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Abstract: China's economy has been growing quickly in recent years, and there have been
numerous academic discussions on the internationalization of the RMB. Currently,
academics mainly believe that the RMB will not replace the US dollar as the global currency
in the near future.On the basis of summarizing the previous literature, this paper analyzes the
feasibility of the RMB replacing the US dollar as a global currency through theoretical
research and qualitative analysis. Conclusions are drawn after discussing the potential and
obstacles for the RMB to become an international currency: RMB has the great potential to
become a global currency, but it still requires a lot of effort from the Chinese government.In
addition, the Second World War for the British pound - so even if the remaining barricades to
the yuan becoming a global currency are removed it is likely to be years if not decades before
it could assume this role.
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1. Introduction

With the strengthening of China's economic power, the status of the RMB in the international arena
has also increased significantly. Additionally, the Chinese government has worked hard to encourage
the RMB's internationalization. Since 2009, China has been launching a pilot RMB settlement for
cross-border trade; In 2015, the "8-11 Exchange Reform™ enhanced the mechanism for forming the
RMB exchange rate, the RMB increasingly strengthened, and the RMB's globalization moved
quickly; October of the same year, CIPS constructed by the People's Bank of China (PBOC) was
officially put into use; In 2016, the IMF announced the inclusion of the RMB in the SDR as the fifth
international currency with a weight of 10.92%, ranking third [1], which is an important milestone in
the internationalization of the RMB, reflecting the recognition of the RMB's function of international
use; Relying on opportunities such as the "Belt and Road" initiative, China has become the world's
second-largest economy and the first trading country, and its national strength has gradually
increased, with the international monetary function of the RMB further developing in depth and
breadth.

In addition, according to the IMF, the RMB accounts for 2.37% of global foreign exchange
reserves in 2023Q3 [1], and the RMB is playing an increasingly important role in international
markets. There are numerous discussions about whether the RMB will replace the US dollar as the
global currency: In the past ten years, changes in the level of RMB internationalization have gone
through three periods of development, namely "rapid increase - oscillation and repetition - slow
growth”, and is still in the primary stage [2]. RMB may be possible to complete the
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internationalization process quickly if the authorities set their minds to it and it does not presuppose
the demise of the dollar [3]. China has challenges in advancing the RMB as a significant
trade-invoicing currency, including low per capita income, restricted financial openness, and the
existence of U.S. dollar zone nations in Asia [4].

In this article, we will comprehensively discuss the potential and challenges of the RMB becoming
an international currency. After analyzing the two dominant factors (financial markets and capital
restrictions) that have prevented the RMB from becoming an international currency, this paper also
innovatively briefly describes some other factors.

2.  Characteristics of global currency
2.1. Factors influencing global currency

International currencies are generally currencies that are used for the valuation and settlement of
international transactions in financial assets and trade in goods and services and are held by private
individuals, economic sectors, and monetary authorities as internationally liquid and reserve assets.
The international currency function is an extension of the domestic function of the currency abroad
[5]. Many economic scholars and experts have analyzed the economic factors that influence a
currency to become an international currency. To summarize, there are the following 3 factors: the
country's economic status, the stability of the macro environment, and a sound financial system [6].
At present, the US dollar, as the main international currency in use, performs well in these 3 aspects,
the RMB scores high in the two aspects of economic status and macro-environmental stability, and
needs to be further improved in the financial system. (Specifically analyzed below)

2.2. Benefits of global currency

The benefits of internationalizing the currency are numerous, which explains why the Chinese
government is actively promoting the internationalization of the RMB. Summarizing the previous
literature, the benefits of an international currency are as follows: 1) It brings mint tax benefits. The
so-called mint tax refers to the export of national currencies in exchange for real resource imports, i.e.,
the amount by which the nominal value of the currency obtained by the currency issuer by virtue of its
issuance privileges exceeds the cost of issuance and management [5]; 2) Reducing exchange rate risk,
further improving terms of trade, and enhancing international status; 3) Asymmetric policy
advantages. As national currencies evolve into international currencies, the central bank of the
country issuing the international currency becomes, in a sense, the world's central bank, and its
liabilities become the standard of value and the ultimate means of payment for the entire world [7]. In
other words, the issuing countries of international currencies have a proactive advantage in the
formulation of monetary policy, and they tend to focus on their own national interests.

