for an international monetary system based on 

gold with coins of member nations given legal tender through the world. 

 Political factors also drove the shift to the use of fiat instruments grounded 

on a gold standard.  France converted to a gold standard after the Prussian 

government made the decision to demonetize silver in 1871.  A Prussian 

indemnity of 5 billion FFr ($1B USD) hastened the French decision.    French 

payments consisted of approximately 12% specie in a mixture of gold and silver 

with the balance paid in banknotes and securities.  The payments provided a 

resource of foreign exchange that Prussia could convert and facilitate a transition 

to the gold standard (Kindleberger, 1993).  Prussia’s self declaration as the 

German Empire following its defeat of France accompanied its monetary 

conversion in an ongoing desire for European dominance. 

 The increased gold reserves made possible through the indemnity and 

growing trade integration of Europe led the German government to choose a gold 

standard.  Germany’s decision to adopt gold and divest itself of its silver reserves 
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lowered the price of silver on international markets and provided incentive for 

other nations to demonetize silver.  France followed the lead of its European 

peers and demonetized silver in 1873.  The US followed this pattern in 1873 and 

placed itself on a gold standard.  British trade leadership and the supply of 

liquidity to international markets through its banking system provided impetus for 

the development of an international standard of gold leadership (Meissner, 

2002). 

 The second conference, conducted in 1878 discussed an international bi-

metallic standard, but by the time of this conference the major nations had 

unilaterally adopted a gold standard, so the move was defeated.  An international 

gold standard, established without the impetus of a central governing authority, 

came into practice.  Moreover, the large sales of silver on international markets 

due to its demonetization in several nations had depressed the price of the 

already lesser value metal to the point of making its use as a monetary standard 

highly unlikely (Gallarotti, 1995). 

 A third conference in 1881 featured further discussion of an international 

bi-metallic regime led by the United States.  Populist elements in the United 

States sought to increase the domestic money supply through the introduction of 

silver into circulation with gold.  The US had little support from other nations, the 

conference ended inconclusively and the gold standard remained.  The fourth 

and final conference, conducted in 1892, saw even less support for a move away 

from an exclusive gold standard.  By the early 1890s, the major monetary nations 
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had been on an exclusive gold standard for two decades and several of the 

conforming nations had incurred considerable expenses in the process of 

conversion to a gold standard.  Any shift away from gold would be cost 

prohibitive and would encounter stiff opposition.  Finally, Britain signaled at the 

start of the conference that it would not support any reestablishment of a bi-

metallic international order.  Given its leading role in the international banking 

system, the lack of British support and its favor shown toward a gold backed 

regime ensured that a gold standard with transactions conducted primarily in 

sterling would form the international order.  Though agitation continued for a 

return to a bi-metallic regime, there was never after 1892 a serious challenge to 

the gold exclusive international order. 

 The conferences also established international exchange and settlement 

mechanisms with transactions in bills and yearly settlement of specie, often 

through the establishment of claims without physical international metal transfer.  

"Earmarking," the process of settlement without physical transfer, took place by 

arrangement in all major national banks.  One manifestation of this shift was a 

growing proportion of bank reserves denominated in currency over time.  Sterling 

was the dominant holding among national banks and remained the lead currency 

for several decades.  However, as other nations adopted the gold standard, bank 

holdings in currencies other than sterling became more common.  In addition, as 

the system of currencies anchored in gold became more common, the proportion 

of deposits in currency holdings displaced bullion holdings as the largest bank 
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assets (Bordo and Eichengreen 1998).  This indicated a preference for 

international transactions conducted in national currency and away from gold 

transfers conducted on a national level.  For the first time, national banks held 

multiple international currencies in a desire to reduce risk and enable 

transactions. 

 

Conclusion 

 Sterling attained dominance in the 1800s because of its “fundamentals” – 

backing by a large and growing economy, sound government finances, price 

stability and sufficient reserves compatible with the gold standard to guarantee its 

value on international markets.  Sterling lost its dominance because a qualified 

competitor emerged with similar strong fundamentals.  Based on these 

considerations alone, the US dollar should have gained a dominant position 

sometime in the late 1920s or early 1930s.  However, sterling retained its 

dominance because Britain improved its fiscal and reserve position in the 1930s.  

Sterling also retained dominance because the decision to sever the link with gold 

in 1931 afforded and earlier recovery from the Depression.   The remaining 

explanation lays in the US desire to shun leadership during the interwar years.  

Sterling lost its leadership because of a series of costly policy mistakes that 

compromised its value in the presence of a qualified successor.  Dollar 

dominance, while possible by the early 1930s, did not occur until nearly a decade 

 113



 114

later.  More explanation than a picture based on fundamental value is required to 

complete the understanding of shift in dominance from sterling to dollar. 

 By the 1930s, sterling held a tenuous position as the dominant reserve 

currency.  Macroeconomic fundamentals of inflation and debt had grown to levels 

sufficient to undermine confidence in sterling’s value.  The move to restore 

convertibility was on the surface prudent as a measure to reestablish a nominal 

anchor for the currency’s value.  However, the singular focus on restoration at 

pre-war conversion levels was inconsistent with the erosion in sterling’s value 

brought about by WWI.  The currency crisis of 1931 and indefinite suspension of 

sterling’s linkage with gold undermined confidence in the currency. 

 The dollar’s rise as a competitor is evident from the data and patterns of 

this chapter.  However, the picture of the dollar’s rise is mixed.  On some levels, 

the dollar was a peer competitor by the dawn of the 1900s.  On other levels, most 

notably the sophistication of its banking structure and the presence of a central 

bank did not fully form until the second decade of the 20th century.  By the 

1930s, the dollar was clearly a peer competitor of sterling.  However, sterling 

exhibited notable strengths, among them an enduring share of world trade, depth 

of capital markets and longer record of monetary policy.  By some measures, the 

dollar should have retained the dominance it exhibited in the early 1930s.  

Because of its immature features, the dollar would not gain enduring dominance 

until the next decade. 
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  Figure 6.1: Significant International Currency Events of the 20th Century 
 

…In Washington Lord Halifax / Whispered to Lord Keynes / 'It's true 
they've all the money bags, / But we've got all the brains… (Quoted in 
Turner, 2001) 

 
 
Introduction 

 The preceding chapter described an evolution in which the shift between 

dominant international currencies exhibits increasing complexity over time.  The 

ascendance of sterling as the center currency of the gold standard fundamentally 
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occurred because of its breadth of use, ability to hold value and the stability of its 

attributes.  Further, sterling represented a viable coordination solution that 

supported the prevailing trade flows of the era and was compatible with the 

banking and trade structures widely in use during the late 1800s and early 1900s.  

However, sterling was not the only candidate for dominant center currency.  The 

informal process embodied in the series of coordination meetings conducted 

from 1867 through 1896 considered alternatives and put in place rules that 

allowed sterling to emerge dominant in the international monetary system.  While 

elements of all three models were present in the account of sterling dominance, 

sterling owes its dominance in the late 1800s and into the early 1900s most to 

the appeal of its fundamental attributes. 

 The adoption of sterling was the first shift of dominant currencies that 

included a structured consideration of alternatives by national governments.  The 

shift of dominance from sterling to dollar reflects a similar, even stronger pattern 

that suggests the addition of a further view.  The dollar gained dominance in the 

post-WWII years because of its fundamental attributes, search for a coordination 

mechanism to facilitate trade and global capital flows and the US assertion of its 

role as center currency of the Bretton Woods system.  The historical pattern of 

dollar ascendance before and during Bretton Woods and dominance in the years 

following indicates a greater dependence on the extensive consultation and 

coordination systems that developed following the initial meeting of summer, 

1944.  The benefits that accompany center currency status, formal or informal in 
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derivation, became a centerpiece of the post-war era.  Pursuit of center currency 

benefits and mitigation of the costs imposed by policy decisions of the center 

currency nation consequently grew in importance as matters of national policy. 

 This chapter and the two which follow build a multi-dimensional view of 

post-WWII international currency developments that employs the three lens view 

of Chapter III.  Dominance shifts require the emergence of a qualified successor 

currency that gains international status based on its fundamental attributes.  

These include its use in transaction and backing by a large and growing 

economy.  The currency’s issuing government must possess political stability and 

employ sound macroeconomic policy that manages debt, fosters growth and 

maintains price stability.  In addition, dominance requires deep and varied capital 

markets to provide transaction liquidity for the currency. 

 However, an explanation that identifies dominance shifts based on these 

factors alone will provide an incomplete view and identify dominance changes 

earlier than they occur in actual practice.  Economies of scale provide for network 

effects that favor the use of an incumbent currency past the point of appearance 

by a rival instrument.  Political factors likewise bear on the transition dynamic.  

The Bretton Woods period introduces an assertive imposition of a coordination 

structure to a degree more evident than in the classical gold period. 

 A short first section describes the general postwar economic environment 

and the major international currency developments through the early 1970s.  The 

sections which follow in turn highlight those aspects which support each specific 

 117



lens outlined in Chapter 3.  First, one may explain postwar dollar dominance on 

the basis of its fundamental attributes and ability to serve as a low cost 

transaction medium for international commerce.  Next, the chapter explains dollar 

dominance in the Bretton Woods era as a pragmatic fit of currency attributes with 

the prevailing financial and institutional architecture.  Finally, the chapter explains 

dollar dominance through a public choice framework, the result of an assertive 

imposition of dollar leadership on the part of the US.  Chapter VII explains dollar 

dominance in the post-Bretton Woods era as the result of competition between 

national governments within a public choice framework. 

 

Postwar Situation and Requirement: Restoration of Exchange 

 The monetary system of the interwar years (1918 – 1939) failed to 

reestablish a strong link with gold and evolved into a gold exchange standard.  

The resulting structure was unstable and plagued with disruptions.  Economic 

stagnation, misery and unrest were common in the 1930s.  Nationalistic 

movements embraced illiberal governments to address political and economic 

disruptions.  The Second World War (WWII) shattered an international currency 

system badly damaged by the chaos of the interwar years.  Continental 

European governments in exile emerged from WWII with nascent institutions as 

they labored to reestablish governance.  Belligerent nations had their 

governments dismantled, then installed as protectorates by the victor nations. 
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 A consensus among the national delegations gathered at Bretton Woods 

in the summer of 1944 held that prewar economic disruptions emanated from two 

root causes.  First, national governments of the interwar period imposed trade 

restrictions to support domestic industry and counter falling employment.  

Second, interwar governments manipulated exchange rates to shape trade flows 

and encourage exports.  These tools distorted productive capacity, decreased 

efficiency and fostered deflation, reduced national income and increased 

unemployment, thereby compounding already high levels of unrest.  Currency 

devaluation increased home country exports over the short term, at the expense 

of long term employment as other countries responded with their own currency 

devaluations (deVries, 1996).  Excess world capacity exacerbated the already 

well established deflation patterns.  National governments defected from the 

welfare enhancing cooperative solution of a “Prisoner’s Dilemma” in response to 

domestic protectionist sentiment that served individual country interests.  

Protectionist barriers ultimately lowered collective world welfare.  Six years of war 

further damaged the already fragile world collective economic arrangements. 

 Concomitant with the view of flawed interwar economic policy was the 

firming belief that government intervention could facilitate economic stability.  

There was a general acceptance of the need for a collective solution in the 

international economic and security realm, but not a universal acceptance that 

international architecture should replace national financial institutions.  National 

governments were open to the construction of an international architecture to 
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regulate economic activity beyond national borders, but still wished to retain 

national sovereignty.  In part, this view grew from the recognition that weak 

institutions, poor policy and a dearth of international leadership explained much 

of the interwar instability (Schild, 1995). 

 Assistant (US) Secretary of State Adolf A. Berle summarized the state of 

the post-WWII world economy in the 1942 memorandum “The Uses of Victory.” 

…the terrific demand for goods by people who cannot pay for 
them…[brings an] imperative of any planning that the economic and 
financial mechanisms of the world shall be so constructed as to turn 
the desire and need for goods into effective demand… 
 (as quoted in Schild, 1995) 
 

 Exchange, in Berle’s view, had broken down and had to be reestablished.  

In part, the failure of exchange resulted in part from the failure of several national 

currencies, including sterling as the center instrument, to suffice for international 

exchange.  The resumption of exchange would require binding rules to facilitate 

trade, a liquid and widely convertible instrument to facilitate payment and 

institutions to ensure the efficient clearing of payments.  The prevailing view also 

held that fixed exchange rates were essential to provide predictability in the flow 

of trade revenues.  National leaders frowned on the practice of devaluation to 

promote trade flows.  Such practices led to “beggar thy neighbor” policy that 

exacerbated the deflationary forces caused by 1930s disruptions. 

 The international architecture concluded at the Bretton Woods conference 

of June, 1944 put in place the finance and trade structure to address the 

weaknesses of the interwar years.  The US dollar took on a center currency role 
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linked to gold for stability.  Other world currencies linked their value to the dollar 

within a + 1% fluctuation range.  The arrangement, overseen by the International 

Monetary Fund (IMF), held until 1973 when the US suspended dollar 

convertibility to gold.  Dollar dominance within international currency portfolios 

extended past the role assigned by the Bretton Woods framework. 

 A major contributing factor to the collapse of the Bretton Woods system 

was the development of imbalances in the late 1960s that left periphery nations 

holding large dollar assets in a dollar inflation environment.  The late 1960s 

instability caused several nations, particularly France, to fear for the security of 

their holdings and move to convert their holdings into gold.  Large dollar 

conversions into gold in turn threatened US gold stocks and led to the decision to 

suspend dollar convertibility in August 1973.  This decision effectively terminated 

the Bretton Woods system. 

 The major western nations1 adopted a managed exchange rate system in 

the 1970s and 1980s as a successor to Bretton Woods, which proved difficult to 

maintain.  Expansionary US fiscal and monetary policy of the 1960s led to high 

inflation in the 1970s, reaching rates of 11% by 1980. (EROP, 2009). 

 

Dominance Patterns in the Bretton Woods Era 
 Figure 6.2 depicts the currency composition of official reserves from the 

early 1950s over the twenty year period of the Bretton Woods system.  Data from 
                                                 
1 The Cold War rivalry between the Western and Soviet bloc nations following WWII effectively 
removed the USSR currency, the ruble, as a candidate for any international role.  The ruble never 
achieved full international convertibility and though in wide use within the Eastern Bloc, and 
subsequently had limited circulation in the West. 
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this period is not as well documented and catalogued as during the later period of 

floating rates, but the pattern of dollar dominance appears early and is sustained 

through the entirety of Bretton Woods. 

 Despite the US actions at the inception of the Bretton Woods period to 

install the dollar as the dominant currency, sterling maintained a nearly 50% 

position at the beginning of the period.  Until the early 1950s, the lack of dollars 

held outside the US is reflective of the general shortage of dollars worldwide.  

The share of sterling is reflective of Sterling Area holdings, which the UK 

formalized at the beginning of WWII and held following the end of the war (New 

Palgrave, 1992).  As dollars flowed from the US to the rest of the world in the 

form of grants and US trade surplus, countries built their currency reserves and 

the relative share of sterling fell. 
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Figure 6.2: Currency Composition of Official Reserves, Bretton Woods Period (Source: IMF 
and BIS Data) 
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 The mark and franc began trading on international exchanges in 1958 as 

part of Eurocurrency systems, and the end of the Bretton Woods period indicates 

some growth in holdings of both currencies.  It is noteworthy that the majority 

reserve holding through this period was gold and currency reserves constituted 

only one third of reserve assets.  For all practical purposes, there were only two 

international currencies during this period – dollar and sterling.  In the case of 

sterling, currency controls which remained in place until the late 1970s greatly 

constrained the international flow of sterling (Cairncross and Eichengreen, 1983).  

Ultimately, the UK government withdrew sterling from its international role in 

1971 in order to address domestic issues and set the conditions for membership 

in the European Economic Community (Schenk, 2009).  Only the dollar was 

freely convertible against other currencies and ultimately against gold. 

 

Post WWII Selection of the Dollar: Fundamental Attributes 
 The Bretton Woods system required an international instrument with which 

to conduct exchange.  Model I suggests that the dollar gained and maintained 

dominance due to its fundamental attributes and ability to serve as a low cost 

international transaction vehicle.  Emerging from WWII, none of the industrial 

nations save the United States was in a position to provide world liquidity. 

 Among the former international currencies, the German mark, French 

franc and Japanese yen were not viable candidates as they were issued by 

newly reconstituted governments or governments in occupation.  Leaders of the 
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European continental powers and Japan focused efforts on the restoration of 

governance and repair of their war-damaged economies. 

 The interwar years had irreparably damaged sterling’s credibility.  Britain 

experienced high inflation following the First World War (WWI), and undertook an 

ultimately unsuccessful attempt to reestablish gold convertibility at prewar rates.  

The British government’s decision to reduce sterling’s value in an attempt to 

counter the effects of depression in the early 1930s further eroded the currency’s 

credibility.  Britain emerged from the Second World War (WWII) deeply in debt, 

with a damaged economy and fiscal challenges through the expanse of its 

empire (Cairncross and Eichengreen, 1983).  The Soviet Union, despite its 

sphere of influence that ranged over Eastern Europe, presided over a currency 

that was inconvertible (Chown, 2003).   

 The comparison of alternatives, defined by currency attributes, reduced to 

a consideration of three options to provide world liquidity for the resumption of 

exchange.  These alternatives included the dollar, sterling and a synthetic 

currency issued and managed by an international monetary authority. 

 The dollar, by contrast, emerged from WWII backed by an economy 

relatively untouched by war.  Roosevelt briefly suspended convertibility in 1933, 

but reestablished the gold-dollar link nine months later, albeit at a devalued level.  

US productive capacity was largely intact following the war.  US policy makers 

faced challenges with conversion to civilian production and response to inflation.  

However, they did not face the problems of rebuilding and conversion while 
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seeing to basic survival needs as their European and Asian counterparts did.  To 

a world of central bankers desiring the price stability of a currency linked to gold, 

the US dollar held a distinct appeal.  US gold reserves comprised nearly two 

thirds of world gold holdings and were ten times the size of UK reserves, the next 

largest country stock. 

 
Table 6.1: World Gold Stocks to 1945 (Source: World Gold Council) 
  Figures in metric tonnes fine gold 

Country 1930 1935 1940 1945 
1945% 

(World Total) 
US 6358.00 8998.00 19543.30 17848.00 63.0% 
UK 1080.00 1464.56 12390.22 1772.94 6.3% 
France 3160.00 3907.00 1772.52 1378.00 4.9% 
Switzerland 207.00 582.00 446.22 1194.00 4.2% 
Argentina 620.00 395.00 313.83 1064.00 3.8% 
South Africa 50.00 188.00 313.45 819.00 2.9% 
Belgium 287.00 560.00 654.00 653.00 2.3% 
Sweden 98.00 164.00 271.00 429.00 1.5% 
Canada 165.00 168.00 188.84 320.00 1.1% 
Netherlands 257.00 435.00 548.53 240.00 0.8% 
World Total 16469.00 20172.94 38188.84 28330.94  

  
 

 

 The dollar stood as the strong candidate among few alternatives for post 

war stability and liquidity.  The US had goods and productive capacity the rest of 

the world desired, while the rest of the world lacked purchasing power.  In the 

requirement to reestablish exchange, the dollar was a feasible alternative 

because of its fundamental value, stability and depth of resources in support of 

the currency. 

 The US represented the world’s largest economy by GDP, and was 

growing at brisk rates.  The US economy was relatively untouched by war in 
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comparison to the other WWII belligerents which had suffered large output 

declines at the conclusion of the war.  Tables 6.2 and 6.3 outline the levels of 

GDP and relative growth rates of the US and other large economies. 

 

Table 6.2: Real GDP Levels, Major Industrial Nations 1940 – 1950 (Source: Maddison, 2003) 
Figures in billions of 1990 dollars 

 1940 1945 1946 1947 1948 1949 1950
United States 930 1,645 1,305 1,286 1,334 1,340 1,456
United Kingdom 331 347 332 327 337 350 348
Germany 377 302 143 161 191 223 265
France 166 102 155 168 181 205 220
USSR 420 334 333 370 421 466 510
Japan 210 103 111 120 138 148 161

 

 

 

 The US began recovery from the Great Depression in the late 1930s, later 

than other industrial nations because of its adherence to the gold standard and 

tight money policy.  After a second downturn in 1936, the US began recovery at 

growth rates that exceed other western democracies.  Germany and Japan’s 

higher real growth rates reflect the greater military spending in those two 

economies as both pursued rearmament in the 1930s.  US defense spending did 

not increase in real terms until 1940.  Higher growth rates of 1940 – 45 ultimately 

ended the Depression and high unemployment in the US.  The US experienced a 

post war drop in real GDP as government spending fell sharply.  The contraction 

was more pronounced than other western nations, but avoided the deep postwar 

contractions of the former belligerents. 
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Table 6.3: Real GDP Growth Rates, 1935 - 1950 (Source: Maddison, 2003) 

 
1935 - 
1940 

1940 - 
1945 1946 1947 1948 1949 1950 

United States 6.6% 15.4% -20.6% -1.5% 3.8% 0.4% 8.7%
United Kingdom 4.3% 1.0% -4.3% -1.5% 3.2% 3.7% -0.6%
Germany 7.4% -4.0% -52.6% 12.3% 18.4% 17.0% 18.9%
France -0.7% -7.7% 52.1% 8.4% 7.3% 13.6% 7.5%
USSR 5.1% -4.1% -0.3% 11.2% 13.7% 10.7% 9.6%
Japan 8.6% -10.2% 8.7% 8.0% 14.9% 6.7% 9.1%

  
 

 

 Macroeconomic policy favored the US.  Of the governments that had 

survived the war, the UK was the next largest competitor to the US.  France, 

Germany and Japan had yet to establish internationally recognized currency and 

debt markets.  The USSR did not employ a convertible currency and its debt was 

not widely circulated on world markets.  USSR fiscal and monetary policy lacked 

the openness of macroeconomic policy employed in democratic nations. 

 The UK entered WWII with a residual debt burden from WWI which had 

remained high because of reduced revenues and economic recovery efforts 

employed in response to the Great Depression.  The US, by comparison, entered 

WWII with a relatively low debt to GDP ratio of 42% (1940) 
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Debt to GDP Ratios: US and UK 1914 - 1940
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 Figure 6.3: UK – US Debt to GDP Ratios, Interwar Years 
 

 

 Britain saw its empire largely dissolved as former colonies moved for 

independence following WWII.  UK debt levels reached 250% of GDP by the end 

of WWII, driven by wartime military expenditures.  The US supported a larger 

buildup and war effort by virtue of its larger GDP, but left WWII with a debt to 

GDP ratio of 116% (1945).  Both governments sought to reduce the debt burden 

following the war, but debt levels remained over 100% relative to GDP well into 

the 1960s. 
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Debt to GDP Ratios: US and UK 1938 - 1960
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 Figure 6.4: UK – US Debt to GDP Ratios, WWII and Post-War Years 
 

 

 The major economies all experienced inflation during and following WWII.  

The US imposed wage and price controls which fed a burst of inflation in 1946 - 

47 once the Truman administration dismantled them.  UK inflation remained high 

in the early part of WWII, and likewise remained subdued as the Churchill 

government imposed similar controls. 
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Inflation: Major Industrial Countries 1938 - 1950
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 Figure 6.5: Industrial Nation Inflation, WWII and Post-War Years 
 

 

  Given the high levels of debt and latent inflation combined with currency 

devaluations of the interwar years, confidence in the UK’s ability to maintain 

sterling’s value remained low.  UK fiscal and monetary policy would continue to 

undermine sterling’s credibility as UK inflation rates remained at levels nearly 

double those of the US into the 1960s.  Between the dollar and sterling, the US 

currency attained a greater level of confidence in its ability to hold value. 

 By the 1930s, US capital markets had grown to a size equal to those of 

the UK.  In the years following WWII, US corporations increasingly financed their 

operations thorough equity markets while European finance remained largely 

bank based.  The variety and depth of US markets added liquidity to the dollar 
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and strengthened the attributes that made it attractive as a center currency of the 

Bretton Woods monetary system. 

 

Alternative Currency Arrangements 
 J. M. Keynes introduced an alternative in the bancor, a synthetic 

international currency comprised as a basket of national currencies.  In contrast 

to the dollar, the bancor had no market structure, no currency history and no 

reserve backing.  It would at best be able to stand on a value derived from the 

composition of its underlying currencies.  From a fundamental value perspective, 

it is understandable that the Bretton Woods participants chose the dollar as the 

center currency for the system regardless of any US coercion in the selection. 

 The International Monetary Fund formed and began operation in early 

1946.  From the start, the Fund’s resources proved inadequate for its stability 

requirements.  National governments met roughly 90% of their subscription 

obligations, counting on other member nations to provide resources.  Fund 

resources remained constant for the first ten years of the IMF’s existence.  The 

magnitude of borrowing requirements increased as national governments 

pursued the currency stability demands of Bretton Woods while engaged in 

export/import finance and development projects.  Interventions reached a level of 

nearly 25% of IMF reserves in some years of the 1950s National demands 

quickly exceeded the fund’s resources in its early years (IMF Annual Report, 

1963). 
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 Worldwide, there was a shortage of dollars available to purchase imports 

from the US and maintain currency values within prescribed limits.  National 

government desires to employ monetary and fiscal policies further complicated 

exchange rate management.  The Fund was only able to discharge its liquidity 

function in a limited manner. 

 Given the size of the economy and depth of its capital markets, the US 

was the only national government with the resources to augment or replace the 

IMF in its liquidity function.  The US provided resources of $6.2B yearly during 

the late 1940s and early 1950s to meet country balance of payments needs, a 

requirement that would have in a single year exhausted the IMF’s $7.72B asset 

base (IMF Annual Report, 1952).   The US decision to provide liquidity initially 

served its larger geopolitical goals.  US leadership stemmed from a desire to 

exercise a prominent role and employ merchandise trade to replace lost wartime 

production.  Given a growing standoff with the Soviet Union in the years following 

WWII, leadership in the economic sphere also served US interests in the 

geopolitical sphere (Schild, 1995).  The US possessed a capability to provide 

liquidity that neither the IMF nor the UK could sustain. 

 

Undermining the Dollar’s Dominance: Imbalances and 1960s Policy 
 Two developments that became acute during the 1960s combined to 

undermine dollar dominance.  First, major industrial nations developed large 

capital imbalances with the US which left them with significant dollar holdings.  

