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Abstract 

Since the Plaza agreement in 1985, the global economy has moved into a multipolar economy with 

high capital mobility. Such evolution contrasts with the international monetary system that has 

remained broadly centered on one key currency – the US dollar. Despite the size and price stability of 

the euro area, and the strong legal backing of its financial market, the euro has not emerged as a 

rival (or complement) of the dollar. As for the Chinese yuan, its great potential as an international 

currency has so far been compensated by incomplete capital openness and a weak legal framework. 

Although no firm prediction can be made given the lack of experience, the international community 

should welcome or even encourage a multipolarization of the international monetary system that 

would be stabilizing and would facilitate international monetary cooperation. 
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1. Introduction 

Since the Plaza agreement in 1985, the world economy has changed dramatically along two main 

lines (Table 1). First, new countries have emerged as major economic powers, and the economy has 

developed in a tripolar way with North America, Europe and East Asia becoming its three main pillars 

with similar weights. Second, international capital movements have been liberalized first in advanced 

economies, but also to a lesser extent in emerging and developing countries. Subsequently, cross-

border financial flows have exploded. 

Table 1. Major changes in the world economy, 1985-2014 

 1985 2014 or nearest 

Share in world GDP (a) 

  North America 

  Europe 

  East Asia 

 

38.7 

25.5 

16.2 

 

26.3 

24.4 

24.6 

De jure capital openness: Index of capital mobility (b) 

   Advanced economies 

   Emerging and developing countries 

 

0.63 

-0.60 

 

2.10 

0.09 

De facto capital openness: (foreign assets + foreign liabilities)/2GDP in 

percent (c) 

   Advanced economies 

   Emerging and developing countries 

 

 

46.6 

42.7 

 

 

227.7 

80.7 

(a) Based on World Bank, World Development indicators, current USD, latest year 2014. Europe includes the 

United Kingdom. East Asia includes Japan. (b) Based on Chinn and Ito (2008, updated to 2013), latest year 2013. 

(c) Based on Lane and Milesi-Ferretti (2007, updated to 2011), latest year 2011. 

Such evolution of the world economy contrasts with the lack of major change in the international 

monetary system (IMS, hereforth), which has remained centered on the US dollar (Table 2). 

Table 2. International currencies at end-2014 

(market shares in %) 

Function USD YEN EUR Other 

Medium of exchange 
   Foreign exchange turnover, April 2014

(1)
 

 
87.0 

 
23.0 

 
33.4 

 
56.6 

Unit of account 
   Invoicing/settlement of euro area exports of goods to non-euro area, 2014 
   Invoicing/settlement of euro area imports of goods from non-euro area, 2014 
   Third countries currency pegs,

(2)
  April 2014 

 
na 
na 
48.3 

 
na 
na 
0.0 

 
67.3 
48.8 
29.2 

 
na 
na 
22.5 

Store of value 
   Allocated official reserves, 2014 Q4 
   Outstanding international debt securities, narrow measure,

(3)
 2014 Q4 

   Outstanding international debt securities, broad measure,
(4)

 2013 Q4 
   Outstanding cross-border bank loans, narrow measure,

(5)
 2014 Q4 

   Outstanding cross-border bank loans, broad measure,
(6)

 2014 Q4 

 
62.9 
58.2 
44.6 
47.8 
52.7 

 
4.0 
2.9 
2.2 
8.2 
2.8 

 
22.2 
23.4 
34.9 
12.5 
16.8 

 
10.9 
15.5 
18.3 
31.6 
27.6 

Notes : 
(1)

 out of  200%; 
(2)

 Out of 89 pegged or semi-pegged currencies; 
(3) 

excluding domestic issuance of 
international debt; 

(4) 
including domestic issuance of international debt; 

(5) 
loans by banks outside the euro area 

to borrowers outside the euro area; 
(6) 

all cross-border loans. 
Sources: Bank of International Settlements (2013); European Central Bank (2015); International Monetary Fund 
(2014). 
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The euro has emerged mostly as a diversification and as a regional currency, but not as a fully-

fledged international currency. For instance, the euro is not a vehicle currency: its share in foreign-

exchange transactions (33.4% out of 200% in April 2013, see Table 2) mainly results from euro-dollar 

trades (24.1%), while the second traded pair is the euro-yen, which accounts for only 2.8% of total 

turnover.2 

As for the Chinese yuan, it has been handicapped by the slow liberalization of China’s financial 

market. Since the mid-nineties’, China has taken significant steps towards the progressive 

internationalization of the yuan as a means of payment and store of value. There is still a long way 

towards full internationalization. In particular, key steps would need to be taken to open up the 

country to two-way capital flows (see, e.g., Dobson and Masson, 2009; Eichengreen, 2011; Prasad, 

