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 Preface

The volume and quality of resources mobilized for use in foreign affairs 

depends on two factors: first, the productive capacity and wealth of the 

country, i.e., manpower, capital, and land, and second, the share of these 

resources, or their outputs, allocated to foreign policy.

—Klaus Knorr

The discovery that banks could . . . create money came very early in the de-

velopment of banking. . . . The process by which banks create money is so 

simple that the mind is repelled. Where something so important is involved, 

a deeper mystery seems only decent.

—John Kenneth Galbraith

sCenario

It has been the best of times. Now it seems the worst of times. Several months 

of political wrangling have been ongoing in Washington—legislative calls by a 

powerful minority in the House and Senate for even deeper budget cuts, coupled 

with a threat to block any effort to raise the national debt ceiling. These threats to 

shut government down or force default on government obligations have spooked 

the markets, already resulting in another rating downgrade for U.S. Treasuries.

The crisis begins with a two-pronged attack on the New York Stock Exchange 

(NYSE). The first shock begins innocuously enough with a coordinated phishing 

attack at 11:30 a.m.—hacker e-mails mimicking different offices in the New York 

Federal Reserve Bank that, because of their apparent identity, get ready access. 

These are not ordinary hackers with only short-term purposes in mind. No, the 

hackers are part of an insurgent group that wants to bring down American capi-

tal and, with it, the prominent position the U.S. dollar still enjoys in the global 

economy.

The phishers now have unfettered access to the NYSE secure server. Implant-

ing malicious software, the phishers are not interested in downloading NYSE and 

corporate data. They want to delete information on record, destroying the mas-

sive archives of current past data in the NYSE server’s memory. The phishers have 

also activated a botnet—tens of thousands of computers linked by the phishing 

attack—that overwhelms the NYSE server, causing it to freeze and then crash 

completely.



The NYSE is paralyzed and in complete turmoil. Panic erupts, spreading to 

other exchanges in the global market. Stock prices are down at least 20 percent 

worldwide—some more, others a few points less. The NYSE closes at noon, but 

since the server is down there is no way to communicate that through normal 

electronic channels to trading firms with seats on the exchange, not to mention 

investors who continue trying to place buy and sell orders. Television, radio, 

private e-mails, texts, phone calls, and social media are the principal outlets for 

communicating with trading houses and investors. If that were not enough, just 

as traders are clearing from the floor of the stock exchange, a high-explosive car 

bomb detonates in front of the exchange, killing pedestrians and bystanders and 

severely damaging the building’s façade.

This two-pronged attack—combining the impact of cyber and high explo-

sives—has devastating effects. Stock markets take a dive worldwide as people try 

to liquidate their assets. When the attack is understood as having been directed 

principally against the United States, where most damage was done, foreign mar-

kets gradually recover. The NYSE and other U.S. stock exchanges remain closed. 

There is a run, mostly on American banks. The president intervenes and, using 

Roosevelt’s Depression-era precedent, declares a bank “holiday”—effectively 

closing the banks and other financial institutions until order can be restored to 

capital markets.

Notwithstanding market interventions by European, Japanese, Chinese, and 

other treasuries and central banks, market forces overwhelm their capabilities 

and genuine, well-intended, collaborative efforts to hold the dollar’s position. 

These events undermine confidence in the U.S. economy and bring the dollar 

down to half its value vis-à-vis other major currencies. Unable to rely on the dol-

lar for daily transactions—not to mention its loss as a store of value—corporate 

America is in disarray both at home and abroad.

OPEC countries quickly shift to euro-pricing of oil, promising they also will 

accept dollars once stability returns to currency markets. Meanwhile, the U.S. 

Treasury reluctantly imposes exchange controls, trying to stem the flood of de-

preciated dollars into already swamped global currency markets. Airlines have 

reduced international flights and shipping companies are holding many ships in 

port as they work to ensure necessary financing.

To keep international commerce from declining precipitously, a joint Nation-

al Security Council (NSC) task force including representatives from the Trea-

sury, the Federal Reserve, and Commerce and State departments meets to ex-

plore the feasibility of special trading arrangements organized regionally—Latin 
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America, Europe, Asia, and the Pacific. Bilateral arrangements will be sought to 

sustain trade with other countries in central and south Asia, the Middle East, 

and Africa.

To keep U.S. national security commitments abroad, the State and Defense 

departments (coordinating with Treasury and the Federal Reserve) get key al-

lies to agree as a stopgap measure to facilitate U.S. government expenditures in 

local currency purchased from their respective central banks at 90 percent of the 

precrisis, dollar-euro or dollar-yen exchange rates. Nevertheless, talk in the Con-

gress turns quickly to bringing American forces home from overseas deployments. 

Following an NSC meeting, the administration counters that bringing the fleet 

back to home ports, coupled with precipitous withdrawal from Japanese, South 

Korean, central Asian, Middle East, and European bases, would destabilize these 

regions and thus undermine American national security.

Could this happen? How realistic is this scenario? What are the adverse se-

curity and other implications of such a calamity? Could the euro or other key 

currencies face the same fate? Would worldwide depression be the outcome in 

any event? How dependent is maintaining national security on multilateral, 

collaborative actions that sustain the global monetary regime and the viability 

of currencies within it?

This book is about money and security. Defense establishments and the 

armed forces they organize, train, equip, and deploy depend upon the secu-

rity of capital and capital flows that have become increasingly globalized. Mili-

tary capabilities thus are closely tied not only to the size of the economic base 

from which they are drawn but also to the viability of global convertibility and 

exchange arrangements. We miss at our peril the potential for disruption of 

capital flows that can undermine U.S. economic security as well as the abil-

ity both to deploy military units, sustaining their operations worldwide, and 

to maintain the network of U.S. diplomatic missions and the programs they 

administer abroad.

Economic, military, and other capabilities do not exist in a vacuum as if they 

were objective realities “out there.” Yes, a currency’s (like the dollar’s) exchange 

value is a function of supply and demand, but these are essentially subjective 

judgments in markets about its relative worth in relation to other currencies. 

Although mass publics at home and abroad have a stake in these technical mat-

ters, the interests and interpretive understandings held by policy elites matter 

most—in particular those among the owners or managers of capital (or OMC), 
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who focus on international finance and the international monetary regimes 

that sustain global commerce and their capital positions.

Included in their ranks are the finance ministers, central bankers, private-

sector bankers, and others who own or manage large concentrations of cap-

ital—the decisive factor of production in the present world economy. Their 

judgments—especially those held by monetary officials who manage global 

capital flows—are heavily influenced by subjective appraisals of a country’s 

economic base and growth potential relative to other national economies. Also 

influential are the rules or accepted norms of the international monetary re-

gime within which the currency operates (and which they and those among the 

transnational OMC who preceded them have constructed).

References in this volume to the owners or managers of capital that appear 

throughout this volume are an empirically grounded shorthand for net credi-

tors, mainly those institutions or individuals with large capital holdings as well 

as those who may be less wealthy personally but manage capital held by others 

in relation to the capital flows that now occur globally. They are identifiable 

as real people. The category includes individuals in their private capacity or 

in their governmental or non-governmental roles in corporations, banks, and 

other groups. In our treatment of the relation between the dollar and national 

security in this book, however, our focus is primarily on banking and treasury 

officials (and those who advise or influence them)—all policy elites or experts 

who manage capital for central banks and governmental treasuries or finance 

ministries.

Because they deal with so important a factor of production as capital, es-

pecially its monetary representation, their decisions and actions are inherently 

political—as, indeed, most important and often contentious things are (or 

quickly become)! Just because the owners and managers of capital are an iden-

tifiable category does not mean that they are of one mind or that they always 

see their interests the same way.

Conflicts, formation of coalitions and countercoalitions among capital 

owners and managers, decisions (and the authority to make them) are the stuff 

of politics, whether one is acting domestically or globally. Authoritative choice 

about the dollar, its relation to other currencies, and the economy on which 

the currency is based are what matter to us here. Both mass publics and capital 

elites matter in financial and other markets, but on monetary policy decisions 

our focus is on the financial segment constituted by bankers (particularly cen-

tral bankers) and Treasury officials.
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Economic and national security is the objective we explore in the pages 

that follow, explicitly underscoring cooperative security as the most propitious 

means to that end. The Introduction, on Money and Security, sets the stage 

conceptually for what follows on the U.S. dollar, security, and monetary ex-

change. Subsequent chapters provide an historical narrative that underscores 

what is often overlooked—how security and money are inextricably linked. 

Most commentaries on international monetary matters focus on the implica-

tions for trade, investment, and economic growth of exchange-rate changes 

and the overall stability of a currency. Although these are an important part of 

economic security, few accounts take up how security in the broader sense can 

be advantaged or set back.

Part one: the euroPean Center— 

sterling, the Dollar, anD seCurity before WorlD War ii

The first part of the book takes up national and global security in relation 

to monetary exchange in the late nineteenth century, before and during World 

War I, and the interwar period that followed. We begin this story in Chapter 

One (“Money, Empire, and Prewar Security”) with current challenges in the 

European Union, but quickly flash back to the nineteenth century when Britain 

depended on the global acceptance of sterling (the pound, defined as equal to a 

fixed quantity of gold) for securing its worldwide empire, upon which, figura-

tively, “the sun never set.” Indeed, globes well into the last half of the twentieth 

century standardized with pale rose color those parts of residual empire and 

commonwealth.

The chapter chronicles the years leading up to World War I. Then, as now, in-

tervention by central and private banks and other financiers among the own-

ers or managers of capital was key to maintaining international liquidity—an 

essential component of security in the late-nineteenth- and early-twentieth-

century years before the outbreak of war in 1914.

In monetary finance things were never left purely to market forces then any 

more than they are today. Faced with crises, banks “too large to fail” now turn to 

governmental authorities for assistance, the latter understanding that allowing 

massive failures in the banking sector with spillover to the entire economy is con-

trary to the national interest. Notwithstanding laissez-faire, liberal sentiments in 

the ideological rhetoric of the day, economic- and military-security stakes were 

(and are) too high for the OMC to leave national currencies entirely at risk to 

market forces beyond their control. Plus ça change, plus c’est la même chose.
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The money and security story continues in Chapter Two (“Wartime Security 

and Monetary Exchange in the Great War”). During the “Great War” the Allies 

and the Central Powers refashioned their monetary regimes to sustain their 

war efforts. The warring parties also shared an interest in securing currency 

exchange between the rival camps. Even in the midst of world war, the adversar-

ies found ways to exchange each other’s currencies, particularly on the neutral 

ground offered by Swiss and Dutch banks. Access to an enemy’s currency for 

intelligence, espionage, or other purposes was a sideline activity, but one in 

which both sides had a vested interest.

World War I devastated European countries—both the defeated and the 

“victorious,” the latter left with substantial war debts owed in particular to the 

United States. It also marked the beginning of the end of the British Empire, 

though few understood this at the time. It would take a depression, World War 

II, and its aftermath to bleed Britain’s global capital position still further.

Chapter Three (“Restoring Sterling, Commerce, and Security after World 

War I”) addresses the immediate task after the war ended in 1918: to return, 

if possible, to what was understood as normalcy—restoring the sterling-gold 

exchange standard as foundation for global commerce and for the security of 

Britain and its global-imperial position. British and American central bankers 

worked collaboratively to make this happen, the dollar linked to sterling, the 

latter remaining the global benchmark.

Monetary collaboration between Britain and the United States was the 

foundation for cooperative security efforts between the two in the immediate 

postwar years. Understandings among capital owners or managers in and out 

of government over their commercial and security interests inspired the effort 

to restore the pre-1914 gold-exchange standard as the cornerstone of a new in-

ternational monetary regime.

Part tWo: the uniteD states Moves to the Center: 

Dollar PriMaCy anD aMeriCan national seCurity

Part Two of the book continues the monetary-security story, chronicling 

the dollar’s rise to preeminence from World War II to present-day challenges. 

Indeed, the dollar has played an instrumental role in American economic and 

national security over the past seven decades, the euro joining it in center stage 

in the first years of the new century.

Efforts in the 1920s to restore security and stabilize international monetary 

exchange so essential to international commerce ran amok when the stock 
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market crashed in 1929 and a decade of economic depression began. Coopera-

tive security on monetary matters fell apart during the 1930s, which we dis-

cuss in Chapter Four (“Money and Cooperative Security, the Interwar Years, 

and World War II”). So weakened was its capital position during the 1930s 

(the Great Depression years), Britain was unable to sustain its international 

monetary leadership and the U.S. proved unwilling at the time to assume the 

role.

Competitive devaluations, raising import tariffs, and other “beggar thy 

neighbor” policies became the illiberal order of the day. Given an arms race be-

tween Germany and both Britain (challenging its naval supremacy) and France 

(threatening its ground forces) and other factors, the monetary world again di-

vided into two opposing currency blocs between the Allies and the Axis powers. 

As in World War I, wartime monetary exchange was conducted not only within 

the two camps organized as opposing alliances, similar to the Great War, but 

also between them—Switzerland again a major neutral venue for such trans-

actions. The Netherlands, occupied by Germany in World War II, no longer 

played the significant monetary role it had in World War I.

Officials at the international conference held in 1944 at Bretton Woods, New 

Hampshire, forged a political consensus to restore relatively fixed exchange 

rates in a new dollar-gold exchange regime. American preferences prevailed at 

this gathering of governmental and other capital-management experts one year 

before the end of the war. Now having the world’s strongest capital position, 

U.S. officials finally took the torch of global monetary leadership from Britain, 

the dollar effectively displacing sterling in the new dollar-gold exchange regime.

In the minds of U.S. negotiators, it was in the U.S. (and capital) interest to 

do so. Given postwar opportunities (and the global responsibilities U.S. offi-

cials had assumed), the dollar as the universally accepted key currency and re-

serve asset allowed American decision-makers to make the substantial outlays 

necessary to finance the country’s economic and national security objectives 

abroad. Even oil became priced in dollars as principal unit of account, a sin-

gular U.S. advantage in the conduct of its foreign and national security policy 

abroad, particularly military deployments that depend so heavily on access to 

energy sources.

We examine security in relation to the Bretton Woods relatively fixed ex-

change-rate regime (1946–71) in Chapter Five (“Cold War and the Bretton 

Woods Years”) and, in Chapter Six (“Sustaining Dollar Primacy—From Bret-

ton Woods to Managed Flexibility”), the present-day exchange-rate regime of 
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managed flexibility that succeeded it. Dollar supremacy has marked the post–

World War II period, but others sought alternatives. Frustrated by post–Bretton 

Woods exchange-rate turbulence in the 1970s, policy elites in European Union 

countries coalesced in constructing a European monetary system of closely co-

ordinated exchange rates. These arrangements ultimately led to the establish-

ment of a European Central Bank (ECB) and emergence of the euro at the 

beginning of the new millennium as an alternative key currency and reserve 

asset alongside the dollar.

The United States, the European Union, and other countries with currencies 

accepted not only in payment of obligations but also held as reserves by oth-

ers enjoy greater freedom in the conduct of their foreign and national security 

policies. We discuss in Chapter Seven (“The Dollar, the Euro, and Cooperative 

Security”) the development of the euro in relation to the dollar and the promo-

tion of cooperative security. As with Americans, Europeans now are much less 

constrained in the outlays they make abroad than they would have been had 

the euro not come on stage and the Bretton Woods regime of relatively fixed 

exchange rates not yielded to one in which they fluctuate in relation to market 

forces moderated by treasury and central bank interventions.

Particularly when outlays are of massive scale, financing military and other 

government expenditures, however necessary they may seem, quickly becomes 

problematic if actions are taken unilaterally in the absence of a consensus or 

support base among policy elites in other countries. Cooperative measures 

from political and monetary authorities in other countries likely will be more 

forthcoming when, and if, efforts taken beforehand to develop a broad multi-

lateral consensus have met with some success.

Policy elites among capital managers, particularly treasury or finance min-

isters and central bankers, understand and know how to serve individual and 

shared commercial and security interests. Perceived individual and collective 

interests are the key drivers toward building the kind of durable consensus nec-

essary to sustain the external financing of American foreign and national secu-

rity policy. The same is true, of course, as decision-makers in European Union 

countries, China, Japan, Russia, India, Brazil, or other countries assume an even 

larger policy presence in global commerce, monetary, and security matters in 

the coming decades.

The international monetary story we relate in the pages that follow is fa-

miliar to readers of economic history. What is new in this telling, however, is 

its grounding in economic and national security. It is not just a matter of how 
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international monetary arrangements affect global trade and investment essen-

tial to economic security but also how they relate to the conduct of foreign and 

national security policies, especially the very expensive deployment and use of 

armed forces. It is this monetary component of hard power that is our focal 

point and that we address in the Conclusion.





The Dollar and National Security 





1

Security and the exchange of money are the subject of this book. Monetary 

matters are not just foundational to the “real” economy of domestic and inter-

national commerce, but also core to national and international security. Money 

and the economy are the means by which militaries are built and deployed op-

 introduction: Money and security

Few persons will be so visionary as seriously to contend that military forces 

ought not to be raised to quell a rebellion or resist an invasion. . . . Under 

a vigorous national government, the natural strength and resources of the 

country, directed to a common interest, would baffle all the combinations 

of European jealousy to restrain our growth. This situation would even take 

away the motive to such combinations, by inducing an impracticability of 

success. An active commerce, an extensive navigation, and a flourishing 

marine would then be the offspring of moral and physical necessity. . . .

Commerce is . . . the most productive source of national wealth. . . . 

Promoting the introduction and circulation of the precious metals [that is, 

money], those darling objects of human avarice and enterprise . . . serves 

to vivify and invigorate the channels of industry, and to make them flow 

with greater activity and copiousness. . . . Commerce . . . must of necessity 

render the payment of taxes easier, and facilitate the requisite supplies to the 

treasury. . . . A nation cannot long exist without revenues. . . . The necessities 

of the State . . . must be satisfied in some mode or other. . . . Unless all the 

sources of revenue are open to its demands, the finances of the community 

. . . cannot be put into a situation consistent with its respectability or its 

security. . . .

—Alexander Hamilton (later Secretary of the Treasury),  

Federalist 25, 11, and 12 (1787)

The appropriation of vast sums of money and a well-coordinated executive 

direction of our defense efforts are not in themselves enough. Guns, planes, 

ships and many other things have to be built in the factories and arsenals 

of America. . . . I want to make it clear that it is the purpose of the nation to 

build now with all possible speed every machine, every arsenal, every factory 

that we need to manufacture our defense materiel.. . . We must be the great 

arsenal of democracy. . . .

—Franklin Delano Roosevelt (Fireside Chat, December 1940)



2 introDuCtion: Money anD seCurity

erationally. They are also ends in themselves that we try to secure. Indeed, econ-

omy, money, and security are inextricably linked as both means and ends. We 

draw analytic distinctions among them, but empirically they are inseparable.

In these introductory remarks we set the stage conceptually for the chap-

ters that follow with sections on (1) money and security as social constructions 

accommodating national interests with subsections on security and economy, 

cooperative security and money, and managing exchange rates; (2) ideas and 

power, examining economic security, the globalization of capital, and the elites 

or individuals who own or manage it—referred to here as the OMC, the own-

ers or managers of capital; (3) the monetary component of U.S. foreign and 

national security policy—the privileges and costs of maintaining reserve cur-

rencies and how the U.S. dollar relates to European and Asian currencies, with 

particular attention to the Chinese case; and (4) international monetary regime 

change, U.S. commerce, and national security served by a greater propensity 

toward multilateralism.

the soCial ConstruCtion of Money anD seCurity

Money is a social construction.1 So are the rules for its exchange. We use 

money to measure value by setting prices or estimating worth, which in turn al-

lows us to buy and sell, import and export, save, invest, and reap the rewards or 

suffer the losses from such activities. As such, money is socially constructed to 

provide a unit of account and store of value as well as a medium of exchange—

a claim on goods and services both domestically and internationally.

Whether for consumption, saving, or investment, we engage in these ac-

tivities as individuals or in firms and other groups. So do governments. Com-

merce—the exchange of money, goods, and services as well as the norms we 

set and rules we make for its conduct in the markets we construct—is not just 

a private, nongovernmental domain. Governments and their agents—treasury 

officials and central bankers in monetary matters as managers of “sovereign” or 

state capital,2 foreign ministers and defense officials, military personnel, police, 

intelligence agents, and the like—are full participants, some playing decisive 

roles.

Security is also a social construction, although one not so easily achieved. 

Leaders of some states may seek gains through the use of armed force. Oth-

ers genuinely may seek to avoid war, but following the age-old maxim si vis 

pacem, para bellum—avoiding war through military preparedness—still costs 

enormous sums. This defense spending has to be financed, capital drawn from 
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national resources through taxation or borrowed either domestically or from 

abroad.

Spending more on “defense” often leads others to spend more as well, thus 

precluding all parties from registering real gains in security. Arms competi-

tion may itself contribute to the outbreak of war. Notwithstanding this security 

dilemma,3 military spending continues to consume extraordinary amounts of 

national product. Moreover, threats that motivate this spending come not only 

from other states but also from nonstate actors that engage in terrorism, insur-

gency, guerrilla warfare, or other forms of political violence.

Defense establishments and the armed forces they organize, finance, train, 

equip, and deploy depend upon the security of capital and capital flows that 

have become increasingly globalized.4 Military capabilities are closely tied not 

only to the size of the economic base from which they are drawn but also to 

the viability of global convertibility and exchange arrangements. U.S. policy-

makers miss at their peril the potential for disruption of capital flows that can 

undermine U.S. economic security,5 as well as the ability to maintain and de-

ploy military units abroad.

Players in currency and other markets now face cyber threats that further 

undermine confidence in the security of capital and the financial institutions 

constructed to sustain both its value and its utility in national and interna-

tional commerce. Attacks on private-sector and central banks are every much 

a threat to national and international security as are the more conventional 

threats states and societies face from the use of armed force. “Warriors” on the 

monetary front thus understand viscerally the amazingly complex set of chal-

lenges or outright threats from both state and nonstate actors.

In this volume we identify this historic but often overlooked linkage be-

tween security and international monetary arrangements that protects domes-

tic stakes in international commerce and helps finance expenditures for foreign 

policy and national security purposes. Constructing, maintaining, adapting, 

or transforming these international monetary arrangements or regimes—the 

rules that govern international monetary exchange—is part of a highly com-

plex, often highly charged political process.6

Security also shares with international monetary regimes this complexity 

and political connection, but has proven to be the far more elusive construct. 

It seems always beyond our grasp, whether defined more traditionally in the 

balance between war and peace among states or, as many now do, in terms of 

human rights and socioeconomic well-being. What security means (much less 
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how it is to be achieved) seems daunting in a world still defined as the domain 

of states claiming rights to act independently by virtue of their sovereignty and 

in which nonstate actors also pose threats across national borders.

Given their importance to so many parties with diverse understandings of 

the interests at stake, both economy and security quickly enter the domain of 

politics. If, as is often said, war is too important to be left to the generals, so it 

is that money and commerce cannot be left just to economists, the owners and 

managers of capital, or others engaged in business or government pursuits! 

We need to grasp the threads that tie international monetary relations with 

security concerns, understanding them jointly as essentially political matters.

seCurity anD eConoMy

U.S. foreign and national security policy-makers depend to a greater degree 

than even they sometimes realize upon the purchasing power and continued 

acceptance of the dollar, which they use around the clock to finance military 

and other governmental expenditures abroad. Indeed, American policy-makers 

have faced fewer of the financial or monetary constraints that limit the for-

eign and security policies pursued by policy elites in other countries. Even 

oil is priced in dollars. This privileged position is due, of course, to the size 

and strength of the U.S. economy and, as a result, the dollar’s standing since 

World War II as a principal reserve asset held by foreign finance ministries and 

central banks. Although the euro has assumed an ever-larger global role, the 

dollar is still the key currency used internationally as means of payment by 

those engaged in commercial, governmental, and other transactions. The dol-

lar remains not only the most commonly used means to finance transactions 

globally—investing, buying and selling, importing and exporting—but also the 

unit of account in pricing and contracting.

The euro has joined the dollar in these reserve-asset and key-currency 

roles.7 Although some predicted that the euro would challenge the dollar’s 

preeminence, in fact thus far it has been more the partner than the competi-

tor—as was the case earlier for the German mark, French franc, and Japa-

nese yen—currencies from countries closely tied by shared interests with the 

United States commercially as well as for their collective defense and security. 

Notwithstanding predictions of its demise, the euro has weathered financial 

crises, particularly those occurring among Mediterranean countries within 

the eurozone. Unlike the United States, which has national monetary and fis-

cal policies centralized at the federal level, European Union countries coordi-
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nate national monetary policies within a common central bank but still have 

separate fiscal policies.

These policy asymmetries among the participating eurozone states and the 

adverse political impact of remedies agreed or effectively imposed on member 

states are ongoing challenges to European unity. Moreover, some EU mem-

bers—notably Britain—have not adopted the euro, preferring instead to main-

tain their national currencies. Politics in the United Kingdom have led it to 

vacillate across the decades between a European and a transatlantic identity, the 

latter augmented by commonwealth ties that are the residuum of empire lost.

The Japanese yen—as with other national currencies—does not have the 

standing in world markets the dollar has enjoyed. Nor is it in sufficient sup-

ply to assume a role coequal with the dollar as key currency for international 

exchange. The same is true for the Chinese yuan (the renminbi or RMB) and 

other rising currencies that, although their presence has grown substantially, 

still have a relatively smaller presence globally.8 Indeed, their monetary authori-

ties still find it in their interest to maintain present arrangements for the ex-

change of their currencies with the dollar—the euro now joining it in center 

stage as well.

We depart in this book from the conventional script that tells the interna-

tional monetary story only in relation to international trade, investment, and 

other forms of commerce. Our focus here, then, is not just on money and econ-

omy—important as they are—but also on security. In this regard, money, ex-

change rates, and rules for currency exchange are social constructions integral 

to essentially political processes and grounded in both commercial and security 

interests. It is this relation between security and international monetary rela-

tions that most other accounts overlook.

Security and economy are clearly intertwined.9 Economic objectives—sus-

taining domestic economies, international commerce and monetary arrange-

ments—rest on a security rationale. Moreover, foreign and national security 

policies pursued by decision-makers in the United States and other countries 

also depend on the economic and military capabilities (the “hard” power) they 

have (and others see them as possessing).10 Indeed, military capabilities—the 

obverse side of the economic, hard-power coin—depend fundamentally on 

the capacity of the economic base and the willingness of policy-makers to al-

locate necessary resources to organize, train, equip and deploy armed forces. 

Government purchases—whether for nonmilitary purposes or for military 

deployments abroad—cannot take place or be sustained without international 
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acceptance of the national currencies they use to finance these foreign policy 

outlays.

Our focus in these pages, then, is on the international monetary component 

of hard power. We take up exchange rates—in effect the price for which a cur-

rency can be bought or sold—and the norms and rules by which currencies 

are traded. As noted above, the relative value and acceptance of national cur-

rencies reflect understandings in markets and among monetary officials about 

the strength or weakness of the economies that underlie them. Whether com-

mercial or governmental expenditures are made in one or another key currency 

and whether that currency is held as part of a country’s reserves matter, as do 

changes in exchange rates that directly affect purchasing power, whether for 

private or governmental purposes. Obviously not just technical matters left to 

specialists, these important, often contentious, matters quickly become politi-

cal.

CooPerative seCurity anD Money

As we review the historical record, we find substantial evidence of collabo-

ration among governments, particularly their treasury or finance ministry of-

ficials and central bankers—the latter in the United States, United Kingdom, 

and other countries performing quasi-governmental roles that still reflect their 

private-sector origins. Maintaining international monetary arrangements or 

regimes, influencing currency exchange rates, and sustaining the international 

flow of capital require various forms of multilateral collaboration. These are 

essentially political processes—coordinating central bank interventions in 

currency markets, setting or influencing interest rates that affect international 

capital flows, extending credit to central banks and other financial institutions, 

or meeting to adapt or change the regime by which money is exchanged.

This is really cooperative security, although the term is usually not applied 

to international monetary matters.11 We do so here on two grounds. First, the 

security of a currency—maintaining its acceptance as medium of exchange, 

unit of account, and store of value—has significant implications for trade, in-

vestment, and government expenditures for foreign policy and national secu-

rity purposes. Second, this monetary security cannot be provided unilaterally. 

It depends on constructive engagement by governments and their monetary 

officials—the managers of capital—finding interest-based grounds for coop-

erative, often collaborative, measures that fit collectively under the rubric of 

cooperative security.
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The concept of achieving security through cooperative, not just competi-

tive, means has been applied in the post–Cold War period primarily to military 

contexts, as in the pursuit of arms control or confidence- and security-building 

measures among states. It has also been a means by which states deal coop-

eratively with terrorist or other asymmetric threats posed by nonstate actors 

or “failed” states often torn by civil war or intercommunal strife. We extend 

the concept in this volume to international monetary politics in which the key 

players are the international managers of capital, principally central bankers 

and treasury or finance ministry officials, their representatives, and the staffs 

that support them.

Their cooperative security, collective task is to maintain the stability of an 

international monetary regime in which both state and nonstate actors are 

free to exchange their currencies to finance both governmental and nongov-

ernmental purchases and sales, imports and exports, capital investments, and 

other commercial transactions. Although we readily recognize their contribu-

tion to sustaining the global commerce of private-sector banks, corporations, 

other firms, and individuals, we focus in this volume on the often-overlooked 

security dependence by the United States and other state actors that rely on the 

international monetary regime to finance official purchases in support of the 

foreign and security policy actions they conduct abroad.

Failure to cooperate monetarily (as in the early 1930s during the Great De-

pression, when governments turned inward, devaluing their currencies com-

petitively to discourage imports and promote their exports) tends to reduce the 

volume of trade, impede international capital flows, and have adverse implica-

tions for both economic and national security—conflicts that may result in 

war. At least that was the experience in the lead-up to World War II.

As the historical record makes clear, however, even the late-nineteenth- 

and early-twentieth-century gold standards required cooperative or collab-

orative measures to make them work. The alleged automaticity of gold stan-

dards also proves to be the stuff of myth or legend—widely believed by many 

then and some now, but not really so. In fact, as managers of capital, central 

bankers coordinated interest rates, garnered official currency deposits held 

as reserves, and took other measures in tandem with their counterparts to 

secure their currencies—sustaining their acceptance as legal tender for pay-

ments and their convertibility to gold (or silver) and other currencies for use 

internationally.
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Managing exChange rates— 

aCCoMMoDating national interests

High levels of collaboration by treasury officials and central bankers were 

also necessary to sustain fixed exchange rates in peacetime and during two 

twentieth-century world wars. Formal adjustments were required from time 

to time—either revaluing a particular currency upward or devaluing it. As in 

earlier periods, efforts were made to avoid these diverse effects by fixing or 

keeping exchange rates relatively constant. The Bank of England was de facto 

manager of the nineteenth- and early-twentieth-century gold exchange stan-

dard in which sterling was principal reserve currency. In the post–World War II 

Bretton Woods regime, the dollar served this function—governments or their 

central banks able to hold dollars as reserves or, until 1971, exchange them for 

gold at $35 per ounce.

The move to a floating-rate regime in the 1970s did not remove the need 

for treasury and central-banking collaboration. Favoring an idealized or “pure” 

float, some said such interventions no longer would be necessary. Global mar-

kets would be self-adjusting—currencies finding their “natural” or equilibrium 

exchange rates. In fact, whatever the theoretical merits of the claim, economic, 

security, and other domestic stakes in exchange rates remained so high that the 

international monetary regime quickly became, at best, one of “managed” flex-

ibility. Moreover, avoiding the adverse experience of the 1930s required some 

degree of coordination to avoid the competitive devaluations and other mea-

sures in search of trade advantage that disrupted global commerce. Critics in 

any event dubbed it a “dirty” float—their way of describing government or 

central bank intervention in (or efforts to manage) currency markets.

To a greater degree than those in other economic sectors, central bankers 

understand and, for the most part, accept the need from time to time to inter-

vene in financial markets. During the more than four decades of a managed-

flexibility international monetary regime, treasury or finance ministry officials 

and central bankers have developed collaborative norms legitimizing these in-

terventions. Laissez-faire liberal ideological arguments aside, leaving currency 

values entirely to the market in practice continues to be a political nonstarter. 

Whatever their rhetoric, governments tend not to leave things entirely to the 

market. The stakes for them typically are too high for laissez faire. For them, 

money is too important simply to be left to markets.

Continental Europeans in particular—displeased with the adverse effects on 
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regional trade and investment stemming from exchange rate turbulence—be-

gan efforts in the 1970s initially to reduce fluctuations and later to fix their own 

exchange rates in a European Monetary System (EMS). The EMS became the 

basis, a quarter of a century later, for the emergence of the euro—its exchange 

value ultimately set in a managed float vis-à-vis the dollar and other currencies 

outside the euro area. To Europeans “management” meant providing stability 

to exchange rates—avoiding large swings in favor of smaller adjustments re-

lated to market supply and demand for particular currencies.

Stability within the euro zone (or euro currency area) requires coordination 

of national monetary policies within the European Central Bank (ECB) but, as 

noted above, this also depends on coordination of fiscal (tax, spend, and bor-

rowing) policies—country-by-country expenditures not exceeding revenues 

beyond agreed limits. Not surprisingly, this macroeconomic coordination of 

both fiscal and monetary policies and national (or “sovereign”) debt across the 

participating European countries has proven difficult, particularly given differ-

ent national levels of development and political priorities.

Germany and other countries with relatively strong economies see them-

selves as shouldering a heavy burden—paying a high price to sustain the euro 

positions of weaker economies. “Bailouts”—loaning capital to Greece and 

Spain beginning in 2010—underscored the economic asymmetries that make 

sustaining the euro politically difficult. Indeed, the divergence in macroeco-

nomic policy—some pursuing more expansionary fiscal policies than others—

has contributed not only to the need for monetary adjustments within the euro 

zone but also to substantial swings in the exchange value of the euro vis-à-vis 

the dollar and other currencies.

iDeas anD PoWer

Ideas grounded in interests matter, as do the capabilities or power mustered 

to advance them in the construction of international monetary regimes. Eco-

nomic and military capabilities are what Joseph Nye identifies as the bases of 

hard power, which he contrasts to the soft component that rests on the values 

and cultural understandings as well as diplomatic, bureaucratic, and other ca-

pabilities that lead others to follow.

When we unpack the international monetary component of “hard” pow-

er in Nye’s formulation, we find that it also rests on rather “soft” interpretive 

judgments that go into the construction of money and the modalities of its 

exchange. How we organize the transfer and exchange of currencies—the rules 
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we set forth and the institutions we create to facilitate this process—depends 

as well on the understandings that serve interests held by those in a position to 

construct, maintain, adapt, or transform these regimes. Correct or not, what 

matters are the understandings of interest held by those among the owners or 

managers of capital and others who also engage in day-to-day market transac-

tions.

Our focus here is on the economic, particularly the monetary, component of 

“hard” power that not only drives military capabilities but also has implications 

for various forms of “soft” power. Although often overlooked, what becomes 

apparent is a dependent relation of the military on the economic component 

of “hard” power. Militaries cannot exist, much less operate, apart from the eco-

nomic base that sustains them. Indeed, the size and quality of the armed forces 

that political and military leaders in a country are able to organize, finance, 

train, equip, and deploy are a function of the aggregate size and level of devel-

opment of the domestic economy.

Moreover, soft-power capabilities are also linked to the magnitude of hard-

power assets. Put another way, soft-power potential is substantially diminished 

in the absence of hard-power underpinnings. Quite apart from the quality of 

their ideas or other professional attributes, officials from countries possessing 

substantial military or economic, hard-power capabilities are usually taken 

more seriously in global markets and international organizations than those 

from smaller countries lacking these hard-power assets. The soft power that 

officials are able to exercise, then, is directly related to shared understandings 

other parties have of their hard-power assets.

Stated more formally, this distinction in Joseph Nye’s account between 

“hard” (military and economic) and “soft” power leads us to explore how these 

components are related: (1) the dependent relation of the military on the eco-

nomic component of hard power; and (2) the dependent relation of soft power 

on both economic and military capabilities that constitute this hard power. 

Military capabilities depend upon the strength of the underlying economy that 

provides the human and physical resources that can be allocated to military 

purposes. The soft power Joseph Nye describes is substantially diminished in 

the absence of hard power underpinnings.

Although we may draw analytical distinctions between hard and soft power, 

empirically these factors are always a function of interpretive understandings 

held by elites and mass publics both at home and abroad. Thus, economic, 

military, and “soft power” capabilities do not exist in a vacuum, as if they were 
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objective realities “out there.” Yes, a currency’s (like the dollar’s) exchange value 

is a function of supply and demand, but these are themselves subjective judg-

ments in markets about its relative worth in relation to other currencies. These 

judgments are heavily influenced as well by subjective appraisals of a country’s 

economic base—its magnitude and growth potential relative to other national 

economies. Also influential are the rules or accepted norms of the international 

monetary regime within which the currency operates.

The focus, then, is on which ideas serve whose interests, the relative capabili-

ties—measured in large part by the capital base or productive capacity of the 

players (both state and nonstate actors) that empower or constrain the actions 

of their officials or representatives. In this regard, it is a mistake to reduce power 

or relative power merely to military capabilities, which themselves depend so 

heavily upon the capital base or productive capacity in a society—what Adam 

Smith called the wealth of nations.

Viewed in the aggregate, then, the economy is the foundational measure of 

a state’s overall capabilities or power—economy understood broadly not just 

in terms of access to capital and natural resources but also in human-resource 

terms (the education, skills, and the ideas or values people hold related to sav-

ings and investment). These are essential to production and all forms of com-

merce and other social activities in and outside of governments pursued by 

both international and nongovernmental organizations. Of particular interest 

to us here, however, is that these are essential components that facilitate or con-

strain the size and overall capabilities of the armed forces political and military 

leaders are able to assemble. Understandings held by policy elites of the relative 

distribution of these capabilities profoundly influence the scope or range of 

alternatives from which policy-makers are free to choose.

eConoMiC seCurity, the globalization of  

CaPital oWners anD Managers

Economic security matters to states and people in their societies. Indeed, 

security is not just a project for military, police, and paramilitary forces to at-

tend, but also relates to capital and the stakes societies and their populations 

have in the value of their properties, investment, trade, the currencies they ex-

change, and other forms of commerce. The armed forces a country can raise, 

maintain, and deploy in combat, as noted above, also depend upon a society’s 

capital base—the economy’s productive capacity.

Functioning of the economy as a whole and the economic well-being of 
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peoples nationally and in global society depend on security—maintenance 

of the security that facilitates and sustains all forms of commerce. Access to 

human and natural resources is an essential element of economic security, 

and this access depends upon the global flow of capital. Maintaining these 

capital flows that enable and facilitate the regional and global movement of 

labor and natural resources is a core security task for states as well as interna-

tional and nongovernmental organizations (to include business firms) operat-

ing in a globalized economy.

Security calculations affect (and are affected by) international monetary 

regimes—the ways and means of managing capital flows in war and peace. 

The dollar, euro, and other currencies that play so important a role in the 

present-day global economy face substantial threats or challenges in global 

markets, particularly as officials who seek a balance between their domestic 

and international priorities confront market forces they may influence, but 

are essentially beyond their direct control. Economic and military security 

depends, in part, on successful use of the ways and means taken to sustain a 

currency’s position within the international monetary regime.

Ideas or norms in the applied form of common practices and institutional-

ized rules (and the international organizations and practices in which these 

rules typically are embedded) facilitate international monetary exchange. 

These capital flows are essential to buying and selling, importing and export-

ing, investing, and realizing returns from all of these activities. Governments 

and their foreign policy and military establishments depend on the value and 

acceptance of their national currencies to finance the purchases they make 

abroad. It is the ideational component embedded in monetary-exchange rules, 

however, that defines the policy space in the construction, maintenance, adap-

tation, or transformation of international monetary regimes. Integral to the 

viability of capital and global capital flows are the adaptations or changes made 

from time to time in and to the regime itself.