Second, US macroeconomic policy of the 1960s resulted in inflationary pressures 

 132



that threatened the value of periphery nation holdings, particularly in France and 

the UK. 

 The US provided dollar resources for countries to access its markets in 

the years following WWII, thereby enabling trade and the development of 

economic ties through a series of grants.  The Marshall Plan comprised the most 

prominent initiative, a $13 billion package of grants and loans delivered to 

Europe from 1948 - 51 to facilitate reconstruction and provide market liquidity 

(DeLong and Eichengreen, 1993).  European reserves remained in short supply, 

and the years to 1958 reflected a worldwide dollar shortage.  The US 

supplemented liquidity in world markets by running modest and persistent trade 

deficits on the order of 0.4% US GDP (Economic Report of the President, 1995).  

Throughout this period, the US held to the $35/ounce gold convertibility standard.  

Liberal lending policies supplemented the meager supply of dollars available on 

world markets.  The confidence afforded by resources of the Marshall Plan with 

stability and liquidity of the dollar proved crucial in the restoration of market 

capitalism in Western Europe.  By the late 1950s, the dollar shortage of the post 

war years turned into a dollar glut as successive years of US trade deficits 

flooded world markets with dollars. 

 A series of financial disruptions in the 1960s strained the US government’s 

commitment to honor dollar convertibility into gold.  By 1960, dollar needs in the 

rest of the world had largely been satisfied and recovery efforts were bearing 

fruits in Europe and Asia.  The mark (DM) and yen, currencies of former WWII 
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belligerents gained strength against the dollar in the early 1960s.  The DM 

established convertibility in 1958, the yen in 1964 and both currencies gained 

acceptance on world markets and attained more independent roles against the 

dollar.  The US began a dramatic expansion of its government sector with the 

enactment of Great Society legislation in the mid-1960s and increased defense 

expenditures to fund its growing involvement in Vietnam.  US monetary policy 

was likewise expansionary during the late 1960s.  The US developed large and 

persistent budget deficits, with accompanying balance of payments deficits as it 

emerged from the decade.  These factors flooded an already satiated market for 

dollars, undermined the value of the currency and made tenuous its convertibility 

with gold at $35 per ounce. 

 
 
 Table 6.4: US Economic Performance Data, 1965 – 1973 Figures as noted.  Source: 
Economic Report of the President, World Gold Council 

Measure 1965 1966 1967 1968 1969 1970 1971 1972 1973 
Fiscal Deficit (% GDP) -0.2 -0.5 -1.1 -2.9 0.3 -0.3 -2.1 -2.0 -1.1 
Trade Deficit (% GDP)  0.76 0.38 0.31 0.07 0.04 0.22 -0.13 -0.47 0.52 
Real GDP Growth (%) 6.4 6.5 2.5 4.8 3.1 0.2 3.4 5.3 5.8 
M2 Growth (Yearly %)  4.6 9.3 8.0 3.7 6.6 13.4 13.0 6.6 
Inflation (Yearly %) 1.6 2.9 3.1 4.2 5.5 5.7 4.4 3.2 6.2 

US Gold Stock (MT) 
(% World Total Stock) 

12499 
(32.6) 

11761 
(30.7) 

10722 
(29.1) 

9679 
(26.7) 

10539 
(29.0) 

9839 
(26.9) 

9070 
(24.8) 

8584 
(23.4) 

8584 
(23.3) 

 

 

 In response, the major dollar holding nations began to harbor doubts as to 

the convertibility of US dollars into gold.  Britain and France began to convert 

large portions of their US dollar holdings in the late 1960s, which strained US 

gold resources.  The growth of the US economy and associated money supply 
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expansion combined with foreign specie demands outstripped the size of the US 

gold stock.  In 1946, the US possessed nearly two thirds of the world monetary 

gold stock.  By 1971, US gold resources, one quarter of world stocks, were 

sufficient to cover only one third of US money supply.  Britain and France, 

skeptical of the US convertibility pledge, in 1971 threatened to demand 

convertibility of their entire dollar holdings.  The move threatened to exhaust US 

monetary gold stocks.  The Nixon administration assessed the threat as credible, 

as European governments conducted large scale dollar conversions in the late 

1960s.   Nixon closed the gold window on 15 August 1971, effectively ending 

convertibility of the US dollar.  The US formally concluded the dollar link with gold 

in 1973, and effectively ended the Bretton Woods structure (Garber, 1993). 

 The Nixon Administration’s decision to devalue the dollar and end 

convertibility with gold removed two pillars of the Bretton Woods architecture – a 

stable center currency and linkage to a nominal anchor.  The world of 

international currency without a fixed anchor created a requirement for new 

stability arrangements and a revised role for the center currency.  The 

Smithsonian Agreement of December 1971 served as a first revision to Bretton 

Woods but also served as a prominent reminder of the dollar’s diminished value.  

Smithsonian codified greater flexibility in the international exchange system and 

a realignment of the fixed exchange rate structure into a system of adjustable 

pegs.  The revisions helped the US and other major nations adjust to the fiscal 

imbalances of the late 1960s and early 1970s, but diminished the value of US 
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instruments held in foreign reserve portfolios.  The fall of Bretton Woods and 

subsequent dollar volatility served to undermine confidence in the currency as a 

stable instrument for the system of international payments.  The dollar filled the 

role of the Bretton Woods center currency so long as it maintained its value and 

stability.  The dollar compromised and brought the downfall of Bretton Woods 

arrangements once periphery nations lost confidence in its value and stability. 

 

Bretton Woods: The Postwar International Finance Structure 
 Forty four national delegations convened in July 1944 for the United 

Nations Monetary and Fiscal Conference at Bretton Woods to finalize the 

postwar economic “rules of the game.” 2  As the two main players in the design 

and construction of the system, the US and UK plans largely drove discussion.  

                                                 
2 Nations attending the Bretton Woods meeting included the following.  Commonwealth Nations 
(C) and governments recently or still in exile (E) are designated: 
    Australia (C)                     India (C) 
    Belgium (E)                     Iran 
    Bolivia                     Iraq 
    Brazil                     Liberia 
    Canada (C)                     Luxembourg (E) 
    Chile                     Mexico 
    China (E)                     Netherlands (E) 
    Colombia                     New Zealand (C) 
    Costa Rica                     Nicaragua 
    Cuba                     Norway (E) 
    Czechoslovakia (E)                     Panama 
    Dominican Republic (C)                     Paraguay 
    Ecuador                     Peru 
    Egypt (E)                     Philippines 
    El Salvador                     Poland (E) 
    Ethiopia                     Union of South Africa (C) 
    France (E)                     Union of Soviet Socialist Republics (USSR) 
    Greece (E)                     United Kingdom (C) 
    Guatemala                     United States 
    Haiti                     Uruguay 
    Honduras                     Venezuela 
    Iceland                     Yugoslavia (E) 
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In part, this US-UK dominance reflected the fact that many of the attending 

nations represented governments in exile.  Further, the UK retained significant 

influence over its commonwealth nations. 

 Despite the differences resident between the US, UK and other national 

delegations, there remained a broad consensus on the main goals for the 

postwar architecture.  The resulting structure reflected the free trade and 

resource access themes of the Atlantic Charter which had been published as a 

joint UK – US declaration in 1941.  Further, the postwar architecture required a 

stable monetary structure composed of fixed exchange rates to minimize 

payment volatility and a system of international reserves to buffer 

macroeconomic shocks of the sort experienced during the interwar years.  Given 

the desire of national governments to employ countercyclical stability policy, 

there was little desire for a return to the gold standard and its limits on monetary 

policy.  The structure required predictable exchange rates that retained the 

flexibility to absorb shocks when required but avoided ruinous devaluation 

policies (Schild, 1995). 

 The UK plan, championed by chief representative J. M. Keynes, called for 

the creation of a world reserve currency, or “bancor,” that would serve as 

international money.  Nations would use national currencies within their borders 

and on a bilateral basis with other nations through a system of fixed exchange 

rates.  The bancor would retain a stable value based on national currencies and 

all countries would accept the synthetic international currency at a set exchange 
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rate against their national currency.  This “super-national money” would serve as 

reserves for stability in times of disruption, to ensure liquidity between nations 

(Mikesell, 1996).  The bancor, in Keynes proposal, would serve as the center 

currency of the new international monetary system. 

 The US recognized the need for a center currency, but its actions signaled 

a desire to retain dominant influence.  The US delegation rejected the bancor as 

too subject to political manipulation.  Further, the bancor required some nominal 

anchor from which it could derive its intrinsic value.  The US retained the majority 

share of the best available currency anchor – gold.  In the US plan advanced by 

Harry Dexter White, staunch New Deal adherent and chief international 

economist of the US Treasury, the dollar would maintain guaranteed convertibility 

into gold at a rate of $35 per ounce and serve as the center currency of the 

international monetary system (Mikesell, 1996).  Other national currencies would 

maintain a fixed value with the dollar at a determined rate.  The main points of 

difference between the plans involved access to existing currency trading blocs.  

The US favored maximum access to foster free trade and the attendant benefits 

for US firms.  European nations favored a solution that preserved some 

protections of the status quo (Schild, 1995).  The need for liquidity, particularly 

among the European nations, remained unaddressed. 

 The resulting compromise was closer to the US position but still in line 

with the consensus of the nations in attendance.  Four main points of 

construction marked the international system forged from the conference and 
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addressed the main points of concern with the international monetary system.  

First, the consensus view held that unrestrained flexibility in exchange rates fed 

deflation, exacerbated output gaps and fueled unemployment.  The compromise 

solution put in place a system of pegged exchange rates based on an initial 

estimate of a country’s currency value against the dollar and gold.  Given this 

initial value, governments took responsibility to hold currency values at + 1% 

against the dollar.  National governments retained the right to suspend this “tight 

peg” in order to address fundamental disequilibrium, though this term remained 

undefined at the conclusion of the conference.  This unfinished detail would 

haunt the stability of the Bretton Woods system in future years as governments 

more frequently employed currency flexibility as a tool of employment policy. 

 Second, the conference created the International Monetary Fund, charged 

to facilitate smooth settlement and stewardship of a reserve fund to provide 

resources for intervention in response to macroeconomic disruptions.  Short term 

borrowing from the fund would substitute for national government currency 

manipulation to address balance of payments discontinuities.  Member nations 

would replace reserves once the national balance of payments returned to 

surplus.  The fund constituted its resources through subscription payments 

assigned to a member country based on the size of its economy.  In exchange 

for subscription payments, member nations received governing votes in 
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proportion to the size of their national payment.3  The US retained a clearly 

dominant governing position in the fund with one third of the votes.  The UK had 

the next largest position with nearly 10% of the votes, with other countries 

retaining much smaller positions.  Clearly, the IMF was a US dominated 

institution, acceptable to member countries because of their desire to access US 

capital markets to obtain reconstruction funds. 

 Third, subscribing governments agreed as a condition of membership in 

the monetary arrangement that they would eschew currency manipulation 

outside minimum stability bands as a tool of national economic policy.  National 

governments agreed to maintain continuous convertibility and keep currency 

rates within the 1% band.  Not forbidden in the articles and later employed with 

frequency on the part of national governments were capital controls to regulate 

the flow of “hot money” into and out of the country.  The distinguishing difference 

of Bretton Woods from its predecessor Gold Standard was formality and 

flexibility.  The gold standard comprised a voluntarily adopted set of practices 

based on individual country adherence to currency convertibility and resulted in 

rigid exchange rates.  By contrast, the Bretton Woods system required formal 

assent to a set of operating rules in exchange for relief from the requirement to 

                                                 
3 Subscription payments and corresponding votes: Upon entering the Fund, each country 
received a quota in accordance with its relative economic size.  Reserve (gold) tranche: Each 
nation paid 25% of the quota to the Fund in gold (1944 US dollars).  Credit tranche: Each nation 
paid a 75% of quota in the currency's own currency.  In 1946, the Fund started with aggregate 
quotas of $8 billion, 20% of world reserves. IMF raised the quota in 1971. The largest quota was 
US: $6.7 billion (21.9%): U.K. $2.8 billion (9.2%), Germany, France 5%, and Japan 4%. IMF 
increased the quota several times. 
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maintain direct currency convertibility and retained some flexibility to employ 

monetary policy as a tool of national stability policy. 

 The International Bank for Reconstruction and Development, charged with 

the responsibility to finance and assist with long term country projects, formed 

with the IMF a long term – short term finance relationship.  IBRD, later part of the 

larger World Bank, provided resources for long term reconstruction and 

development while the IMF addressed short term disruptions.  Nowhere in the 

fund charter was there designation of a common international currency.  Liquidity 

came from the resources of the Fund and its system of continuous convertibility 

(IMF Charter, IBRD Charter).  The Bretton Woods agreements represented a 

compromise in which the US proposal dominated the UK alternative.  The US 

was able to prevail because its resource dominance provided the leverage to 

impose a compromise structure in a coercive manner. 

 
Bretton Woods and Coordination in International Exchange 
 Planning for the postwar economic and financial architecture began long 

before the conclusion of hostilities, and before the Allies’ bid for unconditional 

victory was an assured success.  The conclusion of the war and desire for a 

different outcome than the one that unfolded after 1918 implied a requirement to 

rebuild both belligerent and victor nations with interlocking economic ties.  A 

reestablished financial infrastructure and selection of an international transaction 

medium were necessary conditions to reintroduce exchange.  Model II holds that 
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dollar dominance results from its compatibility with extant institutions and ability 

to best coordinate exchange within the international sphere. 

 The alternatives for center currency before the Bretton Woods conference 

of July 1944 consisted of J.M. Keynes’ bancor and the US dollar.  In addition to 

the valuation and acceptance advantages outlined in the previous section, the 

dollar operated within the established network of international banks.  By 

contrast, the bancor was not immediately compatible with any banking structure 

and would require participating nations to establish new institutions and 

procedures for it become useful in international exchange. 

 The majority of trade in the years following WWII took place in dollars as 

depicted in Table A9 (Data Annex).  The US was lead export and import nation in 

both manufactures and basic commodities following WWII.  Prior to the conflict, 

UK trade had dominated world patterns.  In the latter portion of the 1940s, the US 

became the lead trade nation.  While Asia generated a comparable share of 

overall trade in comparison to the US, these flows occurred across several 

different currencies while trade with and from the US took place in dollars on at 

least one side of the transaction.  The dollar was a natural choice to coordinate 

the pattern of flows that developed in the 1940s. 

 There was little incentive for trading nations to accept Keynes’ bancor idea 

as a voluntary measure.  In the coordination framework, nations could chose to 

adopt the dollar standard at little or no cost, or incur extra cost under the bancor 
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standard.  In a world where most nations faced the burden of liquidating their 

wartime debt, the expense of a new standard was an alternative with little appeal. 

 Given the dollar’s advantages, the pattern of currency composition shows 

an enduring sterling share in the years immediately following the establishment 

of Bretton Woods.  One explanation resides in the Sterling Area, which following 

WWII functioned in a manner similar to a common currency area.  The dollar had 

no comparable common currency area.  As dollar reserves spread and became 

more widely held, the relative share of sterling holdings declined even though the 

absolute share remained constant. 

 The Bretton Woods architecture sought to foster growth, limit output 

disruptions and control price fluctuations.  By the late 1960s, it was clear that the 

system of fixed exchange rates was under duress from US fiscal and monetary 

policy.  The promised benefits of the Bretton Woods system and dollar leadership 

came with costs some nations found objectionable.  By the 1960s it was clear 

that IMF resources were inadequate to meet national liquidity demands.  Rapid 

growth rates in Europe and Japan outpaced the resources of the IMF, which 

remained relatively static at their 1944 levels.  The US role of providing reserves 

in place of the IMF created resentment against the privileged position this 

created for the center nation.  The Marshall Plan provided an initial structured 

infusion of liquidity to Europe, and the US trade deficits of the 1950s represented 

an ad hoc arrangement to provide additional liquidity.  However, the arrangement 

afforded too much influence to the US in the eyes of periphery nations.  
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Developing nations exported savings at low rates of return in exchange for dollar 

liquidity, which created a low cost source of funds for the US.  The external 

imbalances growing out of persistent trade deficits were a source of concern to 

US policy makers.  

 The decades following the collapse of Bretton Woods saw nations employ 

a variety of adjustment tools for the new world of floating currencies.  A recurrent 

theme is the search for alternatives to the dollar as the dominant reserve 

currency.  New currencies gained an international role as alternative holding 

vehicles.  Some were old and established instruments such as sterling.  Some 

were newer, such as the post-war DM, French franc (FFr) and yen (JPY).  None 

of these alternatives provided the breadth and depth of markets offered by the 

dollar.  National governments explored cooperative efforts through the IMF, 

development of regional currency arrangements and construction of large scale 

reserve funds.  All of these measures represent a growing sophistication of 

technique designed to balance dollar dominance and create alternate schemes 

for coordination of exchange. 

 Among the first alternatives considered was the construction of a synthetic 

reserve instrument within the established IMF framework.  The early 1960s 

“dollar glut” presented a dilemma for Bretton Woods participants.  Should the US 

cease its policy of trade deficits, the rest of the world would have no ready source 

of liquidity.  Yet, persistent US trade deficits ran the risk of flooding the 

international market with dollars, which risked dollar devaluation.  This would in 
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turn reduce the value of US currency holdings held throughout the world (Triffin, 

1960). 

 One alternative emerged from the de Gaulle government of France, which 

proposed in 1965 that nations repay their debts and reinstitute the gold standard.  

De Gaulle was particularly critical of the special US role afforded by its provision 

of international liquidity.  France made good on its proposal at a national level by 

converting all its dollar holdings to gold during the late 1960s.  US Treasury 

Undersecretary Robert Roosa countered with a compromise position that called 

for the US to shift from trade deficit to surplus and then purchase foreign 

instruments as a means of providing liquidity (Solomon, 1996).  The proposals 

represented opposite positions of a liquidity debate that offered on the one hand 

a stringent anchor with central IMF control and on the other retention of the US 

central role with decentralized reserve management.  Clear from the debate was 

a consensus that a solution must emerge to address the IMF liquidity dilemma. 

 A second alternative originated in the IMF.  Design of an IMF controlled 

liquidity vehicle began on a formal level with a series of meetings in 1963 – 64 to 

explore alternatives.  The ten core “G-10”4 industrialized states developed a 

proposal for a Collective Reserve Unit (CRU) linked to gold.  The US defended 

the status quo role of the dollar while France rejected the CRU proposal as too 

restrictive of national policy.  Britain assumed a minority position in the 

deliberations as the Wilson government found itself dealing with successive 

                                                 
4 An annex that appears as part of Chapter 7 provides an overview of consultative relationships 
that emerged following Bretton Woods. 
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balance of payments crises that led to the sterling devaluation of 1967.  The G-

10 conferences did not develop a final plan, but fashioned a compromise position 

built on the drawing rights of fund member nations (Triffin, 1960).   

 The IMF followed the initial sessions with a series of meetings, loosely 

labeled the Ossala Group, from 1964 onward.  The group refined the initial 

proposals for an IMF controlled liquidity vehicle and brokered compromise 

positions, but did not reach resolution.  However, the group did bring needed 

clarity to the concept such as scope of operation, creation of reserves, linkage to 

gold and decision making rules for employment.  By the late 1960s, the US and 

French national positions had matured due to key leadership changes in the US 

and the end of the de Gaulle government.  The US was looking for an alternative 

for the dollar’s linkage to gold while it retained the center currency role.  The SDR 

provided one possibility for such an evolution.  Finally, a series of four joint 

meetings in 1966 – 67 under the supervision of IMF Managing Director Pierre-

Paul Schweitzer and Otmar Emminger of the Deutsche Bundesbank concluded a 

final compromise for the constitution of reserves and terms of use for the 

instrument known as the Special Drawing Right (SDR) (Solomon, 1996).  The 

instrument was set to a value of 0.888671 ounces of fine gold.  The value 

reflected the revised dollar – gold values negotiated under the Gold Pool 

meetings of the 1960s and would be subject to revision in the years to follow.  

Ultimately, the committee would revise the SDR to reflect the values of 

currencies that made up its basket composition (IMF, 2009). 
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 In September 1969, the IMF Managing Director reached agreement for the 

allocation of assets valued at $9.5B (0.3% world GDP) in three allotments to 

constitute the SDR liquidity fund.  This represented a compromise position 

between the US, which preferred a smaller fund and the EEC nations that 

favored a fund with larger resources and a more robust intervention role.  

Regular additions to the fund ceased in 1981 after which sporadic additions took 

place.  Revisions to the basket and intermittent additions occurred with the last 

allocation in September, 1997.  At that time, IMF SDR reserves stood at $42.8B 

(0.1% world GDP).  While the SDR was an operating alternative to the dollar, it 

still lacked the breadth and depth of capital and banking structures to provide 

liquidity in use.  The dollar remained the dominant instrument for transactions 

and national government reserves. 

 

Public Choice Dynamics of Bretton Woods 
 The postwar economic order rested on several pillars first outlined in the 

Atlantic Charter, concluded between the US and UK in August 1941.  The 

Charter laid groundwork principles for free trade, access to raw materials and 

freedom of maritime navigation.  The postwar economic system required an 

international monetary architecture designed to ensure payment and mitigate 

disruptions.  Model III holds that the dollar emerged dominant in a public choice 

selection for the center currency of the Bretton Woods system and maintains its 

dominance through bargaining conducted within international forums. 
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 The US sought free trade to boost its economic performance following the 

end of wartime production and to facilitate conversion to a peacetime 

consumption economy.  European interests sought access to capital markets in 

order to facilitate postwar rebuilding requirements.  In one sense, the resulting 

order was a temporary curtailment of national sovereignty on the part of 

periphery nations (principally Europe and Japan) to gain access to capital 

markets of the center (US) nation (Schild, 1995).  The commitment to free trade 

and international institutions was an outgrowth of national interest and desire for 

collective security rather than a commitment to principle. 

 While national governments stated adherence to collective goals, their 

actions in the following decades are consistent with considerations of national 

interest.  Shortly following the joint US/UK declaration of the Charter, 

representatives of the US Treasury and UK Exchequer initiated planning for an 

international trade and payments system (Schild, 1995).  In June 1944, 

representatives of ten center nations convened in Atlantic City for a preliminary 

convention to prepare papers and refine agendas for an international conference 

to finalize the postwar finance framework.  The full conference followed in July 

1944 at Bretton Woods, New Hampshire (de Vries, 1996). 

 A key aspect of the planning effort concerned the relationships of national 

currencies in the postwar framework, the role for a central currency and the 

choice of a nominal anchor to secure the value of national currencies.  The dollar 

initially served international requirements for breadth and stability.  As dollar 
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volatility increased, the decade following the Bretton Woods conference saw the 

development of elaborate negotiation structures in which the US bargained to 

retain dollar leadership and other nations sought to constrain and temper US 

freedom of action.   

 

Conclusion 
 The dollar gained dominance in the Bretton Woods framework following 

WWII because it possessed the attributes best able to fulfill the desire for a 

center currency of a fixed exchange rate system with a nominal anchor.  While a 

deliberate framework considered alternative arrangements such as sterling and a 

synthetic currency, the available alternatives were inferior to the dollar.  The 

dollar operated within a well developed and efficient banking structure and was 

compatible with the trade flows of the post-war era.  The dollar had backing of a 

large and growing economy and politically stable government which employed 

policy to manage debt, promote growth and preserve price stability in a 

transparent manner.  US capital markets, unique among peer nations in having 

escaped wartime disruption, were the most varied and deep in the world. 

 The US sealed the dollar’s role through the assertion of its dominant 

political role in the Bretton Woods deliberations.  A coordination mechanism, 

qualified on its fundamentals but assertively imposed by a dominant player, best 

describes the dollar’s ascent to dominance in the Bretton Woods era. 

 The same attributes which brought dollar dominance in the post-WWII era 

when mismanaged brought about the downfall of the system in which the dollar 
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served as center currency.  Fiscal and monetary expansion during the late 1960s 

gave rise to inflation and created expectations of persistent price rises.  These 

expectations in turn created uncertainty as to the ability of dollar denominated 

assets to maintain their value in public and private portfolios.  The resulting 

desire to convert dollars to gold undermined the Bretton Woods system. 

 The dollar, while greatly discredited in the fall of the Bretton Woods 

system, did not lose its role as de facto center currency.  Such an outcome would 

seem inconsistent with the performance of the dollar in the late 1960s.  The 

explanation of this outcome lies in the fact that there existed in 1973 no 

replacement for the dollar that could serve as center currency.  Sterling had 

undergone successive devaluations by 1973 as had the franc, which was retired 

and reemerged as the New Franc in 1960.  Neither the mark nor the yen had 

reached international currency status by 1973.  All of these currencies retained 

some form of currency restrictions.  The Special Drawing Right, newly created in 

1969, lacked the acceptance and banking infrastructure to serve as an 

international currency.  Its role was limited to a liquidity device between member 

nation central banks.  The dollar retained the unique characteristics to serve as 

center currency and would by default continue in that role in the years to follow. 
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 Figure 7.1: Significant International Currency Events of the Late 20th Century 
 

“The dollar is our currency but your problem…” John Connally, US 
Treasury Secretary 1971 – 72, as quoted by Willem Buiter, Financial 
Times, 17 November 2007 

 
 
Introduction 
 The end of the Bretton Woods system required new currency 

arrangements.  National governments desired exchange rate stability compatible 

with flexible fiscal and monetary policy to maintain full employment and stable 

prices.  The binding agreements that regulated national government exchange 

rate management and afforded a central role to the dollar terminated with the 
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suspension of dollar convertibility.  In place of fixed exchange rates, the US and 

other leading economic powers managed the dollar’s value against other 

currencies in a floating exchange rate system.  This period featured a dollar that 

retained its dominance even as US leaders competed for influence with other 

nations that sought to curb or rival dollar dominance.  A distinctive feature of the 

floating exchange period is the development of potential alternatives to the dollar 

and a plethora of consultative frameworks loosely based on the Bretton Woods 

architecture to facilitate macroeconomic policy coordination. 

