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Over the past eight decades, the status of the 
United States as an economic and geopolitical 
superpower and the role of the US dollar as the 
world’s dominant currency have reinforced each 
other. As a synonym for the dollar’s preeminent 
role in international currency transactions and 
foreign reserve holdings, dollar dominance has 
long been associated with the United States’ 
exorbitant privilege to finance large fiscal and 
current account deficits at low interest rates. 
This has helped the United States run a large 
defense budget and conduct extensive milita-
ry operations abroad. In turn, the United States 
has used its military capabilities to support the 
free flow of goods and capital across the globe, 
boosting global growth while providing investors 
with confidence that investments in US finan-
cial instruments are secure. This virtuous cycle 
contributed to the long-lasting stability of the 
post-World War II international order, leading to a 
sustained rise in economic welfare in the United 
States and around the world.

As the size of the US economy relative to the 
rest of the world continues to shrink, this dyna-
mic may begin to be turned on its head.1 Main-
taining a global military presence would be har-
der to finance in the future if the US dollar were 
to lose its dominant reserve position, reversing 
the virtuous cycle and precipitating a US loss in 
global influence. This is one of the reasons why 
strategic competitors, such as China and Rus-
sia, currently work toward a “dedollarization” 
of their economic relations and global financial 
flows more broadly. Although last year’s BRICS 
summit failed to make progress on an alternative 
financial order, China and Russia are set on un-

1.	 Gross domestic product at purchasing power parity (PPP) reflects differences in international price levels 
and offers the best concept to compare economic output and living standards across countries. Accor-
ding to this measure, the global share of US GDP has declined from 20 percent in 2000 to 15 percent in 
2024. See, e.g., IMF Datamapper, https://www.imf.org/external/datamapper/PPPSH@WEO/OEMDC/AD-
VEC/WEOWORLD/USA.

2.	 The BRICS grouping has expanded beyond its core nations of Brazil, Russia, India, China, and South 
Africa. The ten non-Western nations in the coalition “now comprise more than a quarter of the global 
economy and almost half of the world’s population”; see Mariel Ferragamo, “What Is the BRICS Group and 
Why Is It Expanding?,” Council of Foreign Relations, December 12, 2024, https://www.cfr.org/backgroun-
der/what-brics-group-and-why-it-expanding.

3.	 Daniel McDowell and David Steinberg, “Do Americans want a Mar-a-Lago Accord?,” Atlantic Council, April 
2, 2025, https://www.atlanticcouncil.org/blogs/new-atlanticist/do-americans-want-a-mar-a-lago-accord/. 

dermining the leading role of the dollar, limiting 
the United States’ ability to impose sanctions, 
and making it more costly to service its debt and 
finance a large defense budget.2

There is currently no other currency (or arran-
gement of currencies) that could challenge the 
US dollar’s preeminence, however. Even a smal-
ler role of the dollar in global trade transactions 
would not immediately challenge its reserve cur-
rency status, given the lack of investment alter-
natives in other currencies at a scale comparable 
to US markets. The dollar has also benefited from 
strong global network effects that would be diffi-
cult to replace (that is, the costs for any country to 
divest into other currencies remain prohibitively 
high unless other countries do the same). Never-
theless, the tariff measures recently announced 
by the Trump administration could lead to a de-
cline in the global use of the dollar, especially if 
they were accompanied by a decline of trust in 
the United States as a safe and liquid destination 
for global financial assets. Similarly, a  proposal 
by the current chair of the Council of Economic 
Advisers to use tariffs as leverage for negotiating 
favorable exchange rate parities with US trade 
partners and to restructure their US Treasury hol-
dings into one-hundred-year bonds—a so-called 
Mar-a-Lago Accord—would deliberately weaken 
the dollar to support domestic manufacturing. 
This could further erode the currency’s global 
dominance.3 Both scenarios would involve high 
costs to the world economy, including for the 
United States. More fragmented markets and 
higher financial volatility would be associated 
with income losses and higher inflation. Facing 
higher borrowing costs, the United States would 
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https://www.imf.org/external/datamapper/PPPSH@WEO/OEMDC/ADVEC/WEOWORLD/USA
https://www.imf.org/external/datamapper/PPPSH@WEO/OEMDC/ADVEC/WEOWORLD/USA
https://www.cfr.org/backgrounder/what-brics-group-and-why-it-expanding
https://www.cfr.org/backgrounder/what-brics-group-and-why-it-expanding
https://www.atlanticcouncil.org/blogs/new-atlanticist/do-americans-want-a-mar-a-lago-accord/
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be forced to make difficult spending decisions 
between its military budget, social welfare pro-
grams, and other priorities. Its global leadership 
role would decline, allowing strategic antago-
nists to benefit from any vacuum that a smaller 
US role would leave behind.

It is therefore vital to US national security that 
the dollar retain its role at the center of global 
trade and financial networks. This paper pro-
poses ways for the United States to maintain the 
attractiveness of dollar-denominated assets for 
foreign investors, arguing for a speedy resolu-

tion of tariff disputes that have a strong potential 
to weaken its global standing. It underscores the 
need to compensate for a relative decline in US 
economic and military capabilities with strong al-
liances, which would deny China and other au-
tocratic states a strategic opportunity to weaken 
the United States’ influence on the world stage 
and the exorbitant privilege that the dollar’s role 
as the global reserve currency still confers. 

A cargo ship docked at an industrial port in Hong Kong alongside shipping containers.  
Source: Unsplash/Timelab.
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STRATEGIC CONTEXT
For the past eighty years, the United States’ eco-
nomic and geopolitical preeminence and the role 
of the US dollar as the world’s dominant curren-
cy have contributed to a vast increase in global 
trade and capital flows. The “exorbitant privile-
ge” to finance large fiscal and current account 
deficits at low interest rates helped the United 
States maintain its large geopolitical footprint, 
which contributed to the stability of the environ-
ment fostering global commerce and investment. 
However, as the center of the world’s population 
and economic activity has been shifting toward 
Asia and Africa, the virtuous cycle supporting the 
US-led global architecture threatens to come to 
an end, giving way to greater economic and geo-
political volatility.

The exorbitant privilege
The US dollar’s rise as a global reserve curren-
cy dates back to about a century ago, when the 
British empire was in decline after World War I. 
The United States had become the world’s agri-
cultural and manufacturing powerhouse, its lar-
gest trading nation, and a major source of foreign 
capital around the globe. It was natural for the 
dollar to also become one of the major curren-
cies used for international transactions, and it 
eventually started to replace the pound as cen-
tral banks began to hold larger shares of their 
reserves in dollars in the late 1920s. The transfer 
was backed by the economic dynamism of the 
world’s richest democracy and, after 1945, its mi-
ght as a victorious military power.

In the early years after World War II, the dollar 
was the anchor for the Bretton Woods system of 
fixed exchange rates, established on a US pro-
mise to exchange dollars for gold at a fixed pa-
rity. It became increasingly clear, however, that 
the gold-based system was not adequate for a 

4.	 Barry Eichengreen, Exorbitant Privilege: The Rise and Fall of the Dollar and the Future of the International 
Monetary System (Oxford: Oxford University Press, 2011).

5.	 Carol Bertaut, Bastian von Beschwitz, and Stephanie Curcuru, “The International Role of the US Dollar,” 
Post-COVID Edition, FEDS Notes, Board of Governors of the Federal Reserve System, June 23, 2023, 
https://doi.org/10.17016/2380-7172.3334.

6.	 United Nations Conference on Trade and Development, World Investment Report 2024: Investment 
Facilitation and Digital Government, UNCTAD, 2024, 9, https://unctad.org/system/files/official-document/
wir2024_en.pdf.

fast-growing global economy that underwent 
a gradual liberalization of capital flows. In the 
meantime, French government officials accused 
the United States of exploiting the status of the 
dollar to run up large fiscal deficits (driven by the 
costs of the Vietnam war), a phenomenon they 
dubbed the “exorbitant privilege.”4 However, 
when the United States under President Nixon 
decided to take the dollar off its gold parity in 
1971, this did not provoke a major flight away from 
the US dollar—on the contrary, the dollar itself 
had by then become the anchor for the global 
financial system.