Experts matter in these processes, particularly given the technical com-

plexity of the subject matter. These “experts” are diverse, but crosscutting or 

overlapping elite groups are composed of central bankers, finance ministry or 

treasury officials, economists, and other academics. Of these, central bankers 

constitute what Peter Haas refers to as an epistemic community—“a network of 

professionals with recognized expertise and competence in a particular domain 

and an authoritative claim to policy-relevant knowledge within that domain or 

issue-area.”12
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They and treasury officials—at home and abroad—are an extraordinarily 

important part of those who own or manage capital worldwide. The principal 

agents of economic globalization are found among them in government, bank-

ing, the corporate sphere, and elsewhere in the private sector. These “managers” 

or “owners” of capital vary substantially in personal wealth and the incomes 

they earn. Quite apart from these considerations, however, they are the ones 

who are the principal players in global markets, who buy and sell, import and 

export, invest, and reap the rewards (or suffer losses) from the large capital 

holdings they manage or own. Some have governmental or quasi-governmen-

tal authority (treasury officials and central bankers respectively). Others do not 

(banking and corporate officials, investors, and other capital owners), but all 

have a stake in what governments do (or do not do), which has direct impact 

on their capital positions. Finding ways to influence those in authority to make 

decisions compatible with their understandings of public or private interests 

makes these economic matters essentially political. Put succinctly, these politics 

deal with authoritative choice and the actions taken to implement decisions made.

To a far greater degree than treasury officials who usually owe their positions 

to political appointment of relatively shorter duration,13 central bankers have 

developed and expanded their “community” substantially through their mul-

tiple networks, established particularly during and since the founding in 1930 

of the Bank for International Settlements (BIS). The BIS has provided a venue 

where they have met regularly in Basel and other institutional settings for more 

than eight decades. Most European members now communicate routinely as 

well within the ECB in Frankfurt.14 A consensus among these “experts” on the 

ways and means of managing domestic and global monetary matters sustains 

existing arrangements or adapts them to changing circumstances, thus help-

ing maintain a given international monetary regime. A shift in this ideational 

consensus can lead to (or legitimize) transformation from one set of rules to 

another, thus altering the way in which money is exchanged globally.

Such a shift in ideas or understandings may be a reaction to changes in cir-

cumstances (as in the outbreak of two world wars in the twentieth century) or 

may reflect new calculations on how better to serve the interests articulated by 

the relevant players, the officials of both states and nonstate actors that cross 

and crisscross state boundaries in an increasingly global, capitalist world econ-

omy. Not surprisingly, ideas grounded in the interests of capital-rich states and 

those they represent, particularly the capital owners or managers, have greater 

sway in these constructions. Relative capabilities or power does matter in the 
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political determinations of which ideas become embedded in the rules, institu-

tions, and resultant processes of the international monetary regime. Indeed, 

ideas grounded in interests (and driven by the relative capabilities or power 

as means) are the driving forces that matter in the construction, maintenance, 

adaptation, or transformation of international monetary regimes.

the Monetary CoMPonent of  

u.s. foreign anD national seCurity PoliCy

Money and the rules associated with its exchange, then, are the social con-

structions that enable or constrain the conduct of American foreign policy to 

include global deployments of military forces. Other finance ministries and 

their central banks more readily accept foreign currencies when their own se-

curity interests are at stake, as in the dollar’s standing among NATO members 

and U.S. allies in Japan and South Korea—all of whom have depended on U.S. 

contributions to their security, particularly during the Cold War years. Simi-

larly, Saudi Arabia depends upon a U.S. security guarantee and not only ac-

cepts dollars as a substantial part of its reserves, but also leads other petroleum 

exporters to price oil in dollars while, at the same time, ensuring that ample 

supplies of the commodity are available to global markets. For its part, China’s 

interest in sustaining export markets and capital investment from abroad leads 

it to accept and accumulate as reserves not only dollars and yen, but also the 

euro.

The policy elites of major powers—politically connected central bankers 

and finance ministry or treasury officials—are the managers of capital, the 

principal drivers who construct the rules of the international monetary game, 

enabled as they are by (1) their technical expertise; (2) the economic, military, 

and other capabilities available to them; and (3) the international networks of 

which they are a part. What motivates them primarily is their interest in pre-

serving their freedom of action or improving their relative positions nationally 

in the global pecking order as they manage the monetary component of their 

domestic economies. Consensus on norms or “best practices” developed within 

the central-banking, knowledge-based epistemic community also frames the 

choices they are likely to make. Policy elites of lesser powers have to plead their 

cause or make their case to those who hold the strings and are willing to listen 

or, alternatively, to those who can represent their position in the inner political 

decision-making circles of national governments and international organiza-

tions.
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By design, international monetary regimes serve the interests (to include 

enlightened self-interests) of those who construct and maintain them. Ideas 

grounded in these interests drive the architecture of these regime constructions 

and legitimate efforts to maintain or adapt them to changing circumstances. 

Because sustaining transnational capital flows is so central to global and na-

tional economies, maintaining these regimes is itself an important security 

task for governments (particularly treasury officials and central bankers), their 

financial institutions, and international and nongovernmental organizations 

that participate in these capital-management processes.

the Privileges anD Costs of  

Maintaining reserve CurrenCies

French president Charles de Gaulle famously complained at a February 

4, 1965, press conference about what he described as an exclusive, extraordi-

nary, or exorbitant privilege the United States enjoyed at the time15—“this sig-

nal privilege, this signal advantage,” as he put it. American policy-makers had 

greater freedom of action and did not face the same monetary discipline as 

their counterparts in France and other countries. His remedy was a return to 

gold—“an indisputable monetary base, and one that does not bear the mark of 

any particular country. In truth, one does not see how one could really have any 

standard criterion other than gold.”

Quite apart from de Gaulle’s preference in the 1960s for a gold-based ex-

change standard, he correctly identified how the conduct of American foreign 

and national security policy depends to a greater degree than usually recog-

nized on the viability of the U.S. currency—its acceptance not only in commer-

cial markets, but also by treasury officials and central bankers abroad in pay-

ment for governmental obligations. A distant echo of this Gaullist complaint 

could be heard more than half a century later in March 2010 when former 

French president Nicholas Sarkozy, calling for European-American collabora-

tion in “inventing the rules for the economy of tomorrow,” asked whether a 

single country (the United States) and its currency (the dollar) should occupy 

so dominant a role in present-day global commerce.

In this regard, the widely recognized size and strength of the American 

economy that underlie the dollar’s position remain foundational to global 

commerce. Since World War II—when, in the early postwar years U.S. GDP 

was half of the world’s total—the dollar has served as the world’s principal re-

serve currency (in which, as noted, oil and many other goods and services also 
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are priced or contracted). After an initial dollar “shortage” in the late 1940s and 

1950s,16 sustained balance-of-payments deficits have kept the dollar in more 

than ample supply.

Key currencies like the dollar have sufficient standing to be held as official 

reserves to a greater or lesser degree by other national treasuries or their central 

banks, which conveys advantages to the country of the particular currency’s 

origin. Private demand for the dollar in markets both at home and abroad helps 

sustain its global position vis-à-vis the euro, the yen, sterling, yuan, and other 

currencies. These dollars finance buying or selling stocks and bonds issued by 

American corporations, imports and exports, and direct investments in the 

United States or abroad. U.S. Treasury bonds are widely held by capital owners 

as secure assets with an assured return on investment.

While there are clear advantages, if not privileges, to hosting a reserve cur-

rency held by others, there are also substantial costs or potential pitfalls. Ex-

change rates (and changes in them) directly affect prices, conveying trade and 

investment advantages to some and disadvantages to others. Currencies that 

appreciate in value (revalued upward) increase purchasing power the coun-

try enjoys internationally. Imports, travel, investments, and military outlays 

abroad become less expensive. On the cost side of the ledger, however, exports, 

travel within the country by tourists from abroad, and investments there be-

come more expensive to foreigners. Depreciating currencies (devaluations) 

tend to have the reverse effects.17

Governments also benefit when their national currency is overvalued or ris-

ing because it “goes further”—buys more at lower prices, thus reducing the 

budgetary cost of military and other government spending abroad. Again, the 

reverse also tends to be true. Devaluing or encouraging the currency to depreci-

ate in pursuit of employment gains through export-trade or other advantages 

also raises the budgetary cost of government outlays. Put another way, U.S. 

spending abroad for the same goods and services to support military deploy-

ments increases when the dollar’s exchange value declines. The privilege of oil 

pricing in dollars reduces this exposure somewhat when purchases of fuel for 

ships, aircraft, and vehicles on land are made directly in dollars rather than with 

local currencies.

Given the extraordinary extent of U.S. military and other obligations 

abroad, overvaluing the dollar conveys clear budgetary advantage to the U.S. 

government. It also enhances the buying power of both importers and investors 

looking for opportunities abroad. This comes, of course, at a very real cost to 
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Americans employed in agriculture, manufacturing, and other export sectors 

adversely affected by exchange-rate-induced, higher, and thus less competitive 

prices for American products in foreign markets.

the u.s. Dollar anD euroPean anD asian CurrenCies

For more than half a century, the German mark and French franc (now the 

euro), Japanese yen, and British sterling also have been key currencies for inter-

national commerce. Treasuries or their central banks also hold them as part of 

their reserves, but never in the quantities the U.S. has supplied dollars to global 

markets. Only over the last decade and a half, with the emergence of the euro—

the dominant currency in Continental Europe and its major trading partners 

in Africa and elsewhere—have we seen a currency of sufficient size and strength 

that could rival the dollar’s preeminence globally.

In practice, however, asymmetries in fiscal policies and the underlying econ-

omies of eurozone countries have created uncertainty, at least in the near term, 

of the euro’s viability as rival, much less substitute, for the dollar in global com-

merce. Efforts have been made to strengthen the authority and resources read-

ily available to the European Central Bank, but the ECB does not have the ca-

pabilities of the U.S. Federal Reserve, its American central banking counterpart. 

It is not just seventeen countries with seventeen different fiscal policies at issue, 

but also political limits on the ECB’s access to capital that undermine its ability 

to ensure the maintenance of international liquidity among its members.

Working independently, but usually in close coordination with a single trea-

sury, the U.S. Federal Reserve, by contrast, has far more authority on its own to 

purchase “assets” typically in the form of government bonds and other securi-

ties (both governmental and nongovernmental), thus providing capital needed 

by financial institutions and the markets within which they operate. “Quantita-

tive easing” for domestic purposes (adding to the aggregate money supply by 

buying financial assets like Treasury or other bonds) also has important effects 

felt in global currency and stock markets, as does the reverse—the selling of 

securities in open-market operations, which reduces the quantity of money in 

circulation.

As with other currencies, the exchange value of the dollar and euro is a func-

tion of supply and demand, which also reflects understandings in the market 

about the size and strength of the domestic economic base on which the cur-

rency rests. Beyond the global need for a particular currency as a means to 

finance day-to-day trade and investment, the demand for it also is a function 
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of the stability or security it provides to the owners of capital or other assets 

held in the country or currency area. Rules or accepted norms of the interna-

tional monetary regime within which currency transactions occur matter, as 

do monetary policy and interest rates, influenced as they are by the capital-

management actions of treasuries and central banks.

Not surprisingly, liquid capital tends to be drawn to countries with stable 

economies and currencies that offer a higher real return in financial markets 

on government and corporate bonds, bank deposits, shares of stock, and other 

assets. Capital also flees from countries lacking security, stability, or competi-

tive returns, which typically are at the root of currency crises. Conditions that 

undermine a currency’s exchange value and even its continued acceptance 

as payment occur when government outlays vastly exceed revenues or when 

private-sector owners of capital deploy their assets to other countries at levels 

substantially exceeding the inflow of investment capital from abroad. These are 

not just problems of the capital poor, but also challenges faced by capital-rich 

countries.

In sum, being able to spend vast sums without the same constraints others 

face certainly has facilitated the making and implementation abroad of U.S. de-

cisions and actions over some seven decades since World War II. By no means is 

the U.S. position a function merely of good will, much less charity, by authori-

ties in other countries. No, it is the underlying strength of the economic base 

that assures the viability of the dollar. Oil pricing in dollars also facilitates not 

only U.S. purchases for domestic consumption, but also global deployments of 

the armed forces. Put succinctly, national and international security depends 

on the viability of the dollar.

In a typical year, U.S. defense spending is almost as much as—sometimes ex-

ceeding—the total amount spent by all other countries combined!18 When U.S. 

government spending for defense and other purposes exceeds tax revenues, the 

deficit typically is made up by issuing bonds—borrowing in financial markets 

from both domestic and international sources. Finance ministry officials and 

central bankers in other countries help make this possible by holding Ameri-

can debt directly and by maintaining or expanding the number of dollars they 

already have in their official reserve accounts. Thus far, at least, it has been in 

their interest to do so, at least as they have understood the circumstances that 

vary over time.
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the Chinese Case

China continues to buy and hold U.S. Treasuries and other dollar-denom-

inated assets in order to sustain its export position and capital inflows from 

abroad. Ironically, in this ongoing process China is effectively underwriting 

U.S. defense expenditures and other government outlays abroad! Ongoing 

Chinese trade surpluses help keep domestic production and employment there 

at a relatively high level. Net payments received from trade also add further to 

accumulation of capital from foreign investment and other sources essential to 

longer-term economic development. Supporting the dollar or, put the opposite 

way, buying U.S. Treasuries to hold as reserves to keep the renminbi (RMB or 

yuan) from appreciating too rapidly in value vis-à-vis the dollar serves both 

Chinese and American interests.

At the same time, given American balance-of-payments and employment 

considerations, the United States continues to press China to allow its currency 

to appreciate vis-à-vis the dollar to improve the U.S. export position and make 

further investments of U.S. capital in China somewhat less advantageous to 

American business interests. Although U.S. owners of capital have much to 

gain from an undervalued Chinese currency (put another way, an overvalued 

dollar that makes investments or purchases of foreign assets less expensive than 

they otherwise would be), this “advantage” comes at a very real cost to domestic 

employment in the United States.

Tensions rise from time to time on the relative advantages or disadvantages 

the two parties receive from a given yuan-dollar exchange rate. When U.S. of-

ficials push their Chinese counterparts to allow the yuan to appreciate, the lat-

ter counter with concerns that the dollar component of their foreign-currency 

holdings already vastly exceeds their need for them as reserves. The Chinese-

American dispute, then, is focused on the rate at which the RMB appreciates, 

U.S. officials generally favoring larger upward adjustments sooner.

Of course, any Chinese wholesale effort to dump the dollar—selling those 

accumulated as reserves and no longer buying U.S. Treasuries or other dollar-

denominated assets—would have potentially catastrophic economic conse-

quences for both countries, not to mention other countries adversely affected. 

Given this locked-in, mutual vulnerability, shifts from the status quo have tend-

ed to be slow in coming.

The security interests of both countries are tied by these mutual vulner-

abilities. Consistent with mutually agreed or accepted targets, sustaining the 
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bilateral U.S.-China arrangement depends, then, upon both explicit and tacit 

understandings by officials in both countries to take steps designed to maintain 

or adjust existing exchange rates in global markets.

China benefits from an overvalued dollar that makes its exports less expen-

sive not only to Americans, but also to others with accounts denominated in 

dollars they use to pay for their imports. Capital also moves to China as inves-

tors from abroad tend to find their overvalued dollars (euro, or other over-

valued reserve currencies) go further there, particularly investments in labor-

intensive production. Thus an undervalued yuan (put another way, overvalued 

foreign currencies relative to the yuan) helps to sustain not only Chinese do-

mestic production and employment, but also capital formation. Running trade 

surpluses and attracting foreign investment produce a net capital inflow—an 

essential ingredient for meeting its own investment and development goals.

Although losing domestic production and employment—very real costs to 

those affected, particularly in labor-intensive industries—the United States and 

other countries with overvalued currencies relative to the yuan do benefit from 

lesser-priced imports from China, making them more affordable to consumers 

and reducing inflationary pressures in domestic markets. Capital interests are 

also advantaged by the enhanced purchasing power of their investment dollars 

spent in China, as well as by the returns they expect to realize from these invest-

ments. U.S. and other importers and retailers gain by the profits they receive 

from increased sales to consumers of less expensive products.

For its part, the United States benefits from external monetary support for 

the dollar, which, as we’ve noted, China continues to hold far in excess of its 

reserve requirements. Again, Chinese officials do so because of their national 

interest in sustaining their own economic growth. The Chinese position in the 

global economy depends on commerce with the United States and European 

and other countries whose officials, firms, and individuals use the dollar, euro, 

or other currencies to finance commercial, investment, and related transac-

tions.

Finally, accumulated balance-of-payments and budget deficits financed by 

non-U.S. capital sources increase the potential financial leverage policy elites 

abroad can use in efforts to constrain American policy choices with which they 

disagree. Reminding the United States of the supportive financial role its of-

ficials play, China has cautioned the United States, for example, not to pursue 

policies that accommodate Tibetan nationalists or other human rights groups 

challenging Beijing’s “domestic” policies.
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Not surprisingly, the United States thus far has openly resisted such pres-

sures. For their part, exercising leverage against the dollar to constrain U.S. 

policy-makers or dissuade them from taking a particular policy course can be 

costly to those in China or elsewhere considering the possibilities of doing so. 

Undercutting the dollar is not in the Chinese interest. Policy elites now in posi-

tions of authority in Beijing understand this, as do their counterparts in Wash-

ington, New York, and elsewhere.

international Monetary regiMe Change,  

u.s. CoMMerCe, anD national seCurity

The U.S. trade balance moving into deficit—imports exceeding exports for 

the first time since the nineteenth century—precipitated President Richard 

Nixon’s decision in 1971 to abandon the Bretton Woods regime. This change 

from relatively fixed exchange rates under Bretton Woods rules to “managed 

flexibility” enhanced the U.S. capacity to conduct an active foreign and national 

security policy global in scope. In the more than four decades since the end of 

Bretton Woods, pressure was substantially reduced on American officials con-

cerned with the ways and means of financing continuing government spending 

abroad for defense and other purposes.

As principal architect of the Bretton Woods rules, the United States was still 

in a position to take unilateral action to change the international monetary 

regime when these arrangements were no longer understood as serving either 

its commercial or governmental interests. President Nixon’s action shut the 

American “gold window” and allowed the dollar to float vis-à-vis other curren-

cies for the first time since 1934, when President Franklin Roosevelt had set the 

dollar-gold parity at $35 per ounce. No longer required to sell gold to countries 

wishing to cash in surplus dollars—its obligation under Bretton Woods rules—

the United States was freed from any monetary discipline France or other coun-

tries might have tried to impose in efforts to curb the American “privilege” to 

continue spending more than it took in, pursuing its own foreign and national 

security policy without the same financial need to consult or coordinate with 

allies, coalition partners, or anyone else.

The end of Bretton Woods thus ushered in a new era that permitted what 

was dubbed the “benign neglect” of balance-of-payments deficits, in principle 

allowing the dollar to follow the market—its value fluctuating relative to other 

currencies. In addition to allowing U.S. government officials to conduct Ameri-

can foreign and national security policy with even fewer monetary constraints, 
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the new regime—adapted from time to time to changing circumstances by in-

ternational agreement—allowed exchange rates to reflect more readily changes 

in market supply and demand, thus facilitating the global capital flows essential 

to the increasing globalization of trade, investment, and other forms of com-

merce. The United States was effectively freed from the more stringent balance-

of-payments discipline of the Bretton Woods regime that required financing 

these deficits from currency reserves, gold transfers, loans, or other arrange-

ments with the IMF, central banks, or other financial institutions.

Treasury and central bank interventions in international monetary markets 

have continued under the post–Bretton Woods, managed-flexibility regime 

that remains in effect. Conveying trade, investment, and other advantages to 

some at the expense of others makes efforts to keep a currency from falling (or 

appreciating) in value by no means politically neutral acts. Because of their 

standing as key currencies held as reserves, other countries using or holding 

the dollar, euro, or other deposits for this purpose gain or lose value when the 

reserve currency appreciates or depreciates. Holding a “basket” of key curren-

cies as reserves is a way central banks can hedge their bets—as one currency 

depreciates, others may increase in exchange value, thus mitigating any loss.

Concerns for inflation aside, U.S. officials from time to time do seek to re-

duce the American trade and capital-outflow disadvantage by seeking a sub-

stantial decline in the dollar’s exchange value. To avoid retaliatory measures, 

devaluing the dollar to encourage American exports in efforts to stimulate do-

mestic production and employment usually requires coordination with mon-

etary officials in other countries. To the extent that a growing U.S. economy has 

positive effects on their own economies (more exports to the United States and, 

perhaps, increased capital investment from abroad), they may be willing to do 

so. Allies and other countries depending on the U.S. for their security have an 

additional motivation for this kind of collaboration.

On the other hand, government and central banking counterparts abroad 

may also share concerns from time to time about an excessive supply of dol-

lars in global markets, increasing balances in their own reserve accounts, and 

domestic inflationary pressures when dollars are exchanged for purchases in 

local currencies. Whatever domestic gain realized from reducing the dollar’s 

exchange value comes, of course, with its own set of negative implications. As 

noted earlier, devaluation reduces the purchasing power of the dollar, thus rais-

ing costs not just for Americans traveling or living abroad but also for both 

business and government—an adverse budgetary impact particularly on the 
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latter. Put another way, a dollar that buys less means that Defense, State, and 

other U.S. government agencies will have to spend more dollars to sustain their 

commitments abroad.

Finance ministry officials and central bankers in other countries clearly 

have understood their own national interests in the continued viability of the 

dollar as a currency that secures their own stakes in international commerce. 

Given their economic or financial stakes in present arrangements, undercutting 

the dollar is not without its economic or financial costs or risks for those who 

would choose to do so.

Nevertheless, increasing American dependency on others to accept the dol-

lar, in effect their continuing willingness to afford full faith and credit to the 

United States, brings greater pressure on officials in Washington to pursue poli-

cies abroad consistent with security and other interests shared by other coun-

tries called upon to help finance outlays for these purposes. This is particularly 

so, given the more recent advent of the euro as an alternative reserve currency 

in a field in which the U.S. dollar previously had no rivals of comparable sig-

nificance. Moreover, politically motivated actions on Capitol Hill that bring the 

government to the brink of defaulting on its obligations undermine the dollar’s 

value and acceptance. The net effect of such actions is adverse to American na-

tional security. Those who persist in such conduct, often unaware of its impli-

cations, are undermining not only the dollar’s standing but also U.S. national 

security. 

seCurity anD a greater ProPensity  

toWarD MultilateralisM

When the dollar stood alone as the world’s leading key currency and prin-

cipal reserve asset, U.S. officials enjoyed greater freedom from monetary con-

straint. This is no longer the case, notwithstanding short-term challenges to the 

euro’s position. As a result, now and in the future American policy-makers—

sensitive to the need to sustain the U.S. financial position vis-à-vis other coun-

tries—likely will be more prone to frame their policies multilaterally, which 

earlier administrations could, if they preferred, more readily avoid. After all, 

beyond private-sector spending, U.S. government expenditures abroad need 

to be financed—payments in dollars for military or other purposes readily ac-

cepted.

During the Cold War, U.S. multilateralism on security matters was institu-

tionalized in NATO,19 the OAS in Latin America,20 CENTO in the Middle East,21 
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SEATO in Southeast Asia,22 and ANZUS23 in Australasia. Bilateral alliances 

with Japan, South Korea, Taiwan,24 Canada,25 and the Philippines cemented 

the foundation stones of U.S.-led regional security in East Asia. These over-

seas commitments (both bilateral and multilateral) required massive outlays 

abroad by the United States.

Essential to financing these payments was, again, a willingness by allies, co-

alition partners, and other countries to accept dollars for payment and hold 

them as reserves—seemingly without limit. Monetary challenges in the late 

1950s when Germany and other countries converted some dollar surpluses into 

gold (and again, a decade later, when France and Switzerland did the same) 

were short-term exceptions to the overall level of military and monetary col-

laboration. These exceptions aside, cooperative security was the order of the 

day.

Dependency on the U.S. military contribution to security in Europe and 

East Asia was important leverage the United States possessed directly or indi-

rectly to ensure this monetary support. Policy elites in major Western European 

powers as well as in Japan, South Korea, and other Asian countries also came to 

understand how support for the dollar was not just in their economic but also 

in their national security interests.

In the post–Cold War period, however, the security rationale for sustaining 

the dollar’s position, though still present, is not as prominent among policy 

elites as before. Indeed, the Cold War years were marked by an East-West con-

test in Europe, the North Atlantic area, and East Asia that also touched security 

interests across the globe. Cooperative-security arrangements depend on active 

cultivation by the United States of its allies and coalition partners, coupled with 

an understanding by these policy elites that sustaining the dollar’s global role 

also is in their economic and security interests.

Particularly given American economic prominence and the central role the 

United States played in security matters throughout this period, the propensity 

to collaborate monetarily with the United States rests, in large part, on custom-

ary practices and norms developed and reinforced during World War II and 

the decades that followed. Sustaining this support, however, requires ongoing 

recognition by policy-makers abroad of their own national economic stakes, as 

well as their own security and other interests served by continuing U.S. govern-

ment outlays that finance the policies it pursues abroad. Collaborative ways and 

means include: (1) sharing information; (2) coordinating market interventions 

on exchange rates; and (3) maintaining (or increasing) dollar reserves even as 
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they balance them with euros and other key currencies they also keep as re-

serves and use in financial transactions.

Cooperative measures from political and monetary authorities in other 

countries likely will be more forthcoming when, and if, efforts taken before-

hand to develop a broad multilateral consensus have met with some success. 

Shared commercial and security interests—as policy elites, particularly trea-

sury or finance ministers and central bankers in other countries, understand 

them—are the keys to building the kind of durable consensus necessary to sus-

tain the external financing of American foreign and national security policy. 

The same is true, of course, as decision-makers in European Union countries, 

China, Japan, Russia, India, Brazil, or other countries in the coming decades as-

sume an even larger policy presence in global commerce and security matters.

afterWorD

The dollar still enjoys primacy or, some might say, standing as primus inter 

pares in relation to the euro, which has joined it in center stage among the 

world’s currencies. The dollar’s privileged position has facilitated the conduct 

of U.S. foreign and national security policy since the end of World War II, much 

as, in the late nineteenth and early twentieth centuries, sterling supremacy al-

lowed Britain to sustain a global empire. The emergence of the euro since the 

turn of the century—the importance of American links with EU counterparts 

in a cooperative two-way street to maintain international liquidity—compares 

to collaborative measures in the late nineteenth century as well as the ster-

ling-dollar diplomacy of close collaboration in the 1920s between British and 

American monetary officials. As the currencies of other major players such as 

China, Russia, Brazil, and India almost certainly become more prominent than 

they are now, the personal and institutional bases for even greater multilateral-

ism need to be in place if cooperative economic and national security is to be 

sustained. Reinforcing and expanding cooperative norms (as well as adapting 

national and international institutions to accommodate more players in these 

monetary roles) are essential steps in planning for the day when the United 

States no longer holds so many of the cards.
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From the outset of the new millennium, European Union planners understood 

that a common currency and monetary policy required comparable fiscal poli-

cies. After much negotiation, the parties had agreed on goals relating to taxing, 

spending, and borrowing with limits set on budget deficits and national debt as 

a proportion of gross domestic product. As a practical matter, however, recon-

ciling differences in fiscal policy was more easily said than done.

Indeed, serious questions arose a decade after the birth of the euro. Ex-

pansive national fiscal policies among Mediterranean members collided head 

on with the more conservative tax-and-spend policies of Germany and other 

northern European countries. Not surprisingly, these fiscal asymmetries chal-

lenged the viability of the common currency. Which eurozone country would 

opt out, returning to a separate national currency—or worse, bring the whole 

euro project down? Could it be Greece? Spain? Portugal? Cyprus? Could it even 

be Italy? What could (or must) be done to keep the eurozone intact? Economic 

and national security were at stake not just for one country, but for the Euro-

pean Union as a whole. Since no one country acting alone could resolve the 

issue, a multilateral, cooperative security approach with the European Central 

Bank at the center quickly became the order of the day.

Serving the economic and national security purposes of any one member 

state depends on this willingness to engage in collective action. Fortunately 

for projects like sustaining the eurozone, this propensity to multilateralism for 

dealing with any number of often contentious issues has become deeply em-

bedded in the European fabric. This multilateral norm, constructed mostly in 

times of peace over several centuries, also stands as a reaction to, and a bulwark 

1 Money, empire, and Prewar security 

After 1870, France did not contest British financial leadership. On the 

contrary, on such occasions as the Baring crisis of 1890, it supported London 

with a gold loan from the Bank of France to the Bank of England.

—Charles P. Kindleberger

London became “an international discount market, an international 

market for shipping freights, an international insurance market and . . . an 

international capital market.”
—E. H. Carr

 



30 the euroPean Center

against, reverting to the scourge of armed conflict that Europeans have endured 

time and again.

International monetary collaboration is not new in the European experi-

ence. Maintaining British, French, Dutch, Belgian, German, and (what was 

left of) Portuguese (mostly in Africa) and Spanish empires in the late nine-

teenth and early twentieth centuries depended on the same international li-

quidity that states require today to cover trade deficits and other net capital 

outflows—enough gold and foreign currencies in national reserves and access, 

when needed, to loans or national lines of credit. Given differences in perspec-

tives, the course to an agreed multilateral approach is by no means an easy one. 

Nevertheless, it is in this cooperative approach to economic and national secu-

rity that eurozone members tend eventually to find common ground. The most 

influential player needed for sustaining the euro, of course, is Germany, which 

has had the region’s largest and strongest economy for more than six decades.

ConstruCting anD sustaining the euro

Bringing the euro to birth—a decade-long gestation period—came to frui-

tion with the beginning of the twenty-first century.1 The collaborative process 

that brought this about had deep historical antecedents that we begin exploring 

in this chapter. Not just an economic-security issue, those policy elites commit-

ted to the project saw constructing a viable euro as essential to keeping Europe 

competitively in the front rank globally alongside the United States and other 

powers. Support came from many among European capital owners and man-

agers in both government and the private sector and, more broadly, from atten-

tive publics across the Continent.

Dissenting voices among policy elites were particularly strong in EU mem-

ber states that ultimately opted out of the euro project—the UK and Denmark. 

Critics observed how acceptance of a monetary exception (for the first time 

allowing some to opt out so that others might proceed) had transformed the 

European process into integration à la carte. Previously members had moved 

together in tandem to ever deeper forms of integration from coal and steel 

community (1953) at the outset to customs union (the goal set in 1958, finally 

achieved by 1967), and common market (the goal set in 1987, finally achieved 

by 1992).

European Union policy-makers opting into the eurozone discussed the 

linkage between monetary and fiscal policies and took steps to avoid (or at 

least minimize) asymmetries between the two. They sought a common, middle 
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ground between expansionary, growth-oriented policies preferred by some and 

the more fiscally and monetarily conservative approach preferred by others, 

particularly Germany and other capital-rich countries. Guidelines on national 

budgetary deficits and debt limits were needed to meet the challenge of sustain-

ing a common monetary policy while, at the same time, allowing separate fis-

cal (taxing, spending, and borrowing) policies among the seventeen eurozone 

members.

This shared understanding among policy elites of what was needed to make 

a eurozone work ultimately led seventeen EU countries to: (1) set aside their na-

tional currencies and adopt the euro; (2) participate in a new European Central 

Bank (ECB) they established in Frankfurt; (3) agree to a common monetary 

policy—setting money supply and interest rate targets with fiscal limits on the 

national budget deficit (3 percent of GDP) and debt (60 percent of GDP);2 (4) 

manage the euro’s value and exchange rate in relation to the dollar, sterling, 

yen, and other currencies; and (5) reach out to the UK, U.S., Japan, China, and 

other noneurozone countries to facilitate the cooperative relations essential to 

maintaining international liquidity not just regionally but also globally.

In spite of extraordinary efforts to keep differences in fiscal policy within 

narrow limits, asymmetries persisted—the Achilles’ heel of the euro, common-

currency project. By the end of the decade, finance ministers, bankers, and even 

prime ministers were in crisis mode, scrambling to avert financial default by 

Greece, Spain, and other countries in the European Union. It was an old Eu-

ropean story—the capital-rich north confronting the fiscally challenged south, 

which we treat in greater detail below in this and in subsequent chapters.

Greater austerity was the price demanded by Germany and others in the 

north for the capital transfers needed to sustain the eurozone and the viability 

of the EU as a whole. Although the language used was technical and formally 

diplomatic, the underlying message had a puritanical ring—as if it were “pen-

ance” yet again for alleged profligacy in Mediterranean Europe. Budget deficits 

add to sovereign debt—finance ministries or central banks borrowing in finan-

cial markets the difference between expenditures and revenues, often at higher 

interest rates than more creditworthy countries pay.

If that were not enough, falsified and inaccurate reporting of economic data 

in Greece and elsewhere angered many, particularly in Germany and elsewhere 

in northern Europe. To them, governments that continually spend substantially 

more than the revenues they take in are the cause of the problem. They “de-

serve” the consequences of such policies so long as such actions do not under-
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mine the whole set of monetary arrangements—putting the euro project and 

the EU itself in jeopardy.

By contrast, in the southern European view it was the anti-inflationary aus-

terity of capital-rich countries in the north that was the real cause of the prob-

lem. Their tight money and fiscally austere policies resulted in reduced imports 

from the south and less investment there than otherwise might have been the 

case. Put another way, policies pursued in both camps have had negative exter-

nalities—adverse policy implications for each other.

This asymmetry among fiscal policies—relatively austere in the north and 

expansionary in the south—is the crux of the monetary challenge. Unlike the 

United States, which at the federal level has a single fiscal policy alongside its 

monetary policy set by central bankers on the Federal Reserve Board, each of 

the seventeen eurozone countries has its own fiscal policy—bound only by 

promises to keep within specified national deficit and debt limits.

To keep Greece within the eurozone and, more broadly, to sustain the EU’s 

common-currency project were motivations for the initial €110 billion “bail-

out” loan agreed in May 2010, capital coming from the International Monetary 

Fund (IMF), Germany, and other eurozone participants working through ECB 

facilities. Worsening conditions in Greece necessitated transfer of additional 

capital—€130 billion being the amount finally ratified in February 2012. Se-

vere austerity measures designed to raise government revenues, curb deficit 

spending, and privatize government-run enterprises were the price imposed on 

Greece for these loans. Complying with demands for greater austerity became 

the condition for actually receiving funds.

Labor strikes and domestic turmoil were the not unexpected outcome of 

these austerity measures. When people and businesses are adversely affected 

by increased taxes and reduced government spending remedies, the highly 

charged political climate typically leads to calls for changes in governing au-

thorities. Notwithstanding substantial political opposition, Greek policy elites 

committed to keeping Greece in the eurozone prevailed in these debt-negoti-

ation rounds.

Greece was not alone. To sustain their eurozone commitments, loans or 

lines of credit were extended Hungary (€20 billion, 2008), Latvia (€7.5 billion, 

2008), Romania (€20.6 billion and €5.1 billion, 2009 and 2011, respectively), Ire-

land (€67.5 billion, 2010), Portugal (€78 billion, 2011), and Spain (€41.4 billion, 

2012). Responding to the Greek and other challenges, a consensus gradually 

formed among politically connected European policy elites to strengthen the 
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ECB’s capability—the resources it needed to maintain international liquidity 

among eurozone members.

Creation in 2010 of the European Financial Stability Facility (EFSF) and 

the European Financial Stability Mechanism (EFSM) was followed by calls 

for greater multilateral institutionalization and provision of greater capital re-

sources for eurozone participants. The result was consolidating the EFSF and 

EFSM in a new €700 billion European Stability Mechanism (ESM) organiza-

tionally located in Luxembourg.

Maintaining international liquidity—access to, or reserves of, foreign cur-

rencies needed for currency exchange—within the region and globally is not 

just an economic challenge but also at the core of national (and international) 

security concerns. Financial failure in Europe, the United States, and elsewhere 

obviously has global ramifications, the exchange of money essential not just for 

economic security (sustaining trade, investment, and other forms of commerce 

upon which businesses and people depend for their livelihoods) but also for 

financing the outlays made by governments for foreign and national security 

purposes. Although policy-makers in the United States and other capital-rich 

states typically have a louder voice in collective deliberations, not even they can 

achieve economic and national security strictly through unilateral measures. 

Indeed, sustaining the international monetary regime—maintaining interna-

tional liquidity—is a security objective in want of a multilateral approach.

Economic security of state- and private-sector interests, the conduct of for-

eign policy, and the deployment of armed forces abroad require day-to-day 

finance—the ready acceptance as payment in a given country’s currency. Trade, 

investment, and other forms of commerce conducted by both state and non-

state actors drive the daily capital flows that require the exchange of currencies 

which, in turn, depend on each country’s liquidity—its access to the currencies 

of other countries held in its national reserves or available by purchase or loan 

in financial markets or from the national holdings in other states.

Multilateralism matters. European, American, or other monetary challeng-

es are recurring phenomena worth studying historically if, even for no other 

reason, than to underscore that the collective remedy to liquidity problems, 

though often elusive, requires an ongoing willingness to work with others. Co-

operative security is not just a matter of finding ways to avoid armed conflict 

but also the enlightened self-interest in the minds of policy elites that results 

in a propensity to consult, coordinate, and construct approaches to achieving 

the economic and financial security that governments, business entities, other 
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nongovernmental organizations, and individuals require to sustain their ac-

tivities at home and abroad. Practical understandings that money is, after all, 

a social construction subject to human intervention are instrumental, whether 

in markets or in the national and international councils where bankers, trea-

sury officials, and other policy elites pursue what they understand to be their 

interests.

flashbaCk to the nineteenth Century— 

Plus ça change, Plus c’est la même chose

The more things change, the more they (seem to) remain the same. We flash 

back from the twenty-first century advent of the euro and the collaboration 

needed to sustain it to the late nineteenth and early twentieth centuries and see 

a similar mix of financial crises and the collective search for remedies by policy 

elites among capital owners and managers. Economic and national security rely 

on the viability of the currency a country uses to finance its spending at home 

and abroad. Then, as now, putting together bailouts (to use a twenty-first cen-

tury term) was commonplace among central bankers and their private-sector 

counterparts.

British authorities, particularly those in the Bank of England, typically took 

the lead position on such international monetary matters both in Europe and 

globally in the late nineteenth and early twentieth centuries. This was due not 

only to the creditworthy standing of the UK and its pound sterling but also to 

the fact that British authorities saw it in the UK’s economic and national se-

curity interest to play this role. After all, there was a global empire to defend—

one upon which figuratively the sun never set. British political and financial 

policy elites understood the economic and national security interests that were 

at stake.

Gold and sterling, its currency equivalent, were the socially constructed cor-

nerstones of commerce and security of the British Empire. Other countries 

defining their own currencies according to the same gold-exchange standard 

made sterling the international currency of choice—useful as unit of account, 

store of value, and medium of exchange for engaging in commerce, settling 

payments, and facilitating the conduct of their own foreign and national-se-

curity policies. Commercial or economic interest and security considerations 

were intertwined.

British imperial contributions by India and the dominions to sustaining 

sterling as the key international currency were substantial. Although some 
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sterling deposits were maintained in London by private banks, South Africa’s 

principal contribution was in the form of gold flows to the London market. 

Indeed, among other things, Britain’s involvement in the Boer War (1899–1902) 

was directed toward gaining control over areas, inhabited by Dutch settlers, in 

which gold had been discovered.

Gold as backing for sterling thus became not only a means to finance impe-

rial security but also an end in itself. Extension and consoli dation of British 

control over all of South Africa secured a strategic position on the shipping 

route to India and else where in the Orient. In this regard, gold production pri-

marily from South Africa but also from Australia (and even some from India) 

greatly increased the world stock of monetary gold from $5.5 billion in 1904 to 

about $8 billion in 1914—an increase of 45 percent in just a decade!3

This increasing supply of gold facilitated maintenance of sterling convert-

ibility as well as the convertibility of other currencies adhering to the gold 

standard. A clear benefit to Britain and other countries of this increase in new 

liquidity was a lessening of the adjustment “discipline”—an ability “to post-

pone otherwise necessary contractionary adjustments” from running balance-

of-payments deficits.4

suPPort for sterling beyonD the british eMPire

Although the empire was largely responsible for supplying the London mar-

ket with new gold and held almost 36 percent of all sterling deposits in 1913, less 

developed countries outside the empire also made substantial contributions. 

For example, Argentina was a particularly important source of capital flows 

to Britain. Heavy British investment in Argentine railways, utilities, and other 

construction projects during the last half of the nineteenth century not only 

stimulated purchases of British-manufactured equipment but also produced 

large debt-service revenues.5 Moreover, differential interest rates were also ca-

pable of drawing significant amounts of Argentine capital to London whenever 

needed.

Japan was also a significant contributor to maintaining the con vertibility of 

sterling, particularly in the years around the turn of the century and leading 

up to World War I. Indeed, the Bank of Japan, the government of Japan, and 

the Yokohama Specie Bank held 43.7 percent of all offi cial sterling deposits in 

1913—an amount greater even than the total empire contribution. This British-

Japanese connection was allegedly secured by “secret agreements” following 

Japanese victories against China and Russia in 1895 and 1905, respectively.6
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Aside from securing the “independence” of Korea, Japan forced China to pay 

her “a convertible sterling indemnity.”7 Presumably, Britain’s price for allowing 

this extraction of resources from China was that a substantial portion of the in-

demnity be maintained on deposit in London. Moreover, Japan spent less than 

she borrowed to finance the war with Russia. The surplus from these loans was 

maintained in London, perhaps part of an agreement with British authorities 

supporting Japan in securing the war loans.

