Q&A on SDR Review

1. What is an SDR?
SDR stands for Special Drawing Right, and is a claim on freely usable currencies. It is an international reserve asset created by the International Monetary Fund in 1969 to supplement other reserve assets of member countries. SDR also serves as a unit of account by the IMF and some other international institutions. 

When created, value of one SDR was pegged to that of one U.S. dollar. After collapse of the Bretton Woods system, a currency basket replaced the peg in 1974. Before the 2015 review, the SDR currency basket comprised of the U.S. dollar, euro, Japanese yen, and pound sterling. Based on the exchange rate on November 30, 2015, 1 SDR equals to 1.37217 U.S. dollars.  

2. How many SDRs have been allocated and how are they used?
SDRs are allocated to IMF members from time to time to supplement their reserve assets. 

The IMF made two SDR general allocations in the periods of 1970-1972 and 1978-1981. After the outbreak of the global financial crisis, in order to better deal with the crisis, SDR 182.6 billion was allocated in 2009. A total of 204.1 billion SDRs (equivalent to 280.1 billion U.S. dollars) have been allocated to date. The allocation for China is SDR 6.9897 billion.

At present, SDR is mainly used in the IMF’s financing transactions with its member countries and other official sector transactions, including using SDRs in exchange for freely usable currencies, and payment of interest on and repayment of loans, or payment for quota increases to the IMF. 

3. What does an SDR review typically cover?
SDR review is often conducted every five years, typically covering the composition of the SDR basket currencies and their weights. 

SDR review is guided by the following principles. (1) The SDR’s value should be stable in terms of the major currencies; (2) the currencies included in the basket should be representative of those used in international transactions; (3) The relative weights of currencies included in the basket should reflect their relative importance in the world’s trading and financial system; (4) the composition of the SDR currency basket should be stable and change only as a result of significant developments from one review to the next; (5) there should be continuity in the method of SDR valuation such that revisions in the method of valuation occur only as a result of major changes in the roles of currencies in the world economy.

4. What are the criteria for SDR basket inclusion and what is the assessment of the RMB against the criteria?
The current criteria for inclusion establish that the SDR basket comprises the currencies that are issued by members or monetary unions whose exports had the largest value over a five-year period, and have been determined by the IMF to be "freely usable". A “freely usable” currency is defined in the IMF’s Articles of Agreement to mean a currency that the IMF determines (i) is, in fact, widely used to make payments for international transactions, and (ii) is widely traded in the principal exchange markets. Several indicators are used as important factors in the free usability assessment: the shares of currencies in reserve holdings, the currency denomination of international debt securities, international banking liabilities, cross-border payments, trade finance, and the volume (turnover) of transaction in foreign exchange markets. 

The RMB met the export criterion during the 2010 SDR review. In the past five years, the RMB became more freely usable in the context of rapid internationalization of the currency. Based on the indicators used for assessing “freely usable”, the IMF Executive Board believed there is sufficient basis to determine the RMB as a freely usable currency, and decided to include the RMB in the SDR currency basket. 

5. What is a freely usable currency?
A “freely usable” currency is defined in the IMF’s Articles of Agreement to mean a currency that the IMF determines (i) is, in fact, widely used to make payments for international transactions, and (ii) is widely traded in the principal exchange markets. Several indicators are used as important factors in the free usability assessment: the shares of currencies in reserve holdings, the currency denomination of international debt securities, international banking liabilities, cross-border payments, trade finance, and the volume (turnover) of transaction in foreign exchange markets.

Freely usable is different from capital account convertibility. Convertibility is neither a necessary nor a sufficient condition for a currency to be a freely usable currency. A currency may be widely used and widely traded even if the issuing member retains some restrictions. Conversely, a currency that is fully convertible may not be considered widely used and widely traded. However, freely usable criteria require certain degree of capital account convertibility, and capital account convertibility can improve the extent to which a currency is freely usable. 

6. What are the weights of each currency in the SDR basket? 
The weighing formula is made up of trade and financial indicators in order to reflect the relative importance of a currency in the global trade and financial systems. Under the new formula, the respective weights of the SDR currencies are: 41.73% for the U.S. dollar; 30.93% for euro; 10.92% for the RMB; 8.33% for the Japanese yen; and 8.09% for the pound sterling. 

7. When will the new SDR basket take effect?
The new basket including the RMB will take effect on October 1, 2016. This decision is made mainly to allow sufficient time for SDR users to make accounting and trading adjustments in the event that a new currency is added to the SDR basket for the first time in the past decades. 
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