 Competition for dominance in the post-Bretton Woods era occurred 

increasingly through public choice dynamics.  Time and market complexity of the 

post - Bretton Woods era have not repealed the manner in which currency 

dominance occurs, but the flexible exchange rate system introduced more 

influences into the process of dominance shift.  This chapter will chronicle the 

effects and bring the reader to the contemporary state of currency dominance as 

displayed in official reserve portfolios.  The era of floating exchange reveals that 

dominance flows from the three lens framework found in Chapter 3.  Prominent in 

the present age is an influence of public choice dynamics to a greater degree 

than was evident during the Classical Gold, Gold Exchange or Bretton Woods 

periods. 

 Market dynamics remain the chief force which influences the composition 

of official reserves.  Therefore, the dollar’s dominance is best explained by the 

behavior of those aspects which build confidence in a currency’s ability to 
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maintain value over time.  Changes in dominance patterns come from erosion of 

the incumbent’s currency value and the presence of a qualified replacement 

currency.  The volume and pattern of trade flows creates a coordination 

requirement that shapes the selection decision.  In an era of floating exchange 

rates, these decisions take place within a system of international bargaining 

loosely based on the framework of Bretton Woods.  The consideration of these 

three effects provides the most complete understanding of currency dominance 

and gives the best insight into future patterns. 

 The chapter proceeds with a short summary of major events during the 

floating period followed by a brief consideration of the coordination frameworks 

unique to the period and the growth of their influence.  The chapter then 

considers dollar dominance patterns according to the framework of Chapter 3.  A 

final section concludes with the integration of the three effects and a 

consideration of relative standing among the major market participants of the 

international monetary system. 

 

The Era of Floating Currency: Alternatives Through International 
Negotiation 

 The Bretton Woods arrangements held through the 1960s as capital 

imbalances grew.  The US fiscal and monetary policies favored domestic 

priorities at the cost of confidence in the dollar and its ability to serve as center 

currency in a system of fixed exchange rates.  Periphery nations had agreed to 

the Bretton Woods system with the understanding that the US would follow fiscal 
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and monetary policy necessary to maintain dollar convertibility with gold.  The 

decision to flood markets with dollars through US trade deficits sated market 

liquidity requirements.  The US fiscal and monetary expansion forced periphery 

countries to purchase US instruments to maintain the value of their currencies 

against the dollar.  Once the US favored domestic priorities over the dollar’s 

value, periphery nations had the incentive to satisfy their own domestic priorities.  

The US in effect practiced time inconsistent policy to meet its domestic 

objectives. 

 The international response took the form of a run on the dollar during 

which periphery nations attempted to exchange dollar assets for monetary gold.  

The Nixon Administration responded to pressure on the dollar by suspending 

convertibility.  The US closed the gold window in August 1971, which ended 

direct exchange of dollars for gold.  The move effectively curtailed the Bretton 

Woods framework. 1 

 

                                                 
1 The dollar link to gold was destined to fail at some point because of the limitations inherent in 
any specie based anchor.  World real GDP growth greatly exceeded gold stock growth in the 
years leading to Bretton Woods.  For instance, from 1950 – 1973, world real GDP tripled, while 
the world stock of gold grew by 18%.  Production of monetary gold fell in the years following 
WWII when compared with wartime gold production (source: World Gold Council and Maddison, 
2003).  Negative US trade balances implied a flow of gold from US stocks to periphery nations as 
the construction of the gold standard would imply.  The actions of the US in the late 1960s merely 
provided the death blow to an already delicate system. 
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Figure 7.2: Cumulative Composition of Official Reserves, 1951 – 76 (IMF Annual Report, 
1976) 
 

 

 National governments seemed to anticipate the end of fixed exchange 

rates and built stocks of foreign exchange.  During the late 1960s, reserves 

increasingly took the form of national currencies as gold fell to the minority of 

national reserves.  At the beginning of the 1960s, foreign exchange comprised 

one third of national reserves.  By the beginning of the 1970s, foreign exchange 

comprised more than half of reserves and was more than double the volume of 

gold holdings as a share of official reserve portfolios. 
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Figure 7.3: Asset Composition of Official Reserves, 1951 – 1976 (Source: IMF Annual 
Report, 1976) 
 

 

 As a response to the end of the Bretton Woods agreements and attempt 

to relieve pressure on the dollar, the US met as part of the Group of Ten in the 

months leading to the Smithsonian Agreement of August 1971.  The Smithsonian 

Agreement codified three broad measures.  First, the US devalued the dollar by 

approximately 8% to restore balance with other currencies.  Second, the official 

gold price became $38 per ounce, which formalized the dollar devaluation.  

Finally, the US agreed to remove a 10% import surcharge imposed earlier that 

year to address the growing trade deficit.  Of the measures, the revised gold 

price was meaningless, as the US never resumed dollar convertibility following 

 156



the suspension of August 1971.  The revised price was largely symbolic and the 

erosion to the US dollar value was set in place (Smithsonian Agreement, 1971).  

Under continuing international pressure, the Nixon Administration formally 

suspended convertibility.  The Bretton Woods currency exchange markets closed 

in February 1973 and the system of fixed exchange rates came to an end. 

 The Smithsonian Agreement was the first step in a system of adjustable 

currency pegs that was a first response to the dissolution of Bretton Woods.  The 

oil shocks of 1973 – 74 introduced great fiscal and monetary instability and 

stressed the modified fixed exchange rate system.  While the predictability of a 

fixed exchange rate regime was desirable, national governments learned again 

the utility of a flexible exchange rate in its role as a buffer for macroeconomic 

shocks.  There was a growing acceptance of change in favor of floating 

exchange rates.  Changes in the value of dollar holdings provided incentives to 

find other reserve alternatives.  By 1976, most exchange rates floated, though 

with much government influence to maintain target values. 

 The US was not alone in its use of devaluation as a policy tool.  The UK, 

in a series of devaluations between 1949 and 1971 reduced sterling from its 

historic par of $4.86/£ to half its pre-WWI value (Cairncross and Eichengreen, 

1983).  The US and UK policies provided impetus for national governments to 

seek other reserve alternatives.  The series of consultation and development of 

coordination forums in the forty years following Bretton Woods are strong 
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evidence that bargaining within these forums is an increasing influence over 

dollar dominance. 

 The floating rate structure led to a series of economic summit meetings, 

the first of which took place in the Chateau de Rambouillet near Paris in 

November 1975.  The attendees requested that the IMF revise its exchange rate 

management policies and permit greater flexibility than the specified 1% 

fluctuation range.  The IMF responded in January, 1976 at its Kingston, Jamaica 

conference with a revised Article IV that provided flexibility for national 

governments to select an exchange rate management system consistent with 

national economic requirements.  The revision to the IMF charter was in effect a 

fait accompli that put in place floating exchange practices already in wide use.  

The resulting dirty float resembled a series of moveable pegged rates that 

represented a midway point between fixed and floating rates.  In order to hold 

desired pegs, national governments required currency reserves in order to 

intervene in currency markets.  Accordingly, national bank holdings in gold 

declined and the proportion of reserves held in currency increased.  The dollar, 

given its leading position in world markets, retained the majority share of reserve 

assets.  There were few alternatives.  Sterling’s devaluation had been more 

severe than that of the dollar.  The DM, French Franc and yen, newly traded on 

international exchanges, had the backing of economies much smaller than that of 

the dollar.  Convertibility of these currencies in the wake of post war recovery 

took place in 1958 for the continental European instrument and 1964 for the yen.  
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Capital markets in these currencies remained nascent and Eurodollar markets 

served liquidity needs well into the 1970s. 

 

Yearly Inflation Levels of Major Economies 1970 - 1980
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 Figure 7.4: Inflation Levels of Major Economies, 1970s 
 

 

 US inflation rates increased greatly in comparison to European and 

Japanese levels during the 1970s.  The US, after a failed series of regulatory 

attempts to contain inflation, turned toward the tightening of its money supply.  

Paul Volcker, appointed to the Federal Reserve in 1979, implemented and kept 

in place the tight money policy through the first half of the 1980s, causing both 

core inflation and expectations of future inflation to fall.  The combination of high 

nominal rates and pressure from Reagan Administration fiscal deficits implied a 

higher US real interest rate through the 1980s. 
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Yearly Inflation Major Economies 1980 - 1990
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 Figure 7.5: Inflation Levels of Major Economies, 1980s 
 

 

 In response to the rise in US real interest rates of the early 1980s, the US 

dollar experienced a sustained a 50% appreciation against an IMF measure of 

fifteen industrial currencies (IMF Annual Report, 1985).  In response, the major 

currency nations, principally Germany and Japan, placed pressure on the US to 

curb the dollar’s strength.  Concerned about the impact on imports, a growing 

current account deficit and external imbalances, the US agreed to a controlled 

devaluation of the dollar against the yen and DM in the Plaza accord of 

September 1985.  Speculation against the dollar drove the devaluation past 

desired levels, and the US agreed with France, West Germany, Japan, Canada 

and the United Kingdom in February, 1987 to conclude the Louvre Accord.  The 
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agreement halted the dollar’s devaluation and by 1990, the real value of the US 

dollar had returned to its early 1980 level, but within an environment of improved 

inflation and economic performance.  Despite its high volatility in the 1980s, the 

dollar retained a majority share of reserves in national portfolios but found its 

share greatly eroded (IMF Annual Report, 1989). 

 By the late 1980s, the US had again become concerned over its persistent 

government budget deficits.  After a series of failed attempts to impose budget 

discipline, the Bush Administration imposed a tax increase which the Clinton 

Administration expanded in 1993.  The US election of an opposition party 

Congress in 1994 with an agenda including strict budget discipline imposed 

restraint on government spending.  Combined with revenue increases and more 

robust economic growth, the US developed primary budget surpluses beginning 

in 1997 and continued the trend to 2001. 

 The 1990s contained few calls for a change in the dollar’s status, as the 

restoration of price stability and fiscal discipline created a new confidence in the 

currency.  A series of successful crisis responses to Mexico (December, 1994), 

and East Asia (1997 – 1998) supported confidence in the dollar.  These 

instances featured substantial dollar interventions that in general added to 

stability in the crisis nations.  Confidence in the value of the dollar seemed 

regained. 

 The currency crises of the 1990s convinced several nations of the critical 

role that official reserves play in an era of floating currencies.  China and Japan 
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in particular accumulated large reserve positions in US assets to buffer against 

macroeconomic shocks, provide for future liquidity and support currency policy 

objectives.  These risk reduction motives and desires by Asian and European 

nations to pursue export led growth with the US as primary consumer made 

available large savings pools.  The result was a growth of fiscal imbalances 

similar to the situation of the early 1960s.  Chinese Government policies 

produced a domestic savings rate of 40.5% of GDP by 2008 (Lo, 2007; CIA 

2009).  To facilitate the favorable exchange rate, encourage US consumer 

purchases and secure a stable vehicle for its savings, China’s Central Bank 

purchased US treasury and agency debt.  By 2008, China amassed nearly $2.0T 

worth of foreign exchange reserves, included $800B of US Treasury debt (US 

Treasury, 2009; CIA 2009).  China’s holdings of US Treasury instruments 

continue to build. 

 Sovereign wealth funds represented a further savings pool that formed 

one side of a world fiscal imbalance.  Manufacturing trade of Asian nations such 

as China financed one group of sovereign wealth funds.  Another important 

source of sovereign wealth funds flowed from Middle East energy and resource 

exporting countries desiring to secure the excess flow of funds resulting from the 

recovery of energy prices in the 1990s and 2000s.  Learning from 1970s 

resource price volatility, the oil exporting countries represented a significant 

accumulation of wealth secured primarily by US debt, and to a lesser extent by 

Euro denominated instruments.  Combined, the aggregation of Asian excess 
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finances flows from resource exporting nations and trade surpluses in Europe 

represented an accumulation of a yearly excess $300B in savings by the early 

part of the 2000s. 

 During the first decade of the 21st century, the pattern of fiscal imbalances 

became more acute with a shift toward expansion in US fiscal and monetary 

orientation during the Bush presidency.  Former US Treasury Secretary (Clinton 

Administration) Lawrence Summers in 2006 characterized the imbalance as a 

global capital paradox with flow from developing to developed countries.  The 

buildup of US debt mirrored a foreign reserve accumulation and an attempt by 

foreign investors to improve low rates of return on their savings.   

 Major forces of this imbalance included the flow of savings from East Asia, 

Europe and the Middle East to the US.  On the demand, or capital import side, 

the developing US fiscal deficit and inexpensive credit depressed US savings 

rates and drew in capital to finance US expenditures.  US preferences shifted in 

favor of consumption and housing, fueled in part by permissive monetary policy.  

Consumption and housing expenditure by 2006 comprised an historic 76% of US 

nominal GDP and its current account deficit grew to 6% of GDP.  These shifts 

fueled the requirements for foreign capital to finance twin US fiscal and current 

account deficits.  Accompanying these trends was a steady deterioration of the 

US savings rate from 10 – 15 % to a present level of 2-3% and briefly negative 

early in the current decade (Summers, 2006).  On the supply (foreign) side, the 
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savings pools described earlier provided an ample supply of capital to finance US 

public and private spending. 

 Summers outlined the unsustainable nature of the imbalance in his 2006 

speech.  The sheer size of the Current Account deficit is unprecedented and 

unsustainable in the long term, regardless of the size of the US economy.  The 

use of imported capital for consumption and residential investment rather than 

research and industrial investment will over time lead to slower long term growth 

and burdensome levels of debt service.  Real estate investment and 

consumption of non-tradable goods dominates US consumption, which further 

exacerbates the US Current Account deficit.  Loans to the US are of shorter 

maturities and come from official government purchases of US treasury 

investment rather than longer maturities from private lenders.  In short, the US by 

the midpoint of the 2000s had developed those conditions similar to previous 

currency crises in Latin America and Asia.  The large US Current Account deficit 

and excess buildup of official reserves is potentially volatile and imposes a large 

opportunity cost on developing countries. 

 The wide availability of capital at low cost and innovations in mortgage 

security derivatives by 2006 greatly expanded the level of consumer lending in 

the US and UK.  Much of this lending took place in subprime loans pegged to 

short term rates with limited principal liquidation.  In turn, these subprime loans 

formed the basis for complex securities sold to raise additional capital for further 

loans.  The upward move of short term interest rates in 2006 by the US Federal 
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Reserve caused a repricing of subprime mortgages at higher rates.  Home 

mortgage default rates rose, which affected the cash flow supporting securities, 

bundled as collateralized mortgage obligations.  A number of highly visible bank 

failures followed in the US and UK.  HSBC Bank in February 2007 began the 

trend, as it warned of a series of write downs that would follow from loan defaults.  

A first wave of bank failures took place in the fall of 2007 that brought calls for US 

government financing to stabilize capital losses.  Merrill Lynch was the first large 

US financial institution to announce significant losses, and other large financial 

houses followed with evidence of capital weakness.  The Bank of England 

arranged a similar bailout of Black Rock capital when its leadership reported 

large losses in the fall of 2007 (Financial Times, August 2009). 

 In early 2008, a second wave of bank failures followed when the US 

Treasury and Federal Reserve arranged a takeover of investment bank Bear 

Stearns by JP Morgan when the former threatened failure in early 2008.  Credit 

markets virtually halted lending when the US government allowed investment 

bank Lehman Brothers to fail in September 2008.  The credit crisis deepened as 

the US government extended capital support to Government Sponsored 

Enterprise corporations Fannie Mae (FNMA) and Freddie Mac (FRE) in 

September, 2008.  Other investment houses came under severe assault as 

financial institutions called in loan portfolios to replace capital losses.  The US 

government provided financing to prevent the collapse of insurance giant AIG, 

citing systemic risk to the larger financial system (Financial Times, 4 August 
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2008).  The US government increased recapitalization of other financial 

institutions identified as presenting risk to the greater financial system.  Applying 

lessons learned from the Japan banking crises of the 1990s, the US devised the 

Troubled Assets Relief Program (TARP) to remove illiquid assets from bank 

balance sheets. 

 In response to the banking crisis and consequent credit market difficulties, 

major industrial countries responded with a combination of financial sector 

support packages, fiscal stimulus and proposals for enhanced regulatory 

structures.  The large scale borrowing in the US projects fiscal deficits on the 

order of 10% of GDP for 2009, receding to 4-6% of GDP (projected) for the 

foreseeable future (CBO Projection, 2009).  The US Office of Management and 

Budget (OMB) has revised forward looking debt projections upward as new 

weaknesses appear. 

 Combined with a recovery of the US savings rate to 7% (EROP, 2009), 

present trends indicate redress of imbalances and repair of balance sheets.  The 

duration of this adjustment is unclear.  In response to the crisis, the Federal 

Reserve reduced short term rates to 0.25% from early 2007 to late 2008.  In its 

official statements, the Federal Reserve has indicated its intent to maintain 

favoring liquidity for the near future (Federal Reserve, 2009).  The Federal 

Reserve further expanded the US monetary base through large scale purchase 

of securities and extended its holdings into mortgage backed instruments.  This 

quantitative easing has effectively doubled the US central bank’s balance sheet.  
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Exceptional monetary measures and historic fiscal stimulus packages have 

raised concerns of future inflation, unsustainable debt service due to higher long 

term interest rates and a devalued currency.  Future stability is of concern to 

governments and institutions with large dollar holdings (CBO, 2009). 

 One view from the Central Bank of China Director during the G20 summit 

called for a new international vehicle based on a basket of national currencies 

and subject to international oversight (Xiaochuan, 2009).  European leaders, led 

by French President Sarkozy, have also called for replacement of the dollar as 

the dominant reserve holding (Wall Street Journal, 1 September 2009).  It is clear 

from the events of 2007 – 2009 has shaken dollar confidence yet again.  While 

many observers have predicted the end of dollar leadership in the past, the 

present circumstances include at least one credible rival to dollar dominance.  

Events in the age of floating currencies provide ample evidence on which to 

evaluate the dynamics of international currency leadership.  Model I posits that 

dollar dominance will endure to the extent that the currency retains its attributes 

of value and stability that make it a low cost transaction medium. 

 

Patterns of Currency Dominance During the Era of Floating Rates 
 Figure 7.2 below provides a graphic depiction of dollar dominance amid 

the decline of the Bretton Woods system and in the years following to the 

present.  Several trends are evident and will be expanded upon later in the 

chapter. 
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Figure 7.6: Currency Composition of Official Reserves, 1969 – 2009 (Source: IMF Annual 
Reports, 1976 - 2009) 
 

 

 First, the peak of dollar dominance occurred in 1975 at a level of 79.4% of 

official reserves.  Dollar influence fell to its lowest point in 1990 at 50.3% of 

official reserves.  The dollar recovered in the 1990s to between 65 – 70% of 

currency reserves.  The introduction of the Euro in 1999 replaced most 

continental European currencies by 2002.  The ascent of the Euro accounted for 

a currency share in excess of the sum shares of its predecessor currencies, the 

Mark, Franc and Guilder.  While the dollar declined incrementally in the currency 

portfolios of official reserves, the Euro gained currency share for the most part at 

the expense of smaller currencies and the yen. 
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 The declines of 1975 – 1990 and the recovery of 1990 – 2001 in the dollar 

share of reserves coincide with US policy developments mentioned earlier.  The 

high inflation of the 1970s prompted high short term rates and falling output to 

reduce inflation expectations.  The high budget deficits and real exchange rate 

volatility following the suspension of convertibility in the 1970s produced 

conditions that eroded confidence in the dollar and led to its erosion as an official 

reserve instrument. 

 The period 1990 and onward represents a recovery in the share of dollars 

in official reserve portfolios.  By the late 1980s, the US had greatly reduced its 

inflation as a result of tightened monetary policy and began to implement 

measures to address its persistent federal budget deficits.  The recovery of dollar 

share in official reserve portfolios seems to coincide with these conditions of 

reduced inflation and fiscal discipline.  Dollar dominance again peaked in 2001, 

as the US began to develop primary budget deficits and the Euro grew in its role 

as an international currency. 

 While the EU and its related communities rival the US in economic size, 

the capitalization of its financial markets is just beginning to reach comparable 

breadth and depth.  The EU GDP of $14.82T is slightly larger than US GDP of 

$14.33T (2008 figures).  EU capital markets have a total value of $14.37T 

compared with the US capital markets of $19.95T.  Overall credit markets 

compare more favorably at $20.94T in the EU compared with $14.21T in the US 

(CIA, 2009).  The European Union, smaller in some financial markets and more 
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fragmented than the US, is beginning to compare favorably in size and scope 

with its US counterparts. 

 

The Euro: Coordination Alternative and Competitor of the Dollar? 
 European economic integration is an idea with roots in antiquity.  The 

Roman occupation of Europe and ruling structures of the Middle Ages contain 

strong threads of economic integration (Issing, 2008).  One interpretation holds 

that the many wars of the Renaissance and Enlightenment periods represent an 

ongoing power struggle with a primary or secondary motive to consolidate 

leadership in Europe (Martin-Das, 2002).  Napoleon explicitly envisaged a united 

Europe with a common commercial and financial system under French 

leadership.  The First Consul’s 1815 exile to Elba and subsequent German 

defeats in WWI and WWII put an end to the specific vision of a unified, integrated 

Europe under a single political power.  Europe of the 1800s and 1900s would see 

successive moves toward cooperation, of which the gold standard under nominal 

British leadership was an early structure.  However, European unity under a 

single federal structure has remained elusive. 

 Following the chaos and lack of European leadership during the interwar 

years, the post-WWII period revealed a loose consensus toward leadership and 

cooperation in Western Europe.  Winston Churchill, in a 1946 speech delivered in 

Zurich, spoke to a vision of a “United States of Europe” with greater cohesion 

and coordination.  The Marshall Plan contained language that advocated creation 

of European cooperative zones in all areas of economic activity (Kindleberger, 
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1993).  These statements formed the basis for development and deployment of 

the Euro in 1999 and its rapid adoption as an international currency.  However, a 

long path of preliminary development preceded the Euro’s launch at the end of 

the second millennium.  This intricate development is captured in Figure 7.6 and 

briefly detailed below. 
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Figure 7.7: Political Integration of the Euro Zone, Post - WWII (Various Sources) 
 

 

 The Marshall Plan required collective institutions to deliver its framework 

for economic recovery.  Trade and industrial frameworks formed first with the 

Organization for European Economic Cooperation (OEEC) on 16 April 1948.  A 

broad cross section of sixteen European nations, the OEEC sought to coordinate 

economic activity and foster free trade and movement in production factors.2  

The Treaty of Paris (1951) between France and Germany formed the European 
                                                 
2 The OEEC originally had 18 participants: Austria, Belgium, Denmark, France, Greece, Iceland, 
Ireland, Italy, Luxembourg, Netherlands, Norway, Portugal, Sweden, Switzerland, Turkey, United 
Kingdom, and Western Germany (originally represented by both the combined American and 
British occupation zones (The Bizone) and the French occupation zone). The Anglo-American 
zone of the Free Territory of Trieste was also a participant in the OEEC until it returned to Italian 
sovereignty.  Source: OEEC website accessed at http://www.oecd.org, 14 April 2009. 
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Coal and Steel Community (ECSC) to promote free trade and coordination in 

basic industrial inputs.3   The Treaty of Rome (1957) formed the European 

Economic Community of six core continental European states (France, Germ

Italy, Belgium, Luxembourg, and the Netherlands) with goals for collaboratio

utilities, nuclear power, common customs and common labor standards.  Britain 

attempted a parallel structure, the European Free Trade Area (EFTA), among the 

periphery states of Europe (

any, 

n in 

                                                

Austria, Denmark, Norway, Portugal, Sweden, 

Switzerland and the United Kingdom).  EFTA was unsuccessful and the EEC 

became by 1973 the prevailing cooperative structure (Martin-Das, 2002). 

 Progress toward single standards was slow and incremental into the late 

1980s.  The Single European Act, put into force on 1 July 1987, brought to 

practice common markets, collaboration in research and monetary coordination 

envisioned by the Treaty of Rome.  European governments had opposed many 

earlier measures in favor of national standards (Martin-Das, 2002).  However, 

Europe would not realize full cooperation until the Maastricht Treaty.   

 European capital markets developed similar collective structures, but long 

remained narrow and shallow, in most cases limited to single country currencies 

and with limited lending resources.  The late 1950s saw the creation of a 

Eurodollar market to lower borrowing costs and avoid the punitive capital taxes 

levied on foreign borrowing within the US.  The Eurobond market began in 1963 

 
3 Member nations of the ECSC included Germany, France, Italy and the Benelux countries 
(Belgium, Luxembourg and the Netherlands).  France proposed the union in 1950, and other 
economic cooperation arrangements replaced the ECSC before expiration of its charter in 2002. 
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as recovery took hold, rapid growth rates created excess savings available for 

lending and requirements for dollars became satisfied.  The Eurobond market 

began largely in a bilateral fashion, and most lending took place in discrete 

national currencies with limited forays into debt instruments of mixed currency 

composition. 

 The developments in goods and capital markets provided the impetus for 

the creation of the European Monetary Union (EMU) in 1969.  The primary goal 

of the EMU was to create institutions necessary to realize the full efficiencies of 

European markets.  The first requirement was the creation of a common 

monetary system within which European firms and governments could conduct 

transactions, make investments and conduct monetary and fiscal policy.  

Subordinate objectives for integration were to realize European potential as a 

counterweight to US economic dominance, provide an alternative to the dollar 

and buffer the instability of the late 1960s and 70s.  Europe sought development 

of the EMU first as a device to realize efficiency and secondarily as a dollar 

alternative (Issing, 1995). 

 The European Economic Union, through the Werner Commission report 

(1970), proposed the construction of a European Monetary Union in three stages 

beginning in 1971.  The first stage, to last three years, called for the 

harmonization of short term monetary policy targeting price levels and interest 

rates among participating European governments.  The second phase would 

construct a rudimentary money-management bureaucracy, FECOM, to 
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harmonize medium term policy such as reserve and intermediate interest rate 

management.  In the third phase, to be complete by 1980, FECOM would 

assume the function of central reserve and some monetary policy management, 

including lending to stabilize currencies under short term duress (Martin-Das, 

2002). 

 FECOM failed to reach the coordination levels outlined in its charter, but 

represented a significant step toward common currency development.  The 

European Monetary System (EMS) of 1977 built on the EMU foundation in three 

significant ways.  First, the EMS created the Ecu, a common currency unit 

derived as a weighted basket of participating member currencies.4  The common 

vehicle provided a standard and adjustable instrument to issue composite 

Eurobond debt at low cost. 

