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ON THE INTERNATIONAL USE OF CURRENCIES:

I have benefited from helpful comments and suggestions by Joseph Aschheim, Martin
Bailey, David Blond, Peter Clark, Warren Coats, Max Corden, Samir Fawzi, Insu Kim,
Gerhard Laske, Thomas Mayer, Manfred Neumann, Yuzuru Ozeki, Ulrich Thiessen,
Michael Ulan, David Williams, Manfred Willms, and an anonymous referee.

THE CASE OF THE DEUTSCHE MARK

1 Introduction

Since the move to a regime of managed floating exchange rates in
1973, the international monetary order has progressed gradually toward
a multicurrency system. To be sure, the system continues to be domi-
nated by the U.S. dollar, but other currencies—particularly the
deutsche mark, yen, and Swiss franc—are being employed interna-
tionally with increasing regularity.

Despite the emergence of a multicurrency system, comprehensive
and systematic discussions of factors underlying the international use of
a currency and of recent trends toward internationalization have not
been common. Most recent inquiry has focused on individual aspects
of international currency use. Work on the deutsche mark, for example,
has consisted of a series of informative studies dealing with the mark as
an international investment currency (Deutsche Bundesbank, 1979,
1984, 1987); an article on the internationalization of German banking
and finance (Neumann, 1986); a study on the role of the mark as a
reserve asset (Rieke, 1982); and a study of the invoicing practices of
German firms engaged in foreign trade (Scharrer, 1980). These discus-
sions have been primarily descriptive; they have not provided systemat-
ic theoretical analyses or dealt with the interrelationships underlying
the various uses of an international currency.

This essay attempts to fill the gap in the literature regarding the role
of the deutsche mark as an international currency. It analyzes both
theoretical aspects of external currency use and recent developments
relating to the internationalization of the mark. The discussion is
divided into four sections following this introduction. Section 2 deals
with the conditions underlying the emergence of an international
currency; theoretical considerations suggest that several important
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factors contribute to a currency’s international use. Section 3 discusses
these contributory factors as they relate to the deutsche mark and
identifies trends in several of them that presage an expanding role for
the mark. Section 4 describes recent developments that illustrate the
growing international role of the deutsche mark during the 1980s.
Section 5 provides concluding comments.

2 The Choice of an International Currency: Theoretical
Considerations

Overview

The theory of international currency seeks to identify the factors that
underlie the use of national monies as domestic financial instruments
by nonresidents and as offshore financial instruments by both nonresi-
dents and residents (for recent discussions of these factors, see Krug-
man, 1980, 1984; Kenen, 1983, 1988, chap. 5; Chrystal, 1984; Black,
1989; Frankel, 1989; Klump, 1989). In contrast to conventional defini-
tions of domestic money, which typically focus on the short-term
financial liabilities of the banking system and monetary authorities, the
definition of international currency encompasses a broad spectrum of
financial instruments. In addition, the theory of international currency
attempts to explain the behavior of both private and official economic
agents.

An international currency fulfills three basic functions in the interna-
tional monetary system. It serves as a medium of exchange, a unit of
account, and a store of value. As a medium of exchange, it is used by
private agents both in direct exchange and as a vehicle of indirect
exchange between two other currencies in foreign trade and interna-
tional capital transactions. It is also used by official agents as a vehicle
for intervention and for balance-of-payments financing. As a unit of
account, it is used to invoice merchandise trade, to denominate finan-
cial transactions, and, by official agents, to define exchange-rate
parities. As a store of value, it is used by private agents when choosing
financial assets, such as bonds held by nonresidents. Similarly, official
agents may hold an international currency and financial assets denomi-
nated in it as reserve assets.

What factors contribute to the use of a national money as an interna-
tional currency? Why was the pound sterling the dominant international
currency for so long, and why was its position subsequently supplanted
by the U.S. dollar? Before addressing these issues, two observations are
in order: (1) There is no comprehensive and rigorous theory that can
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accurately predict whether a national currency will become an interna-
tional currency or whether the dominant international currency will
soon be replaced by another. Theoretical discussion of international
currency use is made difficult by the fact that, unlike the domestic
choice of a currency, which is made by government fiat, the choice of
currencies to be used for international transactions is predominantly
“the result of ‘invisible hand’ processes ratified more than guided by
international agreements” (Krugman, 1984, p. 261). Thus, the analysis
of international currency use must account for the decisions of several
distinct groups of economic agents whose reasons for using a specific
currency can be quite diverse. Expectations that a particular currency
will depreciate in value, for example, might prompt private agents to
sell assets denominated in it. At the same time, however, central banks
might enlarge their reserve holdings of that currency in a coordinated
effort to support its value. (2) Theoretical investigations of international
currency use are also complicated by geopolitical factors. Specifically,
movements into or out of a currency for safe-haven considerations are
not easily amenable to formal economic analysis.

For these reasons, the point of departure for the following discussion
is, first, to set forth two sets of conditions that are generally shared by
national monies used as international currencies—the coexistence of
these conditions appears to be necessary for a currency to be used
internationally—and, next, to derive a more specific set of supplemen-
tary conditions by investigating the determinants of the use of curren-
cies as vehicles. These supplementary conditions reinforce the choice
of a currency for international use, effectively determining the relative
roles of various currencies.

The approach adopted in this essay differs from that taken in much
of the previous analytic work by explaining international currency use
as the outcome of dynamic processes dependent upon several necessary
and reinforcing factors. Previous studies, by contrast, have often adopt-
ed a taxonomic approach (see, e.g., Fratianni, 1982), describing inter-
national currency use by function (as a medium of exchange, for
example) and by agent (private or official), enumerating separately the
factors that influence each subcategory but providing little insight into
the interconnections, and thus the dynamics, involved.

