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Summary

Central bank digital currencies (CBDC) are digital tokens issued by central banks. In a way, they are
the digital version of cash; their value is guaranteed by a central bank. Unlike money held in credit
cards and mobile wallets, CBDCs are not a mere representation of physical money stored elsewhere.
Instead, they are a complete replacement for currency notes. While several countries are developing
their digital currencies, China is well positioned to take the lead with the digital yuan. This paper
highlights ways in which China can use its digital yuan to internationalize the renminbi (RMB) and
gradually chip away at the hegemony of the dollar.

The first part of the paper focuses on the dollar’s dominance in the global financial system and the
privileges the United States accrues as a result of the dollar being the world reserve currency. The
United States has a tight grip on the world’s payment rails, especially in the case of cross-border
transactions. For example, the Society for Worldwide Interbank Financial Telecommunications
(SWIFT)—the largest cross-border payment clearinghouse in the world—has to comply with and
implement unilateral U.S. sanctions. These sanctions seriously hinder trade and damage the econo-
mies of the countries affected by them, as was the case with Iran, which lost $150 billion worth of
revenue as a result of U.S. sanctions.! Once a country is cut off from SWIFT’s network, it becomes
extremely difficult for it to trade with the rest of the world. Thus, via the dollar’s dominance and
its geopolitical muscle, the United States is positioned to maintain a tight grip on the world’s

financial system.

In an increasingly multipolar world, this outdated, decades-old system of the dollar as the apex
currency and the United States” position of power that allows it to pursue its own geopolitical inter-
ests has become outdated. The U.S. dollar’s hegemony has been challenged by economies like those
of the European Union (EU), Russia, and China. Of all the countries, China finds itself in a domi-
nant position to gain from this transition. In order to challenge the dollar’s hegemony and interna-
tionalize its currency, China will have to move away not just from the dollar but also from the
payment rails dominated by the dollar. The best way to simultaneously do both would be to intro-
duce a new payment rail like CBDC::.

This paper analyses the way the launch of China’s CBDCs could greatly enhance its currency inter-
nationalization prospects. Considering China’s growing economy and influence over the world, the
paper argues that China’s CBDC launch could bring a period of momentous change in the global
financial system. In order to challenge the dollar, China will have to build the payments infrastruc-
ture required to facilitate the use of its digital yuan. It will also have to incentivize other countries to

adopt its digital currency. China’s ability to successfully promote its currency using CBDCs will
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depend heavily on the country’s ability to relax capital controls and maintain the world’s trust in its
institutions. China’s geopolitics will play a key role here. In the last decade, some of China’s major
geopolitical efforts have set the stage for its CBDC launch.

As China continues to use its foreign policy and technological capabilities to grow its influence in the
global financial system, the launch of the digital yuan could be a significant step forward in this
direction. This paper examines the reasons for China’s past efforts at currency dominance and

explores ways in which the country can use its CBDC to further internationalize its digital yuan.



Introduction

Ideas and technologies imagined and created in China have shaped the world today. The Song
dynasty was the first to introduce paper money to the world, and today, China is also at the global
forefront in developing digital currencies.? While government-issued paper money started its journey
in China, for more than seventy years, the U.S. dollar has remained central to the global monetary
system. Around the world, the dollar is used as a store of value, a unit of account, and a medium of
exchange. One way the United States has been able to maintain its powerful economic and geopolitical
status is through the dollar’s hegemony in the global financial system. The dollar makes up almost
60 percent of foreign currency reserves.” Today, one leg of most of the trade transactions in the world
passes through a U.S. financial institution. This often grants the United States some political lever-
age, as it is able to impose unilateral sanctions against countries for its own political reasons. Two
months into his presidency, Joe Biden declared that he sees stiff competition from China in the
future.* China has steadily grown to become the world’s second-largest trading partner after the
United States. In 2020, China overtook the United States and became the European Union’s (EU’s)
top trading partner.’ In 2021, it overtook the United States as India’s top trading partner.® China’s
growing economic prowess and stark ideological differences from the United States have positioned
the country as the United States” top competitor.