 Second, the EMS provided a buffer fund that built on the intervention 

properties of its EMU predecessor.  While allowing scope to intervene within 

Europe to stabilize participating currencies under short term stress, the EMS fund 

provided resources to manage the Ecu on world markets.  The EMS intended the 

Ecu first as a capital market device to formalize the ad hoc arrangements of 

national currency in use to facilitate international lending.  The third provision 

under the EMU, a defined schedule of national currency replacement, would 

extend the Ecu role past capital markets and into goods markets both within 

                                                 
4 The EMS composed the ECU in a basket fashion. with weights adjusted periodically as the relative size of national 

economies changed over time . 
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Europe and internationally.  The timeframe was initially undefined, but the 1991 

Maastricht Agreements later provided specific milestones (Issing, 2008). 

 Cooperative bank development was the final enabling area for the 

deployment of a single European currency.  The 1991 Maastricht meetings 

provided for construction of a European Central Bank and culminated in the 

creation of common European money.  The Maastricht Treaty, signed on 7 

February 1992, mandated a further three phase approach to implement the 

structure and mandate policy targets for participation in EMU.5   Euro 

replacement of national currency could begin as early as 1 January 1997, but 

was to fully complete no later than the end of 1999.6  Finally, the Maastricht 

Treaty formalized the EEU into the European Union (EU) with accompanying 

legal and defense coordination structures (Martin-Das, 2002).  The Maastricht 

Treaty passed with much difficulty and significant modification that retained 

national sovereignty in the succeeding two years. 

 For its part, Britain retained an independent currency while participating in 

the larger EU structure.  This development owed in part to its devastating 

attempts to adhere to the strict bands prescribed by Maastricht and a resulting 

                                                 
5 Reference Euro requirements for interest rates, internal deficits (<3% GDP), price levels (<2% 
inflation rate) and exchange rate adherence fell within strict bands.  For some of the less stable 
European economies, Italy and Greece for example, these strictures would prove daunting to 
achieve. 
6 The Maastricht Treaty called for the imposition of strict currency bands no later than 1994.  The 
Maastricht Treaty also provided for an evaluation period in 1996 during which participating 
governments would present evidence of compliance with mandated standards for interest rates, 
deficits, price level management and exchange rate management.  Following successful conduct 
of an evaluation period, replacement of national currencies would commence subject to a 2/3 
majority approval by participating countries.  Britain retained the right to conduct an independent 
evaluation and opt out of currency conversion.   
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run on sterling in September, 1992.  Within the space of three months, sterling 

fell by 25% after an unsuccessful attempt on the part of the UK Exchequer to 

meet the bands.  The UK abandoned the bands and retained an independent 

sterling with the option of joining the euro structure later (Economist, 19 

September, 1992).  John Major’s Tory government came close to losing 

confidence in the House of Commons through the incident (Daily Telegraph, 10 

February 2005). 

 Expansion of the European community without concomitant strengthening 

of its governing structures highlights a difference in structural dollar and euro 

attributes.  Originally a core of six nations in the 1950s, the European Union has 

grown to a membership of 27 states, each with divergent national goals under 

the relatively weak leadership of the EU government.  The euro with sixteen 

member countries does not suffer from as extreme dilution as the broader EU, 

but its operations conflict with the fiscal priorities of member countries and larger 

monetary goals of the collective body.  Aspirant countries include emerging 

nations of the former East Europe with varying degrees of economic strength.  

Therefore, there exist within the structure constant tensions of national priorities, 

differing languages and customs that limit factor flows.  Also present is the 

potential mismatch of national fiscal priorities with collective EU monetary goals.  
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The question of whether the Eurozone represents an optimal currency area 

remains a matter that will occupy debate for the near future.7   

 In sum, the thirty year period from 1969 – 1999 represents the 

development of currency with associated institutional structures that provided a 

continental European alternative to the dollar.  The political unity in support of the 

Euro contains considerable compromise and retains much power to member 

national governments.  The union lacks an assertive federal government with the 

ability to match ECB monetary policy with coordinated and credible fiscal policy.  

EU capital markets, while denominated in euros, issue debt against national 

government treasuries.  As a result, euro capital markets remain somewhat 

fragmented and shallow given the size of the overall euro area. 

 

Coordination in an Unofficial Asian Currency Zone and China’s Rise 
 Japanese GDP grew rapidly in the 1970s and 1980s while inflation 

remained low.   Many observers thought Japan would grow at a rate that would 

rival the United States in size and influence of its economy.  At the same time, 

China entered a period of economic liberalization that introduced more market 

oriented practices to that economy.  China began a period of rapid growth that 

has continued for thirty years. 

 

                                                 
7 McKinnon emphasizes the importance of trade flows in defining common currency areas, which 
would argue in favor of Europe as an optimum area.  Mundell emphasizes factor mobility as the 
defining factor, which would lead to a conclusion against Europe as an optimum currency area. 
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Figure 7.8: Real GDP Growth Rates, 1975 - 1990 (Source: OECD, Maddison 2003, 2008) 
 

 

 Japanese GDP did not approach the level of US GDP, as the US began a 

period of sustained growth in the early 1980s.  China continued its run of rapid 

growth and rivaled Japan’s economy in size.  On a per capita basis, China 

remained behind Japan, other western nations and many developing countries.  

China’s rapid and sustained growth rates brought the economy to a size that by 

the early 1990s rivaled Japan’s in magnitude. 
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Real GDP Levels US, China, Japan 1975 - 1990
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 Figure 7.9: Real GDP, 1975 - 1990 (Source: OECD, Maddison 2003, 2008) 
 

 

 Japanese banks endured a crisis of valuation in the early 1990s triggered 

by a drop in property values which led in turn to a sharp drop in output and 

increasing unemployment.  Japan’s growth rates stagnated and the country 

spent much of the 1990s experiencing growth rates near zero with repeated 

periods of deflation throughout the decade. 

 The 1990s saw the peak years of the yen as a share of international 

portfolio holdings.  For a brief period, some scholars found evidence of an 

informal yen zone forming in East Asia (Hartmann, 1998).  Currency coordination 

remained informal and structures to support a regional monetary arrangement 

remained undeveloped into the 1990s.  Moreover, with the US as its primary 
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export market, East Asia and Japan had the incentive to invoice trade and tie its 

currency value to the dollar in order to stabilize its export revenues.  East Asia 

does not exhibit a pattern of regional institutional development to provide liquidity 

and depth for the yen in the manner Europe built for the euro.  Recent events 

have led China and Japan to create regional intervention funds and discuss 

concepts for a common currency zone.  With the European experience as a 

guide, integration is a long process – decades in duration - that requires 

extensive political and institutional development. 
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 Figure 7.10: Japan Real GDP Growth Rates, 1990 - 2001 (Source: OECD) 
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 The Japanese government responded to slow growth in the 1990s with 

large fiscal stimulus packages that greatly increased the debt stock while barely 

improving output and employment performance.  Japanese economic 

performance languished through the 1990s in a decade of lost output, deflating 

prices, weak equity values and moribund employment.  The share of the Yen as 

a holding within official reserve portfolios eroded steadily and accelerated sharply 

with the introduction of the Euro in 1999.  From a high of nearly 9.0% of currency 

holdings in 1991, the Yen share of official reserves declined to 3.3% of holdings 

by 2008. 
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 Figure 7.11: Japan Federal Debt – GDP Levels, 1990 - 2008 (Source: OECD) 
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 Languid economic performance and the retention of capital controls 

limited the development of the yen as a regional currency and its use as an 

international reserve instrument.  China continued its sustained growth rates 

which paused briefly with the Asian currency crises of the late 1990s and 

resumed their high average rates into the early 2000s. 
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 Figure 7.12: Real GDP Growth Rates, 1990 - 2008 (Source: OECD, Maddison 2008) 
 

 

 China’s emergence in the late 1990s and 2000s thrust the RMB into a 

global role.  By the late 2000s, China was among the top three manufacturing 

export nations in the world (World Trade Organization, 2009).  Having learned 

from the experience of smaller East Asian countries and Japan, China’s central 
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bank tightly controlled the RMB and capital flows and built large reserves to 

buffer against currency shocks (Naughton, 2007).  China surpassed Japan’s 

economy in size during the 1990s as Japanese growth languished and China’s 

growth continued at its sustained 8% average real rates. 
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 Figure 7.13: Real GDP levels, 1990 - 2008 (Source: OECD, Maddison 2008) 

 

 

 The RMB’s development into an international currency has been limited, a 

process which began only recently.  With the US as its primary export market, 

China has the incentive to invoice its trade and tie its currency value to the dollar.  

The Chinese Government has largely pursued economic growth through its 

export industries with the US as its primary market.  The development of large 
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dollar reserves has been one force along with large and persistent US trade 

deficits that have led to large capital imbalances.  

 The RMB likewise lacks full international convertibility and capital markets 

to provide liquidity.  The tendency to tightly control currency flows, a central 

aspect of Chinese Government growth strategy, continues unabated.  However, 

China is clearly making movement toward an international currency role for the 

RMB.  The Chinese Government in 2009 announced its intent to introduce 

instruments to allow international borrowing and lending in RMB, but the proposal 

remains in development (Financial Times, 2009).  As in the European case, the 

development of enabling bank and institutional structures can be a multi-decade 

process.  While the volume of its trade on world markets warrants consideration 

of the RMB, its lack of convertibility and limited institutions hinder its status as a 

dollar alternative for the near future.  The RMB exhibits the potential to play a 

large role in the provision of international liquidity, but will require extensive 

institutional development to assume such a role. 

 Perhaps the greatest hindrance to the RMB’s ability to function as an 

international reserve currency and rival to the dollar stems from the lack of 

transparency in its fiscal and monetary policy.  The degree of authoritarian 

control associated with a communist regime and the Chinese Government's 

active management of China's economy create uncertainty as to the conditions 

on which the RMB will remain convertible.  The continuing legacy of government 

intervention in China’s economy and capital flows will place the RMB behind 
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other reserve instruments until a period of greater Chinese Government 

openness. 

 

Coordination Among Major Currency Nations 
 The development of fiscal imbalances and subsequent banking crisis 

beginning in 2007 have renewed doubts as to dollar stability and brought calls for 

a change to the dollar’s status.  The major industrial nations, expanded to the 

G20, gathered in April 2009 to devise a coordinated response to the global 

financial crisis and discuss international monetary arrangements.  The US and 

UK favored a solution emphasizing fiscal stimulus with some revisions to bank 

regulation.  An alternative view, espoused by Germany and France, traced the 

crisis to insufficiently regulated bank and capital markets.  In their view, the 

response should emphasize regulatory reform (Financial Times, 27 March 2009).  

The conference ended without a clear resolution of the divergent views.  The 

conference did conclude with a consensus call for a nearly threefold increase in 

the stabilization funds available to the IMF.  The G20 nations did not designate a 

source to provide the increased funds.  In subsequent months, the US and other 

industrial nations have provided resources to raise IMF intervention reserves to 

$750 billion. 

 The Central Bank of China Director’s call during the G20 summit for a new 

international currency vehicle represents a desire to move past dollar dominance 

and diversify the US influence on international financial markets (Xiaochuan, 

2009).  European leaders, led by French President Sarkozy, have also called for 
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replacement of the dollar as the dominant reserve holding (Wall Street Journal, 1 

September 2009).  The events since the start of the global financial crisis seem 

to indicate a growing consensus that a system with exclusive dependence on 

one currency is unstable. 

 The brief survey of the era of floating rates illustrates a growth of parties 

with interest in the center currency function.  National governments have 

frequently intervened or forged cooperative relationships to enhance their 

influence or achieve exchange rate stability, if only on a regional basis.  In these 

developments, the dollar faces several rivals for dominance among international 

currencies.  Model III holds that continued dollar dominance depends on US 

ability to compete within international frameworks. 

 Toward this end, the OECD nations have created several coordination 

forums outlined in Tables A11 and A12 of the data Annex.  The US has retained 

influence in each of these forums.  The clear evolution out of the recent financial 

crisis has been toward the G20 as the wide coordination body, which employs 

the IMF staff as its policy development and bureaucratic arm.  Core influence 

resides within an informal G2 consisting of China and the US, with some policy 

input from the European Central Bank. 

 The forty years since the end of Bretton Woods have seen the 

development of alternatives to the prominent role of the dollar.  Of these, the 

euro shows the most extensive pattern of development.  However, the pattern of 

trade flows does not support a pattern of euro dominance at the present.  Of the 
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top three manufacturing export nations, one uses the euro (Germany).  The 

remaining two (China and the US) price manufacturing exports and imports in 

dollars.  China prefers to invoice in the currency of its largest export market.  

Absent a decisive shift of manufacturing flows in favor of the euro, it is unlikely 

that pricing power will favor a move away from the dollar. 

 Commodity trade flows, in which pricing power favors the import nation, 

support retention of dollar dominance.  With the largest commodity flows 

dominated by US imports (oil) and exports (agricultural products) respectively, a 

shift away from the dollar is unlikely in the near term.  High US consumption 

rates of petroleum products will favor a steady flow of commodities into the US 

with associated support for the dollar. 

 Capital market breadth and depth favor the dollar.  As of 2008, combined 

US capital markets were on third larger than comparable structures of the 

Eurozone.  Bank assets were larger in Europe than in the United States, but 

public and private equity markets in the US were larger by a factor of 50% than 

European counterparts.  US capital markets stood double the size of Japanese 

markets, the next largest such institutions (Roxbaugh, 2009; Farrell, 2008).  The 

US features a large and single central government debt market with maturities of 

a few days to thirty years.  The US government bond markets are actively traded 

and well known.  By contrast, the euro debt market is issued in member country 

issues, which present investors the complication of tracking Euro instruments of 

 187



varying credit quality.  US markets possess a significant advantage in breadth 

and depth that offers liquidity options to official portfolios. 

 
Conclusion 
 Mismanagement of US fiscal and monetary policy in the late 1960s 

undermined confidence in the dollar and brought the end of the Bretton Woods 

fixed exchange rate regime.  Periphery countries developed a concern over the 

dollar’s value in the presence of large dollar positions created by persistent US 

trade deficits and the accumulation of dollar assets required to maintain fixed 

currency values.  US fiscal and monetary reform restored confidence in the 

dollar’s value by the mid-1990s.  Dollar dominance endured due to the lack of a 

qualified replacement and the ability of US policy makers to engage consultative 

mechanisms to manage the value of the dollar relative to its peer international 

currencies. 

 The dollar has entered a new era in which periphery nations question its 

value and the utility of its role as the dominant reserve holding.  Similar to the late 

1960s, excessive US monetary and fiscal expansions have created doubts as to 

the dollar’s future stability.  Similar also to the late 1960s, the desire of periphery 

nations to employ export led growth has created large dollar positions, the 

enduring value of which are of concern to the nations that hold them.  Unlike the 

1960s, a plausible successor exists as the dollar enters its new crisis of 

confidence. 
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 The four chapters thus concluded present an historical narrative with 

which to feed and frame empirical inquiry.  Consistent with the age of coin and 

the gold standard, international markets favor currencies with a high and stable 

unitary value and shun those whose value is in question.  A clear pattern of 

hierarchy is evident among international currencies with a strong trend toward 

concentration in a single instrument.  A strong economic power prominent in 

international trade most often issues the dominant international currency.  

Financial market structures strongly influence international currency dominance, 

as agents seek the best vehicle to coordinate economic activity.  Therefore, the 

account of Bretton Woods provides support to a view that adds a selection 

criteria based on compatibility with the extant structure and pattern of trade flows 

to the basic qualification of a currency’s fundamental attributes. 

 Despite strong patterns of path dependence that result in retained 

leadership long after a rival currency emerges, there also exists evidence of 

diversification when other currencies of equal or better attributes exist.  Stability 

encompasses a holistic view and includes political composition of the issuing 

government and perceived credibility of its monetary and fiscal policies.  This last 

view best describes the post-Bretton Woods environment.  Given the benefits 

associated with the position of dominant currency, incentives rest with periphery 

nations to challenge or curb the dominant nation’s leadership.  The struggle for 

dominance takes place in coordination forums by representatives of national 

governments.  This public choice aspect of change has grown more influential 
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and sophisticated over time.  These attributes will be the subject of summary and 

synthesis in the final chapter. 



 
 
 
 

Chapter VIII: Explaining Dominance Shifts - Analysis and Conclusion 
 
 

“Money is a barometer of a society’s virtue…” Ayn Rand 
 
 
Introduction 

 The previous chapters have laid out a theory of dominance shifts among 

international currencies and presented an analytic history with data to support the 

theoretical framework built in Chapter 3.  This chapter presents a summary 

analysis that draws together findings from the analytic history interpreted through 

the theoretical framework.  This chapter also considers the present pattern of 

dollar dominance, draws conclusions as to possible future paradigms and 

identifies areas for future research. 

 The central thesis of this work asserts that dominance patterns change as 

a confluence of three forces.  First, international currencies emerge because they 

represent low cost solutions to the problem of conducting transactions across 

international borders.  Dominance occurs when one currency attains such 

ubiquitous acceptance as to gain a majority of market transactions.  This broad 

acceptance invites adoption by other market agents that reinforces the network 

effects proceeding from the commonly accepted currency.  Currency holdings 

represent a potential gain from transactions as well as appreciation that will occur 

from exchange rate appreciation.  Costs occur from those factors which 
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undermine the value of a currency.  Countries with large and growing GDP 

provide monetary volumes of a scale to lower the cost of holding and conducting 

commerce in a given currency.  High levels of debt, inflation and volatility from 

unsound macroeconomic policies erode currency value.  A currency may lose 

dominance when it ceases to be a reliable store of value.  Therefore, dominance 

passes when the incumbent undermines the value of its currency and there 

exists a credible successor with similar or superior value characteristics.  The 

first is a necessary yet not in itself a sufficient condition.  The successor currency 

must be present for market agents to conclude it is in their interest to shift 

currency holding patterns. 

 Second, dominance patterns are driven by a currency’s ability to 

coordinate international exchange.  The volume and composition of trade flows is 

a primary influence in this coordination solution.  Trade invoicing literature 

indicates that manufactured products with unique features and a high degree of 

pricing power will tend to be invoiced in the exporter’s currency.  Conversely, 

commodities afford producers little pricing power as the products tend to be 

uniform and their markets more atomistic.  Commodities will tend to be priced in 

the importer’s currency.  Therefore, invoicing power favors the largest 

manufacturing exporter and the largest commodities importer.  Currency attains 

dominance when it serves a greater usefulness as a unit of account.  Trade 

volumes that tend toward a particular country in the flow of manufactured exports 

and commodity imports will favor use of that nation’s currency. 
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 Trade flows require an enabling structure of banks and other institutions to 

provide liquidity for efficient exchange.  Large and well developed capital 

markets, banking structures and equity markets that offer a diverse range of 

instruments, provide liquidity to facilitate trade.  While this effect will not 

overshadow the influence of a currency’s fundamental characteristics, this effect 

explains some patterns of persistence in currency dominance.  In this 

characterization, the dominant currency is a solution to the coordination problems 

presented by international trade flows and the prevailing financial structure. 

 Finally, currency use has become a political issue and any understanding 

of currency dominance patterns must consider political factors.  Nations 

coordinate monetary policy to an ever increasing degree and consider the effects 

of foreign fiscal and monetary policy in the conduct of their own macroeconomic 

policy.  The benefits of center currency status, whether real or perceived, exert a 

strong force that drives national action within international coordination bodies to 

influence the status and actions of the center currency country.  Countries form 

associations and create currency arrangements to leverage their influence over 

the center currency provider.  Political factors do not overshadow the influence of 

fundamental marketplace characteristics.  However, this effect does clarify some 

aspects of dominance patterns that seem to run counter to the evidence of 

fundamental currency characteristics.  First observed in the ascendance of 

sterling during the gold standard era, the effect of political factors has grown in 
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the construction of currency arrangements and affords full understanding of shifts 

in dominance patterns. 

 An effective heuristic that captures the dynamics of dominance shifts is 

characteristic, compatibility and consensus.  Currencies gain dominance when 

the market recognizes their superior cost and value characteristics.  Shifts occur 

when the incumbent undertakes actions which compromise confidence in the 

long term value of the currency and there exists a credible successor prepared to 

assume market leadership.  Currency shifts likewise occur to accommodate new 

compatibility requirements.  Once confirmed in the market as having acceptable 

characteristics, markets will shift over time to the use of new instruments as trade 

flows and institutional capacity developments require change.  Existing structures 

that confer network effects render this shift slow and incremental.  Finally, 

consensus confirms the new arrangement and formalizes this process in the 

prevailing rules of the international monetary system.  The road to consensus 

may include coercion on the part of the newly dominant power. 

 

Stylized Facts 

 The historical pattern clearly indicates that one currency tends to dominate 

use of others during most historical periods.  Patterns of duopoly or oligopoly 

appear in those instances of currencies that display similar attributes of 

acceptance.  Attributes of acceptance in international markets include: 
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• Size of the issuing country’s economy and its importance in international 
trade. 

 
• Size, depth, composition and openness of the issuing country’s capital 

markets.  Deep capital markets, free of restrictions that offer a variety of 
instruments confer a liquidity advantage.  Liquidity equates to low 
transaction costs and will favor the use of the nation which best creates 
deep and liquid markets. 

 
• Convertibility of the currency according to the prevailing value standard.  

Currencies derive value from their enabling function in transactions.  
Government policy which renders convertibility unpredictable, whether in 
actual or potential practice, adversely affects a currency’s viability as a 
reserve instrument. 

 
• Sound economic policy, characterized as fiscal discipline to service debt 

and monetary policy that keeps inflation low and predictable, favors the 
selection of a reserve currency.  These same policies if mismanaged lead 
to loss of confidence in a currency and potential loss of dominant status. 

 
 Currency arrangements involve associated institutions to enable their use.  

Institutions are a mix of private capital markets and government structures that 

perform monetary and fiscal functions and transmit policies through action in 

markets.  Early development of these institutions favors selection as a reserve 

currency.  Well developed institutions promote network effects that result in use 

of a currency, often beyond the point at which a qualified successor emerges.  

This network effect provides scope for currencies to regain dominant status once 

lost.  The endurance of sterling during the interwar years because of its better 

developed banking and government sectors and during the period shortly 

following WWII because of the Sterling Area illustrate this effect. 

 Dominant currency status results in actual and perceived benefits which 

become a source of value for national governments to pursue.  Center currency 
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status allows a government to borrow at favorable rates which can result in lower 

debt service costs.  Center currency status also affords liquidity for national 

governments to access resource pools through the ability to borrow in their own 

currency.  Benefits of the center currency status outweigh costs.  Benefits are 

concentrated in the central government, while costs are diffused across the 

broader population.  Center currency status remains desirable on balance and 

provides benefits to the US on the order of 0.5% GDP per year.  Therefore, the 

benefits of center currency status and diffuse nature of costs create incentives to 

shape the behavior of the center currency nation through collective action. 

 The benefits of international currency are not exclusively limited to the 

center currency nation.  Key currencies often have the ability to issue debt 

denominated in their domestic currency, often at rates more favorable than are 

available to other sovereign borrowers.  There is clearly a dynamic of first among 

equals that presides in international markets in favor of the center currency 

nation.  Expanded borrowing capacity enables the center currency nation to 

enlarge its consumption and fiscal policy options.  Ironically, this same ability to 

access capital markets is the dynamic which potentially leads to the destruction 

of confidence in the center currency.  Favorable borrowing terms for the center 

country represent the goose which lays the golden egg of capital market access.  

Overuse is fatal as it creates doubts regarding the center county’s ability to 

service its debts and brings instability that leads to the loss of center currency 

status.  Nations which borrow excessively and employ monetary expansion as a 
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form of debt service find their currency value eroded and receive a vote of no 

confidence from capital markets.  The irony exists that debt markets are a key 

enabler for attainment of center currency status, but their overuse is fatal to the 

value of a currency. 

 The gold standard resulted in lower debt service costs for its core and 

periphery nations.  The desire to hold sterling balances provided an available 

liquidity pool for the UK treasury to meet its borrowing needs.  This pool explains 

in part the UK’s ability to service very high debt levels relative to GDP for an 

extended period.  Likewise the Bretton Woods system provided capital for its 

periphery nations and contributed to the perception of the US “Exorbitant 

Privilege” in its ability to borrow within international markets.  Similar critiques of 

US behavior in its center currency status persist today. 

 

Status of the Dollar as Dominant Currency 

 The dollar remains the dominant reserve currency.  The duration of this 

dominance is open to question.  The US status of center currency nation faces 

challenges that bear faint similarity to Britain of the interwar years.  The dollar 

endured one crisis of confidence in the late 1970s after it failed to maintain 

convertibility with gold and brought subsequent turbulence of the early floating 

exchange period.  Like sterling in the interwar years, the dollar regained 

confidence through sound macroeconomic policy that resulted in low inflation and 

fiscal discipline.  The dollar’s role as a reserve asset recovered accordingly. 
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 Unlike sterling in the interwar years, the dollar of the 1980s and 1990s had 

no competitor that could replace its role as a source of international liquidity.  

That status has changed as the dollar’s exclusive liquidity role faces challenge 

from the presence of the euro.  However, the euro’s ability to fully replace the 

dollar as a source of liquidity and stability remains questionable.  The euro has 

the support of an economic base similar in size to the dollar.  The ECB remains 

by policy and action committed to a single focus of price stability, while the US 

Federal Reserve has the requirement to balance price stability and full 

employment output.  US fiscal policy is unified at the federal level.  While US 

fiscal discipline has deteriorated since 2001, an effort to address fiscal 

sustainability would require the coordination of one government.  By contrast, the 

effort to address fiscal sustainability in the case of the euro requires the 

coordination of sixteen federal governments.  The euro exists under continual 

pressure from member governments to practice expansionary fiscal policy and 

allow the ECB to deal with inflationary effects.  Individual governments face 

pressure from private capital markets to impose unpopular fiscal discipline or 

leave the euro area and return to a system of national currencies.  The recent 

experience of Greece is instructive in this regard. 

 European capital markets remain narrow and shallow relative to the US.  

The euro lacks the full range of bills and bonds available from dollar markets.  

Euro debt instruments are issued from member governments and carry varying 

degrees of credit quality.  While European banking structures are comparable in 
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size to US structures, the broader liquidity available from US debt markets makes 

the dollar a more useful liquidity instrument. 