Today, more than fifty years after the “Nixon 
shock,” the United States still benefits from the 
dollar’s leading role in the global economy, even 
as the relative size of the US economy has shrunk. 
Until recently, dollar payments accounted for 96 
percent of trade in the Americas, 74 percent in 
the Asia-Pacific region, and 79 percent in the rest 
of the world outside Europe. About 60 percent 
of global official foreign reserves were held in 
dollars, and about 60 percent of international 
currency claims (primarily loans) and liabilities 
(deposits) were denominated in dollars.5 The 
United States was the world’s largest investment 
destination, with foreign direct investment (FDI) 
totaling $12.8  trillion. Inward FDI flows have in-
creased five-fold in the last three decades with 
$311 billion in new investment in 2023 (see Fi-
gures 1 and 2).6

In an era of floating exchange rates and libera-
lized capital markets, one should nevertheless 
be realistic about the benefits the dollar’s status 
as a reserve currency. It is true that the United 
States can borrow exclusively in its own curren-
cy; it also enjoys somewhat lower interest costs 
because other countries’ official reserves are 
being invested in US Treasury securities; and 

https://doi.org/10.17016/2380-7172.3334
https://unctad.org/system/files/official-document/wir2024_en.pdf
https://unctad.org/system/files/official-document/wir2024_en.pdf
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Figure 1: Inflows of foreign direct investment (FDI) to the United States were the same in 2000 
and in 2023 (in millions of dollars)
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Source: World Bank data, 2025, https://data.worldbank.org/indicator/BX.KLT.DINV.
CD.WD?end=2023&locations=US&start=2000&view=chart.

it generates seigniorage income from dollars 
being held abroad. But real interest rates among 
the advanced economies have moved broadly 
in tandem in recent years, and estimates for the 
interest savings on US treasury bonds due to the 
US dollar’s reserve currency status amounted to 
some 10 to 30 basis points at best.7 The exorbi-
tant privilege therefore seems to lie mostly in the 
volume of debt the US government can borrow 
without incurring higher interest rates. One re-
cent estimate, for example, suggests that the re-
serve currency status of the US dollar increases 
the sustainable level of US government debt by 
22 percent.8

US deficit financing
The large size of the US economy and demand 
for US government securities have made US fi-
nancial markets the deepest and most liquid 
markets in the world, with about $27.4 trillion 

7.	 Robert Armstrong and Aiden Reiter, “Barry Eichengreen: ‘The Fed Is Operating in a Fog of Uncertainty,’” 
Financial Times, August 9, 2024. https://www.ft.com/content/54135f98-fa81-4c1f-97ed-6ca0366cb022.

8.	 This means that, for example, if the United States could sustain a maximum public debt level of, say, 200 
percent of GDP, the loss of dollar dominance would reduce this level to 164 percent of GDP. See Jason Choi,  
et al., “Exorbitant Privilege and the Sustainability of US Public Debt,” NBER Working Paper 32129, National 
Bureau of Economic Research, February 2024, https://doi.org/10.3386/w32129.

in outstanding US government debt as of July 
2024. This has been supported by strong institu-
tions and a transparent regulatory environment, 
the absence of capital flow restrictions, and the 
wide range of services offered by the US finan-
cial industry, which all have attracted foreign ca-
pital into the United States. The importance of 
US debt markets was also evident during times 
of crisis when global shocks tended to trigger a 
“flight to safety” into US assets.

The market depth and safety of US dollar as-
sets are features that traditionally distinguished 
the United States from other major economies 
that also have large financial markets and issue 
bonds primarily in their own currency, such as the 
euro area, Japan, or the United Kingdom. Moreo-
ver, these countries do not have their own means 
to guarantee their geopolitical security; they de-
pend on alliances with the United States as the 

https://data.worldbank.org/indicator/BX.KLT.DINV.CD.WD?end=2023&locations=US&start=2000&view=chart
https://data.worldbank.org/indicator/BX.KLT.DINV.CD.WD?end=2023&locations=US&start=2000&view=chart
https://www.ft.com/content/54135f98-fa81-4c1f-97ed-6ca0366cb022
https://doi.org/10.3386/w32129
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ultimate sovereign guarantor.9 This is in large 
part a function of US military strength and the US 
nuclear arsenal, backing up NATO’s credibility 
as a collective defense organization. Although 
these factors used to be rarely invoked as an 
explicit factor in investment decisions, investors’ 
trust in the ability of the United States to preserve 
its dynamic economy and honor its financial obli-
gations even during times of conflict lies at the 
heart of the US dollar’s global dominance.10

The strong preference of investors for US dollar 
assets allowed the United States to run perma-
nent current account deficits in recent decades, 
driven both by government spending and the low 
saving preferences of its households. As a side 
effect, the United States has often functioned as 

9.	 Barry Eichengreen, “Can the Dollar Remain King of Currencies?,” Financial Times, March 22, 2025, https://
www.ft.com/content/8a71dceb-806f-4681-80f9-416aa4c366ca.

10.	 Carolin Pflueger and Pierre Yared, “Global Hegemony and Exorbitant Privilege,” NBER Working Paper 
32775, National Bureau of Economic Research, August 2024, https://doi.org/10.3386/w32775.

11.	 Carol C. Bertaut et al., “New Evidence on the US Excess Return on Foreign Portfolios,” IMF Working Paper 
2024/241, International Monetary Fund, November 22, 2024, https://www.imf.org/en/Publications/WP/Is-
sues/2024/11/22/New-Evidence-on-the-US-Excess-Return-on-Foreign-Portfolios-557771.

a “locomotive” for the global economy, providing 
growth impulses for export-oriented economies 
such as China, Japan, or Germany, whose high 
saving rates and current account surpluses are 
the counterpart to US deficits. Moreover, for 
many years, differences in the composition of 
US financial assets (largely FDI and other equity) 
and liabilities (lower-yielding bonds) provided the 
United States with a positive foreign income ba-
lance despite the growing amount of net foreign 
liabilities.11

Will the good times last?
Even before the current administration sought 
to reorient global trade patterns by imposing 
tariffs on allies and other trading partners alike, 

Figure 2: Stock of FDI in the United States has increased five-fold since 2000  
(on a historical cost basis, in trillions of dollars)
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Source: Statista data, 2025, https://www.statista.com/statistics/188870/foreign-direct-investment-in-the-
united-states-since-1990/. Note: Under the historical cost basis of accounting, assets and liabilities are 
recorded at their values when first acquired.

https://www.ft.com/content/8a71dceb-806f-4681-80f9-416aa4c366ca
https://www.ft.com/content/8a71dceb-806f-4681-80f9-416aa4c366ca
https://doi.org/10.3386/w32775
https://www.imf.org/en/Publications/WP/Issues/2024/11/22/New-Evidence-on-the-US-Excess-Return-on-Foreign-Portfolios-557771
https://www.imf.org/en/Publications/WP/Issues/2024/11/22/New-Evidence-on-the-US-Excess-Return-on-Foreign-Portfolios-557771
https://www.statista.com/statistics/188870/foreign-direct-investment-in-the-united-states-since-1990/
https://www.statista.com/statistics/188870/foreign-direct-investment-in-the-united-states-since-1990/
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the question was whether and how long the 
United States would be able to hold on to the 
dollar’s dominant role. There were several deve-
lopments that pointed to a more difficult future 
ahead, including demographics, geopolitics, and 
technological trends. Already at that time, howe-
ver, it was clear that domestic policy choices 
would ultimately determine whether the United 
States would hit a limit in the willingness of forei-
gn investors to finance its rising liabilities vis-à-vis 
the rest of the world.

First, while the US dollar is still the world’s lea-
ding reserve currency, its share in central banks’ 
reserve holdings has gradually fallen in recent 
years. The dollar’s share declined from around 
70 percent in the 2000s to 60 percent in 2022, 
when it was followed by the euro (20 percent) 
and several currencies in the single digits, in-
cluding the yen, pound, and Chinese renminbi.12 
The renminbi has gained some market share 
as a reserve currency in recent years; yet Chi-
na, with its closed capital account and politically 
uncertain investment climate, has not been able 
to significantly increase international use of its 
currency. Instead, most gains have been made 
by a range of smaller currencies, including the 
Australian and Canadian dollars, reflecting di-
gital technologies that have facilitated bilateral 
transactions without involving the US dollar as a 
bridge currency.13 Smaller currencies may indeed 
continue to gain market share, but there could 
also be other shifts in the global reserve com-
position, depending on the further evolution and 
impact of US trade and sanctions policies. The 
rise in gold prices, for example, has been attri-
buted to central banks increasing their holdings 
within their reserve portfolios.14

12.	 See Bertaut, von Beschwitz, and Curcuru, “The International Role of the US Dollar.”
13.	 Serkan Arslanalp, Barry J. Eichengreen, and Chima Simpson-Bell, “The Stealth Erosion of Dollar Dominance: 

Active Diversifiers and the Rise of Nontraditional Reserve Currencies,” IMF Working Paper 2022/058, IMF, 
March 24, 2022, https://www.imf.org/en/Publications/WP/Issues/2022/03/24/The-Stealth-Erosion-of-Dollar-
Dominance-Active-Diversifiers-and-the-Rise-of-Nontraditional-515150.

14.	 Rana Foroohar, “Gold Is Back—and It Has a Message for Us,” Financial Times, April 15, 2024, https://www.
ft.com/content/bdcb7d8a-e958-4910-9d1b-a6a519812503.

15.	 IMF, External Sector Report: Imbalances Receding, July 2024, https://www.imf.org/en/Publications/ESR/
Issues/2024/07/12/external-sector-report-2024.