The data in Table 1.1 depict the relatively high degree of collaboration in sup-

port of the British-led international monetary regime that had been achieved 

by 1913, just prior to the outbreak of world war. Most countries were participat-

ing in this collaborative arrangement or formula for regime maintenance. Even 

though countries (or colonies) were divided into distinct currency areas on the 

basis of their deposits, the leaders of these currency areas were themselves com-

mitted to support of the British cur rency when needed.

Both official and private actors—British and non-British—were free to use 

sterling and the City’s financial facilities to the extent of their needs and capa-

bilities. No parties were excluded from their use. Some contributions to regime 

maintenance were voluntary, but others were mandatory. British-French col-

laboration, discussed in the previous section, is an example of the former in 

which the collaborative activity is entered into willingly, usually in anticipation 

of some mutual benefit or the mutual avoidance of some loss that would be 

sustained in the absence of ’ collaboration. By contrast, the role played by India 

in absorbing costs associated with maintaining the pre-1914 international mon-

etary regime is an example of involuntary collaboration—a form of taxation 

imposed by Britain on a colony. This is not to claim that India derived no ben-

efit from her forced collaboration with Britain. It is only to say that the colony 

did not exercise very much choice in the matter.

In the final analysis, Britain was able to maintain the convertibility of ster-

ling largely because of her position as a lender (or capital ex porter) on long 

term,8 but a borrower on short term. In general, through use of the discount 

rate, the “larger financial centers tended to have greater command over each 

exchange rate than each smaller center.”9 In other words, the Bank of England 

was able to control the sterling-mark exchanges more effectively than the [Ger-

man] Reichsbank, while the latter had greater power than peripheral Conti-

nental countries over their mark rates. Through this hierarchy, the impact of 

monetary tightness in London was shifted to the . . . peripheral countries that 

. . . incurred long-run payments surpluses. The ability of the system to tap sur-
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plus-country funds in support of key currencies seems to have contributed to 

the stability of, and confidence in, the key-currency system before 1914.10

Both official and private deposits maintained in London and, to a lesser ex-

tent, in Paris and Berlin were supportive of sterling, the franc, and the mark.

Such support for key currencies, rendered in response to dif ferential interest 

rates, convenience, and other market considerations, was central to interna-

tional monetary regime maintenance in the years prior to the outbreak of war 

in 1914. It was not an unregulated gold standard that operated or adjusted au-

tomatically, but rather one in which treasury officials and central bankers took 

explicit actions to achieve and sustain the convertibility to gold of sterling and 

other currencies also tied to this gold-exchange standard.

In addition to Britain, France and Germany also supplied their currencies 

and financial facilities. Neither Paris nor Berlin was in the position, however, to 

re place London and thus were never serious competitors for the top position 

within the global monetary regime. Nevertheless, the influence of sterling was 

not as pervasive as is often thought. Russia held large franc deposits as a result 

Table  1 . 1 :  Key Currency Reserves, 1913

(as percent of total foreign-exchange reserves)

Key currency

Sterling group/Area Sterling Francs Marks

Germany 28.2 10.1 —
Switzerland 41.9 26.7 12.8
Canada 100.0 — —
Norway* 28.7 11.0 28.7
Australia 100.0 — —
Ceylon 100.0 — —
India 100.0 — —
Japan 84.6 10.8 1.7

Franc group/Area
Greece 24.8 43.3 0.2
Russia 7.8 72.6 17.3

Mark group/Area
Austria-Hungary 22.8 — 48.5
Finland 15.8 5.3 25.8
Italy 11.2 14.7 36.6
Norway* 28.7 11.0 28.7
Romania 12.6 20.8 66.0
Sweden 14.3 2.1 35.5
Chile 25.3 — 74.7

Source:  Table is adapted from data presented in Peter H. Lindert, Key Currencies and Gold, 1900–1913, Princeton 
Studies in International Finance no. 24 (Princeton: Princeton University Department of Economics, 1969), 10–12, 18–19.

*Norway is depicted here in both sterling and mark areas, having evenly split its reserves between the two key 
currencies.
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of her special relationship with France, an alliance formed in 1892 in common 

opposition to the security threat posed by Germany. These deposits amounted 

to about U.S. $50 million after the turn of the century, but had risen to more 

than U.S. $300 million after 1910.11

Although Russian support for France was considerable—rendered in large 

part in return for various loans and credits—the czarist government also main-

tained deposits in London and Berlin. Unfortunately, from the point of view of 

all three monetary centers, the Russian deposits were highly volatile; frequent 

withdrawals did not contribute to the stability of exchange markets.12 Never-

theless, following the French example of granting direct assistance to the Bank 

of England when needed, in 1890 the Russian government purchased British 

Treasury bonds amounting to £1.5 million in gold.13 This, however, was not 

typical behavior for the czarist government.

Continental traDe anD the ConstruCtion  

of a latin Monetary union

Prior to defeat in the Franco-Prussian War of 1870–71, Paris competed some-

what successfully with London in the finance of Continental trade. Moreover, 

the French collaborated with other Continental states in forming a currency 

area—the Latin Monetary Union. Unlike Britain, France was on a bimetallic 

(that is, gold and silver) standard. Hawtrey describes the French role as the 

center of bimetallism: “The bimetallic country is in the position of a dealer 

undertaking to buy and sell unlimited quantities of both metals at fixed prices. 

If the stock of the metals this dealer is prepared to hold is large enough in pro-

portion to the world demand and supply, he governs the world price of both.”14

The discovery of gold in California in 1849 and the rise in silver production 

had increased the world supply of both metals, upsetting to some extent the 

stability of exchange between the two. In addition, arbitrage associated with 

differences in silver coin weights (that is, variations of the amount of silver 

in different coins) played havoc with domestic coinage systems. For example, 

in the 1850s well-worn French coins were thus lighter than newly minted Bel-

gian coins, a differential that drove the latter from circulation: “Belgium saw 

about 85% of the coin she had in circulation disappear beyond her borders, to 

be replaced by ‘light’ French coin.”15 In the early 1860s, French coins similarly 

displaced “heavy” Swiss coins. For their part, in 1862 the Italians minted a silver 

coin slightly lighter than the French, and it then inundated France.16

To deal with the situation, France held a monetary conference in Paris in 
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1856 attended by official representatives from Belgium, Switzerland, and Italy. 

The outcome was a treaty that established the Latin Monetary Union, a curren-

cy area that was to last for a fifteen-year term. Although there was considerable 

talk of establishing a gold standard in all the countries, certain French interests 

prevailed,17 and bimetallism was retained.

The gold-silver weight ratio was defined as 1:15.5 (that is, one gram of gold 

was equal in value to 15.5 grams of silver), with the French five-franc silver piece 

defined as the basic unit. In each of the countries, the silver content of all new 

coins was to be a weight equal to 83.5 percent of the face value of the coins. By 

coordinating their policies in this fashion, the authorities in each country were 

committed to avoiding the coinage disruptions of the previous fifteen years. 

Moreover, the parties agreed to set an upper limit on the volume of silver in cir-

culation at a rate of no more than “six francs per inhabitant of each country.”18 

The latter agreement, although a modest step, set a precedent for controlling 

the growth of the money supply through international policy coordination.

In practice, however, the Latin Monetary Union did not display the degree 

of policy coordination called for in the formal agreement of 1865. The Italians 

were the first to defect, ending currency convertibility in May of 1866. The rea-

son for the Italian defection was a run on its official reserves stemming from an 

inflationary monetary policy during the previous decade.19 The Italians were 

not alone in disrupting the neat arrangement of the Latin Monetary Union. 

The worldwide fall in the price of silver in the early 1870s, as well as the French 

security need to finance the Franco-Prussian War through inflationary issue 

of paper and silver, were also highly disruptive of attempts at monetary policy 

coordination.

From London’s point of view the Latin Monetary Union was less a challenge 

to its position than a complement that provided for some Continental mon-

etary stability, albeit within the French sphere of influence. Earlier hopes that 

Prussia would join the union disappeared with the onset of the Franco-Prus-

sian War of 1870–71. The war also precluded further attempts by France to rival 

Britain as a monetary center. Prussian victory effectively removed France from 

the competition. Not only was the war costly to the French, but they also were 

forced to pay the victor an indemnity that effectively drained French monetary 

resources.20

A significant outcome of the Franco-Prussian War, of course, was the rise of 

the German national state under Bismarck. With respect to monetary policy, 

adoption of a gold standard was seen as instrumental in forging the desired 
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unification.21 According to Hawtrey: “The French indemnity paid in the years 

1871–3 supplied Germany with ample resources for carrying out a currency re-

form. In 1871 was adopted a new currency, the mark, which was based on gold.” 

He adds: “Henceforward there was to be free coinage of gold and no free coin-

age for silver. . . . Germany thereupon started buying gold and selling silver on 

a huge scale.”22

This German policy had a catastrophic effect on silver, which dropped in 

value relative to gold. The consequence was “that the currencies of silver-using 

countries began to depreciate,” and in those countries on a bimetallic standard, 

silver tended to drive gold coin out of circulation. Ultimately “the only remedy 

was the suspension of the free coinage of silver,” and “gold became the standard 

throughout the Continent except in those coun tries which were using depreci-

ated paper money.”23

With the decline of French monetary influence after the Franco-Prussian 

War, its franc area—the Latin Monetary Union, never strongly unified—broke 

down completely in subsequent years. As Kindleberger states: “After 1870, 

France did not contest British financial leadership. On the contrary, on such 

occasions as the Baring crisis of 1890, it supported London with a gold loan 

from the Bank of France to the Bank of England.”24

The German challenge, however, began as the French was ending. Kindle-

berger notes that “with the unification of the German capital market after 1871, 

domestic functions focused on Berlin and finance of foreign trade on Ham-

burg.”25 An attempt by the private Deutsche Bank to compete with British fi-

nance did not succeed, except perhaps “in the narrow arena of the Ottoman 

Empire” or involving “the Italian clients of the weakened French.”26

Although Germany rivaled Britain in trade and shipbuilding in the years 

leading up to 1914, it generally conceded to London the position of the world’s 

leading financial center.27 A number of Continental states came to be tied fairly 

closely to Germany, however, as is apparent by the extensive official mark de-

posits maintained in 1913 by Austria-Hungary, Finland, Italy, Norway, Romania, 

Sweden, Chile, and others.

This newly constructed mark area was still closely tied to London as indi-

cated by the official sterling deposits maintained there. For its part, even Ger-

many maintained about 28 percent of its total foreign exchange reserves (about 

4 percent of its total reserves of gold and foreign exchange) in the form of 

official sterling deposits. Such deposits appear to have been maintained largely 

for purposes of convenience.28 Nevertheless, it is still true that members of the 
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German currency area were also contributors to the cost of maintaining ster-

ling convertibility.29

Finally, one other nineteenth-century currency area—the Scandinavian 

Monetary Union—is also worthy of mention. Formed in the mid- 1870s by 

Denmark, Norway, and Sweden, the purpose of the group was to enable the 

member states to maintain themselves on a gold standard.30 As such, the group 

was supportive of the British-centered, global, gold-exchange regime. Given the 

standards of the day, the degree of collaboration achieved in the union was 

quite impressive. The three “went on the gold standard with identical monetary 

units.”31 In 1885, well in advance of currency swap agreements that would not 

be fully developed until the 1960s, the “three central banks . . . opened, for the 

other two, accounts on which the latter could draw . . . even if they did not have 

any credit balances with the drawee bank.”32

This degree of systematic central bank collaboration was never achieved on 

the global regime level. Had it become routine, the central banks would have 

been in a better position to deal with the crisis of 1914. For our purposes in this 

volume, however, we note these clear examples of multilateral cooperation in 

support of commonly understood economic and national security interests.

international ConferenCes

Even though international monetary collaboration was not as well devel-

oped as in the Scandinavian Monetary Union, international monetary con-

ferences open to all regime members were held in 1867, 1878, 1881, and 1912. 

Although differences in viewpoint surfaced at these meetings, the participants 

were generally supportive of existing monetary arrangements. Nor did they 

challenge Britain’s position at the helm of the global gold-exchange regime.

There was an initial attempt, however, to extend French influence beyond 

its Continental confines with the convocation in 1867 of the first World Mon-

etary Conference in Paris.33 Nineteen states were represented, including Britain 

and the United States. The conference was a high-water mark for nineteenth-

century liberal ideology and for acceptance of the British preference for a gold-

based international monetary regime. The American proposal was that France 

should coin a twenty-five franc gold piece. Then the United States would lower 

the gold content of the dollar to make the five-dollar gold piece exactly equiva-

lent to the new French coin. The British could make a lesser adjustment in the 

pound, and universal coinage would be a fact; with the great trading nations of 

France, Britain, and America unified, the rest of the world would follow suit.34
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The American Civil War over, there was domestic interest in favor of sta-

bilizing the U.S. currency in terms of gold. With few exceptions, the conference 

delegates—even the French—agreed in principle to the eventual establishment 

of gold monometallism. The British, for their part, clearly were not enthusiastic 

about the franc as the proposed basic international unit; however, they “sought 

the adoption of gold, their own standard, everywhere.”35 Responding to pres-

sure from the French, the British delegation specifically stated that they could 

not “vote for any question tending to bind their government, nor express any 

opinion to induce the belief that Great Britain would adopt the Convention of 

1865.”36

In short, the British refused to submit them selves to the French-dominated 

Continental currency area, seeking only to bring it into accord with British 

monetary policy. The British delegation made no commitment with respect to 

bringing the pound into accord with the French twenty-five franc piece. In the 

final analysis, Britain “gained by having assisted in universalizing the gold stan-

dard, yet had not compro mised in the slightest her own monometallic usage or 

unique coinage system!’’37

The Latin Monetary Union for the time being remained bimetallic. In their 

Paris meeting of 1874, members of the union, flooded with paper and depreci-

ating silver, agreed to move toward establishing a gold standard.38 The United 

States, now an advocate of bimetallism, engaged in a lobbying exercise at the 

International Monetary Conference in 1878 in Paris but was unsuccessful in 

persuading the union to return to that position. None of the participant coun-

tries supported “the American proposal of a treaty to establish a worldwide 

gold-silver ratio.”39

The Germans did not even attend the conference, and the British, although 

attending, regarded the affair as an American self-serving effort designed to 

protect its silver. In a meeting held after the international conference had ad-

journed, the union membership “grudgingly approved” Italy’s decision to issue 

more silver coinage; however, approval was granted only under the condition 

that it would be the last such issue. The union, due to expire, was renewed for 

five years in 1879.40

The French position in the Latin Monetary Union had clearly declined, as 

was apparent in union attempts to return Italy to convertibility in 1880. Al-

though British, Dutch, Belgian, German, and Italian private banks floated a 

loan to the Italian government, the French did not participate.41 Nevertheless, 
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the union was able to maintain “a united anti-silver front” at the International 

Monetary Conference of 1881.42

The commitment to international collaboration in support of the global 

monetary regime was upheld as late as 1912 when, at an international confer-

ence held in Brussels, a resolution was adopted that urged European central 

banks to “hold meetings for the purpose of improving the system of interna-

tional payments.”43 Formal statement of this objective notwithstanding, no 

concrete action toward this end was taken until almost two decades later. The 

seed planted, in 1930 a Bank for International Settlements (BIS) finally was 

established in Basel. Although the prewar collaborative arrangement that had 

evolved was sufficient to handle normal, day-to-day transactions in noncrisis 

periods, the means were inadequate to handle the forthcoming crisis of 1914.

the CalM before the storM

There was thus a relatively high degree of collaboration underlying the pre-

1914 international monetary regime. Britain, through the instrument of its 

banking network and the international acceptability of its currency, was at the 

center of this global regime. As discussed above, the French competed with the 

British to some extent prior to the Franco-Prussian War of 1870–71, but France 

was replaced as contender by the newly emergent German state. Although the 

late-nineteenth- and early-twentieth-century German naval and army buildup 

challenged the security of Britain and France, respectively, in monetary mat-

ters Germany remained subordinate to Britain, notwithstanding substantial 

gains by Berlin and its trading capital, Hamburg. Britain remained the interna-

tional monetary regime leader, given both sterling’s utility as an international 

store of value and medium of exchange and London’s financial facilities that 

included “an international discount market, an international market for ship-

ping freights, an international insurance market and . . . an international capital 

market.”44 The security provided by these socially constructed international ar-

rangements was about to be undone by the outbreak of world war.

afterWorD

That monetary matters under the nineteenth-century gold standard (more 

precisely the sterling-gold standard) were automatic—left to the market—is 

the stuff of myth. In fact, central and private bankers were by no means passive. 

The Bank of England’s use of the discount rate—raising or lowering it—had 
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direct effect on capital flows intended to serve the bank’s and the UK’s global 

economic and national security interests. From time to time sovereign bail-out 

packages were essential to maintaining international liquidity in Europe. Then, 

as now, the preferred modality for economic and national security was use of 

cooperative measures involving capital transfers from both private and central 

bank coffers.
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Wartime finance—maintaining the exchange value and thus the purchasing 

power of the national currency—is often overlooked or merely taken for grant-

ed. Procurement of war materiel, fuel, and other war-related purposes requires 

a national currency that will be accepted as payment for these purchases. It 

is the work of central bankers and treasury officials in wartime—customarily 

out of sight and behind the scenes—that makes it possible to sustain combat 

operations abroad. These monetary transactions occur not only among allies 

and the neutral parties with which they trade but also between the currencies 

of adversaries. Indeed, there is wartime need to acquire and spend an enemy’s 

currency—whether for transactions with third parties, financing intelligence 

operations, or other war-related purposes.

The dim outlines of the regime that came into existence with the outbreak 

of war were apparent well before 1914. The wartime monetary regime followed 

very closely already established, prewar relations among the contending Great 

Powers. The outbreak of war was accompanied in financial matters by harden-

ing of prewar divisions into two principal currency blocs—monetary relations 

during the war described as “a wartime regime of an exchange rate pegged by 

foreign borrowing and restrictions.”1 There being only a minimal consensus at 

the global regime level, two distinct monetary blocs formed around the strate-

gic division into Allied and Central Power camps. A larger number of neutrals 

and nonbelligerents dealt with one or both sides.

2 Wartime security and Monetary exchange 
in the great War

[The world war] cut off the means of direct re mittance to London 

from Germany and Austria-Hungary . . . , [but] did not com pletely 

destroy every connection between the currencies of the Central 

Powers and those of the Allies.

—William Adams Brown, Jr.

Britain ceased to be the world’s greatest creditor nation [and] heavily 

indebted to the USA, which ended the war as the greatest creditor nation 

in its turn.
—E. J. Hobsbawm
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Although the events of August 1914 “cut off the means of direct re mittance to 

London from Germany and Austria-Hungary . . . , it did not com pletely destroy 

every connection between the currencies of the Central Powers and those of 

the Allies.”2 Switzerland, for example, acting as a political neutral, served as a 

conduit that linked the monetary blocs of the Central and Allied powers.3 Bloc 

members minimized gold exchanges among themselves, conserving available re-

serves for use in defending the exchange rates of their cur rencies and for financ-

ing purchases from neutral or nonbelligerent states. Although gold remained the 

legal or formal basis for currency values, the free export of gold by private in-

terests, a right that had existed under the pre-1914 regime, was suspended in the 

belligerent states as governments assumed increasing control over international 

financial transactions. Even the United States, with its extensive gold reserves, 

imposed an embargo on gold exports shortly after entering the war.4

Although most monetary transactions during World War I took place with-

in the separate Allied and Central Power blocs, some transactions occurred 

between members of the opposing blocs, typically through a neutral medium 

such as Switzerland or the Netherlands. Indeed, “there was even a regular trade 

between Germany and England through the Netherlands known to both war 

offices.”5 Moreover, some of the nonbelligerents, as noted above, dealt with 

members of both blocs. Monetary transactions not confined completely to a 

given bloc, some semblance of a global monetary regime remained, but the 

scope of financial operations outside of the blocs was understandably at a 

much reduced volume than had existed prior to 1914.

Maintaining a WartiMe Monetary regiMe

The global monetary regime during World War I was sharply divided into 

opposing blocs. The level of global collaboration outside of these currency 

blocs was minimal compared with what had gone on before. Prewar com-

mitment to maintaining a truly global international monetary regime was 

set aside. Although international exchanges continued within each bloc, there 

were no global monetary conferences out side of them. Mutual support efforts 

through managing interest rates or maintaining foreign exchange and gold de-

posits in support of certain currencies were confined primarily within each 

wartime bloc.

Events in 1914 led to a breakdown in the London financial mechanism and, 

with it, the prewar global regime. As the guns sounded in August 1914, the Brit-

ish government authorized a temporary suspension or moratorium on pay-
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ment of bills, particularly those owed to foreigners by acceptance houses and 

other financial institutions. The bank rate was raised from 3 to 10 percent; how-

ever, rather than alleviating the panic, this action may have contributed to it.6

Nevertheless, considering the magnitude of the breakdown, the British 

government and central banking authorities acted rather quickly to re store fi-

nancial activity in the London market.7 The Bank of England made advances 

amounting to £200 million to various financial in stitutions. In addition, on 

August 13 the Bank of England began dis counting bills accepted prior to the 

moratorium, support amounting to about £120 million, these actions taken 

under a treasury guarantee against loss to the central bank. Thus government 

action through the central bank was responsible for restoring the London fi-

nancial market and establishing the wartime monetary bloc. Stock exchange 

operations also resumed in January 1915, but only after the government again 

intervened to guarantee “payment of advances to the Exchange.”8

British and U.S. discount rates maintained throughout the war were set so 

that London’s rate was always slightly higher than that maintained by New 

York9—a clear indication of Anglo-American wartime monetary collaboration 

during even the early years of World War I, when the otherwise “neutral” United 

States tried to remain politically aloof from the fray. Thus, given this interest rate 

differential, whatever mobile capital from the United States or others seeking 

higher gain tended to be drawn more to the United Kingdom than to the United 

States.10 The resulting capital inflow to the United Kingdom facilitated efforts in 

London to maintain the wartime exchange value of sterling. From the U.S. point 

of view, maintaining rates lower than in the UK also had the advantage of dis-

couraging additional capital inflow to the United States that might have had in-

flationary effects. Thus both sides saw benefit in the collaborative arrangement.

Until 1918 Germany was fairly successful in stabilizing the Swiss franc-mark 

exchange rate. Through transactions on the Swiss financial market the values of 

Allied and Central Power currencies remained fairly stable with respect to one 

another for most of the war.11 Within the Central Power bloc, strict exchange 

controls were imposed by Berlin, and intervention took place in the financial 

markets of the Netherlands, Denmark, Sweden, Norway, Switzerland, Austria-

Hungary, Bulgaria, and the United States.12 Never having the capital-drawing 

power of London even before the war, Berlin was forced to rely both on ex-

change controls and on intervention in foreign (particularly neutral) financial 

markets in lieu of a differential discount rate scheme similar to the one the 

Bank of England was able to devise.
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foreign exChange DePosits anD other CaPital floWs

Wartime allied monetary collaboration also took the form of official depos-

its by foreign central banks and their treasuries in both London and its new 

financial rival, New York. Essential to financing the war effort, these deposits 

contributed directly to maintaining the exchange stability of sterling and the 

dollar. London and New York were now the principal centers of international 

finance. Indeed, “because of difficulties in remitting home, the expectation of 

a postwar return to ‘normal’ exchange rates, and special inducements offered 

by British banks, foreign balances accumulated in London far in excess of the 

need for them.”13 Also helping the British attract this capital were special rates 

on deposits maintained in London.14

In addition to the dominions and colonies, the United States, France, and 

other bloc members, nonbelligerents such as Norway, Sweden, Switzerland, and 

Argentina maintained substantial deposits in London. The United States also 

was a net recipient of $980 million in foreign deposits as of June 1918. Data in 

Table 2.1 suggest that although the U.S. held some deposits in the currencies of 

the European Allies, these countries maintained deposits more than six times 

as great in the United States.

The Central Power bloc had comparatively greater difficulty attracting the 

deposits of nonbelligerents such as the Netherlands, Denmark, and Sweden.15 

The consequence was that German and Austro-Hungarian trade with these 

countries tended to be on a cash basis that depleted the reserves of the Central 

Powers.

Table  2 . 1 :  U.S. Deposits by Region, June 1918

(U.S.$ millions)

Region
Foreign deposits 

in U.S.
U.S. deposits 

abroad

Europe: Allies 621 94
Neutrals 281 —
Central Powers — 9
Asia 137 39
North America 134 89
South America 100 59
Africa/Oceania 3 6

Total 1,276 296
Net Balance 980 —

Source:  Federal Reserve Bulletin, December 1921, 1408–10, as cited in 
William Adams Brown, The International Gold Standard Reinterpreted, 
1914–1934, 2 vols. (New York: National Bureau of Economic Research, 1940; 
and AMS, 1970), 152.
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As reflected in Table 2.2, the amount of gold held by treasuries and central 

banks increased in most countries during the war, in part the result of increased 

production and extraction from private, domestic sources. By far the greatest 

increases occurred in the nonbelligerent countries, particularly those acting as 

suppliers to the belligerents.

Throughout the war, the Bank of England purchased gold for the treasury 

from South Africa, Australia, and India at the official sterling rate.16 The rate 

was, of course, most favorable to Britain in that it reflected none of the actual 

depreciation of sterling. In this manner Britain was once again able to pass off 

some of the costs of maintaining sterling to be borne by her empire.17 Thus, 

above and beyond providing human and other resources, the empire directly 

contributed monetarily to British security.

Sterling was the principal currency used to purchase war-related materiel 

for the Allied powers. Currency bloc members including France, Russia, Japan, 

and Italy also shipped gold to England, which facilitated maintenance of the 

dollar value of sterling. The costs of maintaining sterling were also borne with-

in Britain by private citizens who, for patriotic or other reasons, surrendered 

their gold and American securities in exchange for sterling,18 and by financial 

Table  2 .2 :  Gold Reserves, 1913, 1918

(Gold value in national currencies*)

1913 1918 % change

Allies
United Kingdom 35 108.5 210
United States 1924 3081 60
France 3517 5478 56
Italy 1493  1642 10
Russia* 4313 9613 123

Central Powers
Germany 1170 2262 93
Austria-Hungary 1241 262 –79

Others
Netherlands 151  689 356
Spain 472 2223 371
Japan 376 1588 322
Sweden 102 286 180
Switzerland 170 415 144
Argentina 295 433 47

Source:  League of Nations, Memorandum on Currency and Central Banks: 1913–1925, II, 34ff; and Charles 
Blankart, Die Devisenpolitik waehrend des Weltkrieges (Zurich: Arell Fussli, 1919), 21–25, as cited in William 
Adams Brown, Jr., The International Gold Standard Reinterpreted, 1914–1934 (New York: National Bureau of 
Economic Research, 1940), 100, 104–5.

* Data on Russia are in Swiss francs at par. Due to the revolution, the reported 1918 statistic is as of October 
1917.
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institutions that deposited their gold holdings with the Bank of England.”19 For 

its part, Canada supported sterling “by lending securities to the British gov-

ernment which were suitable for pledging in New York.” Even France loaned 

gold to England “in exchange for British credits to the French Treasury.”20 All 

of these monetary measures were essential to the security of Britain, its empire, 

and allies in their war against the European Central Powers.

Although not a belligerent in the early years of the war, the United States 

was a principal supplier of materiel for the Allies and thus was the recipient of 

much of their gold used for payment. Even so, Britain remained at the center 

of the Allied international monetary bloc, given her role “as middleman in the 

purchase of war supplies for her allies,” notably France, Italy, and Russia. The 

British used their gold supplies to intervene in the New York and other foreign 

exchange markets so as to maintain the dollar value of sterling and thus prevent 

further depreciation of the currency in relation to its formal gold parity. Above 

all, London retained her position as “the market for dollars for all Europe.”21

The monetary bloc of the Central Powers had its center in Berlin. As in the 

case of Britain and sterling, the costs of maintaining the gold value of the mark 

for foreign purchases from nonbelligerents were not borne by Germany alone. 

In 1915 the Reichsbank received virtually all of the Austro-Hungarian Bank’s 

gold re serves. Considerable efforts were also made to build up the Reichsbank’s 

gold reserves from domestic sources and from occupied territories in Belgium, 

Romania, and Russia. Moreover, by the Treaty of Brest-Litovsk, the new Rus-

sian government ceded an estimated 400 million marks worth of gold to the 

Reichsbank.22

Gold remained, nevertheless, a relatively scarce commodity to the European 

belligerents of both sides. Nonbelligerent or neutral countries faced the op-

posite problem of resisting the massive inflow of gold because of its poten-

tially inflationary impact—the amount of currency in domestic markets being 

a function of the size of a country’s gold stock. Accordingly, financing much 

of the war by purchasing on credit was acceptable to both belligerents and 

nonbelligerents. Of course, given the expected depreciation of currencies that 

would occur when exchange controls were removed after the war, purchasing 

on credit was, from the belligerent viewpoint, yet another way to pass on some 

of the war finance costs to the nonbelligerents.23 In short, by extending credit 

so as to reduce the chance of domestic inflation, the nonbelligerents were, in 

effect, contributing to maintenance of currency values of the belligerent states. 

The nonbelligerents also benefited, of course, from the increased domestic em-
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ployment stimulated by expanding exports to the belligerents through fairly 

liberal credit terms.

“Gold movements were controlled by the conscious, pur poseful, and po-

litical direction of central banks and treasuries,” processes that necessarily in-

volved considerable collaboration.24 Monetary officials thus played a crucial 

role in sustaining the war efforts of parties on both sides of the conflict. The 

experience of wartime monetary collaboration also set precedents and estab-

lished norms for postwar collaborative efforts discussed in the next chapter.

Following the sinking by Germany of the passenger ship Lusitania in 1915 

and continuation of German attacks on merchant ships, the United States fi-

nally came into the war in 1917. Not surprisingly in the course of the buildup for 

war, U.S. monetary collaboration increased. British authorities were permitted 

to sell Treasury bills in New York, using the dollar gains along with gold sales 

to support sterling. In addition to these Anglo-American dealings, French and 

British authorities also agreed in 1916 to collaborate in stabilizing the franc-

sterling exchange rate. In 1915 the British already had extended credits to France 

under the condition that at least one-third of it be spent in Britain.25

In return for credits in London, the French government offered gold, the 

securities of neutral or nonbelligerent countries, and French Treasury bills. 

French government advances to its allies amounted by 1918 to about U.S.$ 672 

million.26 Thus, through such collaborative efforts “the sterling-dollar-franc 

nucleus was definitely established and it endured throughout the rest of the 

war.”27 Moreover, direct American support in the form of credits increased 

upon American entry into the war, the country thus becoming a full-fledged 

member of the Allied monetary bloc it had supported monetarily from the 

onset of hostilities.28

Germany and Austria also extracted loans to support their currencies from 

such countries as Switzerland, the Netherlands, and Romania. Indeed, Germa-

ny and other belligerents threatened to interrupt the trade of neutrals unless 

they granted credits and “stabilization loans.”29 Rather than allow their cur-

rencies to depreciate vis-à-vis the neutral currencies, members of both blocs 

extracted contributions, particularly from (but not confined to) the weaker of 

the nonbelligerents:

The extraordinary spectacle was presented of the great powers of the world de-

manding credits from many small countries. France borrowed from Spain, Uruguay, 

Switzerland, Argentina, the Netherlands, Norway, Sweden, and Japan as well as from 

the United States and Great Britain. England borrowed from Argentina, the Nether-
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lands, and Japan as well as from the United States. The United States borrowed from 

Spain, Argentina, and Bolivia. Russia borrowed from Italy, France, and Japan as well 

as from Great Britain and the United States.30

Moreover, preservation of stable exchange rates, as noted earlier, benefited 

the belligerents at the expense of the nonbelligerents by keeping the costs of 

imports to the belligerents less than otherwise they would have been if their 

currencies had been allowed to depreciate. The commonly perceived necessity 

among the belligerents for “enabling goods to move and maintaining a stable 

system of exchange rates” was the primary basis for wartime monetary collabo-

ration within the separate blocs.31 Security was an underlying motivation for 

monetary collaboration pursued by countries within both wartime blocs. Even 

though “collaboration” was minimized between the opposing blocs, that both 

pursued similar monetary objectives within their separate spheres resulted in 

considerable exchange rate stability on a global basis.

the DeCline of britain’s Monetary CaPabilities

Britain’s position as international financial center was greatly weakened as 

a result of the war. Although British gold holdings increased by more than two 

times during the war, her reserves were only about a sixth those of the United 

States
 
and about half of French totals. Even defeated Germany had more gold 

than the United Kingdom in 1918, and Japan had 50 percent more. Moreover, 

the British merchant fleet “was a tenth less in 1920 than in 1910, while that of 

the United States was more than one-half greater and that of Japan had more 

than doubled.”32

The longer-term, net effect of World War I on Britain’s international posi-

tion was decisively adverse. In addition to the diminished “competitive posi tion 

of Great Britain in international trade,” the heavy costs of financing the war had 

drained British resources. “Her creditor position was reduced between 1914 and 

1920 approximately one quarter,” thus ending “the world-wide dominance of 

the pound.”33 Indeed, Britain and the United States ex changed financial posi-

tions, in that “Britain ceased to be the world’s greatest creditor nation” and ac-

tually became “heavily indebted to the USA, which ended the war as the great-

est creditor nation in its turn.”34

The United States enjoyed a trade surplus throughout the war, which trans-

formed the U.S. “from a net debtor on short- and long-term of $3.7 billion in 

1914 to a net creditor of the same amount by the end of 1919.”35 More than a 

billion dollars in gold were sent to the United States by the belligerent states. 
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Another source of European liquidity, American securities held by private citi-

zens in Europe, amounting to $1.41 billion, were taken over by the governments 

of the belligerents and used in payment for goods imported from the United 

States. Existing foreign loans extended by private interests to American bor-

rowers were re duced by half a billion dollars, and new loan obligations owed to 

American lenders totaling around $2.4 billion were incurred.36 The balance due 

in payment for American goods came from these sources and, as noted above, 

from extensive credits granted by the United States to her allies after U.S. entry 

into the war.

Although the dollar did not readily become a substitute for sterling, New 

York increasingly became London’s rival as financial center.37 Already the war 

had afforded New York the opportunity to grant extensive acceptance credits 

to finance trade and to receive foreign deposits that might otherwise have been 

concentrated in London.38 Moreover, New York “became the chief market for 

the securities of both belligerent and neutral countries.”39

In March of 1919 sterling and other Allied currencies were unpegged, and 

their values with respect to gold began to decline.40 Compared to its prewar rate 

of $4.867, the pound reached a low of $3.42 in October 1920.41 As has already 

been discussed, the war produced a substantial alteration in the relative capa-

bilities of states in the world as a whole and, in particular, within the interna-

tional monetary arena. The Central Powers were removed as opposition to the 

Allies, who now were clearly dominant. Among the Allied Powers, Britain had 

been considerably weakened and the United States had assumed an increas-

ingly prominent position in monetary capabilities.

As the strongest state in monetary terms, the United States could have as-

sumed monetary leadership in Europe; however, the political decision was 

made in the monetary as well as in most other fields to withdraw from signifi-

cant involvement overseas. Given American reluctance to assume leader ship, 

the British were more than willing to assume the role. Thus the United States 

effectively deferred international monetary regime leadership to Britain. The 

latter performed this role throughout the 1920s, albeit in coordination with the 

United States. Changes in the distribution of capabilities as a result of World 

War I thus had an effect on the construction of the initial postwar inter national 

monetary regime.

Efforts in the 1920s to maintain a fixed exchange rate regime ultimately failed 

following the 1929 stock market crash and the Great Depression that followed. 

The weakened position of Britain, France, and the other European Allies, com-
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bined with the failure of the United States to provide strong leadership, pro-

duced a floating rate regime in which the requirement for collaboration was 

minimal. Notwithstanding its economic and military hard-power capabilities, 

the United States did not want to assume monetary leadership, much less play 

a military role in support of European (and American) security. Agency—or 

more precisely, the lack of it on the part of the United States and its policy-

makers in the interwar years—posed no effective obstacle to the downward 

course of events leading to World War II.

afterWorD

Not only allies exchange currencies in wartime but also adversaries, who 

need to finance intelligence collection, espionage, purchases, and other activi-

ties in an enemy’s currency. Neutrality in World War I allowed Switzerland and 

the Netherlands to serve as bankers to both sides engaged in trading the en-

emy’s currency. Quite apart from adversaries, shoring up the financial means 

to carry on warfare for one’s own country and one’s allies—interests essential 

to national and alliance goals—is cooperative security in its wartime mode. It 

is a time when central bankers and treasury officials as capital managers matter 

in ways often overlooked in most war accounts. Money always matters when it 

comes to security—particularly then.
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Shortly after concluding the initial agreements on reparations imposed on Ger-

many, the parties made progress toward agreement on principles to govern a 

newly constructed, postwar international monetary regime. The Genoa Con-

ference,1 a gathering of government ministers supported by central bankers and 

other economic “experts” (a nascent epistemic community on monetary mat-

ters among capital managers), finally agreed on May 19, 1922, to work toward 

reestablishment of a gold exchange standard.2 To a large extent the conference 

reflected the wishes of the British delegation led by Prime Minister David Lloyd 

George.3 Behind the scenes, however, was the influential Montagu Norman, 

governor of the Bank of England.4 Significantly, the Americans did not partici-

pate in the Genoa Conference. With no effective competition, the position of 

leadership thus passed by default to the British.

The doctrinal premises underlying the British position had been stated clear-

ly by the Cunliffe Committee in 1918 when it advocated restora tion of “the auto-

matic functions of the gold standard.”5 Indeed, the British government had es-

tablished the Cunliffe Committee in January 1918 “to consider the various prob-

lems which will arise in connection with cur rency and the foreign exchanges 

during the period of reconstruction, and report on the steps required to bring 

about normal conditions in due course.”6 The essence of the committee’s report 

was that the pre-1914 regime should be restored—an “unshakeable confidence 

in the traditional British methods of controlling credit and supporting the ex-

changes . . . [and] a trumpet call for a return to normal techniques.”7

3 restoring sterling, Commerce, and 
security after World War i

There must be financial and currency conditions which afford sufficient 

security for trade.
—British prime minister David Lloyd George

[Churchill] has no instinctive judgment to prevent him from making 

mistakes; partly because, lacking this instinctive judgment, he was deafened 

by the clamorous voices of conventional finance; and, most of all, because 

he was gravely misled by his experts.
—John Maynard Keynes
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The objective was to return to normalcy by “cessation of government bor-

rowings” and “resumption of the long tested policy of credit control through 

the use of Bank of England discount rate policy,” even if this meant deflationary 

economic policies. The British conceived of gold—or, more precisely, sterling 

defined in terms of a given weight of gold—as being at the center of such a 

regime.

The doctrinal underpinnings of the Genoa Conference are clear—“a re-

markable object-lesson in applied liberalism.”8 Lloyd George even told confer-

ence delegates that their “effort must include the removal of all obstacles in the 

way of trade.” With respect to monetary matters he argued that “there must be 

financial and currency conditions which afford sufficient security for trade.”9

Both Norman and Benjamin Strong of the New York Federal Reserve Bank 

believed in the automaticity or self-regulation of money markets that would 

occur under a restored gold standard. Norman argued that under a gold stan-

dard “stability in the Exchanges will be looking after itself in the old-fashioned 

way and artificial stabilisation will hardly be necessary.”10 For his part, Strong 

also opposed “management” by financial authorities. His faith was rather with 

free-market forces. Under a gold standard “it will be more automatic; we won’t 

have to depend so much on judgment, and we can rely more upon the play of 

natural forces and their reaction to price.”11

The resolutions on monetary matters adopted by the Genoa Conference 

are of particular interest,12 because they represent a formal statement of the 

agreed-upon rules or norms that would be operative in the newly re stored re-

gime.13 Each country sought to stabilize “the value of its currency” and charge 

central banks with conducting monetary matters “solely on lines of prudent 

finance” and “free from political pressure.” The resolutions called for “continu-

ous co-operation among central banks” to facilitate “coordinating their policy 

without hampering the freedom of the several banks.”

