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Crashing currencies hurt. They make
imports more expensive, cutting into

household budgets and raising businesses’
costs. But economics has long held that
this pain brings with it its own salve. More
expensive imports should drive new de-
mand for home-made replacements and
thus for the workers who make them, gee-
ing up the economy. What is more, a deval-
ued currency means exports are suddenly
cheaper to buyers abroad. That, too, should
boost demand. When the value of the Co-
lombian peso collapsed in the summer of
2014, it was on the basis of these assump-
tions that the country’s finance minister
greeted the fall as “a blessing in disguise”. 

It wasn’t. There were, the imf opined in
a subsequent report, a number of reasons
for this, many specific to Colombia. But
one problem was a factor which is embed-
ded in the machinery of today’s interna-
tional commerce. Colombia does not trade
in pesos. It trades almost exclusively in

dollars; 98% of its exports are invoiced in
them. This is an extreme example of a gen-
eral point. The amount of trade carried out
in American dollars vastly exceeds the
amount that America imports and exports.
Although that may seem like a detail of
book-keeping, it matters a lot. A growing
body of evidence suggests that the dollar’s
prominence in trade undermines the ad-
vantages which flexible exchange rates are
meant to offer. And when the dollar

strengthens, global trade tends to contract.
For decades, economists’ thinking

about trade and currencies was summar-
ised in a model created in the 1960s by two
researchers at the imf, Robert Mundell and
J. Marcus Fleming. They assumed no spe-
cial role for any dominant currency, but
rather that traders would agree on prices in
the exporter’s currency. A Colombian de-
valuation, say, would immediately turn
peso-priced batteries into bargains abroad,
encouraging foreign buyers to scoop up
more of them. Meanwhile shoppers in Bo-
gotá wanting to buy Brazilian t-shirts
would resent being made to fork out more
pesos to cover the price fixed in real.

This simplifying assumption was po-
tentially consequential. As early as 1947,
Joan Robinson of the University of Cam-
bridge noted that the currency companies
used for invoicing could mute the expendi-
ture-switching effect. If the prices of Co-
lombian exports were in dollars, not pesos,
a devaluation would leave prices faced by
American importers—and their demand—
unaffected. But though that might matter
in principle, did it matter much in practice? 

In 1973 Sven Grassman of the Institute
for International Economic Studies used
Swedish data to answer in the negative. He
found that in 1968 around two-thirds of
Swedish trade had been indeed invoiced in
the currency of the exporter. This “funda-
mental symmetry in international pay-
ment patterns” became known as “Grass-
man’s Law”. Swedish exports to America,
which were mostly invoiced in dollars not
kronor, were written off as the exception.
That suggested that Mundell and Fleming
were right. 

Over the next decades more data further
supported Grassman’s Law—always with
the same American exception. But by the
1990s some researchers were beginning to
doubt its validity. Their main argument
was that the actual prices of goods did not
vary as much or as quickly as would be ex-
pected if payments were in fact symmetri-
cal. Grassman’s Law said that the price of
Brazilian t-shirts in Colombian markets
should vary with the peso-real exchange
rate, for example. But such prices were in
fact much stickier. 

In the mid-2000s Linda Goldberg and
Cedric Tille of the Federal Reserve Bank of
New York compiled data describing 24
countries in the late 1990s and early 2000s.
This confirmed that Grassman’s Law was
wrong: exports were not generally priced in
the currency of the country they came
from. In 2001, for example, they found that
South Korea invoiced 82% of its imports in
dollars, despite only 16% of its imports
coming from America.

Other work confirmed and updated
their findings: the dollar has a huge role as
a “vehicle currency” in which to invoice 
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2 transactions to which no Americans are
party, particularly in developing countries
(see chart). Gita Gopinath of the imf has
compiled data covering just over half of
world trade to show that the dollar’s share
of invoicing was 4.7 times larger than
America’s share of the value of imports,
and triple its share of world exports. An-
other imf study showed that the dollar’s
share has not decreased in step with Amer-
ica’s declining share of overall trade. 

The euro’s creators had hoped that it
might supplant the dollar’s status. But even
though almost half of trade is invoiced in
euros, that is mostly because of how much
trade involves countries that use the cur-
rency. Between 1999 and 2014 euro-denom-
inated trade was only around 1.2 times the
euro zone’s share of global imports. 

Other would-be challengers appear to
have failed even more miserably. Scant
Chinese data suggest that in 2013 only 17%
of Chinese trade was settled in renminbi,
and in 2012 only around half of such settle-
ments were invoiced in renminbi. In order
to avoid financial sanctions, Russia has re-
cently shifted away from the dollar when
paying for imports from China. But the
euro, not the renminbi, benefited most.

