
Currency leaders enjoy various forms of influence and power. The
“exorbitant privilege” of currency leaders, above all the ability to finance external
deficits by issuing IOUs and thereby to delay adjustment, has in particular received
great attention in the literature. But what produces currency leaders? What, in other
words, are the sources of this central aspect of international monetary power? In the
preceding chapter, Benjamin Cohen outlines the macrofoundations of international
monetary power—that is, the general characteristics of states that allow them to de-
lay payment of the continuing costs of adjustment or to deflect the transitional costs
thereof. Cohen locates the principal sources of the Power to Deflect in states’ fun-
damental economic characteristics, in particular in their relative economic size and
openness. He goes on to identify the primary sources of the Power to Delay in states’
overall liquidity position (the sum of their foreign reserves and access to interna-
tional credit).

In this chapter, I build on this contribution while drawing attention to other el-
ements of the literature on monetary policy. I do so in order to argue that there
are two additional prerequisites of international monetary leadership, having to
do with domestic policies and institutional arrangements. First, currency leader-
ship requires a relatively conservative monetary policy from the leader that is cred-
ibly embedded in its domestic political and economic institutions. This credible
policy framework helps to produce willing followership on the part of the key 
audience, private market agents, as well as other national monetary authorities.
Second, currency leadership also depends on a related set of institutional arrange-
ments that facilitate the emergence of highly developed financial markets. I dis-
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cuss other prerequisites for monetary leadership also, but the main focus is upon
these two.

Currency leadership is a form of monopoly power, and the leader may try to ex-
ploit this power to achieve particular ends. In the short run, an established leader
may use this monopoly power to exert substantial influence over other states’ poli-
cies, even if this attempt is seen as illegitimate by followers. For example, the United
States was able to exploit its currency leadership position in the 1960s and 1970s,
delaying the continuing costs of adjustment and deflecting the adjustment’s transi-
tional costs on to others. In the long run, however, the persistent exploitation of mo-
nopoly power may undermine the foundations of currency leadership itself. For
example, excessively expansionary U.S. monetary policy in the late 1970s threatened
to undermine the willingness of private market agents to continue to hold dollar as-
sets, requiring a shift back to a more conservative and credible U.S. monetary pol-
icy after 1979. The British case in the early twentieth century also demonstrates that
fundamental shifts in the leader’s domestic institutional framework can result in a
rapid erosion of the status of the lead currency, particularly when potential rival cur-
rencies exist. Hence, monetary leadership can only be sustained through the ongo-
ing persuasion of market agents. A corollary of the argument is that international
currency promotion is extraordinarily difficult and is an option available only to very
few states.

The rest of this chapter is organized around three main questions. First, what is
the nature of international monetary leadership? This section is mainly concerned
with definitions and in situating the argument in relation to the existing literature
on leadership and hegemony. Second, what is the nature of monetary followership
for both other states and private sector actors? Third, what are the limits to mone-
tary leadership, and, as regards the theme of this volume, to the power that mone-
tary leaders enjoy? A final section concludes.

What Is Monetary Leadership?

Monetary power has long been associated with the role of dominant or hegemonic
countries in the international political economy.1This idea has a longer heritage than
so-called hegemonic stability theory, but it achieved its fullest expression in this the-
ory from the mid-1970s. Charles Kindleberger himself, on which much of this lit-
erature draws, employs the term leadership rather than hegemony.2 He argues that
international monetary leaders, such as pre-1914 Britain and the post-1945 United
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States, provided a collective good in the form of a common currency and a coun-
tercyclical monetary stabilization policy at the international level. As David Lake ob-
serves, collective goods or leadership theory is more applicable to international
money than to trade, where, he argues, hegemonic coercion is more relevant.3 Here,
I follow Lake and Kindleberger in employing the term international monetary lead-
ership rather than hegemony. Nevertheless, I argue that the foundations of such
leadership can also create the preconditions for the exercise of coercive, exploitative
hegemonic power.4

Most now accept that hegemonic stability theory erred in overlooking domestic
factors, not least in the hegemon itself. However, leadership theory also typically ig-
nores domestic factors, making it poorly equipped to explain the nature and sources
of monetary leadership.5 First, such models exclude private-sector actors, a key con-
stituency among monetary followers that has received surprisingly little attention in
the hegemony/leadership literature.6 Second, such models omit the domestic po-
litical and institutional factors that are basic preconditions of monetary leadership.7

I explore both of these issues in the following section and argue that these aspects
relate to an important element of legitimacy enjoyed by the leader that helps explain
why followership can be largely voluntary in nature. Persuasion is more typical of
monetary leadership than is explicit (hegemonic) coercion. Market agents, in par-
ticular, are difficult to coerce and must generally be persuaded of the advantages of
using and holding the lead currency. However, the dividing line between persuasion
and coercion, particularly of other states, is often difficult to draw in practice.

Despite some similarities, my argument differs in emphasis from that of John Rug-
gie8 and John Ikenberry and Charles Kupchan,9 who argue that authoritative lead-
ership of the Weberian variety derives from normative convergence between the
leader and its followers. Although some degree of intellectual and normative conver-
gence was evident in the British and U.S. cases of international monetary leadership,
I argue here that an element of divergence is essential to successful monetary lead-
ership. A successful monetary leader needs, among other things, to be more conser-
vative in its monetary policies and financial institutions than most other countries.