There was an unequivocal call for restora tion of gold as “the only common 

standard which all European countries could . . . adopt.” Accordingly, it was 

agreed “that European Governments should declare . . . that the establishment 

of a gold standard is their ultimate object,” and that they “should agree on the 

programme by way of which they intend to achieve it.” The procedures by which 

the regime was established and maintained clearly reflected the influence of the 

Cunliffe Report, the Bank of England, and its governor, Montagu Norman.

No longer was a country to resort “to the creation of fiduciary money or 

credits” so as to “meet its annual expenditure.” Instead, budgets were balanced 
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through “adequate taxation” and “reduction of government expenditure.” The 

latter was also to remedy “an ad verse balance of external payment, by reducing 

internal consumption.” In short, deflationary policies made it possible to “fix 

the gold value of the monetary unit” either at its pre-1914 parity or at a “new 

parity approximating to the exchange value of the monetary unit at the time.” 

Free international exchange of currencies was to be maintained by each coun-

try’s efforts to provide itself with an “adequate reserve of approved assets” to 

include gold and foreign exchange balances. Thus, from the beginning the new 

regime was a “gold exchange standard” and not a pure gold standard. Indeed, 

foreign balances were seen as a “means of economizing the use of gold.”

The rules for day-to-day central banking under the new regime were also 

outlined. Currency markets were maintained, and all countries were to “buy 

and sell exchange of other participating countries within a prescribed fraction 

of parity, in exchange for its own currency on demand.” The British role, more-

over, was apparently as one of “certain” unspeci fied countries that would “es-

tablish a free market in gold and thus become gold centres.”

Thus the new regime resembled pre-1914 practice.14 Great emphasis was 

placed, however, on the need for central bank “collaboration” as a means of 

maintaining the regime. The resolutions called for some formal institution-

alization of this cooperative approach through adoption of an “International 

Monetary Convention.”

The Bank of England as the leading central bank (although not openly la-

beled as such) brought central bankers together, thus organizing the epistemic 

community of financial experts that could make recommendations to their 

governments for the adoption of such a convention.15 Establishment in 1930 of 

the Bank for International Settlements (BIS) in Basel, Switzerland, provided an 

institutional setting for further development of this central-banking commu-

nity.16 The BIS, however, was established strictly as an extragovernmental body 

of “pri vate” central banks with only quasi-official status.

In any event, the call for collaboration among central bankers and inter-

vention in the financial marketplace represented something of a departure in 

practice from orthodox notions of self-regulation and automaticity of curren-

cy markets under a gold standard. Indeed, monetary intervention to maintain 

gold parities was central to the proposed regime. Central bank intervention 

through the buying and selling of currencies and gold made it possible for pri-

vate bankers and other nongovern mental financial and commercial interests 

to operate without governmental restraints. Officials saw “artificial control of 
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operations in exchange” as “futile and mischievous,” and such controls would 

“be abolished at the earliest possible date.”

With respect to capital flows, they argued that “the reconstruction of Europe 

depends on the restoration of conditions under which private credits, and in 

particular investible capital, will flow freely” across national borders. Intergov-

ernmental loans were to be minimized and countries were to rely instead on 

loans and credits of private capital. Borrowing was not encouraged, but when 

needed, “long term loans” were “preferable to short terms.” Countries borrow-

ing capital were to follow prudent policies (balanced budgets) to avoid inflation.

Although the United States was not a participant in the Genoa proceedings, 

Benjamin Strong, head of the New York Federal Reserve Bank, assured Norman 

as early as 1919 of his interest in currency stabilization among British, French, 

and American central banks.17 With respect to the Genoa deliberations, Strong 

favored a pure gold standard rather than the gold exchange standard regime the 

British had proposed.18 Of course, only the United States had sufficient gold to 

operate under a pure gold standard regime, and such an arrangement would 

have favored the Americans over the British for monetary leadership.

Strong’s principal argument against a gold exchange regime, however, was 

that there would be a reduction in the autonomy of center countries holding 

short-term deposits of peripheral countries. A gold exchange regime would 

force center countries to raise discount rates or offer other incentives to main-

tain or increase foreign exchange holdings by peripheral countries and thus 

stem gold outflows from the center countries. Such measures would necessarily 

have to be taken regardless of the domestic economic needs of the center states.19

From the American perspective, if a pure gold standard were adopted as 

the basis for the new international monetary regime, adjustments would oc-

cur more or less automatically and in response to “natural” market conditions. 

Such a regime would not have put peripheral countries in the advantageous 

position of being able to pressure the center countries by using financial lever-

age stemming from their holdings of sterling, dollars, or other center country 

currencies. Thus, there was no real conflict between American calculations of 

interest on the one hand and economic doctrine with respect to gold on the 

other. Gold standard doctrine and perceptions of American interest—mainte-

nance of autonomy in monetary matters—were coterminous.

In the final analysis the British position won out, in large part as a result 

of American nonparticipation in the Genoa Conference and other gatherings 

considered politically to be European matters. Given the then prevalent isola-
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tionist view in the United States, monetary leadership was left to the British 

who, for their part, were only too happy to assume the role. Unfortunately, as 

Kindleberger and others have observed, Britain proved to be unable to carry 

out the leadership responsibilities it had assumed.20

Managing the PostWar transition to a  

restoreD sterling-golD regiMe

Faced with congressional opposition, President Woodrow Wilson failed 

in the postwar period to move the United States toward the internationalist 

course he understood to be in the national interest. Wilson’s opponents—in-

spired by nationalist sentiments, isolationist in the extreme—saw the costs of 

involvement in European affairs as exceeding any benefits to be derived from 

such relations. They did not see extensive monetary or other forms of collabo-

ration with European states as being in the national interest. The United States 

not having overseas military deployments outside of its own territories in the 

Caribbean and the Pacific, there was no national security imperative to play a 

leading role in international monetary matters, much less to elevate the role of 

the dollar commensurate with the capital-rich standing the U.S. now enjoyed.

Although U.S. government policy was not to become heavily involved in 

monetary or other collaborative arrangements with European states, private 

interests in the United States—mainly members of the banking community—

sought nevertheless to make New York into the world’s major financial cen-

ter. An attempt was made to compete with sterling as the vehicle for financing 

trade by granting extensive acceptance credits denominated in dollars.21 Private 

American bankers such as J. P. Morgan assumed a prominent position in in-

ternational banking circles. The quasi-official New York Federal Reserve Bank 

under Governor Benjamin Strong was constrained from assuming too active 

a role in international monetary matters, however, by the White House, the 

Treasury, and the State Department.

Seeking to reestablish London as the world’s monetary center, the British 

favored reestablishment of the pre-1914 gold exchange regime that had been 

managed largely by the Bank of England and interests in London’s “City”—the 

financial district. Although it took some years to effect the necessary stabiliza-

tion of currencies called for in the resolutions of the Genoa Conference, British 

leadership was apparent throughout the period.

American deference to British leadership in monetary matters was accom-

panied by a commitment to collaborate that manifested itself particularly in 
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central banking circles. As can be seen in Table 3.1, in only two of the years be-

tween 1919 and 1925 was the New York bank rate higher than that of the Bank of 

England. Even in these years the bank rate in New York was only slightly higher. 

This was not accidental, but rather by design. The effect was to make Britain 

relatively more attractive as a recipient of foreign deposits and thus enable Brit-

ain to build up foreign exchange to augment its gold reserves. For its part, the 

United States hoarded gold and minimized the foreign exchange component of 

its official reserves.

As the only major currency on the gold standard, the dollar became the base 

currency in terms of which the market values of sterling and other currencies 

were defined. Thus monetary policies pursued in New York had direct effect on 

the relative position of foreign currencies in the marketplace. Given Britain’s 

central position as monetary leader in Europe, Anglo-American collaboration 

was essential to maintenance of the international monetary regime.

Although they were weak compared with the United States and various war-

time neutrals, Britain and France were, nevertheless, dominant over the de-

feated Central Powers. Given this relative power position, they were able to 

force Germany to make reparation payments designed to compensate for losses 

sustained during the war. The effect was to pass on the costs of recovery to the 

defeated. Anticipation of revenue enabled France to maintain “a com paratively 

high exchange value” for the franc until 1922, “when the hopes of the receipt of 

such payments vanished,” at least for the time being.22

The United States was not a party to reparation demands on Germany, but 

Table  3 . 1 :  Central Bank Discount Rates (percentages), 

1919–1925

Year United Kingdom United States

1919 6.00 4.38
1920 7.00 5.88
1921 5.75 5.75
1922 3.75 4.25
1923 4.00 4.25
1924 4.00 3.75
1925 4.50 3.25

Source:  For British data, see B. R. Mitchell, Abstract of British Historical 
Statistics (Cambridge: Cambridge University Press, 1962), 456–60. For U.S. 
data, see U.S. Department of Commerce, Bureau of the Census, Historical 
Statistics of the United States: Colonial Times to 1970, Bicentennial Edition, 2 
vols. (Washington, D.C. : 1975) , 1001.

Note: Discount rates are expressed as medians between high and low for 
a given year.
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it did insist that its allies pay their war debts. Fulfillment of this demand was, of 

course, contingent upon receipt by Britain and France of reparation payments. 

Otherwise, the American wartime allies could not have met their obligations. 

Thus, by pressuring Britain and France to pay their war debts, the United States 

clearly added urgency to demands being made on Germany. Washington chose 

to deny the linkage between war debts and reparation demands, although it 

was clear that the costs for meeting obligations to the United States were to be 

borne not by the Allies alone but largely by Germany.

The United States did finally agree to readjustment of debts owed by its 

wartime allies.23 But “the concessions made by the United States to some debtor 

countries in the Debt Funding Agreements were barely sufficient to offset the 

increase in the burden of war debts through the appreciation” of the dollar rela-

tive to other currencies.24 Pressure for payment of war debts continued to be a 

factor in British and French calculations of their reparation needs to be borne 

by Germany.

The floating of exchange rates from the end of World War I to the mid-

1920s was never intended to be a permanent regime, but rather only a transition 

period to the time when gold parities could be restored. The aim was always 

to restore the pre-1914 gold exchange regime, sterling at its center. The parties 

definitely tried to achieve economic stability and the financial strength seen as 

needed for returning to this gold-based regime. Discussions on this subject oc-

curred during the Peace Conference leading to the Versailles Treaty signed on 

June 28, 1919. A central part of the arrangement was worked out in the various 

reparation negotiations conducted between 1919 and 1921.

Early in 1920 a Reparation Commission convened in Paris, and on July 16 the 

Spa Conference, composed of ministers from Germany and the Allies, reached 

agreement “upon percent ages for division of German reparation payments” 

among the recipients.25 At meetings in London during May of 1921, Germany 

finally agreed to remit a total of $33 billion over a period of years, a sum that 

was to be divided among the Allies.

Thus Germany was to bear the heavy costs of Allied economic recovery. This 

enormous economic burden on Germany also played to what the victorious 

European Allies understood to be their short-term security interests. Heart-

ened not just by German demilitarization, they also reassured themselves that 

reparations kept Germany economically down—effectively denying Berlin the 

economic capability (and the national currency) needed to sustain yet another 

military challenge to other European countries.
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In his Economic Consequences of the Peace, John Maynard Keynes stated most 

eloquently how this formula was decidedly untenable. In that book Keynes ar-

gued that the burden of costs passed off onto Germany was far in excess of the 

economic capabilities of the German state. In his classic comment: “Little has 

been overlooked which might impoverish Germany now or obstruct her de-

velopment in the future.”26 Time proved the Keynesian objection to be correct.

The decision to extract so much from Germany weakened its economy and 

undermined efforts to democratize the country’s politics. The rise of Hitler 

and the consequent right-wing turn to national socialism ended the Weimar 

Republic. Short-term gains from extraction of reparations and war-debt collec-

tion proved to be contrary to U.S., British, French, and Belgian security inter-

ests in the longer-term—not to mention other European countries also victim-

ized by German invasions during World War II.

Even in the short term, massive capital transfers from Germany to the victo-

rious Allies were impractical. Indeed, the formula by which the Allies benefited 

from Germany’s cost-bearing role was revised successively in the Dawes and 

Young plans that became effective in 1924 and 1930, respectively. The stabiliza-

tion of the German mark in 1924 after its collapse in 1923 is a case in point. In 

order to extract resources directly, France and Belgium proceeded to occupy 

the Ruhr when Germany defaulted on reparation payments. Washington held 

steadfastly to its view that the reparations issue was not related to American 

demands for war debt payments.27 Accordingly, neither the U.S. government 

nor the Federal Reserve became directly involved in the attempt to stabilize the 

mark.

Nevertheless, U.S. financial support for the effort was needed, and private 

U.S. banking interests filled the void created by America’s official absence. 

American and British bankers, Charles G. Dawes and Reginald McKenna, 

headed two separate committees of “experts.” Neither man was part either of 

government or his respective central bank.28 Based on the work of these com-

mittees, the British sponsored a follow-on, month-long conference of Euro-

pean governments in London from July 16 to August 16, 1921.

Through its position on the Financial Committee of the League of Na-

tions, Britain had already been the major actor effecting the sta bilization of 

the Austrian and Hungarian currencies. Similarly, Britain took the lead in de-

liberations that resulted in the Dawes Plan. Not unlike the Marshall Plan of 

the post–World War II period, the rationale behind the Dawes loan was that 

a capital infusion was a “catalyst” that, in turn, “would facilitate the revival of 
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the German economy” and thus make it possible for Berlin to meet its financial 

obligations.29

The weight of reparations imposed on Germany was a principal cause of 

Germany’s economic collapse in 1923. Maintaining the viability of sterling and 

the French franc while, at the same time, restoring German financial capacity 

was essential to sustaining the postwar international monetary regime. Col-

laborating in the Dawes Loan package—a “basket” of currencies (the dollar, 

sterling, lire, kroner, and Swiss franc) intended to provide the liquidity needed 

by Germany—also set the stage for the newly restored gold-sterling exchange 

regime that finally came into effect in 1925.

Total subscription for the loan was $191.1 million in various currencies. The 

American contribution of $95.6 million represented 50 percent of the total. Al-

though the British contribution was less than half of the American total, sub-

scription in sterling by Britain and other countries amounted to $83.7 million, 

or 43.8 percent of the overall loan. Belgian, Dutch, French, Swiss, and German 

banks joined with British banks, making their subscrip tions primarily in ster-

ling. Indeed, as Norman had commented in a communi cation to Strong, ster-

ling remained “very much the exchange of Europe.”30 The data on Dawes Loan 

subscriptions are contained in Table 3.2. Twenty-five-year bonds were issued on 

October 14 and 15, 1924, in New York, London, and other markets. The response 

was excellent and the issue was soon oversubscribed.31

Prior notions that Germany was able to bear so heavy a reparations cost—

Table  3 .2 :  Dawes Loan Subscriptions

Currency of 
subscription

Country amount of 
subscription  

(U.S.$ millions)

Dollars U.S. 95.6 
Sterling Britain 46.0

Belgium 5.8 
Holland 9.7 
France 11.5 
Switzerland 9.3 
Germany 1.4

Lire Italy 3.7
Kronor Sweden 5.8
Swiss Francs Switzerland 2.3

191.1

Source:  Stephen V. O. Clarke, Central Bank Cooperation: 1924–31 (New 
York: Federal Reserve Bank, 1967), 70. Dawes loan contributions were 
expressed in gold marks, converted here, as they were then, at 4.198 gold 
marks to the U.S. dollar.
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providing liquidity to others that it did not itself possess—were modified as 

it became apparent that the country was not able to meet these obligations. 

As noted above, for the British and French to pay their war debt to the United 

States required the Germans to keep paying them reparations. Rather than 

change the terms of reparations, much less cancel them, the wartime Allies 

sought a remedy in the Dawes Loan.

British and French attitudes toward postwar Germany differed substantially, 

but the Dawes Plan was a public demonstration of international monetary col-

laboration between these two countries and eight other states. When the ar-

rangement for extraction from Germany was obviously in trouble (and with 

it the continued viability of the postwar international monetary regime), the 

major actors of the day finally came together in an effort to make Germany 

more economically viable, if only to facilitate payment of its reparation obliga-

tions. To say the least, it was a very narrow conception of cooperative security.

Given its own interest in receiving payments on war loans, the United States 

participated, but it was Britain that reassumed leadership. Montagu Norman 

and the Bank of England were key players in the Dawes negotiations. Another 

indicator of British monetary leadership was the degree currency markets re-

sumed their prewar propensity to follow sterling’s lead. On the European con-

tinent the exchange rates of Denmark, the Netherlands, Norway, Spain, Swe-

den, and Switzerland remained closely tied to sterling throughout the 1920–25 

period.

France was the only European com petitor to Britain, but French influence 

was largely confined to Continental ties with Belgium and Italy, members with 

France of the old Latin Monetary Union of pre-1914 days.32 With the decline 

of the position of the franc after 1922, even this minimal monetary influence 

declined. In any event, French monetary influence in this period was never 

wielded in dependently of the British, the value of the franc having been closely 

tied to sterling until 1922.33

Prior to negotiations associated on the Dawes Loan, Norman had already 

established a close working relationship with Hjalmar Schacht, governor of the 

German Reichsbank. Early in January 1924 Norman agreed that the Bank of 

England would extend a two- or three-year credit of £5 million to the Reichs-

bank to augment an additional £5 million being raised in the German market. 

Moreover, Norman agreed that up to £10 million in German bills of exchange 

could be discounted in the London market.34

The obvious benefit to Britain of this apparent generosity was to encour-
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age German use of sterling as its international currency. Accordingly, German 

deposits of sterling were maintained in London. Moreover, Schacht also won 

British support “in opposing a Franco-Belgian scheme to establish an indepen-

dent central bank in the Rhineland.”35 Opposition to the scheme also served 

British purposes, of course, in undercutting the position of its French competi-

tor. Strengthening the British economy and its monetary position were again 

necessary for sustaining the security of its then truly global empire.

Moving sterling baCk to golD

Driven by these postwar concerns to restore its commercial position and 

provide for the security of Britain and its global empire, Chancellor of the Ex-

chequer Winston Churchill announced the decision on April 29, 1925, to return 

Britain to the gold standard at the prewar parity of U.S.$4.867 to the pound. 

By objective standards and from the perspective of Britain as a whole, the costs 

of this choice turned out to be far greater than benefits received. Exports and 

export industries lost out in the competition with Continental rivals. Moreover, 

overvaluing the British currency had a deflationary impact on the domestic 

economy—reducing real income and increasing unemployment.

British policy-makers were generally aware of these costs before returning 

to gold at the prewar $4.867 rate of exchange. John Maynard Keynes met with 

Churchill and informed him of the economic consequences involved as he un-

derstood them.36 Why, then, did the government choose to discriminate against 

British exports and to pursue a deflationary policy?

Overvaluation of sterling made outlays for security of the empire less expen-

sive. Put another way, the pound went much further when spent for imports 

or other purchases abroad. Spending local currencies bought with sterling re-

sulted in lower prices or lesser aggregate cost for these goods and services so 

essential for naval and other governmental spending outside of Britain.

Moreover, the owners and managers of capital deriving income from in-

vestments denominated in sterling also saw themselves as gaining from over-

valuation of the pound. Although Britain as a whole might have suffered from 

the policy, it nevertheless served certain special interests. For their part, these 

capital interests tied to the City were also beneficiaries, not only from holding 

sterling deposits and investments that were now worth more than previously, 

but also because returning to the prewar parity held the promise of restoring 

London to its position as the center of world finance.

Such restoration was clearly seen as beneficial to the various banking houses 
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that profited from London’s position as the world’s leading financial center. 

Moreover, the Bank of England and the Treasury saw gains from restoring for-

eign confidence in sterling—confidence that manifested itself in continuing 

and increasing sterling deposits. Economic doctrine—widely accepted under-

standings of the time about world monetary exchange—worked to the advan-

tage of special interests among capital owners who asserted political pressures 

on the government.

Prevalent economic doctrines or established policies do affect the way “ob-

jective” conditions or facts are perceived and understood. The belief in the 

sanctity of gold as a monetary base and the view that restoring sterling to its 

prewar parity would facilitate the return of Britain to her leading position in 

the world were the “common knowledge” of the time. Because they were widely 

held beliefs, reinforced by recollection of a favorable prewar experience, there 

was little challenge in the political realm by working-class or other interests 

adversely affected by the restoration attempt. Moreover, the fact that by 1925 

several other countries already had stabilized or were planning to stabilize their 

currencies by returning to gold gave added impetus to British political and fi-

nancial leaders.37 After all, the dominant prewar monetary power did not want 

to be found lagging too far behind the others in the return to gold lest its le-

gitimacy as leader be challenged. In their minds the imperatives of empire and 

national security warranted extraordinary action.

The “lesson” learned or internalized from the prewar period was that ster-

ling should be tied to gold. This view also prevailed throughout World War I. 

Although in practice it is true that the 1914 “crisis caused moratoria, suspen-

sions of specie payments, and legal or de facto gold export embargoes in many 

countries,”38 gold nevertheless retained its formal or legal status as the standard 

of monetary value. The only belligerent to maintain the formal convertibility 

of its currency into gold through out the war was Britain, but even British gold 

exports were “obstructed, partly through the inevitable difficulties of transport 

in wartime and partly through official pressure.”39

The idea that the gold standard eventually would be restored internation-

ally was paramount in war time monetary thinking. Although the pre-1914 free-

dom of international gold flows and the “interconvertibility of notes and gold” 

ceased during the war, efforts were made to “preserve as far as possible the tra-

ditional system of ex change rates defined by the system of mint pars existing 

in 1914.”40

Official intervention in the financial marketplace was widespread, however, 
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and one economic historian has noted that the wartime departure “from finan-

cial orthodoxy for the sake of national defense paved the way for the school of 

thought which considers it justifiable to depart from rigid orthodoxy in time of 

peace in the interest of progress and prosperity of mankind.”41 Nevertheless, the 

gold standard doctrine was far from dead. Currencies remained legally defined 

in terms of gold during World War I, and widespread efforts were undertaken 

after the war to return to gold in practice.

“lessons” learneD anD unDerstanDings of interest

Commitment to restoration of gold as the monetary center of the liberal or-

der was reinforced by “lessons” learned and internalized in the pre-1914 period. 

Internalization of such understandings—correct or otherwise—drives future 

choices by policy-making elites. Even though central banks and treasury of-

ficials frequently intervened collaboratively to support each other’s currencies 

during the late nineteenth century and in the years leading up to the world war, 

it was instead the image of an idyllic nineteenth-century governmental laissez 

faire toward the market by adherence to a gold or gold exchange standard that 

was the postwar mindset.

Collective understandings of this sort effectively eliminate from serious 

consideration policy options that are counter to the conventional wisdom. As 

a result, choices finally made may well be suboptimal, perhaps serving only the 

interests of a few. Fixed exchange rates, because of their linkage to gold, were 

seen as necessary to rebuilding the prewar liberal order. Notwithstanding that 

the return to gold at the prewar exchange rate carried known costs, British of-

ficials were bent on that course. Given the prevailing orthodoxy at the time, it 

was hard to argue otherwise.

This attempt to restore conditions that previously existed—“imitative” in-

novation—contrasts with the more inventive “initiative” innovation,42 which 

does not rely so heavily on learning grounded in past experience. In the years 

after World War I, there were no theoretical breakthroughs or significant new 

insights on monetary relations to fuel new thinking, much less new initiatives. 

Nineteenth-century free trade and gold standard doctrinal beliefs were still au 

courant. They carried the day.

These were the understandings that drove the Churchill decision to return 

sterling to gold at the prewar parity. Donald Winch notes “that a good deal of 

pride and prestige [were] attached to the pre-war parity. Most people, includ-

ing the policy-makers of the day, were hypnotised by the only parity which had 
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any reality for them. It may not have been entirely irra tional to act on such 

beliefs.”43 This is precisely the point. Prevalent understandings—“the decision 

maker’s personal perceptions of reality”44—are what matter. Widely accepted 

economic doctrines and established policies influence the choices made by de-

cision-makers. They inform the perception of reality upon which policy-mak-

ers act and also may be used by them in an attempt to legitimate their choices.

Such arguments can be used by some, of course, to manipulate others in the 

political process. To the extent that the policy-makers themselves are believers 

in the validity of a given doctrine, however, their use of such arguments may 

be genuine efforts to persuade others in the political process.45 Thus references 

by Churchill and others to the sanctity of the gold standard may not have been, 

as critics allege, merely a cynical manipulation of values designed to serve the 

special interests of the City and, more broadly, capital owners and managers. 

Although these interests were indeed served, Churchill and others in the cabi-

net were influenced primarily by the then-prevalent gold standard doctrine.

Overvaluation facilitated government finance of foreign policy and nation-

al security policies pursued abroad. Referring to advisors from the Treasury 

and the Bank of England, Churchill remarked that their opinions were more 

important “than the clever arguments of academic theorists”—presumably a 

reference to Keynes.46 For his part, not even Keynes accused Churchill of in-

tentionally serving special interests in response to political pressures brought 

by them on the government. He merely attributed the decision to Churchill’s 

being ill informed.

In a scathing attack written right after the govern ment’s policy was an-

nounced, Keynes asked why Churchill had done “such a silly thing.” Keynes’s 

reply to his own question was that Churchill “has no instinctive judgment to 

prevent him from making mistakes; partly because, lacking this instinctive 

judgment, he was deafened by the clamorous voices of conventional finance; 

and, most of all, because he was gravely misled by his experts.”47

Thus Keynes did not accuse the “voices of conventional finance” or 

Churchill’s “experts” of deliberately mislead ing the government. In his view 

“they miscalculated the degree of the maladjustment of money values which 

would result from restoring sterling to its pre-war gold parity,” and both 

“misunder stood and underrated the technical difficulty of bringing about a 

general reduction of internal money values.”48 In a reference to Parliamentary 

committees and other advisors advo cating a return to gold at the prewar parity, 

Keynes commented that “the minds” of Churchill’s “advisers still dwelt in the 
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imaginary academic world, peopled by City editors, members of Cunliffe and 

Currency Committees et hoc genus omne, where the necessary adjustments fol-

low ‘automatically’ from a ‘sound’ policy by the Bank of England.”49 Clearly, the 

mindset described by Keynes was an ideological one—a belief system commit-

ted to what were thought to be the virtues of the gold standard. Indeed, Keynes 

viewed the gold standard as “an essential emblem and idol of those who sit in 

the top tier of the machine.”50

That there was a common mindset or ideological perspective toward money 

within the financial elite—among the bankers of the City and the government’s 

treasury men—is understandable.51 But in 1925 gold standard doctrine as ide-

ology was not just the exclusive possession of an elite among capital managers 

who shared a common “social environment.” Indeed, belief in the alleged vir-

tues of the gold standard was widespread. Even industrial workers who bore a 

disproportionate share of the costs of returning to gold apparently shared these 

beliefs. Opposition from working-class interests to the policy was initially very 

muted and only assumed strength after the consequences predicted by Keynes 

became apparent.

Few questioned the desirability of Britain’s returning to gold. It was assumed 

that this was not only the most appropriate but also the only feasible course to 

follow. Economic doctrine, consistent as it seemed to be with national and im-

perial concerns, thus effectively re duced the perception of alternatives to one. 

Indicative of this per spective was a comment made in 1931 by a former Labour 

minister after ster ling had finally been detached from gold: “They never told us 

we could do that!”52

The prevalent economic doctrine notwithstanding, matters were not left to 

“natural” forces after the British return to gold in 1925: “Britain’s need to main-

tain a tight monetary policy in order to foster adjustment [forced] Norman . . . 

to ignore the gold standard tradition under which monetary policy was sup-

posed to be linked to movements in international reserves.”53 Moreover, viola-

tion of gold standard precepts were not confined to Britain. In matters involv-

ing “pressing national problems” most central bankers “gave short shrift to or-

thodox preconceptions that ran counter to their views of the public interest.”54

On the other hand, the gold standard doctrine retained considerable util-

ity in practice when central “bankers wished to oppose policies pursued” by 

their counterparts in other countries. Invocation of the doctrine was selective: 

“Where the problems of others were concerned” the central bankers “some-

times based their judgments on the pieties of the gold standard rules of the 
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game.”55 This manipulative function of doctrine was also employed in the do-

mestic political arena by central bankers and other officials wishing to oppose 

those prone to pursue “inflationary” economic policies.

Although economic doctrine did not bind policy-makers absolutely, it nev-

ertheless was a significant factor that influenced the percep tions of interest or 

rational cost-benefit calculations that resulted in Britain’s return to gold in 1925 

and her attempts to maintain the regime until it finally broke down in 1931. 

Perceived benefits at the time clearly outweighed perceived costs, even though 

in retrospect the actual costs to Britain in terms of unemployment and reduced 

export earnings of return ing to gold at the overvalued rate of U.S.$4.867 to 

the pound seem to have been particularly burdensome. In 1925, however, res-

toration of London as the world’s financial center and reestablishment of the 

national self-image as a great power, both economically and politically, were 

benefits perceived to be well worth any apparent costs associated with return-

ing to gold at the prewar rate.

Inferences drawn from pre-1914 practice were consistent with (and thus 

supportive of) the commitment to doctrine on the alleged merits of the gold 

standard. This commitment and various political pressures underlay the delib-

erations of the Cunliffe Committee, the Genoa Conference, and other gather-

ings that contributed to Churchill’s 1925 decision to return Britain to gold con-

vertibility, thus restoring the pre-1914 gold exchange regime understood at the 

time to be so essential to both commerce and security.

In fact the measure undermined economic security, putting the United 

Kingdom into serious recession even before the Great Depression that began 

after the 1929 stock market crash. Although capital owners no doubt registered 

gains from investments abroad, recession at home was not to their advantage. 

However less expensive an overvalued pound made Royal Navy and other im-

perial operations abroad, the cost at home was enormous—the British working 

classes being particularly hard hit. For them, the Great Depression had already 

begun!

afterWorD

The interwar period illustrates clearly how money, the rules we make about 

its exchange, the financial institutions that process it, and the markets in which 

it is exchanged for other currencies are all social constructions. Ideas associ-

ated with “conventional finance,” as Keynes put it, when applied uncritically in 

other times and circumstances, can have substantial, adverse impact. Overvalu-
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ing a currency like sterling—setting its exchange at its prewar rate, as much 

for symbolic reasons favored by even the learned among capital owners and 

managers—severely hurt not only those in the British working classes well be-

fore the Great Depression but also those among capital owners with domestic 

investments and stakes in what had been a very thriving export trade. Concepts 

and ideas that define the range of policy choice can change as newly crafted 

ideas displace older ones. “They never told us we could do that,” said one La-

bour Party MP when the pound finally was allowed to float down to its actual 

market value. “They” were the monetary officials and other experts among the 

capital managers to whose advice even Labour customarily deferred! Then, as 

now, economic and national security depends on critical thinking about how 

the ideas embedded in theories are practically applied. Further tightening fiscal 

or monetary screws in a period of austerity (as in deliberately overvaluing the 

national currency) is hardly an apt prescription to remedy adverse economic 

circumstances at home.
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The stock market crash in 1929 and the Great Depression that followed dashed 

the high hopes for the security expected from a return to normalcy—the sta-

bility thought to exist in a gold exchange standard set at prewar rates. British 

authorities tried but could not maintain their prewar $4.867 exchange rate and, 

in 1931, finally let the pound float downward against the dollar and other cur-

rencies. The United States held on until 1934, when the new president, Franklin 

Roosevelt, let the price of gold rise from $20.67 to $35 per ounce—a devalua-

tion of more than 40 percent!

The Smoot–Hawley Tariff Act passed in 1930 during the previous Hoover 

administration had imposed extraordinarily high taxes on imports intended 

to protect American manufactures. The combination of boosting tariffs while 

devaluing currencies to gain competitive trade advantage became the new 

norm. Countries turned inward in this narrow understanding of self-interest, 

thus ushering in a period of ever-higher tariffs and competitive devaluations 

in search of one-sided trade advantage dubbed by critics as “beggar-thy-neigh-

bor” policies. The notion of enlightened self-interest was hard to find as au-

thorities took measures with adverse effects on others—negative externalities 

that were returned in kind.

Given the size of its economy and its large gold reserve, the United States 

retained the capability for monetary leadership during this turbulent period in 

the 1930s but chose, for the most part, not to exercise this role. Charles Kindle-

berger saw American policy-makers as unwilling and Britain unable to provide 

the leadership needed for achieving a high degree of monetary collaboration.1 

The resulting global monetary regime of floating exchange rates, accompanied 

4 Money and Cooperative security,  
the interwar years, and World War ii

 The inter-war misfortunes had destroyed the former faith in the efficacy of 

freely working market forces.

—Richard N. Gardner

It’s true they [the Americans] have all the money bags, but we [the British] 

have all the brains.
—Lord Halifax, whispering to John Maynard Keynes
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by “beggar-thy-neighbor” trade policies, reflected this absence of global mon-

etary leadership.

Such zero-sum, narrow constructions of national monetary and economic 

interest dramatically reduced the volume of international trade and had ad-

verse effects on security as well. The absence of leadership, coupled with chang-

es in relative capabilities of states during the 1930s, was responsible, in part, for 

the emergence of competing currency blocs during the last half of the decade 

that became solidified with the outbreak of war in 1939.

The September 1936 Tripartite Agreement reached by Britain, the United 

States, and France was a signifi cant step toward reestablishing collabora-

tion in monetary matters among the three World War I allies. Although the 

degree of collaboration achieved was small compared with what would be 

achieved under the Bretton Woods Agreement in 1944, each of the three trea-

suries was at least to “be pre pared to execute support orders for the other and 

hold the exchange for twenty-four hours, when it could ask for conversion 

into gold.”2

That Germany was not part of this agreement was consistent with the grow-

ing political divi sion into rival blocs. No longer burdened by reparations pay-

ments since a moratorium took effect in 1931 and, two years later, when Hitler 

came to power, German authorities took extraordinary steps to restore eco-

nomic growth and reassume the country’s dominant position in central Eu-

rope. Once again, the outlines of rival monetary blocs reflected the political 

reality of competing alliances much as they had during World War I.3 The Axis 

Powers, confiscating monetary assets in the countries they invaded,4 constitut-

ed their own currency bloc, as did the Allied Powers in their Tripartite Agree-

ment of 1936.

As in World War I, most monetary transactions occurred within the two 

separate blocs. Nevertheless, some transactions among warring parties in each 

other’s currency did continue through intermediaries between the two blocs. 

As happened in World War I, the opposing blocs again were linked through 

banks in nonbelligerent countries and, as discussed below, central bankers 

from warring states continued to participate in, or cooperate with, the Bank 

for International Settlements (BIS) in Basel. Switzerland was again a center for 

monetary exchange among adversaries.

The March 1941 effective date of American Lend-Lease assistance to Britain 

solidified Anglo-American collaboration in what had become an Allied cur-

rency bloc.5 Although the United States was closely tied to Britain, France, and 
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their allies, American transactions with Germany, Japan, and the other Axis 

Powers were not formally terminated until U.S. entry into the war in December 

1941.

Maintaining the triPartite  

anD WorlD War ii regiMes: 1936–45

The French government’s turn to the left led to abandonment of the gold 

standard and a decision to join the British and Americans in the Tripartite Ac-

cord of 1936. The gold bloc that France had led was left in disarray. The com-

mitment made by the three parties to the new regime was that each would be 

willing to purchase the currency of the other and hold it for at least twenty-four 

hours, after which it could be exchanged for gold. Even this admittedly meager 

foundation provided some basis for re building a collaborative spirit among 

the United States, Britain, France, and countries associated with them. It was 

cooperative security on the monetary front among those who once again soon 

would become Western allies against Germany in its central European sphere 

of influence.

As shown in discount rate data contained in Table 4.1, the earlier Anglo-

American collaborative pattern by which the American bank rate was kept 

below that in London was restored. For its part, the French interest rate was 

allowed to go even higher than the British to discourage further depreciation of 

the franc, a persistent problem after the French finally departed from the gold 

exchange standard in 1936. The Germans, not a party to the Tripartite Agree-

ment, kept their discount rate constant, albeit behind a wall of strict exchange 

controls and other restrictions.

With the outbreak of war in 1939 exchange controls were soon put in place. 

Given the imposition of these restrictions on capital flows, how the discount 

rate was set ceased to have the same significance as a collaborative tool for 

maintaining the exchange regime.6 Accordingly, the American and British cen-

tral banks fixed their bank rates at 1 and 2 percent, respectively, for the duration 

of the war.7

Table  4 . 1 :  Central Bank Discount Rates, 1936–39

U.S. UK France Germany

1936 1.5 2.0 2.0 4.0
1937 1.0 2.0 3.0 4.0
1938 1.0 2.0 2.5 4.0
1939 1.0 2.0 2.0 4.0

Source:  Compiled from various January issues of the Federal Reserve Bulletin.
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There was a slightly greater tendency to hold foreign exchange as a monetary 

reserve medium within the tripartite-centered regime, but the degree to which 

this occurred was still small compared with the 1920s. By the end of 1937, only 

8.6 percent of monetary reserves were in the form of foreign exchange, com-

pared with 5.5 percent at the end of 1933. But this was still only about a third of 

the 24.3 percent maintained at the end of 1928.8

In the years between the formal devaluation of the American dollar in 1934 

and the French departure from the gold standard in 1936, the gold stock of 

France diminished as the American stock rose.9 About half of the American 

gold inflow came from France,10 further eroding the French effort to remain on 

a gold exchange standard.

This trend was reversed in 1936, however, as the French were allowed to de-

preciate the franc relative to both sterling and the dollar without threat of re-

taliation. As a result, the French were able to increase their gold supply during 

1937. In May 1938 the franc was finally pegged to sterling that, in turn, was tied 

to the dollar. The three central banks actively coordinated by intervening in 

financial markets to maintain stable exchange rates. The approach of the war 

in 1938 and 1939, however, put increasing strain on the tripartite regime as pri-

vate capital flowed from Europe to the United States, thus drawing gold to that 

relatively safer haven.11

Until mid-1938, the dollar-sterling exchange rate remained at about $5.00 

to the pound. By August 1939, however, the pound had depreciated to about 

$4.60.12 Even so, one estimate is that Britain lost almost $700 million in gold 

reserves between March and September 1939 as a result of the capital outflow.13 

After the fall of France in 1940, the sterling rate dropped as low as $3.27 until it 

was finally stabilized at $4.035 for the rest of the war.14

The extent of American monetary collaboration with Britain was ex tremely 

limited during the early days of the war. Between August 1939 and December 

1940, British gold reserves were forced down from about $2 billion to just over 

$400 million. When the American commitment to the war became clearer, 

however, a new wartime regime was created. The positive effect of Lend-Lease 

on the British reserve position is depicted in Table 4.2.

As in World War I, Britain relied heavily on the empire for monetary sup-

port throughout World War II. Sterling deposits trebled during the war, from 

$5.133 billion in 1941 to $14.881 billion four years later.15 In particular, India 

again absorbed the heaviest burden of this support, such that by 1945 India 
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held about 36 percent of all sterling deposits, compared with about 23 percent 

in 1942.16 Table 4.3 depicts the increasing relative burden assumed by the ster-

ling area as a whole.

In short, for its security Britain relied heavily on two sources of monetary 

colla boration—the United States through Lend-Lease as well as the empire and 

other countries willing to accept payment for wartime purchases in the form of 

sterling deposits maintained in London. Through these means the British were 

able to share some of the very heavy costs of the war effort.

The United States collaborated with Britain in the interest, of course, of its 

own national security in the common war effort. Aside from common national 

security interests, countries selling war materiel to the British certainly derived 

Table  4 .2 :  British Reserves, 1939–45

(Billions of dollars)

1939 September 2.094
1940 March 1.981

September 0.899
1941 March 0.282

Lend-Lease begins
1941 September 0.278
1942 March 0.658

September 0.960
1943 March 1.194

September 1.618
1944 March 2.034

September 2.377
1945 March 2.433

September 2.433

Source:  R. S. Sayers, History of the Second World War: Financial Policy, 
1939–45 (London: HM Stationery Office and Longmans, Green, 1956), 496.

Note: Dollar figures are computed at $4.03 to the pound. Data are 
primarily for gold reserves; however, the figures also include a small amount 
of foreign exchange (Canadian and American dollar) holdings.

Table  4 .3 :  British External Liabilities, 1941–45

End of:
Total liabilities 

(billions of dollars) % £ area

1941 5.133 52
1942 6.625 60
1943 9.482 61
1944 12.166 63
1945 14.881 67

Source:  R. S. Sayers, History of the Second World War: Financial Policy, 
1939–45 (London: HM Stationery Office and Longmans, Green, 1956), 497. 
The exchange rate for the period was £ 1.0 = $4.03.
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domestic economic benefits from such transactions. Accepting payment in 

sterling and maintaining such deposits in London was a “cost” that undoubt-

edly seemed worth the price, given the benefits derived.

