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SPECIAL REPORT

BY BARRY EICHENGREEN

NOT A FEW OBSERVERS HAVE ASSERTED that the dollar’s
prospects as a reserve currency have been dimmed by the cri-
sis of 2007-2009. The crisis has diminished the attractive-
ness of the United States as a supplier of high-quality finan-
cial assets, but at the same time has ensured that the U.S. will
be issuing vast quantities of public debt for the foreseeable
future. Together these trends in supply and demand imply a
weaker dollar. The resulting capital losses on central banks’
outstanding dollar reserves will in due course cause them to
consider alternatives.
There is only one problem with this argument: there has

been no actual diminution of the dollar’s international role.
For evidence we need look only to the foreign exchange mar-
ket, where the dollar in fact became stronger following the
outbreak of the crisis, as domestic and foreign investors fled
to the safety of U.S. treasuries.

Why the crisis prompted this flight toward the dollar rather
than away from it is clear. The U.S. treasury market has unri-
valed liquidity which is a key attraction for central banks.
Reserve instruments not readily convertible into cash are not
easily deployed in market operations so it matters critically to
reserve managers that the market in US treasuries is the most
liquid in the world. Thismakes it difficult for other currencies
to compete.

The rise of the euro

THE ALTERNATIVES TO THE DOLLAR are not especially
attractive. The pound sterling and Swiss franc each account
for less than 2 percent of global reserves, reflecting the small
size of their issuing economies. The yen accounts for barely 3
percent, reflecting Japan’s past policies of discouraging the
currency’s internationalization and more recently, the coun-
try’s “lost decade” and extended period of zero interest rates.

The Dollar Dilemma

And the winner is...
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The only serious alternative is the euro. The euro area pos-
sesses the requisite scale, and also has a large government
debt market. But its various government bonds differ in their
risk, returns, and liquidity. German government bonds have a
reputation for stability, but the market for these bonds lacks
liquidity since they tend to be held to maturity by institution-
al investors. Italian government bonds are themost important
euro area debt securities in value, but are not attractive as
reserve assets because of the country’s economic problems.
Nevertheless, as neighboring countries forge deeper links

with the EU, they are likely to hold more euros. For example,
recognizing the growing importance of European trade and
finance, Russia recently increased the weight of the euro in the
basket of currencies used to guide its exchange rate policy. As
the euro becomesmore important to Russia as a reference cur-
rency, its central bank will want to hold a larger share of its
reserves in euro-denominated securities. In its 2008 annual
report the Central Bank of the Russian Federation confirmed
that it had reduced the share of dollars in its reserves from 47
to 41.5 percent between the beginning of 2008 and the begin-
ning of 2009 and raised the share of the euro from 42.4 to 47.5
percent. In June it indicated that it intended to reduce still fur-
ther the share of dollar-denominated assets in its portfolio.
This case illustrates that there is likely to be some further

reallocation of reserves from dollars to euros by the countries
on Europe’s periphery. The euro will become an increasingly
important reserve currency in that part of the world. Whether
it can surpass the dollar globally, given the greenback’s head
start and the euro area’s own unfavorable demographics, is
another matter.

The China dollar paradox

RUSSIA ’S RESERVE DIVERSIFICATION is one thing, but
reserve diversification by China is another matter. Informed
guesses put China’s official dollar assets at roughly eight times
Russia’s as ofMay 2009. Thus reserve diversification by China
would be a very big deal.
It is not surprising that the issue has become a flashpoint

domestically since China’s foreign currency reserves amount
to $2,000 per Chinese resident. That said, Chinese officials are
aware that they are trapped. The prices of treasuries would tank
if the People’s Bank of China sold them in sufficient quantities
to significantly alter the currency composition of its reserve
portfolio. To the extent that dollars still comprised a significant
portion of its reserves, the People’s Bank would incur costly
losses. One is reminded of Keynes’s aphorism: “When you owe
your bank manager a thousand pounds you are at his mercy.
When you owe him amillion pounds, he is at your mercy.”
The sensible strategy in such circumstances would be to

make a series of small adjustments in portfolio proportions,
which is essentially what China’s reserve managers are doing.
This is yet another reason why the declining dominance of the
dollar in reserve portfolios is more likely to be gradual than
sudden.
Finding itself in this bind, China has, not unreasonably,

begun exploring other options. In March 2009 its central

bank governormade a splash by arguing that the IMF’s Special
Drawing Rights (SDRs) should replace the dollar as the
world’s reserve currency.
The obstacles to making this happen are formidable.

Reserves, as noted above, are only attractive if they can be
used. Making the SDR attractive would thus require develop-
ing markets on which SDR claims can be bought and sold. It
would be necessary to build a market on which governments
could issue SDRbonds at a competitive cost. Banks would have
to find it attractive to take SDR deposits and make SDR loans.
It would be necessary to restructure foreign exchangemarkets
so that traders went through the SDR.
Making this happen would require significant investments

over an extended period. To start with, if China were serious
about elevating the SDR to reserve-currency status, it should
then take steps to create a liquid market in SDR claims. For
example, it could issue SDR-denominated bonds. This would
be amuchmoremeaningful step than buying SDR bonds from
the IMF, as it has indicated it will do.
Then there is the question of who would be on the demand

side of the market. Government bonds are held by pension
funds and insurance companies since the maturity of the
bonds matches the maturity of these buyers’ liabilities. If the
dollar depreciated against the euro, a European insurance
company holding SDR-denominated bonds and euro-
denominated liabilities would find itself in deep trouble.
Potential investors would need markets on which to hedge
SDR currency risk—markets that can only be created at a cost.
Finally, for the SDR to become an attractive form of

reserves, the IMF would have to be able to issue additional
SDRs in periods of shortage, much as the U.S. Federal Reserve
provided dollar swaps to ensure adequate dollar liquidity in
the second half of 2008. In other words, for the SDR to
become a true international currency, the IMF would have to
become more like a global central bank. Again, this is unlike-
ly to happen overnight.