 The RMB presents an interesting case for competitor status.  The RMB 

gains support from a large and growing economic area which participates 

vigorously in trade.  China has little debt and services its borrowing needs 

internally through high savings rates.  While China has endured high inflation in 

recent years, the national government has managed to keep price growth in 

check and consistent with other instances of high growth rates in developing 

countries.  The RMB lacks broad and deep capital markets though the Chinese 

Government has initiated measures to develop instruments with international 

liquidity (Financial Times, September 2009). 

 The RMB’s greatest impediment remains its inconvertibility and role within 

an economic system with a long history of government intervention by an 

authoritarian ruling party.  The best comparison would be the German Mark in 

both the pre-WWI and interwar years.  Though the mark gained a measure of 

international acceptance, control by an authoritarian government hindered its 

international acceptance.  The financial disruption of two world wars further 

hindered the mark’s international acceptance.  Not until the post-Bretton Woods 

era when the German government exhibited a consistent record of transparency 

in its governance and economic policy was the mark broadly accepted outside its 

borders.  The RMB has many attributes that would enable a greater international 

role given extensive development in transparency and liquidity.  These 

 199



developments would require significant investment on the part of the Chinese 

Government and carry a lower priority behind more compelling national goals.   

 Some evidence exists of private shifts to the use of the euro, but these 

shifts have not been broadly confirmed in official portfolios.  This dichotomy is 

reflective of the existing patterns of dollar dominance and the fact that trade flows 

favor invoicing and settlement in the dollar.  As these patterns change, the 

patterns of dollar use will likewise change.  But trade dynamics are more likely to 

favor the RMB than they are to favor the euro. 

 The principal threat to the dollar’s value and by extension its status as 

dominant reserve currency surrounds fiscal sustainability and the conduct of its 

monetary policy.  Having run a deficit in fiscal year 2009 of 10% GDP, the US 

increased its debt/GDP ratio from 40% to 53% (OECD, 2009).  Consensus 

projections indicate that absent changes to its fiscal stance the US will maintain 

deficits in the range of 4 - 6% of GDP with debt growing past 80% of GDP by 

2020 under unfavorable fiscal scenarios (CBO, 2009).  Such increases in debt 

and US preference for large spending increases combined with tax reductions 

raises questions of its commitment to debt service.  Table 8.1 is an extract that 

details major elements of the US fiscal picture under a baseline which assumes 

repeal of the 2001 tax reductions and an alternate formulation that extends tax 

reductions. 
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  Table 8.1 US Fiscal Scenarios (source: CBO, 2009) 
 

 
 

 

 US debt to GDP stabilizes until roughly 2022, provided the 2001 tax 

reductions are repealed in 2010 as mandated in current law.  If the US extends 

the 2001 tax cuts, its debt to GDP ratio rapidly increases after 2010 and exceeds 

100% of GDP early in the 2020s.  In either scenario, the effect of entitlement 

programs accelerates the growth of the debt burden in the 2020s. 
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  Figure 8.1 US Debt to GDP Trajectory 1900 - 2035 (source: CBO, 2009) 

 

 

 International Monetary Fund projections confirm CBO estimates and are 

more pessimistic in their trajectory.  These estimates predict the US will cross the 

80% threshold earlier than CBO estimates with a projected debt to GDP level of 

84.8% by 2014. 
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  Figure 8.2 US Debt to GDP Trajectory (source: IMF, 2009) 
 

 

 The composition of US publicly held debt includes nearly 28% that is 

foreign held (US Treasury, 2009).  Recent visits to China by US officials 

prompted comments from Chinese Government officials that expressed doubts 

over the US ability to maintain the value of its currency (Financial Times, April 

2009).  US deficit and debt levels are not without precedent in its own history or 

world wide.  For instance, Japan presently maintains debt approaching 180% of 

GDP and continues to borrow at low rates.  The US should not take comfort in 

this precedent as there are significant differences between the two nations.  

Japanese debt is primarily serviced by domestic lenders willing to accept low 

rates of return.  The externally held portion of US debt renders the dollar 
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particularly dependent on the sentiments of international markets to maintain its 

value.  US desires to sustain fiscal stimulus and provide assistance to its 

financial sector, the ongoing expenses of two foreign conflicts and reform to its 

health care system present fiscal demands that will stress its ability to impose 

fiscal discipline and address increasing debt loads. 

 

 
Figure 8.3 US Debt Holdings (percent) by Foreigners 1952 - 2009 (source: CBO, 2009) 
 

 

 US monetary policy has likewise been expansionary in an attempt to 

reverse the sharp decline in liquidity following the threatened failure of several 

large US financial firms.  The US Federal Reserve has introduced nearly $1 

trillion in additional liquidity through open market operations and direct purchase 
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of troubled assets (US Federal Reserve, 2009).  These assets at present largely 

remain on bank balance sheets as reserves.  Any future increase in monetary 

velocity that turns these assets into loans threatens a return to inflation which will 

undermine the dollar’s value. 

 

Federal Reserve Balance Sheet Composition 2007 - 2009
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Figure 8.4 Federal Reserve Asset Composition (source: St. Louis Federal Reserve Bank, 
2009) 
 

 

 The US faces a dual challenge of restoring fiscal austerity and draining 

excess liquidity as its economy recovers from an economic downturn.  High 

unemployment lingering from the downturn will create pressures to extend fiscal 

stimulus and delay moves to drain excess liquidity.  Political considerations and 

 205



economic conditions lead to an assessment that near term fiscal discipline is 

unlikely. 

 An increase in inflation would lead to a reduction in the debt burden as the 

US pays down its obligations with inflated dollars.  Also, for considerations of 

extending monetary stimulus, the US faces pressure to delay reductions in 

excess liquidity.  Any attempt of the Federal Reserve to sell its holdings to absorb 

liquidity will be compromised by the quality of mortgage backed securities.  

These assets which comprise well over half the Federal Reserve asset base are 

of questionable credit quality and are unlikely to command full price in capital 

markets.  The probability is high that excess liquidity will remain in the US 

banking system and convert to loans with resulting inflationary pressure when 

money velocity recovers. 

 Therefore, the US has the potential for a second crisis of confidence in the 

dollar in the presence of a competitor currency (Euro) with significant limitations 

and the possibility of a second competitor (RMB) given time and development.  

As with previous instances of transition, dominance is for the US to lose, rather 

than an inevitable outcome for a competitor to supplant the incumbent currency.  

A change to dollar dominance would require a major mishandling of US policy 

combined with strong performance by a competitor. 
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Table 8.2: Status of Major Currency Competitors, 2008 figures (CIA, OECD, author 

analysis) 
 US Europe China Japan UK 

GDP 
(Per Capita) 

14.4T 
(47.5K) 

14.9T 
(33.7K) 

8.0T 
(6.0K) 

4.3T 
(34.1K) 

2.2T 
(36.7K) 

GDP Growth 0.4% 0.9% 9.0% -0.7% 0.7% 
Equity Market Size 
Credit Market Size 

15.06T 
19.95T 

21.17T 
15.57T 

5.56T 
6.23T 

12.34T 
4.45T 

N/A 
3.86T 

Inflation 3.8% 3.5% 5.9% 1.4% 3.6% 
M2 (Aggregate) 11.0T 5.63T 4.52T 6.16T  

Trade:         Exports 
                    Imports 

1.28T 
2.12T 

1.95T 
1.69T 

1.44T 
1.08T 

0.75T 
0.71T 

0.47T 
0.64T 

 
Political System 

Federal, 
two party 

National/ 
Hybrid 

 
Communist 

Parliament 
two party 

Parliament 
two party  

 
 
 
Influence of International Coordination Forums 

 Once in a clear position to determine the outcome of international forums 

such as the Bretton Woods conference, the US operates today within a much 

more elaborate arrangement of coordinating bodies with more diffuse power.  

The G8 coordinating body has given way to the G20 forum, which depends upon 

the IMF as its bureaucratic support arm.  The wider spread of the G20 subjects 

the US to influence from a more diverse body of nations while each individual 

nation’s impact is subject to coordination with 18 other governments.  US 

influence would seem to have grown because the impact of its peer nations is 

subject to wider coordination. 

 The wider G20 forum is highly influenced by an informal “G2” relationship 

between the US and China.   The latter nation does not wish the prominence of a 

formal and declared coordinative relationship with the US, but by virtue of its 
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relationship as principal lender carries considerable influence.  China 

commanded a principal share of the Bush and Obama administration’s attention 

and will continue this importance for the foreseeable future.  The attention which 

the US Treasury Secretary has given China since the beginning of the present 

administration speaks to the importance of this relationship within the larger G20 

framework.  In reality, US freedom to pursue an independent currency policy is 

constrained by considerations of its impact on and influence from China. 

 

Analysis 

 In large measure, the future status of the dollar and its dominance within 

the international monetary framework is dependent on US leadership.  

Dominance is for the US to lose and largely depends on US fiscal and monetary 

discipline.  The future of US macroeconomic policy represents two sides of a coin 

that forms the core of confidence in the dollar.  The recent flight to dollar assets 

in the midst of financial turmoil indicates that the dollar maintains desirable 

attributes as a center currency (Wall Street Journal, October 2009).  A credible 

commitment to fiscal sustainability and non-inflationary monetary policy will 

maintain that confidence. 

 The quality of US capital markets is an important consideration after the 

currency’s value.  US capital markets still represent the world’s most unique 

combination of depth, breadth and diversity combined with relatively free capital 

mobility.  The events of the recent financial crisis have raised questions as to the 
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complexity of US markets and the adequacy of information available to assess 

instruments.  Quality capital markets will figure prominently in the US ability to 

retain dollar dominance. 

 The presence of competitor currencies is a positive dynamic for the US in 

that it provides impetus to maintain prudent fiscal and monetary policies.  The 

present US fiscal and monetary stance is highly unfavorable.  The US has had 

higher debt to GDP and higher inflation in its history.  Foreign ownership of US 

debt is concerning, but remains the minority of public holdings.  US unfunded 

fiscal liabilities are large, require reform and are popular and resistant to change.  

The US dollar is still backed by an economy that is the largest single 

homogeneous national market, a stable political system and is the most 

productive and among the fastest growing of mature industrial nations.  Inflation 

is contained, but it is uncertain how long the benign price level will endure.  The 

US still states a commitment to price stability.  The US is capable of avoiding a 

dollar crisis, but its commitment to the required fiscal and monetary discipline is 

unclear. 

 Key actions that will determine confidence in the dollar include measures 

to address its fiscal sustainability, reverse the record levels of monetary stimulus 

introduced into the banking system and reforms to the US banking and capital 

markets.  Credible measures that return budget deficits to sustainable levels and 

stabilize the debt to GDP ratio over time offer the most favorable prospects for 

dollar strength.  Tax reform to increase revenue and expenditure policy that 
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slows the growth of mandatory and discretionary spending to the economy’s 

growth rate would signal long term fiscal sustainability.  The development and 

implementation of credible measures to drain liquidity from the banking system 

would address the concern of excess reserves in bank vaults.  Finally, markets 

will welcome the retention of a US banking structure that allows risk associated 

with investment finance while avoiding moral hazard or promotion of systemic 

risk that poses a threat to the overall macro structure. 

 As the US works through its challenges, it is proper to consider that its 

peer competitors face similar, and in some cases greater challenges.  China 

relies on a growth model which is highly dependent on US consumption for its 

viability.  The Chinese Central Government seeks to maintain an authoritarian 

structure while growing an affluent middle class which may at some point 

demand greater autonomy (Economist, December 21 2009).  China requires 

extensive development to its capital markets that have not had a long tradition of 

open participation. 

 The Euro zone will continue to be challenged by the bifurcation of fiscal 

and monetary policy and the stresses on the larger ECB.  Growth in the Euro 

zone is expected to be positive in 2010 but lag behind US growth rates (OECD 

2009).  Capital market breadth is limited when compared to the US as long as 

Euro debt is issued in sixteen national markets rather than a single 

homogeneous market.  The homogeneous nature of the US and freedom with 

which its labor and capital flow throughout the dollar zone continue to give it an 
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edge as an optimum currency area.  The Euro is strong but the political 

leadership that defines it is weak and contentious.  There are limits to the Euro’s 

strength in comparison to the USD.  The US may be in a position to remain 

dominant if it manages to be the nation which least badly manages its 

macroeconomic policy. 

 

Paths Forward 

 There are a range of likely outcomes given the earlier analysis.  A 

pessimistic assessment would have the US fail to address its fiscal and monetary 

challenges and endure a second crisis of confidence in the dollar.  Given 

favorable development to the Euro, such an outcome could see an era of Euro 

dominance in a decade or longer.  Given continued development of the RMB, the 

future rivalry would be between the Euro and the RMB, with the dollar in a minor 

and peripheral role much like that of sterling in the post-Bretton Woods era. 

 A more optimistic outcome would have the US address its fiscal and 

monetary stance to maintain long term sustainability.  Absent significant and 

credible policy changes, the current US stance leads to a pessimistic view.  

Development could continue in the Euro and the RMB with both currencies 

strengthening and becoming more stable over time.  Such a development would 

introduce a form of monopolistic competition among currencies in which the three 

instruments would be virtually interchangeable in characteristic.  The majority of 

reserves would be divided among the three instruments with variances 
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accounted for by local trade patterns. A handful of minor currencies would round 

out portfolios.  Commitment to the steps necessary to advance both the euro and 

RMB appear to have low priority with their parent governments. 

 In any case, a new international monetary order will likely see 

development into a pattern of leadership among equals and a diffusion of US 

monetary influence.  US leadership is likely to continue to the extent that 

confidence continues in the dollar’s ability to retain value.  The result will 

resemble monopolistic competition with curbs on what had been largely 

unrestrained US action. 

 A third possibility involves development of a synthetic instrument for 

international liquidity along the lines of the China Central Bank proposal or based 

upon the SDR.  Basket arrangements comprised of existing national currencies 

are well understood and commonplace since the end of the Bretton Woods 

system.  Should the US continue to undermine confidence in the value of the 

dollar through failure to address its debt posture and lukewarm commitment to 

price stability, it will lose influence in the global forums which shape such 

arrangements.  An erosion of US geostrategic influence resulting from a setback 

in its presence in a key region such as the Middle East or Asia would further 

diminish its posture to shape international financial arrangements.  A basket 

approach would represent a pragmatic partial solution to replacement of the 

dollar’s center currency role and require less adjustment on the part of the Euro 
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and RMB.  However, these arrangements are subject to earlier analysis that 

concludes US influence is highly dependent on its own actions. 

 A final possibility involves the separation of private and official currency 

uses.  Given its greater liquidity and range of time deposit options, the dollar 

could retain a central role in official portfolios and currency market intervention.  

At the same time, the euro could attain a larger transactions role if it continues to 

hold value in a superior manner to the dollar.  Some evidence of this trend is 

evident, as euro currency issue now rivals the volume of dollar currency issue.  

Private holdings in euros exceed dollar holdings (BIS 2009).  This role would 

resemble monopolistic competition as each currency competed on the unique 

features of its attributes. 

 US dominance will face increasing challenge in the coming years and its 

fate will reside less in its own hands absent fiscal and monetary reform.  

Confidence in the dollar is largely dependent on the ability to demonstrate 

credible fiscal sustainability, sound monetary policy that drains excess liquidity 

from the banking system and returns to policy oriented on price stability and 

reform to the banking system.  Incentives remain for the development of 

competitors but the outcome of the present set of competitors is far from certain. 

 

Future Research 

 Research into the dynamics surrounding currency shares of official 

portfolios have been in the past hampered by disjointed and unavailable data.  
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Nations are reluctant to release data that document reserve holdings as this 

gives insight to their ability to defend specific currency targets.  Such knowledge 

represents a threat to the value of national currency with welfare implications on 

firms and individuals.  Detailed knowledge of currency holdings also carries the 

potential to undermine a national government’s monetary policy.  The present 

IMF data represents the best defined and compiled empirical resource, but does 

not include responses by all member nations as data submission is voluntary 

(IMF 2009). 

 The last ten years have brought improvements both in the quality and 

amount of data available for historical analysis.  Data do not yet represent 

intricate time series to support rigorous statistical analysis, but holdings progress 

in this direction.  Data do exist sufficient to recognize broad trends and frame 

questions for analysis as this work demonstrates. 

 A first research initiative would refine the data available into sets of quality 

and depth to conduct detailed analysis.  Data available presently are annual 

observations that limit conclusions to broad trend analysis of the sort this work 

presents.  Data of quarterly, monthly or even more frequent observation are 

essential to support conclusive findings.  Data sets should be sufficiently robust 

to enable conduct of auto regression and analysis of lagged effects.    Particularly 

in the earlier historical periods, communications systems were slow and 

transmitted data in limited volumes.  The effects of GDP and price data, difficult 
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to collect and subject to revision, should show lagged effects on currency 

portfolio composition. 

 A second research agenda would focus on the influence of expectations 

on the currency distribution decision and by extension the effects on patterns of 

dominance.  The concept of expectations and their effects on economic behavior 

is relatively new, introduced into mainstream economics by the work of 

Friedman, Real Business Cycle economists and other adherents of a free market 

interpretation of economic behavior.  Inquiry would require the derivation of 

measures to capture expectations estimates from goods markets and interest 

rates of varying term.  Forward and futures markets of earlier historical periods 

are largely non-existent as such structures were innovations designed to 

accommodate the special conditions of floating exchange rates.  Regardless, 

inquiry into the role of expectations could provide important insight into the 

decision making behavior of national governments. 

 

Conclusion 

 Market forces continue to exert the strongest influence over the 

composition of official reserves.  Given the large volume of foreign exchange 

traded daily on world markets, this effect will continue to be foremost in the 

selection of reserves.  Factors which make a currency valuable in exchange 

continue to exert the greatest effect on patterns of dominance.  Trade patterns 

which dictate the invoicing decisions of importers and exporters exert an 
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important influence in the selection of a unit of account.  Currency reserves 

perform additional functions beyond making currency markets.  For this reason, 

factors which influence the ability of a currency to maintain value over time weigh 

heavily in the decision of reserve currency composition. 

 Perceived benefits of reserve currency status and the status of center 

currency within the system of international liquidity offer significant benefits to 

national governments.  The extensive reliance on coordination forums in the 140 

years since the development of the Gold Standard indicates that these bodies 

have taken on an increasing importance over time.  We can expect that any 

further developments of international monetary arrangements will involve 

extensive use of these coordination forums. 

 Currency dominance occurs because market actors recognize the 

superior cost and efficiency characteristics of an international currency.  Shifts 

occur when an incumbent engages in actions that undermine that confidence in 

the presence of a qualified successor.  The currency’s role as a coordination 

solution within the existing trade and supporting infrastructure provides additional 

impetus toward maintenance of the status quo or adoption of new arrangements.  

Arrangements are then set in place by the consensus reached in international 

deliberative bodies such as the G20 based on prevailing market dynamics.   

 The dollar has reached a potential second crisis of confidence in the 

presence of at least one qualified successor.  The dollar’s future will largely rest 

on the actions of the US and its ability to maintain price stability and impose fiscal 
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discipline over time.  The record of US fiscal and monetary policy over the last 

ten years does not present a convincing record of discipline.  The alternatives to 

the dollar’s role as center currency each possess significant weaknesses, and 

there is no clear indication of when or in what form a successor currency would 

emerge.  A shift away from dollar dominance is possible over the next ten to 

twenty years but the timing and extent of any shift remain largely dependent on 

US management of its own currency. 



Annex: Database of Currency Dominance Patterns 
 
List of Tables: 
 
A1: Currency Composition of Official Reserves, Various Periods 
 A1.1: Gold Standard Period, 1880 – 1913 
 A1.2: Gold Exchange Period, Interwar Years 1920 - 1936 
 A1.3: Bretton Woods Period, Post-WWII 1948 – 1973 
 A1.4: Floating Exchange Period, 1974 – 2008 
 
A2: Real GDP, Selected Countries 1850 – 2009 
 
A3: Real GDP Growth, Selected Countries 1850 – 2009 
 
A4: Price Indices (Consumer Prices), Selected Countries 1850 – 2009 
 
A5: Inflation Rates (Consumer Series), Selected Countries 1850 – 2009 
 
A6: Nominal Exchange Rates, Against Base Country 1870 – 2009 
 
A7: Government Finance, Selected Countries: Debt – GDP Ratio 
 A7.1: Gold Standard Period, 1880 – 1913 
 A7.2: Gold Exchange Period, Interwar Years 1924 – 1944 
 A7.3: Bretton Woods Period, 1945 - 1973 
 A7.3: Floating Exchange Rate Period, 1974 – 2009 
 
A8: Government Finance, Selected Countries: Central Government Revenue and 

Expenditure 
 A8.1: Gold Standard Period, 1880 – 1914 
 A8.2: Gold Exchange Period: 1920 – 1945 
 A8.3: Bretton Woods Period: 1945 – 1973 
 A8.4: Floating Exchange Period, 1975 - 2009 
 
A9: Trade Data 
 
A10: Capital Market Data, Credit Sector Development: Selected Countries 1850 – 1944 
 
A11: Formally Constituted Coordination Groups 
 
A12: Informally Constituted Coordination Groups 
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Table A1.1: Composition of Reserves, Gold Standard Period 1880 – 1913 
 Source: Lindert, 1967, 1969 
 
Year 1890 1891 1892 1893 1894 1895 1896 1897 1898 1899 1900
Franc 0.3 0.1 0.0 1.2 0.6 4.4 4.5 8.6 12.7 0.7 0.7
Mark 5.8 4.2 4.4 5.8 0.7 7.8 16.7 13.8 17.4 14.9 25.8
Dollar 20.4 32.1 51.6 51.0 59.7 39.4 27.6 29.8 27.0 25.0 28.3
Sterling 73.5 63.6 44.0 42.0 38.9 48.4 51.2 47.8 42.9 64.2 58.2

 
 
Year 1901 1902 1903 1904 1905 1906 1907 1908 1909 1910 1911 1912 1913
Franc 0.7 2.1 0.4 0.5 0.5 0.5 1.1 1.2 0.9 2.1 24.0 27.9 4.2
Mark 2.9 4.5 4.4 3.5 11.0 12.3 12.8 14.2 11.3 13.3 13.3 17.2 17.3
Dollar 37.1 35.4 24.2 35.3 22.6 23.9 19.5 34.3 34.7 25.4 17.1 16.8 20.5
Sterling 59.3 58.0 71.0 60.7 65.8 63.3 66.5 50.2 53.1 59.2 45.7 38.1 58.1
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Table A1.2: Estimated Composition of Reserves, Interwar Years 1920 – 1936 
 Source: Eichengreen and Flandreau, 2008 
 
 1920 1921 1922 1923 1924 1925 1926 1927 1928 1929 1930 1931 1932 1933 1934 1935 1936
£ Sterling 72.7 55.8 50.0 46.7 35.2 37.1 22.9 36.5 39.8 38.5 41.4 50.2 49.6 55.0 57.4 54.0 60.0
Dollar 18.2 36.5 43.3 46.7 63.7 61.2 76.8 63.2 58.7 53.3 51.9 34.9 42.0 34.4 31.8 36.5 38.9
French Franc 9.1 7.7 6.7 6.7 1.1 1.7 0.3 0.1 0.7 3.5 1.8 12.8 6.8 10.6 8.2 9.5 0.9
Dutch 
Guilder 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 2.4 1.8 1.1 0.0 0.0 0.0 0.0
Swiss Franc 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.1 0.8 4.7 2.6 0.4 0.4 0.0 2.6 0.0 0.2

 



 

Table A1.3: Composition of Reserves, Bretton Woods Period 1950 – 1974 
 Source: Annual Report of the Executive Board, International Monetary Fund 1953 - 1975 
 

 1953 1954 1955 1956 1957 1958 1959 1960 1961 1962 1963 
Dollar 46.9 50.2 55.0 60.8 44.5 45.3 50.5 61.6 63.5 67.6 67.8
Sterling 41.2 39.1 35.9 29.6 36.3 34.3 36.5 35.0 34.1 29.1 27.5
Franc 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Euro Instruments 9.3 7.6 6.4 6.9 6.9 7.4 0.0 0.0 0.0 0.0 0.0
BIS Deposits 2.6 3.1 2.7 2.7 1.5 2.7 2.0 0.0 0.0 0.0 0.0
Other 0.0 0.0 0.0 0.0 10.9 10.4 11.0 3.4 2.4 3.3 4.7

 
 

 1964 1965 1966 1967 1968 1969 1970 1971 1972 1973 1974 
Dollar 69.4 72.1 64.3 69.6 62.9 56.5 75.0 75.7 77.7 74.7 75.8
Sterling 27.4 26.7 28.6 24.3 24.5 23.7 12.5 9.7 8.4 6.4 6.5
Deutche Mark 0.0 0.0 0.0 0.0 1.8 3.5 2.9 1.3 1.1 0.6 0.6
Franc 2.8 2.9 5.0 5.3 8.3 9.9 1.3 1.1 1.0 1.2 0.9
Euro Instruments 0.0 0.0 0.0 0.0 0.0 0.0           
BIS Deposits 0.4 0.0 2.5 0.8 2.5 6.0           
IBRD/IDA Assets   1.5 0.8 0.6 0.6 0.6
Other   6.8 11.4 11.1 16.6 15.6
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Table A1.4: Composition of Reserves, Floating Exchange Period 1975 – 2009 
 Source: Annual Report of the Executive Board, International Monetary Fund 1976 - 2009 
 