Lend-Lease was also helpful to the U.S.S.R. in the financing of its war ma-

teriel purchases, but the monetary impact of this arrangement outside of the 

Soviet Union was negligible. Indeed, as during the 1920s and 1930s, the Soviets 

under Stalin minimized transactions within the global economy. Accordingly, 

the ruble was never significant as an international currency.

Belligerents on both sides also used “fiat” military currencies as a means of 

imposing costs on the residents of occupied territories: “Usually the occupy-

ing power attempts to force upon the occupied country the responsibility for 

the continued acceptance and exchange of the military currency issued during 

occu pation, in this way saddling the occupied country with at least part of the 

costs of occupation represented by expendi tures of military currency.”17

The practice was followed by the Allies in North Africa and on the European 

continent, by the Japanese in China and other parts of Asia, and by Germany 

in occupied Europe.

In addition to paying the troops and compensating the owners of requisi-

tioned property, military currencies also served as a major means of manipulat-

ing the economies of occupied territories. These currencies were declared legal 

tender alongside the indigenous currencies; their circulation was enforced, and 

no discrimination against them was tolerated. Their impact upon the econo-

mies of conquered territories was considerable. Consequently, they came to 

be viewed more as an aspect of occupation policy than merely as a temporary 

military expedient.18

Not surprisingly, German extraction of resources from occupied countries 

was extraordinary—by one estimate (1939 to September 1944) some 84 billion 

marks, 42 percent of this total from France alone!19 The United States and Brit-

ain also made dollar and sterling loans or open-market purchases to support 

various local currencies.20 Thus, collaboration was at a high level within the 

Allied bloc, Germany and Japan imposing “collaborative” arrangements on 

countries or areas within their separate spheres. As in World War I, however, 

collaboration on a global basis among competing blocs understandably re-

mained very low. What transactions did occur between opposing bellig erents 

were conducted largely through banks in nonbelligerent or neutral states such 

as Switzerland, where the Bank for International Settlements also was located. 
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Basel was an ongoing meeting place for monetary authorities on both sides. As 

managers of capital, these central bankers carved out an important role for the 

BIS as a neutral meeting place.

CurrenCy areas anD the eMergenCe of  

WartiMe CurrenCy bloCs

Until the war, there were no major international conferences following 

construction of the tripartite regime except for the day-to-day collabora tion 

among monetary officials involving “interfund operations and interchange of 

information.”21 Given the competing Allied-Axis hegemonies of World War II, 

international conferences occurred exclusively within the separate blocs. That 

changed, however, toward the end of the war when meetings were held in Bret-

ton Woods, New Hampshire, in 1944 that put foundation stones in place for a 

new postwar international monetary regime.

Seeking “isolation of the domestic economy from international trends,” the 

German-centered bloc operated in the late 1930s independently of the tripartite 

global regime.22 The attempt was not so much to disrupt its operations as to in-

sulate the German Reich from it. German central bankers did continue to par-

ticipate with their counterparts at the BIS in Basel alongside counterparts from 

countries outside of the German currency area. When war broke out, “Ger-

many secured the full benefit of favourable terms of trade through a deliberate 

overvaluation of the reichsmark” in countries within its sphere of influence.23 

Overvaluation of the Reichsmark clearly served German security interests, fa-

cilitating official payments abroad for military and other expenditures.

Although the French-led gold bloc disintegrated with the formation of the 

tripartite regime, the British-led sterling area remained intact. Not surprisingly, 

sterling-area countries continued to back Britain and thus the tripartite global 

regime of which Britain was a key member. In a similar fashion, the United 

Kingdom relied on support from the sterling area and the Allied bloc through-

out World War II.24 As has already been discussed, this support was manifested 

through acceptance of sterling in payment for war materiel and maintenance 

of these sterling deposits in London far above any conceivable reserve needs. 

Helping the UK finance wartime purchases in support of British national and 

imperial security interests was clear motivation for this external support.
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CoMMerCe betWeen eneMies:  

the bis anD other thirD-Party agenCy

Founded in 1930 as a nongovernmental but quasi-official organization in-

corporated under Swiss law, the BIS continued its operations as a central bank-

ers’ bank throughout the war. Although the United States in its isolationist 

period avoided formal membership, the Federal Reserve, particularly the New 

York Federal Reserve Bank, developed important links there. An executive or-

der issued in 1940 required licensing by the Treasury of all BIS transactions in 

the United States. In practice, the New York Federal Reserve Bank, where the 

BIS maintained its American account, readily assumed this regulatory func-

tion. In practice the New York Fed adopted a more permissive stance on BIS 

transactions it considered “normal” or “routine.” Unfortunately for the BIS, the 

Treasury intervened in June 1941 to revoke its license, thus making it more dif-

ficult for the BIS to operate.25

Thomas McKittrick, a U.S. private citizen who had acquired a European 

identity within the American expatriate business community, was BIS presi-

dent from 1939 to 1946. National City Bank of New York had employed McKit-

trick early in his career, assigning him to the bank’s Italian office in Genoa. 

Later he entered other business pursuits in New York and London but appar-

ently did not develop any political connection to the Roosevelt administration 

prior to assuming the senior position at the BIS. Efforts made in 1942 on a trip 

to the United States to persuade government officials of the value of the BIS did 

not accomplish the acceptance in Washington his international colleagues at 

the BIS had sought.26

Personalities, individual understandings of interest, and informal networks 

matter. Treasury Secretary Morgenthau and Deputy Secretary Harry Dexter 

White were, to say the least, not enamored of the BIS or of engaging on mon-

etary matters with adversaries, even if only through third-party intermediaries. 

On the other hand, others in the Roosevelt administration, fully aware that the 

German, British, and other central bankers were engaged in wartime transac-

tions with Germany, had their own interest in not disrupting BIS operations. 

Although the transaction volume was small, the United States still needed ac-

cess to Reichsmark sources either at the BIS or at neutral Swiss private-sector 

banks to finance intelligence and other European operations. Moreover, both 

American and British banks kept their doors open in Paris during the German 

occupation of the French capital.27 Given his international position at the BIS, 
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McKittrick apparently deferred much to BIS economic advisor Per Jacobsson, 

a Swedish conservative who maintained contact for the bank with Allen Dulles, 

European director of the U.S. Office of Strategic Services (OSS), the wartime 

forerunner to the CIA.28

German need for the BIS and other Swiss banking connections was even 

greater. Foreign currency was needed to finance “imports of armaments and 

raw materials such as oil, iron ore, tungsten, and manganese, which were sup-

plied by Romania, Portugal, Sweden, Spain, and Turkey.”29 Reichsbank vice 

president Emil Puhl represented Germany’s wartime interest at the BIS, the 

German central bank reporting to the German government that the BIS had 

rendered “valuable services” to include “a great number of important gold and 

foreign exchange transactions.”30

To say the least, gold transactions either at the BIS or in Swiss banks were 

troubling, given German acquisition of gold from Jews and other victims of 

genocide in the late 1930s, which continued, of course, throughout the war. 

Moreover, gold assets were taken from countries Germany occupied: “Out of a 

grand total of $860.2 million worth of gold available to the Reichsbank during 

1939–45, $532.6 million was shipped abroad to settle the debts arising from the 

delivery of goods and services” to Germany—more than 77 percent of the gold 

used for these purposes shipped to Switzerland!31 Most of these transactions 

were with Swiss banks, although the BIS also had its share.

Even if the full extent of these wartime financial activities was not known 

at the time, U.S. treasury secretary Henry Morgenthau and Assistant Secretary 

Harry Dexter White became thorns in the side of the BIS, advocating its disso-

lution. After all, the new Bretton Woods institutions—the International Mone-

tary Fund (IMF) and International Bank for Reconstruction and Development 

(IBRD, the World Bank)—could assume BIS functions.

On the other hand, John Maynard Keynes, the British government, other 

Europeans, and even some American private-sector banks argued for retaining 

the BIS—an institution that had demonstrated its ability to conduct financial 

transactions neutrally in both peace and wartime. To central bankers, of course, 

the BIS was not only institutionally and symbolically at the center of their epis-

temic community but also functionally essential, its monthly meetings, regular 

communications, dissemination of research findings, and conduct of monetary 

transactions highly valued.

Relationships among these managers of capital were close. The Bank of Eng-

land’s link was particularly strong, its governor Montagu Norman (1920–44) 
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having been instrumental in the politics of constructing the BIS and a stal-

wart supporter since its inception of this central bankers’ bank. In the 1920s 

it was Norman who collaborated with his American friend, Benjamin Strong, 

president of the New York Federal Reserve Bank. Prior to the Nazi period, Nor-

man also established a close friendship with his German counterpart, Hjalmar 

Schacht (Reichsbank president, 1924–30 and 1933–39), which contributed fuel 

to the fire later on his alleged pro-German sympathies.32

ConstruCting the bretton WooDs regiMe— 

learning froM the interWar PerioD

As World War II entered what would be its final year, monetary authori-

ties and their academic advisers looked back on the interwar experience for 

insights on how to proceed in the forthcoming postwar period. In their minds 

one obvious thing to avoid was the turbulent period of floating exchange rates 

that followed the breakdown of the gold exchange regime of fixed exchange 

rates in 1931. They were well aware how in the 1930s the volume of trade had de-

clined markedly and unemployment increased to unpre cedented levels because 

of the beggar-thy-neighbor policies we have discussed—competitive currency 

devaluations, higher tariffs, and other barriers aimed at promoting exports at 

the expense of other countries. It was not until 1936 that American, British, and 

French collaboration finally brought a degree of stability to exchange rates. As 

noted above, the currency blocs persisted, becoming even stronger with the 

onset of war in 1939.

Various “lessons” were learned from the interwar experience by those 

charged with constructing a postwar international monetary regime. In this 

regard, Richard Gardner has stated that “it is difficult to over-estimate the in-

fluence exerted by these ‘lessons’ from the past on the character of American 

post-war planning.”33 One such “lesson” was that stability of exchange rates was 

preferable to a regime of floating rates that could be manipulated by individual 

states to the detriment of others. What was needed was “a mechanism which 

would ensure the stability of currencies and avoid the recurrence of competi-

tive devaluations” and exchange controls.34

Moreover, instability of exchange rates was seen as having “contributed to 

the coming and [to] the severity of the great depression,” not to mention World 

War II itself.35 Indeed, think ing prior to Bretton Woods was influenced by a 

genuine desire that the world not be plunged again into heavy unemployment 

after World War II was over, lest the history of the interwar period be repeat-
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ed.36 The failure of collaborative efforts at the 1933 World Economic Conference 

in London should not occur again.

If anything, the collaboration achieved in the 1936 Tripartite Agreement (by 

which Britain, France, and the United States stabilized their exchange rates) was 

a benchmark or model for constructing any new, postwar international mon-

etary regime. In short, governments should play an active role in establishing 

the rules that would govern postwar monetary and commercial transactions. 

As Gardner notes: “The inter-war misfortunes had destroyed the former faith 

in the efficacy of freely working market forces.” Moreover, American officials 

responsible for design ing the postwar economic order also “were not believers 

in laissez faire; they shared the belief of most New Deal planners that govern-

ment had an important responsibility for the direction of economic life.”37

This apparent departure from pure laissez-faire liberalism—advocacy of 

government involvement in marketplace economic matters—was not, how-

ever, a total abandonment of all classical liberal tenets. In fact, the United States 

became a principal champion of restoring convertibility of currencies and re-

ducing barriers to trade.38 In this regard, there was considerable hostility in 

American circles directed toward the continuation of currency blocs in the 

postwar period. U.S. Treasury officials “disliked and distrusted the fragmen-

tation of the international monetary scene into currency areas—the sterling 

area being a particular bugbear—and the proliferation of multiple currency 

practices and the like.”39

In spite of differences with the United States over the future of the ster-

ling area, there was considerable support in British government and academic 

circles for liberal notions of free trade and the convertibility of currencies.40 

Although there was general acceptance of the need for expanding both trade 

and employment, Britain and other countries that had sustained economic 

devastation during the war were more inclined than the United States to view 

free trade and convertibility of curren cies at relatively fixed exchange rates as 

longer-run goals to be achieved only after economic recovery.

The British sought an international monetary regime that allowed a state to 

correct an overvaluation of its currency as well as one that provided sufficient 

liquidity and credit to allow for adequate defense of existing rates against short-

term pressures. The 1925–31 experience had obviously had an impact on British 

thinking.41 Sterling had been overvalued, and there was ultimately a shortage 

of liquidity in 1931 that forced Britain to float the pound and thus abandon its 

costly commitment to the gold exchange regime. British authorities also were 
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concerned lest following World War II the again-victorious allies repeat the 

same mistakes of the interwar period.

The link between economy and security was abundantly clear in their 

minds—how the imposition of reparations and the collection of war debts 

fiasco had undermined the Weimar Republic and contributed to the domes-

tic turbulence in German society that resulted in the rise of Hitler’s National 

Socialism. American representatives shared this British concern for a more en-

lightened approach to planning for the postwar era. The resulting U.S. policy 

of forgiving most Lend-Lease obliga tions was decidedly aimed at strengthen-

ing, rather than weakening, the various postwar financial and commercial ar-

rangements so important for security and economic well-being in Europe and 

elsewhere.42

Informed by the British experience during the interwar period when defla-

tion, not inflation, was the principal problem, Keynes proposed a plan for the 

postwar international monetary regime that put emphasis on “an expansionist, 

in place of a contractionist, pressure on world trade” through generous provi-

sion of liquidity and credit.43 By contrast, the author of the American postwar 

plan, Harry Dexter White, and his superior, Treasury Secretary Henry Morgen-

thau, were not so much concerned with the danger of deflation as they were 

with ensuring the stabiliza tion of exchange rates.44

Given these different priorities, the White Plan for the postwar international 

monetary regime was not so permissive as the Keynes Plan in terms of the 

quantity of liquidity and credit available for the finance of international eco-

nomic transactions. Different lessons drawn from the interwar experience—

American concern for stabiliza tion of exchange rates and British fear of defla-

tion—understandably resulted in rather different postwar international mon-

etary regime plans so essential to realizing postwar security.

ConstruCting the bretton WooDs regiMe

The net impact of the interwar experience, then, was a dilution of classical 

liberal premises with respect to the role of governments in economic matters. 

In the United States, the New Deal policy that replaced the laissez-faire com-

mitment of liberalism had mass popular support by workers and others who 

had experienced the privation of the Depression years.

Organized labor had become far more significant as a source of political 

pressure in the United States, Britain, and on the European continent. De-

mands by labor could no longer be ignored by decision-makers charged with 
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the construc tion of international monetary regimes. Economic adjustment by 

pursuing deflationary policies, the usual prescription of gold-standard doc-

trine, was no longer acceptable because of the increased labor unemploy ment 

caused by such policies. Organized labor now had a political voice in both Eu-

rope and the United States.

Of course, industrial and other commercial and financial interests of capital 

owners also remained important as sources of political pressure. After the eco-

nomically disruptive experience of the 1930s, when exchange rates were allowed 

to float, business interests favored an international monetary regime in which 

exchange rates were relatively stable. There was also support for restoring the 

relatively unencumbered flow of private capital across national borders, free of 

the exchange controls erected in the 1930s and maintained during World War II. 

Stable exchange rates and the free flow of capital across national borders were 

conditions seen as essential not only to facilitating international commerce but 

also enabling government expenditures in the conduct of foreign and national 

security policy.

The outcome at Bretton Woods sought not only to accommodate govern-

ment needs to finance international expenditures for security and other pur-

poses but also to serve both business and labor interests at home. Exchange 

rates under the new regime were to be relatively stable, but additional liquidity 

was also provided to preclude the necessity for any immediate resort to defla-

tionary adjustment policies. Adherence by most states to the Bretton Woods 

discipline of relatively fixed exchange rates was not achieved until 1958, after 

allowing sufficient time for economic recovery. Although progress to the goal 

was incremental, the parties established a liberal regime free of exchange con-

trols, thus achieving a stated objective at the Bretton Woods meetings.

It was a time of ferment. New ideas mattered. They were more welcome in 

the 1940s than before the war and during the Great Depression. The door was 

open now to John Maynard Keynes and other opponents of economic laissez-

faire who promoted new theories that underscored the imperative of activity by 

government in the marketplace, both domestically and internationally.45

Alluding to Darwinian notions, Keynes observed what he called “a natural 

line of evolution” in the development of capitalism. In Keynes’s view there was 

a need to make “improvements in the technique of modern Capitalism by the 

agency of collective action.”46 It was an early statement of gains to be had from 

cooperative security measures in international monetary matters.

Although the notion of an evolutionary trend in capitalism may be more 
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metaphor than theory, the view nevertheless had a profound effect upon the 

status of established doctrines. Moreover, the effect was not confined to the 

domestic policy arena, but was extended to the international realm as well. 

Sharing a conviction that at least minimal international policy coordination 

was necessary in an increasingly complex world, policy-oriented scholars like 

Keynes made proposals for the establishment of an international monetary re-

gime to facilitate commerce and other relations. These regime proposals typi-

cally included new organizational structures that were given varying degrees of 

authority to enable them to carry out assigned tasks.

Keynes saw the “need” for “an instrument of international currency having 

general acceptability between nations,” and he argued that the quantity of this 

international currency should be “governed by the actual current requirements 

of world commerce.”47 He specifically advocated the establishment of “an Inter-

national Clearing Union based on international bank-money, called . . . bancor, 

fixed (but not unalterably) in terms of gold and accepted as the equivalent of 

gold.”48

Under such a regime, “the central banks of all member states (and also non-

members) would keep accounts with the International Clearing Union through 

which they would be entitled to settle their exchange balances with one another 

at their par value as defined in terms of bancor.”49 Keynes also acknowledged 

that “measures would be necessary . . . to prevent the piling up of credit and 

debit balances without limit.” Accordingly, the limits on a country’s overdraft 

credit would be determined by “the running average of each country’s volume 

of trade.”50

In short, Keynes proposed the establishment of a world central bank with 

currency functions comparable to that of a domestic central bank. Its leader-

ship and staff would have the authority to discuss with any country heavily 

over drawn those measures that could be taken “to restore equilibrium of its 

international balances.” Each state, however, was to “retain the ulti mate deci-

sion in its own hands” to determine what, if any, actions were to be taken.51 This 

restriction or denial of supranational authority to the proposed International 

Clearing Union was, moreover, consistent with Keynes’s own reformist (rather 

than revolutionary) persuasion.

Although the proposed clearing union was clearly framed with Britain’s own 

liquidity needs in mind, it also reflected the Keynesian com mitment to the cre-

ation of organizational structures, as necessary, to perform desired economic 

roles. This was a clear departure from laissez-faire, but there was at the same 



Money anD CooPerative seCurity 89

time no commitment to radical alteration of the capitalist structure and pro-

cess. On the contrary, as noted above, Keynes saw himself more as a reformist 

seeking to improve the functioning of capitalism than as a revolutionary com-

mitted to its overthrow.

The Keynesian proposal also reflected “lessons” learned from the interwar 

experience. Between 1925 and 1931, when Britain returned to gold and overval-

ued the pound relative to other currencies, the domestic austerity that resulted 

manifested itself as a direct cost to both export industries and labor—the latter 

paying a high unemployment cost even before onset of the Great Depression. 

As we have underscored above, the stability of exchange rates between 1925 and 

1931 that had been purchased at so high a price gave way to floating exchange 

rates accompanied by restrictions on trade, competitive currency devaluations, 

exchange controls, and other illiberal “beggar-thy-neighbor” policies that en-

sued.

Changed understandings in the minds of experts matter. The Keynesian ap-

proach, then, combined lessons learned from these experiences. Exchange rates 

were to be stable, as in 1925–31, but sufficient liquidity also would be provided 

multilaterally. No single state was again to bear the burden of international 

regime maintenance through overvaluation of its currency as Britain had done 

in 1925–31. Both domestic well-being and international security depended on a 

more equitable, multilateral framework for international monetary exchange.

In the United States there were political pressures from isolationists who 

feared any American surrender of its monetary authority to an international 

organization and from conservative banking interests among capital manag-

ers who saw the proposed Bretton Woods regime as too expansive monetarily 

and not sufficiently stringent vis-à-vis debtor states.52 In spite of these political 

pressures, the United States assumed leadership in constructing the new inter-

national monetary regime.

The United States persuaded Britain to join the new regime against the 

wishes of illiberal elements within Britain on both the right and the left.53 The 

payoff to the British that enabled the government to accede to the agreement 

was the promise of sufficient liquidity or aid that clearly served British postwar 

needs.54 Similar incentives also motivated the accession of other states to the 

new international monetary agreement.

The International Monetary Fund that emerged from the Bretton Woods 

Conference in 1944 in fact reflected more of the American White Plan than it 

did the British Keynes Plan. Although the White proposal was more re strictive 
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in terms of making international credit available, it shared the Keynesian com-

mitment to collective action when necessary to restore or to maintain the func-

tioning of capitalism—both international monetary exchange and capital flows 

across national borders.

At one point in the Anglo-American discourse Lord Halifax reportedly 

whispered to John Maynard Keynes: “It’s true they [the Americans] have all 

the money bags, but we [the British] have all the brains.” But brainpower could 

only go so far and the less expansive White Plan prevailed, albeit with some 

modifications.

Incremental implementation of the Bretton Woods agreement would re-

solve Anglo-American differences in interpretation of the agreement, but in 

1944 the differences still remained:

[1] The British appeared to regard the International Monetary Fund as an auto-

matic source of credit; the Americans seemed to consider it as a conditional provider 

of financial aid.

[2] The British emphasized their freedom to maintain equilibrium by deprecia-

tion and exchange control, placing on creditor countries the main burden of ad-

justment; the Americans looked forward to the early achievement of free and stable 

exchanges, specifically rejecting the suggestion of any one-sided responsi bility on 

the United States.

[3] Most disquieting of all, the British considered their adherence to multilateral 

principles contingent upon bold new measures of transitional aid; the Americans 

claimed that the Bretton Woods institutions would meet Britain’s postwar needs.55

Notwithstanding these differences, the Bretton Woods agreement did provide 

the basis for the construction of the postwar regime of relatively fixed exchange 

rates among participating states.56

Coupled with its disproportionately vast capital resources, the Bretton 

Woods outcome left the United States monetarily as undisputed global lead-

er. Indeed, it was the only country at the time with an effective veto in the 

IMF. Monetary leadership under the new regime clearly conveyed the financial 

means necessary not only to provide for its own security but also to take on 

global security tasks in coordination with governments in other countries. Li-

quidity provided by the U.S. Marshall Plan aid was also part of a strategy that 

secured an ongoing American interest in global commerce. It was a vision that 

accommodated the interests of both capital owners and labor—the latter by job 

growth from the anticipated expansion of export industries providing materiel 

to countries devastated by world war.
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The United States finally had assumed the international monetary lead, an-

choring the dollar in global commerce as the world’s key currency—a decisive 

advantage essential to financing a postwar American foreign and national se-

curity policy requiring extraordinarily large government outlays abroad. Other 

countries readily accepted the American currency for payments as if it were 

gold—better than gold, since dollar deposits also earned interest!

As a practical matter, the problem in the immediate postwar years was not 

a surplus of dollars in global markets, but rather a shortage relative to demand 

for them. U.S. balance-of-payments deficits were welcomed abroad precisely 

because of their direct contribution to international liquidity. Investment of 

private capital expanded substantially as U.S. corporations and other investors 

pursued opportunities abroad, which contributed to economic growth there 

and returns to the capital interests at home. International trade expanded sub-

stantially with gains to export industries and labor employed in them. Job loss 

from imports was offset by gains in the export sector—the United States run-

ning a favorable trade balance for a quarter-century following World War II!

The U.S. government embraced this new postwar internationalism—a will-

ingness to grant foreign assistance, make loans, and spend abroad for military 

and other purposes for its own national security as well as the security interests 

shared by allies and other countries in the newly founded United Nations orga-

nization. The international monetary advantage enjoyed by the United States 

proved to be a decisive factor throughout the Cold War. Deep American pock-

ets were an essential ingredient enabling the conduct of U.S. national security 

policy vis-à-vis its new adversaries—the Soviet Union, China, and their respec-

tive allies.

afterWorD

The Great Depression years that began with “beggar-thy-neighbor” policies 

in the early 1930s finally gave way to cooperative security efforts in the last half 

of the decade within what were yet again in Europe becoming separate allied 

camps. Germany gradually returned to its dominant position among central 

European states, while Britain and France (and later the United States) were 

core members of what, with the outbreak of war, would become a reconstituted 

Western alliance.

As in World War I, wartime controls on currency exchange rates were in 

place within each alliance—wartime costs externalized—shared or imposed 

on others. With the Netherlands under occupation no longer able to play the 
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banking role it had performed in World War I, Switzerland (to include now the 

Bank for International Settlements in Basel) remained the principal neutral 

ground for currency exchange, intelligence, and other operations requiring an 

enemy’s currency.

“Lessons” drawn from the interwar period profoundly affected the postwar 

design crafted at Bretton Woods. A liberal view of cooperative security saw a 

return to relatively fixed exchange rates, institutionalizing in the IMF the ways 

and means countries easily could access the capital needed to sustain these 

rates. To make the new regime work would require cooperative measures by 

finance ministers and central bankers either within or outside of this institu-

tional framework to provide liquidity needed to avoid exchange controls so 

injurious to international commerce. As in other matters in the “new” multi-

lateralist thinking of the time, economic and national security was to be very 

much a cooperative affair.
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Secretary of State Cordell Hull, Treasury Secretary Henry Morgenthau and his 

deputy, Harry Dexter White, and others in the Roosevelt administration saw 

the establishment of liberal trade, investment, and monetary arrangements af-

ter World War II as essential to restoring peace and maintaining postwar secu-

rity. They put these issues first—setting the economic foundations for postwar 

security carefully in place. Even as war was still raging in Europe and the Pacific, 

delegates from forty-four wartime allies caucused in July 1944 at the Mount 

Washington Hotel in Bretton Woods, New Hampshire.

As discussed in the previous chapter, the Anglo-American leadership at 

Bretton Woods saw expanding postwar international trade and investment as 

depending on monetary exchange at relatively fixed rates. They finally agreed 

that putting the U.S. dollar convertible to gold at the core and maintaining in-

ternational liquidity were essential elements of the new international monetary 

regime. Only after agreement there on rules and institutional arrangements (an 

International Monetary Fund to maintain international liquidity and World 

Bank for investment of capital for development) was a smaller set of meetings 

convened on a new United Nations organization. Putting economic or com-

mercial matters first also reflected understandings of interest among capital 

owners and managers.

5 Cold War and the bretton Woods years

There is no greater responsibility resting upon peoples and governments 

everywhere than to make sure that enduring peace will this time—at long 

last—be established and maintained. . . . The crucial test . . . for nations 

today is whether or not they have suffered enough, and have learned 

enough, to put aside suspicion, prejudice and short-run and narrowly 

conceived interests and to unite in furtherance of their greatest common 

interest.
—Cordell Hull, Former Secretary of State upon Accepting 

the Nobel Peace Prize (December 1945)

The SDR is like a “zebra”—either “a black animal with white stripes” or a 

“white animal with black stripes.”
—Otmar Emminger, Vice President, German Bundesbank, and Chairman, 

Group of Ten Deputies (on the Franco-American compromise  
resulting in the SDR being both credit and reserve)
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Monetary and capital cornerstones put in place at the Bretton Woods talks in 

New Hampshire, discussions were subsequently held between August and Oc-

tober on transforming the earlier League of Nations and the wartime alliance 

into what would become the United Nations. As Allies referring to themselves 

in World War II as United Nations, the U.S., UK, Soviet, and Chinese delega-

tions (the “Big Three” plus China) met in Washington, DC, at the Dumbarton 

Oaks mansion in Georgetown to construct an outline for this new international 

peace and security organization. The four plus a liberated France would reserve 

to themselves as Great Powers permanent seats on the new Security Council.

For their part, the French were represented at Bretton Woods a month be-

fore the liberation of Paris in August but were not players at Dumbarton Oaks. 

Fully integrated in the United Nations in San Francisco a year later, however, 

France assumed its place as one of the Euro-Atlantic “Big Four” that played 

leading roles in reestablishing liberal economic and multilateral security rela-

tions for the postwar years.

The Soviets were full participants at both Bretton Woods and Dumbarton 

Oaks, although they ultimately opted out of membership in the IMF and World 

Bank, which Stalin and other Soviet officials saw as overly dominated by Anglo-

American and other Western capital interests. From this Moscow perspective it 

was enough to be a major power in the UN organization, carving out for itself 

a veto power in the Security Council alongside its World War II “allies”—the 

United States, Britain, China, and France.

Agreements finally were reached at Dumbarton Oaks on the outlines of a 

UN charter, which was signed in San Francisco on June 26, 1945. The pream-

ble set the agenda already begun at Bretton Woods—“to employ international 

machinery for the promotion of the economic and social advancement of all 

peoples” and (in Article I, Section 3) “to achieve international co-operation in 

solving international problems of an economic, social, cultural, or humanitar-

ian character.” It was to be a cooperative approach to security.

The socioeconomic link to international security becomes clearest in Chap-

ters IX and X, entirely given to economy, security, and the human condition 

“with a view [in Article 55] to the creation of conditions of stability and well-

being which are necessary for peaceful and friendly relations among nations.” 

Chapter X establishes the UN Economic and Social Council but also acknowl-

edges generically the work conducted for these peaceful, security-oriented pur-

poses by specialized agencies—the IMF and World Bank already having been 

established at Bretton Woods.
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It is, after all, cooperative security efforts among treasury or finance min-

istry officials and central bankers in day-to-day constructive or peaceful en-

gagement bilaterally and multilaterally that sustain the international monetary 

arrangements that underlie economic and national security. Serving national, 

capital, labor, and other interests, they manage conflicts and find the common 

ground in institutional and other settings that define the politics of construct-

ing and maintaining international monetary regimes.

the bretton WooDs, early ColD War years

A liberal postwar world—one ordered by the institutionalization of war-

time collaboration among allies at its core—was not to be. Early East-West di-

vision between the Soviet Union and countries in its sphere of influence in 

Central and Eastern Europe on the one hand, and the United States and its 

Western allies on the other, later became institutionalized in the American-led 

NATO (1949) and the Soviet-led Warsaw Pact (1955). The IMF and World Bank 

as global institutions were open to others, but as a practical matter remained 

outside the Soviet sphere and thus were predominantly more “Western” in ori-

entation. The Soviet Union, though participating in the United Nations, rou-

tinely used its veto power in the Security Council to block UN actions seen as 

contrary to its interests.

Absent the Soviet Union and the Eastern European states in its sphere, col-

laboration on monetary matters among IMF members was at a relatively high 

level throughout the early Bretton Woods years. By 1958, currencies from lead-

ing countries had established full convertibility into gold, dollars, sterling, or 

other currencies. Producer of half of world GDP and holder of 60 percent of 

the world’s gold reserves at the end of World War II, the United States remained 

unquestionably the country with the strongest monetary position.1 Not only 

did the United States possess the preponderance of monetary capabilities in 

1945, but it also had the will to lead the effort to put the Bretton Woods rules 

in force globally.

During 1946 and 1947 the reserves of European states declined markedly 

in spite of efforts made by the UN Relief and Rehabilitation Administration 

(UNRRA).2 Beginning with a $3.75 billion loan to Britain and the $1.2 billion 

in Export-Import Bank credits to France in 1945 and 1946, the United States 

embarked on the broad-based European Recovery Program (or Marshall Plan) 

in 1947.3

In addition to advancing American national security interests by strength-
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ening European states against what officials in the Truman administration un-

derstood as a real-and-present Soviet threat, Marshall Plan aid also was aimed 

at reducing the shortage of dollars in the official reserves of other countries. 

Between 1946 and 1953, the United States transferred some $33 billion to the rest 

of the world (a figure that does not even include military expenditures).4 In ad-

dition to military spending, tourism, and direct foreign investment by private 

interests, American grants and loans to other countries during the 1950s aver-

aged $2.25 billion per year.

Of course, such transfers put dollars into foreign hands that, in turn, were 

used to purchase American goods and services. As noted earlier, the United 

States sustained a trade surplus until 1971, at the very end of the Bretton Woods 

years. Although offset somewhat by this trade surplus, heavy spending by both 

the U.S. government and private interests resulted in American balance-of-pay-

ments deficits that averaged $1.1 billion per year in the 1949–59 period.5 More-

over, by 1960 U.S. gold transfers to the rest of the world amounted to almost 

$7 billion.6

Under considerable pressure from the United States, Britain made sterling 

convertible in 1947.7 The experiment lasted barely a month, demonstrating that 

any attempt to establish full convertibility of major currencies was premature. 

The global monetary regime envisioned at Bretton Woods thus did not come 

into full effect until December 27, 1958, the date on which the major European 

countries, at the urging of the United States, finally established the convertibil-

ity of their currencies.8

In the meantime, however, Japan and European countries retained capital 

flow restrictions in place. The commitment to re storing convertibility of cur-

rencies was kept alive by the United States, and Bretton Woods institutions were 

permitted to function, although the volume of IMF lending was far below its 

capacity.9

exChange rates in the bretton WooDs years (1945–71)

Given the prevalence of exchange controls, devaluations during the late 

1940s and 1950s were relatively infrequent. When they did occur, the changes 

in exchange rates were usually implemented only after dis cussions with other 

monetary authorities. For example, based on policy-maker understandings 

that exchange rates were in fundamental disequilibrium, it was the United 

States government that urged the 30 percent devaluations of European curren-

cies that took place in 1949.10 Even the French devaluation in 1958 was designed 
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to allow French monetary authorities to maintain convertibility of the franc.11 

Thus collaboration during the period was at a high level, marked by both the 

extensive coordination associated with exchange rate changes and the absence 

of competitive depreciation of currencies that had occurred in the 1930s. Eco-

nomic and national security was sustained cooperatively.

Similarly, during the 1960s, great efforts were made to avoid exchange rate 

changes. For example, beginning in 1964 the British went to great lengths to 

maintain the $2.80 to the pound rate.12 Drawing heavily on the Group of Ten’s 

General Arrangements to Borrow (GAB), IMF and currency swap credits with 

various central banks, increasing the bank rate, and raising taxes at home, the 

British govern ment arranged a $3 billion credit package that effectively halted 

further speculation against the pound.

The currency came under attack again in 1965, however, and a program of 

wage-price constraints was im posed on the domestic economy. Although the 

French chose not to colla borate, the American, Japanese, and various European 

central banks began purchasing sterling in a massive support operation. An 

austerity budget and continued credit drawings did not prevent further mon-

etary crises that resulted in a decision in November 1967 to devalue the pound 

from $2.80 to $2.40. But, consistent with the collaborative spirit of the period, 

even this decision was duly communicated to foreign monetary authorities 

prior to its public announcement.

The franc also came into difficulties in 1968 and 1969—a turbulent time 

domestically that resulted in President Charles de Gaulle’s leaving office.13 

Drawing heavily on available credits from foreign monetary authorities and 

ex pending a large volume of its reserves, the Bank of France was able to main-

tain the existing exchange rate for more than a year. Finally, in August 1969, the 

French were forced to devalue by 11.1 percent.

For their part, the Germans and the Dutch collaborated with other mon-

etary authorities by agreeing to revalue their currencies upward in 1961 and 

again in 1969. Moreover, these countries and Japan were willing to absorb bil-

lions of dollars of speculative capital inflows in the 1969–71 period—all in de-

fense of existing exchange rates.14

It took some twelve years for many IMF member countries to accumulate 

sufficient monetary reserves and finally set an exchange rate consistent with 

market expectations, thus complying with Bretton Woods rules that required 

convertibility of currencies into dollars or gold. Once establishing convertibil-

ity, a number of measures were available (or subsequently were constructed) 



98 the uniteD states Moves to the Center

to facilitate maintenance of the monetary regime: (1) coordinating interest 

rates as a tool for managing capital flows, thus influencing exchange rates;15 (2) 

holding dollars or other convertible currency deposits as official reserves, not 

converting them to gold; and (3) maintaining international liquidity—provid-

ing to global markets a sufficient supply of dollars, gold, and other currencies 

convertible into dollars or gold, all of which could be held as official reserves.

CoorDinating interest rates

As in earlier periods, central bank discount rates—a tool used by monetary 

authorities to manage domestic interest rates—were also a means to affect 

capital flows and thus manage exchange rates. Of course, the same sensitivity 

of international capital flows to interest rate differentials—other things equal, 

owners of capital tending to move liquid funds to take advantage of higher in-

terest paying opportunities16—constrained monetary authorities in their use of 

the discount rate for purely domestic economic purposes, lest raising or lower-

ing rates for these purposes run counter to their exchange rate objectives.

Differing views expressed from time to time aside, interest rate data, con-

tained in Table 5.117 indicate a fairly high level of collaboration among the 

Table  5 . 1 :  Central Bank Discount Rates, 1948–70

End of year U.S. UK France Germany

1948 1.50 2.00 3.00 5.00
1949 1.50 2.00 3.00 4.00
1950 1.75 2.00 2.50 6.00
1951 1.75 2.50 4.00 6.00
1952 1.75 4.00 4.00 4.50
1953 2.00 3.50 3.50 3.50
1954 1.50 3.00 3.00 3.00
1955 2.50 4.50 3.00 3.50
1956 3.00 5.50 3.00 5.00
1957 3.00 7.00 5.00 4.00
1958 2.50 4.00 4.50 3.00
1959 4.00 4.00 4.00 4.00
1960 3.00 5.00 3.50 4.00
1961 3.00 6.00 3.50 3.00
1962 3.00 4.50 3.50 3.00
1963 3.50 4.00 4.00 3.00
1964 4.00 7.00 4.00 3.00
1965 4.50 6.00 3.50 4.00
1966 4.50 7.00 3.50 5.00
1967 4.50 8.00 3.50 3.00
1968 5.50 7.00 6.00 3.00
1969 6.00 8.00 8.00 6.00
1970 5.50 7.00 7.00 6.00

Source:  IMF, International Financial Statistics, 1972 supplement, 4, 8, 24, 28 (entry on line 60 on each page).
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principal monetary authorities during the Bretton Woods years. Given British 

monetary problems, the discount rate in New York was never allowed to exceed 

that in London. Except for 1959, when both countries had the same bank rate 

at year’s end, the American rate was always lower. This was not accidental, but 

rather part of cooperative security on the monetary front. Similarly, the United 

States assisted both France and Germany during the late 1940s and the 1950s by 

keeping its bank rate below theirs, thus in the same spirit of cooperative secu-

rity not unduly attracting capital to New York at the expense of these countries.

During the 1960s, however, the Germans and the French (now monetarily 

much stronger than they had been and consistent with their desire to re duce 

capital inflows from the United States) kept their rates lower than (or at least 

equal to) the American discount rate. This was true for Germany in all but two 

years during the 1960s. During the mid-1960s, the French were also successful 

in keeping their bank rate lower than the American, but this became unfeasible 

during the political and financial crises that faced the country in the late 1960s. 

Other things equal, the policy of keeping interest rates in Europe lower than 

in New York facilitated capital flows to the United States, thus bolstering the 

dollar—a mutually beneficial, cooperative measure.

foreign exChange DePosits

Most countries were willing to maintain reserves in the form of dollar de-

posits rather than convert these dollar balances to gold, thus supporting U.S. 

efforts to maintain the dollar’s gold convertibility in accordance with Bretton 

Woods rules. In fact, throughout the 1958–71 period, most countries were will-

ing to hold official dollar deposits often well in excess of their reserve needs. 

Data on dollar reserves maintained between 1958 and 1971 are contained in 

Table 5.2.

Dollars—now joined by the euro and other currencies—were (and still are) 

most useful for market intervention by central bankers in defense of a given 

currency or in coordinated efforts to move exchange rates in one direction or 

another. Moreover, unlike gold, dollar and other currency deposits are interest 

earning assets. Thus, holding dollars in lieu of gold in the Bretton Woods pe-

riod was of benefit not only to the United States and the regime as a whole but 

also to countries receiving even modest returns on these funds.

By contrast to this kind of cooperation, beginning in 1965 France chose not 

to collaborate with the United States and began to demand gold in exchange for 

excess dollars acquired by the Bank of France, as indeed the Swiss also did from 
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time to time. Nevertheless, for a short period of time France was clearly the 

major exception, as most other countries collaborated with the United States to 

sustain the dollar’s position as principal reserve asset and key currency in the 

Bretton Woods regime.

