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Abstract Since the late 1950s, the rest of the world has come to use the dollar to an
extent that justifies speaking of the dollar’s global domain. The rest of the world
denominates much debt in U.S. dollars, extending U.S. monetary policy’s sway. In
addition, in outstanding foreign exchange deals, the rest of the world has undertaken to pay
still more in U.S. dollars: off-balance-sheet dollar debts buried in footnotes. Consistent with
the scale of dollar debt, most of the world economic activity takes place in countries with
currencies tied to or relatively stable against the dollar, forming a dollar zone much larger
than the euro zone. Even though the dollar assets of the world (minus the United States)
exceed dollar liabilities, corporate sector dollar debts seem to make dollar appreciation
akin to a global tightening of credit. Since the 1960s, claims that the dollar’s global role
suffers from instability and confers great benefits on the U.S. economy have attracted much
support. However, evidence that demand for dollars from official reserve managers forces
unsustainable U.S. current account or fiscal deficits is not strong. The so-called exorbitant
privilege is small or shared. In 2008 and again in 2020, the Federal Reserve demonstrated
a willingness and capacity to backstop the global domain of the dollar. Politics could
constrain the Fed’s ability to backstop the growing share of the domain of the dollar
accounted for by countries that are not on such friendly terms with the U.S.
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Introduction

In the late 1950s, the U.S. dollar began to extend its domain. First came bank
accounts in London (Schenk 1998), then Eurobonds issued by firms and governments
(O’Malley 2015). U.S. policy, including interest rate caps, reserve requirements and
deposit insurance on domestic bank accounts, and even controls on capital outflows all
pushed dollar intermediation offshore (Aliber 1980, 2016).

Today, banks and investors hold $12 trillion of claims on borrowers outside the
U.S. These borrowers owe a like amount arising from off-balance-sheet commitments
to buy dollars against foreign currencies. Half or more of the world economy lies in
a dollar zone defined by having a currency more stable against the dollar than against
the euro or other key currency. Oddly enough, dollar depreciation eases global credit
conditions even as the rest of the world loses wealth on net.

From the late 1950s, influential voices have argued that the dollar’s global role suffers
from inherent instability. Triffin (1960) argued that the world’s need for dollars would
either cripple trade or unhinge the dollar from gold in the era of fixed exchange rates.
Later, after the dollar floated against major currencies, (Volcker and Feldstein 2013) and
many others ascribed unsustainable U.S. current account deficits to the global demand
for dollars. Most recently, Fahri et al. (2011) and Caballero et al. (2017) worried that
the demand for safe assets would either encounter a crippling shortage or would lead
the U.S. Treasury to over-borrow. Against these voices, Kindleberger (1965), McKinnon
(1969) and Bordo and McCauley (2019) argued that there was no inherent instability in
the dollar’s role.

A related question is whether the dollar’s broad use confers an exorbitant privilege
on the U.S. economy, as alleged in France in the 1960s (Eichengreen 2011). Those
who see the dollar’s role as unstable tend to see it as lucrative so that fairness joins
necessity in pointing to change.

This brief overview paper contends that the global role of the dollar remains
large and suffers from neither economic instability nor unacceptable privilege. The
triple coincidence of the gross domestic product (GDP) area, maximizing agents
and a single currency’s use does not hold (Avdjiev et al., 2016). In particular, since
the dollar’s domain does not coincide with the U.S. economy, the rest of the world
can supply itself with dollars and benefit from any favorable financing opportunities
in the dollar.

The global domain of the dollar has changed both the effect and operation of U.S.
monetary policy. Offshore dollar debts and the dollar zone give the Fed’s policy
often overlooked power, directly and indirectly, to alter monetary conditions globally.
Offshore dollar debt imparts to movements in the dollar some surprising effects. Dollar
depreciation can make dollar borrowers more creditworthy and ease the supply of
credit to them. In 2008 and 2020, the Fed found reason within its domestic mandate to
extend dollar credit abroad freely when dollar funding markets seized up and thereby
extended its backstop to the dollar’s global domain. Looking forward, political forces,
not economic forces, constrain this backstop.