16.	 Andrew Atkeson, Jonathan Heathcote, and Fabrizio Perri, “The End of Privilege: A Reexamination of the 
Net Foreign Asset Position of the United States,” NBER Working Paper 29771, National Bureau of Econo-
mic Research, June 2023, https://doi.org/10.3386/w29771.

17.	 Brad W. Setser and Michael Weilandt, “The U.S. Income Balance Puzzle,” Blog Post, Council on Foreign 
Relations, November 3, 2024, https://www.cfr.org/blog/us-income-balance-puzzle.

Second, US net foreign liabilities have increased 
sharply since the global financial crisis, increasing 
to about 70 percent of gross domestic product 
(GDP) by 2023. To put this in perspective, only 
Greece, Ireland, and Portugal are larger net deb-
tors among industrial and emerging economies, 
and US net liabilities are equal to 90  percent 
of the net assets of all creditor countries com-
bined.15 Since current account deficits have ge-
nerally been modest over the past decade, the 
decline owes to valuation changes stemming 
from the strong performance of US equity mar-
kets relative to international markets, increasing 
the wealth of foreign investors holding US stocks. 
To serve these net liabilities, foreigners implicitly 
expect US companies to remain highly profitable 
and the United States therefore to run larger 
trade surpluses going forward.16 With the dollar 
gradually appreciating in recent years, it remains 
to be seen whether these expectations can be 
met or whether foreign investors will reduce their 
net holdings of US assets. The increasing nega-
tive interest balance (and the fact that much of 
the positive net returns on FDI were due to pro-
fit shifting into Ireland and other low-tax foreign 
domiciles) has caused some to argue that the 
extraordinary privilege is no longer in existence.17

Third, prospects of continued large budget de-
ficits could make it more costly to finance US 
government debt in the future. The Congressio-
nal Budget Office (CBO) has projected US bud-
get deficits to remain above 6 percent of gross 
domestic product (GDP) over the coming years. 
This projection is made on the basis of current 
law, that is, assuming the expiration of both the 
2017 Tax Cuts and Jobs Act (TCJA) passed during 
the first Trump administration and the healthcare 

https://www.imf.org/en/Publications/WP/Issues/2022/03/24/The-Stealth-Erosion-of-Dollar-Dominance-Active-Diversifiers-and-the-Rise-of-Nontraditional-515150
https://www.imf.org/en/Publications/WP/Issues/2022/03/24/The-Stealth-Erosion-of-Dollar-Dominance-Active-Diversifiers-and-the-Rise-of-Nontraditional-515150
https://www.ft.com/content/bdcb7d8a-e958-4910-9d1b-a6a519812503
https://www.ft.com/content/bdcb7d8a-e958-4910-9d1b-a6a519812503
https://www.imf.org/en/Publications/ESR/Issues/2024/07/12/external-sector-report-2024
https://www.imf.org/en/Publications/ESR/Issues/2024/07/12/external-sector-report-2024
https://doi.org/10.3386/w29771
https://www.cfr.org/blog/us-income-balance-puzzle
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subsidies passed during the Obama adminis-
tration. Even under this optimistic assumption, 
government debt is projected to rise from 98 
percent of GDP in 2024 to 118 percent of GDP 
in 2035.18 While the current administration has 
vowed to impose significant expenditure reduc-
tions to accompany the presumed extension of 
the 2017 tax cuts, failure to reduce the US deficit 
could drive long-term interest rates higher in co-
ming years.

Even so, until recently, it seemed too early to 
worry about the safe asset status of US govern-
ment securities per se. This was in large part 
because there are currently no instruments that 
could match the role of US government secu-
rities at comparable volumes.19 However, the 
stability of US debt dynamics rests in no small 
measure on the continued performance of the 
US economy, which in turn depends on strong 
institutions and sound economic policies. History 
shows that political polarization has the poten-
tial to undermine both of these pillars, a warning 
that would be important for the US government 
to heed while it is reducing government func-
tions and cutting back its public workforce.20 As 
Steven B. Kamin and Mark Sobel write, “partisan 
divisions, political dysfunction, and the resultant 
inability to cope with the nation’s challenges” 
should be considered the main risks to long-term 
US economic prospects and dollar dominance.21 

18.	 Congressional Budget Office, The Long-Term Budget Outlook: 2025 to 2055, CBO, March 2025, https://www.
cbo.gov/publication/61270.

19.	 Eswar Prasad, “Top Dollar: Why the Dominance of America’s Currency Is Harder Than Ever to Overturn,” 
Foreign Affairs, July/August issue, June 18, 2024, https://www.foreignaffairs.com/united-states/top-dol-
lar-currency-prasad.

20.	 Serkan Arslanalp and Barry Eichengreen, “Living with High Public Debt,” Federal Reserve Bank of Kansas 
City, Paper Presentation, Jackson Hole Economic Policy Symposium, August 26, 2023, https://www.kan-
sascityfed.org/Jackson Hole/documents/9749/Living_With_High_Public_SA_Sep_2_2023.pdf.

21.	 Steven B. Kamin and Mark Sobel, “Dollar Dominance Is Here to Stay for the Foreseeable Future–The Real 
Issue for the Global Economy Is How and Why,” AEI Economics Working Paper 2024-02, American Enter-
prise Institute, January 18, 2024, https://www.aei.org/research-products/working-paper/dollar-dominance-
is-here-to-stay-for-the-foreseeable-future-the-real-issue-for-the-global-economy-is-how-and-why/.

22.	 Marijn A. Bolhuis, Jiaqian Chen, and Benjamin Kett, “The Costs of Geoeconomic Fragmentation,” Finance 
and Development Magazine, IMF, June 2023, https://www.imf.org/en/Publications/fandd/issues/2023/06/
the-costs-of-geoeconomic-fragmentation-bolhuis-chen-kett.

23.	 Shekhar Aiyar et al., “Geoeconomic Fragmentation and the Future of Multilateralism,” IMF Staff Discus-
sion Note 2023/001, IMF, January 2023, https://www.imf.org/en/Publications/Staff-Discussion-Notes/Is-
sues/2023/01/11/Geo-Economic-Fragmentation-and-the-Future-of-Multilateralism-527266.

24.	 Martin Sandbu, “How to Fragment the Global Economy,” Financial Times, October 3, 2024, https://www.
ft.com/content/524f4d20-9b87-47ac-b1c2-d128e8581320.

The administration’s willingness to risk a deep 
recession to launch an elusive manufacturing 
renaissance in the United States plays precisely 
into those concerns.

Even before April 2025, trade restrictions had 
significantly increased in recent years after de-
clining for most of the twentieth century.22 The 
geoeconomic fragmentation driven by the CO-
VID-19 pandemic, Russia’s war of aggression in 
Ukraine and, most recently, economic tensions 
between the United States and China, could now 
drive a major reorganization of global economic 
and financial relationships into separate blocs 
with diminishing overlap. A study by the Interna-
tional Monetary Fund (IMF) estimates that greater 
international trade restrictions could reduce glo-
bal economic output up to 7 percent.23 In case of 
a wider trade conflict, smaller countries could be 
increasingly forced to choose sides, with those 
moving closer to China likely aligning their cur-
rency use for international transactions and re-
serves away from the US dollar and the euro.24

Fifth, the United States has used sanctions as a 
tool of foreign policy, particularly against Russia 
in the wake of its 2022 invasion of Ukraine. This 
led to the suspension of trading in US dollars 
on the Moscow Exchange (MOEX), disrupting 
financial operations not only within Russia, but 
also affecting other international market players 
as a result of the extraterritorial nature of the US 

https://www.cbo.gov/publication/61270
https://www.cbo.gov/publication/61270
https://www.foreignaffairs.com/united-states/top-dollar-currency-prasad
https://www.foreignaffairs.com/united-states/top-dollar-currency-prasad
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sanctions.25 Since 2014, following the sanctions 
related to the annexation of Crimea, Russia has 
increased its use of the Chinese yuan, which be-
came MOEX’s most-traded currency (54 percent 
in May 2024).26 Concerns about their bilateral 
trade relations with Russia and China have other 
countries looking for alternatives to mitigate pos-
sible risks associated with US dollar transactions, 
for example, in the BRICS grouping, which is set 
to further expand its membership of emerging 
market economies in coming years. If accompa-
nied by bilateral tariff increases, as currently en-
visaged by the Trump administration, this could 
have further implications for the dollar’s role in 
global trade transactions.

Finally, in the context of a geopolitical fallout, 
potential tariffs between the United States and 
the EU could significantly impact the transatlan-
tic economy, which remains the most important 
bilateral trade and investment relationship for 
both partners. For example, a 10 percent univer-
sal tariff on all US imports is projected to reduce 
EU exports to the US market by one-third, and 
subsequent retaliation could similarly hurt US 
exporters.27 Higher interest rates in response 
to tariff-induced inflation would have additional 
growth implications.28 All this could heavily weigh 
on financial markets on both sides of the Atlan-
tic, further reducing the attractiveness of US dol-
lar-denominated assets.