Domestic Sources of International Monetary Power 53

3. David A. Lake, “Leadership, Hegemony, and the International Economy: Naked Emperor or Tat-
tered Monarch with Potential?” International Studies Quarterly 37, no. 4 (1993): 459–89, especially 460.
On international leadership and trade, see Stephen D. Krasner, “State Power and the Structure of In-
ternational Trade,” World Politics 28 (1976): 317–47. On public goods approaches, see Duncan Snidal,
“The Limits of Hegemonic Stability Theory,” International Organization 39, no. 4 (1985): 579–614.

4. In developing a theory of international monetary leadership, I also fill a gap in my own earlier work
World Power and World Money, 249–57), which argues that hegemonic stability theory cannot explain the
historical cycle of international monetary stability and instability.

5. See, for example, Snidal, “Limits of Hegemonic Stability Theory.”
6. Joanne S. Gowa, “Hegemons, IOs and Markets: The Case of the Substitution Account,” Interna-

tional Organization 38, no. 4 (1984): 661–83, and Benjamin J. Cohen, The Geography of Money (Ithaca:
Cornell University Press, 1998), are exceptions.

7. For a similar argument, see J. Lawrence Broz, “Origins of the Federal Reserve System: Interna-
tional Incentives and the Domestic Free Rider Problem,” International Organization 53 (1999): 39–70.

8. John G. Ruggie, “International Regimes, Transactions and Change: Embedded Liberalism in the
Postwar Economic Order,” International Organization 36, no. 2 (1982): 379–415.

9. John G. Ikenberry and Charles A. Kupchan, “Socialization and Hegemonic Power,” International
Organization 44, no. 3 (1990): 283–315.

L

CD8145. 051-071  2/17/06  10:28 AM  Page 53



It is also necessary to distinguish between two aspects of international mone-
tary leadership: currency leadership and liquidity leadership.10 Currency leader-
ship occurs when a national currency plays a dominant role as an anchor, vehicle,
and investment currency for international transactions among actors, both public
sector and private sector, in the world economy.11 Liquidity leadership occurs
when one or more countries provide short- and longer-term liquidity to the world
economy in a stabilizing, countercyclical fashion. The consensus now differs from
Kindleberger’s original contention that there could be only “one stabilizer” in 
the area of liquidity provision.12 Liquidity leadership tends to be provided col-
lectively rather than singly, in contrast to currency leadership.13 Given the pri-
mary focus of this volume on monetary rather than financial issues, and that
currency leadership is logically prior to liquidity leadership, I focus here on cur-
rency leadership.14

Why Follow the Leader?

The literature has tried to explain currency followership in two main ways, which
roughly correspond to rationalist and constructivist approaches. The first and most
common approach focuses on the material incentives for followers that the leader
directly or indirectly provides. The second focuses on the way in which followers,
through a process of normative socialization, come to accept the leader’s economic
policy preferences as being in their own interest. I focus here on followership by
other major states because once they decide to follow the leader, the remaining
smaller countries have little choice.15
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Material Incentives

Standard leadership theory has not explored why states follow the leader. Indeed,
this is a trivial question in a public goods framework because follower countries have
no material incentive not to consume the public good. The nature of the exchange-
rate system, the mode, degree of institutionalization and conditionality attached to
international liquidity provision, and so on are all second-order questions for pub-
lic goods theory.16 However, these kinds of details matter considerably for follower-
ship in practice. Britain and the United States both provided currency leadership
in their respective eras of preeminence, but the much greater role for key currencies
in the post-1945 period produced a more highly skewed distribution of adjustment
costs than under the pre-1914 gold standard.17 Similarly, any government that has
accepted conditions on borrowing from a major creditor country or through the In-
ternational Monetary Fund (IMF) and World Bank can tell us that the details mat-
ter greatly.

Allied to public goods theory is the idea that the use of a single money, like the
spread of English as a global language or eBay as an Internet auction platform, has
positive network externalities: the more actors that use it, the greater the benefit to
all users.18 This has some important implications. First, it usefully emphasizes the
benefits of a single international currency to private-sector agents, not other states.
Indeed, it is typically private market agents, rather than public authorities in other
states, that confer key currency status on a particular currency. Second, because
money has some of the qualities of a natural monopoly, it suggests that monetary
leadership may persist even when the original conditions producing it have changed.
As with all monopolies, there exists an ever-present temptation for the monopolist
to exploit its position. This potential for abuse helps to explain why most followers
tend to diversify their currency portfolios somewhat rather than relying completely
on a single international currency.19

Still left unanswered, however, is why a particular currency and country come to
lead in the first place. There are two main kinds of material incentives to followers:
those that derive from the fundamental economic characteristics of states relative to
one another and those that derive from the perceived relative monetary advantages
of domestic policies and institutions in the leading country itself.

In terms of international incentives, the size of a particular country, its impor-
tance in international trade, and its initial ability to run current-account surpluses
provide incentives for other countries and private-sector agents to use its currency

Domestic Sources of International Monetary Power 55

16. Lake, “Leadership, Hegemony, and the International Economy,” 484.
17. A gold-exchange standard, in contrast to a gold standard, allows key currency countries to delay

adjustment and to deflect costs on to other countries.
18. Charles P. Kindleberger, “The Politics of International Money and World Language,” Princeton

Essays in International Finance 61 (1967); Paul De Grauwe, International Money: Post-War Trends and
Theories, 2nd ed. (Oxford: Oxford University Press, 1996), 2.

19. See Cohen, Geography of Money; Peter Lindert, “Key Currencies and Gold, 1900–1913,” Prince-
ton Essays in International Finance 24 (August 1969).

