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Reserve currency is one of the key elements of the 
international monetary system (IMS). The reserve 
currencies we use today get their position through 
long-run evolution of international political 
and economic system and as a result of market 
choice. They are used in international transaction, 
intervention and book-keeping etc., and are regarded 
as international assets and currency anchor, and 
facilitating global trade and investment. Nevertheless, 
in the current IMS, there are some non-negligible 
problems that merit further discussion.

First, excessive volatility among major reserve currencies 
causes sharp changes in commodity prices, balance 
sheets and income statements that are denominated in 
those currencies, though such movements are not based 
on changes of actual value or cost and operational 
performance. Under the current system, major reserve 
currency issuing countries adopt free fl oating exchange 
rate regime. Exchange rates of these currencies are 
signifi cantly infl uenced by macroeconomic policies 
and formed in the market. However, they may not 
be always consistent with changes in economic 
fundamentals. For example, the exchange rate 
between the Euro and US dollar has been fl uctuating 
within a range between 0.8 and 1.6 in a few years, 
while there has been no corresponding change in 
economic fundamentals of Europe and United States. 
Highly volatile exchange rates among major reserve 
currencies cause unnecessary disruptions to the real 
economy. Excessive fl uctuation sometimes could be 
a major source of risk and vulnerability to national 
economies, and sometimes even trigger crisis. 

Second, policies of major reserve currency issuing countries 
have an enormous spillover effect on other countries and 
the world economy more broadly, and at the same time 
the effect of their own policies has been weakened by 
the international usage of their currencies. Domestic 
economic policies in these countries have both 
global and systemic implications. If policies in these 
countries are based on misjudgments or constrained 
by political concerns, their effectiveness in solving 
domestic problems will be greatly discounted, and a 
negative impact will be spilled over to other countries. 
For instance, easing monetary policy aimed at 
stimulating domestic demand with a background of 

malfunctioning fi nancial system, may lead to more 
demand for foreign products and capital outfl ow. 
This would weaken the effort of recovery in those 
countries, and also might contribute to asset bubbles 
in emerging markets. 

Third, there is a lack of clearly articulated responsibilities 
of maintaining appropriate money supply and 
currency stability, and a designated body to take such 
responsibilities in the current international monetary 
system. Under the current system, national central 
banks take responsibility in their own countries for 
controlling infl ation and thus promote economic 
growth. At the same time, major reserve currencies 
are the key vehicle of global credit creation and the 
main instrument for international payment and 
settlement. Large expansion or contraction in supply 
of reserve currency can generate signifi cant impact 
on global commodities and fi nancial markets and on 
cross border capital fl ows. However, currently we 
do not have an international institution with clear 
mandate to ensure orderly and appropriate supply 
of reserve currencies and with the responsibility to 
keep its value stable.

Therefore, there is a need to improve the current 
international monetary system, and there are several 
potential paths to move forward.

Firstly, issuers of major reserve currencies need to 
exercise self-discipline. Under the current international 
monetary system, major policy mistakes and internal 
imbalances kept too much for too long should be 
avoided. At the same time, there is a need to put in 
place a set of uniform international principles, to 
guide the adoption of appropriate policies to improve 
macroeconomic and fi nancial soundness. This could 
help to reduce their possible negative policy spillovers.

Secondly, diversify international reserve currency. 
It helps diversify risks, distributes the responsibility 
of maintaining stability of international monetary 
system among more countries, so that it could 
mitigate a potential shock on global financial 
and economic stability caused by policy mistake 
in major reserve currency countries. As we can 
see, euro and some other currencies now play 
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important role in the international monetary system. 
Diversifi cation of reserve currencies comes as a result 
of market choice. Other candidates might also emerge 
in future if they are widely accepted in the market.

Lastly, improve the international monetary system in a 
well organised way. In this regard, the role of special 
drawing right (SDR) as reserve currency has been 
widely discussed after the fi nancial crisis. A SDR 
is issued and allocated by the IMF and consists of 
a basket of currencies. It is supra-sovereign and its 
supply is manageable. As a unit of account it could 

reduce the volatility of valuation in comparison with 
a single currency. It has the potential role to play as 
an international reserve asset and unit of account 
etc. Still, there are also many constraints. To address 
these constraints, we can start tentative reforms in 
a number of areas, including effort to expand SDR’s 
role as reporting currency, means of payment and 
pricing, create SDR-based assets and gradually develop 
SDR market. To support a greater role of SDR, we 
could consider further improving SDR valuation and 
allocation, and making the SDR basket more refl ective 
of the reality of global economy.
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