3. Potential for RMB to become a global currency
3.1. High trade&GDP share
3.1.1. Trade share

The share of trade directly determines how the country's currency is used internationally. Figure 1
shows the merchandise exports of China and the United States, and it can be seen that China’s exports
have been climbing year by year, even surpassing the United States in recent years. Let's review the
internationalization of the dollar: Table 2 shows the Total exports of major capitalist countries during
the gold standard period. During the period of the international gold standard, when the pound
sterling dominated, Britain exported far more than any other capitalist country. During the two world
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wars, however, the value of United States exports continued to rise [8], which laid an important

foundation for the subsequent emergence of the US dollar as the global currency.
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Figure 1: Exports of goods and services (current US$) - China, United States [9].

Table 1: Total exports of major countries Current boundaries (millions 1913$) [9-10].

UK France Italy uUsS China
1830 182.4 78.7 29.8 59.0 44.2
1870 976.2 488.5 117.2 422.5 88.7
1914 2097.3 949.9 424.9 2523.0 299.0
1938 2302.2 1061.8 490.9 3057.0 348.6
2022 1030000 963970 750820 3000000 3710000
3.1.2.GDP

GDP is a crucial metric for assessing a nation's economic standing. Figure 2 demonstrates the
comparison of the GDP growth rates of China and the United States, from which we can see that: in
recent years, China's GDP has been growing at a phenomenal rate, consistently higher than that of
the United States, which has laid a solid foundation for the RMB to become a global currency.
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Figure 2: GDP growth (annual %) - China, United States [9].
3.2. Stable macro-environment

The stability of the macro environment determines the volatility of the country's currency. The
stability of the currency in turn directly determines whether the currency has the potential to
become an international currency. Figure 3 shows the comparison of the CPI index between China
and the U.S. It is evident that China has maintained a comparatively low rate of inflation in recent
times. This provides a guarantee for the RMB to become a global currency. Nevertheless, poor sales,
financing, and debt issues have thrown the real estate sector into disarray, posing certain challenges
to China's macro environment. This situation needs to be moderated if China is to provide the
required macroenvironment.
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Figure 3: Consumer Price Index (CPI)--China; United State [1].
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3.3. Gradual improvement of the financial system

A series of financial policies introduced by the Chinese government in recent years have greatly
facilitated the process of RMB becoming an international currency. With the needs of national
development, China has gradually relaxed its capital controls: In the 811 exchange rate reform, the
central bank proposed a new mechanism for the formation of the mid-price, which is based on the
"reference to the previous day's closing price to determine the current day's mid-price". Based on "a
reference to the previous day's closing price to determine the current day's mid-price”, the central
bank introduced the factor of "stabilizing the 24-hour basket of currencies[11]. The mid-rate
mechanism of the RMB/USD exchange rate is further marketized, fully reflecting the demand and
supply in the foreign exchange market. With the introduction of a series of policies such as the
"8-11 Exchange Reform™ and the emergence of the offshore RMB(it can be simply understood as
RMB traded outside mainland China e.g.CNH), China's financial system has gradually been
improved, and the RMB has been used more and more frequently and has become more and more
important in the international arena.

4.  Chinese financial system
4.1. Financial Depth & Financial Breadth

This paper adopts two indicators, financial depth and financial breadth, which are commonly used by
academics to measure the current development of China's financial system.

Financial depth refers to the increase in the quantity of money in a country or region, and M2 /GDP
or financial assets/GDP is commonly used as an indicator, which reflects the degree of
financialization of the economy. According to the data of the World Bank: the ratio of M2 /GDP in
China in 2022 is as high as 216.2%i [9]. The financial depth is higher than the average developed
country. But because banking finance dominates it and there aren't many market-based products, it's
not broad enough. Since the government owns or controls banks of all sizes, the debt markets
presently pose little threat to them. Since the major state-owned companies have easy access to bank
funding and retained earnings, corporate debt markets in the form of commercial paper and
asset-backed securities are still in their infancy [12]. This reflects China's current relatively
homogeneous financial instruments and lack of financial innovation. According to IMF data,
comparing the financial breadth (as measured by the number of borrowings from commercial banks
per 1,000 adults [13]) of China and more financially developed countries (represented by Singapore
because of missing data published by the World Bank). The comparison shows that China's financial
breadth is relatively narrow and still has a lot of room for development. In addition, there are still
large loopholes in financial regulation in China, which need to be further standardized.
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Figure 4: Number of borrowers from commercial banks per 1000 adults--Singapore [1].
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Figure 5: Number of borrowers from commercial banks per 1000 adults--China [1].
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4.2. Capital flow