2012; Yu, 2012; Cohen, 2014; Bergsten, 2014). However, it is difficult to envisage a fully multipolar 

global economy without a considerable reshaping of the IMS (Angeloni et al., 2011; Bénassy-Quéré 

and Pisani-Ferry, 2011). Eichengreen (2013) considers that in ten years from now, the yuan will likely 

be a ‘consequential’ currency, something like second or third.3 

The observed resilience on the part of the dollar was benign as long as the US economy was clearly 

dominant in terms of GDP, trade and financial markets: monetary pegs and reserve accumulation 

from third countries did not weigh much on global trade and capital flows. However the share of the 

United States in the global economy fell from 34.3% in 1985 to 22.4% in 2014, at current exchange 

rates. In 2014, countries running a fixed or managed exchange-rate regime (de jure or de facto) with 

respect to the US dollar accounted for 18% of world GDP, with China alone (which the IMF classified 

as in a de facto crawling peg arrangement with the dollar) accounting for 12% of world GDP.4  

The mismatch between a unipolar IMS and a multipolar real economy has at times been singled out 

as a key ingredient of the macroeconomic environment that led to the 2007-09 financial crisis (see 

e.g. Ivashina et al. 2012). Leading policy-makers have also argued that a unipolar IMS creates a 

deflationary bias, with all countries other than the key-currency issuer wishing to accumulate 

foreign-exchange reserves through current-account surpluses in order to self-insure against a 

reversal of gross capital inflows (see United Nations, 2009). Another way to phrase the problem is 

through the Triffin dilemma (Triffin, 1960) revisited by Zhou (2009) and Farhi et al. (2011) in the 

context of the post-Bretton Woods system. According to Farhi et al., the growth of emerging 

economies and their appetite for liquid, riskless assets increases demand for international liquidity, 

putting downward pressure on US interest rates and current account. At some stage, international 

investors will either lose confidence in US solvency or fear massive monetization of US bonds, which 

could trigger a crash of the dollar. To avoid such an outcome, it would be advisable to develop 

                                                           
2
 See BIS (2013). 

3
 For a recent analysis of renminbi internationalization, see Eichengreen and Kawai eds. (2015). 

4
 Author’s calculation based on IMF, Annual Report on Exchange Arrangements and Exchange Restrictions 

2014, and World Bank GDPs in current dollar. 
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alternative sources of international liquidity, either through the internationalization of other 

currencies or the development of Special Drawing Rights (Mateos y Lago et al., 2009).  

A multipolar monetary system would alleviate the Triffin dilemma by diversifying the sources of 

international liquidity. Furthermore, multipolarity could act as a disciplinary device, international 

investors being offered a choice between several currencies with equivalent liquidity features but 

issued by countries with varying depths of imbalances (Kwan, 2001; Eichengreen, 2010). Some 

authors have however argued that a multipolar monetary system could raise exchange-rate volatility 

since greater substitutability across key currencies would translate into more frequent and larger 

portfolio reallocations (United Nations, 2009).  

This paper first reviews the potentialities of the euro to become a fully-fledged international 

currency. Then, it analyzes the implications of a multipolar IMS for monetary stability. 

 

2. The euro as an international currency 

Although enjoying an international currency has never been the primary objective of European 

monetary unification, the Europeans could still expect their single currency to reach an international 

status. Based on both the theoretical literature on currency internationalization and on historical 

experience,5 it is possible to identify six main conditions for a currency to grow internationally: (i) it 

must be issued by a large country or monetary area; (ii) be used to denominate assets that are 

traded in deep and liquid markets; (iii) provide nominal stability both internally (low inflation) and 

externally (a stable or at least not depreciating exchange rate); (iv) benefit from financial stability and 

a safe regulatory environment; (vi) be backed by some attributes of non-economic power (military 

force, single voice in international forums). Close inspection of historical experience (see Eichengreen 

et al., 2014a,b) suggests that the advantages enjoyed by the incumbent currency should not be 

overblown, and there is room for more than one international currency. 