A lack of historical data makes it impos-
sible to say whether Grassman’s Law held
in the 1970s and has since weakened or
whether it was the always an artefact of in-
sufficient data. Whichever is true, econo-
mists busied themselves trying to work out
why exporters used dominant currencies. 

One suggestion is that using the same
vehicle currency when setting prices for a
certain market lets companies avoid erratic
price movements relative to their compet-
itors. Ms Goldberg and Mr Tille offered
some support for this when they showed
that dollar invoicing was more common in
markets, such as precious metals, where
competition is cut-throat. Another sugges-
tion is that the rise of global supply chains
saw more exporters importing some in-
puts. Invoicing imports and exports in the
same currency would preserve their profit
margins in the event of a devaluation.

The arguments for a vehicle currency do
not necessarily mean that that currency
has to be the dollar. But why would it not
be? The dollar already dominates the finan-
cial world. Central banks stash 58% of their
official foreign-exchange reserves in it. It is
the global currency of choice when issuing
securities. Banks use it for around half of
their cross-border claims. According to
swift, a payments system, it is used in
two-fifths of international payments. 

Indeed the worlds of finance and trade
are intertwined. Exporters borrowing in
dollars will want to price their foreign sales
in the same currency, to protect against a
sudden devaluation which would increase
the value of their debt. Assets denominated
in dollars offer their owners more security,

because they will hold their value relative
to imports priced in dollars. 

Having established the importance of
dollar dominance for global trade, econo-
mists updated their understanding of ex-
change-rate gyrations. In America sticky
prices set in dollars mean the demand for
imports is impervious to exchange-rate
shocks. A Colombian light aircraft priced at
$50,000 will cost the same when the dollar
is worth 3,000 pesos as when it is worth
4,000. The change will eventually have an
effect—but it will be partial, and slow. One
study has found that two years after an ex-
change-rate shift only 44% of its effect
would be seen in prices in America. Anoth-
er found that just as prices did not change
much, neither did the volumes importers
chose to buy. After a 1% dollar depreciation,
they found that the volume of imports into
America fell by a measly 0.003%. 

Money, money, money
All this allows America to enjoy what Ms
Gopinath describes as a “privileged insu-
larity”. Its adjustment to a dollar deprecia-
tion happens almost entirely through ex-
ports, which immediately become cheaper
in foreign markets. Devaluations against
the dollar in other countries, by contrast,
see them suffer. It becomes harder to afford
imports while they don’t get the added ex-
port oomph the old models suggested. Ex-
porters’ dollar earnings will be worth more
in local currency, which might tempt some
of them to expand. But that takes time. And
the benefits are often offset by the higher
cost of imported inputs.

Around the world invoicing imports in
dollars means that it is devaluations
against the greenback, rather than against
the currency of the country you are trading
with, that count. Emine Boz of the imf, Ms
Gopinath and Mikkel Plagborg-Muller of
Princeton University found that prices of
imported goods were relatively unrespon-
sive to bilateral exchange-rate movements.
Over short-term horizons they were six

times more sensitive to the dollar ex-
change rate. The price of Brazilian-made
football shirts in Mexico will stay the same
if the peso depreciates relative to the real,
but not relative to the dollar. If the peso
drops with respect to the dollar, though,
those shirts will become less affordable
and may no longer be sold. 

During the East Asian crisis of 1997-99
South Korea, Malaysia and Thailand all ex-
perienced currency depreciations of at
least 60% relative to the dollar—and saw
their export volumes stagnate or fall. With
prices set in dollars devaluations did noth-
ing for their export competitiveness within
the region. And demand for imports from
elsewhere in the region—also priced in
dollars—plunged. Ms Boz and her co-au-
thors have found that, after accounting for
the business cycle, a 1% appreciation in the
value of the dollar translates into a 0.6%
decrease in the volume of trade between
countries in the rest of the world. 

Dollar dominance means trade is vul-
nerable to the global financial cycle, too. A
study by Valentina Bruno and Hyun Song
Shin of the Bank for International Settle-
ments found that a dollar appreciation
leads banks reliant on dollar funding to
shrink their credit supply. Companies reli-
ant on those banks—and their dollar-de-
nominated financing of trade—then slow
their exports, an effect particularly marked
in companies with longer supply chains.
Trade is a finance-hungry business. 

Policymakers around the world yearn to
be free of the dollar’s grip. That seems un-
likely. The dollar’s dominance is the pro-
duct of millions of individual decisions,
each seemingly optimal, which in concert
lead to collective problems. Each dip in the
dollar’s value leads to a rush of wishful
chatter about the dollar’s demise, but for
long as these optimisations continue to
make sense it is hard to see how that wish
can come true. At least, though, for a while,
the chatter-inducing weakness will pro-
vide a fillip to trade. 7
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Source: “Patterns in Invoicing Currency in Global Trade” by Boz et al., IMF working paper (2020)
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