Maintaining international liquiDity

Formation of the European Economic Community (EEC) in 1958 and the 

fact that it was open to foreign investment resulted in the further movement of 

large amounts of American capital to Europe, thus putting more dollars into 

international currency markets and adding to the growth of international li-

quidity. London banking concerns began holding dollar deposits on an increas-

ing scale, and a “Eurodollar” market came into existence.18 Elites among Brit-

ish capital managers effectively constructed the new Eurodollar market, which 

operated alongside the London gold market and facilitated transactions from 

one asset into the other. Not only was the Eurodollar market a source of capital 

for private investment, but it also was a source of liquidity for central bank use 

in making payments to other central banks.

Given the relative decline of sterling, creation of a Eurodollar market served 

the interest of London-based banking concerns by giving them the new busi-

Table  5 .2 :  Collaboration with the U.S. as Regime Leader: U.S. Liabilities to Foreign 

Central Banks and Governments, 1958–71

(All figures in U.S.$ billions)

Year

U.S. liabilities to 
central banks and 

governments In Canada In W. Europe In Asia

1958 9.65 1.69 6.89 2.07
1959 10.12 1.86 7.67 2.64
1960 11.09 2.17 8.33 2.99
1961 11.83 2.48 9.56 2.84
1962 12.71 3.11 9.27 3.29
1963 14.42 1.79 8.51 2.74
1964 15.79 1.81 9.33 3.03
1965 15.83 1.70 8.83 3.31
1966 14.90 1.33 7.77 3.96
1967 18.19 1.31 10.32 4.43
1968 17.34 1.87 8.06 5.00
1969 16.00 1.62 7.07 4.55
1970 23.78 2.95 13.62 4.71
1971 50.65 3.98 30.13 13.82

Source:  IMF, International Financial Statistics, 1972 and selected monthly issues.
Note: The Asia column refers primarily to Japan.



ColD War anD the bretton WooDs years 101

ness necessary for maintaining the City’s competi tive position vis-à-vis New 

York as an important center for international financial transactions. For their 

part, American banks operating in overseas locations such as London also ben-

efited from participation in Eurodollar transactions. Indeed, given their over-

seas location, the American banks were exempted from various regulations 

on interest rates and other business practices imposed by the Federal Reserve 

Board on banks operating within the United States.

The real take-off point for the Eurodollar market, however, was the imposi-

tion by the Kennedy administration on July 18, 1963, of an interest equaliza-

tion tax aimed at reducing the transfer of American capital abroad by taxing 

the earnings on foreign securities held by Americans at a rate that would dis-

courage their pur chase. Substantial reduction of return on investment on for-

eign securities had the effect of making New York less attractive as a source 

of capital. Accordingly, the Eurodollar market, centered in London, received 

a con siderable boost, substituting itself for New York as the primary source of 

needed capital.

As was true in the years leading up to 1958, the largest single contribution 

to regime maintenance was made by the United States in the form of balance-

of-pay ments deficits that contributed to growth of the Eurodollar market and 

supplied additional liquidity to foreign central banks in the form of gold and 

gold-convertible dollar deposits. Data depicting the growth of international li-

quidity between 1958 and 1971 are contained in Table 5.3.

Loss of its gold reserves was a cost borne by the United States in exchange for 

the benefit of having a liberal monetary regime that allowed the dollar and oth-

er currencies to be mutually convertible for government expenditures abroad 

for foreign policy or national security purposes, as well as the conduct of com-

mercial, investment, and other financial transactions across national borders. 

In particular, the arrangement gave the United States the undisputed benefit of 

access to European and other foreign economies for trade and investment by 

American private interests.

Moreover, general acceptance of the dollar made possible the continuing 

heavy expenditures by the U.S. government in support of its military and other 

foreign policy objectives. Sustaining American alliances, meeting UN and other 

obligations, and pursuing a broad range of foreign policy objectives depended 

on the wide acceptance of the dollar globally. The dollar enjoyed the legitimacy 

that conveyed hard-power capabilities to U.S. leaders.

Although the flow of new liquidity stemming from American balance-of-
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payments deficits was beneficial to overall international monetary regime 

maintenance, the flow clearly had its costs to the recipients of the dollar inflow. 

New liquidity from abroad stimulated the growth of the domestic money sup-

ply (particularly in Germany), with consequent inflationary impact. Various 

EEC countries, especially France, came to resent the influx of dollars used by 

some American interests among capital owners to gain control over domestic 

industries. To many in France this was a very real cost.

The American response to European complaints in the late 1950s and early 

1960s took the form of “Buy American” campaigns to reduce imports of for-

eign-made goods, leading to open discussion in the Eisenhower administration 

about withdrawing family members of military personnel living overseas as a 

means to reduce the gold outflow stemming from these expenditures. Other 

attempts to reduce U.S. government spending abroad included imposing the 

interest equalization tax of 1963 and instituting a “voluntary” program of re-

straint on direct investment abroad, announced by President Lyndon Johnson 

on February 4, 1965. The aim of these tactics, of course, was only to curb, not 

entirely eliminate, balance-of-payments deficits. Quite apart from private-sec-

tor capital interests in continued access to global markets for trade and invest-

ment purposes, the continuing U.S. government ability to sustain its overseas 

operations and military deployments defined its national-security stake in 

maintaining Bretton Woods arrangements.

For their part, the Germans levied “a 25% withholding tax on remittance of 

interest to foreign holders of fixed-interest securities . . . effective July 1, 1965,” 

and the French announced in January 1965 that henceforth, currency reserves 

(particularly dollars) would be minimized in favor of holding gold.19 As dis-

cussed in greater detail in the next chapter, the aim of the French policy was to 

Table  5 .3 :  The Growth in Aggregate Regime Liquidity, 1958–71

(U.S.$ billions)

Year Total reserves Year Total reserves

1958 57.6 1965 70.5
1959 57.4 1966 72.6
1960 60.3 1967 74.3
1961 62.4 1968 77.4
1962 63.0 1969 78.3
1963 66.4 1970 92.6
1964 68.7 1971 123.2

Source:  International Monetary Fund, International Financial Statistics: December 1973, 19 (1966–71); 
December 1969, 13 (1959–65); and December 1967, 16 (1958).
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put pressure on the United States to restrain both governmental and private ex-

penditures abroad, in effect subjecting the regime leader to the same monetary 

discipline imposed on other regime actors. France thus raised the first serious 

challenge to American leadership of the global monetary regime.

institutionalizing Collaboration

During the 1960s the machinery of international conferences designed to 

cope with various monetary crises had become institutionalized in such orga-

nizations as the Group of Ten,20 the London Gold Pool,21 Working Party Three 

(WP3) of the Organization for Economic Cooperation and Development 

(OECD),22 the Bank for International Settlements (BIS), the International 

Monetary Fund (IMF), and the Monetary Committee of the EEC. Meetings 

took place both formally and informally within these overlapping, institution-

alized structures.23

As forums for collaboration, these institutions permitted “the formation of 

friendships of an enduring nature among in fluential policy makers from sev-

eral countries.”24 Although the individual participants in deliberations within 

these organizations often differed in their perspectives on different issues, it is 

also true that they typically shared certain values, not the least of which was a 

commitment to international monetary regime maintenance.

A liberal orientation in favor of free capital movements across national bor-

ders was an ideal sponsored by American officials, but also generally accepted 

by their European counterparts. In addition to efforts at the BIS since 1930, for 

its part the IMF also served as an agent of socialization in favor of the liberal 

values contained in its own charter: (1) to promote international monetary co-

operation; (2) to facilitate the expansion and balanced growth of international 

trade; (3) to work toward the elimination of foreign exchange restrictions; (4) 

to promote exchange stability; and (5) to avoid competitive exchange depre-

ciation.25 Not only did IMF staff members become oriented toward the lib-

eral values embodied in these monetary ob jectives, but the agency also actively 

trained individuals for service in less developed countries as central bankers, 

thus undoubtedly infusing them with attitudes that reflected “the general West-

ern obsession with monetary equilibrium and balance.”26

There is a danger, of course, in overstating the significance of these transna-

tional or transgovernmental ties among policy elites, their networks in inter-

national organizations and conferences, and the epistemic communities they 

form. Although they share certain value orienta tions and predispositions in 
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common, particularly among central bankers, they also have been divided by 

different national cost-benefit or interest calculations, as well as by different 

theoretical persuasions or ideological commitments.27

Nevertheless, viewed as a whole, the 1960s are replete with examples of col-

laborative activity through both formal and informal international confer-

ences—managing day-to-day financial transactions, meeting monthly at the 

Bank for International Settlements in Basel or annually at the International 

Monetary Fund in Washington, and gathering periodically in other, less for-

mal settings. More than other politically connected elites, it is the high degree 

of pragmatism among central bankers tasked with maintaining international 

monetary exchange that moderates the theoretical or ideological differences 

that typically divide policy-makers.

An operational venue that also brought the players into contact was the gold 

market in London that began operations in March of 1954 and where, until 

March 1968, the free-market price of gold was kept by coordinated interven-

tions at about $35 an ounce—monetary officials having formed a Gold Pool 

in October 1961 to facilitate these interventions.28 The U.S. Treasury previously 

had collaborated from time to time with British monetary officials at the Bank 

of England in market interventions designed to stabilize the price of gold.29 

Indeed, a stable price for gold within very narrow limits of fluctuation was es-

sential to maintenance of the Bretton Woods regime.

Collaboration between the United States and the United Kingdom expanded 

substantially after formation of the Gold Pool. By joint efforts to avoid any rise in 

the price of gold, the Belgian, French, German, Italian, Dutch, Swiss, British, and 

American monetary officials were, in effect, precluding any devaluation of the 

dollar that would undermine the Bretton Woods regime. France, consistent with 

its less collaborative, more independent stance in the late 1960s, defected from 

the Gold Pool in June 1967.30 This was also when the French president decided 

to withdraw from the American-led military command structure within NATO, 

thus ending any sign of French military subordination to the United States.

By agreement, the Gold Pool was finally terminated in March of 1968—a 

two-tier gold market established in its place. The new arrangement held that 

although the $35 per ounce gold parity price for trans actions among central 

banks would be maintained, open market prices for the metal would be free to 

fluctuate without central bank intervention. After all, the Gold Pool had been 

of their own making, so they were free to alter the rules, constructing in its 

place their own “second-tier” market for official gold exchanges.
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Still remaining, however, was the Group of Ten—the world’s most indus-

trially developed, noncommunist countries, which was formed soon after 

the Gold Pool was originally set up in October 1961. Seeking common means 

for coping with monetary crises that threatened existing exchange rates, the 

Group of Ten dealt first with problems arising from weakness in sterling. In 

an attempt to develop a mechanism for dealing collectively with such crises in 

the future, the Ten agreed to establish the General Arrangements to Borrow 

(GAB) in January 1962. A credit facility available to Group of Ten members 

amounting to $6 billion, the participation of GAB subscribers is summarized 

in Table 5.4.31

Prior to the development of the GAB, American influence had been re-

sponsible for an agreement on March 12, 1961 at the Bank for International 

Settlements that pledged participating central banks to cooperate by “hold-

ing each others’ currencies to a greater extent . . . instead of converting them 

immediately into gold or into dollars,” and by “short-term lending of need-

ed currencies.”32Support for sterling under this so-called Basel Agreement 

amounted to almost a billion dollars between March and July 1961.33

In February 1962, U.S. officials experimented with various short-term finan-

cial expedients undertaken in cooperation with foreign central banks.34 The 

swap arrangements were essentially lines of credit between the American and 

other central banks that could be drawn on in mutual defense of existing ex-

Table  5 .4 :  Regime Collaboration: General Arrangements to 

Borrow (GAB)

(January 5, 1962)

Country
Contribution  

(U.S.$ millions)
Contribution  
as % of total

United States 2000 33.3
United Kingdom 1000 16.7
Germany 1000 16.7
France 550 9.2
Italy 550 9.2
Japan 250 4.2
Canada 200 3.3
Netherlands 200 3.3
Belgium 150 2.5
Sweden 100 1.7

6000 100.1

Source:  Lawrence A. Veit and Rona S. Woodruff, Handbook of International Finance, 1958–
1966 (New York: National Industrial Conference Board, 1967), 16; and J. Keith Horsefield, 
ed., The International Monetary Fund, 1945–1965, vol. I (Washington, DC: International 
Monetary Fund, 1969), 512.
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change rates.35 In the first eighteen months of the swap arrangements, total 

American drawings amounted to $978 million with credits repaid “generally 

within six months” of each drawing.36 The totals of these lines of credit (re-

ciprocal cre dit facilities) for the two-year period starting in February 1962 are 

contained in Table 5.5.

The British were frequent recipients during the 1960s of such short-term 

assistance for sterling, either through the GAB, other IMF drawings, or cur-

rency swaps.37 Drawings on the IMF and GAB took place in 1964, 1965, 1967, 

and 1969.38 But, as shown in Table 5.6, Britain was certainly not the only object 

of collaborative activity among regime participants. Indeed, 57 percent of the 

IMF member countries used Fund credit on at least one occasion during the 

1958–71 period.39

Less developed countries were heavy users of IMF credit facilities and thus 

were also principal beneficiaries of regime collaboration. In 1959 and the early 

1960s the less developed countries lobbied within the UN Commission on In-

ternational Commodity Trade, the Organization of American States, and in 

the IMF itself for support to compensate for balance-of-payments deficits pro-

duced by price declines in commodity exports.40

The out come of this lobbying effort was the establishment by the IMF in 

February 1963 of compensatory financing for countries “encountering pay-

ments dif ficulties produced by temporary export shortfalls.”41 The compensa-

Table  5 .5 :  Regime Collaboration: Swap Arrangements, 1962–64

Central Bank
Credit line  

(U.S.$ millions)
Credit line  

as percent of total

United Kingdom 500 24.4
Canada 250 12.2
Germany 250 12.2
Italy 250 12.2
Japan 150 7.3
Switzerland 150 7.3
Bank for International 

Settlements (BIS) 150 7.3
France 100 4.9
Netherlands 100 4.9
Austria 50 2.4
Belgium 50 2.4
Sweden 50 2.4

Total 2050 99.9

Source:  J. Keith Horsefield, The International Monetary Fund, 1945–1965, vol. I 
(Washington, DC: International Monetary Fund, 1969), 484. The figures contained in 
the table amount to lines of credit extended 
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tory financing arrangement was not only an attempt by the United States and 

other major actors within the IMF to satisfy the demands of less developed 

countries, but also to keep them within the global regime.

Collaboration thus was not confined just to the industrial countries but was 

supposed to benefit less developed countries as well. Certainly if the less devel-

oped countries were to adhere to the regime rule of maintaining exchange rate 

stability, IMF credit would have to be on sufficiently liberal terms. Although the 

bulk of the payoffs from regime collaboration remained with capital interests 

in industrial countries, it was also in their interest to contribute to exchange 

rate stability in less developed countries through such mechanisms as compen-

satory finance.

To say the least, the early years of compensatory financing were understand-

ably a dis appointment to less developed countries. Allowable drawings were 

not normally to exceed 25 percent of quota, and countries drawing such cred-

its were subject to IMF scrutiny and policy guidance aimed at eliminating the 

tendency toward balance-of-payments deficits.42 Lobbying by less develop ed 

countries at the UN Conference on Trade and Development (UNCTAD) in 

1964 and within the IMF, particularly at annual meetings, resulted in a decision 

in September 1966 to liberalize the rules for drawings under the compensatory 

financing facility. In addition, the limit on drawings was raised to 50 percent 

of quota.43 The effect of the liberalization on the number of countries drawing 

Table  5 .6 :Regime Collaboration, 1958–71: Use of IMF Credit Facilities

Year
Column A: Countries 

using IMF credit
Column B: Countries 
with standby credits

Column C: Total use of 
IMF credits (A+B)

1958 19 10 29
1959 15 11 26
I960 17 11 28
1961 23 18 41
1962 22 17 39
1963 22 13 35
1964 25 14 39
1965 26 15 41
1966 31 19 50
1967 31 20 51
1968 34 21 55
1969 36 23 59
1970 32 15 47
1971 31 12 43

Source:  IMF, International Financial Statistics, 1972 supplement. Countries tallied under Column A are those 
with an entry on country pages under line 2e (use of Fund credit); countries tallied under Column B are those 
with an entry on the country pages under line 2a (stand-by credits).
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compensatory finance is apparent in Table 5.7, the value of these drawings for 

the 1965–71 period shown in Table 5.8.

Throughout the negotiations there was considerable debate over whether 

the Bretton Woods regime needed additional liquidity in the form of new re-

serve units or whether provision of additional credits or drawing rights would 

be sufficient. The original French proposal made in 1963 was for creation of 

a collective reserve unit (CRU) that would be closely tied to gold. Participant 

states would deposit their currencies in ex change for CRUs in accordance with 

a prearranged formula. CRUs could then be exchanged for needed foreign cur-

rencies.44

Recognizing its privileged position afforded by the use of the dollar as key 

currency, the American view was initially hostile toward the idea of creating 

any substitutes for gold-convertible dollars as reserves useful in transactions 

among central banks. The dollar’s position advantaged both the U.S. govern-

ment and private sector capital interests. Instead of creating a new reserve unit 

that might challenge the dollar’s role, the United States favored merely an ex-

pansion of regime liquidity through increasing IMF quotas. Not wishing to 

surrender its privileged position as creator of the reserve unit most commonly 

used in intercentral bank transactions (the dollar), the United States continued 

to oppose the French CRU proposal.45

The French altered their position on CRUs in February 1965. Influenced by 

Table  5 .7 :Regime Collaboration: Compensatory Drawings Outstanding, 1963–71

(Number of countries)

1963 1964 1965 1966 1967 1968 1969 1970 1971

2 2 3 5 12 13 15 12 9

Source:  IMF, International Financial Statistics, 1972 supplement.

Table  5 .8 :  Regime Collaboration: Value of Compensatory Drawings, 1965–71

(SDR millions)

Country/Region 1965 1966 1967 1968 1969 1970 1971

Iceland 3.8 3.8
New Zealand 29.2
Latin America 6.6 21.2 17.7 12.5 39.5
Middle East 9.5 23.0 4.5
Asia 117.0 24.1 6.5
Africa 11.3 17.3 2.5 19.0

Totals 11.3 23.9 180.7 68.6 12.5 2.5 69.5

Source:  IMF, International Financial Statistics, February 1977 and various other issues.
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advisors such as Jacques Rueff,46 President de Gaulle announced at a press con-

ference his decision to seek reestablishment of a gold standard regime as had 

existed in the pre-1914 period. Clearly directed toward eliminating the privi-

leged American position in monetary matters (and thus in foreign policy and 

national security), the French proposal for a return to gold would have im-

posed the same balance-of-payments discipline upon all countries.

No longer would the United States have been able to finance its balance-of-

payments defi cits merely through the expenditure of dollars. Instead, dollars so 

spent would have been exchanged promptly for gold and thus would have been 

a drain upon relatively scarce assets held by the U.S. Treasury. Financing the 

U.S. presence abroad, particularly deployments of U.S. armed forces in NATO 

and elsewhere, would have become decidedly more difficult. Again, this same 

independent strain in Gaullist foreign policy was present in the decision the 

following year to withdraw France from the integrated American-led NATO 

command structure, thus ending any sense of French military subordination 

to the United States.

The French finance minister (later president) Valery Giscard d’Estaing, 

though not entirely at odds with the new French policy line, was somewhat 

more pragmatic in his orientation. His earlier advocacy of CRUs was based on 

the view that the new reserve unit “would be both distributed and then used in 

strict accordance with an unspecified ratio to gold.”47 By contrast to Rueff, how-

ever, Giscard was not favorably disposed toward reestablishing a gold standard 

that, in one observer’s view, would have been “incompatible with national com-

mitments to maximum domestic growth.”48 The January 1966 appointment of 

Michel Debré as finance minister was a move, however, that solidified French 

government policy behind advocacy of a return to gold as the basis for a new 

international monetary regime.

For its part, the United States also modified its views. Having replaced C. 

Douglas Dillon as treasury secretary early in 1965, Henry Fowler announced 

in a July 11 speech that there now would be American support for creation of 

a new reserve asset. Significantly, the new asset would not replace but would 

merely supplement the dollar or other national currencies used as reserves. The 

United States thus would not lose its privileged position as had been implied in 

the original CRU proposal. At the same time, creation of new liquidity would 

not be dependent solely on gold mining output and American balance-of-pay-

ments deficits.49

Although both of their positions had changed, the French and the Ameri-
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cans still remained in different camps. The consistent thread underlying the 

French proposals was a determination to offer a counterweight to American 

monetary (and thus political-military and, more broadly, economic) domi-

nance stemming from use of the dollar as key currency for the global regime. 

Not only was the American monetary position to be reduced, but also there 

would be a new monetary constraint on American spending abroad—a signifi-

cant limitation on the execution of American foreign policy and on the ability 

of U.S. corporations and other private interests to invest abroad.

By contrast, the common thread under lying American monetary proposals 

was a determination to maintain U.S. monetary preeminence and the mon-

etary privileges that permitted con siderable freedom to American private in-

vestors and importers as well as to U.S. government agencies committed to 

extensive military and other spending abroad. Of the other members of the 

Group of Ten, the task of mediator fell to the Germans. The German view was 

clearly regime supportive: “The Germans, unlike the French, wished to build 

on the gold-exchange standard, not dismantle it. They wanted to control the 

international role of the dollar, not destroy it.”50 Similarly, the other members 

of the Group of Ten also were regime suppor tive, favoring an increase in liquid-

ity either through new credit arrange ments or creation of a new reserve unit.

Although France had no support either from her EEC partners or from oth-

er Group of Ten members on the proposal for a return to gold, the seemingly 

uncompromising French negotiating position afforded the country consider-

able leverage. Germany and the other EEC countries wished to bring French 

policy into accord with their own views and thus were willing to compromise.

Discussions within the EEC or within the Group of Ten failed to move 

France from her reliance on gold and her opposition to the creation of any new 

asset. At first, most of the European states lined up behind U.S. advocacy of a 

new reserve unit. But then in an April 1967 compromise agreement reached 

in Munich, Germany and her EEC partners agreed to focus on drawing rights 

or credits instead.51 In return for this major concession, France also agreed to 

stand behind efforts of the Group of Ten in the group’s planning for an expan-

sion of liquidity within the global regime.52

Having moved France from her absolutely pro-gold stance, the way finally 

was clear for working out the technical details of what was to become a new 

drawing right mechanism. Negotiations were prolonged.53 The United States 

still insisted on the need for creating new reserve units, a view no longer held 

by the EEC as a result of the compromise with France. Finally it was agreed to 
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establish Special Drawing Rights (SDRs) in such a way that they would have 

characteristics of both a reserve unit and a drawing right or credit.

Provision was made for reconstitution or repayment of drawings so as to 

limit a participant’s average daily use of allocated SDRs over a five-year period 

to no more than 70 percent.54 Moreover, it was decided to charge interest to 

those countries using their SDRs and award in terest to those countries willing 

to accept them in exchange for national currency. Although reconstitution and 

the payment and charging of interest are characteristic of a credit instrument, 

SDRs were also referred to in journalistic accounts as “paper gold.”

Indeed, SDR allocations are, in effect, lines of credit sufficiently reli able to be 

counted as part of the participant states’ monetary reserves. In a metaphorical 

reference, Otmar Emminger of Germany, then chairman of the Group of Ten 

deputies charged with conducting these negotiations, described the SDR as a 

zebra. Their dual nature as both credit and reserve unit is such that one can 

describe them as “a black animal with white stripes” or as a “white animal with 

black stripes!”55

A significant gain in power for the EEC was the change in IMF decision rules. 

It was agreed that “for decisions on the basic period for, timing of, amount and 

rate of allocation of special drawing rights, an 85 percent majority of the vot-

ing power of participants shall be re quired.”56 IMF decisions had required an 

80 percent majority, thus giving the United States, with 22 percent of the vote, 

an effective veto. By raising the requirement to an 85 percent majority, the six 

EEC members, collectively holding 16 percent of the IMF voting power, also 

acquired an effective veto.57

The proposed amendments to the IMF Articles of Agreement creating the 

new SDR asset were submitted to the IMF board of governors in April 1968 and 

were approved the following month. The new amendments became effective on 

July 28, 1969, when at least three-fifths of IMF participating countries with 80 

percent of total voting power accepted them.58 After some debate, the board of 

governors approved a plan in October 1969 for the first three-year SDR period 

for a total allocation of about SDR 9.5 billion. The first allocation took place 

on January 1, 1970, with addi tional increments made on January 1 of both 1971 

and 1972.59

afterWorD

Establishment of the SDR mechanism was an attempt to insti tutionalize and 

make more automatic the kind of collaboration necessary for regime main-
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tenance. As subsequent events would demonstrate, however, the SDR agree-

ment and the general increase in IMF quotas in 1966 proved in sufficient as 

a means for maintaining the Bretton Woods regime. The German interest in 

keeping the United States firmly committed to NATO and its forward-defense 

position along the European central front was a powerful motive for working 

out Franco-American differences. At the end of the day, the U.S. had survived 

the French challenge and still held most of the cards.
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For most of the years since World War II, the continuing American balance 

of payments deficit had been a primary source of new inter national liquidity 

and thus the means by which the Bretton Woods regime was maintained. U.S. 

investors found many opportunities for their capital abroad. Military and other 

government outlays abroad added to the mounting global supply of dollars in 

currency markets. Throughout the period the United States also enjoyed an 

export surplus in its balance of trade, a fact of no small importance both to 

American industry and to organized labor.

But capital inflows from the trade balance were no match for the massive 

outflows from investment and government spending in Europe, East Asia, 

and elsewhere. NATO and other allied commitments, day-to-day military op-

erations, wars and sustained troop deployments in Korea and Vietnam, and 

timely responses in other relatively minor contingencies consumed enormous 

amounts of U.S. capital. The massive U.S. economy—the capital, technologies, 

and skills from which the armed forces draw—and the ready acceptance of the 

dollar made the United States the only country capable of conducting prompt 

and sustained combat operations worldwide. The dollar’s position as the world’s 

leading currency privileged the United States economically and politically, but it 

also had benefit to others wanting the U.S. to contribute to their defense.

Acceptance of the dollar in foreign countries also facilitated investment and 

transfer of technology by American corporations and other interests. American 

private citizens enjoyed freedom to travel abroad, unconstrained by exchange 

controls that would have limited their purchases or investments. Finally, in 

6 sustaining Dollar Primacy— 
from bretton Woods to Managed flexibility

The Smithsonian Agreement is “the most significant monetary achievement 

in the history of the world.”
—President Richard M. Nixon

I am working for the adoption of a more flexible system, one which reflects 

the diversity of the real world, and allows nations greater freedom of choice 

in specific exchange rate arrangements, provided they act in accordance 

with an agreed code of international behavior.

—Treasury Secretary William Simon
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financing its expenditures abroad for foreign policy and national security 

purposes, the U.S. government derived a distinct advantage from the dollar’s 

position both as the key currency used in international commerce and as the 

world’s principal reserve currency. In the minds of American policy-makers, 

this benefit clearly outweighed the cost of a gradual loss of monetary reserves 

from sustained balance of payments deficits.

Challenges to aMeriCan PriMaCy

Challenges to American primacy began to emerge in the 1960s, particularly 

toward the end of the decade. On top of commitments in Europe, Japan, South 

Korea, and elsewhere, spending for the Vietnam War added substantially to U.S. 

balance of payments deficits. American officials increasingly complained about 

the burdens of leadership, including the U.S. responsibility to maintain the 

gold-convertibility of the dollar at $35 per ounce under Bretton Woods rules 

then in force.

Economic growth and levels of development in other countries and the ex-

change values of their currencies had resulted in an overvalued dollar.1 This 

overvaluation increased the purchasing power of the dollar and, as a result, 

the budgetary cost of U.S. government overseas expenditures was less than it 

otherwise would have been for the same level of goods and services purchased. 

Imports were less expensive for Americans and their investment dollars went 

further abroad, but these advantages came at high domestic cost. Less expensive 

imports from foreign firms gave them a competitive advantage over American 

producers. Moreover, U.S. export market shares also declined as American-pro-

duced goods and services became more expensive than those of their foreign 

competitors—losses to both capital and labor interests.

Given its position as the numeraire—or unit of account—of the global re-

gime, there was considerable reluctance, however, to devalue the dollar (as in 

raising the price of gold above $35 an ounce, the price that had been maintained 

since President Franklin Roosevelt set it in 1934). Nevertheless, deterioration 

in the American trade balance resulted in increasing domestic pressures from 

organized labor, industries, and retailers hurt by foreign competition. Industry 

and labor had both benefited from free trade when American-made products 

could compete successfully in foreign markets, but overvaluation of the dollar 

made maintaining export market share difficult, if not impossible, to sustain. 

Indeed, the reversal by the AFL-CIO of its pro–free trade position and its new 
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advocacy of protectionist legislation were indicative of growing domestic pres-

sure to change policy course.

Foreign governments also became increasingly reluctant to continue accept-

ing dollars in excess of their central-banking reserve needs, particularly since 

heavy dollar inflows also had a potentially inflationary impact on their domes-

tic economies. As a result of such thinking, in the first half of 1971 Canada 

and Germany allowed their currencies to float upward in an attempt to resist 

the massive inflow of American dollars to their central banks. There was also 

considerable talk within the European Economic Community, notably by the 

French and Belgians, of erecting various exchange controls to include a two-

tiered regime in which dollar values for normal trading purposes would be 

maintained in accordance with Bretton Woods rules, but allowing a floating 

rate to determine dollar values for other purposes.2

These foreign and domestic political pressures forced a reassessment of the 

American calculus upon which mainte nance of the Bretton Woods regime so 

heavily depended. Unlike the dollar shortages of the late 1940s and early 1950s, 

the dollar was now in surplus as a result of Vietnam War and other securi-

ty outlays, as well as imports and investments abroad that had increased the 

aggregate supply of the currency well in excess of aggregate demand for it in 

global markets.

It was the declining U.S. trade position, however, that probably affected 

American perceptions of relative costs and benefits more than any other single 

factor.3 Having run the first trade deficit since the nineteenth century, both the 

balance of trade and the balance of payments were now in deficit—the conse-

quence being ever-increasing net capital outflows from the United States. In a 

surprise announcement on August 15, 1971, President Richard Nixon effectively 

put an end to the Bretton Woods regime unilaterally by halting further official 

sales of gold, allowing the dollar to float downward in global currency markets, 

and imposing a 10 percent surcharge on all imports. Although the earlier Cana-

dian and German decisions to float their currencies were indicative of a gradual 

breakdown in the regime rules, their abandonment by the regime leader, the 

United States, marked their final demise.

In the months that followed, negotiators sought a collaborative arrange-

ment to restore the Bretton Woods regime, albeit with certain modifications. In 

particular, a consensus emerged to the effect that exchange rates under the new 

regime must somehow be more flexible while, at the same time, providing the 
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stability seen as necessary for conducting trade and other financial transactions 

on a global basis.

The regime that emerged from negotiations finally con cluded at the Smith-

sonian Institution in Washington, DC, was hailed by President Nixon as “the 

most significant monetary achievement in the history of the world.” Notwith-

standing this hyperbole, the Smithsonian regime was relatively short-lived. Ex-

change rates were realigned and the margin of fluctuation of currencies around 

their parities was increased from 1 to 2.25 percent. These measures did not halt 

heavy speculation against the dollar, however, and in March 1973 the Smithson-

ian rules also were abandoned.

The return to floating exchange rates was not considered to be a permanent 

solution to the problems that had plagued the Bretton Woods regime and its 

attempted restoration under the Smithsonian accords. Nevertheless, the flex-

ibility of the new regime was agreed in November 1975 at a summit meeting 

at Rambouillet in France, details worked out and formalized in the Jamaica 

accords of January 1976. Under the new regime, governments—acting through 

their respective central banks—were to manage the fluctuations of exchange 

rates through collaborative action.

Cooperative security had taken a new turn. Trade, investment, other forms 

of commerce, and government outlays for security and other purposes would 

continue, the value of currencies managed in relation to market forces as op-

posed to fixed parities. Market interventions by treasuries and central banks—

buying and selling each other’s currencies in coordinated efforts—were to pro-

vide some stability. Economic and national security were strong motive factors 

bringing authorities among capital managers to a consensus in favor of man-

aged flexibility—a counter to the market-driven turbulence they saw as adverse 

to commerce of all kinds.

ConfliCting PersPeCtives

If the learning outcome drawn from the American experience of the 1960s 

and early 1970s was that exchange rates needed greater flexibility, this was coun-

tered by recollections of the 1930s, when fluctuating exchange rates resulted 

in competitive depreciation of currencies and disruption of the international 

economy. During the 1950s and 1960s economists had made various proposals 

for reforming, adapting, or substantially changing the rules and methods by 

which international monetary relations are conducted. Closest to the Keynes-

ian view were various schemes for increasing international liquidity devised by 
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Robert Triffin, Maxwell Stamp, and others,4 as well as those who advocated de-

veloping institutional means for the collective management of exchange rates.5 

But none of these schemes were really equipped to deal with chronic balance of 

payments deficits run by major players for ongoing expenditures in both com-

mercial and security transactions.

Still fresh in most of their minds, however, the interwar experience some 

four decades earlier encouraged monetary authorities seeking reform to seek 

remedies through collective action, avoiding any return to the disruptive uni-

lateralism of the Depression era. Before them were a variety of measures avail-

able to policy-makers seeking to increase reserves or otherwise reduce a liquid-

ity shortage—arrayed here in a spectrum from the most to the least consistent 

with liberal principles: (1) establishing new (and expanding existing) lines of 

credit; (2) devaluing or encouraging others to revalue their currencies upward 

in a coordinated effort to bring exchange rates in line with market expecta-

tions; (3) instituting wage and price controls or encouraging others to follow a 

more inflationary path through more expansive fiscal and monetary policies; 

(4) imposing tariffs or other barriers designed to curb imports or encouraging 

others to reduce their barriers to trade—in the minds of most capital owners 

or managers a dreadful return to “beggar-thy-neighbor” policies of the 1930s; 

or (5) establishing exchange controls as in wartime—the least desirable op-

tion because of its immediate, adverse impact on international commerce and 

global capital flows.

Milton Friedman’s monetary school and others adhering to a similar view-

point reacted against what they saw as a quarter-century of Keynesian and neo-

Keynesian institution building in international monetary matters better left 

to the market. Friedman, an outspoken proponent at the time of laissez-faire 

international monetary policy, advocated freely floating exchange rates. Under 

such a regime, adjustment is theoretically “automatic” and there is no need 

for monetary reserves because govern ments allow market forces to determine 

exchange rates. At the equilibrium price resulting from market transactions 

there is in theory neither a shortage nor a surplus of the cur rency.6 Follow-

ing this understanding, then, central-banking authorities need (or ought) not 

intervene in the marketplace. If they do intervene, an exchange rate other than 

“natural” equilibrium will result, and a surplus or shortage of the currency will 

be the outcome.

To say the least, not all agreed with this idealized construction, much less its 

application as the basis for a new international monetary regime. For Fried-
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man’s plan to have worked, state and international monetary authori ties would 

have to be as deeply committed to his laissez-faire ideological position. As a 

practical matter, former U.S. Treasury Undersecretary Robert Roosa comment-

ed in a debate with Friedman: “No country able to control its own exchange 

rate will in practice allow it to float.”7 Put another way, political realities chal-

lenge the application of laissez-faire economic theories.

Accordingly, adoption of flexible exchange rates during more than four de-

cades following the breakdown of the Bretton Woods regime (and the Smith-

sonian attempt to save it) has meant managed floats in which central bank-

ing authorities have intervened regularly in global currency markets. Dubbed 

critically by ideological purists as “dirty” floating (as compared with the pure 

variant of freely floating rates advocated earlier by Friedman and others), such 

managed flexibility rests on building multilateral consensus among treasury 

officials and central bankers from different countries on the interconnected-

ness of their commercial and security interests. It is cooperative security that 

depends upon collaborative measures.

Massive capital flows on a global scale make most unilateral actions ineffec-

tive. There is no assurance of success, of course, even when multilateral con-

sensus among monetary authorities supports extending lines of credit, inter-

national borrowings, making currency swap arrangements, and coordinating 

buy-and-sell operations to stop a fall in value of a particular currency or, alter-

natively, selling it to avoid an unwanted appreciation. Apart from short-term 

interventions of this sort, coordinated efforts to drive a major currency like the 

dollar down or euro up typically require not just concurrence by central bank-

ers but also the political authority of treasury officials on the interest-based 

wisdom of such a course.

Nevertheless, a flexible exchange rate regime, even if it is a managed one, 

does provide more opportunity for independent or autonomous behavior for 

government officials to make expenditures abroad for foreign policy and na-

tional security purposes than a regime of relatively fixed rates as under the 

Bretton Woods rules. When outlays exceed net revenues from trade and other 

capital inflows, the “price” typically felt is downward pressure on the currency’s 

exchange value. These pressures are more easily managed under a flexible-rate 

regime than one in which there is a commitment to defend fixed exchange rates.

Regardless of regime type, monetary authorities are more prone to find col-

lective remedies when there is broad agreement on the value added by a par-

ticular country’s economic role or foreign policy expenditures that also serve 
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commercial or security interests in other countries. Certainly this was the case 

when, during the first quarter-century of the Cold War, the United States main-

tained the official gold parity of the dollar as part of its Bretton Woods obliga-

tions, increasingly opened its own markets as it sought greater liberalization 

of trade and investment across national borders, and made massive defense 

expenditures abroad that served the security interests not only of the United 

States but also NATO and other allies.

Notwithstanding differences on some issues, this broad, multilateral con-

sensus on security goals was sustained over the next two decades of the Cold 

War and after. Coupled with commitment to sustaining the dollar’s role as a key 

currency essential to global commerce, the security consensus facilitated efforts 

by monetary authorities to take collective action when needed to maintain the 

post–Bretton Woods, flexible exchange rate regime.

Managed flexibility thus has reduced, but by no means eliminated, the need 

for international cooperation in the coordi nation of exchange rates. Although a 

disappointment to laissez-faire purists, those favoring accommodation of mar-

ket forces see managed flexibility as still more desirable than relatively fixed 

rates. It was, in fact, this perspective that, to a large extent, guided policy choices 

of U.S. decision-makers in the construction of the post–Bretton Woods regime.

But this American preference for flexible exchange rates was not universally 

held. No longer in a position to dominate the process, much less dictate the 

terms of a new international monetary regime (as had been the American expe-

rience at Bretton Woods), other major players challenged U.S. officials with dif-

fering views. French advocacy of a gold-based international monetary regime, 

for example, stemmed from an aversion to fiat money by political conservatives 

then in power, particularly given the adverse French historical experience with 

debasement of the national cur rency. As noted in the previous chapter and be-

low, the French position also reflected its wish to trim somewhat the decided 

advantage the United States realized from the dollar’s roles as key currency, unit 

of account, and principal reserve asset.

As observed in earlier chapters, gold exchange standards in the nineteenth 

and early twentieth centuries never achieved in practice the automaticity of 

adjustment advocates claimed. That reality never conformed to this claim was 

of little concern, however, to those ideologically committed to the use of gold 

as the international monetary standard of value. Moreover, domestic political 

pressures were brought to bear by numerous private gold holders in France 

and elsewhere who saw themselves as losing from demonetization of the metal.
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French government officials also calculated that returning to a gold standard 

could be a means to bring international monetary discipline to the American 

propensity toward unilateralism in expenditures abroad for foreign policy and 

national security purposes. Massive U.S. outlays to support its efforts in Indo-

china—the former French sphere of influence—were a particular thorn in the 

French side, given the U.S. decision in the early 1950s not to support France in 

the failed attempt to secure its colonies. Requiring the United States to pay its 

obligations in gold would constrain the U.S. by making balance of payments 

considerations not so easily set aside—or, as some Americans described it, 

treated with “benign neglect.” This French advocacy of a return to gold thus 

was also a political challenge to American leadership, not just in international 

monetary but also in both commercial and security matters.

Thinking well embedded among Germans, underscored by the experience 

with debasement of the mark in the 1920s and 1930s, made them more sym-

pathetic to French concerns about any debase ment of currencies, particularly 

when the inflationary cause is government spending. Even though they under-

stood their own security dependency on the United States and other NATO 

allies, this did not keep German officials from complaining about excess liquid-

ity produced by American expenditures overseas in dollars. The Germans did 

not intend at the time to challenge American leadership either of the alliance 

or of the monetary regime, as the French were wont to do. These complaints 

were merely part of an ongoing German effort to resist the “export” of inflation 

to Germany by the United States or any other country spending substantially 

more abroad than it took in.