This paper argues that after introducing paper currency to the world, China’s currency redux using
its Central Bank Digital Currencies (CBDC) could enable the country to diminish U.S influence
over its financial system, which could serve as the turning point for the political and economic
dominance of China. The digital yuan provides it with the opportunity to make a comeback and to
set the rules of the international financial system. With the U.S. Federal Reserve’s own CBDC efforts
far behind those of China, it is well within China’s capabilities to use its CBDC to actively challenge

the dollar’s dominance in the world’s financial system.”

Why the Current Dollar-Centric Monetary System Does Not Work for China

The U.S. dollar emerged as the dominant economic force in the post—Bretton Woods world econ-
omy. Since then, the world’s financial system has been centered on the dollar. Today, the United
States is the world’s second-largest trading partner. In contrast, despite China being the world’s
largest trading partner, its currency still makes up less than 2 percent of the world’s reserve currency.?
Due to this discrepancy between China’s share in trade and its currency’s share in the global econ-
omy, the country remains beholden to a financial system that undermines its importance. The past
few years have seen an accelerating trade war between China and the United States. Because China’s
cross-border trade depends heavily on the dollar and its payment rails, China’s bargaining power in a

trade war has been cut down massively.
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The Dollar and Its Role in Geopolitics and Sanctions

The United States has soft power over the dominant payment rails. Cross-border transactions made
over payment rails like the Society for Worldwide Interbank Financial Telecommunications
(SWIFT) are ultimately settled in dollars or have at least one leg of the transaction that involves a
U.S. financial institution. With this advantage over China, the United States can potentially leverage
its hold on the world’s financial plumbing and use it as a tool for sanctions on Chinese companies,
blocking China from the global financial settlement mechanism. The recent instance of the United

States threatening to delist Chinese companies from the U.S. stock exchanges is a case in point.’

The United States could direct organizations like SWIFT to stop clearing transactions made by the
sanctioned country. Though SWIFT describes itself as “a neutral global cooperative,” the organization
could face consequences if it resists U.S. pressure to authorize sanctions."” This gives the United States
the power to deny countries access to its payments and clearing infrastructure, thereby isolating them
from world markets. A country sanctioned by the United States gets cut off from the existing domi-
nant cross-border payment rails. Consequently, it is unable to do business with the rest of the world.
Once denied access to this infrastructure, an organization or country becomes isolated and financially
crippled. For example, in 2013, the United States passed sanctions against Iran that blocked Iran from

selling oil abroad." This led to Iran’s oil exports being cut in half and a rapid decline in its economy.?

The United States regularly uses its sanctions as a tool to promote its foreign policy objectives and
economic interests around the world. Currently, the United States has over thirty active financial and
trade sanctions programs, which have a significant impact on the economy of the country being
targeted. As of January 2021, countries sanctioned by the United States include the Balkans, Belarus,
Burundi, Central African Republic, Cuba, Democratic Republic of Congo, Hong Kong, Iran, Iraq,
Lebanon, Libya, Mali, Nicaragua, North Korea, Somalia, Sudan, South Sudan, Syria, Ukraine/
Russia, Venezuela, Yemen, and Zimbabwe."? It is also noteworthy that many of the United States’
sanctions are unilateral rather than multilateral and are not backed by other major countries. This
means the United States can enforce crippling sanctions on other countries without much support

from the rest of the world.

Digital Yuan: China’s Latest Trump Card?
China Ahead of the CBDC Curve
China has been working on its digital currency since 2014. In 2016, the People’s Bank of China

(PBoC) successfully built the digital yuan prototype. At the end of 2017, the PBoC started the
digital yuan research and development project, which saw participation from large commercial



banks, internet companies, and telecommunications players. Five years later, in May of 2019, China
became the first major country to launch a large scale pilot for its CBDC in cities like Shenzhen,
Suzhou, Chengdu, and Xiong’an.!" According to a white paper published by the PBoC in July 2021,
the pilot now spans the Yangtze River Delta; the Pearl River Delta; the Beijing-Tianjin-Hebei region;
and China’s central, western, northeastern, and northwestern regions.”” As China nears completion of
its large-scale pilot program, all other major central banks in countries like the United States, the
UK, and India are still at the research stage of their CBDC initiatives.

After just two years of testing, by June 2021, the digital yuan had been applied in over 1.2 million
scenarios like for paying utilities, transportation fees, for availing government services, shopping, and
more. More than 20.87 million personal wallets and over 3.51 million corporate wallets had been
opened, with transaction volumes totally 70.75 million and transaction value approximating
RMB34.5 billion.! June 2021 also marks the month the digital yuan payments were enabled to be
accepted in the entire Beijing subway system network."”

