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Winds of Change: The Rise of the Chinese Yuan and Its Potential
Impact on the Global Financial Market

BY ZISHENG XING"

Ever since the Bretton Woods Agreement established the international monetary
system after World War II, the U.S. dollar has been the world’s primary reserve and
transactional currency for international trade.' International Monetary Fund statistics show
that U.S. dollars account for sixty percent of the world’s foreign exchange reserves today.>
Nearly fifty percent of the world’s international loans and global debt securities are
denominated in dollars, and in foreign exchange markets, dollars are involved in almost
ninety percent of all currency trading.” This dominant position grants the United States
financial power in the global market and improves the effectiveness of U.S. economic
sanctions against those who violate human rights, as well as those who disrupt world
peace.’

However, the winds of change are felt through the air, as China and France conducted
the first liquefied natural gas trade using the e-CNY, China’s digital fiat, on March 29,
2023.° This marks a significant first step for the rise of the Chinese yuan as a global
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transactional and reserve currency and raises concerns that these winds may evolve into a
raging storm that will topple dollar supremacy in global finance.® But will these winds
evolve into the furious tempest that scholars fear? Or will they die down into a meek spring
breeze? Likely neither.

For the foreseeable future, the yuan is unlikely to seriously threaten the supremacy
of the dollar simply because, historically, the global market’s acceptance of a dominant
international currency has been very slow. It had taken the United States several decades
after it had surpassed the British Empire as the world’s biggest economy to replace the
pound sterling with the dollar as the dominant reserve currency, and currently China’s
gross domestic product is only two-thirds of that of the United States.’

In addition, the success of the United States in the global financial market is the result
of a combination of foreign policy, historical developments and a liberal market system
that China is either unwilling to or yet unable to replicate. The current dollar dominance is
sustained on several key factors: (1) the stability of U.S. monetary and financial policies,
(2) the relative lack of U.S. barriers to cross-border capital flows, (3) the depth and liquidity
of globally accessible markets for U.S. treasuries and other U.S. financial instruments, and
(4) the reliance of global financial market participants on the U.S. rule of law.* By contrast,
the lack of transparency and predictability on the role of the government in the market and
the Chinese government’s own caution against liberalizing the country’s capital accounts
have caused investors to be hesitant to settle transactions in yuan.’ In a nutshell, the yuan
will not be able to topple the U.S. dollar without significant reforms in market freedom and
governmental transparency in China.

That being said, the yuan may indeed evolve into a local powerhouse firmly rooted
in a regional economy of developing and sanctioned countries. A yuan-based regional
economy may allow China to step in as a substitute source of financing to sanctioned
countries such as Iran and Russia and facilitate transactions between these countries
through the Cross-Border Interbank Payment System (“CIPS”), the People’s Bank of
China’s (“PBoC”) own cross-border settlement system.'” Recently, the yuan had already
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replaced the dollar as the most traded currency in Russia since the beginning of the Russo-
Ukraine War in 2022.""

Countries that extensively engage with China in business may also contemplate a
switch to the yuan as a transactional currency. Since the beginning of the “Belt and Road”
Initiative (“BRI”) in 2013, it is estimated that China has invested a total of $932 billion on
developmental projects across the world, mostly in developing countries, a figure projected
to rise to $1.2-1.3 trillion by 2027.'? Countries heavily involved in trading with China are
incentivized to transact directly in yuan, saving the step of converting to the dollar. Pakistan
had already begun replacing the dollar with the yuan for transactions with China, and
recently, Brazil and China had signed a deal allowing the two countries to exchange goods
using the yuan."?

Recent developments show a trend towards the gradual de-dollarization of the world
and a slow move away from a post-World War II U.S. financial dominance to a more
diversified world economy. While there are concerns about the increasing impact of
authoritarianism in the wake of China’s rise in financial influence, such developments also
provide the opportunity for self-sufficient regional economies more responsive to local
financial needs.
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