CD8145. 051-071  2/17/06  10:28 AM  Page 55



in third-party transactions and to hold assets denominated in its currency.20 A sub-
stantial export dependence on the leader’s market may provide a powerful material
incentive to follow the leader generally on economic policy matters. However, trade
patterns are not the only factor in currency leadership. In the later stages of the
British and U.S. leadership eras, other countries came to challenge their dominant
international trading positions, but the challenge to their currency leadership role
was in both cases much less severe. Hence, some countries are much more impor-
tant in international trade than in international money, notably Germany before
1914 and Japan since the 1970s.

A similar incentive for currency followership is produced by the asymmetries of
financial development in the world economy. The existence of relatively deep, sta-
ble, efficient, and open financial markets in one country will encourage both public-
and private-sector agents to have confidence in transacting in and holding assets 
denominated in its currency. Of course, the role of London and New York in the 
respective currency leadership of Britain and the United States has long been recog-
nized, and currency leadership contributed to their financial development. However,
we still need to explain why these countries achieved relative financial development
prior to their currency leadership.

Before turning to this, there is a third, noneconomic incentive for monetary fol-
lowership. International security relationships may create supplementary incentives
for followership by states (although not for private-sector agents, or at least not di-
rectly). Although security factors tend to receive attention mainly in the literature
on hegemony and international trade,21 U.S. currency leadership in the 1950s and
1960s cannot be understood without them. West Germany’s commitment to the
U.S. dollar was substantially reinforced by its dependence on the U.S. security um-
brella. The Blessing letter of March 1967, in which the Bundesbank’s president
pledged not to convert Germany’s dollar reserves into gold (as the disloyal French
had been doing with their own dollar holdings), must be understood in this context.
The Atlantic alliance subsequently became less of a constraining factor, as détente
was consolidated and as German fears of the inflationary consequences of a pure
dollar standard (from 1968) came to the fore.

Still, although security incentives for followership may help when economic in-
centives are weak or diminishing, they are unlikely to play a central role for long. Al-
though it is difficult to imagine how a country could attain international monetary
leadership without playing an important role in international trade, security incen-
tives for followership may not be necessary. The British-led international gold stan-
dard before 1914 owed little to security alliances. Indeed, ad hoc central bank
cooperation during this era seemed relatively insulated from the more fluid great-
power alliances of the time. French and Russian financial assistance to the Bank of
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England in the Barings crisis of 1890, despite their unresolved imperial rivalries with
Britain, is indicative.22 Like trade incentives, security incentives provide insufficient
explanations of monetary leadership and followership.

In the absence of supportive domestic monetary policies and institutions, the eco-
nomic factors already discussed are not sufficient to produce willing followers of po-
tential monetary leaders. As Cohen notes, a viable lead currency must have a “proven
track record of relatively low inflation and inflation variability.”23 But what assures
market agents that such a track record will be reproduced in the future? There is
now a good deal of literature, much of it stemming from the seminal article by Doug-
las North and Barry Weingast,24 that focuses on the domestic institutional founda-
tions of financial development. In this view, the founding of institutions of limited
government in late-seventeenth-century Britain, by substantially reducing the like-
lihood of default against private-sector creditors, was a key step in the development
of deep money and capital markets in London.25 The implication of this argument
is that in the modern world, international monetary leaders are likely to arise only
under conditions of limited, constitutional government. A complementary theory is
that financial development is a product of a society’s legal institutions.26 These au-
thors find from cross-country evidence that English common law, with its bias in fa-
vor of creditor rights, is most conducive to financial-sector development and that
the French civil law system is least conducive.27 Although this legal origin theory
has been subject to criticism, the point that financial development is favored by
strong protection of creditor rights is less controversial.

For monetary followers—the willing users of another country’s currency—it is
not only the potential for outright default that matters but also the potential for par-
tial default via inflation. The use of fiat money creates a potential for inflation, and
a commitment to a low-inflation monetary policy is unlikely to be credible in the ab-
sence of institutional factors that constrain its use.28 This could include the delega-
tion of monetary policy to an independent central bank or the support of a dominant
political constituency for conservative monetary policies.29 Either way, private-sec-
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tor agents must be assured that institutional mechanisms that assure policy consis-
tency are in place. Britain’s limited government and limited franchise helped to en-
trench the position of those in society who favored a relatively conservative or “hard”
monetary policy, reinforced by the adoption of the gold standard in 1713. This con-
servative financial clique also dominated the Bank of England, a crucial institutional
development that preceded the emergence of deep financial markets in Britain. As
a result, the credibility of Britain’s commitment to a conservative monetary policy,
except during emergencies such as the Napoleonic Wars, was largely unquestioned
until World War I.30

By extension, this argument might apply to the case of U.S. financial develop-
ment, given the way in which its institutional framework famously decentralizes po-
litical power.31 However, without a central bank until 1914, the decentralized
political institutions of the United States and its much larger economy could not
alone foster financial development.32 Despite a very shaky start by the Federal Re-
serve, the design of the U.S. central banking constitution also served, if not always
consistently, to put into place a monetary framework that offset political pressures
for inflation.33 It also helped to stabilize a previously volatile domestic financial sec-
tor and, in particular, to provide New York bankers with the short-term discount
market they needed to assure liquidity for international holders of dollars, as the
Bank of England had long done for London’s financiers.34 Of course, the disruptive
effects of World War I also played an important role in accelerating the rise of New
York relative to London.