As shown in Table 3, the euro area fulfills the first criterion of size. As of 2014, the euro area totalized 

a larger population and a larger trading power than the United States, although it displayed smaller 

GDP figures. Looking ahead, however, the share of the euro area in global GDP is likely to decline. 

According to Bénassy-Quéré et al. (2013), the share of the EU28 in global GDP could fall from 23% in 

2010 to 17% in 2025, at current relative prices. The share of the United States would also fall from 25 

to 17%. Conversely, the share of China would rise from 10 to 22% over the same period. According to 

the size criterion, it is China’s renminbi, and not the euro, that should be expected to rival the dollar 

in the future.   

                                                           
5
 See the survey by Bénassy-Quéré (2015). 
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Table 3. The comparative size of the euro area as of end 2014 

 Euro area19
(a)

 EU28 United States Japan China 

Population (million) 337.0 506.9 318.9 127.3 1,368.6 

GDP (EUR bn)
(b)

 10,110.9 13,920.5 16,035.7 3,759.5 6,973.6 

Exports of goods and services (EUR bn 

excluding intra-EU or intra-EZ)
(b),(c)

  
2,380.4 2,233.1 1,717.4 625.4 1,779.5 

(a)
 Including Lithuania which joined on Jan. 1

st
, 2015. 

(b)
 at current exchange rates. 

(c)
 data for 2013. Share of 

intra-EU/EZ estimated based on Cepii-Chelem bilateral trade data for goods (year 2012). 

Sources: World Bank, European Commission, Cepii-Chelem. 

The second criterion – deep and liquid financial markets – appears only moderately favorable to the 

euro for two reasons. First, the financing model of the euro area relies much more heavily on banks 

than does that of the United States; by construction, this limits the size of the financial market. 

Second, the monetary union has no fiscal backing: in contrast to the United States, the euro area’s 

“federal” debt continues to be very limited.6 On the top of these two weaknesses, the euro area’s 

financial markets remain fragmented due to different regulations and tax treatments across Member 

States.  

The crisis in the euro area undoubtedly dampened the attractiveness of the euro as an international 

currency, at least in the short term. However, it may also have paradoxically raised the prospects for 

euro internationalization, thanks to the complete reshuffling of banking supervision (now 

coordinated at the ECB level), the development of the corporate bond market (viewed as an 

alternative to declining bank loans), and the project of a European “capital market union”.7 

Additionally, the ECB largely played its role of lender of last resort during the global financial crisis, 

and closely monitored short term liquidity.  

The third criterion for euro internationalization (nominal stability) is supportive of the euro. This is 

due to the central bank being independent and having a clear mandate of price stability, to the 

monetization of government deficits being prohibited by the Treaty and to national government 

deficits being limited by fiscal rules, thus by reducing the risk of a “fiscal dominance” over monetary 

policy. As for the exchange rate, it has proved unstable like that of every floating currency, but no 

weakening trend is to be observed over the 1999-2014 period.  

The fourth criterion (financial stability and a strong legal environment) is becoming more in favor of 

the euro, notably in view of the progress made toward the establishment of a banking union since 

the onset of the euro area debt crisis. In contrast, there have been mounting concerns over China 

and the alleged risks raised by overinvestment, stretched real estate valuations and the shadow 

banking system. There is also suspicion of a never-ending discretionary intervention of China’s 

authorities in the financial market. In July 2015, a sharp fall in China’s stock market led the 

government to ban shareholders from selling some listed companies, or even suspend trading 

                                                           
6
 Claeys et al. (2014) evaluate at EUR 490 bn the total amount of EU-wide public debt denominated in euro at 

end 2013, covering EFSF/ESM bonds (EUR 230 bn), European Union (EUR 60 bn) and European Investment Bank 
(EUR 200 bn), and taking into account that the three data sources may not be readily comparable. In any case, 
the EUR 490 bn hardly compares with the USD 12 600 bn of US federal government debt in 2014. 
7
 See Véron (2014). 
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altogether. Such bold intervention was sometimes interpreted as reluctance of China’s authorities to 

accept the volatility arising from of free market.8 Eichengreen (2013) and Eichengreen and Kawai 

(2014) mention the lack of a strong, independent legal system as a major impediment to the 

development of the renminbi as an international currency.9  

The final criterion for the emergence of the euro (geopolitical influence) is clearly missing. Europeans 

have retained national sovereignty over foreign affairs and military forces, and the European External 

Action Service introduced by the Lisbon treaty has not proved to be game-changing. This is in sharp 

contrast with the United States (Posen, 2008). Furthermore, no single Eurozone voice is to be heard 

be it at the IMF (where euro members are spread over several constituencies) or at G20 meetings. 