The rest of this paper poses and answers eight questions. The first four concern
the domain and economics of global dollar markets: banking, bond and foreign
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exchange. The fifth and sixth address widely held views, arguably myths, that the
dollar’s international role is inherently unstable and is lucrative to the U.S. economy.
The seventh and eighth deal with macro policy: The Federal Reserve’s capacity to
backstop the global domain of the dollar.

Markets: How Many Dollars Does the Rest of the World Owe?

Nonbanks outside the U.S. carried $12.7 trillion in dollar debt, or about 18% of the
rest of the world’s GDP in 2019 (Bank for International Settlements 2020; updating
Borio et al., 2011). Offshore dollar banking now amounts to about half of the U.S.
total; the offshore dollar bond market amounts to a smaller fraction of its (non-U.S.
Treasury) U.S. counterpart. With the exception of the early 2000s, Eurodollar markets
have mostly intermediated between non-U.S. investors and non-U.S. borrowers (He
and McCauley, 2012). The implication is that the rest of the world does not depend
solely on the U.S. economy to produce U.S. dollar assets to hold. Dollar borrowing
by the rest of the world supplies dollar assets to the rest of the world.

Offshore dollar debt enhances the effect of U.S. monetary policy. The Fed’s
lowering the federal funds rate immediately boosts cash flows for non-U.S. firms with
dollar debt carrying floating interest rates. The Fed’s efforts to lower U.S. bond yields
after 2009 had the unintended effect of the offshore dollar bond market outgrowing its
U.S. counterpart (McCauley et al., 2015; McCauley 2017).

Markets: Is There More Hidden or Generally Overlooked Dollar Debt
Offshore?

The answer is yes, over $10 trillion, which is about as much as on the balance sheets
of firms and governments outside the U.S. (Borio et al., 2017). In forward foreign
exchange deals, non-U.S. firms and investors have undertaken to deliver dollars against
other currencies at future dates in such large amounts. Some reflect the wide use of
the dollar to invoice international trade (Gopinath and Stein, 2018), as foreign firms
hedge dollar cash receipts into domestic currency. However, most reflect the way that
global investors reconcile their desired holdings of dollar-denominated bonds and U.S.
equities with their smaller desired exposure to the dollar, as such investors sell dollars
forward against domestic currency.

The rest of the world’s investors generally hedge their dollar-denominated bonds
and U.S. equities by rolling over short-term hedges, creating a maturity mismatch.!
In calm markets, huge rollovers leave little trace. However, in the strained markets
of 2008-09 and 2020, banks and others limited arbitrage transactions. Dollar interest
rates in forward exchange markets rose above U.S. dollar money market rates

! Non-U.S. banks also raise dollars through foreign exchange swaps and forwards, though bank supervi-
sors may limit maturity mismatches (Aldasoro et al., 2020).
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(Borio et al., 2016). In effect, dollar interest rates rose in the offshore domain of the
dollar, autonomously tightening credit conditions. The Fed’s cooperation with major
central banks to lend dollars globally has proven effective in making dollar interest
rates more uniform across the domain of the dollar (Goldberg et al., 2010; Bahaj
and Reis, 2018, 2020; Tooze 2018; McCauley and Schenk, 2020; see the two macro
policy sections).

Markets: How Big is the Dollar Zone?

The dollar zone is half or more of the global economy. The share of the dollar zone,
defined as economies whose currencies vary less against the dollar than against
the euro or other key currencies, has remained at 50-60% of world GDP (Ito and
McCauley, 2019). This result is robust to the choice of method for determining in
which zone a given currency places the home country (Ilzetzki et al., 2019). While
the dollar zone has shrunk geographically as the line between the euro and dollar
has moved east in Europe, faster growth in more dollar-linked Asia has maintained
the dollar share.