The German preference, then, was not for a return to gold. Rather, it was for 

conservative fiscal and monetary policies that keep domestic spending under 

control and thus reduce the likelihood of inflation. From the German perspec-

tive, countries experiencing chronic balance of payments deficits should have 

been willing to pursue at least mildly deflationary (tighter fiscal and monetary) 

policies calculated to bring about the needed adjustment.

Consistent with understandings of their own interests, it is not surprising 

that the Germans felt the burden of adjustment should be borne primarily by 

deficit countries. Indeed, since the end of its postwar recovery period, Germany 

had been a “chronic” surplus country. Given political pressures from its export 

industries, the German government was understandably reluctant to revalue 

its exchange rate upward or take other measures that would cut its trade ad-

vantage.
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By contrast, the United States and Britain—countries in deficit during the 

1960s and early 1970s and whose short-term liabilities regularly ex ceeded short-

term assets—held that chronic surplus countries should share the burden of 

adjustment. In practice this resulted in American urging of surplus countries 

such as Germany and Japan to revalue their currencies upward to ease pressure 

on the dollar and sterling.

Both American and British monetary policy elites, responsive to domestic 

political pressures from labor and certain export industries hurt by overvalu-

ation of the dollar and sterling, sought an international monetary regime in 

which both countries could remain competitive commercially by allowing ex-

change rates to vary. Given commitments to continued liberalization of the in-

ternational trade and investment environment favored by most capital owners 

and managers, this clearly was preferable to policy elites in both countries lest 

they be forced by domestic pressures to adopt protectionist measures.

The American liberal preference was to preserve in any new inter national 

monetary regime a world of increasingly open commerce as well as one that 

maximized its autonomy or independence in the execution of its foreign and 

national security policies. This was clearly consistent with an overarching U.S. 

preference for minimal government regulation of the private sector in com-

mercial matters, a view that contrasted sharply with the French commitment to 

governmental planning and intervention deemed necessary by policy-makers 

dealing with economic matters.

the franCo-aMeriCan Debate

These contrasting perspectives were visible most clearly in the Franco-

American debate over fixed versus floating exchange rates. Fixed exchange rates 

have the potential payoff to businesspersons and bureaucratic planners of re-

ducing uncertainties associated with commercial transactions. On the other 

hand, maintaining fixed rates requires greater government involvement in 

monetary matters. Although greater government involvement in maintaining 

a gold-based, fixed exchange rate regime was of relatively little consequence 

to the French, it certainly was counter to the American preference at the time 

for a market-based monetary regime that minimized government intervention, 

much less regulation.

Treasury Secretary William Simon represented the official U.S. view in the 

discourse leading to es tablishment of the new international monetary regime. 

In a statement to the 129 member nations attending the 1976 IMF/IBRD annual 
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meeting in Washington, Simon set forth the American position:

A country with an unsustainable deficit should resort to internal stabilization, ac-

companied by exchange rate change in response to market forces [emphasis added]; 

a country with a tendency toward surplus shouldn’t simply accumulate reserves but 

should allow its exchange rate to move in order to accommo date these fundamental 

adjustments of others.8

To Simon, the concept of managed flexibility was more consistent with his 

preference for a market-based regime than fixed exchange rates, whether linked 

to gold or not. In his view, however, marketplace inter ventions by the United 

States and other monetary officials normally should be re stricted to countering 

“irrational” changes in currency values of a short-term nature, but not preclude 

adjustments dictated by “underlying economic circumstances.”9

The introduction of even this limited degree of management, neces sitating 

as it does the day-to-day consultation of monetary officials, represented some-

thing of a compromise from Simon’s earlier position. Be fore becoming treasury 

secretary himself, Simon had been deputy treasury secretary to George Shultz. 

In March of 1973, when the short-lived Smithsonian regime was clearly break-

ing down, Simon advocated floating rates in much the same way Friedman did. 

Simon told Shultz: “The markets are rational, not emotional. You may get some 

swinging around from day to day, and maybe more than that at the beginning. 

But they’ll settle down and reflect the funda mental forces, which is what you 

want.”10

Of course, the markets never did settle down on their own. Only govern-

ment intervention—“dirty” floating—produced the desired stability in ex-

change rates. Opposition to a “pure” float of the dollar grew within the Ameri-

can business community as experience with floating exchange rates clearly 

demonstrated their relative instability. Reflecting these views, an editorial pub-

lished in the Wall Street Journal in mid-1975 accused the Treasury of having “a 

position oblivious to experience.”11 The editors admitted that “initially” they 

had been “reasonably receptive to the advent of float ing exchange rates,” but 

noted that “since their actual advent the world economy somehow [did] not 

look healthier.”

They added that “in theory, the advantage floating rates were supposed to 

offer was the opportunity for each nation to run its own monetary policy in-

dependently of international conditions,” but that “in practice this advantage” 

had proven “highly illusory.” Monetary interdependence, whether involving ex-
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change rates or interest rates and capital flows, was taken as a fact that dictated 

greater policy coordination. Referring to the need for “collective management,” 

the editors asserted that the United States “and the other developed nations are 

locked into a com plicated system none of us can manage independently.”

In his reply to the Wall Street Journal’s call for a return to fixed exchange 

rates and collective management of international monetary relations, Simon 

asserted:

I am working for the adoption of a more flexible system, one which reflects the di-

versity of the real world, and allows nations greater freedom of choice in specific 

exchange rate arrangements, provided they act in accordance with an agreed code of 

international behavior. Additionally, I am working for a system in which the role of 

gold is reduced, in order to lessen the destabilizing effects of that commodity on the 

monetary system.12

Moreover, he added that returning “to a rigid, gold-based international mon-

etary” regime would certainly “prove disruptive of international trade and in-

vestment and damaging to the U.S. and foreign economies.”

Joining this internal debate among capital managers, two academic econo-

mists—Milton Friedman and Gottfried Haberler—argued with the Journal and 

other advocates of fixed exchange rates. Mirroring the debate between France 

and the United States, Friedman and Haberler took issue with the Journal on 

several theoretical points.13 The motivation for this critique was particularly 

clear in Friedman’s comment that “falla cies” in the Journal’s argument “are ca-

pable of doing great harm to the economic freedom of which The Wall Street 

Journal is ordinarily one of the few effective defenders.”

In Friedman’s view, the extent of govern mental intervention in the market-

place necessitated by fixed exchange rates is an abridgement of economic free-

dom and, therefore, ought to be avoided. Although his first preference was for a 

“freely floating ex change rate” regime, he argued that even a “managed float” is 

“vastly superior to the Bretton Woods” regime. Managed floating

has enabled the world to weather in good shape political and economic disturbances 

that undoubtedly would have produced major crises under the earlier system. It has 

enabled the world to suffer widespread recessions without “beggar-my-neighbor” 

policies. It has not, of course, eliminated interdependence among countries. Such 

interdependence is both unavoidable and desirable. The greatest virtue of floating 

exchange rates is precisely that they provide effective shock absorbers that reduce the 

pressures toward autarchy arising out of disturbances of the past few years.
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Thus, the debate between France and the United States on fixed versus float-

ing exchange rate regimes had its parallel within the American financial and 

academic communities. Given uncertainties associated with the alternative 

monetary regimes under consideration, prior theoretical understandings and 

experiences from which “lessons” were drawn were particularly important as 

factors influencing policy choice.

Even though Treasury Secretary Simon was the official spokesman on the 

subject for the U.S. government,14 his views were not shared unanimously by 

American officials. For example, chairman of the Federal Reserve Board Arthur 

Burns was clearly not as hostile to official intervention or regulation of finan-

cial markets as was Simon. After all, central bankers are usually not laissez-faire 

actors hostile to the idea of intervening in markets to secure their goals. Nev-

ertheless, official differences rarely surfaced in the public media as the United 

States negotiated with one official voice (Simon’s).

Ultimately, Simon compromised in the dispute with the French. The spirit 

of Rambouillet, discussed below, led to the Jamaica agreement and the routini-

zation or formal institutionalization of the managed flexibility regime that had 

evolved incrementally since March of 1973.15

institutionalizing ManageD flexibility  

at raMbouillet anD JaMaiCa

In mid-November 1975 the heads of state of France, Germany, Italy, Japan, 

the United Kingdom, and the United States met just outside Paris at Rambouil-

let. In a joint statement at the end of the summit meeting the six made the 

following declaration:

With regard to monetary problems, we affirm our intention to work for greater sta-

bility. This involves efforts to restore greater stability in underlying economic and fi-

nancial conditions in the world economy. At the same time our monetary authorities 

will act to counter disorderly market conditions, or erratic fluctuations, in exchange 

rates.16

The six chiefs of state thus committed themselves formally to management of 

the global monetary regime.

The mechanics of this coordination were outlined in a separate agreement 

between the two main protagonists—the United States and France. The two 

had been at loggerheads: the United States had taken a position in favor of a 

free or floating currency market,17 while France advocated a fixed exchange rate 
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regime with all the government intervention or management such a regime 

implied. The ideological underpinnings of the conflicting views were apparent 

to observers, many of whom referred to it as a “theological dispute.”18

The outcome was a compromise. Exchange rates were to remain flexible, 

but monetary authorities would intervene when needed to avoid excessive 

instability in currency markets. Day-to-day contact among deputy finance 

ministers of the Group of Ten was to be maintained in order to coordinate 

central bank interventions in currency markets. Finance ministers were also to 

confer periodically.19 Decision-making authority was thus retained by treasury 

officials. Nevertheless, as coordinated market interventions became routine, 

central bankers would, as a practical matter, have a greater day-to-day voice 

in such concerns.

Having achieved this basic agreement at Rambouillet, the stage was set for 

a meeting of the Interim Committee of Fund Governors in Jamaica in early 

January 1976.20 The various agreements of preceding months were formalized. 

Floating exchange rates were legitimized subject to ratification of an amend-

ment to the IMF Articles of Agreement. The parties reaffirmed earlier decisions 

to abolish official gold prices, reduce the IMF gold stock by one-third, increase 

quotas and revise voting rules,21 and set up a special trust fund. The trust fund 

was to receive pro ceeds from the gold sales and distribute these to the poorest 

of less developed countries for balance of payments assistance.22

The most important outcome of the Jamaica meeting, however, was a formal 

statement in the proposed amendment to the Articles of Agreement underscor-

ing the principle of managed flexibility as core to the inter national monetary 

regime that had come into existence in March 1973. Significantly, the principle 

of managed flexibility, involving as it does the coordination of exchange rate 

policies, was specifically aimed at avoiding the competitive devaluations of cur-

rencies prevalent during the 1930s.

The new regime thus provided national, trade, and capital investment in-

terests greater economic security from the turbulence of markets while, at the 

same time, giving greater flexibility in the finance of outlays for foreign policy 

and national security purposes. Put another way, flexible exchange rates could 

accommodate balance of payments deficits more readily than the relatively 

fixed exchange rates of the Bretton Woods years. The new monetary regime 

clearly served American purposes as U.S. authorities understood them.
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regiMe MaintenanCe—the early exPerienCe  

Managing flexible exChange rates

Even though the United States was not able, strictly speaking, to dictate the 

terms of the new regime, there is no doubt that American preferences were 

most influential in determining the final outcome. The United States resisted 

reimposition of a fixed exchange rate regime and consented only to formalizing 

the coordination among monetary offi cials that already had evolved in practice.

As during the Bretton Woods years, the United States kept its discount rate 

in the 1970s below that of the Bank of England to encourage capital inflows 

to Britain and thus support the relatively weak pound. Other Group of Ten 

advanced-industrial countries for the most part also allowed Britain to main-

tain the highest interest rates so as to strengthen the international position of 

sterling.

As can be seen in Table 6.1, German authorities kept their discount rate 

consist ently below that in both the United Kingdom and the United States. 

Aside from rendering support to the British and American currencies, the pol-

icy was also of benefit from the German perspective because it discouraged 

heavy and inflationary inflows of dollars and sterling to Germany. By contrast, 

other countries with relatively weaker currencies pursued interest rate policies 

calculated to encourage dollar inflows or, at least, not discourage them. Al-

though these interest rate policies were formulated to serve domestic economic 

objectives, the rates of principal countries also were coordinated to support 

relatively weaker currencies, thus contributing to global maintenance of the 

managed-flexibility regime.

Advocates of flexible exchange rates had pointed to the theoretical advan-

tage minimizing, if not eliminating, the need for reserves in a regime in which 

adjustment was automatic—left to market forces. As a practical matter, how-

ever, monetary officials intervene in financial markets on a regular basis and 

thus influence the exchange rates they manage. Decidedly not leaving matters 

entirely to the market, they still need continuing access to both reserves and 

credit. They intervene more effectively, of course, when they do so multilater-

ally in coordinated efforts.

There is, therefore, no automatic adjustment that one, in principle, would 

find in an idealized regime of freely floating exchange rates. Effective manage-

ment of exchange rates requires consensus on the use of reserves and lines of 

credit in currency purchases and sales in service of commercial and security 

interests. It is a multilateral, but essentially political, process.
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In 1976 and 1977 members of the Group of Ten, the EEC, and the IMF also 

provided several billion dollars in loans and credits to Britain and Italy to sup-

port their faltering currencies. The IMF sold gold on a number of occasions, 

a portion of the proceeds going to a special fund for less developed countries. 

The IMF was less successful in raising capi tal for its oil facility, which was cre-

ated in 1974 to assist countries in deficit because of drastically increased expen-

ditures for imported oil; failing to gather sufficient contributions (only $4.5 bil-

lion had been raised by January 1976), the IMF announced plans to dismantle 

the facility in April 1976.

Thus the degree of commitment to multilateral collaboration was certainly 

not unlimited. Instead of seeking multilateral solutions, bilateral arrangements 

were made that involved trade agreements with various OPEC countries as well 

as decisions by the latter to reinvest capital earnings from the sale of petroleum 

(petrodollars) in the United States and other industrial countries. Although 

the industrial countries were able to cope with balance of payments difficul-

ties through such devices, less developed, low income countries were not so 

fortunate. Accordingly, their indebtedness to international and private lending 

institutions grew significantly.

Table  6 . 1 :Managing Exchange Rates by Coordinating Central Bank  

Discount Rates, 1972–76

(All rates expressed as percents)

Country 1972 1973 1974 1975 1976

United Kingdom 9.00 13.00 11.50 11.25 14.25
United States 4.50 7.50 7.75 6.00 5.25
West Germany 4.50 7.00 6.00 3.50 3.50
Austria 5.50 5.50 6.50 6.00 4.00
Belgium 5.00 7.75 8.75 6.00 9.00
Canada 4.75 7.25 8.75 9.00 8.50
Denmark 7.00 9.00 10.00 7.50 10.00
France 7.50 11.00 13.00 8.00 10.50
Italy 4.00 6.50 8.00 6.00 15.00
Japan 4.25 9.00 9.00 6.50 6.50
Netherlands 4.00 8.00 7.00 4.50 6.00
Norway 4.50 4.50 5.50 5.00 6.00
Sweden 5.00 5.00 7.00 6.00 8.00
Switzerland 3.75 4.50 5.50 3.00 2.00

Source:  IMF, International Financial Statistics, March 1977. 
Note: Interpretation of differential discount rates has to be tempered by recognition that capital flows are 

also sensitive to differential in flation rates. Thus a country with a relatively high rate of inflation may not attract 
foreign capital in spite of a relatively high discount rate. The loss of purchasing power due to inflation may not 
be compen sated sufficiently by the relatively higher interest rates to make purchases of securities profitable to 
foreign investors. This caveat is particularly relevant in the years since World War II, when inflation rates have 
varied considerably from country to country.
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IMF quotas for all countries were increased in 1976 from a total of SDR 29.2 

billion to SDR 39 billion. Drawings from this general account and from SDR, 

compensatory finance, and oil facilities reached record high levels during the 

period. In particular, low income country dependency on IMF lending facili-

ties is apparent in Table 6.2. The tenfold increase in compensatory drawings 

between 1975 and 1976 was due mainly to easing of the rules of eligibility for 

Table  6 .2 :  Early Post–Bretton Woods Collaboration: Use of Compensatory 

Drawings and the IMF Oil Facility, 1972–76

(Figures in SDR millions)

Compensatory drawings Oil facility

Country/Region 1972 1973 1974 1975 1976 1974 1975 1976

Australia 332.5
Finland 71.3 115.1
Greece 58.0 36.2 119.0
Iceland 11.5 15.5 10.1 13.6
Italy 675.0 780.2
New Zealand 50.5 101.0 85.7 106.1 46.9
Portugal 58.5 114.8
Romania 95.0
South Africa 160.0
Spain 496.2 75.9
Turkey 37.8 37.8 169.8
United Kingdom 1000.0
Yugoslavia 139.0 16.2 185.5
Latin America 151.5 18.3 110.0 537.4 156.1 306.1 156.1
Middle East 12.5 49.9 174.5 15.7 152.1 61.1
Asia 88.2 63.6 82.9 3.8 436.6 462.7 577.3 187.2
Africa 47.2 6.0 37.0 305.3 130.0 238.9 95.7

Source:  IMF, International Financial Statistics, February 1977.

Table  6 .3 :  Regime Collaboration: SDR Users and Recipients, 1970–76

(Holdings as Percent of Original SDR Allocations Made by the IMF to Participating Countries)

1970 1971 1972 1973 1974 1975 1976

Industrial countries 106 108 106 107 110 112 113
Other developed 77 70 82 84 64 59 44
Less developed 56 57 62 65 66 60 57

Source:  International Financial Statistics, various issues.
Notes:SDR users are those that surrendered SDRs in their IMF accounts in exchange for needed foreign 

currency and thus are shown as having some percentage less than 100 percent, their original allocations. SDR 
recipients are those that have accepted SDRs in exchange for their currency needed by other countries; they are 
shown as having some percentage greater than 100 percent, their original allocations.

The figures in the chart for less developed countries in 1975 and 1976 include OPEC figures of 80 percent and 
88 percent, respectively. Of 9.315 billion SDRs created, 66.3 percent had accrued to the industrial countries as of 
December 31, 1976. By contrast, the figure for other developed countries was 8.5 percent, and for less developed 
countries, 25.2 percent. See IMF, International Financial Statistics, February 1977. The total volume of SDR 
transactions had ex ceeded SDR 9 billion by late 1976—an average of about $1.3 billion per year over the first 
seven years of the facility’s existence.
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such drawings. As shown in Table 6.3, these less developed countries were also 

the heaviest users on a proportional basis of the IMF’s then still new SDR 

facility.

Finally, monetary authorities demonstrated their willingness to continue 

accepting dollars and other foreign exchange, often well in excess of reserve 

needs. As depicted in Table 6.4, there was an increasing regimewide tendency 

to hold dollars and other currency deposits, the proportion of total regime li-

quidity represented by gold declining by 45 percent. Specifically, the continuing 

and increasing tendency at the time to hold U.S. dollars as reserves is shown in 

Table 6.5.

The data underscore the pre eminent position the United States still held 

within the global monetary regime. Moreover, as listed in Table 6.6, some two 

out of five countries still pegged their currencies to the dollar. Strong evidence 

for the still preeminent position of the United States within the global mon-

etary regime is the extent to which other countries continued to define their 

currencies in terms of the U.S. dollar. Table 6.6 contains a listing dated mid-

Table  6 .4 :  Regimewide Liquidity/Reserves, 1971–1976

(Assets are as a percent of total liquidity in a given year)

Reserve asset 1971 1972 1973 1974 1975 1976

Gold 29.1 24.3 23.4 19.7 18.3  16.1
SDRs 4.8 5.9 5.8 4.9 4.5 3.9
Reserve position in the 

Fund 5.2 4.3 4.1 4.9 6.5 8.1
Foreign exchange 60.9 65.5 66.8 70.4 70.7 71.8

Total 100.0 100.0 100.1 99.9 100.0 99.9
Tot (SDR billions) 123.2 146.5 152.2 180.2 194.3 219.4

Source:  IMF, International Financial Statistics, March 1977, 21–25.
Note: Eurocurrency borrowings have also been quite heavy, with more than $26 billion drawn in 1976 

alone. Of this, more than half ($14 billion) was borrowed by less developed countries.

Table  6 .5 :  Collaboration with the United States: American Liabilities

(U.S.$ billions, 1972–76)  

U.S. liabilities to 
central banks and 

governments In Canada In W. Europe In Asia

1972 61.5 4.28 34.20 17.57
1973 66.80 3.85 45.72 10.88
1974 76.66 3.66 44.18 18.61
1975 80.65 3.13 45.68 22.51
1976 87.65 2.4l 44.02 33.86

Source:  IMF, International Financial Statistics, various issues.
seven years of the facility’s existence.
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1976 of the various ways in which IMF member countries chose to define their 

currencies.

The data in the table portray the extent to which France was able to retain its 

close monetary connection to former African colonies. By contrast, the British 

sphere of monetary influence had declined markedly. In this regard, defections 

from the sterling area during the 1960s and 1970s were consistent with Britain’s 

decision in 1964, except for Hong Kong, to withdraw within seven years from 

positions east of Suez. Withdrawal of official sterling balances from London 

contributed further to currency problems that beset the United Kingdom in 

this final phase of its retreat from empire.23

afterWorD

The fixed exchange rates of the Bretton Woods regime (and the challeng-

es it posed to American policy-makers) were gone in favor of a more flexible 

exchange rate regime. Instead of treasuries and central banks intervening to 

maintain relatively fixed rates (fluctuating within 1 percent of official parity), 

rates were now to follow market supply and demand, radical swings checked 

by monetary authorities coordinating their interventions. As a practical matter, 

Table  6 .6 :  International Monetary Leadership

Countries Maintaining Exchange Rate Linked to:

A. The U.S. Dollar: 55 countries
Argentina, Bahamas, Bahrain, Barbados, Bolivia, Botswana, Brazil, Burundi, Chile,  

Rep. of China, Colombia, Costa Rica, Dominican Rep., Ecuador, Egypt, El Salvador, Ethiopia, 
Ghana, Grenada, Guatemala, Guyana, Haiti, Honduras, Indonesia, Iraq, Israel, Jamaica, Korea, 
Laos (PDR), Lesotho, Liberia, Libya, Mexico, Nepal, Nicaragua, Oman, Pakistan, Panama, 
Paraguay, Peru, Romania, Rwanda, Somalia, S. Africa, Sudan, Syria, Thailand, Trinidad and 
Tobago, United Arab Emirates, Uruguay, Venezuela, Yemen Arab Rep., PDR Yemen, Zaire, 
Zambia

B. The French Franc: 13 countries
Benin, Cameroon, Central African Rep., Chad, Congo (PDR), Gabon, Ivory Coast, 

Madagascar, Mali, Niger, Senegal, Togo, Upper Volta

C. The Pound Sterling: 4 countries
Bangladesh, the Gambia, Ireland, Sierra Leone

D. The EEC Snake: 7 countries
Belgium, Denmark, FR Germany, Luxembourg, Netherlands, Norway, Sweden

E. Special Drawing Rights (SDRs): 11 countries
Burma, Guinea, Iran, Jordan, Kenya, Malawi, Mauritius, Qatar, Saudi Arabia, Tanzania, 

Uganda

Source:  IMF, Annual Report, 1976, 70–73.
Note: In addition to the countries shown in the table, 38 IMF members either allowed their currencies to 

float independently or defined their currencies in accordance with other arrangements. 
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this enhanced the policy freedom for American and other policy-makers previ-

ously constrained by the pressures of relatively fixed exchange rates under the 

Bretton Woods rules. Increased government purchases abroad, particularly for 

wars and lesser contingencies, now could be financed more readily simply by 

allowing the value of the currency to move downward a notch or two. So long 

as the creditworthiness of the country and the acceptance of the dollar were 

not in jeopardy, the new regime facilitated financing massive American foreign 

policy and national security outlays abroad. 
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Seeking multilateral remedies on most matters—monetary challenges among 

them—is by no means new to European policy elites. The late-nineteenth- and 

twentieth-century record presented in the previous pages makes this clear. In-

deed, the multilateralism of cooperative security has become well established 

as a European norm for dealing with complex issues in which understandings 

of interests often vary substantially among policy-makers within and across the 

countries in the European Union (EU). Indeed, the norm has been socially con-

structed over several centuries devastated by war, but also marked by periods of 

peace in which the players typically engaged multilaterally.

Now embedded in the policy-making culture as the legitimate way to con-

duct international affairs, multilateral collaboration was core to realizing im-

mediate post–World War II economic-security goals in Europe for reconstruc-

tion and economic development. Beyond membership in the United Nations 

organization (1945) was participation in such regionally focused entities as the 

7 the Dollar, the euro,  
and Cooperative security 

The financing plague is wreaking greater and greater havoc throughout 

the world. As in medieval times, it is scourging country after country. It is 

transmitted by rats and its consequences are unemployment and poverty, 

industrial bankruptcy and speculative enrichment. The remedy of the 

witch doctors is to deprive the patient of food. . . . Those who protest 

must be purged, and those who survive bear witness to their virtue before 

the doctors of obsolete and prepotent dogma and of blind hegemoniacal 

egoism.

—Mexican president José López Portillo (a critique of “neoliberal” IMF 
“adjustment” remedies imposed on less developed, low income countries)

Collaboration with other countries in international undertakings . . . is 

needed not so much as a protection for others . . . as it is for ourselves. . . . 

Not the self-trumpeting leader in great moral causes but the modest, willing 

worker together with others in the vineyard of international collaboration: 

that is the image that America should wish to project to others, but 

primarily to itself, as the twenty-first century, so replete with uncertainties 

and dangers, begins to impose itself upon us.1

—George F. Kennan, American Diplomat and Foreign Policy Scholar
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Organization for European Economic Cooperation (OEEC),2 a multilateral in-

stitution formed largely to administer aid from the United States under the 

Marshall Plan that later became the Paris-based, globally focused Organization 

for Economic Cooperation and Development (OECD).

In the security domain, institutionalized multilateralism was established in 

the 1948 Brussels Pact that forged all-European defense links in the Western 

European Union (WEU), its functions transferred to the European Union in an 

incremental process in the first decade of the twenty-first century. In 1949 two 

institutions were established: the forty-seven-member Council of Europe that 

promotes democracy and civil society, and the twenty-eight-member North 

Atlantic Treaty Organization (NATO), which routinizes European multilateral-

ism in security matters with the United States and Canada.

Prior to the 1993 decision to adopt the title EU, three European Commu-

nities (EC) were instrumental in the integration process—formation in 1953 

of the European Coal and Steel Community (ECSC) and, in 1958, the Euro-

pean Economic Community (EEC) and European Atomic Energy Community 

(EURATOM). Finally, the all-inclusive fifty-seven-member Organization of Se-

curity and Cooperation in Europe (OSCE) that includes the United States and 

Canada emerged in 1995 from the earlier Conference on Security and Coopera-

tion in Europe (CSCE). Indeed, the institutionalized multilateralism found in 

international organizations and alliances is very much a part of the European 

fabric.

Multilateralism, however difficult it may be to reach decisions, remains the 

prevailing European norm. In the section below, we explore the roots of post-

war European multilateralism on the monetary front. It is a backdrop for the 

emergence of the euro at the beginning of the twenty-first century that depends 

fundamentally on sustaining this propensity to multilateralism. It is the stuff 

of cooperative security in Europe essential not only to economic but also to 

political and security purposes pursued in both global and regional institu-

tions—the UN, NATO, WEU (now part of the EU), OSCE, and, for that matter, 

the EU as a whole.

restoring Convertibility of euroPean CurrenCies

The aim of the European Payments Union (EPU), formed at American urg-

ing in 1950, was to handle routine international monetary transactions multi-

laterally among its members. Well beyond commercial interests, support for 

European economic recovery was clearly part of the U.S. security calculus in its 
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Cold War competition with the Soviet Union. An economically strong Western 

Europe meant stronger allies to help carry the defense burden against the USSR 

and countries in its East European sphere of influence.

The Bank for International Settlements (BIS) in Basel acted as agent for the 

EPU. Rather than settle accounts bilaterally, in these arrangements each Euro-

pean country had either a net claim or net debt vis-à-vis the EPU as a whole. 

Although European currencies remained nonconvertible into gold or dollars, 

the EPU arrangement permitted members to conduct payments transactions 

with relative ease. Significantly, there was a reduction in balance of payments 

pressures that might have led EPU members to erect even higher tariffs or im-

pose new exchange controls or other barriers to trade.

The European monetary area organized around the EPU was supportive of 

the liberal economic objectives the United States and its European partners 

were advocating for the design of global monetary and trade regimes. To the 

United States, the EPU was merely a temporary substitute for currency convert-

ibility that would obtain when the Bretton Woods rules became fully effective 

for principal EPU members in 1958. The successful economic recovery in Eu-

rope as well as U.S. overseas spending had increased the supply of monetary 

reserves held by EPU members, finally enabling them, as Bretton Woods rules 

required, to make their currencies convertible. With some prodding by the 

United States, the European states signed the European Monetary Agreement 

(EMA) in 1955 and thus created a new fund to replace the EPU in 1958.

Drawings from the EMA’s funds lacked the auto maticity of credit approval 

of the EPU. Moreover, the EMA was never in tended to serve as a clearinghouse. 

Administered by the OECD, successor to the OEEC, its operations were very 

limited. Nevertheless, both the EPU and the EMA served functions con sistent 

with the overall Anglo-American design for the Bretton Woods regime and the 

security arrangements in NATO that depended on it for ready access to capital.

At the same time that the transition from the EPU to EMA was taking place, 

the United States supported Continental European negotiations then underway 

to move beyond merely the 1953 ECSC to formation of a European Economic 

Community. The United States did insist as price for this support that European 

markets remain open to American trade and investment. In a broader sense, 

however, American support was also a central part of the same security-based, 

Cold War effort to strengthen its allies economically.

The Treaty of Rome that established the EEC and the European Atomic 

Energy Community (EURATOM) in 1958 gave the EEC relatively weak mon-
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etary powers, although Article 6 does state that EEC members are to “coordi-

nate monetary policies in close cooperation with Community organs.” With 

respect to exchange rate policy, Article 107 asserts that each member country 

should act “in the common interest,” but gives the power to the Commission, 

based on Monetary Committee recommendations, to authorize countermea-

sures in response to any damaging exchange rate changes undertaken by other 

parties.3

The two institutions designated to conduct international monetary policy 

within the EEC, then, were the Monetary Committee and the Committee of 

Governors of the Central Banks.4 Each EEC member state sent two represen-

tatives to the Monetary Committee—typically one central banker and one 

finance ministry official. The Monetary Committee performed only an advi-

sory role, whereas the Committee of Governors of the Central Banks was in a 

position to begin the spadework for later coordination of national monetary 

policies and taking joint actions. In laying these cooperative foundations, the 

governors met regularly with a member of the EEC Commission in atten-

dance for the purpose of reviewing monetary issues of concern to the central 

bankers.

The primary emphasis within the EEC in its earlier years, then, was more on 

reducing barriers to trade among member countries than it was on construct-

ing an international monetary area with substantial policy-making authority. 

The European monetary area that did exist in these years was, in any case, con-

sistent with the American global design, just as the EPU had been in the 1950s. 

There was no apparent need at the time to pursue monetary integration, since 

policy elites in EEC countries could rely on the stability of the dollar’s gold 

parity ($35 per ounce of gold) as the cornerstone of the Bretton Woods regime. 

Regional organization in monetary matters thus was quite minimal—primarily 

consultative rather than involving any designation of binding authority to EEC 

institutions. In the first half of the 1960s there were adjustments in exchange 

rates, but no great monetary crises necessitating community action.

For the most part, currency values were relatively stable—thus minimizing 

the adverse effect on prices of goods and services produced by exchange rate 

fluctuations. Indeed, the Bretton Woods regime seemed to be working fairly 

smoothly, particularly among the six EEC members.5 This allowed them to 

work toward the goal of becoming a customs union. Each EEC member acted 

with considerable autonomy in the formulation and execution of its monetary 

policy. Consultation with EEC organs was kept to a minimum.
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In the latter half of the decade, however, monetary difficulties emerged that 

gave impetus to a strengthening of monetary collaboration within the EEC. 

Dependence by member countries on the U.S. dollar as the principal medium 

of international exchange and major reserve currency was debated seriously for 

the first time. The U.S. balance of trade was still in surplus, but, as shown in 

Table 7.1, it declined in the last half of the 1960s at the same time that the mili-

tary contribution to the overall U.S. balance-of-payments deficit was increasing 

substantially.

Although U.S. deficits contributed to international liquidity, the dollar 

was already well in surplus in currency markets. European officials saw fur-

ther, massive additions of dollars as not only fueling inflation in Germany and 

elsewhere but also putting more pressure on them for monetary support—the 

United States already finding it difficult to sustain gold convertibility at its fixed 

exchange rate of $35 per ounce.

The first, albeit mild, EEC challenge to American leadership of the global 

regime occurred within the context of negotiations leading to establishment of 

SDRs. As noted earlier in Chapter Six, EEC members insisted on a change in 

the IMF voting rules that gave them a veto, much as the United States had had 

since the IMF began operations in 1946. Significantly, the new veto power for 

the EEC broke the power monopoly in the IMF previously held by the United 

States.

Table  7. 1 :  The U.S., Bretton Woods, and the Cold War: 

U.S. Balance of Trade on Current Account and Direct 

Defense Expenditures Abroad, 1960–71

(All data in U.S.$ millions; minus signs indicate increases in overall balance 

of payments deficit)

Balance of trade: 
exports–imports

Overseas defense 
expenditures

1960 2824 –3087
1961 3822 –2998
1962 3387 –3105
1963 4414 –2961
1964 6823 –2880
1965 5431 –2952
1966 3031 –3764
1967 2583 –4378
1968 611 –4535
1969 399 –4856
1970 2331 –4855
1971 –1433 –4819

Source:  U.S. Department of Commerce, Bureau of Economic Analysis.
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The late 1960s were also a period of renewed interest in European monetary 

integration. Not merely an attempt to advance the EEC as a competitor to the 

United States, monetary integration was seen as a means to resolve problems 

within the EEC itself. The currency crises of 1969 that culminated in an 11.1 per-

cent devaluation of the franc in August and a 9.3 percent upward revaluation 

of the mark in September and October upset the Common Agricultural Policy 

(CAP)—an agricultural pricing scheme that had been the result of very diffi-

cult negotiations among France, Germany, and other EEC members. Changing 

exchange rates had direct effect on import and export markets, altering the 

carefully negotiated price points.

In February and March of 1971, the EEC Council of Ministers, following 

consideration of various proposals,6 finally adopted a ten-year plan for achiev-

ing European economic and monetary union by 1980. Monetary unification 

was to include “the total and irreversible convertibility of currencies, the elimi-

nation of margins of fluctuation in rates of ex change, the irrevocable fixing of 

parity ratios and the total liberation of movements of capital.”7

During the first of three stages (1971–73), there was to be extensive monetary 

policy coordination,8 with a further narrow ing of currency exchange margins 

from the 1 percent fluctuation either side of parity permitted under the Bretton 

Woods rules. A monetary coopera tion fund was also to be created in the first or 

second stage as part of the eventual consolidation of European central banking 

in the final stage.

Exchange rate margins of fluctuation were reduced in June 1971 from 0.75 

percent to 0.60 percent—all exchange rates still tied to the dollar, still fixed 

in gold at $35 per ounce. Credits amounting to $2 billion for two to five years 

also were set up.9 These actions taken within the EEC to further the develop-

ment of the emerging European monetary area were certainly consistent with 

Bretton Woods rules. Indeed, the aims to be served were identical: unrestricted 

currency exchange at stable rates, thus promoting trade and investment across 

national boundaries.

snakes in tunnels

The formation of a European monetary area with this degree of unification 

and potential strength was interpreted by some as a direct challenge to the pre-

eminent American position within the global monetary regime. The collapse 

of the Bretton Woods regime in August 1971 and the initiation of floating ex-

change rates was indeed a setback for European plans to effect greater stability 
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of exchange rates within the EEC. Constructing an EEC “snake”—a joint float 

against the dollar—was a decidedly European remedy and an early multilateral 

challenge to U.S. dollar supremacy.

The Smithsonian agree ments in December 1971—a failed attempt to restore 

the Bretton Woods regime—set new, wider limits for fluctuations. Each cur-

rency within the new regime was allowed to float within 2.25 percent above or 

below its parity with the dollar. The old Bretton Woods regime had allowed 

only a 1 percent margin above or below parity, thus creating a maximum 2 per-

cent band around the dollar.

By contrast, the new 2.25 percent margin resulted in a maximum 4.5 percent 

total range—later referred to as a “tunnel” that contained fluctuations above 

and below the dollar. Such a wide band was particularly problematic to EEC 

members committed to narrowing the extent of exchange rate fluctuations. To 

make matters worse, a 4.5 percent band vis-à-vis the dollar meant that the dif-

ference in fluctuation between any two EEC currencies could be as much as 9 

percent!10

Dollars continued to flood currency markets in the late 1960s and beginning 

of the 1970s. As shown in Table 7.2, the U.S. trade balance did go into the black 

briefly after the August 1971 American decision to end the dollar’s $35 per ounce 

gold convertibility, which allowed the dollar to float downward. Nevertheless, 

defense spending abroad continued to increase.

The turbulence that currency fluctuations of this magnitude created for im-

port and export prices threatened to upset trade and investment patterns and 

arrangements that had been constructed since the EEC was formed in 1958, 

some thirteen years prior. Prices for manufactures, resources, and services trad-

ed across borders quickly became highly variable—price, counter to economic 

Table  7.2 :  The Post-Bretton Woods Transition:  

U.S. Balance of Trade on Current Account and  

Direct Defense Expenditures Abroad (1972–74)

(All data in US$ Millions; minus signs indicate increases in overall balance-

of-payments deficit)

Balance of trade: 
Exports–Imports

Overseas defense 
expenditures

1972 –5795 –4784
1973 7140 –4629
1974 1962 –5032

Source:  U.S. Department of Commerce, Bureau of Economic Analysis.
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theory, more a function of exchange rate variations than the quality or fair 

market value of a particular good or service traded.

Going beyond tariff-free trade in its path toward greater economic integra-

tion, in 1967 the EEC became a customs union—with agreement by all mem-

bers to impose the same tariff on imports from non-EEC members. Given 

domestic pressures from the agricultural sector in each member country, par-

ticularly France, painstaking diplomatic efforts were expended to bring agricul-

tural products within the larger agreements. Sensitive, of course, to the effect 

of exchange rate changes on prices, these agricultural commodity price agree-

ments, already upset by currency adjustments within the EEC, now were in 

complete disarray.

Given these drastically altered circumstances, community members quickly 

decided in April 1972 to reduce exchange rate fluctuations within the EEC to no 

more than any currency individually would be allowed to vary with respect to 

the dollar. As a first step toward reducing these fluctuations, any EEC currency 

adhering to the agreement was not allowed to deviate more than 2.25 percent 

above or below its central rate,11 with respect to other participating currencies 

within the community.

The resulting narrower limits in differential fluctuations against the dollar 

for EEC currencies soon became known metaphorically as a “snake” within 

the larger 4.5 percent “tunnel.” Under the arrangement, participating central 

banks intervened in currency markets to manage what had become a joint float 

against the dollar. With the passing of the Smithsonian rules in March 1973, the 

EEC snake was allowed to float freely—that is, without any such “tunnel” con-

straint. At the same time, of course, exchange rates of EEC members were stable 

in relation to each other, thus avoiding adverse impact on prices. The degree of 

collaboration achieved for economic security purposes foreshadowed the kind 

of efforts EU members undertook some two decades later in their construction 

of the euro.

Monetary difficulties at the time, however, soon forced Britain, France, 

Ireland, Italy, and Sweden to defect from the snake. Nevertheless, there was a 

strong commitment, particularly on the part of German monetary authorities, 

to maintain the currency area even if key members had to absent themselves 

from its discipline from time to time. After all, the snake already had brought 

greater price stability among EEC members than if each had floated its national 

currency independently against the dollar.

European integration advocates also feared that complete failure of the cur-
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rency snake not only could destroy any lingering hopes of achieving greater Eu-

ropean monetary and economic integration but also would amount to failure 

in Europe’s economic competition with the United States. To the ex tent that 

European leaders wished to avoid or, at least, reduce monetary dominance by 

the United States, they saw their best hope for success in maintaining a curren-

cy area that at least would allow Europe to hold its own—if not a challenge to, 

then at least a check on, American foreign policy and national security choices.

At the same time, of course, EC members remained dependent on the Unit-

ed States in NATO and other security arrangements. Understood from this per-

spective, coordinating their exchange rates within the snake was also a means to 

sustain the dollar-based regime upon which international liquidity depended. 

