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OPINION FEBRUARY 8, 2012, 6:49 P.M. ET

By ESWAR PRASAD

The Chinese currency invariably provokes overwrought reactions. One view is that it will soon knock the dollar
off its pedestal as the dominant global reserve currency. The other is that China is taking enormous risks by
letting capital account liberalization get ahead of domestic reforms.

Irrespective of government policies, China's capital account is becoming more open over time as rising trade and
financial integration create more channels for getting around capital controls. Rather than resist the inevitable,
the government has embraced gradual change, relaxing but not eliminating controls on both inflows and
outflows. The objective is full convertibility, unrestricted capital flows but with some "soft" administrative
controls and regulatory oversight.

The government is also positioning its currency for a broader role in global trade and finance. Hong Kong
provides the ideal testing ground for putting the yuan in play through trade settlement transactions as well as
yuan-denominated deposits and bonds.

Some central banks have signed currency swaps with China's central bank and begun adding yuan to their
foreign exchange reserve portfolios. Thus, given its sheer economic heft, China is successfully promoting the
yuan's international use without fully opening up the capital account or allowing the currency to float.

For reserve currency status, an open capital account and a flexible exchange rate are essential. But even that is
not sufficient.

What then determines a currency's status as a reserve currency? Size, as measured by a country's shares of
global GDP and trade, counts for much. But it is not crucial—Switzerland is hardly a behemoth while the Swiss
franc is a reserve currency.

And contrary to popular misconceptions based on the U.S. dollar, current account deficits, which reflect the net
provision of financial assets to the rest of the world, are not essential. Major reserve currency economies
including the euro area and Japan have run current account surpluses or at least a balanced current account for
a long time.

Good monetary and fiscal policies that preserve a currency's
value are important, but the major advanced economies are
hardly paragons of smart policy. This has posed little threat so
far to their reserve currency status.

The crucial factor is financial market development. Historically,

Dow Jones Reprints: This copy is for your personal, non-commercial use only. To order presentation-ready copies for distribution to your colleagues, clients or
customers, use the Order Reprints tool at the bottom of any article or visit www.djreprints.com

Will China's Yuan Rival the Dollar?
Safe and liquid financial markets help make for a strong currency. Beijing isn't there yet.
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each reserve currency has attained that status under unique
circumstances and spurred by different motivations. But in all
cases foreign investors have been able to buy high-quality
assets, typically government and corporate bonds, denominated
in the country's currency.

Paradoxically, for want of other safe assets, the high and rising
level of U.S. government debt is cementing the role of the dollar
as the dominant reserve currency. This safety could well be a
chimera if the U.S. debt position becomes unsustainable. So the
rush to U.S. Treasurys at times of global financial turmoil may
reflect a flight to liquidity rather than safety. The U.S. trump
card is that its financial markets remain unmatched in their
breadth, the range of financial instruments available to foreign

investors, the amounts of each such instrument, and the volumes of trading in those instruments.

Building up more debt would hardly be the right approach for China to challenge the dollar's dominance.
Reforms like developing financial markets and making the exchange rate more flexible, which are key for China's
own balanced economic development, are a more sensible approach. Financial market development takes time.
For all the dynamism of the Chinese economy, over the next decade the yuan will evolve into a reserve currency
that erodes but doesn't displace the dollar.

An intriguing possibility is that we are seeing a Trojan horse strategy in play—reform-minded policy makers
using the goal of making the yuan a global currency to promote much-needed domestic reforms to improve the
balance and sustainability of China's growth. Uniting the country's citizens behind this nationalistic objective
would build popular support for reforms needed to make it a reality—a better banking system, broader financial
markets, a more flexible currency and other reforms. The path of China's growth and the yuan's role in the global
economy will depend on those policy choices.

Mr. Prasad is a professor at Cornell University and a senior fellow at the Brookings Institution. This article is
based on his new Brookings study "The Renminbi's Role in the Global Monetary System," with co-author Lei
Ye.
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