General Considerations

Two sets of conditions must be satisfied before a currency can be used
internationally. First, there must be confidence in the value of the
currency and in the political stability of the issuing country. Specifically,
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relatively high and/or variable rates of inflation add to the costs of
using a currency internationally by generating nominal-exchange-rate
depreciation and variability. These factors increase the costs of acquir-
ing information and making efficient calculations about the prices bid
and offered for tradeable goods and capital assets. They thus under-
mine a currency’s use as an international medium of exchange, unit of
account, and store of value.1 Furthermore, inflation increases the costs
of holding a currency by eroding its purchasing power and thus debas-
ing the currency as an international store of value and even as a medi-
um of exchange, for international transactions often entail a lapse of
time between the initiation and completion of a transaction.2

In the competitive environment that characterizes the choice among
international currencies, economic agents understandably prefer cur-
rencies with relatively low inflation costs. As Kenen has observed, one
of the key factors underlying the emergence of the U.S. dollar as the
dominant international currency has been its “strength . . . in terms of
other currencies, backed by comparative price stability in the United
States” (Kenen, 1988, p. 64). A protracted record of relatively low infla-
tion and of low variability depends importantly on stable and consistent
government policies. A history of current-account deficits in excess of
normal private-capital inflows (those that occur in the absence of undue
restrictions on trade or special incentives to incoming or outgoing capital)
can lead to frequent exchange-rate depreciation, eroding confidence in
the currency.

Second, a country should possess financial markets that are substantially
free of controls; broad, in that they contain a large assortment of financial
instruments; and deep, in that they have well-developed secondary mar-
kets. It should also possess financial institutions that are sophisticated and
competitive in offshore financial centers.

The presence of financial-market controls increases the costs of trans-
acting in a currency. For example, restrictions on the convertibility of a
currency result in higher transfer costs (e.g., a greater likelihood of

1 A number of recent studies have examined the costs of exchange-rate variability on
the allocation of resources. For overviews of the literature, see Bailey and Tavlas (1988,
1991) and Williamson (1985).

2 Surprisingly, much of the theoretical literature completely overlooks the role played
by inflation in contributing to international currency use. Thus, Krugman (1980, 1984),
one of the few writers who has attempted to provide systematic theoretical discussions of
international currency use, omits all mention of the roles of relative inflation rates and
credible government policies.
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illiquidity), thereby impeding its use as an international currency. A
country that is free of controls, however, and also possesses broad and
deep financial markets is in a position to serve as an international banking
center. Specifically, it can be expected to provide a high degree of effi-
ciency in international liquidity transformation by accepting short-term,
liquid liabilities denominated in its own currency while making long-term,
less liquid loans abroad.

The view that a country with broad and deep financial markets has a
comparative advantage in serving as an international banking center draws
attention to the solvency risks incurred by a key-currency country when it
functions as an international bank (Klump, 1989, pp. 387-392). The
current-account and net-debtor positions of a country are important to
the extent that they can affect confidence in a currency by increasing
solvency risks and jeopardizing the functioning of a financial market as an
international banking center.

In general, just as relatively low levels of inflation and inflation variabil-
ity contribute to the international demand for a currency, well-developed
financial markets are required to supply assets appropriate for internation-
al use (and to strengthen the demand for additional assets as well). Thus,
the large financial markets of New York and London contribute to the use
of the U.S. dollar and pound sterling, respectively, as international curren-
cies.3 By contrast, the Tokyo financial market, which was until recently
rather tightly regulated, has inhibited the use of the yen as an internation-
al currency. Similarly, restrictions aimed at discouraging the use of the
deutsche mark as a reserve currency restrained the international use of
the mark for many years.

Vehicle Currencies

Private agents use a vehicle currency to denominate and execute foreign-
trade and capital transactions that do not involve direct dealings with the
issuing country. A currency is used as a vehicle when the transactions
costs, including costs of information, search, uncertainty, and enforce-
ment, are lower through the vehicle than through other, nonvehicle,

3 As Williams observed regarding sterling’s earlier dominance as an international
currency: “It was the international banking system centered in London which provided
the heart of the operation of the sterling system of the pre-1914 decades” (1968, p. 270).
Correspondingly, as Kenen has noted with respect to the emergence of the U.S. dollar as
the key international currency after World War II, “U.S. financial markets were not
fenced off by capital controls, so foreigners could lend and borrow freely. Therefore the
dollar was an attractive reserve asset for official institutions and a convenient store of
value for other foreign asset holders” (1988, pp. 63-64).
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currencies. Moreover, once a currency emerges as a vehicle, economies of
scale enter into play, further decreasing transactions costs and enhancing
the currency’s position as a vehicle. For example, the more a currency is
used, the greater the familiarity with it and the lower the costs of infor-
mation and uncertainty—the greater, also, will be the probability of
finding a matching transaction and thus the lower the search costs.
Hence, vehicles develop as part of the innovation process in financial
markets. As Levich has noted, “a variety of powerful financial instruments
exist because they can establish equivalent financial positions at lower
costs than any other set of transactions” (Levich, 1987, p. 107).

The uses of a currency as a vehicle for both invoicing and medium-of-
exchange purposes are not unrelated. In fact, the numeraire function
determines to a significant extent the currency used as a means of pay-
ment. Once a contract is denominated in, say, the exporter’s currency, the
medium-of-exchange function emerges as a by-product. Measures can be
taken to hedge foreign-exchange risk, but, at the time of settlement,
payment is typically made and accepted in the same currency. The
relationship is not a tight one, however, and need not hold, even within a
domestic economy. During the German hyperinflation of the 1920s, for
example, gold marks served as the unit of account, but payment was often
made in U.S. dollars.

