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Money can’t buy you love, or so the Beatles sang when they weren’t belting out “Give me money, that’s
what | want.” Money can indeed buy a great deal, especially for a nation that, loved or not, wishes to
wield the economic power critical to military might and foreign-policy consequence. We know this from
the historic evolution of hegemonic powers that is evident not only by the loss of critical battles or
colonial empires, but also by what happens as nations gain or lose what is known as reserve-currency
status.

As money accords otherwise ordinary mortals enormous market and political clout, so too does it grant
nation-states powerful positions of diplomatic and military influence. Itis, however, not just how much
money a nation has that gives it clout, but also what other nations think of that money based on how
that money — known as fiat-currency — is used within their borders and around the world. When one
nation’s fiat currency is the currency that is used around the world, then it’s a “reserve currency,” an
asset conveying power well beyond a seemingly-wealthy nation’s own borders.

This is clearly seen in the correlation of power and reserve-currency status in the transition from the
Dutch florin in the 18" century to the British pound sterling in the 19" century to the U.S. dollar in the
20™ and, at least so far, the 21°%. As I'll discuss tonight, we know from history not just how fiat
currencies become reserve currencies, but also what happens to a nation’s security when a reserve
currency is consigned to the global dust heap. This is a lesson of signal importance given attacks on the
dollar’s reserve currency status not just from abroad, but also and often unwittingly here at home.
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What’s a Reserve Currency

A reserve currency is the medium of exchange or store of value used around the world to a dominant
extent in making payments, engaging in commerce or financial transactions, and investing or saving. As
far back as 1965, the dollar’s reserve-currency power reflected in these choices was dubbed an
“exorbitant privilege” by a future president of France.! This phrase stuck because it was immediately
understood as more than apropos. This was of course a time in which one had to change dollars for
francs in France or pounds in England or yen in Japan to pay for a day out and about, but it was also a
time in which cross-border payments and dominant investment options were already mostly dollar-
denominated due to the United States’ unquestioned position as the bastion of global commerce, trade,
and finance. Many transactions of the time were still executed in London and, later, Tokyo, but the
majority of them were directly or indirectly dollar-denominated.

It’s important here to remember that the exchange price of the dollar —i.e., how much a Japanese-
produced car costs in the U.S. — is different from the reserve-currency power of the dollar. Trade in
goods and services moves in response to exchange values and, when a nation manipulates its currency,
trade in goods and services can move a lot. But this is foreign-exchange risk when one thinks about
financial markets and FX risk can be managed. Day in, day out, a reserve currency is the one
governments, bankers, and high-wealth individuals use at some point or another in virtually everything
they do, hedging the risk of transforming other currencies into dollars through trillions in financial
instruments on offer every day all the time.

The dollar is if anything even more dominant now than it was when Giscard d’Estaing called it an
exorbitant privilege, now affording what might be called an extra-exorbitant privilege because
economies have financialized over the intervening decades — that is, wealth increasingly accumulates
from financial goods and services, not from those in physical goods or non-financial services. This extra-
exorbitant status is evident most recently following the election of an anti-U.S. populist in Argentina
who nonetheless plans quickly to transform that nation’s currency into one pegged to the dollar.

Whatever else Javier Milei may be up to in Argentina, he’s right about the dollar’s almighty status.
Nearly seventy percent of the world’s countries weighted by GDP peg their currency to the U.S. dollar, at
least in part.? The dollar is the dominant currency in foreign-exchange transactions (88 percent)® and it
is used in more than 60 percent of global invoicing.* 58 percent of global central-bank assets are stored
as dollars or dollar-denominated instruments® and U.S. Treasury bills and bonds are the go-to obligation
for day-in, day-out trading and the havens for funds in “flights to safety” market stress events seen most
recently in 2020.°

Using any of these dollar-denominated trillions of dollars requires what is called “dollar clearing,” which
is the ability to use your dollars to get something you want or turn an investment such as that in a
Treasury obligation into the dollars needed for another investment, asset, or even a place to live where
dollars matter. Financial institutions accepting dollars to convert into other currencies or do the reverse
must have access to the dollar-clearing market to get or recycle dollars. Dollar-clearing is largely New
York based and thus U.S. policy driven.

Where’s the link between this economic power and national security? It’s not hard to find, especially as
the U.S. now seeks to exercise the “soft” power afforded by reserve-currency privilege to influence the
Ukraine and Gaza wars.