Limits to military superiority
Any developments that weaken the US economy 
and the role of the dollar could also affect the 
United States’ ability to preserve its military supe-
riority. China is in the middle of an extraordinary 
defense buildup that is challenging US strategic 

25.	 Reuters, “New US Sanctions Force End of Dollar and Euro Trading on Russia’s Main Exchange,” via CNN, June 
13, 2024, https://edition.cnn.com/2024/06/13/investing/us-russia-sanctions-dollar-euro-trading/index.html.

26.	 Harold Thibault, “How the War in Ukraine Is Accelerating International Use of the Yuan,“ Le Monde, October 
23, 2024, https://www.lemonde.fr/en/economy/article/2024/10/23/how-the-war-in-ukraine-is-accelerating-in-
ternational-use-of-the-yuan_6730212_19.html.

27.	 Aslak Berg and Zach Meyers, “Surviving Trump 2.0: What Does the US Election Mean for Europe’s 
Economy?,” Policy Brief, Centre for European Reform, October 3, 2024, https://www.cer.eu/publications/
archive/policy-brief/2024/surviving-trump-20-what-does-us-election-mean-europes-economy.

28.	 Erica York and Alex Durante, “Tracking the Economic Impact of the Trump Tariffs,” Tax Foundation, ac-
cessed on December 18, 2024, https://taxfoundation.org/research/all/federal/trump-tariffs-trade-war/.

29.	 “A New ‘Quartet of Chaos’ Threatens America,” Economist, September 22, 2024, https://www.economist.
com/international/2024/09/22/a-new-quartet-of-chaos-threatens-america.

30.	 Beyond the Horizon, “The Geopolitics of Dependence: NATO, China, and Critical Raw Materials,” December 
19, 2024, https://behorizon.org/the-geopolitics-of-dependence-nato-china-and-critical-raw-materials/.

positions in the Indo-Pacific theater. Moreover, 
the Ukraine war has led to stepped-up coope-
ration between Russia, Iran, and North Korea 
(which has been contributing troops to compen-
sate for Russia’s losses), and China increasingly 
supports Russia’s armament efforts by supplying 
it with drones and dual-use technology.29

The United States and Europe have also been 
pushed on the defensive in Africa as China, es-
pecially, has made strategic inroads there, as 
have Russia, India, and countries in the Persian 
Gulf. Many countries are looking to China for 
help in developing their energy and transport 
infrastructure, imports of low-cost consumer and 
investment goods, and market access for their 
own exports, allowing the use of strategic ports 
and other locations in exchange.

At the same time, China has a hold on supply 
chains involving critical raw materials, controlling 
85 percent of the world’s refined rare earth 
materials, which are crucial for high-tech military 
technologies.30 If made unavailable to the United 
States, this could significantly complicate the 
production of advanced weaponry. The global 
processing capacity for critical raw materials 
is also highly concentrated in China, providing 
it with means to influence market prices and 
access, and creating supply chain vulnerabilities 
and dependencies. 

Advances in military technology toward low-cost 
weapons, lower procurement costs in competitor 
countries, and a relative decline in US manufac-
turing capabilities (e.g., in shipbuilding) pose si-
gnificant challenges to US military strength. While 
the United States retains a large nominal advan-
tage in military spending over other competitors, 

https://edition.cnn.com/2024/06/13/investing/us-russia-sanctions-dollar-euro-trading/index.html
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the discrepancy is smaller when considering cost 
differences; in other words, the United States has 
a smaller advantage in real terms than suggested 
by simple budget comparisons (see Figure 3).31

In fact, a recent congressional review of US 
defense strategy has raised concerns that the 
United States is not ready for a multifront war 
spanning theaters in Europe and Asia.32 US 
forces have also been slow to adopt new battle-
field technologies, including a trend toward auto-
nomous weapons systems, which will take consi-

31.	 Peter Robertson, “China’s Military Rise: Comparative Military Spending in China and the US,” Column, 
VoxEU portal, Centre for Economic Policy Research, December 17, 2024, https://cepr.org/voxeu/columns/
chinas-military-rise-comparative-military-spending-china-and-us.

32.	 Jack Detsch, “The U.S. Must Prepare to Fight Simultaneous Wars, Oversight Panel Says,” Foreign Policy, 
July 29, 2024, https://foreignpolicy.com/2024/07/29/us-national-defense-strategy-commission-review-re-
port-biden-war-planning/.

33.	 Mark A. Milley and Eric Schmidt, “America Isn’t Ready for the Wars of the Future,” Foreign Affairs, Sep-
tember/October issue, August 5, 2024, https://www.foreignaffairs.com/united-states/ai-america-ready-
wars-future-ukraine-israel-mark-milley-eric-schmidt.

34.	 “America Prepares for a New Nuclear-Arms Race,” Economist, August 12, 2024, https://www.economist.
com/united-states/2024/08/12/america-prepares-for-a-new-nuclear-arms-race.

derable time to redress.33 In addition, the end 
of the New START treaty in 2026 could trigger 
a nuclear arms race that would force the United 
States to expand its nuclear forces after decades 
of deep cuts.34

While the United States is still the only country 
able to project military power at any point in the 
world, it is unlikely to be able to respond to these 
challenges on its own. The room to dedicate ad-
ditional fiscal means to the US defense budget 
is increasingly circumscribed by growing interest 

Figure 3: Combined military spending by China, Russia, and India outstrips the United States when 
calculated by purchasing power parity (2019, in billions of dollars)
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and entitlement spending (see Figure 4), and 
even under optimistic assumptions, there is a risk 
of strategic overreach for the United States, gi-
ven the magnitude of challenges across different 
regional theaters.

While US presidents have long called for Euro-
pean nations to play a bigger part in their own 
defense, the second Trump administration has 
ramped up the pressure on NATO allies to take 
on a larger military role and financing burden 
in the European theater. However, raising the 
combat readiness of European armed forces 
will require several years under the best of cir-
cumstances. Unless the United States is willing 
to cede military dominance in Europe to Russia, 
it will need to continue supporting its European 
allies—including in arms production, securing 
supply chains, and military burden sharing—for 
the foreseeable future.

If the United States were to forgo a deepening of 
its alliances in Europe and become outmatched 
by China in Asia, it could in principle still benefit 
from the relative safety of its continental geogra-
phy. However, it would face a loss of military sta-
ture and reduced global reach. No longer being 
a global hegemon, the United States would not 
be able to protect global trade and financial 
flows in the way it has done in the past, hurting 
itself and other economies that similarly bene-
fited from open trade. The United States would 
leave a vacuum of power that would most likely 
be filled by China and other autocratic countries, 
with detrimental effects for its own security and 
economic stability.

Figure 4: Projected federal outlays show entitlement spending and growing interest may curb de-
fense spending (2025, as a percentage of federal revenues)
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This paper proposes a strategy to preserve the 
US dollar’s lead role in international markets, al-
lowing it to continue attracting foreign capital at 
favorable interest rates. As laid out above, the 
dominant role of the US dollar has been a key 
element in a decades-long virtuous cycle that al-
lowed the United States to finance its large milita-
ry apparatus while expanding its social safety net 
and keeping a low tax burden.

With the rise in public debt and the sharp increase 
in net international liabilities, this cycle cannot 
continue indefinitely. The time has come for the 
United States to begin reining in deficit spending 
and rebuilding its fiscal position. Notwithstanding 
the Trump administration’s commitment to this 
objective, this process will take time, given conti-
nued pressure on defense and entitlement spen-
ding. Continued dollar dominance would there-
fore be critical for keeping a lid on interest rates 
while nurturing a political consensus that could 
lead to a lasting decline in government deficits 
over several administrations.

Continued dollar dominance would also be be-
neficial from a geopolitical perspective, providing 
the United States with leverage in shaping the 
future of global finance, leadership in multilate-
ral organizations, and the continued possibility of 
sanctioning opponents to raise the cost of acting 
against US interests. Having said that, the United 
States’ ability to dominate global developments 
on its own will likely continue to diminish. To 
maintain and reap the full benefits of the dollar 

as a reserve currency, it will need to rely more on 
networks with countries that have trade, financial, 
and security interests that align with those of its 
own. These networks evolve around shared inte-
rests, and they will only thrive in an environment 
of mutual respect and give-and-take.

Breaking up such networks by way of a US iso-
lationist withdrawal—the possibility of which is as 
high as it has been at any time in the past cen-
tury—would trigger a fragmentation of the glo-
bal economic and security landscape with large 
losses in general welfare (i.e., prosperity and 
well-being) both in the United States and abroad. 
It would accelerate the decline in the dollar’s 
reserve status as it could force countries to fun-
damentally rethink their security arrangements, 
possibly leading to a reorientation of trading and 
financial relationships toward China and other il-
liberal states.