What specific set of influences contributes to the determination of
invoicing behavior? A number of empirical studies investigating invoicing
practices between exporters and importers have found typical patterns of
behavior (see, e.g., Grassman, 1973; Page, 1977, 1981; Carse et al., 1980;
Magee and Rao, 1980; Scharrer, 1980; and Bilson, 1983, 1987). Analyzing
these patterns can shed light on the objectives that are important in
decisionmaking by firms and, more specifically, on the firms’ attitudes
toward foreign-exchange risk. The observed patterns are that:

(1) Trade between developed countries in manufactured products is
likely to be invoiced in the exporter’s currency. Note, however, that this
pattern is influenced by the presence of the general conditions discussed
above. Thus, throughout the 1970s, a relatively small proportion of
Japanese exports, particularly to the United States, was denominated in
yen. This was attributable in part to “the reluctance of the Japanese
government to allow the yen to become an international trading currency”
(Page, 1981, p. 64).

(2) Currency hedging by importers in forward markets is rather uncom-
mon.

(3) Invoicing in the exporter’s currency is most frequent for differen-
tiated manufactured products with long contractual lags.
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(4) Trade between developed and less-developed countries tends to be
denominated in the currency of the developed country, although the U.S.
dollar is also used frequently. This pattern is known as Grassman’s Law.

(5) Trade in primary products is usually denominated in U.S. dollars
and, to a lesser extent, in sterling.

How can these apparently diverse patterns of behavior be synthesized?
To accommodate them within a single framework, it is important to note
that the income or costs of an exporter or importer who uses a foreign
currency and does not hedge will be affected immediately in terms of his
domestic currency whenever the exchange rate changes. Correspondingly,
there will be no effect on his income from contracts that are already fixed
if he uses his own currency. As Page has observed, “traders tend to prefer
their own currency because they are adverse to risk, and particularly
unwilling to engage in managing foreign exchange exposures” (Page, 1981,
p. 70).

If importers are risk averse, why do they often refrain from currency
hedging when contracts are denominated in the exporter’s currency?
Bilson (1983) points out that forward markets are typically thinner than
spot markets and thus usually entail larger bid-ask spreads. In addition,
invoicing in the exporter’s currency provides an important hedge for the
importer (McKinnon, 1979; Bilson, 1983). Specifically, both the importer
and exporter consider the variance of their respective profits in making
the invoicing decision. The covariance between revenue and costs, howev-
er, is likely to be higher for the importer than for the exporter, particular-
ly for an exporter of manufactured products, the costs for which are
determined early in the production process. Consequently, it is harder for
exporters to cut their factor costs in response to a depreciation of their
currencies. They have to absorb unfavorable exchange-rate movements in
lower profit margins. Exporters, therefore, have an incentive to invoice in
their own currencies (McKinnon, 1979, pp. 68-69).

Exporters can hedge, of course, but the use of the forward market
increases their costs. The longer the contractual lag, the higher the risk
that an exchange-rate change will ensue and the higher also the exporters’
incentive to denominate in their own currency. In addition, as McKinnon
and Page have noted, producers of differentiated (if only in brand name)
manufactured products often possess a degree of monopolistic power, and
they may exploit it to shift risk to their customers (McKinnon, 1979, p.
74; Page, 1981, p. 62). One would therefore expect the share of the
exporter’s currency to vary with the monopoly power of the exporter and
thus to rise with the degree of product differentiation.
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In contrast, the market situation of the importer provides a natural
hedge against some of the currency risk assumed by denominating con-
tracts in the exporter’s currency. The importer can often pass through an
exchange-rate depreciation by charging a higher price for the product in
the domestic market. This course of action is most practical in the ab-
sence of a large domestic import-competing industry. Hence, small
countries that are open, in the sense that they are characterized by
substantial and rapid “pass through,” are more likely to use the currency
of an exporter of differentiated manufactured products.

To the extent that the importer bears some risk by contracting in the
exporter’s currency, he gains expertise in dealing with that risk. As Krug-
man has stated: “the importer . . . has to deal with exchange markets as a
matter of course. . . . In small countries, everyone is obliged to be sophis-
ticated about foreign exchange” (Krugman, 1984, p. 271). Indeed, such
sophistication can be turned to the importer’s advantage. The fact that
importers gain knowledge through trade helps them “anticipate future
exchange rate movements better than the average participant in the
foreign exchange market. If so, the profitability of this knowledge could
offset the risk of exchange rate volatility,” (Bailey and Tavlas, 1988, p. 431).

The likelihood, therefore, that the exporter’s currency will be used as
the invoicing vehicle is greater the larger that country’s share of world
exports, the more its exports are comprised of differentiated manufac-
tured products, and the larger its share of products that are imported by
developing countries. Note, however, that these generalizations need not
apply symmetrically. The United States, for example, exports proportion-
ately fewer manufactured goods than does Germany, but a high propor-
tion of its total exports is denominated in dollars, partly because prices for
its relatively large share of commodity exports are typically denominated
in dollars. Similarly, a higher proportion of German exports is invoiced in
deutsche marks than would be the case if Germany exported relatively
more primary products, which are, again, generally denominated in U.S.
dollars. Note also that a growing percentage of German exports is direct-
ed toward other, developed, countries of the European Community (EC),
but these countries have increased the proportion of their imports in-
voiced in deutsche marks. Consequently, the redirection of German
exports from developing countries to EC countries has not necessarily
reduced the share of German exports invoiced in deutsche marks.

The wider the use of a currency as a vehicle, the more familiar it
becomes and the smaller the associated information and search costs. This
observation is particularly important in explaining why primary products
and financial instruments are usually denominated in vehicle currencies.
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Primary products and financial assets share several common attributes.
They are characterized by low levels of product differentiation and they
are traded in competitive markets, in which use of a widely known
currency as a numeraire minimizes costs of information and calculation.
Using a vehicle currency for trade in these competitive markets facilitates
the efficient communication of competitors’ prices and may therefore be
preferred by both exporters and importers (Magee and Rao, 1980). With
differentiated products, by contrast, the markets are less competitive, and
information about competitors’ prices is less important.