Historically, primary and secondary sanctions were a nuclear-equivalent for nations such as North Korea
wholly frozen out of dollar clearing and thus out of most of the global economy. However, as Russia,
Hamas, and others have recently shown via the use of digital currencies, there are now ways around
dollar clearing. The nation that controls these new ways has a strong shot at seeing its currency assume
global reserve status.

What It Takes to Offer a Reserve Currency

The most significant and immediate threat to national security achieved by supplanting the dollar is
most likely to accrue to China due to its clear ambitions to challenge the United States’ reserve-currency
soft power even as its cruisers roam the South China Sea. China’s capital market is formidable —
although its equity market is about a quarter of the U.S.’s,” but its growth and that of China’s fixed-
income market is two to three times faster over the past ten years.® Its sweep across the Global South
and its new status as the world’s leading sovereign creditor® — also speak to its ambitious reserve-
currency objectives.

Nations that wish to adopt foreign policies different from those of the U.S. — most notably with regard to
Russia or Iran — are not necessarily willing to align with China but nonetheless have to clear their
transactions in and out of global markets somewhere. If China offers an alternative with enough scope,
scale, and speed to challenge the U.S., then money will surely move and the dollar’s reserve-currency
status will erode, if not end.

Could China or another hopeful military hegemon really challenge or even supplant the U.S. by way of
subverting the dollar’s reserve currency status? The answer is that this would be hard were the U.S. not
making it easier.

Military might is not the only criterion for extra-extraordinary privilege. The Dutch proved this in the
18t century, a time when Spain had more clout, but the Netherlands had one of the world’s first central
banks — vital for payment clearing — and perhaps the world’s first joint stock company — a vital way to
convert money into wealth. It also had a stable government, honored its sovereign-debt obligations,
and governed finance and commerce under a transparent, predictable, and enforceable rule of law at
least when compared to every other major nation of its time.

Still, the florin’s exorbitant privilege ended about 1820 when the pound took over because England also
had an early central bank, trustworthy sovereign obligations, joint stock companies, and a trusted rule of
law.% It matched this with an empire that put others to shame and the pound sterling thus took over
from the florin. Although the pound’s reserve-currency status eroded after the gold standard broke
during the Great Depression, England’s reserve-currency status lasted even after the U.S. economy sped
past it around 1870.

England’s exorbitant privilege lasted until its remaining economic might was eviscerated by two world
wars and its empire shrank and shrank some more as the U.S. emerged triumphant not only as the only
major nation with a robust physical infrastructure after World War Il, but a series of actions before the
war that positioned it to take the reserve-currency scepter.

England in part held on so long because the U.S. finally established its central bank only in 1913. It also
made clear that it had sound sovereign debt, and a series of laws largely after 1933 established a rule of
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law for U.S. capital markets and the banking system, at least for its time. The U.S. also had a mighty
combination of hard post-war military power and adroit use of its soft power through the postwar
network of multilateral financial institutions and global bodies it largely financed and thus controlled.

The Dollar’s Danger

Will the exorbitant and even extra-exorbitant power of the dollar’s reserve-currency status continue in
the 21% century? It might, but this cannot be said with the unequivocal assurance of only a decade ago.
The dollar’s key role as the central-bank reserve asset is still strong, but it’s also down 25 percent over
the past two decades.’

First to the problems with our central bank. It is certainly the first among equals in terms of determining
the fate of the global economy, power granted to it more by the dollar’s reserve-currency status than
the diminishing clout of the U.S. economy and trading system. But there are three cracks in the Federal
Reserve’s ability to retain this hegemonic power: the antiquated U.S. payment system, the rise of digital
currencies, and plans by several major central banks to advance their fiat currency’s hopes of becoming
a reserve currency through new forms of central bank digital currency (CBDC).

Time doesn’t permit in-depth discussion of these three phenomena, but recall one critical attribute of a
reserve currency: it must be what is known as a frictionless —i.e., smooth and fast — medium of
exchange. Money is power, but time is money. If | have to wait for payment in dollars in the U.S. —and
one must increasingly wait far longer here than elsewhere — | will increasingly move my dollar-related
payment transactions to alternative payment systems that in turn rely on other currencies. And, if
digital dollars give me speed, anonymity, and protection from political risks — e.g., taxation or even
sanctions — I'll go digital if these attributes are important as they are now to all too many rogue nations,
conflict and combat entities, and those engaged in a wide range of illicit transactions that may also pose
national-security risk. This threat is real — see for example provisions pending in the National Defense
Appropriations Act attempting to bring cryptoasset transactions under the scope of U.S. anti-money
laundering and sanctions law.