The relative stability of the dollar exchange rate bears a strong positive relation-
ship (with causation running both ways) to the dollar share of trade invoicing, inter-
national debts and official foreign exchange reserves (Aliber 1982; Gopinath and
Stein, 2018; Ito and McCauley, 2020). A big question is how the renminbi (RMB)
will relate to the dollar and euro (McCauley and Shu, 2019). While inertia may favor
the dollar, key currencies can gain ground quickly (Eichengreen and Flandreau, 2009,
2010; Eichengreen et al., 2019).

Markets: Is the Rest of the World Short the Dollar?

The rest of the world is in aggregate long the dollar in the sense of having dollar
claims on the U.S. in excess of dollar liabilities to the U.S. The net has reached over
100% of U.S. GDP. Therefore, in aggregate, dollar depreciation must inflict wealth
losses on the world minus the U.S. (Tille 2003; Gourinchas and Rey, 2007, 2014;
Bénétrix et al., 2015; McCauley 2015) and confer wealth gains on the U.S. Some
characterize this effect as automatic U.S. debt relief from dollar depreciation.

However, the corporate sector in many countries has taken on substantial dol-
lar debt, much of which does not hedge dollar cash flows or assets. As a result, dol-
lar depreciation reduces corporate leverage and eases the supply of bank and bond
credit to non-U.S. firms. Conversely, dollar appreciation acts like a global tightening
of credit terms. Empirical analyses find that dollar depreciation actually stimulates
investment by dollar-indebted non-U.S. firms and boosts activity (Avdjiev et al., 2019;
Burcu et al., 2020). The world minus the U.S. must lose from dollar depreciation but it
acts like it gains, as if it had a short position in the dollar.

How can the aggregate long dollar position be reconciled with such behavior?
The long U.S. dollar position of the rest of the world’s public sector (i.e., the excess
of official foreign exchange reserves denominated in the dollar over dollar liabilities
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of the sector) means that its wealth rises when the dollar appreciates. This need not
lead to expansive fiscal policy or transfers to dollar-indebted corporations. Firms
with unhedged dollar liabilities, in contrast, are constrained by deteriorating balance
sheets and less accommodating creditors to respond to dollar appreciation. Thus,
what is true of the whole is not true of the (behaviorally salient) parts: the fallacy of
division.

Myths: Does Global Demand for Dollars Impose Dilemmas?

The answer is no. The evidence is weak for the proposition that satisfying the demand
by official reserve managers for dollar assets has made the U.S. current account or fis-
cal deficit unsustainable (Bordo and McCauley, 2019). Larger dollar reserve accumu-
lation has not been associated with unusually wide unexplained U.S. current account
deficits. Moreover, U.S. current accounts have cumulated into a substantial foreign
debt (strictly speaking net international investment liabilities), but the U.S. economy
is still not making net international investment payments. Thus, in the absence of spi-
raling external debt service, the unsustainability of the U.S. external position is not
obvious. Regarding dollar safe assets, the U.S. Treasury does not have a monopoly on
producing them (McCauley 2020b). Moreover, the idea that the demand for safe assets
is allowing or requiring U.S. fiscal deficits is inconsistent with the last five years of
data. Official foreign exchange reserves did not grow in 2014-2019, but the U.S. fiscal
deficit exploded.

Myths: Does the Dollar Confer an Exorbitant Privilege?

