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Introduction

The political economy of international monetary relations examines how exchange rates, reserve
currencies, capital flows, central banks, financial institutions, and domestic political interests interact
across borders. Monetary systems are not maintained by technical rules alone because every
exchange-rate arrangement distributes benefits and adjustment costs among exporters, importers,
debtors, creditors, workers, investors, and governments. The classical gold standard, the Bretton
Woods system, and today’s mixture of floating and managed exchange rates illustrate different
attempts to balance international stability with domestic policy autonomy. The central political
problem is that governments value predictable exchange rates and access to global finance but also
want the freedom to pursue employment, growth, and financial stability at home. International
cooperation therefore depends on whether domestic constituencies accept the required adjustment
and whether leading states and institutions provide sufficient liquidity and confidence (Frieden, 1991).
In 2026, the system remains strongly dollar-centered, although reserve diversification continues
gradually. IMF data for the second quarter of 2026 placed the U.S. dollar at 56.70% of allocated global
foreign-exchange reserves (International Monetary Fund [IMF], 2026).

The Gold Standard and the Politics of Adjustment

Under the classical gold standard, currencies were defined by fixed amounts of gold, creating
relatively stable exchange rates among participating countries. Central banks and monetary
authorities were expected to defend convertibility by adjusting interest rates, credit conditions, and
domestic demand when gold flowed in or out. This arrangement supported long-distance trade and
investment, but it imposed political costs. Deficit countries could face deflation, wage pressure,
unemployment, and recession while trying to restore external balance. The system was easier to
sustain when voting rights were narrower, organized labor had less political influence, and
governments faced weaker expectations to protect employment or welfare. World War | disrupted
convertibility, fiscal stability, and capital markets, while interwar attempts to restore earlier gold
parities often required painful domestic adjustment. The Great Depression then exposed the
incompatibility between rigid external commitments and increasingly powerful domestic demands for
economic stabilization. The gold standard therefore demonstrates a recurring lesson in international
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monetary politics: a regime survives only when its domestic adjustment requirements remain
politically tolerable (Eichengreen, 2019).

Bretton Woods and Embedded Liberalism

The Bretton Woods system, created in 1944, sought to preserve exchange-rate stability without
reproducing the full domestic constraints of the interwar gold standard. Participating currencies were
linked to the U.S. dollar, while the dollar was convertible into gold for foreign monetary authorities at
an official price. The International Monetary Fund was created to provide temporary balance-of-
payments support, and capital controls gave governments more room to pursue employment and
welfare policies. John Ruggie described this compromise as “embedded liberalism,” because
governments reopened international trade while retaining substantial domestic policy space (Ruggie,
1982). The system depended heavily on U.S. economic leadership and on confidence in the dollar.
Over time, global demand for dollar reserves expanded faster than the United States could credibly
guarantee gold convertibility at the fixed price, creating the tension associated with the Triffin
dilemma (Triffin, 1960). President Richard Nixon suspended dollar-gold convertibility in 1971, and
major currencies increasingly moved toward floating exchange rates by 1973.

Exchange-Rate Choice and the Impossible Trinity

Modern monetary regimes range from hard pegs and currency boards to managed floats and freely
floating currencies. The “impossible trinity” helps explain these choices by stating that a country
cannot simultaneously maintain a fixed exchange rate, unrestricted capital mobility, and fully
independent monetary policy. It can sustainably choose only two of the three. The gold standard
prioritized fixed rates and capital mobility, limiting national monetary autonomy. Bretton Woods
preserved fixed but adjustable rates and greater domestic policy space partly through capital
controls. Many advanced economies today combine capital mobility with independent monetary
policy and therefore allow exchange rates to move. The trade-offs are political as well as economic.
Exporters may favor a more competitive currency, consumers may prefer stronger purchasing power,
and financial institutions may prioritize capital mobility and price stability. Governments must also
consider foreign-currency debt, inflation pass-through, reserve adequacy, and credibility. Exchange-
rate policy is therefore never just a technical selection from a textbook menu; it reflects the structure
of the economy and the political coalitions willing to support the resulting adjustment.

Reserve Currencies, Dollar Centrality, and
Diversification

A reserve currency is widely held by central banks and used in trade, financial contracts, debt
issuance, and international payments. The U.S. dollar remains the leading reserve currency because
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of the size and liquidity of dollar markets, the depth of U.S. government securities, network effects,
convertibility, and the extensive use of dollars in global finance. IMF COFER data show that the dollar
represented 56.70% of allocated foreign-exchange reserves in the second quarter of 2026, down
modestly from the first quarter but still far ahead of any single alternative (IMF, 2026). The euro, yen,
pound sterling, renminbi, and other currencies also serve reserve functions. Diversification can reflect
portfolio management, geopolitical concerns, trade patterns, and efforts to reduce reliance on one
currency. Reserve dominance changes slowly because users benefit from liquidity and established
networks. A currency’s international role also depends on trust in institutions, market openness, legal
predictability, and the ability of investors to move funds at scale. Dollar centrality therefore remains
substantial without being immutable.

Institutions, Crisis Management, and New
Monetary Challenges

International monetary cooperation now extends beyond exchange-rate agreements. Central banks
use swap lines, coordinated communication, and institutions such as the Bank for International
Settlements to address liquidity problems, while the IMF provides surveillance, technical assistance,
and lending to countries facing external financing stress. These mechanisms can stabilize markets,
but they also raise political questions about conditionality, voting power, unequal access, and the
distribution of adjustment costs. Current challenges include high public and private debt, geopolitical
sanctions, payment-system fragmentation, climate-related financial risks, digital currencies,
stablecoins, and increasingly rapid cross-border capital movement. Digital payment technology may
lower transaction costs while creating new problems involving privacy, cybersecurity, monetary
sovereignty, and regulatory jurisdiction. None of these changes eliminates the basic political economy
problem. Governments still must decide how much domestic autonomy they are willing to trade for
international integration and which groups will absorb the costs when external balances become
unsustainable. International institutions can coordinate adjustment, but they cannot make distributive
conflict disappear.

Conclusion

International monetary systems are political arrangements as well as economic mechanisms. The
classical gold standard offered exchange-rate stability through gold convertibility but required
domestic adjustment that became harder to sustain as mass democracy and employment
expectations expanded. Bretton Woods created formal institutions, fixed but adjustable rates, capital
controls, and more domestic policy space, yet it ultimately depended on a dollar-gold commitment
that became unsustainable. Today’s system combines floating, managed, and fixed regimes within a
financial structure that remains centered on the U.S. dollar. The dollar’s 56.70% share of allocated
global foreign-exchange reserves in 2026Q2 confirms continuing dominance while also showing
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gradual diversification (IMF, 2026). Stability depends on more than one hegemonic state or one
institutional rule. It requires credible domestic institutions, sufficient liquidity, workable adjustment
mechanisms, and political coalitions that consider the regime preferable to available alternatives. The
enduring lesson is that international monetary cooperation succeeds only when external
commitments do not become politically incompatible with domestic employment, financial stability,
distributional legitimacy, and democratic accountability.
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