In the early twentieth century, the domestic political and institutional framework
that had facilitated Britain’s adherence to the gold standard began to change.35 This
eventually proved disastrous for Britain’s position, given the emergence of a serious
challenge to its monetary leadership by the United States. In a series of related de-
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velopments, the extension of the franchise after World War I, the rise of the trade
union movement and the Labour Party, and the rise of Keynesian economic ideas
eventually threatened Britain’s political commitment to the gold standard.36 Fur-
thermore, the loss of outright veto power by the House of Lords in 1911 centralized
political power in the hands of the British prime minister and Cabinet. In combina-
tion with a wider franchise and the rise of the unionized left, the potential for infla-
tion was now much greater and sterling’s credibility as an international currency was
undermined.37 Capital controls, imposed in the name of national macroeconomic
stabilization during and after World War II, reflected this new reality and were an-
other blow to sterling’s international role. Allied with Keynesian economic policy
ideas and a now wholly subordinate Bank of England, successive British cabinet gov-
ernments after 1945 pursued macroeconomic policies that by the 1960s had almost
completely undermined Britain’s pretensions to currency leadership. Nevertheless,
although Britain no longer satisfied the first domestic prerequisite of monetary lead-
ership (that is, as a provider of relatively conservative monetary policy), the second
(as a provider of conservative financial institutions) remained largely intact. Lon-
don subsequently flourished as an open center for international finance, but only by 
specializing in offshore finance conducted in other currencies, above all the US dol-
lar. Despite the City of London’s position as a global financial center, Britain was 
no longer a global currency leader; a small if lingering international role for sterling
was confined to the remnants of the British empire and some overly loyal former
dominions.

The erosion of the credibility of the U.S. commitment to a stable currency after
1945 was much less marked than in the British case. The monetary link to gold, al-
beit in altered form, remained important for U.S. policy, in marked contrast to
Britain. By the end of the war, the United States owned about three-quarters of the
world’s monetary gold, and the Franklin D. Roosevelt administration wanted to pre-
serve the “economic power” this represented.38 The U.S. domestic institutional
structure was also a crucial aspect of the comparative resilience of its monetary lead-
ership. In the New Deal years and in the immediate postwar years, the U.S. Federal
Reserve had been politically subordinated to the government.39 From the time of the
U.S. Treasury–Federal Reserve Accord of March 1951, the latter was able, with the
support of the Treasury, to regain independent control over interest rates.40 The re-
sult was low levels of inflation relative to those in most other major economies (see
fig. 3.1). The Federal Reserve’s conservative stance was generally supported by suc-
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cessive administrations. Congress was relatively inactive during this period in mon-
etary and exchange-rate policy because of the low incentives for collective action in
these policy areas; this, too, favored monetary conservatism.41 In the Dwight D.
Eisenhower years, the fixed gold price was seen by the administration as one of the
foundations of good economic housekeeping. In the 1960s, beginning with John F.
Kennedy, the commitment to the fixed $35-per-ounce gold price became a matter
of high politics.

However, from the mid-1960s, with productivity growth falling, political pressure
on the Federal Reserve to deliver on jobs and growth increased. With the steady ero-
sion of the external gold constraint on U.S. policy, successive administrations from
1962 onward were accused of exploiting their ability, due to the international reserve
role of the dollar, to export inflation abroad and to shift the costs of adjustment to
others.42 The Federal Reserve Board remained committed to the fixed gold price
and to a low inflation policy, but by the early 1970s it had well and truly lost this 
battle.43 U.S. willingness to exploit its powerful position increasingly alienated loyal
allies of a more conservative monetary bent, with the Germans floating the deutsch-
mark against the dollar in March 1973. By 1978, the steadily falling dollar suggested
that financial markets had also lost confidence in U.S. macroeconomic policy. Only
Paul Volcker’s dramatic reassertion of the U.S. Fed’s autonomy and a policy of mon-
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41. As Joanne S. Gowa argues, in “Public Goods and Political Institutions: Trade and Monetary Pol-
icy Processes in the United States,” International Organization 42, no. 1 (1988): 15–32, this contrasts
with greater political activism in finance.

42. See De Grauwe, International Money, 32–39.
43. Charles A. Coombs, The Arena of International Finance (New York: John Wiley, 1976).

Figure 3.1 Average inflation differential of ten major economies (Canada, Japan, Belgium, France, Ger-
many, Italy, the Netherlands, Sweden, Switzerland, and the United Kingdom) average inflation differ-
ential over the United States, 1949–200. CPI, consumer price inflation. (Source: International Monetary
Fund, International Financial Statistics, CD-ROM, consumer price inflation.)
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etary conservatism from 1979 succeeded in restoring the underpinnings of the dol-
lar’s international position.44

To summarize the argument of this section, monetary followership by private-
and public-sector agents occurs in part because of the monetary policy credibility
and the high financial development that flow from the leader’s domestic institutional
arrangements. Of course, domestic institutions for monetary and financial conser-
vatism are unlikely to produce international monetary leadership without sufficient
economic size and an important international trading position; Switzerland since
1945 is a case in point. Furthermore, as the Volcker shift demonstrates, individuals
as well as institutions matter.45 However, even though domestic political, legal, and
economic institutions are not determinant, they nevertheless give greater purchase
on why, during the past two centuries, Britain and then the United States were the
countries both able and willing to provide international monetary leadership and
why others were bound to follow. Indeed, if we accept that financial development
helped to promote the general preeminence of the large Anglo-Saxon countries in
both the economic and security realms, domestic institutions should be seen as all
the more crucial.46

Normative Convergence through Socialization

Material incentives for followership, both international and domestic in origin, can
only get us so far in explaining the details of international monetary organization
and followership. Such theories lack an account of the economic and political ideas
that give substantive content to the preferences of actors and to the institutional par-
ticularities of the day.