An international Chinese currency?

PERHAPS THE MOST FUNDAMENTAL REASON for discount-
ing the SDR proposal is that China has a preferred alternative:
establishing the renminbi as an international currency. If the
renminbi were to be widely used in international transactions,
China itself would no longer need to hold foreign currencies to
smooth its balance of payments. It could simply print more or
less of its own currency, as necessary, like the United States.
But for now the renminbi remains unconvertible.

Foreigners can only use it to purchase goods from China. It is
used in cross-border trade only with China’s immediate
neighbors. Brazil and China recently announced the intention
to explore ways of using their own currencies in their bilater-
al trade. But this agreement is mainly useful for advertizing
Chinese-Brazilian trade. A Brazilian firm will take renminbi
in payment for its exports only to the extent that it imports
from China—not your typical case.
Similarly, China’s recently concluded swap agreements

with Argentina, Belarus, Hong Kong, Indonesia, South Korea
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and Malaysia are mainly a way of signaling its global ambi-
tions. These countries cannot use renminbi to intervene in
foreign exchange markets. They cannot use it to import mer-
chandise from third countries or to pay foreign banks and
bondholders.
In time, China can strengthen the international role of the

renminbi by developing liquid financial markets and liberal-
izing foreigners’ access to thesemarkets. Over time, it can also
make its currency convertible for financial as well as mer-
chandise transactions. The question is: how much time?
Reconciling financial stability with capital account convert-
ibility has formidable prerequisites. Markets must first
become more transparent. Banks must be commercialized.
Supervision and regulation must be strengthened, and the
exchange rate must be made more flexible to accommodate a
larger volume of capital flows.
China, in other words, must first move away from a growth

model in which bank lending and a pegged currency have been
two of the pillars of its development policy. This is easier said
than done. Witness how the Chinese authorities’ reaction to
the crisis was in fact to move in the other direction, relying
more on directed lending to boost investment and hardening
the renminbi’s peg to the dollar to sustain exports.
The year 2020 is the authorities’ target date for transforming

Shanghai into an international financial center and thus, de
facto, for the capital account convertibility that is a prerequisite
for a reserve-currency role for the renminbi. But even if China
grows at a 7 percent annual rate for the next decade (slower than
in the past, reflecting less favorable demographics, but still
exceptional), its GDP in 2020 will still be considerably smaller
than that of the U.S. at market exchange rates. The renminbi
will still have a smaller domestic platform than the dollar. In
turn thismeans that itsmarket liquidity will not be comparable.
Under these circumstances, the attractiveness of holding

reserves in renminbi will be limited. It will be most attractive
to countries conducting the majority of their trade with China
and doing their international financial business in Shanghai.
This suggests that the market for renminbi reserves will, at
least initially, be concentrated in Asia, much as themarket for
euro reserves is concentrated in Europe.

The resilient dollar

I CONCLUDE, BY PROCESS OF ELIMINATION, that the dollar
will remain the principal form of international reserves for the
foreseeable future. It will not be as dominant as in the past, for
the same reasons that theUnited States will not be as dominant
economically as in the past. In the short run the euro will con-
tinue to gainmarket share, especially in Greater Europe. In the
longer run there will be a role for the renminbi, especially in
Greater Asia. But as far into the future as I personally am able
to see, the dollar will remain first among equals.
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When countries try to protect their own industries, any
short-run gains in a given industry are generally offset by
losses in others; and industries using imports of the protect-
ed goods either face higher costs of production ormust devel-
op higher-cost domestic supply sources). The global economy
is worse off as a result of reduced productivity and output.
This happened in the l930s, when the Smoot-Hawley tariff
passed by the American Congress erected high tariff barriers
in the United States. Other countries retaliated and interna-
tional trade shrank by an even greater proportion than world
GDP during the Great Depression. Economic historians
blame the high tariff barriers that were erected in the U.S. and
elsewhere as being a major contributing factor to the length
and severity of the Great Depression. Because of the increased
integration of the world economy, the costs of protection
today would be even greater than they were in the l930s.
Politically it is relatively easy to erect protective barriers,

but difficult to remove them. World output will be lower and
the recession somewhat deeper if countries become more
protectionist. But the real question is how soon and how rapid
the upturn and the return to global economic growth will be.
And it is here that the dangers of protection are worst: if
exporters everywhere are confronted with trade barriers, they
will not invest in additional capacity to the same extent as they
would in a more open global system, and resources will
remain stuck in industries (such as autos and steel) where
excess capacity exists and there is little incentive for further
investment.
In such a post-recession world, poor countries’ prospects

for growth through an outer-oriented trade strategy would
still be better than if they were to adopt protectionist barriers,
but less favorable than if the world returned to an open, liber-
al, multilateral trading system.
Policymakers’ concerns about the short run and the temp-

tation of protectionism are understandable. But protection-
ism will invite retaliation and, once started, will increase
pressures and temptations for even more protectionism.
Policy makers can reduce the threat by reviving and com-

pleting the Doha Round of multilateral trade negotiations
under theWTO.Such anactionwould strengthen theopenmul-
tilateral trading system, serve as a barrier against further pro-
tection (especially by reassuring those who argue for protection
because “others will do it”), and provide producers with appro-
priate signals that it is safe to invest in export industries
because they will still be operating on level playing fields.
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