For its part, the U.S. could continue to make defense outlays abroad, deficits ab-

sorbed in the managed flexibility of the post–Bretton Woods monetary regime.

CooPerative seCurity in Monetary Crises

Notwithstanding significant differences with the United States from time 

to time over monetary policy, EEC members decidedly supported efforts to 

maintain the flexible exchange rate regime during the Cold War and afterward. 

Among other things, this meant joining with the United States, Japan, and 

other capital-rich members of the IMF and World Bank to extend credits and 

restructure or, in some cases, forgive loans owed by less developed, low income 

countries hit by extraordinarily high, short-term interest rates in global finan-

cial markets during the late 1970s and early 1980s—themselves the result of 

tighter monetary policies driven up by the U.S. Federal Reserve to curb double-

digit inflation in the U.S. domestic economy.

Recession in the United States and other countries in the North reduced 

imports from Third World countries in the South that, combined with high in-

terest rates and falling commodity prices, brought matters to a head in Mexico 

in 1982. Lest Mexico be forced to default on its loans, perhaps starting a chain 

reaction to be emulated by other low income countries in similar financial 

straits, the U.S. Federal Reserve (then under Board Chairman Paul Volcker’s 

leadership) took action within the Bank for International Settlements, initially 

setting up a $700 million swap with the Bank of Mexico and following up with 

a $1.85 billion credit arranged multilaterally—50 percent U.S. and the rest from 

the Fed’s central banking counterparts in Japan and Europe.

Whether to Mexico or other less developed countries in need, IMF loans 

were not without strings attached. A quid pro quo for any loan or credit, the 
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IMF typically imposed a regimen requiring tighter fiscal and monetary poli-

cies—usually some combination of government spending cuts and increased 

taxes on the fiscal side and, on the monetary side, higher interest rates and 

reductions in the supply of money in circulation.

The highly controversial “neoliberal” economic rationale for such austerity 

measures was a need for structural adjustment in economies gone awry—those 

suffering from inflation, spending beyond their means, and other maladies. 

The domestic political impact of cutting spending, increasing taxes, raising in-

terest rates, and the like was clearly adverse to those in power. The resulting 

animosity directed toward the IMF and those understood to be holding these 

strings—monetary officials, managers of capital in the United States and other 

First World countries—is not surprising.

One of the more articulate examples in this critical genre was the statement 

made on September 1, 1982, by outgoing Mexican president José López Porti-

llo—a broad-brush indictment of capital interests:

The financing plague is wreaking greater and greater havoc throughout the world. As 

in medieval times, it is scourging country after country. It is transmitted by rats and 

its consequences are unemployment and poverty, industrial bankruptcy and specu-

lative enrichment. The remedy of the witch doctors is to deprive the patient of food 

and subject him to compulsory rest. Those who protest must be purged, and those 

who survive bear witness to their virtue before the doctors of obsolete and prepotent 

dogma and of blind hegemoniacal egoism.12

López Portillo had threatened to rebuff the IMF and other foreign lenders, na-

tionalize the banks, and impose exchange controls, but finally relented in favor 

of a more moderate position vis-à-vis the IMF favored by his successor in the 

Mexican presidency, Miguel De La Madrid.13

Although this stemmed the short-term crisis in Mexico, efforts then turned 

to building international consensus for an increase in IMF quotas, thus enhanc-

ing the fund’s lending facilities in particular for use by low income countries 

facing the same debt-servicing problems.14 As a practical matter, more short-

term lending was not sufficient. It would take a global decline in interest rates 

as well as depreciation of the dollar (and thus Third World currencies tied to it) 

for the debt crisis finally to subside.

Indeed, an appreciating dollar in the 1980s made American exports less and 

less competitive. Table 7.3 depicts the dramatic increases in both trade deficit 

and military expenditures abroad. Responding in September 1985 to domestic 

pressures to do something about exchange rate induced loss of American trade 
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competitiveness, U.S. treasury secretary James Baker organized a meeting in 

New York at the Plaza Hotel. He sought concerted action by finance minis-

ters and central bankers from the G-5 countries (the United States, Japan, Ger-

many, France, and the United Kingdom) to coordinate buying and selling in 

global currency markets. The aim of these operations was to increase the value 

of other major currencies and thus depreciate the dollar, moving it gradually 

downward from its high plateau.

The Plaza agreement was followed a year and a half later in Paris by the Lou-

vre accords of February 1987, the G-5 (United States, Japan, Germany, France, 

United Kingdom) and Canada agreeing subsequently to keep the dollar within 

an agreed target range. Buying and selling operations resumed vis-à-vis the 

dollar—still the world’s principal key currency and reserve asset. Cooperative 

security in monetary matters had become the order of the day. Managed flex-

ibility had thus become routinized in a common interest shared by major play-

ers to provide greater stability to the international monetary regime in which, 

as always, all had both commercial and security stakes.

The decade of the 1990s had its own set of monetary challenges—the Mexi-

can peso in 1995 and the Asian financial crisis in 1997 noteworthy examples. In 

Table  7.3 :  The Managed-Flexibility Regime during the 

Cold War Years: U.S. Balance of Trade on Current Account 

and Direct Defense Expenditures Abroad, 1975–89

(All data in U.S.$ millions; minus signs indicate increases in overall balance 

of payments deficit)

Balance of trade: 
exports–imports

Overseas defense 
expenditures

1975 18116 –4795
1976 4295 –4895
1977 –14335 –5823
1978 –15143 –7352
1979 –285 –8294
1980 2317 –10851
1981 5030 –11564
1982 –5536 –12460
1983 –38691 –13087
1984 –94344 –12516
1985 –118155 –13108
1986 –147177 –13730
1987 –160655 –14950
1988 –121153 –15604
1989 –99486 –15313

Source:  U.S. Department of Commerce, Bureau of Economic Analysis.
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both of these and other cases, multilateral loans—needed capital transfers to 

maintain liquidity—were the initial monetary remedy. The IMF, BIS, and G-7 

members (the United States, Japan, Germany, France, United Kingdom, Italy, 

and Canada) were major players in building consensus essential not only to 

managing the crisis before them but also to maintaining the managed-flexibili-

ty monetary regime as a whole. Less publicized day-to-day interventions of one 

sort or another were commonplace. Indeed, the climate was ripe for creating 

a World Trade Organization in Geneva, which opened its doors in 1995, thus 

finally completing the institutional part of the post–World War II design. As 

shown in Table 7.4, the U.S. balance of payments remained ever more deeply in 

the red with imports (to include the cost of increased petroleum consumption) 

rising faster than exports, albeit defense expenditures abroad declined by more 

than 40 percent from the high point at the end of the Cold War. Units rede-

ployed to the United States with reductions of more than 60 percent in person-

nel assigned to European locations substantially lessened monetary pressure on 

the dollar from defense expenditures abroad.

the soviet anD east euroPean CurrenCy area

During the Cold War years, Europe’s other side—the currency grouping 

composed of the U.S.S.R. and other Eastern European countries—remained 

formally outside of the global monetary regime. Although they obviously had 

to conduct market transactions to finance their commercial and other gov-

Table  7.4 :  The Pre-Euro, Post–Cold War Managed-

Flexibility Regime: U.S. Balance of Trade on Current 

Account and Direct Defense Expenditures Abroad

(All data in U.S.$ millions; minus signs indicate increases in overall balance 

of payments deficit)

Balance of trade: 
exports–imports

Overseas defense 
expenditures

1990 –78968 –17531
1991 2897 –16409
1992 –51613 –13835
1993 –84805 –12087
1994 –121612 –10217
1995 –113567 –10043
1996 –124764 –11061
1997 –140726 –11707
1998 –215062 –12185

Source:  U.S. Department of Commerce, Bureau of Economic Analysis.
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ernmental outlays abroad, they were reluctant to accept the preeminent posi-

tion the United States held within the global regime. Organized by the Soviet 

Union, the Council of Mutual Economic Assistance (abbreviated at the time as 

COMECON, CEMA, or CMEA) thus was not directly supportive of the global 

monetary regime, but there is no evidence that the Soviet-dominated currency 

zone was disruptive of it either. It was live and let live.

Recognizing that participation in the Bretton Woods regime as a practical 

matter meant taking a subordinate position to the United States and, to a lesser 

extent, the United Kingdom, the Soviet Union also chose not to join either the 

International Monetary Fund or World Bank. Nevertheless, the need for access 

to hard currencies to finance trade and other transactions with the West led 

the U.S.S.R. and other East European countries to cooperate, albeit tacitly, with 

other players in the dollar-based global monetary regime. In the Cold War—as 

in the two world wars that had preceded it—adversaries found ways to cooper-

ate when the authorities saw doing so as advantageous.

Soviet dollar deposits placed in London banks to avoid possible confiscation 

by the United States may have given initial stimulus to growth of the Eurodollar 

market. To conduct its business in Western countries, Moscow worked through 

the Narodny Bank, an official Soviet institution situated in London, and its 

Parisian counterpart, the Banque Commerciale pour l’Europe du Nord.16 The 

rapid growth of East-West trade in later years also led to a significant increase 

in letters of credit and other financial transactions handled by private banks in 

Switzerland and Liechtenstein.17

Bilateral clearing was the primary method used for payments among cur-

rency area members.18 The Soviet State Bank (Gosbank) began handling some 

multilateral clearings in 1957, but the volume of such transactions was then 

relatively small.19 An attempt to increase multilateralism was made in late 1963 

with the creation of the International Bank for Economic Cooperation (IBEC). 

The purpose of the Soviet-dominated bank was to extend credit to COME-

CON members suffering balance-of-payments deficits with other members.20 

The bank was not very successful, however, and much of COMECON finance 

remained on a bilateral basis.21

The Soviet Union and East European countries thus participated in gold 

and foreign exchange transactions without disrupting the global mone tary 

regime. For its part, and contrary to Soviet wishes, Romania joined the IMF, 

thus attempting to solidify its links with the West. Another significant tie be-

tween East Europe and the West was membership in the Bank for International 
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Settlements in Basel. Indeed, “all the East European countries (except Albania) 

[were] members.”22 Nevertheless, the Soviet ruble remained nonconvertible 

and, as a result, COMECON remained formally outside of the global monetary 

regime. Again, given their need for access to Western capital for their own trade 

and security-oriented purposes, COMECON members did not pose significant 

challenge to the global monetary regime throughout the Cold War. Security 

challenges to the West took nonmonetary forms. The East depended upon ac-

cess to global currency markets and thus was not inclined to disturb (much less 

disrupt) them.

froM West euroPean Monetary systeM to the euro

Worried in the mid-1980s about European competitiveness in forthcoming 

decades vis-à-vis the United States and Japan, the European Commission in 

Brussels worked to develop consensus among the members to move beyond 

both the free trade and common external tariff of the customs union.23 Achiev-

ing greater monetary integration with closer coordination of currencies in the 

European Monetary System, the aim was to establish by January 1992 a com-

mon market within the EEC, thus enabling the free flow of natural resources—

(land), labor, and capital—across national borders, much as occurs across state 

borders within the United States.

The “Europe 1992” common-market goal set in 1987 was reached methodi-

cally through acceptance by EEC members over some five years of more than 

150 new regulations—detailed blueprints for liberalizing the movement of the 

three factors of production. Meeting at a summit in Maastricht in the Nether-

lands in December 1991, the heads of government ratified a consensus to push 

economic integration to the next stage by the end of the decade—a full eco-

nomic and monetary union (EMU) with a common currency later dubbed the 

“euro” and a common central bank, its location later determined to be Frank-

furt—the central European capital and home of the German Bundesbank.

There was also a name change. The EU absorbed the EC, which had been 

the official designation of the EEC, EURATOM, and ECSC. Coordinating fiscal 

and monetary policies—setting and meeting particular macroeconomic crite-

ria essential to economic and monetary union (EMU)—became the difficult 

agenda throughout the 1990s. Efforts were also undertaken to develop a Com-

mon Foreign and Security Policy (CFSP) for the European Union, but this goal 

proved, not surprisingly, to be more elusive—even more difficult to achieve 

than the economic and monetary objectives. The EU did reaffirm preferential 
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trade, monetary, and security commitments to former colonies—the ACP (Af-

rica, Caribbean, and Pacific) countries.

In this regard, developing a single EU currency also would facilitate external 

payments for security and other foreign policy commitments by members act-

ing individually for their own purposes or collectively as in UN, NATO, OSCE, 

WEU, or EU-backed contingencies. Much as worldwide acceptance of the dol-

lar facilitates the conduct of U.S. foreign and national security policy, EU mem-

bers sought the same advantage from using a common European currency, the 

euro, readily accepted in payment for government purchases and other outlays 

abroad.

To reach the deep level of integration in the EMU did require compromis-

ing a well-established EC principle—moving all members to each new inte-

gration level in tandem. Instead, provision was made to allow members to opt 

out or, particularly for new EU members in Eastern Europe, an ability to opt in 

incrementally as they met fiscal and monetary requirements in stages. Widen-

ing the membership of the EU to include these countries with less productive 

economies had made deeper integration more difficult to achieve. Critics re-

ferred to it as integration à la carte, but it was still integration—and at a very 

deep level!

Little progress was made on a common foreign and security policy for the 

EU, but institutional arrangements were put in place by folding into the EU the 

long-standing, all-European alternative to NATO—the WEU, originally estab-

lished in 1948 by the Brussels Pact. Most important for both commercial and 

security interests, however, was creation of the European Central Bank (ECB) 

with the euro as its currency to manage.24 The dollar now faced a currency 

with the potential to be its competitive rival, its cooperative partner, or per-

haps more optimistically, a hybrid between the two—a competitive partner in 

a global marketplace linked by shared security and commercial interests.

the eMergenCe of the euro— 

Managing foreign PoliCy anD seCurity interests

Data on U.S. trade deficits and defense outlays abroad after the creation of 

the euro are contained in Table 7.5. Both the trade deficit and overseas defense 

expenditures more than doubled, the latter fueled by Gulf and Central Asian 

deployments following the 9/11 al-Qaeda attack upon the World Trade Center 

and Pentagon in 2001. The broad international consensus supporting the U.S. 

global security role still remains robust, though perhaps not as durable as in the 
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Cold War, when the real-and-present national security stakes to American allies 

in Europe and northeast Asia were difficult even for critics to overlook.

Initiated multilaterally within the NATO alliance under Article 5 of the 

North Atlantic Charter, the war in Afghanistan began in 2002. It was a col-

lective response to an attack on one of its members—in this case the United 

States attacked by al-Qaeda operating from its base in Afghanistan. By contrast, 

the military intervention in Iraq in 2003 divided the NATO allies, the United 

Kingdom also splitting from other EU members to join forces with the United 

States. So much for a common European foreign and security policy within 

the EU!

Nevertheless, shared commercial and security interests proved to be deeply 

rooted enough to allow the parties to weather the divisive storm over invading 

Iraq and the occupation that followed. As before, finance ministers and central 

bankers have continued to work with their American counterparts to maintain 

the managed-flexibility regime. Notwithstanding their policy differences with 

the U.S./UK–led intervention in Iraq, they facilitated its finance by sustaining 

monetary transactions.

The cost of military interventions was on top of massive U.S. trade deficits 

that continued through the decade. Whatever their positions on the course of 

U.S. policy, European and other countries (to include China and Japan) ef-

fectively supported U.S. efforts by accepting, as always, the dollars used abroad 

Table  7.5 :  U.S. Deficits in a Dollar-Euro, Managed-

Flexibility Regime: U.S. Balance of Trade on Current 

Account and Direct Defense Expenditures Abroad, 1999–

2008

(All data in U.S.$ millions; minus signs indicate increases in overall balance 

of payments deficit)

Balance of trade: 
exports – imports

Overseas defense 
expenditures

1999 –301630 –13335
2000 –417426 –13473
2001 –398270 –14835
2002 –459151 –19101
2003 –521519 –25296
2004 –631130 –28299
2005 –748683 –30075
2006 –803547 –31032
2007 –726573 –32820
2008 –706068 –36452

Source:  U.S. Department of Commerce, Bureau of Economic Analysis.
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by both the private sector in daily commerce and the U.S. government and its 

allies engaged in both the Afghanistan and Iraq wars. The same was true, of 

course, for the UK and its outlays in sterling, and outlays in euros by NATO 

allies. Indeed, monetary authorities in these countries saw it in their own com-

mercial and security interests to do so.

One modality of cooperation was to allow the dollar to float further down-

ward in the wake of increasing trade deficits and massive defense spending 

abroad. The dollar-euro exchange rate, captured in beginning-of-the-year an-

nual “snapshots” in Table 7.6, shows the transition from a strong, perhaps over-

valued, dollar before 9/11 losing value to the euro over the course of the decade 

in the lead-up to the global recession that began in 2008. In practical terms, an 

appreciating euro meant the dollar price of each euro purchased in currency 

markets was substantially higher. Although there were variations during the 

decade, data in Table 7.6 show the euro appreciating by some 40 percent! Put 

the opposite way, since one euro bought one dollar in 2000, by 2010 it took only 

about €0.70 to buy the same dollar! Europe’s own financial problems—main-

taining commitment to the eurozone—was reflected in a drop in the euro’s 

position vis-à-vis the dollar after 2010.

Another ramification of the dollar’s relative decline vis-à-vis the euro dur-

ing the first decade of the new century was an increasing propensity to substi-

tute euros for dollars as reserves—or at least strike a better balance between 

the two in national-reserve portfolios. In Table 7.7 we can see the declining 

ratio of dollars to euros held as monetary reserves—from almost four times 

as many dollars to euros in 1999, declining to just over twice as many a decade 

later! Reflective of their cooperative stance with the United States on monetary 

Table  7.6 :  Dollar-Euro Exchange Rate, 1999–2013

(at beginning of January each year)

$/€ $/€

1999 1.1789 2007 1.3270
2000 1.0090 2008 1.4688
2001 0.9423 2009 1.3866
2002 0.9038 2010 1.4389
2003 1.0446 2011 1.3182
2004 1.2592 2012 1.2893
2005 1.3507 2013 1.3155
2006 1.1826 2014 1.3740

Source:  European Central Bank. Compare http://www.oanda.com/currency/
historical-rates.
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(as on security) matters, high-income countries kept dollars in their reserves 

to a greater extent than was true in the low-income countries where euros 

assumed a larger place in their reserve portfolios than before. Nevertheless, 

the data also make clear that the euro has not displaced the dollar, but instead 

has taken a seat, admittedly a rather large seat, alongside it and other reserve 

assets.

Sustaining the consensus to support the managed-flexibility regime and the 

dollar’s role in it remains an ongoing, multilateral process. By contrast, a more 

unilateralist approach by the United States in its conduct of foreign and na-

tional security policy—as occurred in the first decade of the twenty-first cen-

tury—tends to undermine the kind of support needed to sustain the dollar’s 

position globally. Multilateral efforts not just to inform but also to consult and 

develop consensus for concerted action are a requirement for both monetary 

arrangements and, more broadly, in the foreign policy and national security 

domains to which they are linked.

The threat posed to global economic security by the collapse of banks and 

falling stock exchanges beginning in 2008 was met by a multilateral response of 

pumping liquidity into banking systems worldwide. As the pages in this book 

make clear, central bankers are no strangers to collaborative multilateralism 

Table  7.7 :  Ratio of Dollars to Euro as Official Reserves, 1999–

2013

Year Worldwide
Advanced 
economies

Developing 
economies

1999 3.97 4.03 3.82
2000 3.89 3.96 3.72
2001 3.73 3.88 3.41
2002 2.82 2.99 2.47
2003 2.62 3.02 1.99
2004 2.66 3.04 2.06
2005 2.78 3.37 2.09
2006 2.61 3.18 2.03
2007 2.44 2.82 2.22
2008 2.42 2.99 1.97
2009 2.29 2.76 1.88
2010 2.26 2.57 1.97
2011 2.30 2.56 2.07
2012 2.48 2.84 2.14
2013 2.63 2.58 2.57

Source:  International Monetary Fund, Currency Composition of Foreign Exchange 
(COFER) Data: http://www.imf.org/external/np/sta/cofer/eng/cofer.pdf.

Note: Even before the euro went into general circulation in January 2002, it 
was already in use as a unit of account by central banks. More than €800 billion—
approaching a trillion euros—are now in circulation.
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or to cooperative security on monetary and economic matters that also have 

significant implications for foreign policy and national security.

Central bankers and their finance ministers were quick to respond to the 

crisis—much as they had in 1988 when the bottom also seemed to drop out of 

stock markets and many financial institutions. Widely accepted norms provide 

a basis for such concerted action, coupled as they are with understandings of 

national and capital interests. Not only national economies, but also the global 

markets in which they operate depend upon national and international liquid-

ity. Given these circumstances, it is not surprising that treasury and central 

banking authorities rescued banks and other financial institutions first. How-

ever culpable these sectors were in producing the crisis, providing capital to the 

banks was the remedy dictated by understandings of economic theory that also 

served both national and capital interests.

Securing the economic base also buttressed the dollar and sustained U.S. 

capabilities to operate globally in its conduct of foreign policy and pursuit of 

national and international security objectives. Beyond the persistence of pat-

terns of acceptance for performance of these roles by the United States, NATO 

and EU members, and other coalition partners are new-found challenges to 

international security, whether stemming from national and ethnic strife in the 

1990s or terrorist and insurgent threats in the early years of the 21st century. If 

we take the long view well beyond these important near-term concerns, howev-

er, it is not hard to conclude that there is good reason for U.S. administrations 

to continue to engage multilaterally on these economic and monetary, diplo-

matic, and security matters—always a patient, but decisive search for common 

ground and agreed courses of action.

afterWorD

The US (its dollar) and the EU (its euro), however competitive, can at the 

same time cooperate constructively. The same is true for other major players 

like Japan, China and other rising powers with which the U.S. will deal in com-

ing decades. In the nearer term, the United States does remain in a position to 

continue to cultivate and further institutionalize the collaborative norms in 

monetary and other matters it has advanced since the end of World War II. Do-

ing so is a conservative, future-protecting policy—a hedge against the day when 

the country no longer enjoys the same relative position it has enjoyed—when 

it no longer may be able to play the same preeminent, often decisive monetary 
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regime-maintenance role it has played since assuming global monetary leader-

ship at Bretton Woods in 1944.

Multilateralism and cooperative security as norms can, over time, become 

embedded as structures that pattern behavior of major (and lesser) actors 

globally. Achieving this end requires both vision and persistence in the social 

construction of normative and institutional frameworks that serve national 

and international security. The U.S. capability to defend itself and continue 

to pursue opportunities abroad depends on the work done well beforehand to 

institutionalize even further multilateral norms favoring pragmatic, peaceful 

approaches to the oftentimes vexing monetary and security challenges that face 

policy-makers.
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The year is 2035. Under UN Security Council auspices, the United States has 

helped organize a multilateral coalition to restore peace and secure human rights 

in central Africa. The U.S. dollar is still a key currency, unit of account, and store 

of value, but is now among several major currencies readily exchanged one for 

another to finance private-sector trade and investment as well as government 

foreign policy and national security outlays for contingencies like these. The links 

between security and economy, particularly the international monetary compo-

nent, are clear to everyone.

Major players are the dollar, the euro, and sterling (kept stable in value by 

coordinated market interventions by the European Central Bank), the Chinese 

yuan, Japanese yen, and three new regional currencies: the Indian rupee, the 

Brazilian-Argentine-Chilean andino, and pan-Arab pound. From among these is 

a new global currency confined for the time to use only by central banks, its value 

defined as a basket of these national or regional currencies—some rising in value 

offset by others that decline in market transactions. In addition to traditional 

meetings in Basel and elsewhere, central bank interventions to manage exchange 

rates are routinely coordinated in virtual meetings conducted in cyber space.

Finance ministers and their staffs conduct similar meetings, sometimes joining 

with their central bank counterparts. Indeed, the new currency dubbed the “glob-

al” has been so stable in value that it has begun to replace national currencies as 

principal reserve assets. Plans are to move in stages to bringing the “global” into 

common use, perhaps over time replacing separate national currencies. Support 

has grown for establishing a worldwide central bank or, at least, an expanded 

IMF with a new central banking function. Diverse ideas are under discussion, 

 Conclusion:  
Money and Cooperative security
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perhaps leading to a new “Bretton Woods”–style meeting. The Persian director of 

the IMF indicates that Iran—a key player in both monetary and security collabo-

rations—has offered Tehran as venue for the conference.

How realistic is this scenario? Is it any more likely than the more dismal sce-

nario in the preface to this volume? Put another way, will cooperative security 

become the global norm, whether dealing multilaterally to manage currency 

matters or in efforts to resolve conflicts endangering international peace and 

security? Given the more pessimistic tone of the preface scenario, is this one 

unduly optimistic? Perhaps the future reality lies somewhere between these 

pessimistic and optimistic scenarios sketched out here in the preface and con-

clusion to this volume.

Some may think the concluding scenario to be a fanciful, futurist dream—

idealism unleashed. But this critique ignores the actual experience detailed in 

these chapters in which central and private bankers, finance ministers, and 

their staffs—the principal agents for action among capital managers on the 

monetary component of hard power—did not sit by passively, simply leaving 

monetary matters to the market. No, even in the nineteenth and early twentieth 

centuries they intervened when they saw the need to do so, putting together 

bailout packages and collaborating to implement other constructive measures.

This reference to owners or managers of capital (OMC) is shorthand that 

identifies a category of players, many of them constituting policy elites not just 

in monetary and economic matters but also across a wide range of other issues. 

Americans and others with liberal or pluralist sentiments have tended to avoid 

making references of this kind, since doing so evokes images of a rigidly defined 

capital-owning class reified as if these units had a life of their own apart from 

the individuals constituting them. No, our focus instead is on people who are 

among the policy elites.

Notwithstanding the author’s own democratic preferences, elites matter 

more on monetary matters than other individuals and groups within the mass 

public who do not enjoy the same access to those holding political or economic 

reigns of power and authority. Moreover, the monetary matters that domi-

nate these pages are the stuff of experts—for central bankers and those closely 

linked to them—an epistemic community that discusses technical issues in a 

specialized central banking and financial language that typically limits partici-

pation even by less informed capital elites, not to mention mass publics. The 
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latter matter in terms of the influence they have in markets and other public 

fora, but those who matter more in day-to-day management of economy and 

security are those capital managers who hold financial positions of authority in 

the private or public sector.

As we look toward the future, some things do seem clearer than others. In 

the short run, we need to focus on the near-term and continued viability of 

the dollar as key currency and reserve asset. The United States no doubt will 

remain a great power with enormous economic and military capabilities, but 

it likely will not always have the extraordinary relative advantage in relation to 

other countries it has had in the decades following World War II (and even in 

the quarter-century since the end of the Cold War).

Those of us with concerns about an uncertain future can find security rest-

ing not just on raw economic and military capabilities that constitute hard 

power but also in the ongoing construction and reinforcement of multilat-

eral norms by which policy elites conduct their international relations. These 

norms legitimate national objectives through collaborative processes—if not to 

eliminate, then to manage conflicts more effectively.

It is the stuff of cooperative security that, as reflected in the pages of this 

volume, is by no means a new phenomenon. Whether within alliances or in 

multilateral institutions and less formal coalitions, dealing with money and se-

curity collectively has a long track record going back to the nineteenth century 

and before. Among capital managers are the bankers, finance ministers, and 

their staffs that have played decisive roles in monetary-regime maintenance, 

thus sustaining the international liquidity essential to both government and 

commercial transactions.

Just as Britain once depended on the global acceptance of sterling to finance 

the security of its empire and commonwealth, the dollar’s global standing as 

key currency, unit of account, and store of value has allowed U.S. authori-

ties to conduct American foreign and national security policy abroad with 

relatively few constraints on the outlays they need to make. It is an extraordi-

nary privilege, but one that also carries the obligation to take steps from time 

to time to maintain the global monetary regime. Indeed, this international 

monetary role of the U.S. dollar is an essential (even if often overlooked and 

understated) component of hard power upon which American national secu-

rity has relied.
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the Monetary bases of u.s. eConoMiC  

anD national seCurity

National security in general, military capabilities in particular, depend upon 

(and are directly affected by) the economic base that sustains them. By eco-

nomic base we refer to productive capacity that in itself is a function of human 

capabilities in relation to combinations of capital and resources. The dollar’s 

standing among other currencies reflects understandings in markets about 

these underlying economic capabilities. Monetary and fiscal policy, especially 

national-debt politics, that puts the creditworthiness of the United States at risk 

also jeopardizes national security by undermining over time the currency’s ac-

ceptance for payment of obligations, domestic or public.

Put another way, the U.S. global position is primarily a function of under-

standings about its economic capabilities and the relative value that the dollar 

enjoys in relation to other currencies—an indicator of the country’s economic 

standing. After all, the real value of the dollar or any other currency is not only 

its exchange rate vis-à-vis other currencies but also its acceptance as a medium 

of exchange, store of value, and unit of account. The underlying economy and 

collective understandings of its relative capabilities matter most.

The dollar still enjoys primacy or, some might say standing as primus inter 

pares in relation to the euro, which has joined it in center stage among the 

world’s currencies. The dollar’s privileged position has facilitated the conduct 

of American foreign and national security policy since the end of World War 

II—much, as noted above, as late-nineteenth- and early-twentieth-century ster-

ling primacy allowed Britain to sustain a global empire. Given the global posi-

tion of the dollar as key currency, unit of account, and store of value for both 

payments and national reserves, American policy-makers deploy U.S. armed 

forces at will. When U.S. policy-makers want to conduct military operations or 

finance other projects abroad, they spend these readily accepted dollars.

The emergence of the euro since the turn of the century has not proven to 

be the challenge some had anticipated. In fact, generally cooperative twentieth-

century American links with major EU counterparts (Germany, the United 

Kingdom, France, and others) have been sustained in a monetary field in which 

the dollar, euro, and sterling are among the key currencies. For the most part 

in this European-Atlantic area, it is a cooperative, two- or three-way street in 

a common effort to maintain international liquidity. In some ways, the dollar-

euro and sterling connections are similar to the sterling-dollar diplomacy of 

close collaboration in the 1920s between British and American monetary of-
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ficials. Then, as now, cooperative security in the monetary realm depended on 

pragmatic approaches to challenges pursued by treasury and central banking 

officials.

As the currencies of such other major players as China, Russia, Brazil, and 

India almost certainly become more prominent than they are now, the personal 

and institutional bases for even greater multilateralism need to be in place to 

sustain economic and national security on these cooperative bases. Reinforcing 

and expanding cooperative norms—adapting national and international insti-

tutions to accommodate more players in these monetary roles—are essential 

steps in planning for the day when the United States no longer holds so many 

of the cards.

historiCal refleCtions

There are instrumental lessons we can draw from the historical account. 

Proactive measures among treasuries and central banks and in markets are key 

to sustaining the international monetary regime. That monetary matters under 

the nineteenth-century gold standard (more precisely the sterling-gold stan-

dard) were automatic—left entirely to the market—is the stuff of myth. In fact, 

central and private bankers were by no means passive. The Bank of England’s 

use of the discount rate—raising or lowering it—had direct effect on capital 

flows intended to serve the bank’s and the UK’s global economic and national 

security interests. From time to time sovereign bail-out packages were essential 

to maintaining international liquidity in Europe. Then, as now, the preferred 

modality for economic and national security was use of cooperative measures 

involving capital transfers from both private and central bank coffers.

We also reflect historically how important cooperative security was even in 

wartime—at least within alliances. On the other hand, not only allies needed 

to exchange currencies, but also adversaries who sought finance for intelligence 

collection, espionage, purchases, and other activities in an enemy’s currency. 

Neutrality in World War I allowed Switzerland and the Netherlands to serve as 

bankers to both sides engaged in trading the enemy’s currency. Quite apart from 

adversaries, shoring up the financial means to carry on warfare for one’s own 

country and one’s allies—interests essential to national and alliance goals—is 

cooperative security in its wartime mode. It is a time when central bankers and 

treasury officials matter in ways often overlooked in most war accounts. Money 

always matters when it comes to security, particularly then, and it is the owners 

and managers of this capital and what they choose to do that are decisive.



158 ConClusion: Money anD CooPerative seCurity

The interwar period illustrates clearly how money, the rules we make about 

its exchange, the financial institutions that process it, and the markets in which 

it is exchanged for other currencies are all social constructions. Ideas associated 

with “conventional finance,” as Keynes put it, when applied uncritically in other 

times and circumstances, can have significant adverse impact. Overvaluing a 

currency like sterling—setting it at its prewar rate, as much for symbolic rea-

sons favored by even the learned among capital owners or managers—not only 

severely hurt those in the British working classes well before the Great Depres-

sion but also disadvantaged those capital interests with stakes in what had been 

a very thriving export trade.

Concepts and ideas that define the range of policy choice can change as new-

ly crafted ideas displace older ones. “They never told us we could do that,” said 

one Labour Party MP when the pound finally was allowed to float down to its 

actual market value. “They” were the monetary officials and other experts—the 

capital managers to whose advice even Labour customarily deferred! Then, as 

now, economic and national security has depended on critical thinking about 

how the ideas embedded in theories are practically applied. Further tightening 

fiscal or monetary screws in a period of austerity (as in overvaluing the national 

currency) is hardly an apt prescription to remedy adverse economic circum-

stances, either at home or elsewhere abroad.

The Great Depression years that began with “beggar-thy-neighbor” policies 

in the early 1930s finally gave way to cooperative security efforts in the last half 

of the decade within what were yet again in Europe becoming separate allied 

camps. Germany gradually returned to its dominant position among central 

European, Axis states, while Britain and France (and later the United States) 

were core members of what, with the outbreak of war, would become a re-

constituted Western alliance. As in World War I, wartime controls on currency 

exchange rates were in place within each alliance—wartime costs thus exter-

nalized—shared or imposed on others to some degree. With the Netherlands 

under occupation in World War II, Switzerland (to include the Bank for In-

ternational Settlements in Basel) remained the principal neutral ground for 

currency exchange, intelligence, and other operations requiring the enemy’s 

currency.

“Lessons” drawn from the interwar period profoundly affected the postwar 

design crafted at Bretton Woods, New Hampshire. A liberal view of cooperative 

security saw a return to relatively fixed exchange rates, institutionalizing in the 

International Monetary Fund (IMF) the ways and means countries easily could 
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access the capital needed to sustain these rates. To make the new regime work 

would require cooperative measures by finance ministers and central bankers 

either within or outside this institutional framework. As in other matters in the 

“new” multilateralist thinking of the time, economic and national security was 

to be very much a cooperative affair.

Establishment of the Special Drawing Rights (SDR) mechanism in the late 

1960s was an attempt to insti tutionalize and make more automatic the kind of 

collaboration necessary for regime maintenance. As subsequent events would 

demonstrate, however, the general increase in IMF quotas in 1966 and the sub-

sequent SDR agreement proved in sufficient as means for maintaining the Bret-

ton Woods regime. The German interest in keeping the United States firmly 

committed to NATO and its Cold War, forward-defense position along the Eu-

ropean central front was a powerful motive in German efforts to help resolve 

Franco-American differences. At the end of the day, the U.S. had survived a 

French challenge and still held most of the cards.

The fixed exchange rates of the Bretton Woods regime (and the challenges 

they posed to American policy-makers) yielded in the 1970s to a more flex-

ible exchange-rate regime. Instead of treasuries and central banks intervening 

to maintain relatively fixed rates (fluctuating within 1 percent of official par-

ity), rates were now free to follow market supply and demand, radical swings 

checked by monetary authorities coordinating their interventions. As a practi-

cal matter, this enhanced the policy freedom for American and other policy-

makers previously constrained by the pressures of relatively fixed exchange 

rates under Bretton Woods rules. Increased governmental purchases abroad, 

particularly for wars and lesser contingencies, could be financed more readily 

now simply by allowing the value of the currency at such times to move down-

ward a notch or two. So long as the creditworthiness of the country and the ac-

ceptance of the dollar were not in jeopardy, the new regime facilitated financing 

massive American foreign policy and national security outlays abroad.

American and European central banking and treasury officials dealing with 

the dollar, euro, and sterling, though competitive, at the same time have coop-

erated constructively. The same is true for the Japanese yen and, notwithstand-

ing differences on monetary valuation, the Chinese yuan or renminbi (RMB). 

In a larger sense, helping institutionalize norms favoring collaborative conduct 

while the United States has been in a position to assist in doing so is also a con-

servative, future-protecting move.

When the United States no longer enjoys the primacy it has had in interna-
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tional monetary matters, it may no longer be able to play the same preeminent, 

often decisive monetary regime–maintenance role it has played since World 

War II. The net effect on the U.S. capability to defend itself and continue to 

pursue opportunities abroad will depend on the work done well beforehand to 

institutionalize even further multilateral norms favoring pragmatic, peaceful 

approaches to the oftentimes vexing monetary and security challenges that face 

policy-makers.

ConCluDing refleCtions

The value of the dollar and its acceptance as reserve currency is a national 

security issue. This should be (but is not always) obvious. It is troubling that so 

many in policy circles tend to take the dollar’s international standing for grant-

ed. In particular, members of Congress who threaten government shutdown or 

default on financial obligations weaken the country’s credit worthiness and put 

the dollar’s privileged standing at risk. Whatever the legitimacy of their policy 

or ideological motivations, little do they know (or typically realize) that they 

also are undermining national security.

Indeed, as is clear in the narrative above, the U.S. funds its foreign and na-

tional security policy merely by spending dollars abroad in much the same way 

the United Kingdom once sustained its late-nineteenth- and early-twentieth-

century empire with outlays in sterling, then the world’s principal reserve cur-

rency. Since the end of World War II the U.S. government has spent its dollars 

for foreign and national security policy purposes seemingly without the limits 

other countries face. This capability depends fundamentally upon the dollar’s 

standing—how the underlying economy and governmental creditworthiness 

are understood in financial markets, and whether governments will continue 

to accept them often substantially in excess of their need for dollars as currency 

reserves. Much as money itself is a social construction, so is its role as a reserve 

currency.

Aside from American foreign policy or military purposes, national secu-

rity in its broader understanding also includes economic security. Economic 

productivity, capital investment for growth and returns on these investments, 

trade and other forms of commerce domestically and globally all depend on 

the continued acceptance of the U.S. dollar as a global “legal tender” or me-

dium of exchange.

The remedy in crises lies in the cooperative security relations developed 

multilaterally among central bankers and treasury officials in less stormy times. 
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Periodic person-to-person meetings in Basel or elsewhere, ongoing telecom-

munications connections, and routinized interactions among them are key to 

maintaining the international monetary regime as a whole and the viability of 

their respective currencies. Cooperative security relations are key to maintain-

ing the viability of the U.S. dollar, the euro, and the currencies of other coun-

tries upon which the global economy depends.

Cooperation among monetary officials remains, then, an essential (if often 

unrecognized) component of national security. Indeed, the increased globaliza-

tion of commerce in the present period amplifies enormously the magnitude 

of negative externalities experienced in monetary crises with adverse effects on 

national economies and global commerce not easily contained.

So understood, national security in the monetary realm is obviously not a 

Department of Defense or State Department function. It is instead the respon-

sibility of Treasury officials and central bankers, but it is every bit a national 

security function upon which government departments and agencies depend 

in executing U.S. foreign and national security policy. We need not create do-

mestic challenges in Washington that in any way threaten the dollar’s standing.

We conclude this narrative then, with a summary list of major themes ar-

ticulated in this volume:

First, the monetary value of the U.S. dollar is an essential (if often over-

looked or understated) component of hard power upon which American na-

tional security depends.

Second, fiscal (spending, taxing and borrowing) and national-debt politics 

that put the creditworthiness of the United States at risk also jeopardize na-

tional security and the worldwide conduct of American foreign policy.

Third, national security, in general, and military capabilities, in particular, 

depend upon and are directly affected by the economic base that sustains them.

Fourth, as with the British and other nineteenth- and twentieth-century 

empires, the U.S. global position is primarily a function of its economic capa-

bilities and the relative value of the dollar in relation to other currencies—an 

indicator of its economic standing.

Fifth, the real value of a currency is not only its exchange rate vis-à-vis other 

currencies but also its acceptance as a medium of exchange, store of value, or 

unit of account. The economy and understandings of its relative capabilities 

matter most in determining this real value of the dollar or, for that matter, any 

currency.

Sixth, all of these economic determinations of value and relative value are 
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based on understandings held not just by policy elites but also by the mass 

publics that constitute the markets in which the dollar operates.

Finally, maintaining economic and national security depends on coopera-

tive measures in relation to the international monetary component of hard 

power. In this regard, norms and the institutions in which they are embedded, 

matter. As the late Ernst Haas often stated, ideas grounded in interests (of the 

relevant players) remain the motive forces that drive politics.
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