To summarize briefly, two sets of conditions are necessary for the
international use of a nation’s currency, confidence in the value of the
currency, and the presence of well-developed financial markets that are
free of controls. These conditions help to explain the emergence of the
U.S. dollar as an international currency; correspondingly, the absence of a
well-developed, control-free financial market helps to explain the relative-
ly insignificant use of the yen internationally during the 1970s. These
conditions do not by themselves, however, fully explain why a particular
currency emerges as the dominant international currency. Dominance
appears to be directly related to the issuing country’s share of world
exports, to the proportion of its exports comprising specialized manufac-
tured products, and to the extent of its trade with developing countries.
The combination of these factors fosters vehicle use and generates famil-
iarity and confidence that encourage the use of the currency in primary-
product and financial-asset markets, further lowering transactions costs
and reinforcing international currency use.

Some Applications: Hysteresis and the Current Account

The preceding analysis can help explain behavioral patterns that have
been examined in a rather cursory fashion in much of the literature. For
example, the dynamics of international currency use are often ascribed to
such concepts as “hysteresis,” with little attention given to the process
underlying the notion. Thus, sterling’s continued use as an international
currency, despite the decline in the United Kingdom’s share of world
trade, has been attributed to “inertia” in the system (Krugman, 1984, pp.
268-269; also Frankel, 1989, p. 1, and Glynn, 1989, p. 163). In a world of
efficient markets, however, “inertia” is hard to explain. In fact, sterling
continues to be an international currency because London is a sophisticat-
ed financial center and because the United Kingdom is still among the
largest suppliers of merchandise exports to the world. As Williams noted:
“The long-term growth of ‘sterling balances’ after 1900 was mainly a
reflection of the growth of commercial banking in the world, and the
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convenience of settling international debts in cash and holding surplus
funds for this purpose in a money market [i.e., London] which offered a
plethora of investment opportunities” (Williams, 1968, pp. 286-287).
These considerations still apply.

Correspondingly, several factors combined to undermine the role of
sterling as the dominant international currency. These include (1) a
number of sharp fluctuations in sterling’s external value beginning in the
late 1940s. These were induced in part by high inflation in the United
Kingdom relative to that of its trading partners, which made it more
difficult for London to attract short-term capital from the nonsterling
world; (2) the continuation of exchange and other controls, which limited
London’s efficiency in international liquidity transformation after World
War II, in contrast to the relative openness of the U.S. financial market;
and (3) the decline in the share of world trade accounted for by sterling-
area countries after World War II (McKinnon, 1979, p. 169, and Williams,
1968, pp. 293-294).

The foregoing analysis helps also to explain some inconsistencies in
previous discussions of international currency use. Some writers have
argued that a nation’s position as a net-capital exporter is an important
determinant of international currency use (see, e.g., Frankel, 1989); large
and persistent current-account surpluses accompanied by capital outflows
supposedly encourage the internationalization of a currency. This surplus/
outflow pattern has been cited to explain the growing uses of the yen and
the deutsche mark as international currencies. The explanation is inconsis-
tent, however, with the fact that the United States has recorded large
current-account deficits for a number of years. The dollar continues to be
the dominant international currency, although its share of international
use has declined. By the same token, the Australian dollar emerged as an
international currency during the 1980s, in that it was (and is) one of the
most actively traded currencies in foreign-exchange markets. At the same
time, however, Australia recorded annual current-account deficits equiva-
lent to about 5 percent of GDP. Underpinning the international use of
the Australian dollar has been the complete deregulation of the Australian
financial system, which was tightly controlled until 1980.4 The important
criterion in this regard is not whether a country records net-capital

4 See Swamy and Tavlas (1989, 1991). By way of comparison, the Australian dollar
exhibited virtually no signs of international use in the 1970s, although Australian current-
account deficits were smaller, averaging about 2 percent of GDP. In 1989, the Australian
dollar was the seventh most actively traded currency in New York (Federal Reserve Bank
of New York, 1989).
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inflows or outflows, but whether these affect confidence in a currency,
which, in turn, affects the solvency of the country and its ability to func-
tion as an international banking center. For this purpose, the investments
for which capital inflows are used should provide rates of return higher
than the cost of borrowing. As Frenkel and Goldstein observe, this further
assumes that the order of magnitude of capital inflows is “compatible over
the long run with a reasonable build-up of debt” (Frenkel and Goldstein,
1986, p. 645).

A common element underlying the external positions of Germany,
Japan, and the United States is not their respective current-account
positions, which may or may not be running surpluses or deficits; it is that
they are the three largest suppliers of merchandise exports to the world.
Furthermore, sizeable shares of their exports go to developing countries
and are comprised of differentiated manufactured products; this point is
discussed in more detail below, in connection with the role of the
deutsche mark.

Given the necessary conditions for international currency use, a cur-
rent-account surplus over a protracted period can serve as a promotional
mechanism for the international use of a nation’s currency. For example,
in recent years, Germany and Japan have been running current-account
surpluses; in effect, they have been selling goods, buying bonds and
equities, and making direct investments. The promotional mechanics
underlying this process are that (1) the net export of capital in, say,
deutsche marks can induce foreigners to acquire deutsche-mark balances
in order to service mark-denominated obligations and (2) because the net
transfer of liquidity from the surplus entity (e.g., Germany) to deficit
entities is accompanied by the net transfer of goods and/or services in the
same direction, the international use of the currency issued by the nation
will be enhanced as foreigners demand claims in the currency of the
exporter so they can pay for imports from the surplus nation (Tavlas and
Ozeki, 1991, p. 20).