In fostering US interests, the objective for US po-
licymakers should therefore be to maximize the 
mutual advantages accruing from working with 
countries that benefit from the United States’ glo-
bal economic and security footprint, as well as 
the stability provided by the dollar as a leading 
currency. If the United States manages to pursue 
its domestic interests while remaining at the cen-
ter of a network of powerful alliances, the dollar’s 
reserve currency status and its exorbitant privile-
ge could serve US interests for years to come.

GOALS
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In principle, the new US administration has a 
strong opportunity to address the geopolitical 
challenges facing the United States, given its 
decisive electoral victory and control over both 
houses of Congress. While there is clearly a risk 
that ideological priorities might preempt serious 
work on other issues, the presence of growing 
external threats should eventually refocus atten-
tion on several objectives that would be in the 
strategic national interest.

Foster strong and robust  
long-term growth
The first objective coincides with one of the 
administration’s key priorities, namely, to create 
the conditions for strong US economic growth 
and employment over the long term. This is a 
necessary condition for the United States to 
retain its economic and military superpower 
status: Without a strong economy, the burden of 
maintaining a global footprint would eventually 

become suffocating and capital would become 
increasingly unavailable to support a growing 
debt burden. In the worst case, the United States 
would follow the example of the United Kingdom, 
whose leading global status was gradually 
eclipsed by other powers during the last century 
(see Figure 5).

The question is how the dynamism of the US eco-
nomy can be maintained against the background 
of weakening demographics, rapid technological 
change, and fragmenting global trade. These 
trends challenge the business model of establi-
shed US companies, especially those competing 
against Chinese or other firms that benefit from 
the tools of state capitalism being deployed by 
their home countries. Moreover, supply chains 
for critical raw materials and intermediate pro-
ducts seem more tenuous in the future, given the 
dominant position of China in key industries.

MAJOR ELEMENTS OF THE STRATEGY

Figure 5: China’s GDP growth rates have outpaced those of the United States and the European 
Union for more than two decades (2000–2024, measured at constant prices)  
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From a trade perspective, there are two consi-
derations that the administration should have 
balanced. On the one hand, firms should be 
allowed to continue to operate in an open and 
competitive market environment that rewards 
innovation and efficiency, in turn allowing the 
United States to reap the productivity gains ne-
cessary to generate future gains in income and 
welfare. On the other hand, it would be naive to 
expect US companies (or industries) to thrive in 
sectors where state-backed competitors enjoy 
large-scale cost advantages due to extensive 
subsidies or other forms of state support. This 
suggests that the new administration should 
have avoided a protectionist trade stance, shiel-
ding a large part of the US economy from forei-
gn competition. However, it should also have 
been prepared to stave off an economic decline 
of sectors that could be critical for long-term 
economic or military purposes.

In early April, however, the administration took 
an opposite approach by raising tariffs on almost 
all other countries in proportion to bilateral trade 
imbalances. (Many of the highest tariff rates were 
temporarily paused a week later, leaving a 10 
percent rate on most of the world for now.) Apart 
from their economic and financial fallout, these 
measures are unlikely to significantly reduce the 
overall US trade deficit, given (a) the substantial 
difference in domestic saving rates between the 
United States and large trading partners; (b) reta-
liatory measures taken by many countries; and (c) 
trade diversions and exchange-rate adjustments 
that will counter some of the effects of the tariffs.

It remains to be seen whether investment in the 
United States will pick up to a significant extent, 
given the uncertainty about the extent and du-
ration of the trade restrictions currently in place. 
Moreover, labor-intensive manufacturing indus-
tries will have a hard time regaining a footing in 
the United States, given the falling costs of auto-
mation and persistent labor cost differentials with 
emerging markets and developing countries. A 
major plank of a strategy to boost employment 
and long-term growth should therefore lie in 
a speedy resolution of trade negotiations and 
a reduction in bilateral tariff rates between the 
United States and its largest trading partners, 
particularly Europe, Japan, and China.

The United States should also focus its industrial 
policy on boosting innovation, protecting or re-
gaining technological advantages, especially in 
artificial intelligence (AI) and quantum computing, 
preserving access to supply chains and export 
markets, and maintaining strategic production 
capacities, preferably in conjunction with its Eu-
ropean and Asian allies.

Beyond trade policies, there is a much larger 
agenda to strengthen the growth fundamentals 
of the US economy. This includes building a 
growing and better educated workforce that can 
translate AI and other innovative technologies 
into commercial products that can be sold in a 
global marketplace. Given the significant returns 
to scale in digital technologies, the United States 
should ensure that its institutions are strong 
enough to ensure a fair and transparent market-
place and combat monopolistic practices.

All of this would help the United States preserve 
its productivity advantage vis-à-vis the rest of 
the world, a key condition for durable real wage 
growth and rising living standards. To ensure that 
gains are distributed broadly throughout society, 
the expiration of key provisions of the 2017 TCJA 
provides an opportunity to boost incentives for 
new investment and labor-market participation 
while generating additional revenues from hi-
gher incomes and economic rents.

Moreover, while the new administration has a cri-
tical view toward illegal immigration, cutting off 
the legal flow of well-educated foreign students 
and productive workers into the United States, 
a key ingredient for its past economic success, 
would be an unforgivable own goal.

Regain fiscal room to maneuver
Despite the projected increases of US govern-
ment debt in coming years, the United States has 
been able to easily finance large deficits and is 
expected to do so in the future. However, the 
increasing amount of outstanding debt, as well 
as the rise in the average interest rate paid by 
the federal government, are constraining the 
budgetary room for new initiatives by the inco-
ming administration. The share of discretionary 
spending—that is, spending not mandated by 
debt obligations or entitlement programs such as 
Social Security and Medicare—has already fallen 
from around 50 percent in the 1990s to below 
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30 percent today.35 As this share is projected to 
shrink further over the coming years, the trade-
off between defense spending (which currently 
accounts for about half of all discretionary expen-
diture) and other priorities (such as infrastructure 
spending) is becoming stronger.

Everything else equal, reining in the fiscal deficit 
would therefore have a positive impact on long-
term interest rates and crowd in private invest-
ment, a key ingredient for long-term growth. Al-
though the creditworthiness of the United States 
is not yet in doubt, the increase in US govern-
ment bond yields after the 2021 inflation scare, 
as well as the rise in bond yields after the April 
tariff announcements, has been a wake-up call, 
indicating a departure from the low-interest envi-
ronment of the 2010s. It also increased the cost 

35.	 CBO, 2025.

of private-sector investment, including higher 
mortgage rates that have contributed to a signifi-
cant drop in new housing construction.

The best option to realize budgetary savings 
would be on the back of sustained robust growth, 
as discussed in the previous section, whereas 
deficit-financed tax cuts or spending increases 
would deepen the United States’ long-term fis-
cal quandary. Fiscal policy should instead focus 
on enhancing the efficiency of the tax system 
and reducing public expenditure—especially in 
the health sector, where the United States outs-
pends other advanced economies by a large 
margin while achieving inferior outcomes.

However, imposing across-the-board spending 
cuts and labor-force reductions are not a pro-

Street view of the US Department of the Treasury building in Washington, D.C. Source: Unsplash/Connor Gan.
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ven tool to generate significant fiscal savings.36 
They have a relatively small budgetary effect 
but a possibly significant impact on the govern-
ment’s ability to function, which will eventually 
have to be rectified through new hirings. Given 
the demographic trajectory, there also is a need 
at some point for better targeting or changing 
the economic parameters of US entitlement 
programs (the “third rail” of US politics), but with 
continued dollar dominance, the United States 
would still have the space for a gradual phase-in 
of policy reforms.

Maintain deep and liquid  
financial markets
US financial markets are attractive to foreign in-
vestors because of their openness and underpin-
ning by transparent and market-friendly rules es-
tablished by US law. As a result, foreign portfolio 
holdings in US equities amounted to $13.7 trillion 
in 2023, and foreign investors owned $7.6 trillion 
in Treasury securities, equivalent to about a third 
of publicly held federal debt.37 Moreover, foreign 
deposits in the US banking system have steadily 
risen to about $8 trillion in 2024, highlighting the 
important role of foreign capital for the functio-
ning of the US economy.38 Besides maintaining 
a welcoming framework for foreign investors, the 
United States will also need to ensure that finan-
cial market regulations remain effective and stay 
up to date with technological developments. 

The more volatile geopolitical and economic en-
vironment has already tested the resilience of US 

36.	 Laura Doherty and Amanda Sayegh, “How to Design and Institutionalize Spending Reviews,” IMF How-To 
Note 2022–04, IMF, September 20, 2022, https://www.imf.org/en/Publications/Fiscal-Affairs-Department-
How-To-Notes/Issues/2022/09/20/How-to-Design-and-Institutionalize-Spending-Reviews-523364.