 1975 1976 1977 1978 1979 1980 1981 1982 1983 1987 1988 1989 1990 1991 1992 
U.S. dollar 79.4 76.5 77.9 75.6 72.8 66.7 69.4 68.5 69.1 56.0 55.3 51.9 50.3 50.9 55.1
Pound sterling 4.6 1.8 1.7 1.7 2.0 3.0 2.2 2.5 2.6 2.2 2.5 2.6 3.2 3.4 3.2
Deutsche mark 0.7 9.0 9.2 11.0 12.6 15.1 13.2 12.5 11.9 13.4 14.5 18 17.4 15.7 13.5
French franc 0.9 1.6 1.3 1.2 1.4 1.7 1.4 1.4 1.2 0.8 1.0 1.4 2.3 2.8 2.4
Netherlands guilder   0.9 0.9 0.9 1.1 1.3 1.2 1.0 0.8 1.2 1.0 1.1 1.0 1.1 0.6
Swiss franc   2.3 2.4 2.3 2.7 3.2 2.8 2.7 2.4 1.8 1.8 1.4 1.3 1.2 1.1
ECU                   14.2 11.7 10.5 9.6 10 10.1
Euro                      
Japanese yen   2.0 2.3 3.2 3.5 4.2 4.1 4.2 4.2 7.0 7.1 7.3 8.2 8.7 7.8
IBRD and IDA 0.9                
Unspecified 
currencies 13.5 5.9 4.3 4.2 4.0 4.8 5.7 7.2 7.8 3.4 5.1 5.7 6.7 6.2 6.1
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 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008
U.S. dollar 56.2 55.9 56.4 60.1 62.1 69.4 71 71.1 71.5 67.1 65.9 65.9 66.9 65.5 64.1 64.0
Pound sterling 3.1 3.5 3.4 3.4 3.6 2.7 2.9 2.8 2.7 2.8 2.8 3.4 3.6 4.4 4.7 4.1
Deutsche mark 14.1 14.3 13.7 12.8 12.6 13.8  
French franc 2.2 2.1 1.8 1.7 1.3 1.6  
Netherlands guilder 0.6 0.5 0.4 0.3 0.4 0.3  
Swiss franc 1.2 1 0.9 0.8 0.7 0.3 0.2 0.3 0.3 0.4 0.2 0.2 0.1 0.2 0.2 0.1
ECU 8.3 7.8 6.5 5.9 5.0 1.2  
Euro     17.9 18.3 19.2 23.8 25.2 24.8 24.0 25.1 26.3 26.5
Japanese yen 8 8.2 7.1 6.0 5.3 6.2 6.4 6.1 5.0 4.4 3.9 3.8 3.6 3.1 2.9 3.3
IBRD and IDA       
Unspecified 
currencies 6.2 6.6 9.7 9.0 9.0 4.5 1.6 1.5 1.3 1.6 2.0 1.9 1.7 1.8 1.8 2.0

 



 

Table A2: Real GDP, Selected Countries 1850 – 2006 (in 1990 US Dollars) 
 Source: Maddison, 2003 and 2008, IMF International Financial Statistics Database 

 1850 1851 1852 1853 1854 1855 1856 1857 1858 1859 1860 1861 1862 1863 1864 1865 
United 
Kingdom  63,342 66,037 67,160 69,631 71,428 71,203 76,370 77,717 77,942 79,964 81,760 84,007 84,680 85,354 87,600 90,296 
United States  42,583          69,346      
France 58,039 57,188 60,931 57,969 60,763 59,842 62,469 66,038 70,645 66,046 70,577 66,154 71,812 74,416 75,256 73,157 
Germany  48,178 47,941 48,890 48,653 49,840 49,128 53,162 55,773 55,536 55,773 59,096 57,672 60,520 65,029 66,928 67,165 
China  247,200                
Japan  21,732                

 
 1866 1867 1868 1869 1870 1871 1872 1873 1874 1875 1876 1877 1878 1879 1880 

United 
Kingdom  91,644 90,745 93,665 94,339 100,180 105,570 105,795 108,266 110,063 112,758 113,881 115,004 115,454 115,004 120,395 
United States      98,374 102,862 107,065 112,436 111,735 117,573 118,974 122,827 127,964 143,726 160,656 
France 73,651 69,308 75,958 78,029 72,100 71,667 78,313 72,822 82,070 84,815 77,880 82,070 81,058 76,001 82,792 
Germany  67,640 67,877 71,912 72,386 72,149 71,674 76,658 79,981 85,914 86,389 85,914 85,440 89,474 87,338 86,626 
China      189,740           
Japan      25,393 25,709 26,005 26,338 26,644 28,698 28,019 28,910 28,825 30,540 31,779 

222  
 1881 1882 1883 1884 1885 1886 1887 1888 1889 1890 1891 1892 1893 1894 1895 

United 
Kingdom  124,663 128,257 129,155 129,380 128,706 130,728 135,894 141,959 149,596 150,269 150,269 146,676 146,676 156,559 161,500 
United 
States  166,377 177,002 181,322 184,591 185,992 191,596 200,236 199,302 211,678 214,714 224,027 245,757 233,857 227,131 254,552 
France 85,971 90,017 90,306 89,294 87,705 89,150 89,728 90,595 92,906 95,074 97,241 99,697 101,431 105,188 103,021 
Germany  88,762 90,186 95,170 97,543 99,917 100,629 104,663 108,935 112,021 115,581 115,343 120,090 126,023 129,109 135,279 
China           205,379      
Japan  30,777 31,584 31,618 31,872 33,052 35,395 36,982 35,310 37,016 40,556 38,621 41,200 41,344 46,288 46,933 

 
 1896 1897 1898 1899 1900 1901 1902 1903 1904 1905 1906 1907 1908 1909 1910 

United 
Kingdom  168,239 170,485 178,796 186,208 184,861 184,861 189,578 187,556 188,679 194,295 200,808 204,627 196,316 200,808 207,098 
United 
States  249,379 273,178 278,869 304,221 312,499 347,681 351,303 368,377 363,720 390,624 435,636 442,362 406,146 455,814 460,471 
France 107,933 106,488 111,690 118,048 116,747 114,869 112,990 115,447 116,314 118,336 120,504 125,705 124,983 130,185 122,238 
Germany  140,026 144,061 150,231 155,690 162,335 158,538 162,335 171,354 178,236 182,034 187,492 195,799 199,122 203,156 210,513 
China      218,154           
Japan  44,353 45,285 53,883 49,870 52,020 53,883 51,089 54,671 55,101 54,170 61,263 63,198 63,628 63,556 64,559 



 

 
 1911 1912 1913 1914 1915 1916 1917 1918 1919 1920 1921 1922 1923 1924 1925 

United 
Kingdom  213,162 216,307 224,618 226,864 245,058 250,449 252,695 254,268 226,640 212,938 195,642 205,750 212,264 221,024 231,806 
United 
States  475,475 497,722 517,383 477,545 490,996 558,774 544,804 593,956 599,130 593,438 579,986 612,064 692,776 713,989 730,545 
France 134,230 145,356 144,489 134,230 131,485 138,131 117,036 92,328 108,800 125,850 120,648 142,322 149,691 168,474 169,197 
Germany  217,633 227,127 237,332 202,207 192,002 193,900 194,138 194,612 156,591 170,235 189,511 206,188 171,318 200,557 223,082 
China    241,431             
Japan  68,070 70,507 71,653 69,503 75,952 87,703 90,641 91,573 100,959 94,654 105,043 104,757 104,828 107,766 112,209 

 
 1926 1927 1928 1929 1930 1931 1932 1933 1934 1935 1936 1937 1938 1939 1940 

United 
Kingdom  223,270 241,240 244,160 251,348 249,551 236,747 238,544 245,507 261,680 271,788 284,142 294,025 297,619 300,539 330,638 
United 
States  778,144 785,905 794,700 843,334 768,314 709,332 615,686 602,751 649,316 698,984 798,322 832,469 799,357 862,995 929,737 
France 173,676 170,064 181,912 194,193 188,558 177,288 165,729 177,577 175,843 171,364 177,866 188,125 187,402 200,840 165,729 
Germany  229,363 252,321 263,367 262,284 258,602 238,893 220,916 234,778 256,220 275,496 299,753 317,783 342,351 374,577 377,284 
China     274,090 277,567 280,393 289,304 289,304 264,091 285,403 303,433 296,043 288,653   
Japan  113,212 114,860 124,246 128,116 118,801 119,804 129,835 142,589 142,876 146,817 157,493 165,017 176,051 203,781 209,728 223  

Billions of 1990 Dollars 
 1940 1941 1942 1943 1944 1945 1946 1947 1948 1949 1950 1951 1952 1953 1954 1955 

United 
Kingdom  330.6 360.7 369.7 377.8 363.0 347.0 332.0 327.0 337.4 350.0 347.9 358.2 357.6 371.6 386.8 400.9 
United 
States  929.7 1098.9 1318.8 1581.1 1713.6 1644.8 1305.4 1285.7 1334.3 1339.5 1455.9 1566.8 1625.2 1700.0 1688.8 1808.1 
France 165.7 131.1 117.5 111.5 94.2 102.2 155.3 168.3 180.6 205.2 220.5 234.1 240.3 247.2 259.2 274.1 
Germany  377.3 401.2 406.6 414.7 425.0 302.5 143.4 161.0 190.7 223.2 265.4 289.7 314.8 341.2 366.6 406.9 
China            245.0 273.7 305.9 321.0 331.6 350.9 
Japan  209.7 212.6 211.4 214.5 205.2 102.6 111.5 120.4 138.3 147.5 161.0 181.0 202.0 216.9 229.2 248.9 

 
 1956 1957 1958 1959 1960 1961 1962 1963 1964 1965 1966 1967 1968 1969 1970 

United 
Kingdom  405.8 412.3 411.5 428.1 452.8 467.7 472.5 490.6 516.6 530.0 540.2 552.3 574.8 585.2 599.0 
United States  1843.5 1878.1 1859.1 1997.1 2046.7 2094.4 2220.7 2316.8 2450.9 2607.3 2778.1 2847.5 2983.1 3076.5 3081.9 
France 288.0 305.3 313.0 321.9 344.6 363.8 387.9 408.1 435.3 456.5 479.6 501.8 524.0 560.3 592.4 
Germany  436.1 461.1 481.6 516.8 558.5 581.5 606.3 623.4 661.3 694.8 715.4 717.6 755.5 805.4 843.1 
China  382.9 405.4 451.0 457.1 441.7 365.1 366.5 402.8 450.3 501.8 548.8 533.4 522.7 567.5 636.9 
Japan  267.6 287.1 303.9 331.6 375.1 420.2 457.7 496.5 554.4 586.7 649.2 721.1 814.0 915.6 1013.6 



 

 
 1971 1972 1973 1974 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1985 

United 
Kingdom  611.7 633.4 675.9 666.8 666.0 680.9 695.7 720.5 740.4 728.2 718.7 729.9 755.8 774.7 802.0 
United 
States  3178.1 3346.6 3536.6 3526.7 3516.8 3701.2 3868.8 4089.5 4228.6 4230.6 4336.1 4254.9 4433.1 4756.0 4940.4 
France 621.1 648.7 684.0 704.0 699.1 729.3 756.5 777.5 802.5 813.8 822.1 842.8 852.6 865.2 877.3 
Germany  867.9 903.7 944.8 952.6 947.4 993.1 1021.7 1050.4 1092.6 1105.1 1109.3 1099.8 1119.4 1151.0 1176.1 
China  668.6 688.2 739.4 751.9 798.3 793.6 843.1 935.1 1007.2 1041.1 1103.4 1186.4 1287.0 1447.3 1596.7 
Japan  1061.2 1150.5 1242.9 1227.7 1265.7 1316.0 1373.7 1446.2 1525.5 1568.5 1618.2 1667.7 1706.4 1773.2 1851.3 

 
 
 

 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 
United 
Kingdom  837.3 877.1 920.8 940.9 944.6 931.7 933.5 955.3 997.6 1026.0 1054.9 1089.5 1123.0 1157.2 1211.5 
United 
States  5110.5 5290.1 5512.8 5703.5 5803.2 5791.9 5985.2 6146.2 6395.9 6558.2 6803.8 7109.8 7413.4 7746.2 8032.2 
France 898.1 920.8 961.3 1000.3 1026.5 1038.9 1059.1 1048.6 1070.5 1095.7 1107.7 1134.3 1163.1 1201.5 1248.5 
Germany  1202.2 1220.3 1261.0 1302.2 1264.4 1331.7 1361.3 1350.4 1386.3 1412.5 1426.6 1452.3 1478.8 1508.5 1556.9 
China  1703.7 1883.0 2016.0 2051.8 2123.9 2263.8 2483.9 2724.3 2997.1 3450.1 3521.1 3706.6 3717.4 3961.4 4319.3 
Japan  1904.9 1984.1 2107.1 2208.9 2321.2 2398.9 2422.2 2428.2 2454.9 2504.2 2590.3 2636.1 2558.6 2554.9 2628.1 224  

 
 

 2001 2002 2003 2004 2005 2006 
United 
Kingdom  1229.7 1254.9 1289.7 1331.7 1356.2 1394.8 
United 
States  8093.1 8223.7 8431.1 8738.9 9007.6 9266.4 
France 1271.6 1284.7 1298.8 1329.6 1353.4 1380.4 
Germany  1576.2 1576.2 1572.8 1589.4 1601.9 1647.8 
China  4780.8 5374.0 6188.0 6699.0 7268.7 7928.5 
Japan  2632.9 2639.8 2686.2 2750.5 2803.1 2864.3 

 



 

Table A3: Real GDP Growth, Selected Countries 1850 – 2009 
  Source: derived from Maddison, 2003 and 2008, IMF International Financial Statistics Database  

 1850 1851 1852 1853 1854 1855 1856 1857 1858 1859 1860 1861 1862 1863 1864 1865 1866 1867 1868 1869 1870 
United 
Kingdom  -1.1 4.3 1.7 3.7 2.6 -0.3 7.3 1.8 0.3 2.6 2.2 2.7 0.8 0.8 2.6 3.1 1.5 -1.0 3.2 0.7 6.2 
United States                      
France 1.9 -1.5 6.5 -4.9 4.8 -1.5 4.4 5.7 7.0 -6.5 6.9 -6.3 8.6 3.6 1.1 -2.8 0.7 -5.9 9.6 2.7 -7.6 
Germany  -0.5 2.0 -0.5 2.4 -1.4 8.2 4.9 -0.4 0.4 6.0 -2.4 4.9 7.5 2.9 0.4 0.7 0.4 5.9 0.7 -0.3 
China                       
Japan                       

 
 1871 1872 1873 1874 1875 1876 1877 1878 1879 1880 1881 1882 1883 1884 1885 1886 1887 1888 1889 1890 
United 
Kingdom  5.4 0.2 2.3 1.7 2.4 1.0 1.0 0.4 -0.4 4.7 3.5 2.9 0.7 0.2 -0.5 1.6 4.0 4.5 5.4 0.5 
United States  4.6 4.1 5.0 -0.6 5.2 1.2 3.2 4.2 12.3 11.8 3.6 6.4 2.4 1.8 0.8 3.0 4.5 -0.5 6.2 1.4 
France -0.6 9.3 -7.0 12.7 3.3 -8.2 5.4 -1.2 -6.2 8.9 3.8 4.7 0.3 -1.1 -1.8 1.6 0.6 1.0 2.6 2.3 
Germany  -0.7 7.0 4.3 7.4 0.6 -0.5 -0.6 4.7 -2.4 -0.8 2.5 1.6 5.5 2.5 2.4 0.7 4.0 4.1 2.8 3.2 
China                      
Japan  1.2 1.2 1.3 1.2 7.7 -2.4 3.2 -0.3 5.9 4.1 -3.2 2.6 0.1 0.8 3.7 7.1 4.5 -4.5 4.8 9.6 
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 1891 1892 1893 1894 1895 1896 1897 1898 1899 1900 1901 1902 1903 1904 1905 1906 1907 1908 1909 1910 
United 
Kingdom  0.0 -2.4 0.0 6.7 3.2 4.2 1.3 4.9 4.1 -0.7 0.0 2.6 -1.1 0.6 3.0 3.4 1.9 -4.1 2.3 3.1 
United States  4.3 9.7 -4.8 -2.9 12.1 -2.0 9.5 2.1 9.1 2.7 11.3 1.0 4.9 -1.3 7.4 11.5 1.5 -8.2 12.2 1.0 
France 2.3 2.5 1.7 3.7 -2.1 4.8 -1.3 4.9 5.7 -1.1 -1.6 -1.6 2.2 0.8 1.7 1.8 4.3 -0.6 4.2 -6.1 
Germany  -0.2 4.1 4.9 2.4 4.8 3.5 2.9 4.3 3.6 4.3 -2.3 2.4 5.6 4.0 2.1 3.0 4.4 1.7 2.0 3.6 
China                      
Japan  -4.8 6.7 0.3 12.0 1.4 -5.5 2.1 19.0 -7.4 4.3 3.6 -5.2 7.0 0.8 -1.7 13.1 3.2 0.7 -0.1 1.6 

 
 1911 1912 1913 1914 1915 1916 1917 1918 1919 1920 1921 1922 1923 1924 1925 1926 1927 1928 1929 1930 
United 
Kingdom  2.9 1.5 3.8 1.0 8.0 2.2 0.9 0.6 -10.9 -6.0 -8.1 5.2 3.2 4.1 4.9 -3.7 8.0 1.2 2.9 -0.7 
United States  3.3 4.7 4.0 -7.7 2.8 13.8 -2.5 9.0 0.9 -0.9 -2.3 5.5 13.2 3.1 2.3 6.5 1.0 1.1 6.1 -8.9 
France 9.8 8.3 -0.6 -7.1 -2.0 5.1 -15.3 -21.1 17.8 15.7 -4.1 18.0 5.2 12.5 0.4 2.6 -2.1 7.0 6.8 -2.9 
Germany  3.4 4.4 4.5 -14.8 -5.0 1.0 0.1 0.2 -19.5 8.7 11.3 8.8 -16.9 17.1 11.2 2.8 10.0 4.4 -0.4 -1.4 
China                     1.3 
Japan  5.4 3.6 1.6 -3.0 9.3 15.5 3.3 1.0 10.3 -6.2 11.0 -0.3 0.1 2.8 4.1 0.9 1.5 8.2 3.1 -7.3 

 



 

 
 1931 1932 1933 1934 1935 1936 1937 1938 1939 1940 1941 1942 1943 1944 1945 1946 1947 1948 1949 1950 
United 
Kingdom  -5.1 0.8 2.9 6.6 3.9 4.5 3.5 1.2 1.0 10.0 9.1 2.5 2.2 -3.9 -4.4 -4.3 -1.5 3.2 3.7 -0.6 
United States  -7.7 -13.2 -2.1 7.7 7.6 14.2 4.3 -4.0 8.0 7.7 18.2 20.0 19.9 8.4 -4.0 -20.6 -1.5 3.8 0.4 8.7 
France -6.0 -6.5 7.1 -1.0 -2.5 3.8 5.8 -0.4 7.2 -17.5 -20.9 -10.4 -5.0 -15.5 8.4 52.1 8.4 7.3 13.6 7.5 
Germany  -7.6 -7.5 6.3 9.1 7.5 8.8 6.0 7.7 9.4 0.7 6.3 1.3 2.0 2.5 -28.8 -52.6 12.3 18.4 17.0 18.9 
China  1.0 3.2 0.0 -8.7 8.1 6.3 -2.4 -2.5             
Japan  0.8 8.4 9.8 0.2 2.8 7.3 4.8 6.7 15.8 2.9 1.4 -0.5 1.4 -4.3 -50.0 8.7 8.0 14.9 6.7 9.1 

 
 1951 1952 1953 1954 1955 1956 1957 1958 1959 1960 1961 1962 1963 1964 1965 1966 1967 1968 1969 1970 
United 
Kingdom  3.0 -0.2 3.9 4.1 3.6 1.2 1.6 -0.2 4.0 5.8 3.3 1.0 3.8 5.3 2.6 1.9 2.2 4.1 1.8 2.4 
United States  7.6 3.7 4.6 -0.7 7.1 2.0 1.9 -1.0 7.4 2.5 2.3 6.0 4.3 5.8 6.4 6.6 2.5 4.8 3.1 0.2 
France 6.2 2.7 2.9 4.9 5.7 5.1 6.0 2.5 2.9 7.0 5.6 6.6 5.2 6.7 4.9 5.1 4.6 4.4 6.9 5.7 
Germany  9.2 8.7 8.4 7.5 11.0 7.2 5.7 4.5 7.3 8.1 4.1 4.3 2.8 6.1 5.1 3.0 0.3 5.3 6.6 4.7 
China  11.7 11.7 5.0 3.3 5.8 9.1 5.9 11.2 1.4 -3.4 -17.3 0.4 9.9 11.8 11.4 9.4 -2.8 -2.0 8.6 12.2 
Japan  12.5 11.6 7.4 5.7 8.6 7.5 7.3 5.8 9.1 13.1 12.0 8.9 8.5 11.7 5.8 10.6 11.1 12.9 12.5 10.7 
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 1971 1972 1973 1974 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 
United 
Kingdom  2.1 3.5 6.7 -1.4 -0.1 2.2 2.2 3.6 2.8 -1.6 -1.3 1.5 3.6 2.5 3.5 4.4 4.8 5.0 2.2 0.4 
United States  3.1 5.3 5.7 -0.3 -0.3 5.2 4.5 5.7 3.4 0.0 2.5 -1.9 4.2 7.3 3.9 3.4 3.5 4.2 3.5 1.7 
France 4.8 4.4 5.4 2.9 -0.7 4.3 3.7 2.8 3.2 1.4 1.0 2.5 1.2 1.5 1.4 2.4 2.5 4.4 4.1 2.6 
Germany  2.9 4.1 4.5 0.8 -0.5 4.8 2.9 2.8 4.0 1.1 0.4 -0.9 1.8 2.8 2.2 2.2 1.5 3.3 3.3 -2.9 
China  5.0 2.9 7.4 1.7 6.2 -0.6 6.2 10.9 7.7 3.4 6.0 7.5 8.5 12.4 10.3 6.7 10.5 7.1 1.8 3.5 
Japan  4.7 8.4 8.0 -1.2 3.1 4.0 4.4 5.3 5.5 2.8 3.2 3.1 2.3 3.9 4.4 2.9 4.2 6.2 4.8 5.1 

 
 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 
United 
Kingdom  -1.4 0.2 2.3 4.4 2.9 2.8 3.3 3.1 3.0 4.7 1.5 2.0 2.8 3.3 1.8 2.8 
United States  -0.2 3.3 2.7 4.1 2.5 3.7 4.5 4.3 4.5 3.7 0.8 1.6 2.5 3.7 3.1 2.9 
France 1.2 1.9 -1.0 2.1 2.4 1.1 2.4 2.5 3.3 3.9 1.8 1.0 1.1 2.4 1.8 2.0 
Germany  5.3 2.2 -0.8 2.7 1.9 1.0 1.8 1.8 2.0 3.2 1.2 0.0 -0.2 1.1 0.8 2.9 
China  6.6 9.7 9.7 10.0 15.1 2.1 5.3 0.3 6.6 9.0 10.7 12.4 15.1 8.3 8.5 9.1 
Japan  3.4 1.0 0.2 1.1 2.0 3.4 1.8 -2.9 -0.1 2.9 0.2 0.3 1.8 2.4 1.9 2.2 

 



 

Table A4: Price Indices (Consumer Prices), Selected Countries 1850 – 2009 
 Source: Global Financial Data, confirmed post – 1945 data with IMF International Financial Statistics Database  

 1851 1852 1853 1854 1855 1856 1857 1858 1859 1860 1861 1862 1863 1864 1865 1866 1867 1868 1869 1870 
UK 2.07 2.11 2.45 2.73 2.75 2.73 2.78 2.57 2.62 2.83 2.81 2.78 2.47 2.59 2.67 2.79 2.90 2.78 2.68 2.68 
United States 5.74 5.74 6.13 6.13 6.41 6.51 6.70 6.60 6.03 5.84 6.03 6.60 7.47 9.09 9.76 9.86 9.76 9.38 9.09 8.71 
Germany 0.04 0.05 0.06 0.07 0.07 0.07 0.06 0.05 0.05 0.06 0.06 0.06 0.06 0.06 0.05 0.06 0.07 0.07 0.06 0.07 
France 0.04 0.04 0.04 0.04 0.04 0.05 0.04 0.04 0.04 0.04 0.05 0.05 0.05 0.05 0.05 0.05 0.05 0.05 0.05 0.05 
Japan                  0.03 0.04 0.04 
China                     

 
 1871 1872 1873 1874 1875 1876 1877 1878 1879 1880 1881 1882 1883 1884 1885 1886 1887 1888 1889 1890 
UK 2.85 2.97 3.10 3.07 2.82 2.95 2.87 2.76 2.61 2.53 2.62 2.46 2.55 2.31 2.21 2.01 2.06 2.05 2.04 2.04 
United States 8.52 8.61 8.42 8.42 8.04 7.74 7.25 6.76 7.25 7.55 7.94 7.74 7.55 7.25 7.15 7.15 7.35 7.35 7.25 7.35 
Germany 0.07 0.07 0.08 0.08 0.07 0.08 0.08 0.07 0.07 0.08 0.08 0.07 0.07 0.07 0.07 0.07 0.07 0.07 0.08 0.07 
France 0.05 0.05 0.05 0.05 0.05 0.05 0.05 0.05 0.05 0.05 0.05 0.05 0.05 0.05 0.05 0.05 0.05 0.05 0.05 0.05 
Japan 0.03 0.02 0.02 0.04 0.04 0.02 0.03 0.03 0.04 0.05 0.05 0.04 0.03 0.02 0.03 0.03 0.02 0.02 0.03 0.04 
China                     227  
 1891 1892 1893 1894 1895 1896 1897 1898 1899 1900 1901 1902 1903 1904 1905 1906 1907 1908 1909 1910 
UK 2.15 2.15 1.97 2.12 2.09 2.04 2.08 2.12 2.05 2.01 1.99 1.99 2.01 2.03 2.03 2.06 2.10 2.06 2.08 2.12 
United States 7.35 7.25 7.25 7.06 6.96 6.96 6.96 7.06 7.35 7.45 7.64 7.84 7.84 7.94 8.13 8.53 8.82 8.82 9.31 9.31 
Germany 0.08 0.08 0.07 0.07 0.07 0.07 0.08 0.07 0.08 0.08 0.08 0.08 0.08 0.08 0.08 0.09 0.09 0.09 0.09 0.09 
France 0.05 0.05 0.05 0.05 0.05 0.05 0.05 0.05 0.05 0.05 0.05 0.05 0.05 0.05 0.05 0.05 0.05 0.05 0.05 0.05 
Japan 0.04 0.04 0.04 0.04 0.04 0.04 0.05 0.05 0.05 0.06 0.06 0.06 0.07 0.07 0.07 0.07 0.08 0.08 0.08 0.08 
China                     