The answer is no. Many hold that the U.S. economy benefits big time from the global
role of the dollar (Eichengreen 2011; Prasad 2014; Farhi and Maggiori, 2018). On
closer examination, the pecuniary benefits are small or so widely shared as to not
qualify as a privilege (McCauley 2015). Offshore holdings of dollar bills benefit as
an interest-free loan, but such benefit is macroeconomically small and shared with the
euro area. The U.S. borrows in its own currency, but so do other advanced economy
debtor countries. The U.S. Treasury may borrow more cheaply owing to official hold-
ings, but the rest of the world shares in this advantage. Indeed, the U.S. Treasury has
no monopoly in providing even U.S. dollar reserve assets (Farhi and Maggiori, 2018;
McCauley 2020b). U.S. external assets yield more than U.S. external liabilities, but
this undoubted advantage arises from foreign firms’ adverse selection in, overpayment
for and eventual losses on U.S. direct investment (Laster and McCauley, 1994), not
from the dollar’s international role. U.S. banks may benefit from playing on the home
court (i.e., the dollar), but they have in fact won a modest share of offshore dollar
banking (Swoboda 1968; McCauley 2015).

If pecuniary benefits are limited, then the dollar’s international role cannot
provide large net benefits to the U.S. economy (Aliber 1964; Cohen 2012), unless
one places a large value on the dollar’s use (weaponization) for non-pecuniary
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purposes like enforcing U.S. sanctions. Limits to such use are suggested by U.S.
allies’ consideration of payment arrangements to skirt the dollar’s domain (Euro-
pean Commission 2019; Eichengreen and Gros, 2020).

Macro Policy: Is the Domain of the Dollar Getting Too Big for the Fed
to Backstop?

The answer is no. Foulis (2015) suggested that an offshore dollar market that
grows with the world economy would outgrow the Fed’s ability to backstop it,
which is grounded in the slower-growing U.S. economy. However, with prec-
edents in the 1960s (McCauley and Schenk, 2020), the Fed proved in 2008 and
2020 that it can expand credit as necessary to backstop dollar-indebted non-
U.S. banks (Baba et al., 2009). In particular, it swapped dollars for the curren-
cies of major central banks to allow them in turn to provide dollars to banks
headquartered outside the U.S. The Fed swapped with major central banks
without pre-set limits, dropping the linkage to possible International Monetary
Fund (IMF) credit (Aliber and Kindleberger, 2015, p 303).

In 2008, swaps succeeded in bringing down the offshore dollar rate, Libor,
a critical link in the transmission of the Fed’s policy rate cuts to U.S. corpo-
rate and adjustable-rate mortgage borrowers (Goldberg et al., 2010; McCauley
and Schenk, 2020). It also brought down dollar interest rate premia in forward
exchange markets (Goldberg et al., 2010; Bahaj and Reis, 2018, 2020; Avdjiev
et al., 2020; Aldosoro et al., 2020). In 2020, non-U.S. dollar bond issuers benefit-
ted from the Fed’s buying U.S. corporate bonds (McCauley 2020a). The Fed’s
backstop of the domain of the dollar extended out the yield curve, following mar-
ket developments.

Macro Policy: Do Politics Threaten the Fed’s Ability to Backstop
the Domain of the Dollar?

The answer is possibly. The Fed did not extend swaps to some G20 countries
(China, India, Indonesia, Russia and Turkey) in 2008 or 2020. Such countries
account for a substantial and growing share of the dollar’s domain outside the
U.S. (Foulis 2015). Some of these countries have friendly relations with the
U.S., but others do not. It used to be that the domain of the dollar consisted
almost entirely of U.S. allies. Would the Federal Reserve supply $100 bills to
meet a run on dollar deposits in the Hong Kong special administration region
(SAR) or mainland China?
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Conclusions

Markets have extended the dollar’s domain substantially beyond U.S. borders with
often surprising results. In myth, the global domain of the dollar is unstable and
lucrative; reality is more mundane. In policy, the Federal Reserve has domestic
goals, but the dollar’s domain gives its policies powerful effects on a large swathe
of the global economy. In 2008 and 2020, the Fed minimized the friction between
its national control of the dollar and the dollar’s broad global role. However, politics
may put at risk the Fed’s future ability to backstop the dollar’s global domain.
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