External representation in economic and finance fora could be solved when transforming the 

President of the Eurogroup into a fully-fledged Finance minister responsible before a Eurozone 

Parliament. However such transformation will need a treaty change; and it will not in itself produce 

unity on foreign affairs and military issues. 

History tells us that several international currencies can coexist over a long period of time (see 

Eichengreen et al., 2014a,b). Yet the declining weight of the euro area in the world economy, 

combined with the hysteresis of the IMS, is not supportive of the internationalization of the euro. In 

this respect, the failure of the yen to emerge as an international currency in the 1990s should act as a 

useful reminder. To take a more positive spin, one could argue that the drop in transaction costs (due 

to the development of international financial markets and the expansion of the foreign-exchange 

market) has lowered the weight of the incumbent’s advantage (see Eichengreen, 2010). 

History also suggest a “tipping point” effect: while the emergence of the euro (or of the renminbi) 

may be delayed, when it does happen it could do so quite rapidly. When estimating the currency 

distribution of foreign-exchange reserves as a function of size, nominal stability and financial depth 

(as proxied by foreign-exchange turnover), Chinn and Frankel (2008) find support for a non-linear 

form with strong inertia. It is however very difficult to make predictions on currency 

internationalization.10 

 

3. The implications of a multipolar IMS for monetary stability 

Research on the pros and cons of different international monetary systems suffers from limited 

experience: since World War II, the IMS has basically moved from a gold-exchange standard 

organized around the US dollar to a dirty floating regime still centered on the US dollar. Hence there 

is no opportunity to estimate the impact of different monetary organizations on economic stability 

                                                           
8
 See Financial Times, 13 July 2015. 

9
 At the other extreme, the extensive acceptation of extra-territoriality expressed by the US legal system in 

2014, both in the Argentina and BNP-Paribas cases, may precipitate the rise of alternative currencies and 

jurisdictions for future debt issuance and financial transactions. 

10
 See, e.g., Chinn and Frankel (2008), and Liu and Li (2008). 
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and growth. This contrasts with the proliferate data available to study optimal monetary policy 

setting (e.g. inflation targeting versus monetary targeting, or central bank independence) at national 

level. We are left with theoretical reasoning and narrative interpretations of historical experience. 

In this section we try to analyze the implications of the IMS moving from unipolar to multipolar on 

‘monetary stability’. Defining monetary stability is not an easy task. The extensive literature studying 

the impact of exchange-rate volatility on trade or investment is not fully conclusive. In fact exchange-

rate instability is detrimental to the real economy insofar as it (i) results from abrupt changes in 

exchange rates that do not allow enough time for domestic producers to adjust, (ii) takes the form of 

long-lasting misalignments rather than short-term volatility, (iii) induces retaliation from partner 

countries that could degenerate into trade and/or currency wars, or (iv) is a side effect of asymmetric 

exchange-rate adjustments (see below). However, ‘monetary stability’ also extends to a smooth 

provision of international liquidity, as exemplified during the global financial crisis. 

We first review the traditional ‘stabilizing hegemony’ argument, before moving to the implications of 

a multipolar IMS in a portfolio-choice model, and ending with the nth currency problem and the risk 

of currency wars. 

 

3.1 Stabilizing hegemony 

Scholars of international relations often point out that a unipolar system exhibits ‘hegemonic 

stability’ properties (see Kindleberger, 1981, or the critical assessment by Eichengreen, 1987). This 

idea is rooted in the inter-war experience, a period when “the international economic system was 

rendered unstable by British inability and United States unwillingness to assume responsibility for 

stabilizing it” (Kindleberger, 1973, p. 292). According to the hegemonic stability argument, the 

hegemon will internalize the externalities involved in the provision of a given global public good – 

here, monetary stability: it will refrain from conducting a monetary policy that could destabilize the 

rest of the world. This discipline results from its global responsibilities and corresponding privileges. 