According to the "ternary paradox", China has chosen an independent monetary policy and stable
exchange rate, giving up the free flow of capital, and the renminbi has not yet realized free
convertibility. Summarizing the previous research results, the strictness of capital control has a direct
negative impact on international trade [14], which in turn affects the process of RMB
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internationalization; in the short term, RMB internationalization, and capital account opening are
causal to each other, capital account opening serves as the foundation and predicate for the steady
advancement of RMB internationalization, and RMB internationalization provides the condition and
chance for furthering capital account opening [15]. IMF's Annual Report on Exchange Arrangements
and Exchange Restrictions™ shows that, as of 2021, among the 40 sub-items of China's capital account,
China has achieved full convertibility in 4 sub-items, partial convertibility in 35 sub-items, and the
remaining non-convertible items are mainly about the participation of non-residents in the sale and
issuance of derivatives [15]. Figure 6 shows the capital account openness of China, high-income
countries, and low-income countries in 2013, and It is evident that China's capital account openness is
not only lower than that of high-income countries but also a certain level away from low-income
countries. China has more space to improve capital flows.

TREND (2000-2013) SELECTION (2013)
Units %2 High Income Countries (median) + 0.84
1 Low-Income Developing Countries
(median) += 0.32
0.8 N China, People’s Republic of 0.09

06

0.4

0.2

0

|
2000 2005 2010

Figure 6: Overall Capital Account Openness Index (all asset categories) [1].

Other reasons why the RMB cannot replace the dollar as the global currency

Inertia effect. As an international currency, the dollar has long dominated international trade
settlements, especially after being anchored to oil, the dollar has penetrated every aspect of the
economy and trade along with oil, an industrial necessity, and has solidified the payment and
settlement habits of international trade for all countries in the world [16].The replacement of
international currencies requires a large amount of cost, and in the international context of the rise of
the trend of anti-globalization, the status of the United States dollar as the global currency will not
change in a short time, and the internationalization process of the yuan will face serious challenges.

Account deficit. As a big exporter, China's foreign exports account for a considerable portion of its
GDP: according to the National Bureau of Statistics, China's import and export trade will total 31.54
trillion yuan in 2022, accounting for 18.5% of GDP. If the RMB becomes an global currency, there
will be a massive increase in demand for the RMB and it will appreciate significantly, which will deal
a severe blow to China's exports, and the Chinese government will be faced with a series of problems
such as how to adjust its economic policies.

Traditional culture. Influenced by Confucian culture, China is a saving country rather than a
spending country. Chinese people prefer to store the RMB rather than export it for consumption or
investment, which to a certain extent also reduces the circulation of the RMB in the international
arena.

Being an international currency must be backed by strong military and economic power. Currency
is also a political instrument that has a direct impact on international relations, and it is worth
exploring whether other countries will allow the yuan to replace the dollar.
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5. Conclusion

After summarizing the past literature, this paper analyzes the main factors hindering the RMB from
becoming an international currency - insufficient development of the financial system and capital
flow restrictions - and briefly discusses the other influencing factors, finally concluding that with the
gradual improvement of the RMB's status in the international arena, There is a lot of room for the
RMB to grow as a global currency, but due to a series of limitations, such as the degree of
advancement of development of the financial system and capital flows, it has a low likelihood of
replacing the U.S. dollar as an international currency in a short period.

The shortcomings and deficiencies of this paper include the following: only two perspectives of
the financial system and capital flows are briefly discussed, and other factors are only generalized and
not discussed. It only analyzes whether the RMB will become a global currency and does not discuss
the possibility of the RMB becoming a regional currency. After studying the current status of the
internationalization process of the RMB, we can analyze the feasibility of the RMB becoming a
regional currency like the euro, and explore whether the RMB will become an "Asian currency" in the
future.
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