Ruggie, together with Ikenberry and Kupchan, is most often associated with the
theory that leadership is based on normative convergence between elites in the ma-
jor countries.47 Following Polanyi,48 Ruggie argues that British leadership in the
nineteenth century was founded on the then dominant norms of laissez-faire and
monetary discipline. This consensus broke down in the interwar period, but the ex-
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periences of depression and war eventually resulted in a “shift in what we might call
the balance between ‘authority’ and ‘market’ [that] fundamentally transformed
state-society relations, by redefining the legitimate social purposes in pursuit of
which state power was expected to be employed in the domestic economy.”49 For
Ruggie, this “embedded liberal” compromise fundamentally distinguished U.S.
leadership from the British version that preceded it.

Nevertheless, it remains the case that British and U.S. monetary leadership in
their respective periods rested on relative monetary conservatism. Britain, or more
specifically the Bank of England, the City, and the Treasury, adhered more strictly
to monetary orthodoxy before 1914 than did the governments of Germany and
France, whose much wider electoral franchises made them more sensitive to the real
economic consequences of strict monetary orthodoxy.50 The reason for this asym-
metry is obvious: if a prospective monetary leader were not relatively conservative
in orientation, it is unlikely private-sector agents would be willing to follow in the
initial stages. Money is, after all, a social convention whose value in exchange and as
a store of value depends on it being in comparatively short supply relative to other
goods, services, and assets, including other monies.

Given the less conservative monetary reputation of the United States after 1945,
this argument may seem surprising. But after the war, the relative inflation perfor-
mance of the United States was exceptional for a few decades, particularly in the
1950s. It was comparable with that of West Germany and Switzerland until the late
1960s and much better than Britain’s (see fig. 3.2). Nor should the degree to which
the United States in the 1960s achieved this good performance by exporting some
of its monetary inflation abroad be exaggerated. After all, the Swiss and West Ger-
mans, whose currencies tended to bear the brunt of dollar weakness, enjoyed good
inflation performance through the mid-1960s despite rapid growth and consider-
able resistance to currency revaluation.51

Certainly, there was a general deterioration in inflation performance in the mid-
1960s, but it is not until the late 1960s that U.S. inflation began to look “out of con-
trol” by comparison with the low-inflation Germans and Swiss (if not by British
standards). By the early 1970s, the U.S. reputation for relative monetary conser-
vatism had well and truly been squandered, and the Swiss and Germans broke away
from their inflationary dollar pegs. Surprisingly for many at the time, however, there
was no general private-sector (or public-sector) abandonment of the dollar. In the
late 1970s, with the U.S. currency depreciating quickly and with the U.S. govern-
ment offering foreign currency–denominated bond issues and pondering (only to
reject) the possibility of a Substitution Account, the dollar’s international position
appeared to many to be under serious threat.52 This perception was surely correct
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because a shift to foreign currency borrowing by the United States would have un-
dermined a key aspect of its monetary power: its ability to borrow, well beyond the
capacity of any other country, enormous amounts of money cheaply from foreign-
ers in U.S. dollars, the repayment of which can take place (if necessary) in currency
that the government can print.

However, the dramatic tightening of monetary policy undertaken by a new Fed-
eral Reserve chairman, Paul Volcker, in retrospect proved sufficient to restore both
the conservative monetary reputation of the Fed in the eyes of international finan-
cial markets and the international role of the dollar. By 1983, U.S. inflation was back
down to near-Germanic levels and has more or less stayed there since, despite peri-
odic bouts of fiscal profligacy. The role of the dollar in private international finan-
cial markets has since undergone a minor secular decline, but it remains by some
margin the leading international currency; I have more to say on this subject in my
concluding remarks. The dollar continues to be the preeminent international cur-
rency, I might add, in spite of considerable swings in its external value over time vis-
à-vis other major currencies.

Not only do private-sector agents tend to expect relative (although not excessive)
conservatism from monetary leaders; the monetary authorities of the follower states
do as well. British governments fulfilled such expectations before 1914 and tried, at
great cost to the domestic economy and ultimately in vain, to do so again over the
years 1925–31. Those countries that followed the United States after 1945 also ex-
pected conservatism from the center country. This was obscured during the period
of the postwar “dollar shortage,” but from around 1951 other governments came to
rely heavily on relative U.S. monetary conservatism. Indeed, in the debates over the
problems of the gold-exchange standard in the 1960s, it often seemed as if the Eu-
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Figure 3.2 U.S., West German, Swiss, and UK inflation, 1949–2000. (Source: International Monetary
Fund, International Financial Statistics, CD-ROM, consumer price inflation.)
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ropeans expected the United States to sacrifice its own domestic growth and em-
ployment goals in order to shore up both the system and their own economic strate-
gies.53 This may seem hypocritical because most European countries were at the time
engaged in full-employment and high-growth policies that also had inflationary con-
sequences. Ruggie is right that the end of gold-dollar convertibility was consistent
with the maintenance of embedded liberalism,54 but followership in the Bretton
Woods system was also based on a U.S. commitment—and a related follower expec-
tation—precisely not to exploit the full possibilities of U.S. monetary autonomy.