A “leaderless” currency system could theoretically produce the global public good, provided there is 

effective coordination between the different players. Such coordination was missing during the 

interwar period, and is unlikely to be effective with more than two players; this is all the more so 

since one player (the euro area) has yet to resolve the issue of its external representation (Cohen, 

2009). 

However, as argued by Walter (1991), the hegemon may exploit its monetary power rather than 

internalize global stability in its decision-making process. The US did act as a crisis coordination-

leader during the 1997 Asian crisis, and the Federal Reserve did supply other central banks with US 

dollars through swap agreements during the 2008 global crisis. However, the loose monetary policy 

of the Greenspan era may not have fully internalized the worldwide impact of cheap credit; by the 

same token, the US Federal Reserve’s decision to embark on quantitative easing in the aftermath of 

the crisis, while not deliberately non-cooperative, failed to internalize the impact of the US stance on 

emerging countries (hot-money inflows).  
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Furthermore, the incentive to preserve international stability and the capacity to do so may fade 

away when the hegemon’s relative size declines.11 In this case, as argued by Kwan (2001) and 

Eichengreen (2010), a multiple currency system could reduce the scope for large imbalances in the 

issuer country(ies), i.e. the scope of the Triffin dilemma. 

The arguments traditionally put forward in favor of the hegemonic system are therefore weaker than 

may appear at first sight. 

 

3.2 Portfolio effects 

Another argument in favor of a unipolar system, of an entirely different nature, stems from the 

substitutability of currencies. As long as the international currency is unrivalled in terms of liquidity 

and risk profile, shocks to expected returns have limited impact on portfolio choices – exchange-rates 

are relatively stable. But if one (or two) other international currencies were to share the dominant 

currency’s liquidity and risk characteristics, all these currencies would become more substitutable. 

This would make portfolio allocations more sensitive to shocks to expected returns, and hence 

exchange rates would become more volatile (see for example United Nations, 2009). 

However, increased substitutability across different currencies also means that less exchange-rate 

adjustment is needed to accommodate a given shock to financial preferences or to the current 

account. Based on an extension of a dynamic portfolio model introduced by Blanchard et al. (2005), 

Bénassy-Quéré and Forouheshfar (2015) show that a transitory shock to the current account has less 

impact on exchange rates when more currencies are ‘international’ in the sense that they are present 

in international portfolios. The reason is that the impact of the wealth transfer is spread over more 

numerous currencies. The stabilizing impact of multipolarity also holds if one country retains a fixed 

exchange-rate regime. They also show that a more diversified IMS induces more symmetric 

exchange-rate adjustments: the exchange rate between two countries i and j is no longer affected by 

a symmetric shock originating in a third country k. 

To understand how an asymmetric IMS may induce asymmetric exchange-rate adjustments following 

a symmetric shock, let us consider three currency areas (the United States, the euro area, and China) 

initially with equal initial wealths (table 4). Suppose there is a wealth transfer from one country 

(country k) to the other two countries (i and j). What is important here is that the shock is symmetric 

for i and j. We successively consider two shocks: (1) a wealth transfer from the United States to both 

China and the euro area; (2) a wealth transfer from both the United States and the euro area to 

China. Given the home bias in portfolio choices, in the first case we expect a fall in the global demand 

for dollar, and a simultaneous rise in the global demand for the euro and the yuan. Hence we expect 

a depreciation of the dollar against both the euro and the yuan, with no change in the euro-yuan 

exchange rate. In the second case, we expect a depreciation of both the dollar and the euro against 

the yuan, with no change in the euro-dollar rate. 

                                                           
11

 Bergsten (2014) argues that « [today] the United States is no longer able [to exert leadership on the IMS] and 

China is not yet willing” (p. 13). 
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Table 4. A simple three-country setting 

 United States Euro area China 

Wealth at initial unitary exchange rates    

  Initial level 100 100 100 

  After transfer from US to euro area and China 80 110 110 

  After transfer from US and euro area to China 90 90 120 

Portfolio allocation: share of USD/EUR/CNY    

  Only dollar international currency 100/0/0 20/80/0 20/0/80 

  Dollar and euro international currencies 80/20/0 20/80/0 10/10/80 

  Dollar, euro and yuan international currencies 80/10/10 10/80/10 10/10/80 

 

 

Figure 1 shows the impact of the shock on the demand for all three currencies before exchange-rate 

adjustment. The detailed results are provided in the appendix. In each case, the k currency is 

represented with a blue bar, whereas i and j are represented with grey bars. We expect the shock to 

have opposite impact on k and on i/j, but symmetric impact on i and j. 