If, however, Japan and Germany continue to run current-account
surpluses, will there be sufficient supplies of deutsche marks and yen (and
of assets denominated in them) to use as international currencies? On the
surface, this question seems to evoke concerns raised by the so-called
dollar shortage after World War II, when persistent U.S. current-account
surpluses were associated with an excess demand for the dollar at prevail-
ing exchange rates. In fact, however, the two cases are quite distinct. In
the early postwar period, the dollar shortage was dealt with by a variety of
devices, including measures by the United States to stimulate imports,
restrictions by most countries on foreign-exchange transactions, and

11



occasional devaluations. By contrast, in today’s world of highly mobile
capital and flexible exchange rates, the possibility of a currency shortage is
less pertinent. For one thing, capital-account transactions dwarf current-
account flows. For another, the prices of currencies move to equate
demands and supplies. If people want a particular currency and assets
denominated in it, they can obtain them provided they are willing to pay
the market price. In addition, a country can run current-account surpluses
and yet provide liquidity to the rest of the world if it is also a net exporter
of short-term capital.

Benefits and Costs of an International Currency

International currency use provides two major benefits to the issuing
country. First, the country derives seigniorage because the foreign claims
built up on it are denominated in its own currency. And, because the
nominal interest rate on debt is comprised of a real component and an
expected-inflation component, countries with international currencies can
inflate away an arbitrarily large portion of the real purchasing power
represented by their nominal debt by policies that raise the inflation rate
above its expected level. Countries for which the external debt is denomi-
nated in foreign currencies must earn foreign currency to service those
claims. As Cohen has noted: “The [key-currency] country obtains a kind
of free command over real resources which can be used to enlarge its
purchase of foreign goods, services and assets” (Cohen, 1971, p. 35). In
effect, foreigners extend credit to the issuing (key-currency) country, but
at the prevailing interest rate.

Second, as the international use of a currency expands, loans, invest-
ments, and purchases of goods and services will increasingly be executed
through the financial institutions of the issuing country. Thus, the earn-
ings of its financial sector are likely to increase (Cohen, 1971, p. 37). In
addition, the issuing country’s exporters and importers, as well as borrow-
ers and lenders, gain a comparative advantage over, and have less risk
than, their foreign competitors and customers, for they are dealing in a
currency in which their costs are denominated and with which they have
more familiarity than the foreigners. To the extent that foreigners also
become familiar with the currency, information costs will decrease for
them as well, thereby increasing the currency’s use as a vehicle.

The main cost typically ascribed to the international use of a currency
is the diminished scope for controlling its supply domestically. Through-
out the 1970s and into the 1980s, the German and Japanese monetary
authorities imposed controls on capital flows in order to increase their
influence over the money supply. This need not be necessary, however, if
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the monetary authorities do not intervene in the foreign-exchange market
but instead allow fluctuations in the demand for the currency to affect the
exchange rate.

An additional cost of international currency use involves an offset to the
seigniorage used to service foreign claims. The temptation to exploit
seigniorage can lead to higher inflation in the key-currency country and
can thus eventually undermine one of the essential prerequisites for using
its currency internationally.

3 Determinants of International Currency Use: Implications
for the Deutsche Mark

The preceding section has identified a number of factors contributing to
the international use of a currency. To understand the implications of
these factors with respect to the deutsche mark, the following discussion
assesses Germany’s historical record on inflation, the institutional charac-
teristics of German financial markets, and relevant features of Germany’s
foreign trade. Because the influence of these factors depends upon
comparisons with other major countries, the discussion considers, to the
extent feasible, the position of Germany relative to other major industrial
countries.

Inflation and the Credibility of Monetary Policy

Since 1975, monetary policy in Germany has followed a medium-term
orientation “with a view to keeping the value of money stable” (Deutsche
Bundesbank, 1988, p. 22). To this end, the Bundesbank adopted mone-
tary targeting in 1975. Underlying its medium-term approach to formulat-
ing monetary policy is the view that monetary growth is an important
determinant of nominal income growth and of the balance of payments in
the short term, but that its primary impact over the medium term is on
inflation and the nominal exchange rate. Consequently, a stable, medium-
term orientation for monetary policy provides credibility, lowers inflation-
ary expectations, reduces uncertainty, and contributes to a climate condu-
cive to capital formation.

A medium-term, anti-inflationary orientation for monetary policy was
also adopted during the 1970s by the United States, the United Kingdom,
Japan, France, Switzerland, and Italy. The outcomes of these policies in
terms of the inflation objective are reported in Table 1, which presents
the average annual inflation rates for these countries and Germany from
1970 to 1989 and for four subperiods. Germany experienced the lowest
average inflation rate among the seven, followed by Switzerland and
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countries that consider EMS membership, the main advantages of mem-
bership are associated with Germany’s reputation. Thus, according to the
Financial Times: “In place of money supply targetry, long since discredit-
ed, we would have that unflinching guardian of monetary rectitude, the
Bundesbank, standing as guarantor against Britain’s endemic propensity to
generate double-figure rates of inflation” (Financial Times, September 28,
1987).

In fact, the willingness of other EC countries to emulate Germany
illustrates precisely the argument made earlier regarding the factors that
influence international currency use, that is, that a low and stable inflation
rate supports internationalization. Other members of the Exchange Rate
Mechanism (ERM) of the EMS have effectively elected to use the deut-
sche mark as their numeraire by pegging their currencies to it. As Kenen
has observed: “By pegging their currencies to the German mark, they [the
members of the ERM] linked their monetary policies to those of the
Bundesbank and thus borrowed some of its credibility as an implacable
foe of inflation” (Kenen, 1988, pp. 18-19). A number of writers have even
characterized the ERM as a “deutsche mark zone” (see, e.g., Dornbusch,
1986).

Germany also derives benefits from participation in the Exchange Rate
Mechanism of the EMS. These include some retention of domestic
monetary independence (Melitz, 1988, p. 68) and decreased volatility of
the nominal exchange rate against the other EMS currencies (Ungerer et
al., 1986; Deutsche Bundesbank, 1988, pp. 13-14; Giavazzi and Giovan-
nini, 1989, pp. 197-198).5 Table 2 examines the volatility of nominal
effective rates for the same countries covered in Table 1. Over the 1975-
89 period, the deutsche mark’s volatility was the lowest among the seven
currencies. In real effective terms, moreover, the mark appreciated
slightly (9 percent) during that period and displayed much less volatility
than did real exchange rates for the U.S. dollar, pound sterling, and yen.

