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The Reality and Costs of Dollar-Dominance:
Where Do Alternatives Lie?

Paola Subacchi
QMGPI, Queen Mary University of London

Introduction

Discussing the future of the dollar is a recurrent exercise in times
of crisis, especially when the US’s national interest and domestic
policies seem to conflict with international monetary stability.
However, to paraphrase Mark Twain, the death of the dollar has
been greatly exaggerated.! In 2011, days after the Obama adminis-
tration narrowly averted a default, credit ratings firm Standard &
Poor’s took the unprecedented decision to downgrade the US from
“AAA” to “AA-plus” because political polarisation was undermin-
ing progress to rein in public spending and “stabilize the govern-
ment’s medium-term debt dynamics.”? But the downgrade had
limited impact on the long-term value of the dollar (Chart 1). In
the meantime, the US public debt has grown from 39% of GDP in
2008 to over 100% in 2023. In August 2023 Fitch Ratings, concerned
about the debt “due to reach 118.4% [of GDP] by 2025”,* down-
graded the US to “AA-plus” — the second ever downgrade in the

1 On 2 June 1897 Mark Twain wrote in the New York Journal: “The report of my death
was an exaggeration” in response to newspaper reports of being ill or dead. The con-
fusion was due to the fact that James Ross Clemens, cousin of Samuel Langhorne
Clemens (Mark Twain), was seriously ill in London. Oxford Dictionary of Quotations,
2009.

2 Standard & Poor’s, 2011, p. 3.

3 Fitch Ratings, 2023.
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US’s history.* The downgrade had no impact on the dollar that
reached a six-month high at the end of September 2023.

CHART 1
Nominal Broad US Dollar Index, 2011-2023
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The resilience of the dollar comes from embodying all the three
features of international money to an extent that no other interna-
tional currency does. The dollar is the currency of choice in which
most bilateral trade among countries others than the United States
is invoiced and settled. Approximately half of global trade is cur-
rently invoiced in dollars.’> The dollar is also the preferred store of
value. About half of all international debt securities and cross-border
loans issued in the offshore funding markets are denominated in
dollars.® The dollar is used in 48% of global payments, followed by
the euro with almost 23%, sterling with 7% and the Japanese yen
with 3.6%.7

Liquidity, usability and network externalities have underpinned
the dollar since the end of the Second World War and have kept it at

4 At the time of Fitch’s decision the US debt credit rating was still AA-plus for Standard
& Poor’s; only Moody’s, among the three private credit ratings firms maintained AAA.
5 https:/ / www.bis.org/ publ/qtrpdf/r_qt2212x.htm.

¢ In the second quarter of 2022, the amount of debt and loans denominated in US dollar
where neither the issuer/borrower nor the lender is a US resident is estimated to be
88% of total international US dollar-denominated debt and 65% of total international
USD bank loans, https:/ / www.bis.org/publ/qtrpdf/r_qt2212x.htm.

7 Figures August 2023, Swift, 2023.
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the top of the currency pyramid.® Early predictions of the euro’s im-
pact on the international currency situation, such as Robert Mundell
positing that it “will challenge the status of the dollar and alter the
power configuration of the [international monetary] system,”
proved to be off the mark, especially after the sovereign debt crisis
that in the early 2010s brought the Euro area to the edge of collapse.’
While it is the currency used in the bilateral trade with the Eurozone
—a market of 350 million people!® — the euro is a regional rather than
a global currency. Similarly, the Chinese renminbi has expanded its
use in settling China’s bilateral trade — approximately 30% of the
total — but its global use remains constrained because of the limita-
tions on capital movements imposed by the Chinese monetary au-
thorities.!!

Lack of comparable alternatives means that, while the dollar re-
mains unchallenged, the United States enjoys the “exorbitant privi-
lege”!? that comes from the dollar being the anchor of the global
financial system, namely that central banks hold dollars as official
reserves and firms engaged in international trade hold dollars to set-
tle their trade transactions. The “exorbitant privilege” allows the
United States to continue running a large debt and pay relatively
low interest rates on it.!® Furthermore, it allows the United States to
run expansionary fiscal policies to stabilize the economy when a
negative shock occurs without triggering an adverse reaction of for-
eign lenders, including, in particular, higher interest rates imposed
by global capital markets.!*

There is a powerful US debate about the decline of the dollar
and the consequent demotion of the United States as the world’s

§ Cohen, 2011, p. 13.