37.	 US Department of the Treasury, Federal Reserve Bank of New York, and Board of Governors of the Fede-
ral Reserve System, Foreign Portfolio Holdings of U.S. Securities, April 2024, https://ticdata.treasury.gov/
resource-center/data-chart-center/tic/Documents/shla2023r.pdf.

38.	 Bank for International Settlements (BIS), Consolidated Banking Statistics, BIS Data Portal, accessed De-
cember 19, 2024, https://data.bis.org/topics/CBS/tables-and-dashboards.

39.	 IMF, Steadying the Course: Uncertainty, Artificial Intelligence, and Financial Stability, Global Financial 
Stability Report, October 22, 2024, https://www.imf.org/en/Publications/GFSR/Issues/2024/10/22/global-fi-
nancial-stability-report-october-2024.

40.	 Howard Davies, “Are Global Banking Rules Finished?” Column, Project Syndicate, November 26, 2024, 
https://www.project-syndicate.org/commentary/basel-banking-rules-implementation-in-us-eu-uk-looking-
less-likely-by-howard-davies-2024-11.

41.	 Sriya Anbil, Alyssa Anderson, and Zeynep Senyuz, “What Happened in Money Markets in September 
2019?” FEDS Notes, February 27, 2020, https://www.federalreserve.gov/econres/notes/feds-notes/what-
happened-in-money-markets-in-september-2019-20200227.html.

42.	 Kate Duguid, Nikou Asgari, and Costas Mourselas, “The Radical Changes Coming to the World’s Biggest Bond 
Market,” Financial Times, March 4, 2024, https://www.ft.com/content/15fb1589-35ab-4b4e-9af7-b3abd44b7999.

financial markets, and both regulators and pri-
vate entities should be prepared to deal with fu-
ture shocks.39 As in other advanced economies, 
for example, US banking regulations have consi-
derably tightened since the 2007–2009 global 
financial crisis; but the failures of Silicon Valley 
Bank and several other midsize institutions have 
revealed continued supervisory problems. US 
and European regulators were close to conclu-
ding an extension of the Basel Accord (Basel 
3.1), but momentum has been lost given strong 
resistance by the financial industry on both sides 
of the Atlantic.40 Even if the new administration 
were unwilling to pursue negotiations within the 
Basel Committee, or planning to consolidate re-
gulatory agencies, it must not lose focus on en-
suring that banks remain well-run and adequa-
tely capitalized.

In a similar vein, there have been episodes in 
recent years when liquidity in US government 
bond markets collapsed, threatening to seve-
rely disrupt the workings of the global economy 
(with daily trading volumes in the Treasury bond 
market averaging $600 billion in 2023). Both the 
September 2019 repo crisis and the March 2020 
meltdown required emergency intervention from 
the Federal Reserve system to keep the markets 
operational.41 Changes to the functioning of mar-
kets, including channeling a larger number of 
transactions through clearing agencies and im-
proving transparency, should help reduce uncer-
tainty during times of crisis, provided they are left 
in place by the new administration.42
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This, of course, assumes that there are no policy 
accidents, such as the US Congress not authori-
zing a debt ceiling increase, which could lead the 
United States to default on its government bonds 
and seriously undermine the US dollar’s standing 
abroad. Similarly, a forced change in the terms 
of US government bonds as has been proposed 
by some analysts, especially if directed at foreign 
investors, carries the risk of a large repricing of 
US financial instruments that could be traumatic 
for financial markets worldwide.43

In the realm of financial regulation, the United 
States had until recently taken a conservative 
approach to innovative technologies such as 
stablecoins and cryptocurrencies. A 2022 report 
by the Financial Stability Oversight Council found 
that activities involving crypto assets “could pose 
risks to the stability of the US financial system if 
their interconnections with the traditional finan-
cial system or their overall scale were to grow 
without adherence to or being paired with appro-
priate regulation, including enforcement of the 
existing regulatory structure.”44

The new administration has adopted a more 
welcoming approach, with several crypto pro-
ponents taking on key roles in US regulatory 
agencies. This pro-cryptocurrency stance may 
well lead to stronger innovation, but it could also 
contribute to heightened market fluctuations and 
uncertainties.45 Even under a lighter touch, new 
rules and regulations are likely to emerge from 
this transition phase. While this will pose some 
compliance challenges for companies, it will still 
be important to balance innovation with financial 
stability concerns. Introducing appropriate safe-
guards and maintaining a strong commitment to 
ethical practices will prove essential for helping 
businesses navigate the evolving landscape, 
build trust with consumers and regulators, and 

43.	 Steven Kamin and Mark Sobel, “Mar-a-Lago Accord, Schmar-a-Lago Accord,” Financial Times, March 12, 
2025, https://www.ft.com/content/c5b1c6b3-85a7-4e99-bcac-3d331f03640b.

44.	 Financial Stability Oversight Council, Report on Digital Asset Financial Stability Risks and Regulation, US 
Department of the Treasury, October 3, 2022, https://home.treasury.gov/system/files/261/FSOC-Digital-As-
sets-Report-2022.pdf

45.	 Alexandra Andhov, “Trump’s ‘New’ Crypto Task Force: A Policy Shift Ahead?,” Forbes, January 23, 2025, 
https://www.forbes.com/sites/digital-assets/2025/01/23/trumps-new-crypto-task-force-a-policy-shift-ahead/.

46.	 Josh Lipsky and Ananya Kumar, “The Fed Is Falling Behind as Other Central Banks Leap Ahead on Digital 
Currencies,” New Atlanticist, Atlantic Council blog, January 25, 2024, https://www.atlanticcouncil.org/
blogs/new-atlanticist/the-fed-is-falling-behind-as-other-central-banks-leap-ahead-on-digital-currencies/.

ensure the long-term success of digital pay-
ments.

By contrast, the Trump administration’s negative 
stance on the creation of a US central bank digi-
tal currency (CBDC) creates a potential risk to the 
dollar’s global standing. While there is indeed no 
clear use case for a CBDC at present, and adop-
tion of retail CBDCs in most countries so far has 
been small, technological developments in this 
area are hard to predict. The United States mi-
ght prefer to foster US dollar-based stablecoins 
rather than a CBDC to cement the dominant 
role of the dollar, but there is a risk that it could 
fall behind if a large number of other countries 
were to shift to CBDC-based settlement techno-
logies.46 Moreover, given the challenging nature 
of digital currencies, the United States would not 
be able to shape international regulations that 
promote the efficient use of CBDCs and address 
critical concerns related to money laundering, 
fraud, and consumer protection.

Strengthen relations with emerging 
markets and developing countries
As the United States and Europe vie to preserve 
their geopolitical primacy against the onslaught 
from Russia and China, it is important to keep 
in mind that the world’s demographic center of 
gravity has already begun to shift toward Afri-
ca, India, and Southeast Asia. The geopolitical 
weight of these regions is still relatively modest, 
but their economic role is expected to steadily 
increase due to powerful demographics. Com-
pared to China, the United States has been slow 
to recognize the importance of intensified trade 
relations with countries that may relatively soon 
become key export markets for US companies 
and engines for global growth.
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Not long ago, the United States and other indus-
trial countries were the major source for deve-
lopment finance, including through bilateral aid 
and in their role as majority shareholders in the 
Bretton Woods Institutions. The results of this de-
cades-long engagement were decidedly mixed, 
however. Numerous large emerging-market 
countries thrived after the crises of the 1990s, 
but loans to many developing countries turned 
sour as countries failed to sustainably generate 
increases in per capita incomes. Member coun-
tries of the Organisation for Economic Co-ope-
ration and Development (OECD) consistently 
missed their targets for grants and other deve-
lopment aid, and developing countries have ac-
cused the industrialized world of not providing 
adequate compensation for the damage caused 
by past CO2 emissions.47

China has used this opportunity to project itself 
as a friend and partner for many developing 
countries. Deploying its ample foreign exchange 
reserves (which it has been keen to direct away 
from US Treasury bonds), China’s Belt and Road 
Initiative has financed investment projects in re-
source-rich and strategically located developing 
countries—surpassing one trillion dollars—dee-
pening trade and political relationships in a way 
that the West has been unwilling to match, and 
making China the world’s largest debt collector.48 
China has leveraged these relationships to se-
cure access to critical minerals and set itself up 
as the market leader in their processing and re-
fining, gaining geopolitical leverage against the 
United States in the event of a future trade war. 
China has also received considerable diplomatic 
support from developing countries for its policy 
of unification with Taiwan.49

47.	 David Pilling, “Can International Aid Survive in a Crumbling World Order?,” Financial Times, March 4, 
2025, https://www.ft.com/content/b3667445-a242-46fb-bcb3-0a21386ce355; and Paul Hockenos, “The 
Global South Is Done Playing Mr. Nice Guy,” Foreign Policy, October 24, 2022, https://foreignpolicy.
com/2022/10/24/global-south-climate-summit-cop-egypt-reparations/.

