
The U.S. Dollar and Its Role in the 
Global Economy
Kelly Jernigan, CFA®, Portfolio Manager Team Leader, discusses whether the dollar is losing 
its dominance on the world stage, and how it could impact investors

How did the dollar become the world’s 
reserve currency?
For more than a century, the U.S. dollar (USD) has 
played a dominant role in the global economy. Through 
two world wars, the Great Depression, the Cold War 
and the evolution of the U.S. from a goods producing 
economy to a service-oriented one, the influence of the 
USD has grown to become the world’s reserve currency. 

Two transformational events fueled this ascendancy.

The first event occurred during World War II. In 1944, 
delegates from 44 nations gathered to set up a new 
international monetary system. This new system, 
named Bretton Woods system, drew from lessons 
learned during prior gold standards and the experience 
of the Great Depression. The Bretton Woods system 
established the USD — backed by gold — as the 
universal standard for currency exchange. Countries 
agreed to keep their currencies tied to the USD and 
the USD was fixed to gold at $35 an ounce. Bretton 
Woods was an unprecedented cooperative effort 
to provide currency stability and promote global 
economic growth. By 1971, there were more dollars 
held overseas than the value of U.S. gold reserves. As 
a result, Richard Nixon stopped the USD convertibility 
into gold effectively ending the Bretton Woods system. 
Still the USD remained the reserve currency.1

The other event was the post-WW II growth of the 
U.S. economy. After 1945, the U.S. was the world’s 
largest economy, representing about half of the global 
Gross Domestic Product (GDP) output. By 1960, 
Western European and Japan’s economic recovery 
had trimmed U.S. economic output to about 40% 
of global GDP. Fast forward to 2020 and the U.S. 
comprised about 25% of world GDP (see chart.)

Much of the reduction for the past 60 years is 
because other economies have grown faster 
than the U.S. economy. Although our share of the 
global economy is lower than before, it is still very 
significant. Many countries continue to use the 
dollar because the dollar is backed by the U.S. 
government, making the dollar stable and safe.
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Why are dollars held overseas?
The USD as a reserve currency is held by foreign 
central banks and major financial institutions to use 
in international transactions, to pay for international 
debt or to support their domestic exchange rate. There 
are several factors that determine if a currency will 
be used for reserves. These include the size of the 
domestic economy, the importance of the economy 
in international trade and the size, depth and 
openness of its financial markets.2 When countries 
trade with one another and investors buy foreign 
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securities, they take on currency risk, or that the 
value of goods and services traded will change with 
the value of the currencies involved in the trade.

Holding a reserve currency can help protect a country’s 
financial system from the currency risk volatility and 

inflation of its own currency. According to the following 
chart on foreign currency reserves, the USD comprised 
58.4% of allocated currency reserves followed by the euro 
at 20.5%, the Japanese yen at 5.6%, the British pound at 
5.0%, and China’s renminbi at 2.7% at the end of 2022.

THE USD’S DOMINANCE: A breakdown of foreign exchange reserves
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Source: Currency Composition of Official Foreign Exchange Reserves, Commerce Trust

How does the U.S. benefit from the role of 
the dollar as the global currency?
One of the benefits from having the dollar as the 
global reserve currency is the U.S. does not have 
as much exchange rate risk as other countries. The 
USD’s role allows the U.S. to get a higher return on 
our foreign assets and a lower payment on our foreign 
debt. Basically, we get to borrow at a cheaper rate, 
and it costs us less to spend overseas. We import 
more than we export and consume more than we 
produce, which increases our standard of living.

What are the challenges to the dollar?
The dollar is still the world’s reserve currency because 
of the safety, security, and depth of the U.S. markets. 
The dominance of the dollar is based on the belief 
the U.S. will pay its obligations. If the U.S. were to 
default on its Treasury bonds, the perception of 

the USD’s safety and security would be damaged. 
This would have a substantial impact by causing 
other countries to move away from the dollar.

A smaller impact on dollar dominance is use of 
economic sanctions by the U.S. as a diplomatic tool. 
When a country, such as Russia, has come under 
sanctions it may move away from the dollar as a reserve 
currency. Another factor is as other economies grow 
faster, the dollar will not be as dominate in global 
trade. These two factors may slowly erode the dollar’s 
dominance, but it does not mean another currency will 
replace the dollar as the world’s reserve currency.

Is the dominant role of the dollar in the global 
economy ending?
The USD remains the world’s reserve currency, providing 
relative stability and safety compared to other currencies. 
The dollar also supports global trade through its role 
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in banking and its ease of use. The large supply of U.S. 
Treasuries also helps to preserve the USD’s dominant 
role.

Currently, there is no alternative to the dollar as the 
reserve currency. Two candidates, the euro and China’s 
renminbi, sometimes referred to as the yuan, face 
substantial challenges.

The euro doesn’t have the safety and depth of the  
USD. The euro zone has not completed its central 
banking union and needs a deeper and more liquid 
capital market to make the euro more attractive as a  
global currency.3 During the Great Recession in 2009, 
 the euro almost ceased to function as a currency. 
The euro faces additional pressures, which include 
lingering trade and economic issues from the 
United Kingdom’s 2019 exit from the European 
Union, as well as the Russia and Ukraine conflict.4

The Chinese renminbi has several headwinds to 
becoming a reserve currency. While 70 central banks 
hold the renminbi in reserve, it is the fifth-ranked 
currency based on total global holdings. During  the first 
half of 2022, only 2% of global import and  export 
contracts were denominated or settled in renminbi. By 
comparison, the USD accounts for about 75% of world 
trade contracts and settlements. Lastly, China's

communist government would have to relax its need for 
control to allow open and flexible financial markets to 
support a global reserve currency.5

Will Central Bank Digital Currencies replace 
the dollar?
It is very early days for Central Bank Digital Currency 
(CBDC), which are both issued by a central bank and 
are a liability of the central bank. Basically, the Fed 
would issue digital currency and you would keep it at 
the Fed, not at a bank like Commerce. China has 
launched a pilot program, but its program, e-CNY, has 
had slow uptake. The reason is that Alipay and WeChat 
Pay already work well, so many retailers cannot be 
bothered with e-CNY.6 In countries with advanced 
payment and banking systems, it appears digital 
currencies are not needed and any advantage in 
transactions and settlements can happen in the 
existing systems.

We expect debate about the role of the USD to 
continue. While the role of the dollar is evolving, 
we believe it will remain the world’s primary 
reserve currency for the foreseeable future.
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