9 Subacchi, 2020; Tooze, 2018.

10 Eurostat, https:/ /ec.europa.eu/eurostat/databrowser/view /DEMO_GIND__cus-
tom_7557310/ default/table?lang=en.

1 Subacchi, 2017; Eichengreen et al., 2018.

12 As described by France’s finance minister, Valéry Giscard-D’Estaing, in 1965. Subacchi
and van den Noord, 2023; Eichengreen, 2010.

13 Triffin, 1960; Eichengreen, 2011.

4 Subacchi and van den Noord, 2023.
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leading economic power. According to this narrative, sound fiscal
policies to keep public debt on a sustainable path are necessary for
the United States to retain the “exorbitant privilege.” The US debt is
sustainable — this narrative goes — as long as foreign investors are
willing to buy it, but they may stop underwriting it at the current
conditions and require higher risk premium, pushing the borrowing
costs up, making the debt even less sustainable and so weakening
the dollar. A struggling dollar would then make it more difficult for
the United States to retain its international influence and power.
But the dollar is not the sterling, and the United States is not post-
war Britain. Both countries won the war and played a role in setting
up the Bretton Woods system. Sterling, albeit by then less relevant
than the dollar, was the other international currency on which inter-
national liquidity was dependent. In the 1950s and 1960s, however,
the UK was the sick man of Europe, with relatively slow economic
growth and recurrent balance of payments crises. The sterling bal-
ances were a further weakness, very much emphasised by Robert
Triffin, who identified the root causes of the sterling crises in the gold
exchange (or key currencies) standard.”® Efforts at sustaining Bretton
Woods initially focused on defending sterling, as its international role
was critical for the stability of the international economy.!® The US
saw sterling as the dollar’s first line of defence. Triffin also empha-
sised the “catastrophic consequences” that a devaluation of sterling
would entail.!” Despite the UK being able to attract considerable sup-
port, sterling was devalued in November 1967. This marked the final
step in the demotion of sterling as the key international currency.

“Qur currency, your problem”

As long as the dollar faces no strong competition and the United

15 Triffin, 1960.
16 Schenk, 2010.
17 Triffin, 1967.
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States retains its “exorbitant privilege,” domestic policymakers feel
few pressures from non-resident holders of dollars to contain the
negative spillovers that are generated when domestic policies con-
flict with the role of the dollar as an international currency. In 2009,
for instance, after the collapse of Lehman Brothers and the conse-
quent banking and financial crisis, the United States experienced an
adverse demand shock. The Federal Reserve eased monetary policy,
first by bringing interest rates down to zero and then by quantitative
easing, through market interventions. The main central banks - i.e.
the issuers of the other reserve currencies: the euro, sterling and the
yen — followed accordingly, albeit at different stages. But developing
countries with open capital accounts and flexible exchange rates
faced upward pressure on their exchange rates; they tried to resist
currency appreciation by keeping their interest lower than they oth-
erwise would have done, with the risk, however, of overheating their
domestic economies or generating financial instability through their
capital accounts.!® The policy trade-off was so stark that Guido Man-
tega, Brazil’s finance minister, talked about an “international cur-
rency war.”’ Being naturally protected against the impact of
exchange-rate instability as foreign assets and liabilities are denom-
inated in dollars and therefore there is no exchange-rate risk, the US
policy response to the “international currency war” was one of “be-
nign neglect.”

This was clearly a case of “our currency, your problem”, that is
the default policy approach that goes together with the dollar’s “ex-
orbitant privilege and is intrinsically related to the spillover impact
on dollar-holders that comes from the domestic policy of the United
States. In winter 1971, at a G10 countries meeting in Rome, after the
United States had unilaterally suspended the dollar convertibility
into gold, Treasury Secretary John Connolly made it clear that ex-
change rate stability wasn’t the United States’ problem, stating that
“the dollar is our currency, but your problem.” The decision to sus-

18 Subacchi and van den Noord, 2012, pp. 463-464.
19 Wheatley and Garnham, 2010.
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pend the dollar convertibility was triggered by domestic political
pressure as the American public opinion was less willing to sacrifice
its national objectives to support the international system that the
United States had contributed to create. Increasing public spending
on social programmes and the Vietnam War, inflation and gold
losses on the back of the United States” social- and foreign-policy
ambitions were eroding confidence in the dollar. Against this back-
ground the US government felt that it could no longer defend the
dollar convertibility and in August 1971 closed the gold window,
marking the end of the Bretton Woods system.