One can conclude from the above that (1) German monetary policy,
formulated in a medium-term context with the aim of controlling infla-
tion, has been relatively successful in achieving that objective, which has
enhanced the Bundesbank’s credibility; (2) the Bundesbank’s success in

5 Some writers have suggested that the ERM has resulted in a lower real exchange
rate for the deutsche mark than would otherwise have been the case. According to their
hypothesis, the tendency within the ERM to maintain stable nominal exchange rates
while inflation rates have not yet converged implies a trendwise real depreciation for the
deutsche mark (Melitz, 1988). Empirical support has not been provided for this hypothe-
sis, however.
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monetary measures, which led to more capital inflows, and so on.6 To
tighten its grip on domestic monetary conditions, the Bundesbank extend-
ed relatively firm control over the issue of deutsche-mark obligations in
the external bond market and international money market (Neumann,
1986, p. 110). During the early 1970s, moreover, the Bundesbank im-
posed higher minimum-reserve ratios on deposits owed to nonresidents
than on deposits owed to residents. Although the move to a flexible
exchange rate in 1973 increased the Bundesbank’s potential control over
domestic monetary conditions, the gain in control for Germany may have
been less than for other large developed countries, in view of the relative
openness of Germany’s economy (Table 3).7

German restrictions on capital movements were directed primarily at
inflows, which were relatively free compared with conditions in many
other countries; controls on capital outflows had been relaxed during the
1950s, with the emergence of current-account surpluses, steady increases
in external reserves, and the settlement of German external debts (Deut-
sche Bundesbank, 1985, p. 16). The most important restriction placed on
capital inflows involved a “gentlemen’s agreement” between the Bundes-
bank and the German banks in 1968. This agreement pertained to the
issuance of foreign deutsche-mark bonds, which had become increasingly
popular in the late 1960s. Because Germany’s capital market was still very
narrow, however, large issues of these bonds at times “had an adverse
effect on the [operation of] Germany’s capital market” (Deutsche Bundes-
bank, 1985, p. 14). A move by the Bundesbank to tighten monetary
conditions could, for example, be undermined to some degree by the
availability of credit in the Euromarket.

The gentlemen’s agreement stipulated that only German banks could
lead syndicates to issue bonds denominated in deutsche marks and that
the volume of issues would be subject to the approval of a central capital-
market committee (Thomas, 1987). Underlying the agreement was the
belief that German banks would be more apt to follow the advice of the
Bundesbank than would foreign banks (Neumann, 1986, pp. 109-110).
Foreign issuing houses and their German subsidiaries were allowed to

6 The example is from Goldstein, who notes that, “in February and March of 1973
alone, the Deutsche Bundesbank purchased $8.5 billion—only to succumb to floating
rates the next month” (1984, p. 21).

7 According to the theory of optimum currency areas, exchange-rate fluctuations
induce larger domestic price changes in more open economies, thereby complicating the
task of domestic stabilization policies and contributing to a preference for a stable
exchange rate. See, for example, Aschheim and Park (1976).
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view of the international role of the deutsche mark, Germany cannot shut
itself off from the trend which is now under way, since the deutsche mark
must remain competitive against [other] international investment curren-
cies” (Deutsche Bundesbank, 1985, p. 14). By the mid-1980s, moreover,
German financial markets had developed markedly and were better
insulated from external disturbances. Consequently, most restrictions on
the issuance of foreign deutsche-mark bonds have been lifted. The major
measures liberalizing capital imports are listed in the Appendix.

Although most restrictions on bond issues have been lifted—the main
remaining one being that deutsche-mark issues must be made in Ger-
many—German financial markets have lagged behind those in other large
financial centers, most notably London and New York, in several respects
(Storch, 1989). A turnover tax on all secondary-market dealings in bonds
and equities has prevented the establishment of a market in short-term
commercial paper and has encouraged the switching of secondary trading
in deutsche-mark paper to financial centers outside Germany (Thomas,
1987).8 This tax also discriminates in favor of public-sector bonds, which
are exempt, and has thus contributed to a narrow bond market dominated
by public-sector issues. Furthermore, the equity market is thin and
trading is narrow; the issuance of shares is said to be relatively expensive
for want of competition in underwriting activity; and private pension plans
are less active in the German stock market than in some other countries,
reflecting in part the comprehensive nature of the social security system.
Finally, because futures trading has not been allowed in Germany, futures
activity involving German firms has been directed to London and Paris
(Storch, 1989, p. 9).

Measures have been taken to enhance Germany’s competitiveness. It
was announced in late 1989 that the turnover tax would be revoked in
1991, and futures trading has been allowed in Frankfurt since early 1990.
Nevertheless, the fact that Germany has lagged behind other financial
centers has restricted its relative efficiency in international liquidity
transformation.

The 1970s and 1980s saw a sharp increase in the number of German
banks operating in foreign countries and in foreign banks operating in
Germany. The number of foreign subsidiaries and branches of German
banks rose from only 8 in 1970 to 186 in 1988, and the number of

8 Another factor that inhibited competitiveness for a time was a withholding tax on
interest income, including income earned by foreigners who could not take advantage of
exemptions under existing tax treaties. The withholding tax was announced in late 1987,
took effect from January 1989, but was abolished as of July 1989.
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branches of foreign banks operating in Germany rose from 25 in 1970 to
58 in 1988 (Deutsche Bundesbank, 1988).