48.	 Christoph Nedopil Wang, “China Belt and Road Initiative (BRI) Investment Report 2023 H1,” Green Finance 
and Development Center, Fudan University, August 1, 2023, https://greenfdc.org/china-belt-and-road-initia-
tive-bri-investment-report-2023-h1/.

49.	 “China’s Stunning New Campaign to Turn the World against Taiwan,” Economist, February 9, 2025, https://
www.economist.com/international/2025/02/09/chinas-stunning-new-campaign-to-turn-the-world-against-
taiwan.

50.	 Martin Mühleisen, The Bretton Woods Institutions in an Era of Geopolitical Fragmentation, Atlantic 
Council, October 9, 2023. https://www.atlanticcouncil.org/in-depth-research-reports/issue-brief/the-bret-
ton-woods-institutions-under-geopolitical-fragmentation/.

The United States and its Western partners 
should urgently contest China’s position as an 
informal leader of the developing world. There 
is space to do so, as many countries have been 
disillusioned by China’s self-interested motives, 
which have often left them with badly executed 
infrastructure projects and high debt that pro-
ved difficult to restructure. To be successful, 
however, the United States and its allies must 
increase the speed and volume of their enga-
gement with developing countries, offering pro-
jects and loans that exceed those of Chinese 
lenders in quality while being competitive in 
cost and timeliness. The Trump administration 
should therefore advance the planned restruc-
turing of the former US Agency for International 
Development (USAID) under the State Depart-
ment or the Development Finance Corporation 
(DFC), resuming support for partner countries in 
need of economic assistance.

Moreover, given tight national budget constraints, 
the Bretton Woods institutions should be more 
tightly integrated in a strategy to support friendly 
countries in the developing world. To do so suc-
cessfully, they will need to remain firmly under 
Western control. However, to preserve their legi-
timacy as international institutions, they will need 
to stay focused on their essential mandates, 
which still enjoy widespread support.50

However, the past few decades have shown that 
a strategy based merely on loans and develop-
ment aid is not enough. Developing countries 
also require better market access to boost ex-
ports and raise their growth trajectories. While 
this will be hard to legislate both in the United 
States and Europe, there could be significant 
long-term benefits from a gradual market ope-
ning. First, it would preempt Chinese companies 
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from cornering markets in countries with strong 
population growth, and second, pressures for mi-
gration could diminish as income in source coun-
tries would rise over time. Taking the long view, 
healthy trade and investment relations with the 
dynamic economies of tomorrow would benefit 
the standing of the US dollar.

Finally, the use of sanctions as a tool to achieve 
geopolitical objectives is a double-edged sword, 
and they should be used in a more targeted and 
sustained manner. The primacy of the dollar en-
ables the United States to effectively exclude 
targeted individuals and economies from the 
global financial system. However, the effective-
ness of sanctions declines over time as actors 
find ways to circumvent them; at worst, the broad 
application of sanctions against other countries 
can lead to a reorientation of global trade and 
financial relations that could undermine the dol-
lar’s preeminence. For example, the desire of 
BRICS countries to develop alternatives to the 
use of the dollar may be inconsequential at pre-

51.	 Andrés Velasco, “The Futile Search for a Dollar Rival,” Commentary, Project Syndicate, November 1, 2024. 
https://www.project-syndicate.org/commentary/brics-dollar-alternative-all-talk-no-progress-by-andres-ve-
lasco-2024-11.

52.	 US Department of Defense, 2022 National Defense Strategy of the United States of America, October 27, 
2022, https://apps.dtic.mil/sti/trecms/pdf/AD1183514.pdf.

sent, but it could eventually become one of many 
factors that relegate the dollar to a less dominant 
position in global payments and reserve arran-
gements.51

Preserve military superiority
The US National Security Strategy (NSS) re-
cognizes China as a major national security 
challenge, emphasizing its ambition and capacity 
to alter the rules-based international order. As a 
result, the 2022 National Defense Strategy (NDS) 
focuses on bolstering US deterrence against Chi-
na, with a strong emphasis on collaboration with 
allies and partners.52 Russia also poses a direct 
threat to US and transatlantic security, particularly 
in light of its invasion of Ukraine and the resur-
gence of traditional warfare in Europe. Additio-
nal challenges include threats from North Korea, 
Iran, and terrorist organizations as well as the rise 
of authoritarian powers, disruptive technological 
advancements, global economic inequality, pan-
demics, and climate change.

Figure 6: US military spending has increased sixfold from 1980 to 2023 (in billions of dollars)
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To preserve its power, strengthen deterrence, 
and build an enduring advantage, the United 
States should better integrate its military efforts 
with the other instruments of national power, 
such as economics and diplomacy. In an era de-
fined by strategic competition and the rapid diffu-
sion of disruptive technologies, preserving tech-
nological superiority is essential. This requires 
robust investment in research and development, 
particularly in innovative technologies like ad-
vanced weapons systems, satellites, AI, autono-
mous systems, and human-machine teaming to 
enhance the efficiency and effectiveness of US 
military forces.

The US defense budget, which was $816 bil-
lion in 2023 (see Figure 6), constitutes about 40 
percent of global military spending and is pro-
jected to increase by 10 percent by 2038 (after 
adjusting for inflation), reaching $922 billion (in 
2024 dollars), according to the CBO; 70 percent 
of that increase would go to compensate military 
personnel and pay for operations and mainte-
nance. However, defense spending comprises 
3.5 percent of US GDP, down from 5.9 percent 
in 1989, and 13.3 percent of the federal budget 
compared to 26.4 percent in 1989 (see Figure 7).

During the first Trump administration, the US 
defense budget saw significant increases focu-
sing on military modernization and development 

of new technologies, as well as the creation of 
the Space Force as a new branch of the military 
aimed at addressing emerging threats in space. 
The second Trump administration will likely focus 
on increasing defense budgets as the “peace 
through strength” doctrine advocates for a ro-
bust military presence to strengthen deterrence.

Aligning defense spending with the goals of 
the NDS requires prioritization of investment in 
nuclear modernization, missile defense and de-
feat programs, and resource allocations across 
air, sea, and land forces in line with strategic ob-
jectives, ensuring the efficient use of budgetary 
appropriations with a focus on the quality of mili-
tary capabilities over quantity.

This effort would help sustain the global domi-
nance of the US dollar by deterring geopolitical 
challenges and ensuring stability in international 
financial and trade systems, minimizing economic 
coercion, and reassuring global investors of the 
security and profitability of the US market.  The 
US Navy plays a crucial role in securing global 
trade routes by keeping sea lanes open, facili-
tating the free flow of goods and capital. Addi-
tionally, strategic alliances and security arrange-
ments with key oil-producing nations, particularly 
the Gulf states and Saudi Arabia, reinforce the 
petrodollar system, sustaining global demand for 
the US dollar in energy markets. Furthermore, US 

Figure 7: US military spending has remained steady as a percentage of GDP but fallen as a share 
of federal spending (1980–2023)
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military and geopolitical strength underpin the 
credibility of economic sanctions, a critical tool of 
financial influence and dollar dominance.

Leverage military alliances
The 2022 US NSS emphasized alliances and 
partnerships as fundamental aspects of the US 
foreign policy to maintain a competitive edge in 
an era of strategic competition, including military 
collaboration, economic partnerships, and diplo-
matic interactions throughout the transatlantic and 
Indo-Pacific regions. In this aspect, strengthening 
relationships with key partners such as India and 
Japan is regarded as pivotal in addressing Chi-
na’s increased influence. This includes joint mili-
tary exercises, as well as sharing intelligence, and 
combining resources for defense initiatives.53

The United States should collaborate with al-
lies to create a secure environment by prioriti-
zing comprehensive resilience in a community 
that can effectively respond to any security or 
defense crisis posed by adversaries, authorita-
rian regimes, malign state and nonstate actors, 
disruptive technologies, or threatening global 
events such as pandemics and climate change.

To bolster national security, strengthen milita-
ry capabilities, foster economic resilience, and 
maintain global competitiveness, the US ad-
ministration must prioritize a robust division of 
labor and responsibilities across key strategic 
areas, such as manufacturing, military opera-
tions, supply chain management, and weapons 
production. The division of labor with allies and 
partners enhances further efficiency and pro-
ductivity, allowing partners to focus on their 
strengths, streamlining processes in specialized 
manufacturing companies while reducing costs, 
and providing access to advanced technologies 
critical for national defense. Pooling resources 
and know-how enables allies to share advanced 
technologies, coordinate and streamline produc-
tion processes, and build strategic stockpiles. 

