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By Katie Hunt

HONG KONG (MNI) - The Chinese yuan is beginning to play a modest role in central banks'
reserve portfolios, signalling a shift in perception about the currency's stability and its role in the
international financial system, analysts say.

But, they caution, the amounts involved are hard to quantify and the yuan's status as a reserve
currency will not gain traction until the limits placed on the convertibility of China's currency and
restrictions on foreign investment in China are removed.

Disheartened by the dollar, central banks in Malaysia, Nigeria, Chile, South Korea, Mongolia,
South Africa, Venezuela and Thailand have reportedly added yuan-denominated assets to their
reserves or be considering doing so.

And China has signed bilateral currency swap agreements with 15 central banks and a select
number of central banks have been allocated Qualified Foreign Institutional Investor (QFII) status
that allows them to invest in China's debt and stock markets.

"There's certainly a lot of talk about central banks adding renminbi exposure to their reserves,
which makes total sense," said Paul Mackel, head of Asia foreign exchange research at HSBC.

"But concrete evidence is hard to come by. Reserve diversification is a process that is not very
transparent."

Central banks seldom disclose the composition of their reserves. The most comprehensive data is
compiled by the International Monetary Fund but the yuan's lack of convertibility means it would
not be classed as a reserve currency by the IMF's own yardstick.

Nonetheless, a growing number of central banks are pursuing investment in the Chinese yuan, and
doing so in several different ways.

In January, the Bank Of Korea secured a quota to invest some of its $300 billion in reserves in
China's onshore inter-bank bond market and was awarded QFII status in December.

Norway's Norges Bank, the Hong Kong Monetary Authority, Bank Negara Malaysia and the Bank
Of Thailand also have been granted QFII status although Thailand's central bank, like Korea's, is
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awaiting a quota, suggesting they have not begun to accumulate yuan assets through this route.

Central banks may also be acquiring yuan-denominated assets offshore via Hong Kong, where the
Chinese government has issued bonds. Nigeria and Chile's central bank have publicly said they
have added yuan to their central bank reserves, most likely through offshore means.

China has also agreed a significant number of bilateral currency swap agreements, the most recent
of which was a pact worth CNY35 billion with the United Arab Emirates in January. On
Wednesday, Malaysia renewed its currency swap agreement for another three years and increased
its size to CNY180 billion.

And in December, Japan and China signed a pact to promote the use of their currencies for trade
and investment, circumventing use of the dollar.

These agreements are primarily aimed at facilitating the smooth functioning of bilateral trade and
providing liquidity in times of crisis rather than a channel for investment, says Robert Minikin,
senior foreign exchange strategist at Standard Chartered.

But the central banks that hold swap lines with the People's Bank of China are eligible to apply to
invest in China's inter-bank bond market, says Frances Cheung, a fixed income strategist at Credit
Agricole.

"It's not as liquid as Treasuries," she said. "But the onshore bond market has developed very
rapidly over the past two years and central banks have every incentive to gain exposure to onshore
yields."

And, at the very least, China's active pursuit of these types of deals shows it wants to make central
banks from differing economies familiar with yuan-denominated financial instruments.

"These moves are more important symbolically than quantitatively, but they may be setting the
stage for more significant developments as China's capital account becomes more open," said
economists Eswar Prasad and Lei Ye in a recent report for the Brookings Institute.

The wider adoption of the yuan also chimes with China's long-stated wish for a global financial
system less reliant on the dollar, which makes up the bulk of global currency reserves.

"I think China is definitely promoting the use of the yuan and thinks it should player a bigger role
in trade and financial markets, reflecting China's position in the global economy," said Mitul
Kotecha, head of foreign exchange research at Credit Agricole.

"But the yuan is still a non-convertible currency so it's very limited with what you can do with it.
Central banks on the whole are looking for safe and liquid investments."

As such, the percentage of yuan held in currency reserves is likely to remain a tiny fraction, and it
could take years, if not decades, for the yuan to truly rival the dollar, or even the euro.

But most analysts agree that the fact that central banks are prepared to accumulate yuan despite its
short-comings as a reserve currency is a symbolically important shift.
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