 
 1911 1912 1913 1914 1915 1916 1917 1918 1919 1920 1921 1922 1923 1924 1925 1926 1927 1928 1929 1930 
UK 2.15 2.21 2.26 2.44 2.98 3.64 4.08 4.85 4.96 5.84 4.23 3.93 3.90 3.97 3.86 3.86 3.70 3.68 3.66 3.37 
United States 9.51 9.80 10.00 10.10 10.30 11.60 13.70 16.50 18.90 19.40 17.30 16.90 17.30 17.30 17.90 17.70 17.30 17.10 17.20 16.10 
Germany 0.10 0.10 0.10 0.12 0.13 0.19 0.29 0.32 0.60 1.16 1.93 68.51 1.5B 15.92 16.60 16.97 17.79 17.96 17.95 16.65 
France 0.05 0.05 0.05 0.05 0.06 0.06 0.06 0.06 0.06 0.06 0.06 0.06 0.06 0.06 0.06 0.06 0.07 0.07 0.07 0.07 
Japan 0.08 0.09 0.09 0.08 0.08 0.08 0.10 0.14 0.18 0.19 0.17 0.15 0.16 0.16 0.15 0.14 0.13 0.14 0.12 0.10 
China                0.09 0.08 0.09 0.10 0.11 

 



 

 
 1931 1932 1933 1934 1935 1936 1937 1938 1939 1940 1941 1942 1943 1944 1945 1946 1947 1948 1949 
UK 3.24 3.13 3.13 3.15 3.24 3.33 3.51 3.42 3.84 4.32 4.41 4.38 4.38 4.45 4.48 4.48 4.66 4.84 5.02 
United 
States 14.60 13.10 13.20 13.40 13.80 14.00 14.40 14.00 14.00 14.10 15.50 16.90 17.40 17.80 18.20 21.50 23.40 24.10 23.60 
Germany 15.38 13.90 14.18 14.37 14.51 14.62 14.67 14.74 14.87 15.38 15.65 15.98 16.28 16.59 17.37 19.15 19.68 23.48 21.80 
France 0.07 0.07 0.07 0.07 0.07 0.07 0.07 0.07 0.07 0.07 0.07 0.08 0.08 0.08 0.10 0.10 0.10 0.10 0.10 
Japan 0.10 0.11 0.11 0.11 0.11 0.12 0.13 0.15 0.17 0.19 0.19 0.20 0.21 0.25 0.65 2.73 7.94 13.04 13.65 
China 0.11 0.10 0.10 0.10 0.10 0.11 0.16 0.13 0.27 0.48 1.50 3.36 8.94 20.19 89.92 672.5 11293 159022  
 
 1950 1951 1952 1953 1954 1955 1956 1957 1958 1959 1960 1961 1962 1963 1964 1965 1966 1967 1968 1969 1970 
UK 5.15 5.73 6.11 6.21 6.44 6.78 6.99 7.30 7.42 7.42 7.58 7.90 8.10 8.26 8.66 9.06 9.38 9.62 10.18 10.66 11.51 
United 
States 25.00 26.50 26.70 26.90 26.70 26.80 27.60 28.40 28.90 29.40 29.80 30.00 30.40 30.90 31.20 31.80 32.90 33.90 35.50 37.70 39.80 
Germany 21.10 23.79 24.92 24.24 24.92 25.26 25.67 26.22 26.51 27.08 27.31 28.06 28.86 29.84 30.47 31.68 32.60 32.77 33.52 34.21 35.59 
France 13.55 0.10 0.10 0.10 0.11 0.11 0.11 0.11 0.11 0.11 0.12 0.12 0.12 0.13 0.12 0.13 0.13 0.14 0.14 0.14 0.12 
Japan  15.18 15.28 16.91 17.12 16.96 17.41 17.72 17.78 18.12 18.79 20.53 21.48 22.83 23.90 25.47 26.59 28.10 29.17 31.02 33.52 
China                      
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 1971 1972 1973 1974 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 
UK 12.51 13.47 14.91 17.74 22.17 25.53 28.64 31.04 36.37 41.89 46.92 49.44 52.07 54.47 57.53 59.68 61.90 64.80 68.30 73.50 
United 
States 41.10 42.50 46.20 51.90 55.50 58.20 62.10 67.70 76.70 86.30 94.00 97.6 101.3 105.3 109.3 110.5 115.4 120.5 126.1 133.8 
Germany 37.55 39.96 43.07 45.54 48.01 49.79 51.52 52.78 55.66 58.70 62.67 65.55 67.27 68.59 69.80 69.05 69.74 70.89 73.21 75.21 
France 0.14 0.15 0.15 0.15 0.15 0.16 0.18 0.19 0.20 0.19 0.20 0.20 0.21 0.22 0.22 0.22 0.21 0.20 0.19 0.17 
Japan 35.12 37.19 43.97 53.20 57.44 63.47 66.67 69.21 73.16 78.44 81.83 83.52 84.93 87.19 88.42 88.14 88.89 89.74 92.09 95.57 
China        40.33 41.09 44.17 46.88 46.12 47.09 48.34 54.13 57.65 62.78 80.30 85.60 89.27 
 

 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 
UK 78.80 80.80 82.80 84.50 87.00 89.00 90.50 91.90 93.00 93.70 94.70 96.30 97.50 99.10 101.00 104.00 106.20 109.50 111.50 
United 
States 137.90 141.90 145.80 149.70 153.50 158.60 161.30 163.90 168.30 174.00 176.70 180.90 184.30 190.30 196.80 201.80 210.04 210.23 215.97 
Germany 77.65 80.24 83.66 85.78 87.07 88.37 90.12 90.49 91.50 93.44 94.92 96.03 97.04 99.08 101.20 102.59 105.60 106.80 107.00 
France 0.17 0.16 0.16 0.17 0.17 0.17 0.17 0.17 0.17 0.16 0.15 0.16 0.17 0.16 0.16 0.15 0.15 0.15 0.16 
Japan 98.12 99.25 100.28 100.97 100.56 101.17 103.01 103.63 102.50 102.00 100.80 100.50 100.10 100.30 99.90 100.20 100.90 101.30 100.40 
China 93.29 101.50 120.59 151.33 166.62 178.28 179.00 177.21 175.43 178.07 177.53 176.82 182.48 186.86 189.85 195.16 207.85 220.11 212.75 
 



 

A5: Inflation Rates (Consumer Series), Selected Countries 1850 – 2009 
  Source: Derived from Global Financial Data, confirmed post – 1945 data with IMF International Financial Statistics Database  

 UK US Germany France Japan China   UK US Germany France Japan China 
1850 -6.4 -5.6 -2.4 -3.6 1884 -9.4 -3.9 -7.0 0.0 -21.0  
1851 -0.8 17.6 17.3 0.0 1885 -4.2 -1.4 0.0 -2.0 27.7
1852 1.8 0.0 17.1 0.0 1886 -9.3 0.0 0.0 0.0 -13.2
1853 16.1 6.7 10.8 5.3 1887 2.6 2.7 0.7 -1.2 -11.6
1854 11.5 0.0 19.8 3.6 1888 -0.5 0.0 0.9 1.2 -2.9
1855 0.7 4.7 6.8 2.5 1889 -0.2 -1.3 8.4 -1.2 17.7
1856 -0.8 1.5 -2.6 1.1 1890 -0.1 1.4 -3.8 0.0 30.5
1857 1.8 2.9 -18.4 -1.1 1891 5.4 0.0 4.8 1.2 -2.7
1858 -7.5 -1.4 -4.7 -2.5 1892 -0.2 -1.3 -1.6 -1.2 10.2
1859 2.0 -8.7 0.0 0.0 1893 -8.2 0.0 -2.2 -1.0 -1.0
1860 8.2 -3.2 6.6 2.5 1894 7.4 -2.7 -0.8 1.1 -0.3
1861 -0.9 3.3 4.8 1.1 1895 -1.4 -1.4 0.0 -1.0 2.1
1862 -0.9 9.5 0.0 0.0 1896 -2.2 0.0 -0.8 0.0 -3.3
1863 -11.3 13.0 -9.0 1.1 1897 1.7 0.0 6.4 -2.1 20.0
1864 4.9 21.8 9.9 0.0 1898 2.0 1.4 -3.9 1.1 20.2
1865 3.2 7.4 -12.2 2.4 1899 -3.3 4.2 1.6 0.0 -2.4
1866 4.7 1.0 8.6 2.1 1900 -1.8 1.3 3.2 1.1 18.9
1867 3.9 -1.0 20.7 0.0 1901 -1.1 2.6 0.8 0.0 -2.4
1868 -4.1 -3.9 0.0 0.0 1902 0.0 2.6 -0.8 0.0 4.0
1869 -3.6 -3.1 -9.1 -2.1 50.7 1903 1.1 0.0 0.8 -1.1 5.0
1870 -0.2 -4.2 3.6 2.1 2.0 1904 1.1 1.3 0.8 0.0 2.4
1871 6.4 -2.2 9.0 4.4 -39.0 1905 0.0 2.5 5.2 0.0 3.9
1872 4.4 1.1 0.8 -1.0 -31.0 1906 1.1 4.8 5.6 1.1 1.8
1873 4.3 -2.2 13.0 0.0 21.2 1907 2.1 3.4 0.7 1.3 10.6
1874 -1.0 0.0 1.5 0.0 55.0 1908 -2.1 0.0 0.0 1.0 -3.4
1875 -7.9 -4.6 -10.6 -2.2 0.0 1909 1.1 5.6 2.6 0.0 -4.1
1876 4.6 -3.7 2.3 3.3 -31.0 1910 2.1 0.0 0.0 1.0 0.4
1877 -2.9 -6.3 1.6 0.0 10.2 1911 1.0 2.1 7.8 4.3 7.5
1878 -3.7 -6.8 -7.7 -2.0 9.3 1912 3.1 3.1 3.6 0.0 5.4
1879 -5.5 7.2 3.4 0.0 30.8 1913 2.0 2.0 -3.4 0.0 3.0
1880 -3.0 4.1 3.9 1.0 32.6 1914 8.1 1.0 22.2 1.9 -7.8
1881 3.3 5.2 1.6 -1.0 0.0 1915 22.1 2.0 12.2 22.0 -6.4
1882 -6.0 -2.5 -3.9 0.0 -15.4 1916 22.2 12.6 44.1 0.0 8.0
1883 3.7 -2.5 0.0 2.1 -27.3 1917 12.1 18.1 50.3 0.0 22.6
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 UK US Germany France Japan China  UK US Germany France Japan China 
1918 18.9 20.4 9.7 -4.9 34.6 1954 3.8 -0.7 2.8 14.1 1.2
1919 2.3 14.5 87.3 0.0 1955 5.3 0.4 1.3 0.0 -0.9
1920 17.8 2.6 93.1 1956 3.0 3.0 1.6 0.0 2.7
1921 -27.5 -10.8 66.5 5.1 -8.3 1957 4.4 2.9 2.1 -5.4 1.8
1922 -7.3 -2.3 3453.2 0.0 -10.9 1958 1.6 1.8 1.1 0.0 0.3
1923 -0.6 2.4 22B 0.0 5.8 1959 0.0 1.7 2.2 0.0 1.9
1924 1.7 0.0 -3.3 -1.6 1.0 1960 2.2 1.4 0.8 15.0 3.7
1925 -2.8 3.5 4.3 0.0 -7.1 1961 4.2 0.7 2.7 0.0 9.3
1926 0.0 -1.1 2.2 0.0 -11.1 1962 2.5 1.3 2.9 0.0 4.6
1927 -4.0 -2.3 4.9 14.2 -1.6 -11.1 1963 2.0 1.6 3.4 4.7 6.3
1928 -0.6 -1.2 0.9 0.0 1.8 4.5 1964 4.9 1.0 2.1 -8.9 4.7
1929 -0.6 0.6 -0.1 0.0 -9.3 14.2 1965 4.6 1.9 4.0 9.7 6.6
1930 -7.8 -6.4 -7.2 -1.5 -18.6 8.5 1966 3.5 3.5 2.9 3.6 4.4
1931 -3.9 -9.3 -7.6 0.0 -3.5 6.1 1967 2.6 3.0 0.5 4.3 5.7
1932 -3.4 -10.3 -9.6 0.0 8.4 -10.9 1968 5.8 4.7 2.3 -1.9 3.8
1933 0.0 0.8 2.0 -2.1 1.8 -5.0 1969 4.7 6.2 2.1 -0.7 6.3
1934 0.7 1.5 1.3 0.0 0.8 7.6 1970 7.9 5.6 4.0 -8.9 8.1
1935 2.8 3.0 1.0 0.0 3.8 -1.0 1971 8.7 3.3 5.5 8.8 4.8
1936 2.8 1.4 0.7 4.5 4.5 7.5 1972 7.7 3.4 6.4 9.3 5.9
1937 5.3 2.9 0.4 0.0 12.2 42.3 1973 10.7 8.7 7.8 -1.0 18.2
1938 -2.6 -2.8 0.5 0.0 16.1 -13.5 1974 18.9 12.3 5.7 1.7 21.0
1939 12.3 0.0 0.9 0.8 13.4 103.1 1975 25.0 6.9 5.4 1.7 8.0
1940 12.6 0.7 3.4 0.0 8.7 77.1 1976 15.1 4.9 3.7 2.4 10.5
1941 2.1 9.9 1.8 0.0 2.5 211.2 1977 12.2 6.7 3.5 14.2 5.0
1942 -0.8 9.0 2.1 5.6 2.2 123.7 1978 8.4 9.0 2.5 5.6 3.8
1943 0.0 3.0 1.9 0.0 8.2 166.4 1979 17.2 13.3 5.4 5.6 5.7 1.9
1944 1.7 2.3 1.9 0.0 17.9 125.8 1980 15.2 12.5 5.5 -2.4 7.2 7.5
1945 0.8 2.2 4.7 24.4 160.3 345.4 1981 12.0 8.9 6.8 1.0 4.3 6.1
1946 0.0 18.1 10.3 0.0 317.1 647.9 1982 5.4 3.8 4.6 0.0 2.1 -1.6
1947 4.0 8.8 2.8 0.0 190.7 1579.3 1983 5.3 3.8 2.6 9.1 1.7 2.1
1948 3.8 3.0 19.3 0.5 64.3 1308.1 1984 4.6 3.9 2.0 3.2 2.7 2.6
1949 3.7 -2.1 -7.1 0.0 4.7 -100.0 1985 5.6 3.8 1.8 1.5 1.4 12.0
1950 2.7 5.9 -3.2 0.0 -0.7 1986 3.8 1.1 -1.1 -0.4 -0.3 6.5
1951 11.1 6.0 12.7 3.8 12.0 1987 3.7 4.4 1.0 -3.3 0.9 8.9
1952 6.7 0.8 4.8 0.0 0.7 1988 4.7 4.4 1.6 -6.8 1.0 27.9
1953 1.6 0.7 -2.7 0.0 10.7 1989 5.4 4.6 3.3 -6.3 2.6 6.6
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 UK US Germany France Japan China UK US Germany France Japan China 
1990 7.6 6.1 2.7 -8.3 3.8 4.3 2000 0.8 3.4 2.1 -3.7 -0.5 1.5
1991 7.2 3.1 3.2 -3.4 2.7 4.5 2001 1.1 1.6 1.6 -4.2 -1.2 -0.3
1992 2.5 2.9 3.3 -1.6 1.2 8.8  2002 1.7 2.4 1.2 3.4 -0.3 -0.4
1993 2.5 2.7 4.3 -1.9 1.0 18.8 2003 1.2 1.9 1.1 4.3 -0.4 3.2
1994 2.1 2.7 2.5 3.6 0.7 25.5 2004 1.6 3.3 2.1 -3.1 0.2 2.4
1995 3.0 2.5 1.5 3.8 -0.4 10.1 2005 1.9 3.4 2.1 -3.3 -0.4 1.6
1996 2.3 3.3 1.5 0.6 0.6 7.0 2006 3.0 2.5 1.4 -2.7 0.3 2.8
1997 1.7 1.7 2.0 -1.6 1.8 0.4 2007 2.1 4.1 2.9 0.7 0.7 6.5
1998 1.5 1.6 0.4 -0.9 0.6 -1.0 2008 3.1 0.1 1.1 -0.3 0.4 5.9
1999 1.2 2.7 1.1 -1.2 -1.1 -1.0 2009 1.8 2.7 0.2 2.4 -0.9 -3.3
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A6: Nominal Exchange Rates, Against Base Country (US Dollar) 1870 – 2009 (Source: Global Financial Data) 
 

Year Sterling DM Franc Yen RMB  Year Sterling DM Franc Yen RMB 
1860 4.6168  5.3996 0.6828 1894 4.895 4.172 5.153 2.0833 1.4574
1861 4.8444  5.2073 0.6707 1895 4.91 4.173 5.156 1.9277 1.3674
1862 6.5025  3.8491 0.5982 0.4905 1896 4.88 4.174 5.179 1.937 1.3883
1863 7.3914  3.406 0.5415 0.4318 1897 4.86 4.194 5.204 2.0566 1.4965
1864 11.0905  5.168 0.8996 0.6509 1898 4.855 4.209 5.208 2.0253 1.5153
1865 7.0621  5.1177 0.9205 0.6604 1899 4.885 4.209 5.175 2.0228 1.5057
1866 6.5208  5.1308 0.9184 0.684 1900 4.86 4.201 5.165 2.0305 1.5165
1867 6.5086  5.125 0.9064 0.6704 1901 4.875 4.181 5.155 2.0253 1.4105
1868 6.5701  5.1625 0.9403 0.6754 1902 4.875 4.188 5.145 2 1.6537
1869 5.8583  5.175 0.9189 0.6909 1903 4.855 4.205 5.18 2.0382 1.9082
1870 5.3958  5.2264 0.9027 0.7573 1904 4.88 4.174 5.15 2.0356 1.69
1871 5.3105  5.2798 0.9116 0.6756 1905 4.856 4.199 5.14 2.0126 1.542
1872 5.4563 4.1237 5.2274 0.9084 0.6743 1906 4.84 4.234 5.195 2.0305 1.4263
1873 5.3773 4.1425 5.168 0.9709 0.7174 1907 4.8425 4.234 5.165 2.0305 1.3197
1874 5.4686 4.1597 5.1308 0.9709 0.7096 1908 4.871 4.201 5.1525 2.0202 1.4366
1875 5.5051 4.1545 5.1546 1 0.732 1909 4.8675 4.197 5.172 2.0202 1.4349
1876 5.2132 4.2105 5.1867 0.9804 0.7403 1910 4.865 4.199 5.208 2.0279 1.4391
1877 5.0062 4.2159 5.1867 1.0417 0.7469 1911 4.87 4.199 5.184 2.0279 1.4369
1878 4.875 4.2034 5.1948 1.0811 0.8006 1912 4.853 4.207 5.186 2.0177 1.4387
1879 4.845 4.1982 5.2029 1.0929 0.7864 1913 4.855 4.226 5.22 2.0279 1.564
1880 4.845 4.21 5.229 1.105 0.8139 1914 4.8525 4.5262 5.165 2.04 1.7857
1881 4.85 4.209 5.207 1.1081 0.8031 1915 4.7362 5.2632 5.855 2.01 1.5873
1882 4.85 4.194 5.163 1.1332 0.8039 1916 4.7556 5.4514 5.8438 1.985 1.1571
1883 4.855 4.2 5.193 1.0959 0.799 1917 4.7512 5.109 5.735 1.965 0.9558
1884 4.85 4.217 5.225 1.1364 0.8327 1918 4.7581 8.022 5.4538 1.918 0.8044
1885 4.895 4.158 5.16 1.2085 0.8774 1919 3.75 49.75 10.995 2.005 0.6178
1886 4.85 4.203 5.232 1.2659 0.8749 1920 3.525 74.07 16.885 1.99 1.351
1887 4.87 4.179 5.206 1.303 0.9466 1921 4.2063 186.05 12.31 2.073 1.32
1888 4.895 4.171 5.182 1.3158 0.9497 1922 4.6325 7325 13.7 2.046 1.389
1889 4.84 4.2 5.201 1.2699 0.9165 1923 4.3187 4.35E+12 19.61 2.162 1.404
1890 4.845 4.206 5.215 1.1976 0.8521 1924 4.7225 4.1982 18.4775 2.581 1.347
1891 4.855 4.197 5.206 1.2987 0.9595 1925 4.8481 4.1999 26.86 2.299 1.307
1892 4.885 4.168 5.15 1.4493 1.077 1926 4.8481 4.2061 25.29 2.0408 1.681
1893 4.885 4.183 5.182 1.8018 1.2563 1927 4.8762 4.1911 25.421 2.1468 1.572
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Year Sterling DM Franc Yen RMB  Year Sterling DM Franc Yen RMB 
1928 4.8488 4.2017 25.575 2.1825 1.572 1964 2.79 3.977 4.9 360 2.4618
1929 4.8744 4.1876 25.405 2.0367 1.932 1965 2.8025 4.006 4.902 360 2.4618
1930 4.8516 4.2012 25.47 2.0182 2.899 1966 2.79 3.977 4.952 360 2.4618
1931 3.3775 4.2176 25.518 2.852 3.013 1967 2.4067 3.9913 4.9106 360 2.4618
1932 3.3275 4.2017 25.633 4.878 3.67 1968 2.3849 3.9969 4.9481 360 2.4618
1933 5.12 2.6667 16.26 3.244 3.561 1969 2.3989 3.6908 5.5678 360 2.4618
1934 4.9363 2.4826 15.123 3.481 1970 2.3938 3.648 5.5204 360 2.4618
1935 4.93 2.4851 15.114 3.476 1971 2.552 3.269 5.2161 315.01 2.4618
1936 4.9088 2.4857 21.442 3.545 1972 2.348 3.2018 5.119 301.66 2.2401
1937 4.9969 2.4839 29.509 3.441 1973 2.3225 2.7049 4.6992 280.27 2.0202
1938 4.6363 2.4938 38.132 3.7 1974 2.347 2.4096 4.4405 301.02 1.8401
1939 3.9537 2.497 44.632 4.264 1975 2.0242 2.6199 4.4683 305.16 1.9425
1940 4.035 2.499 48.549 4.309 1976 1.7025 2.3602 4.9652 293.08 1.8246
1941 4.0325 2.496 44.984 4.305 1977 1.92 2.0978 4.7037 239.98 1.73
1942 4.0325 2.492 127.407 4.3 1978 2.0435 1.82 4.17 194.3 1.5771
1943 4.02 2.487 68.095 4.29 1979 2.2145 1.726 4.0175 240.3 1.4943
1944 4.02 2.488 55 4.29 1980 2.395 1.9735 4.5475 203.1 1.5044
1945 4.025 10 55 15 1981 1.917 2.238 5.685 219.8 1.7499
1946 4.025 10 119.1 15 1982 1.618 2.378 6.74 234.7 1.9275
1947 4.0331 10 119.1 50 1983 1.4515 2.725 8.335 231.7 1.9859
1948 4.0319 3.33 341.31 270 225 1984 1.158 3.155 9.6525 251.6 2.8027
1949 2.8006 4.2 349.29 360 23000 1985 1.439 2.447 7.5075 200.25 3.2095
1950 2.8013 4.2 349.9 360 24618 1986 1.4819 1.9235 6.377 157.473 3.7314
1951 2.7814 4.2 349.95 360 24618 1987 1.8867 1.5692 5.328 121.012 3.7314
1952 2.8096 4.2 350 360 24618 1988 1.8089 1.7688 6.06 124.931 3.7314
1953 2.8106 5.4945 349.95 360 24618 1989 1.611 1.69 5.774 143.85 4.7339
1954 2.7856 4.3197 350 360 24618 1990 1.932 1.4905 5.1 135.4 5.2352
1955 2.8025 4.2265 349.95 360 2.4618 1991 1.865 1.516 5.195 124.8 5.4478
1956 2.7856 4.2391 351.44 360 2.4618 1992 1.51 1.6205 5.527 124.8 5.7662
1957 2.8093 4.2105 419.88 360 2.4618 1993 1.4765 1.7377 5.919 111.8 5.8145
1958 2.8021 4.1754 490.317 360 2.4618 1994 1.566 1.549 5.3445 99.7 8.4662
1959 2.7995 4.1693 490.993 360 2.4618 1995 1.55 1.436 4.8975 103.35 8.3374
1960 2.8038 4.171 4.9 360 2.4618 1996 1.712 1.541 5.1885 115.9 8.3284
1961 2.8081 3.996 4.9 360 2.4618 1997 1.647 1.7985 6.023 130.61 8.2796
1962 2.8025 3.998 4.9 360 2.4618 1998 1.6539 1.6643 5.5887 113.2 8.2789
1963 2.7969 3.975 4.902 360 2.4618 1999 1.6176 1.9403 6.5075 102.21 8.2795
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2000 1.4957 2.0749 6.959 114.27 8.2774  
2001 1.4541 2.1944 7.3596 131.63 8.2766  
2002 1.611 1.8634 6.2496 118.74 8.28  
2003 1.785 1.555 5.2151 107.31 8.2767  
2004 1.9184 1.4426 4.8382 102.45 8.2765  
2005 1.7211 1.6519 5.5402 117.92 8.0682  
2006 1.9588 1.4844 4.9709 119.01 7.8065  
2007 1.9847 1.3427 4.4962 111.33 7.3036  
2008 1.4626 1.4014 4.6928 90.6 6.8225  
2009 1.6567 1.3075 4.3786 89.82 6.8257  
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A7.1: Government Finance, Selected Countries: Debt – GDP Ratio, Gold Standard Period, 1880 – 1913 
 Source: Flandreau and Zumer, 2004 
 