The problem of having a national currency —i.e. a currency is-
sued by a sovereign state with its own domestic policy objectives —
at the centre of the international monetary system came back on the
international policy agenda when China de facto pegged the ren-
minbi to the dollar in the early 1990s and then switched, in 2005, to
a basket of currencies, among which the dollar was the most promi-
nent. US Treasury Secretary John Snow publicly praised Beijing’s de-
cision, saying “I welcome China’s announcement today that it is
adopting a more flexible exchange rate regime.”?° The Chinese mon-
etary authorities” main motivation, however, was not to please the
United States, but to reduce China’s exposure to the dollar and nar-
row its current account surplus through a more flexible, less dollar-
dependent exchange rate arrangement.!

In March 2009, in the aftermath of the global financial crisis,
Zhou Xiaochuan, the governor of the People’s Bank of China (PBoC)
— China’s central bank — articulated the problem of having “a na-
tional currency” at the centre of the international monetary system
— he carefully avoided mentioning the dollar in his speech. He went
on to argue for a break-up of the dollar-dominated monetary system
and suggested switching to a supranational currency. “A super-
sovereign reserve currency managed by a global institution could
be used to both create and control the global liquidity.”??

20 BBC News, 2005.
21 Subacchi, 2017.
22 Zhou, 2009.

48 THE JOURNAL OF EUROPEAN EconomIC HISTORY



THE ReALITY AND COSTS OF DOLLAR-DOMINANCE: WHERE DO ALTERNATIVES LIE?

When Governor Zhou delivered his speech, China had almost
US$2.7 trillion in foreign reserves holding. In December 2010 the
Bank for International Settlements (BIS) estimated China’s potential
losses on the official reserves at approximately 1.8 trillion renminbi
in case of a 10% appreciation of the renminbi.?® In addition, the US
Treasury bills held in China’s reserves were giving a return lower
than it could be earned on domestic bonds while the PBoC was pay-
ing more on bonds that were issued to absorb dollar inflows than
what it made from holding dollar-denominated assets — excess lig-
uidity needed to be sterilised to avoid pressures on prices and
dampen domestic credit expansion. In 2010 China’s loss on steril-
ization was estimated at about 40 billion dollars.*

In the years before the global financial crisis and the reverse of
the US monetary policy China used to gain a profit of about 60 bil-
lion dollars a year from its sterilization operations. In August 2014,
the one-year US Treasury bill was almost a zero-return investment
with a yield at 0.11%. In the same period, China’s one-year bills paid
3.77%. The United States, on the other hand, earned more from in-
vestments abroad than it had to pay to foreign investors for holding
assets domestically. In 2011, interests and dividends paid to foreign
investors were 500 billion dollars, lower than the 740 billion dollars
that American investors received on the assets that they held over-
seas.” Holding dollars was effectively a subsidy to the United States;
for developing countries — and China, with 12.7% of its population
living below the poverty line? — this meant not using their resources
for domestic development.

In the years after the global financial crisis the implications of
relying on the dollar as the currency for international trade and fi-
nancial transactions had become evident. In that period China was

2 Cook and Yetman, 2012, pp. 37-38.

2 Subacchi, 2017, pp. 90-92; p. 94.

% Subacchi, 2017, pp. 94-95.

26 Poverty headcount ratio at national poverty lines (% of population), 2011, World
Bank, DataBank, World Development Indicators.
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expanding its international financial footprint through overseas in-
vestments and loans. In 2012 the Chinese leadership launched the
Belt and Road Initiative (BRI), a plan for infrastructure investment
in neighbouring countries; the creation of the Asian Infrastructure
Development Bank (AIIB), a new multilateral development bank
lead by China, followed through in 2015. All these initiatives re-
volved around the dollar — and they still are. Capital in AIIB was
paid in dollars, and loans to countries on the BRI were made in dol-
lars. The case for developing the renminbi as an international cur-
rency was starkly urgent.