This bargain broke down in the early 1970s as the Richard Nixon administration
exploited the possibilities of monetary autonomy, but the asymmetry of expectations
on which it was based persisted well after the demise of the gold-exchange standard
system. It was evident in European support for a Special Drawing Rights (SDR)
standard in the international monetary reform negotiations during 1972–74.55

When European countries again tried to convince the United States to move toward
an SDR standard via the Substitution Account proposal in the late 1970s, the em-
phasis was still on the need for the United States to adopt relatively conservative
monetary policies for the general good. The views of a German economist writing
at the time would have been widely shared by central bankers and finance ministers
in other major countries: “Monetary stability . . . can only be achieved by an eco-
nomic policy which engenders trust and convinces the market that the world’s ma-
jor currency is once again capable of exercising its function as a store of value.”56

The international political economy literature has commonly seen Lyndon John-
son’s Great Society program and pro-growth policies as the key reasons for the even-
tual breakdown of the system, even though they reflected a normative convergence
on the part of the United States toward European policy objectives.57 Ronald McKin-
non, a U.S. economist and a proponent of a formal dollar standard in the 1960s, ar-
gues that “America’s principal international monetary obligation was not the pro
forma link to gold but rather to maintain stable dollar prices of internationally trad-
able goods as well as an open capital market.”58 This encapsulates well the conser-
vative “obligation” of the currency leader from the point of view of the followers,
public and private sector alike. What was so shocking to U.S. allies was that, after
Eisenhower, the U.S. government increasingly seemed ready to abandon good eco-
nomic housekeeping for objectives that the followers shared. By the time of Nixon,
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the United States went to war on such double standards. As John Connally, Nixon’s
abrasive Treasury secretary, memorably said in 1971, “the dollar may be our cur-
rency but it’s your problem.”59

It might be argued that this interpretation is inconsistent with the West German
position, especially that of the conservative Bundesbank. However, political resis-
tance in West Germany to currency revaluation was strong, both in the Bundesbank
and in the influential banking and industrial sectors. A majority on the Bundesbank
council resisted pressure from the West German government in 1971 to move to a
floating rate system instead favoring exchange-rate fixity with the dollar and capital
controls as a means of remaining within the Bretton Woods system.60 Even in the
Bundesbank, then, the incentives to continue to follow the U.S. leader remained
strong until the last great dollar crisis of the Bretton Woods system in March 1973.61

By then, the United States had forfeited its claims to monetary conservatism in Ger-
man eyes and had joined the ranks of the merely average Organization for Economic
Cooperation and Development (OECD) country.

West Germany’s role in subsequent moves toward European monetary integra-
tion also supports the argument made here. Through the “snake” and later the 
European Monetary System (EMS), West Germany made a successful bid for Eu-
ropean monetary leadership that lasted for about two decades (although the precise
number of followers fluctuated considerably during this time). Although other Eu-
ropeans often complained about the Bundesbank’s “obsession” with low inflation,
the Bundesbank and the deutschmark increasingly consolidated their undisputed
leadership positions within the European system. In the French franc crisis of 1982–
83, President François Mitterrand finally opted to follow the German leader by revers-
ing his earlier expansionary policies and pursuing a policy of convergence through
the “franc fort” policy. In the absence of a deep elite commitment to the broader
European integration process, this difficult choice may not have been made.

The main threat to the EMS came in the wake of German reunification, when a
ballooning fiscal deficit threatened to undermine the Bundesbank’s monetary con-
servatism. In 1993, in a moment of hubris or desperation, the French government
made the mistake of suggesting that the French franc should succeed to currency
leadership within Europe (the grande gaffe). The argument assumed that the French
were now more monetarily conservative than the Germans. Private-market agents,
the ultimate arbiters, did not agree, looking to Bundesbank leadership that the lat-
ter was willing to provide.62
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This episode also suggests, as does the U.S. case of fiscal profligacy since the
1960s, that fiscal balance is less important to monetary leadership vis-à-vis market
agents than is the absence of monetary accommodation. Indeed, currency leader-
ship can make it easier for the leader to finance domestic dis-saving by borrowing
from abroad. Fiscal deficits also deepen the bond market in the center country and
hence promote followership. However, very large fiscal deficits in the center coun-
try, by raising real interest rates in the entire system, erode the legitimacy of the
monetary leader vis-à-vis other countries. Thus, the first prerequisite of interna-
tional monetary leadership might be extended to the pursuit of conservative macro-
economic policy in general, but, within the macroeconomic policy mix, monetary
conservatism remains the most important element. It is also clear that monetary con-
servatism is a relative rather than an absolute concept—its meaning depends con-
siderably on the intellectual climate and policy practices of the time.

Monetary Leadership, Power, and Their Limitations

As the cases of the United States since the 1960s and Germany in the early 1990s
suggest, established monetary leaders can exert substantial power in the interna-
tional monetary system. Others have described how monetary conservatism, partic-
ularly in the German case, deflected adjustment costs on to others.63 Such power
derives primarily from the way in which private-market agents favor the lead cur-
rency. Here, I focus on another kind of monetary power—the ability of the leader
to depart from the first prerequisite of monetary leadership (the pursuit of a credi-
bly conservative monetary policy) for what Eric Helleiner (chap. 4 in this volume)
terms “extractive” purposes. What are the limits to this kind of monetary power?