Nations setting up CBDCs want their central banks to run the digital-payment market and thus secure
their national currencies’ role in the home state and, even better, gain global status. It’s not for nothing
that the first and most widely used CBDC is to be found in China. There’s a lot of opposition to a CBDC in
the U.S. and the Federal Reserve is slow-walking this, in part because it’s convinced that the U.S. is so
dominant that nothing can threaten the dollar.

But the threat of new payment media isn’t the only one confronting the dollar’s reserve-currency status.
Recall that history tells us that a reserve-currency hegemon must have sound sovereign obligations.

One vital, vital aspect of dollar power is the fact that Treasury obligations are the globe’s most liquid and
trusted asset, far surpassing gold, the old reserve asset that backed the florin and the pound in their
heyday, ensuring ready convertibility and clearing within the limits of technology at the time.?

| don’t need to tell you that the U.S. Congress continues to flirt with turning the debt ceiling into a hard
stop at which point Treasury-bond holders could lose access to payments due to them or even the
principal value of Treasury obligations themselves. Even threatening not to honor the U.S.
Government’s obligations is a shocking dereliction of national duty to partisan politicking. The U.S. had
so much economic power in 2011 that Congress’s brief failure to raise the debt ceiling didn’t hurt all that
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much —some, but not a lot because the debt stand-off was short-lived. Since then, the debt ceiling has
always been lifted, but always only after prolonged struggles that sap global confidence that the U.S.
somehow won’t go over the fiscal-solvency edge. At a time of increasingly credible competitors for
reserve-currency power, playing with the debt ceiling is a very dangerous game of chicken for U.S.
national security.

The dollar so far still remains resilient because reserve-currency enemies are just beginning to mount
their offense and, even as they do, the U.S. rule of law is sound even if our payment system is slow and
our Congress heedless to the need to honor the obligations it authorizes. But how sound is our rule of
law when a sitting president refuses to concede to the voters? How sound is our rule of law when
essential provisions of law barely make it through Congress or when key military appointments are
throttled by domestic political disputes? It was famously said in the 1950s that U.S. politics “stop at the
water’s edge.”® As the high-risk games this evening with the National Defense Authorization Act make
all too clear, partisan politics no longer knows any bounds in the name of national security.

One final point on the U.S. rule of law. Law is of course implemented via rule and the rules that govern
the role of U.S.-domiciled financial institutions thus have direct influence on whether dollar-
denominated finance and clearing are subject to U.S. law. SEC Chair Gary Gensler recently touted the
depth and governance of U.S. capital markets as a key plank beneath the dollar’s exorbitant privilege,
and he’s mostly right about that even as some of his rules try the securities industry’s soul.*

The same cannot be said of the rules governing U.S. banking. Many payment-system modernizations
outside the U.S. make it less important for dollar-based transactions to be conducted in the U.S. and,
even though New York remains the key center for this vital activity, our open-banking system allows
non-U.S. banks to engage in the same dollar-based activities as U.S.-regulated institutions. Sometimes
the rules are the same for U.S. and non-U.S. banks; often, they aren’t when a foreign bank’s U.S.
activities are consolidated with those of its parent bank outside the reach of U.S. law and rule. Dollar-
based finance outside the U.S. may not directly affect reserve-currency status, but the diminished role of
dominant financial entities subject to U.S. law and rule poses significant and near-term challenges to
national security in areas such as adherence to sanctions and, over time, the depth and liquidity of the
Treasury market — one critical attribute of reserve-currency status, as I've said. A nation with weak
sovereign bonds is subject to attack that jeopardizes its national solvency and thus security.

The Florin, the Pound, and the Dollar?

Given all these threats, is the “almighty dollar” soon to join the Dutch florin and British pound in the
reserve-currency scrap heap? | doubt it —the dollar is just too powerful, the U.S. remains the most
important alternative to Russia and China, and the cracks in our own edifice do not yet threaten its
foundations, or at least so | hope.

But these cracks are increasingly wide and there are those outside the fortress doing their best to blow
them wide open. A nation that fails to ensure a privilege as exorbitant as that bestowed by a reserve
currency is one that puts much else at risk.
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