Developing the renminbi

Since the late 2000s, China has been pursuing a policy of reducing
its exposure to the dollar while at the same time it has been promot-
ing the internationalisation of its own currency in cross-border trans-
actions. In April 2009 the Standing Committee of the State Council
approved a pilot scheme to allow the use of the renminbi for pricing,
invoicing and settling international trade transactions. This plan
aimed to “boost China’s trade with other trading partners, improve
trading conditions, provide liquidity that had been severely cur-
tailed by the financial crisis, lower exposure to foreign exchange
fluctuations and maintain a high rate of growth in the trading sec-
tor.”?” Ambitions were modest and the goal was to leverage the pol-
icy scheme on the existing informal use of the Chinese currency in
the region.”® China’s monetary authorities have been developing the
strategy in a cautious, step-by-step way, through a sort of learning
by doing, and will continue to do so. Reforms in China do not hap-
pen overnight, but progress through a steady and gradual path.
“Crossing the river by feeling the stones,” as Deng Xiaoping de-

% Howard Chao and Sean Tai, “The Coming Age of the Renminbi”, in The Deal Maga-
zine, November 2, 2009.

28 Haihong Gao and Yongding Yu, Internationalization of the Renminbi, paper presented
at BoK-BIS Seminar in Seoul March 19-20, 2009.
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scribed it, meaning that policies are gradually implemented and
tested, before being extended across the whole country.?’

China’s renminbi policy has been predicated on two assump-
tions. First, as capital account movements, especially the outflows,
can be gradually relaxed but not yet fully liberalised and convert-
ibility needs to be managed, as Governor Zhou said in 2015,%° the
internationalisation of the renminbi would need to be policy-driven
rather than market-driven. The second assumption is that supply-
side measures would eventually drive demand, thus policies need
to put in place the relevant infrastructure and so underpin the de-
velopment of the market for renminbi. Both assumptions are un-
precedented in the history of the major international currencies.

As expected, the renminbi internationalisation has made rapid
progress whereas it can leverage on China’s weight in international
trade, but considerably less so in international finance. The renminbi
is currently the fifth most used currency for global payments by
value with a share of 3.4%. It is the third most used currency in trade
finance (4.8%), after the dollar (83.9%) and the euro (6.4%).3! In Oc-
tober 2011 the renminbi was at around the 15th place among the
world payment currencies — a significant improvement from being
35th in October 2010. The renminbi’s share of the total payments
value was 0.31%.% As for the foreign-exchange reserves, the ren-
minbi accounts for 2.6% of the world’s allocated reserves — the dollar
is about 58%, the euro is 20%, followed by the Japanese yen (5.5%)
and sterling (4.9%). In 2010 the dollar accounted for more than 60%
of the world’s allocated foreign-exchange reserves; the euro was
about 26%, the yen 3.6% and sterling 3.9%. Figures for the renminbi
are available from 2016 when it became part of the basket of curren-
cies that determine the value of the Special Drawing Rights (SDRs).
In 2016 the renminbi was 1% of the world’s allocated reserves.*

2 Subacchi, 2017, pp. 106-116.

30 Zhou, 2015.

31 Figures August 2023, Swift, 2023.

32 Swift, 2011.

3 IMF Data, Macroeconomic and Financial Data, Currency Composition of Official For-
eign Exchange Reserves (COFER).
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The renminbi has made good progress and has significantly ex-
panded its international use since the launch of the renminbi strat-
egy in 2010. The IMF’s inclusion of the renminbi in the SDR basket
was a turning point that recognised the renminbi’s future potential,
but also highlighted the gap with the dollar. There is no doubt that
the renminbi won’t replace the dollar as the leading international
currency — and this is not, however, the policy priority of the Chinese
leadership.** This doesn’t mean that the pace of renminbi will slow
down or even stop. The policy objective of reducing the dependence
on the dollar has become more pressing, especially on the back of
more hostile geopolitics and confrontational bilateralism. For China,
and for other developing countries as well, the weaponisation of
trade and finance is at the same time a reason of concern and reflec-
tion on the intrinsic fragility of their economies. Not surprisingly
then, China has been pushing for some time the idea of a multi-cur-
rency international monetary system.