Initially, the internationalization of German banks involved the estab-
lishment of consortium banks (joint ventures with foreign banks), which
afforded the opportunity of going international with limited investment.
Conflicts among member banks over the consortium’s policies, however,
led to increased use of foreign branches and subsidiaries as vehicles for
internationalization.

Several other developments contributed to the internationalization of
German banking. First, the expansion of German exports created a
situation in which “the larger export companies and their foreign affiliates
had a demand for a service and financial assistance which in principle
could be more cheaply provided by their German bankers, [for] the latter
had an information-cost advantage over foreign banks” (Neumann, 1986,
p. 76). Second, the emergence of the Eurodollar market posed a competi-
tive threat to the German banks and contributed to their expansion into
foreign financial centers. Similarly, the lifting of restrictions on foreign
branches operating in Germany, including the prohibitions on interest
payments to foreign depositors and on sales of domestic money-market
paper to nonresidents, was conducive to the increased presence of foreign
banks in Germany (Neumann, 1986, pp. 75-81).

Changes in Foreign Trade

Data pertaining to trade patterns during the 1980s are reported in Tables
4, 5, and 6. Table 4 shows that export-market shares rose substantially for
Germany and Japan and slightly for the United States, but remained the
same for France and declined for the United Kingdom. Because a
country’s share in world exports has been found to be an important
determinant of invoicing behavior, the potential of the deutsche mark as
an invoicing vehicle appears to have been enhanced during the 1980s.

Another factor influencing invoicing practices is the extent of trade with
developing countries. Table 4 reports two factors that would indicate a
smaller use of the deutsche mark as an invoicing vehicle in the absence of
Germany’s growing share of total world trade. First, Germany’s share of
developing-country markets declined between 1980 and 1989, whereas
Japan’s share rose. Second, the United States remains the world’s largest
exporter to developing countries.

Table 5 reports data on the direction of trade for the same set of
countries, expressed as shares of each country’s total exports and imports.
In all instances, both exports to and imports from developing countries
declined. In 1988 and 1989, moreover, Germany’s export and import
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(3) Germany’s share of merchandise exports to the world has increased.
Some of these developments have also been characteristic of other
countries. Japan and Switzerland, for example, have experienced relatively
low inflation rates and inflation variability, and Japan has implemented
wide-ranging financial-market deregulation in recent years. Furthermore,
the competitiveness of the German financial system remains restricted in
several ways. There is no market for short-term commercial paper; the
equity market is extremely narrow; and futures trading has lagged behind
developments in other major financial centers. Finally, although the
proportion of Germany’s exports consisting of differentiated manufactured
products has risen, increases were also registered by the United States
and Japan.

4 Recent Trends

To understand how the various determining factors have combined to
influence the actual internationalization of the deutsche mark, we should
examine data on the use of the mark as a medium of exchange, unit of
account, and store of value.

Currency-Invoicing Patterns

The currency-invoicing patterns of German exports and imports from
1980 to 1988 are shown in Table 7. There has been little change in the
currency denomination of Germany’s exports, approximately 82 percent of
which remain invoiced in deutsche marks. There has been a nearly 10-
percent rise, however, in the share of German imports denominated in
deutsche marks over the same period; this increase has been mainly at the
expense of imports denominated in U.S. dollars.

Several points are worth making in this regard. First, the declining
proportion of German imports from developing countries implies a
corresponding increase in the share of imports denominated in deutsche
marks, to the extent that developing-country exports (i.e., mainly primary
products) are denominated in U.S. dollars. The decline in imports in-
voiced in U.S. dollars is at least partly explainable by this fact. Second, the
redirection of German trade has raised the proportion of trade with
European countries; about 70 percent of German imports were from EC
countries in 1988, compared with 62 percent in 1980.9 Because EC
countries have invoiced a growing proportion of their exports in deutsche

9 Data Resources (1990).
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External deutsche-mark claims held by foreigners also rose between
1980 and 1986 but at a slower rate than claims held in Germany. In 1980,
total external claims (Euromarket claims and external deutsche-mark
bonds) were about one and one-half times foreign claims held in Germa-
ny; by 1986, foreign claims held in Germany had surpassed external
claims. This development is also explained in part by the liberalization
measures introduced in 1984 and 1985; there was a substitution of deut-
sche-mark investments in Germany for the holding of external deutsche-
mark claims.

Announcement of the withholding tax in the fourth quarter of 1987
worked to reverse this substitution. External deutsche-mark claims held
by foreigners rose by 17 percent in 1987, whereas foreign claims held in
Germany declined.14 Similarly, foreigners’ net purchases of domestic
bonds fell from DM 59.1 billion in 1986 to DM 35.0 billion in 1987.
Lipschitz et al. (1989, p. 48) have noted that the major part of the pro-
posed withholding tax was reflected in the relative yields of foreign and
domestic deutsche-mark bonds. The tax decreased the demand for do-
mestic instruments, thereby lowering their prices and raising their yields.
The average yield on German public-authority bonds was more than
50 basis points lower than the average yield on issues by foreign public
bodies in the first nine months of 1987; this differential disappeared
almost entirely following the announcement of the withholding tax, and,
by August 1988, foreign issues were trading at yields about 25 points
lower than German issues. Similarly, net purchases of domestic bonds by
foreigners fell from DM 59.1 billion in 1986 to DM 35.0 billion in 1987.

Announcement of the abolition of the withholding tax in April 1989
contributed to a sharp increase in foreign deutsche-mark claims held in
Germany during the first half of 1989, but external deutsche-mark claims
also rose. In the period from 1980 through the first half of 1989, foreign-
ers’ deutsche-mark claims in Germany increased by over 180 percent, and
those held externally rose by 125 percent.