Once a currency leader is entrenched, the policy requirements for sustaining such
leadership are less onerous than the initial prerequisites and the potential for exer-
cising coercive power over other actors is greater. As indicated earlier, this amounts
to a form of monopoly power because it is costly for other actors to shift from the
use of the established lead currency to an alternative. The costs of switching are es-
pecially high if there are large asymmetries in financial development that favor the
currency leader. This consideration helps to explain why, despite the large fluctua-
tions in the value of the dollar since 1973, there has been only a minor erosion of its
position as the lead currency in the contemporary system. Network externalities
compound the advantages that accrue to the lead currency, not least because its use
by specialized private financial intermediaries is likely to deepen the existing cost
advantages of transacting in this currency. Entrenched monetary leaders are able to
depart from a current account surplus position and to borrow extensively and
cheaply in their own currency, something Charles de Gaulle referred to as the
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leader’s “exorbitant privilege.” This is a central aspect of international monetary
power and is the other side of the coin of the “original sin” literature in economics,
which considers the implications of the fact that most countries are able to borrow
from international capital markets only in foreign currencies.64 Consistent with the
argument made here, this literature suggests that the handful of countries that en-
joy the privilege of borrowing in their own currencies do so partly because of do-
mestic institutions and economic strength and partly because market actors prefer
to hold only a few major currencies in their asset portfolios.

Clearly, the extent of the leader’s monopoly power depends on the degree of cur-
rency rivalry. The emergence of the U.S. dollar in the interwar period as a serious
rival to sterling substantially limited the ability of British authorities to exploit the
monopoly power that derived from sterling’s international position. Indeed, what is
striking about UK policy in the 1920s is the extent to which policy makers felt con-
strained by their need to maintain market confidence in the peg with gold. In a sense,
market agents were constraining the leader more than they did other countries, al-
though much of this boiled down to a deep ideological attachment to gold among
British political and financial elites.65 As it became clear that Britain’s political and
economic institutions could no longer deliver a credibly conservative macroeco-
nomic policy after the stresses of two major wars, sterling’s international position
rapidly eroded vis-à-vis the dollar. Cultural factors slowed the decline: even in the
mid-1960s, formally independent countries such as Australia continued to hold sub-
stantial sterling reserves, but this could not halt sterling’s overall decline.

By contrast, there were no real rivals to the U.S. dollar in the 1960s and 1970s.
This, the large U.S. economy’s relatively low dependence on international trade, and
the position of the United States as alliance leader increased the ability of U.S. pol-
icy makers to depart from fiscal and later monetary conservatism and to deflect and
delay the related adjustment costs. Similarly, the essentially unrivalled position of
the deutschmark within the EMS increased Germany’s ability to depart from fiscal
conservatism after 1990. However, given that the deutschmark was not a real rival to
the dollar, the Bundesbank could not afford a loose monetary policy of the kind the
U.S. Federal Reserve pursued in the 1970s.

In the long term, the leader’s continued exploitation of its monopoly power is
likely to produce countervailing responses. As C. Randall Henning argues (chap. 6
in this volume), EMU can be seen in part as a European response to the perceived
mismanagement of the U.S. economy and the U.S. attempt to deflect adjustment
costs on to others. Although the euro is not yet a serious rival to the dollar,66 the con-
tinued exploitation by the United States of its dominant monetary position could
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eventually make it so. The time is long past when the United States can use politi-
cal linkage to force its major allies to maintain allegiance to the dollar. As we have
seen, in the long run it is private-market agents who are most important in terms of
the maintenance of a lead currency’s status. Financial liberalization in the major
countries since the 1970s, encouraged by the United States, has increased the op-
tions available to market agents and thereby reduced U.S. monopoly power. Since
the 1979 shift back to U.S. monetary conservatism, there has been no abandonment
of this policy stance.67 In Europe in the early 1990s, market agents similarly looked
for confirmation from the Bundesbank that its conservative monetary policy was not
in question. Thus, in the longer run, the maintenance of currency leadership re-
quires the center country to pursue reasonably conservative monetary policies, even
if not as strictly as at the outset of a bid for currency leadership.

Monetary power is also likely to be constrained in the longer run by the norma-
tive and institutional underpinnings of leadership itself. U.S. monetary leadership
after 1945 was founded on a broad-based solidarity of western nations during the
Cold War, as well as willingness of U.S. authorities to accept consensus language in
the major postwar monetary and trade regimes and to manage disputes multilater-
ally. The implication of such U.S. leadership was clear to all because in playing this
multilateral game the United States often found it had to foster followership by com-
promising on its initial demands. This also signaled to the followers that the United
States would not overly exploit its enormous power.

The Nixon shocks of the early 1970s represented a clear step away from legiti-
mate leadership based on persuasion within multilateral institutional frameworks
toward hegemonic coercion, often undertaken outside the bounds of institutionally
sanctioned practices. The acrimony that ensued over economic matters between the
major countries reflected this shift. The United States blocked international mone-
tary reform efforts in the 1970s and from the 1980s more actively used the IMF and
World Bank to promote structural reform in the developing world. In the second
half of the 1970s, the U.S. government showed a willingness to exploit, as it had
never done before, the potentialities of the international role of the dollar, during
the era of so-called “benign neglect.” During 1977–79, the United States issued
not-so-subtle threats to other G-7 countries that U.S. authorities would encourage
further dollar depreciation if their partners failed to reflate their economies.68 This
threat, which fell clearly into the category of hegemonic coercion, was credible be-
cause of the sheer economic size of the United States, its relatively low trade de-
pendence, and its ability to borrow enormous sums from abroad in its own currency,
all of which meant that other economies lost more from dollar weakness than did the
United States.