Moving away from the dollar

Against this background the dollar has become increasingly
weaponised. Non-US resident holders of dollars feel the brunt of
being overly exposed to the politics of the United States. Not that it
was not the case before. At the peak of the global financial crisis in
2008-2009, many emerging market central banks turned to the Fed
to get some dollar liquidity and have access to swap lines, only to
be turned down. Only large emerging markets economies with fi-
nancial links to US banks and financial institutions were offered dol-
lar swaps. But the Fed’s selectivity harboured resentment in the
countries that were excluded and left to fend against financial insta-
bility by themselves. They had not forgotten that this instability was
generated in the US market and exacerbated by the Fed’s monetary
policy. At the time of the “taper tantrum” in 2013, the Fed was even

3 Subacchi, 2017, pp. 177-180.
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more selective. The “fragile five” — Brazil, India, Indonesia, Turkey
and South Africa — were not supported, prompting the governor of
the Reserve Bank of India, Raghuram Rajan to call for greater inter-
national cooperation between central banks.*®

In recent years, and the turning point was 2017 with the begin-
ning of the Trump administration, the United States has used the
dollar as a coercive tool in an increasingly challenging geopolitical
background. This has prompted a series of responses, often moti-
vated by countries” own geopolitical objectives. Russia, for example,
in the years after the invasion of Crimea, and before the war on
Ukraine, halved the central bank’s dollar holdings in favour of
euros, renminbi and yen; in 2019 32% of Russian reserves were in
euros against 22% in dollars,* while holdings of gold more than
doubled between 2014 and 2019.% In 2014 the PBoC and the Central
Bank of Russia (CBR) signed a bilateral swap arrangement of 150
billion renminbi (or 815 billion rubles) to facilitate bilateral trade and
investment. In 2015-2016 the CBR used its swap line with China to
reduce the impact of the American and European sanctions on its
economy.

In April 2023 Brazil’s president Luiz Inacio Lula da Silva invited
the BRICS to consider alternative currencies, notably the renminbi.3
Similarly, in a meeting with president Xi Jinping, Russian president
Vladimir Putin endorsed the broader international use of the ren-
minbi, especially in payments between Russia and the countries of
Asia, Africa and Latin America.*® Both leaders voiced concerns about
their countries’ vulnerability to financial sanctions and the risk of
being cut off from using the SWIFT network. In September 2022 the
Shanghai Cooperation Organisation, of which China and Russia are
members, agreed to increase the use of national currencies in bilat-

35 Wessel, 2014.

36 Seddon, 2019.

%7 CBR Data: International Reserves of the Russian Federation.
3 Iglesias, 2023.

% Stognei, 2023.

40 Reuters Staff, 2022.
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eral trade among member states.*

The development of the renminbi has been welcomed in some
countries as the opportunity to reduce the dependency on the dollar.
The digital renminbi, where China has made significant strides,
would allow cross-border payments using the renminbi. So far
progress has been gradual through testing of cross-border use based
on domestic practices and international demand in line with the
principles of compliance, interoperability and no disruption. The
monetary authorities have been clear that the e-CNY, at the current
stage, is planned to be used for domestic retail transactions, not to
rival the dollar.#!

Speaking at the 2021 Boao Forum for Asia Annual Conference
former PBoC deputy governor Li Bo made it clear that replacing the
dollar was not the Chinese leadership’s objective. “Our goal is [...]
to let the market make choices to further facilitate international trade
and investment.”** In addition, the shift to a multi-currency system
would allow a rebalancing of the international monetary system and
reduce the US’s dominant position in monetary and financial affairs
that comes from issuing the dollar. The digital renminbi would make
this objective easier to achieve as it would be more easily distributed
than the physical renminbi and would allow developing countries
to access alternative cross-border payments systems and reduce their
dependency on the dollar.®?

Conclusion

Despite the US’s status as leading superpower increasingly being
questioned as part of a more complex and multipolar geopolitical
context, this has not translated into any serious threat to the US dol-
lar’s position as leading currency in the international monetary sys-

41 Zhou, 2021.
42 Wang 2021.
43 Wan 2020, p. 6.
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tem. The United States is therefore likely to maintain its “exorbitant
privilege” for the foreseeable future. Not only does this mean that it
will continue to be able to run larger debts and engage in far less
costly expansionary fiscal policies, but also third countries will con-
tinue to face the problems associated with relying on a currency of
another sovereign state often unsympathetic to their concerns. Al-
though it has never been a goal of the Chinese state to attempt to sup-
plant the dollar with the renminbi as the world’s leading currency,
the costs of relying on the dollar to settle its trade has led the Chinese
leadership to attempt to internationalise the renminbi. Increasing US-
China tensions in recent years has given further impetus to this pol-
icy. Although measures such as the digital renminbi and the BRI have
allowed China to settle ever-greater volumes of its trade in its own
country, the Chinese leadership’s final goal — that of a multi-currency
international monetary system — is still far from being a reality.
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