Year UK US France Germany Nether 
lands 

 Year UK US France Germany Nether 
lands 

1880 0.59 0.20 0.96 0.25 0.80 1900 0.39 0.10 0.92 0.38 0.81
1881 0.62 0.18 0.96 0.30 0.81 1901 0.40 0.10 0.98 0.41 0.78
1882 0.61 0.16 0.90 0.31 0.82 1902 0.43 0.09 0.95 0.42 0.74
1883 0.57 0.15 0.97 0.33 0.82 1903 0.43 0.09 0.90 0.40 0.76
1884 0.57 0.16 1.05 0.36 0.83 1904 0.42 0.09 0.92 0.39 0.70
1885 0.60 0.16 1.13 0.39 0.97 1905 0.41 0.08 0.92 0.37 0.65
1886 0.60 0.15 1.14 0.40 1.00 1906 0.40 0.08 0.85 0.37 0.63
1887 0.56 0.13 1.17 0.40 0.97 1907 0.38 0.07 0.78 0.37 0.61
1888 0.55 0.12 1.16 0.39 0.98 1908 0.38 0.09 0.81 0.39 0.61
1889 0.52 0.12 1.10 0.37 0.90 1909 0.38 0.08 0.82 0.42 0.59
1890 0.50 0.10 1.04 0.39 0.91 1910 0.36 0.08 0.80 0.42 0.55
1891 0.48 0.10 1.04 0.45 0.91 1911 0.33 0.08 0.73 0.41 0.48
1892 0.48 0.10 1.07 0.45 0.93 1912 0.32 0.08 0.67 0.38 0.48
1893 0.49 0.10 1.10 0.46 0.99 1913 0.30 0.07 0.66 0.38 0.46
1894 0.46 0.12 1.09 0.47 0.96  
1895 0.45 0.11 1.14 0.46 0.93  
1896 0.42 0.11 1.05 0.44 0.92  
1897 0.42 0.11 0.99 0.42 0.88  
1898 0.39 0.10 0.94 0.42 0.83  
1899 0.37 0.10 0.92 0.39 0.82  
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A7.2: Government Finance, Selected Countries: Debt – GDP Ratio, Gold Exchange Period, Interwar 1924 – 1944 
 Source: League of Nations, Secretariat Annual Reports 1924 – 1944, UK Office of Economic Statistics and 
www.ukpublicspending.co.uk, US Budget Historical Tables, US Census and www.usgovernmentspending.com 
 

 UK US Germany France 
1924 1.75 0.24 1.29
1925 1.68 0.23 0.42 1.15
1926 1.74 0.20 0.44 1.00
1927 1.64 0.19 0.36 1.57
1928 1.63 0.18 0.00 1.44
1929 1.60 0.16 0.00 1.35
1930 1.62 0.18 0.00 1.44
1931 1.71 0.22 0.00 1.61
1932 1.76 0.33 0.00 1.73
1933 1.78 0.40 0.00 0.00
1934 1.73 0.41 0.00 0.00
1935 1.65 0.39 0.47 0.00
1936 1.56 0.40 0.44 0.00
1937 1.46 0.40 0.41 0.00
1938 1.46 0.43 0.43 0.00
1939 1.38 0.44 
1940 1.10 0.42 
1941 1.20 0.39 
1942 1.38 0.45 
1943 1.57 0.69 
1944 1.82 0.91 
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A7.4: Government Finance, Selected Countries: Debt – GDP Ratio, Bretton Woods Period, 1945 – 1973 
Sources: UK Office of Economic Statistics and www.ukpublicspending.co.uk, US Budget Historical Tables, US Census and 
www.usgovernmentspending.com, IMF International Financial Statistics Database, OECD, Deutche Bundesbank 
 

 United States United Kingdom Germany France Japan 
1945 1.16 2.16   
1946 1.21 2.37   
1947 1.06 2.38   
1948 0.94 2.14   
1949 0.95 1.98   
1950 0.88 1.94 21.2  
1951 0.75 1.75 18.7  
1952 0.72 1.62 17.6  
1953 0.70 1.52 23.1  
1954 0.71 1.46 24.6  
1955 0.66 1.38 22.8  
1956 0.62 1.29 21.1  
1957 0.59 1.22 20.3  
1958 0.59 1.18 20.0  
1959 0.56 1.12 19.5  
1960 0.54 1.07 17.4  
1961 0.53 1.03 17.2  
1962 0.51 1.00 16.7  
1963 0.50 0.98 17.5  
1964 0.47 0.91 17.6  
1965 0.44 0.85 18.2  
1966 0.41 0.82 19.1  
1967 0.39 0.80 21.9  
1968 0.38 0.79 22.0  
1969 0.36 0.72 19.8  
1970 0.36 0.64 17.8  
1971 0.35 0.58 17.9  
1972 0.35 0.56 18.3  
1973 0.33 0.50 17.6  
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A7.4: Government Finance, Selected Countries: Debt – GDP Ratio, Floating Exchange Rate Period, 1974 – 2009 
Sources: UK Office of Economic Statistics and www.ukpublicspending.co.uk, US Budget Historical Tables, US Census and 
www.usgovernmentspending.com, IMF International Financial Statistics Database, OECD, Deutche Bundesbank, INSEE 
 

 United States United Kingdom Germany France Japan 
1980 25.7 41.3 13.0  37.3
1981 25.0 38.8 14.7  40.0
1982 28.4 41.1 16.3  43.6
1983 31.8 41.3 17.4  47.0
1984 32.7 40.8 17.8  47.4
1985 35.4 40.4 18.3  49.3
1986 38.8 41.1 18.4  53.6
1987 39.7 38.6 19.2  53.5
1988 39.9 35.7 19.8  51.4
1989 39.2 32.4 19.2  49.0
1990 41.5 27.4 19.7  46.8
1991 45.7 25.8 19.6  47.1
1992 48.0 24.6 19.4 29.0 48.9
1993 49.4 25.7 21.2 33.7 55.2
1994 49.0 40.7 20.9 38.4 59.8
1995 49.2 43.4 21.1 41.6 65.4
1996 48.0 44.6 22.9 44.0 69.0
1997 45.5 43.8 24.3 45.6 76.6
1998 42.8 49.7 26.1 46.3 87.7
1999 39.4 44.1 34.1 47.8 97.1
2000 34.4 42.2 34.1 47.4 106.2
2001 33.0 38.8 34.6 48.3 123.6
2002 33.8 39.1 36.1 49.9 137.6
2003 35.4 38.8 37.7 51.9 140.8
2004 36.6 40.0 39.2 52.6 156.5
2005 36.7 43.6 40.4 53.3 163.8
2006 36.6 43.5 40.9 52.1 160.7
2007 36.2 42.9 39.5 52.2 162.9
2008 40.4 60.6 38.9 54.2 170.1

238 

 
 

http://www.ukpublicspending.co.uk/
http://www.usgovernmentspending.com/


 

A8.1: Government Finance, Selected Countries: Central Government Deficit and Surplus Gold Standard and Gold 
Exchange Period, 1880 – 1914 (as percent of GDP) 

 Source: Flandreau and Zumer, 2004 
 

 UK US Germany France
Nether
lands 

  
UK US Germany France 

Nether 
lands 

1880 0.1 0.6 -0.1 0.7 0.2 1896 0.1 -0.1 0.6 0.0 0.1
1881 0.1 0.9 0.1 0.6 -1.0 1897 0.3 -0.1 0.4 0.0 -0.5
1882 0.0 1.2 0.4 -0.2 -1.1 1898 0.0 -0.2 0.5 0.3 -0.5
1883 0.1 1.2 0.5 -0.2 -2.1 1899 -0.8 -0.5 0.6 0.2 -0.1
1884 -0.1 1.0 0.2 -0.3 0.0 1900 -3.0 0.2 0.3 0.2 0.1
1885 -0.2 0.6 0.2 -0.6 -0.5 1901 -2.7 0.3 0.9 -0.4 0.0
1886 0.1 0.9 0.2 -0.5 -0.1 1902 -1.8 0.4 0.1 -0.4 -0.1
1887 0.2 0.9 0.9 -0.1 -0.4 1903 -0.2 0.2 0.9 0.2 0.1
1888 0.2 0.9 0.6 0.2 -0.3 1904 0.2 -0.2 0.4 0.3 -0.7
1889 0.3 0.7 1.2 0.1 0.0 1905 0.4 -0.1 1.2 0.2 0.1
1890 0.3 0.6 0.1 0.3 -0.1 1906 0.6 0.1 0.8 0.0 0.2
1891 0.2 0.2 1.2 0.4 -0.1 1907 0.7 0.3 -0.1 0.2 0.1
1892 0.1 0.1 -0.2 0.0 -1.7 1908 0.4 -0.2 -0.1 -0.1 -0.6
1893 0.0 0.0 0.4 -0.3 -0.8 1909 -1.2 -0.3 0.1 -0.1 -0.3
1894 0.1 -0.5 0.4 -0.1 0.1 1910 1.8 -0.1 -0.2 -0.1 -0.9
1895 0.3 -0.2 0.5 -0.1 -0.1 1911 0.5 0.0 0.1 0.3 -0.1
     1912 0.2 0.0 -0.3 0.2 -0.5
     1913 0.3 0.0 0.0 0.1 -0.4
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A8.2: Government Finance, Selected Countries: Central Government Deficit and Surplus, Gold Exchange Period: 

1920 – 1945 
 Source: Mitchell, 2003 

 UK US Germany France Netherlands Switzerland 
1920 4.2 0.3  -9.8 -3.0  
1921 1.2 0.7  -7.3 -6.3  
1922 2.5 1.0  -13.7 -9.9  
1923 2.2 0.8  -6.4 -5.2  
1924 1.2 1.1  -5.5 -4.2  
1925 0.9 0.8 -1.4 -1.1 -2.8  
1926 0.6 0.9 -2.0 0.0 -2.0  
1927 1.7 1.2 -1.0 0.0 -0.8  
1928 1.8 1.0 -2.3 1.2 -2.0  
1929 0.8 0.7 -1.8 1.4 -1.9 0.6 
1930 1.0 0.8 -2.4 -1.5 -2.5 0.9 
1931 0.8 -0.6 -2.2 -1.8 -6.6 0.6 
1932 -0.2 -4.7 -1.9 -1.7 -8.6 0.1 
1933 1.0 -4.6 1.0 -4.6 -11.3 -0.4 
1934 0.5 -5.9 0.0 -3.8 -9.6 -0.5 
1935 0.4 -4.0  -5.1 -10.5 -0.2 
1936 0.2 -5.5   -8.9 0.0 
1937 0.8 -2.5   -6.7 -0.1 
1938 0.0 -.1   -8.2 -0.7 
1939 -5.1 -3.2   -10.3 -4.0 
1940 -36.6 -3.0   -30.9 -10.4 
1941 -34.7 -4.3   -42.6 -11.9 
1942 -33.2 -14.2   -35.6 -12.8 
1943 -30.6 -30.3   -39.5 -13.6 
1944 -31.1 -22.7   -74.4 -12.9 
1945 -25.3 -21.5   -90.3 -10.3 
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A8.3: Government Finance, Selected Countries: Central Government Deficit and Surplus Bretton Woods Period: 
1945 – 1974 
 Source: Mitchell 2003, IMF International Financial Statistics 
 
 UK US Germany France Netherlands Switzerland
1946 -6.5 -7.2   -22.4 -3.8
1947 7.1 1.7   -14.6 -2.5
1948 8.3 4.6   1.1 -1.7
1949 5.2 .2   -1.0 -1.5
1950 6.5 -1.1 4.6 -2.8 2.1 0.2
1951 3.2 1.9 3.2 -3.2 2.6 -1.4
1952 0.9 -.4 5.3 -5.2 2.8 -2.2
1953 0.9 -1.7 4.7 -4.6 2.6 -1.2
1954 3.0 -.3 4.5 -2.1 2.4 0.0
1955 2.6 -.8 6.2 -2.9 2.2 -0.4
1956 1.8 .9 5.3 -4.0 2.4 0.8
1957 2.4 .8 4.2 -3.0 2.3 -0.6
1958 2.1 -.6 3.9 -1.1 2.2 -0.7
1959 2.0 -2.6 3.9 0.2 2.2 -0.5
1960 0.8 .1 8.4 0.7 2.2 0.6
1961 1.8 -.6 5.5 0.4 2.3 -0.7
1962 1.5 -1.3 6.0 -0.7 2.3 -0.1
1963 0.4 -.8 5.7 -1.4 2.2 -0.9
1964 1.6 -.9 5.3 0.9 2.2 -0.7
1965 2.2 -.2 5.2 0.8 2.3 -0.9
1966 0.5 -.5 5.4 0.4 2.3 -0.9
1967 -0.8 -1.1 4.0 -0.9 2.4 -1.1
1968 4.6 -2.9 4.4 -1.3 2.4 -0.7
1969 6.1 .3 7.8 1.3 2.4 -0.9
1970 3.9 -.3 7.3 1.7 -1.7 -0.6
1971 1.6 -2.1 7.3 1.5 -1.8 -1.2
1972 -1.8 -2.0 7.6 1.9 -0.8 -1.0
1973 -4.1 -1.1 8.3 2.0 0.6 -1.4
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A8.4: Government Finance, Selected Countries: Central Government Deficit and Surplus Floating Exchange 
Period, 1974 – 2009 
 Source: IMF International Financial Statistics Database, OECD, Deutche Bundesbank, INSEE 
 

 UK US Germany France 
Nether 
lands 

Switzer 
land 

1974 -4.0 -.4 7.9 3.1 -0.3 -1.5
1975 -5.6 -3.4 5.4 -0.3 -3.1 -1.8
1976 -5.4 -4.2 6.3 1.0 -2.3 -2.1
1977 -3.8 -2.7 7.6 0.9 -0.8 -2.0
1978 -5.0 -2.7 7.2 -1.6 -2.3 -1.5
1979 -4.1 -1.6 7.3 -0.2 -2.6 -2.1
1980 -3.8 -2.7 7.5 -0.1 -4.3 -1.6
1981 -4.7 -2.6 6.6 -2.2 -5.2 -1.0
1982 -2.9 -4.0 6.1 -2.8 -6.4 -1.0
1983 -3.6 -6.0 0.8 -2.5 -5.7 -1.1
1984 -3.8 -4.8 7.1 -2.8 -5.5 -0.9
1985 -3.1 -5.1 7.6 -3.0 -3.7 -1.0
1986 -2.8 -5.0 7.6 -3.2 -4.8 0.1
1987 -2.0 -3.2 7.8 -2.1 -5.4 -0.2
1988 0.5 -3.1 10.0 -2.6 -4.4 -0.2
1989 0.8 -2.8 10.8 -1.8 -5.3 -0.4
1990 -2.0 -3.9 9.8 -2.4 -5.6 -0.9
1991 -3.3 -4.5 -3.1 -2.9 -2.8 -1.9
1992 -6.8 -4.7 -2.7 -4.5 -4.3 -2.0
1993 -8.4 -3.9 -3.1 -6.4 -2.9 -3.2
1994 -7.2 -2.9 -2.4 -5.4 -3.7  
1995 -6.3 -2.2 -3.3 -5.5 -9.7  
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UK US Germany France 

Nether 
lands 

1996 -4.5 -1.4 -3.4 -4.0 -2.0 
1997 -2.3 -.3 -2.7 -3.3 -1.3 
1998 -0.1 .8 -2.2 -2.6 -0.9 
1999 1.0 1.4 -1.5 -1.8 0.4 
2000 3.7 2.4 1.3 -1.5 2.1 
2001 0.5 1.3 -2.9 -1.5 -0.3 
2002 -2.2 -1.5 -3.7 -3.1 -2.2 
2003 -3.6 -3.5 -4.1 -4.1 -3.2 
2004 -3.6 -3.6 -3.9 -3.6 -1.8 
2005 -3.6 -2.6 -3.3 -2.9 -0.3 
2006 -2.9 -1.9 -1.7 -2.3 0.6 
2007 -2.9 -1.2 0.2 -2.7 0.2 
2008 -5.1 -2.7 0.0 -3.4 0.7 
2009  -3.3    

 

 
 

 

243 



 

A9: Trade Data: World Trade Distribution By Countries and Regions 1720 – 1921 
 Source: Rostow, 1978 
 

Volume World Trade 
     (1913 = 100) 10.1 13.9 23.8 33.5 45.3 48 67 100 110 106 103 103 187 269 520 

Yearly Growth 6.5 3.2 5.5 3.5 3.4 1.5 3.4 4.1 0.64 -0.4 0 
-

0.26 6.1 7.5 8.6 

 1850 1860 1870 1880 1889 
1891
1895 

1901 
1905 1913 1928 1937 1938 1948 1958 1963 1971 

Great Britain 22 25 25 23 22 18 16 16 14 14 14 12 9 8 7 
France 11 11 10 11 9 9 7 7 6 5 4 5 5 5 6 
Germany 8 9 10 10 11 11 12 12 9 8 9 2 8 9 10 
Switzerland 2 2 2 2 2 2 2 2 1 1 1 2 2 2 2 
Holland and Belgium 7 6 6 8 9 10 11 7 5 6 5 6 6 7 8 
Scandinavia 2 2 2 2 2 3 3 3 3 4 5 6 4 5 5 
Italy 5 3 3 3 3 3 3 3 3 2 2 2 3 4 4 

Western Europe Total 57 58 58 59 58 56 55 50 41 40 40 35 37 40 42 
                
Spain 1 2 2 2 2 2 2 1 2 1 0.5 0.71 0.6 0.8 1.1 
Portugal 1 1 0.5 0.5 1   0.5 0.5 0.5 0.5 0.5 0.5 0.5 0.5 
Austria (and Empire) 3 3 4 4 3 4 4    1 0.5 1 1 1 
Turkey (and Empire) 2 2 3 2 2           
East Europe and USSR        13 8 7 6 5 9 11 9 

Russia 5 3 5 4 3 3 4 6 4  1 2 4 5 4 
Total Europe 69 69 72 71 69 65 65 64 51 48 47 41 48 53 53 

                
North America                

United States 7 9 8 10 9 10.5 11 11 14 12 10 16 14 11 13 
Canada      1.5 2 3 4 4 3 5 5 4 5 

                
Latin America 8 6 6 5 5   8 9 8 7 12 9 7 6 

Argentina           1.6 2.63 1 0.74 0.51 
Brazil           1.1 1.9 1.2 0.91 0.93 
Mexico           0.5 0.85 0.84 0.7 0.54 
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Asia        9 13 16 17 13 14 14 15 
Communist Asia           2 1 2 1 1 
Non-Communist Asia           15 12 12 13 14 

India 4 3 4 4 4      2.2 2.6 1.4 1.3 0.6 
Japan           4.1 0.8 2.7 3.9 6.2 

                
Africa        4 4 5 5 7 6 5 5 
British Colonies 5 7 6 7 9           
Oceania        2 3 3 3 3 2 2 2 

Australia      2 2    1.9 2.4 1.6 1.7 1.4 
Various 6 5 5 4 4 21 20  3 4 8 1 2 2 1 

Total 99 99 101 101 100 100 100 101 101 100 100 99 100 100 100 
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A10: Capital Markets: Credit Sector Development, Selected Countries 1850 – 1949 
 Source: Mitchell, 2003 
 
Capital Markets as Percent of National Current Year GDP 

 U.K USA Germany France   U.K USA Germany France 
1850 5.4 7.3 3.5 0.9  1878 45.0 34.9 15.2 4.1 
1851 5.4 8.5 3.6 1.1  1879 52.2 33.5 17.8 5.0 
1852 5.6 8.4 3.5 1.5  1880 44.3 28.9 18.6 5.0 
1853 5.2 7.9 4.0 1.8  1881 48.4 31.4 19.9 5.3 
1854 4.9 8.7 3.9 1.5  1882 48.9 30.8 20.5 6.5 
1855 4.9 8.2 4.5 1.5  1883 46.7 33.8 22.0 6.9 
1856 4.8 9.0 4.3 1.4  1884 48.2 35.8 23.4 8.2 
1857 4.8 9.7 5.1 1.4  1885 51.8 39.2 25.0 9.4 
1858 5.2 9.3 5.7 1.7  1886 52.1 39.6 26.5 9.9 
1859 5.1 11.5 6.1 1.9  1887 52.3 41.3 27.4 10.3 
1860 5.5 12.0 6.6 1.8  1888 54.1 42.3 27.5 10.8 
1861 5.1 12.7 7.6 1.9  1889 53.5 44.2 28.2 11.0 
1862 5.1 13.1 7.8 1.9  1890 53.1 46.6 28.1 11.6 
1863 4.5 13.9 6.2 2.1  1891 54.2 46.7 30.4 12.1 
1864 4.8 9.5 6.5 2.1  1892 55.1 49.0 23.2 13.4 
1865 4.7 14.2 6.9 2.4  1893 56.2 49.6 30.7 13.3 
1866 4.4 15.1 6.7 2.3  1894 56.2 55.7 25.7 14.0 
1867 4.6 15.8 6.5 2.5  1895 58.6 52.9 26.9 15.3 
1868 5.1 16.9 6.8 2.5  1896 58.7 55.6 26.9 14.5 
1869 5.1 16.6 9.1 2.8  1897 61.8 33.8 26.8 14.0 
1870 44.5 18.0 8.8 2.6  1898 59.8 35.7 38.9 13.4 
1871 46.9 20.4 9.1 2.3  1899 28.5 37.5 37.6 13.3 
1872 47.2 19.5 7.5 2.1  1900 57.5 36.3 38.7 26.7 
1873 44.5 27.6 11.9 2.3  1901 53.9 38.0 42.0 30.5 
1874 44.6 30.5 11.8 2.2  1902 56.3 38.4 45.3 28.5 
1875 49.2 35.7 13.3 2.5  1903 55.3 38.0 45.0 28.3 
1876 50.8 37.1 14.1 3.1  1904 55.0 39.8 47.1 33.4 
1877 50.9 35.5 14.8 3.4  1905 54.6 40.5 48.2 33.6 
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 U.K USA Germany France   U.K USA Germany France 
1906 55.3 37.9 49.9 33.3  1933 46.3 47.9 33.3 50.9 
1907 55.3 37.5 50.2 31.9  1934 45.5 43.7 31.1 55.2 
1908 57.2 39.9 53.2 36.5  1935 47.5 45.0 30.1 56.9 
1909 57.0 35.4 55.4 36.6  1936 50.0 44.6 29.4 49.2 
1910 57.9 35.8 58.5 37.5  1937 47.3 42.3 26.5 38.0 
1911 56.3 33.6 58.5 34.8  1938 45.2 43.8 26.8 36.0 
1912 57.4 32.5 56.3 32.4  1939 46.3 45.7   
1913 56.1 32.8 57.8 34.8  1940 44.6 45.5   
1914 59.9 36.8    1941 47.0 41.4   
1915 51.8 36.7    1942 49.9 35.6   
1916 51.2 35.5    1943 54.0 37.7   
1917 46.2 32.4    1944 61.5 37.0   
1918 45.6 26.5    1945  42.4   
1919 50.1 28.8    1946  49.4   
1920 49.1 29.4  17.8  1947  46.4   
1921 61.7 35.3  26.9  1948  42.3   
1922 38.9 35.0  19.9  1949  42.6   
1923 40.3 31.9  22.3       
1924 39.8 34.0  14.5       
1925 37.2 33.9 13.1 21.3       
1926 39.7 33.6 19.6 19.4       
1927 38.5 35.2 20.5 24.7       
1928 39.4 34.6 24.3 30.3       
1929 36.7 32.9 29.1 30.7       
1930 38.4 38.3 32.6 35.5       
1931 37.6 43.0 32.5 42.2       
1932 20.7 47.5 35.0 49.5       
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A11: Formally Constituted Coordination Groups (Source: IMF, Author Analysis) 
Country G33 G22 G24 G20 G15 G10 G8 G7 G5  Country G33 G22 G24 G20 G15 G10 G8 G7 G5 

Algeria   x  x      Korea (South) x x  x      

Argentina x x x x x      Lebanon   x

x

x

x

x

x

x

x

x
x

x

       

Australia x x  x       Malaysia x x   x     

Austria           Mexico x x x x x     

Bahrain           Morocco          

Belgium x     x     Netherlands x     x    

Brazil x x x x x      Nigeria   x  x     

Canada x x  x  x x x   Norway          

Chile x    x      Pakistan          

China x x  x       Peru   x  x     

Colombia   x        Philippines          
Congo   x        Poland x x        

Cote d'Ivoire x          Russia x x  x   x   

Denmark           Saudi Arabia x   x      

Egypt x  x  x      Senegal          

Ethiopia   x        Singapore x x        

Finland           South Africa x x x x      

France x x  x  x x x x  Spain          

Gabon   x        Sri Lanka   x  x     

Germany x x  x  x x x x  Sweden x     x    

Ghana   x        Switzerland x     x    

Guatemala   x        Syria          

Hong Kong x x         Thailand x x        

India x x x x x      Trinidad/Tobago          

Indonesia x x  x x      Turkey x   x      

Iran   x  x      UAE          

Ireland           United Kingdom x x  x  x x x x 
Italy x x  x  x x x   United States x x  x  x x x x 
Jamaica           Venezuela   x  x     

Japan x x  x  x x x x  Zimbabwe          

Kenya                     
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A12: Informally Constituted Coordination Groups (Source: IMF, Author Analysis) 

Country 

Financial 
Stability 
Forum 

Development 
Committee IMFC 

Paris 
Club 

 

Country 

Financial 
Stability 
Forum 

Development 
Committee IMFC 

Paris 
Club 

Algeria   x   Japan x x x x 
Argentina   x   Kenya     
Australia x x  x  Korea (South)   x  
Austria    x  Lebanon     
Bahrain  x    Malaysia     
Belgium  x x x  Mexico  x (Chair)   
Brazil  x x   Morocco  x   
Canada x x x x  Netherlands x x x x 
Chile      Nigeria  x   
China  x x   Norway  x  x 
Colombia      Pakistan     
Congo      Peru     
Cote d'Ivoire  x    Philippines     
Denmark    x  Poland     
Egypt   x (Chair)   Russia  x x x 
Ethiopia      Saudi Arabia  x x  
Finland    x  Senegal     
France x x x x  Singapore x    
Gabon   x   South Africa   x  
Germany x x x x  Spain   x x 
Ghana      Sri Lanka     
Guatemala      Sweden   x x 
Hong Kong x     Switzerland  x x  
India  x x   Syria     
Indonesia  x x   Thailand     
Iran      Turkey     
Ireland    x  United Kingdom x x x x 
 
Italy x x x x 

 
United States x x x x 

Jamaica      Venezuela  x   
      Zimbabwe     
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 US membership is coded in blue.  The US retains membership in each of the major nation coordination 

forums.  Particularly in the larger coordinating bodies, membership is diffuse and each individual national vote is 

diluted by the size of the coordinating body.  In particular, the G5, later G7, G8 and G20 forums remain the primary 

coordinating bodies for developed country economic policy. 

 

Notes: 
 
 The coordination groups depicted in the graphics of this annex are constituted from information provided by 

the International Monetary Fund.  Membership in each forum is presented on a national basis. 

 IMFC: International Monetary and Financial Committee. 
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