However, the very credibility of the U.S. threat further undermined the legiti-
macy of its monetary leadership in the eyes of major follower countries. The grow-
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ing reluctance of Germany and Japan to accede to U.S. pressure in a range of policy
areas was a consequence. Perceived U.S. coerciveness boosted Germany’s desire to
create with its European partners a “zone of monetary stability” that would deepen
the process of political integration in Europe.69 In the first half of the 1980s, the
United States borrowed enormous sums (in dollars) from Japanese investors, who
subsequently experienced massive portfolio losses when the dollar depreciated
against the yen and other currencies after 1985. Even greater losses accrued to Asian
central banks in 2004–5 as their accumulated U.S. Treasury bond portfolios suffered
from dollar depreciation. Moves toward closer monetary and financial cooperation
in Asia, although as yet with little effect on the position of the dollar, could in the
long run further reduce U.S. monetary power. The various signs from Asian gov-
ernments in 2005 of their displeasure at dollar depreciation and open hints that they
may reallocate their portfolios toward other currencies also suggest growing limits
to U.S. monetary power.70

To summarize, the power that accrues to monetary leaders changes over time. It
is very limited in the initial stages of a leadership bid, when the position of the cur-
rency depends on self-constraint that is transparently embedded in domestic insti-
tutions. The leader’s power peaks when its currency is successfully entrenched at
the top of the currency pyramid, creating a temptation to exploit the possibilities of
its monetary power. In a third phase, monetary power declines when the leader per-
sists in exploiting its monopoly power, thus encouraging the emergence of rival lead
currencies and associated financial centers. If, as did the British in the twentieth cen-
tury, the United States persists in exploiting its monopoly power, this is eventually
likely to prove fatal to the maintenance of its leadership and power.

Conclusion

I have argued that monetary leadership requires a relatively (but not excessively)
conservative macroeconomic policy from the leader. Many leading theories of in-
ternational leadership have failed to recognize both this systemic asymmetry and its
origins in domestic politics and institutions. The leader’s conservative policy needs
to be credible, which means firmly embedded in domestic political and institutional
arrangements. Fundamental changes in the nature of this domestic institutional
framework can eventually undermine the foundations of successful currency lead-
ership, as in Britain after World War I. Particular kinds of domestic institutions, in-
cluding limited government and pro-creditor legal frameworks, also helped to foster
highly developed capital markets, themselves a prerequisite for currency leadership.
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These preconditions of currency leadership are very difficult to manipulate, except
in the long run. Currency leadership also creates its own self-sustaining market
logic, a point further examined by David Andrews (chap. 5 in this volume). In sum,
few states are ever in the position to successfully promote their currency abroad, let
alone to become monetary leaders.

The policy credibility of the monetary leader provides incentives on the part of
both public-sector and private-sector actors to follow. Such followership creates sub-
stantial potential benefits to the monetary leader, although there are limits on its
ability to exploit these hegemonically in practice without undermining the very
foundations of its leadership. The implication of my argument is that the extent of
these limits depends on the degree of asymmetry of financial development in the
world economy, the existence of potential rival lead currencies, the intellectual at-
tachment of the leader’s political elites to relative monetary conservatism, and its
ability to use political linkage to ensure its continued leadership.

Does the advent of the euro create a new challenge to the primacy of the dollar
that will reduce the ability of the United States to exploit its dominant position? Co-
hen has argued that the euro does not represent a serious challenge to the position
of the dollar.71 In contrast to the argument made here, he suggests that the mone-
tary conservatism inherent in the constitution of EMU will limit returns on euro as-
sets, reducing the attractiveness of the currency and offsetting the benefits of
holding a hard currency. He also argues that the ambiguous division of policy re-
sponsibility between the European Central Bank and the Council of Ministers re-
duces the euro’s credibility.

However, as we have seen, relative monetary conservatism is an important pre-
requisite in a potential monetary leader. Also, it may be debated how much low long-
run growth in Europe is due to its monetary constitution and how much it is due to
other factors, including inflexible factor and product markets.72 After all, pre-1914
Britain did not have a pro-growth monetary constitution, and nor did West Ger-
many after 1949, which enjoyed high growth for decades. Even when German
growth slowed substantially after 1980, the deutschmark remained the lead currency
within Europe. Furthermore, the nature of the U.S. Federal Reserve System is it-
self not entirely transparent and unambiguous; some find its governance structure
“bizarre.”73

Nevertheless, as Cohen and others suggest, a number of other factors work
against the euro, including inertia in international financial markets and relatively
low financial integration in Europe. So far, and in spite of the impressive growth of
euro bond markets, there is little evidence of a dramatic shift against dollars in fa-
vor of euros either in international financial markets or in central bank reserves.74

What Europe still lacks is a truly European euro-based integrated financial market
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that can rival those of the United States; London’s common law system and its newly
transparent, credible monetary and financial regulatory framework provide it with
substantial advantages over the rest of Europe in this regard. Even if the United
Kingdom joins EMU, however, the segmentation of government bond markets in
Europe will remain a major constraint on the euro’s international role for the fore-
seeable future and, hence, on Europe’s ability to wield international monetary power
beyond its borders.

In short, the relatively underdeveloped nature of financial markets in continental
Europe generally—at least compared to those in the United States and United
Kingdom—is a major and continuing obstacle to European monetary leadership.
Although it is not the only such obstacle, it is the only one over which public au-
thorities in European states have control. The euro area meets the economic crite-
ria for Europe to assert international monetary leadership and enjoys a relatively
conservative monetary policy framework—the first domestic prerequisite thereof.
But the second domestic prerequisite for the realization of a global role—institu-
tional arrangements that facilitate the emergence of highly developed financial mar-
kets—remain absent. As long as this is so, the dollar is likely to enjoy continued
preeminence—despite the evident desire of both private- and public-sector actors
for a more stable alternative.
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