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The SDR and China’s Dollar Problem

 By Susan Schadler
What is motivating calls from China and, to a lesser extent, other major emerging economies for a new reserve currency to replace the dollar? Is it just disenchantment with current global governance—their small IMF quotas, their second class status (behind the G-7 in the G-20)—or is there an endgame? Let’s look at four possibilities. 
First, perhaps China is angling to revive the old Substitution Account idea of the late 1970s—another period of concerns about (at that time actual) dollar weakness. The idea was that the IMF would set up an account into which countries could trade dollar reserves for SDRs. This is now, like it was then, a non-starter. The IMF cannot take on exchange rate risk itself. So any losses on the exchange rate of the SDR vs. the dollar (the very dollar depreciation large dollar holders dread) would need to be funded by IMF members. The idea failed in the 1970s and would fail again—IMF  members have no interest in covering exchange losses of countries with persistent trade surpluses. 
Second, perhaps China is aiming for some less obvious substitution mechanism, say by putting together a coalition of IMF members to support a sizable expansion of the supply of SDRs with the intention of gradually swapping its dollar assets for SDRs allocated to other countries. How would this work? 
Let’s say this coalition secured an IMF decision to expand the supply of SDRs radically (by substantially more than the likely SDR 250 billion allocation now in the cards) over, say, a decade. Allocations entail giving SDRs to all IMF members, each in proportion to its IMF quota, regardless of their desire to hold additional official reserves. Those countries that want additional useable currencies for balance-of-payments finance would trade their SDRs for these currencies. China could be the purchaser: providing dollars, acquiring SDRs, and thereby achieving its aim of reserve diversification. 
Of course China could achieve the same diversification by selling dollars into the market for euros, yen or sterling. The advantage for China of the SDR route would be that it would achieve the same result (lower dollar and greater other currency holdings) but likely with less movement in exchange rates between the major reserve currencies, since the drop in China’s dollar holdings would largely be matched by the increased supply of SDRs. However, the success of this approach from China’s viewpoint would require large allocations and other countries wanting to trade their SDRs—both unlikely to occur on a scale sufficient to make a sizable dent on China’s dollar problem. 
Third, perhaps China sees revival of attention to the SDR as a warning to the United States—a tool ready to be activated should the United States show signs of attempting to inflate away its large government debt. In this view, reigniting interest in the SDR—even having a few small allocations—would make more concrete the threat to the United States of international pressure for a replacement of the dollar in portfolios of official reserves should the United States start down an inflationary route. In effect, this would threaten to raise the costs to the United States (in terms of lost seignorage and/or demand for Treasury Bills) of turning a blind eye to a depreciation of the dollar. But is such a  threat credible? Fears about the dollar would depreciate China’s dollar reserves and, of course, the United States still has veto power within the IMF over SDR allocations. 
Fourth, and most plausibly, talk of an increased role of the SDR is simply bureaucratic cover. China’s mercantilist exchange rate policy has resulted unavoidably in a large accumulation of dollar assets that now leave China inextricably bound to the fate of the dollar. There are no gimmicks to undo that link. Yet, a significant drop in the value of the dollar (and thus the purchasing power of China’s reserves) would be a political nightmare for many powerful technocrats. Thus, offsetting the risk that the call for an alternative reserve currency will encourage the very dollar drop that is feared is the immense bureaucratic pressure to anticipate any such drop by attributing the high dollar holdings to "the system" that provides no alternative and by appearing to have a proposal that would save the day but for the reluctance of the US to relinquish global seignorage. 

Paradoxically, the most promising strategy now for preserving the value of large dollar holdings is for the holders to cut their savings rates and help strengthen global demand. 