 

Figure 1. Impact of a wealth transfer on the demand for USD, EUR and CNY (percent change) 

1a. Wealth transfer from the United States to 

both the euro area and China 

1b. Wealth transfer from both the United States 

and the euro area to China 

  

Source: Author’s calculations. 

This is exactly what is obtained with a symmetric monetary system where all three currencies are 

international in the sense that they are present in the portfolios of the three countries (last line of 

Table 4). With a unipolar system, however, a wealth transfer from both the United States and the 

euro area to China results in a larger fall in the demand for the euro than for the dollar (Figure 1b, 

first three bars). This is because the reduced euro area demand for euro is not compensated by 

increased Chinese demand for euro, while reduced US demand for dollar is partially compensated by 

higher Chinese demand for dollar. Hence in this case, a symmetric fall in US and euro area’s wealth 

triggers a depreciation of the euro against the dollar. 
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With a bipolar monetary system, a transfer of wealth from the United States to both the euro area 

and China results in a rise in the demand for euro that is less than the rise in the demand for yuan 

(Figure 1a, second group of bars). The reason is that the United States reduces its demand for euro, 

whereas it does not reduce its demand for yuan (since the yuan is not international). Then the euro 

depreciates against the yuan despite the fact that the shock is symmetric for both countries. 

Hence, the instability of portfolio choices arising from more substitutability across key currencies in a 

multipolar system appears less convincing than it may appear at first sight. In fact, the portfolio-

choice model would rather conclude that a multipolar IMS produces more stability than a unipolar 

one, in a multipolar economic world. 

 

3.3 The nth currency problem and the risk of currency wars 

With n currencies in the world, there are only n-1 independent exchange rates. Either one country 

(the hegemonic one) must give up on exchange rate policy, or the n countries must cooperate. It can 

be argued that a multipolar IMS will make the nth currency problem more acute since more 

symmetric countries will have more symmetric incentive to carry out active exchange-rate policies. In 

an environment of independent central banks with a clear domestic mandate, monetary cooperation 

is unlikely to take place, except when financial spillovers are large enough to spill back to the 

originating country (see Obstfeld, 2015).  Hence the risk of ‘currency wars’ will rise. 

As argued by Eichengreen (2013), the concept of currency wars is tricky in the sense that some large 

exchange-rate movements are desirable when two countries are hit by an asymmetric shock, or 

when for whatever reason one of them refrains from applying adequate monetary policy in reaction 

to a symmetric shock. Quantitative easing in the United States during the global financial crisis may 

be viewed as a way to ‘force’ other central banks to ease monetary policy in the presence of a large 

global shock. However, Taylor (2013) challenges this ‘positive sum’ mechanism. He considers that the 

only way to avoid currency wars is to return to rule-based monetary policies.  

In fact, whether or not there is something like a currency war is essentially empirical. One way to 

measure it is to check whether the exchange rate tends to appreciate in an economic upturn and 

depreciate in a downturn. If each central bank follows a Taylor rule, then its real policy rate rt 

depends on its inflation rate t and the level of the output gap ogt: 

rt = r + 0.5(t – ) + 0.5 ogt         (1) 

where r denotes the ‘natural’ real interest rate and  (without subscript) is the inflation objective. 

Denoting by qt the logarithm of the real effective exchange rate, qt
e its expected value, and by star 

exponents the variables in the rest of the world, the uncovered real interest parity can be written as: 

rt = rt* - (qt
e – qt)          (2) 

Writing Equation (1) for the rest of the world and putting the equations together, we get: 

qt - qt
e  = 0.5(t – t*) + 0.5(ogt – ogt*) +        (3) 
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With  = (r-r*) - 0.5( - *). When the output gap increases relative to the rest of the world, the 

domestic central bank raises its interest rate relative to the rest of the world. The domestic currency 

appreciates up to a level where it is expected to depreciate at a pace that compensates for the return 

differential. 