Collaboration with allies plays a vital role in fos-
tering resilient and redundant supply chains 
that are critical for diversifying sources of criti-
cal materials and reducing vulnerabilities in the 
face of global disruptions; it also fortifies natio-

53.	 White House, National Security Strategy, October 2022, https://bidenwhitehouse.archives.gov/wp-
content/uploads/2022/10/Biden-Harris-Administrations-National-Security-Strategy-10.2022.pdf.

nal defense while promoting mutual security and 
economic stability. Securing critical supply chains 
is crucial to safeguard national security and the 
US administration should develop a National 
Defense Industrial Strategy to coordinate efforts 
across government agencies to prioritize resi-
lience and protect the integrity of supply chains 
critical to defense manufacturing and operations.

Some elements of the above are already in place 
but need further enhancement and stronger 
commitment, particularly by leveraging economic 
opportunities. The United States must align eco-
nomic and security interests within its alliances. 
Strengthening NATO’s economic coordination 
can ensure allies remain integrated into the dol-
lar-based system through trade and defense 
procurement; it also can promote dollar-based 
investments in European defense, especially as 
European NATO partners are committing more 
resources to the defense sector.

Similarly, an expansion of international alliances 
and cooperation with a larger number of coun-
tries would reinforce dollar-based trade condi-
tions in security agreements and promote stan-
dardization with US financial institutions among 
Indo-Pacific partners. Recommended actions 
include: 

	y Expanding the AUKUS security pact (with 
Australia and the United Kingdom) and 
the role of the “Quad” alliance (including 
Australia, India, and Japan) in economic 
security. 

	y Enhancing naval cooperation in key mari-
time regions and with nations that control 
strategic trade chokepoints. 

	y Increasing coordination through a strate-
gic allied council, as warranted. 

In addition, effective communication would be 
essential to articulate the nature of the threat 
with clarity and promote credible narratives to 
safeguard the information space against propa-
ganda campaigns, cyber influence operations, 
and the weaponization of social media. Proactive 
information strategies devoted to strengthening 
partnerships with like-minded democratic nations 
can protect public trust and reinforce resilience. 
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This strategy paper is based on several assump-
tions that are central to its proposals and the pe-
riod over which they should be implemented.

	y First, there is no fundamental change in 
the principal characteristics of the Chinese 
economy, namely a heavy degree of state 
intervention and a closed capital account. 
India is also assumed to maintain capi-
tal account restrictions, and Europe will 
not implement a single capital market for 
some time. A change in these conditions 
could prompt some reserve flows into 
the respective currencies, but it would 
still be deemed unlikely that capital mar-
kets in these countries would evolve to a 
point where they could compete with the 
United States in depth and liquidity.

	y Second, US deterrence in key military 
theaters (Europe, South China Sea, Korean 
Peninsula) will remain effective for the time 
being, and the United States does not 
get drawn into an active military conflict, 
for example, over Taiwan. Otherwise, the 
United States would have to shift toward a 
more decisive and short-term war strategy.

	y Third, the United States remains domi-
nant, or at least competitive, in developing 
critical technologies such as AI, microchip 
production, cryptology, and communica-
tions. It will be able to defend strategic 
assets, such as major military bases, car-
rier groups, space technology, or com-
mand, control, and communications (C3) 
infrastructure, against physical or virtual 
attacks. Failure to do so would make the 
United States more dependent on the 
technological capacities of its allies, re-
quiring more effective coordination and 
systems integration that would be hard to 
achieve over a short time horizon.

	y Fourth, another important assumption 
is that the new administration will also 
realize that the United States is indeed 

54.	 Brodi Kotila et al., Fostering Innovation in Military Technology, RAND, March 7, 2023, https://www.rand.org/
pubs/research_briefs/RBA1352-1.html.

lacking the resources to remain the sole 
military hegemon for much longer. Adop-
ting a more realistic approach will not 
come without challenges to its own cre-
dibility, as the wider US public has yet to 
realize that technological progress has 
narrowed the military advantage held by 
the United States over its competitors, that 
the room for discretionary government 
spending could narrow dramatically over 
the coming years, and that US manufac-
turing would not be capable of supporting 
a major military conflict for long.54 In the 
event of a future conflict, public support 
for the Trump administration, or for any US 
government down the road, could evapo-
rate quickly if these expectations were not 
corrected through public communication 
in good time.

The new administration may fear that collabora-
ting more closely with political allies, including 
the necessary compromises it would require, 
could lead to a perception that foreign interests 
are driving US policies. At the same time, the 
increasing cooperation between China, Russia, 
and North Korea highlights that the Trump admi-
nistration would not be able to focus on China 
alone, as it has stated in the past, while leaving 
its European partners to deal with Russia entirely 
by themselves. On the contrary, the lack of an ef-
fective European nuclear deterrence might force 
Europe to increasingly fulfil Russia’s geopolitical 
demands to avoid armed conflict, potentially 
allowing Russia to undermine political and eco-
nomic relations between the United States and 
Europe. Since Europe remains the United States’ 
largest trading and financial partner by a signifi-
cant margin, it should be clear that such a strate-
gy would be entirely self-defeating.

As for some of the tariff and exchange-rate 
pronouncements by the Trump administration, 
it is important to keep in mind that an economy 
with free capital movements and an independent 
monetary policy cannot pick a specific value for 

ASSUMPTIONS AND ALTERNATIVES
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The bull sculpture in front of the Shenzhen Stock Exchange in Shenzhen, China, June 15, 2015.  
Source: Shutterstock.

its foreign exchange rate (the “impossible trinity” 
of economics). In the case of the United States, 
this means that an imposition of tariffs to weaken 
the dollar, as has been floated by President 
Donald Trump during the election campaign, will 
not change the fact that the US dollar exchange 
rate remains market determined as long as the 
United States allows unrestricted capital inflows 
and outflows and has an independent Federal 
Reserve. In particular, the exchange rate of the 
dollar would continue to reflect differentials in 
saving rates among major trading partners, over 
which the United States has limited influence.

If the new administration were serious about at-
tempting to depreciate the value of the dollar, it 
could only do so by undermining its appeal as 
a safe asset to foreign investors. One way to 
do this would be to renege on the US commit-
ment to free and open trade and capital flows, 
which have formed the basis for robust growth 

over many decades. Tampering with the inde-
pendence of the Federal Reserve, let alone with 
the US legal system more broadly, could trigger 
significant financial volatility, including increases 
in the market interest rate on US government 
debt, major stock market losses, and a shock 
to the US economy that could dwarf any gains 
from what might be considered as a more favo-
rable exchange rate. The self-defeating nature of 
such moves would quickly become evident; but if 
confidence is lost, it would be difficult to restore.

Indeed, there are few credible alternatives for 
any US administration other than leveraging the 
strength of the US economy and its currency 
against the growing autocratic threat while ope-
rating in close alliance with other democracies.

	y Withdrawing into self-isolation, as in the 
1930s, could provide a false sense of se-
curity in today’s interconnected world. It 
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would undermine the global dominance of 
the dollar by weakening its economic and 
strategic influence as allies and partners 
may hedge against US unpredictability, 
seeking alternative financial systems to 
diversify. Moreover, such a policy would 
allow other countries to occupy geos-
trategic positions to the detriment of the 
US economy and national security. 

	y Similarly, accommodating strategic oppo-
nents like Russia or China would under-
mine trust in US leadership and lead to 
strategic losses in all theaters. Without the 
United States providing strong global lea-
dership, other countries would not be able 
to thrive without catering to the interests 
of the other powers, and the United States 
could enter a phase of economic decline.

Finally, the most likely alternative to the strategy 
outlined above would be that the United States 
remains mired in a polarized political environ-
ment that leads to short-sighted policy decisions 
that fall short of the strategic challenges ahead. 
Most importantly, the United States would not be 
able to improve its fiscal situation and eventually 
would lack the resources needed to maintain its 
strategic financial and economic dominance and 
the superiority of the dollar. The continued ero-
sion of US power might not be catastrophic for 
the United States itself, but it could trigger bouts 
of political instability and economic volatility 
around the globe, with negative consequences 
for the role of the US dollar and the welfare of 
US citizens.
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This paper outlines a strategy for the United 
States to maintain dollar dominance. It argues 
that the United States will likely remain the wor-
ld’s largest economic and military power, though 
it will face increasing difficulties in pursuing its 
strategic objectives on its own. There is a risk 
of military overreach as US defense spending is 
competing with other public expenditure priori-
ties. Additionally, high fiscal deficits could further 
weaken the exorbitant privilege that has enabled 
the United States to sustain large fiscal and cur-
rency account deficits in the past.

The stakes are now higher compared to eight 
years ago, when Trump first took office, both 

because of the run-up in public debt during 
that period and because Russia and China are 
now more closely aligned in trying to weaken 
the democratic West. While reining in the fiscal 
deficit and boosting the US economy’s growth 
potential, the administration should proceed 
cautiously, preserving economic and diplomatic 
relations with existing allies. The United States 
should also strengthen partnerships with emer-
ging markets and the developing world, where 
countering China’s efforts to co-opt countries 
into its economic and political orbit should beco-
me a strategic priority.

CONCLUSION
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