Table 12 also shows that foreigners’ deutsche-mark claims in Germany
have been predominantly long term, and that the share of long-term
claims rose during the 1980s. This reflects, in part, Germany’s compar-
ative disadvantage in providing short-term financial instruments, a position

14 Although the announcement of the withholding tax did not occur until the fourth
quarter, it had a marked impact on foreign claims held in Germany. They rose from
DM 508 billion in December 1986 to DM 539 billion in June 1987 but fell to DM 497
billion in December 1987.
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for EC countries show a more striking rise in the share of the deutsche
mark (11.4 percentage points); this rise was at the expense of U.S. dollar.

5 Conclusions

This paper has examined conditions affecting the international use of a
currency, reviewed recent developments affecting use of the deutsche
mark, and presented data on the internationalization of the deutsche mark
during the 1980s.

Theoretical considerations indicate that several factors combine to
advance the internationalization of a currency: (1) a relatively low rate of
inflation and low inflation variability (predominantly the result of credible
government policies) and a relatively stable external value; (2) open, deep,
and broad financial markets; and (3) the share a country has of world
exports and the composition of its trade, that is, the share of differentiated
manufactured goods in its exports and, to a lesser extent, the share of
developing countries in its trade. Recent developments presage an ex-
panding role for the deutsche mark, and the data corroborate this expec-
tation. They show that the world has been moving to a multicurrency
monetary system and that the deutsche mark is emerging as a key currency
in that system. They also show that the expanding international role of the
deutsche mark has stemmed in substantial measure from its importance as
a key currency in Europe. The increase in deutsche-mark invoicing by
European countries has more than offset any lessening of invoicing in
deutsche marks that must have resulted from the declining share of
Germany’s trade with developing countries. Furthermore, there has been
a striking increase in the use of the deutsche mark for intervention within
the EMS. Indeed, German monetary policy has led to the use of the
deutsche mark as the effective currency peg in the EMS. There has also
been an increase in European use of the deutsche mark as a reserve asset.

Given the deutsche mark’s role as the key currency in Europe, the
economic and monetary integration of both Germany and Europe is likely
to enhance its position as an international currency. German unification
should contribute to wider use of the deutsche mark, provided it does not
undermine its internal value.15 European integration may, however,

15 Remarks by Bundesbank president Karl Otto Pöhl in March 1991 calling unification
a “disaster” are indicative of a bumpy road ahead. Mr. Pöhl’s comments reflected
concerns following the Bundesbank’s announcement that pan-German money supply (M-
3) was 19.5 percent higher in January 1991 than M-3 had been in the former West
Germany in January 1990.
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culminate in the creation of a European central bank and the use of a
new, single, European currency, the European Currency Unit (ECU).
The introduction of the ECU would have several advantages over a
system of national monies linked by fixed exchange rates, including the
elimination of transaction costs and exchange-rate risk and the attainment
of complete financial-market integration. If European union does proceed
in that direction, it seems reasonable to infer that the reputation of the
deutsche mark will give credibility to the new currency.

35



APPENDIX

MEASURES FOR CONTROLLING CAPITAL INFLOWS INTO GERMANY, 1970-89

Date Measure

May 1971 Reintroduction, at the beginning of the “dollar crisis,” of the autho-
rization requirement for nonresident purchases of domestic money-
market paper and for the payment of interest on foreign deposits with
domestic banks.

March 1972 Introduction of the cash-deposit requirement for borrowings abroad.
Exceptions for credits in connection with the use of customary terms of
payment and in relation to specific goods and services supplied. Cash-
deposit ratio initially at 40 percent, with an exemption limit of DM 2
million.

June 1972 Introduction of the authorization requirement for nonresident purchases
of domestic bonds from residents.

July 1972 Raising of the cash-deposit ratio to 50 percent and reduction of the
cash-deposit exemption limit to DM 500,000.

January 1973 Reduction of the cash-deposit exemption limit to DM 50,000.

February 1973 Extension of the authorization requirement to nonresident purchases of
equities. Introduction of the authorization requirement for residents
borrowing abroad.

June 1973 Introduction of the authorization requirement for the assignment of
domestic claims to nonresidents.

February 1974 Reduction of the cash-deposit ratio to 20 percent and raising of the
cash-deposit exemption limit to DM 100,000. Restriction of the autho-
rization requirement regarding nonresident purchases of domestic
securities to bonds with (remaining) maturities of up to four years.
Removal of the authorization requirement for residents borrowing
abroad.

September 1974 Removal of the cash-deposit requirement and the authorization require-
ment for the assignment of domestic claims to nonresidents.

September 1975 Removal of the authorization requirement for the payment of interest on
foreign deposits with domestic banks and further relaxation of the
authorization requirement for nonresident purchases of domestic bonds.

March 1980 Assignment allowed of official borrowers’ notes to nonresidents. Autho-
rizations for nonresident purchases of domestic bonds with (remaining)
maturities of more than two years normally granted.
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November 1980 Authorizations for nonresident purchases of domestic bonds with (re-
maining) maturities of more than one year normally granted.

March 1981 Nonresident purchases of any domestic bonds and money-market paper
normally approved.

August 1981 Removal of all remaining authorization restrictions on nonresident
purchases of domestic bonds and money-market paper.

December 1984 Introduction of act, retroactive to August 1984, governing the abolition
of coupon tax on interest received by nonresidents from domestic bonds.

May 1985 Permission, effective from May 1, for resident foreign-owned banks to
lead-manage issues of foreign DM bonds, subject to granting of similar
privileges to German-owned banks resident in the home countries of the
foreign banks in question.

May 1985 Introduction of zero-coupon bonds, floating-rate notes, and swap-related
bonds in the capital market permitted by the Bundesbank.

May 1986 Admission of foreign banks to an enlarged Federal Bond Consortium
(with government, helps supervise new bond issues). Required reserves
of most foreign-currency liabilities to nonresidents abolished.

July 1989 Across-the-board reduction of minimum maturities to two years for
public offerings and public placements allowed by the Bundesbank.

SOURCE: Deutsche Bundesbank, Monthly Report, various issues.
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