In advanced economies, the real effective exchange rate (REER) tends to return to a constant value in 

the long run (see Rogoff, 1995). This is consistent with the mean-reverting pattern of market 

expectations evidenced e.g. by Frankel and Froot (1987) and MacDonald (2000) at medium-term 

horizons. Consistently, the expected REER variation can be written as: 

qt
e – qt =  (q– qt), with 0 <  < 1        (4) 

where q (without subscript) represents the long-term value of the REER. We get a positive 

relationship between the REER and the output gap deviation to the rest of the world: 

 qt = q + 0.5(t – t*) + 0.5(ogt – ogt*) +        (5) 

Equation (5) expresses the reaction of the REER that is consistent with all central banks following 

Taylor rules. Of course it suffers from reverse causality, especially since inflation differentials feed 

REER variations. Additionally, it may be argued that a weaker REER will boost aggregate demand, 

hence increase the output gap. The latter effect though is less mechanical than the former one, and 

it may act with some delay. Hence, to assess whether REER variations are stabilizing it is interesting 

to look at how they compare with the output gap. 

Figure 2 plots the relationship, over the 1995-2014 period, between the output gap of four advanced 

economies (in deviation from OECD average) and their REER (in deviation from 1995-2014 average). 

Strikingly, only in the United States does the real effective exchange rate (REER) appreciate whenever 

the output gap is greater than the OECD average, and depreciate in the reverse case. In the other 

three countries, there is hardly a discernable relationship between the two variables. 

Figure 2. Output gap and real effective exchange rate in four advanced economies 

2a. United States 

 

2b. Euro area 
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2c. Japan 

 

2d. United Kingdom 

 

Source : Based on OECD EO 97 and BIS (narrow index). 

Figure 3 shows the correlation between the output-gap deviation from OECD average and the 

logarithm of the REER for ten advanced economies, over the 1995-2014 period. With a correlation 

close to 80 percent, the United States stands as an outlier. The correlation is positive in four other 

countries, negative in four countries, and close to zero in one.  

Further research would be needed to understand why the correlation is positive in some countries 

and negative in others. The first suspect is of course the monetary strategy of the different central 

banks; but the international status of the currency could also play a role. For instance, the fact that 

the US dollar is a major funding currency may amplify the impact of the Fed’s monetary policy on the 

exchange rate through implied capital flows. In Switzerland, the economy suffered less than average 

from the 2008-09 global financial crisis, and the Swiss franc appreciated through a safe haven effect. 

It is probably a key feature of a safe haven to have a resilient economy in a global crisis, hence the 

positive correlation observed in Figure 3. 
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Figure 3. Correlation between the output-gap deviation from OECD average and the logarithm of 

the REER, 1995-2014 

 

Source : Based on OECD EO 97 and BIS (narrow index). 

 

In brief, the evidence shown in this section suggests that only some countries benefit from the 

stabilizing impact of exchange-rate variations, whereas exchange-rate adjustment appears 

destabilizing in some other countries. The question then is to understand the role of international 

currency status in this pattern and how a multipolar IMS could help more countries benefiting from 

stabilizing exchange-rate adjustment. 

 

Conclusion 

A growing literature suggests that the mismatch between a unipolar international monetary system 

and a multipolar world is not viable in the long run.  Despite having many of the required attributes 

put forward by the theoretical literature and past experience, the euro has failed to fulfill all the 

criteria that would enable it to rival (or rather complement) the dollar as an international currency. 

This does not mean that the euro cannot achieve a status similar to that of the dollar; however, the 

window of opportunity may not last much more than a decade before the renminbi overtakes the 

euro. Indeed, China has taken significant steps towards internationalizing its currency since the mid-

2000s. Provided further reforms are carried out in the direction of more liberalization and a safer 

legal system, the future of the yuan as an international currency may well be brighter than that of 

the euro.  

Our analysis shows that the international community should not view negatively a move of the IMS 

towards multipolarity. In fact, a better match between the multipolar economy and a multipolar IMS 

would likely bring more rather than less monetary stability. More research is needed to understand 
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whether a multipolar IMS would raise or reduce the scope for ‘currency wars’. But to the extent that 

it brings more stability, a multipolar IMS could reduce the need for international monetary 

cooperation which has proved especially difficult since the historic Plaza agreement. By designating 

two or three key international currencies, it could alternatively make monetary cooperation easier 

since the discussion is likely to be more operational between two or three key players than within say 

the G20. 
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Appendix 

Detailed results of the simulations 

A1. Impact of a symmetric wealth transfer from United States (k) to China (i) and the euro area (j) 

 

A2. Impact of a symmetric wealth transfer from the United States (i) and the euro area (j) to China 

(k) 

 