In comparison to China, other major central banks’ CBDC initiatives are at a very nascent stage.
According to a survey of sixty-five major central banks conducted by the Bank for International
Settlements (BIS), 86 percent of central banks worldwide are actively engaged in some form of
CBDC work; half of them have moved past initial research toward experimenting and running
pilots.”® The Bank of Canada, the Bank of England, the Bank of Japan, the European Central Bank,
the Federal Reserve, Sveriges Riksbank, the Swiss National Bank, and the BIS have also engaged in
some collaborative research about possible considerations and design plans for CBDCs and published

a report on the underlying principles and core structures of CBDCs.”
Design Features of China’s Digital Yuan: What We Know So Far

The digital yuan has several interesting payment methods that include barcode payments, tap-and-go

transactions, offline payment options, and facial recognition authentication, among others.*°

The digital yuan is designed in a way that borrows the advantages of both physical cash and elec-
tronic payment instruments. Like in the case of cash, payment operators in China do not charge
users for the exchange and circulation services of the digital yuan, making it less costly than other
electronic payment methods. The digital yuan does not accrue interest and is designed so that it is
loosely coupled with bank accounts and carries settlement finality, which means that payments made
using the digital yuan are settled upon payment. In case of anonymity, the digital yuan provides
different degrees of anonymity depending on the value of the transaction. Small value transactions
can be made with wallets without know-your-customer (KYC) standards; however, large value
transactions require users to perform KYC.?! According to Mu Changchun, the director of PBOC’s
Digital Currency Research Institute, “The anonymity of the central bank’s digital currency is limited
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under the premise of controllable risks.?? However, it is possible to make small payments using
anonymous wallets linked to cell phone numbers. To conduct digital yuan transactions of large

amounts, consumers will have to undergo KYC vertification procedures.??

The PBoC has also stated that “the e-CNY system collects less transaction information than tradi-
tional electronic payment and does not provide information to third parties or other government

agencies unless stipulated otherwise in laws and regulations.”24

According to a report by the Financial Times in February 2020, the PBoC’s Digital Currency
Research Institute has filed around eighty-three patents between 2017-2018 relating to its plans to
launch a digital currency.? These patents, owned by the PBoC and state-owned companies or
government subsidiaries, provide some more insight into the potential design features of the digital
yuan.2® Several patents that could ensure faster interbank transfers and that would allow customers

to exchange their bank deposits for digital yuan have also been filed.

While the digital yuan is not based on blockchain technology, the patents do indicate ways in which
the PBoC can use blockchain to manage the digital currency. In March 2021, China also gave out
wages to builders using its digital yuan in Xiong’an. The Xiongan government called this China’s
first “on-chain” payments used for wages, which means blockchain technology is used to keep track
of and appropriately give out builders” wages. This marks China’s first “blockchain plus digital

. b.” 1. . . 27
renminbi” application scenario.

The patents also indicate that China may intend to regulate CBDC supply using an algorithm based
on certain triggers, such as loan interest rates and economic triggers.”® For example, the inventions
will make it possible for the PBoC to issue to a financial institution inactive digital currency, which
can only be activated once the financial institution meets certain conditions, like having appropriate
lending rates.”” This means China’s CBDC will become the world’s first programmable money. This
programmable aspect of China’s CBDC was tested in July 2021 when, as part of the pilot programs
in Chengdu, the Chinese government distributed digital yuan with pre-programmed utility for
paying subway fees, shared bike fees, or bus fares. This distributed digital yuan can only be spent on

the preprogrammed intended purpose and cannot be converted into general-purpose digital yuan.*

Unlike China’s other mobile payment apps like Alipay and WeChat Pay, the digital yuan can be used
to make transactions without an internet connection, just by tapping two phones together.” This
could prove to be the digital yuan’s most attractive feature, as it gives it an advantage over other
traditional mobile payment methods and helps imitate properties similar to cash. As part of the
digital yuan tests in Beijing, automatic teller machines (ATMs) have been added to the city that

convert the digital yuan to cash and vice versa.’?



China’s digital yuan could also exhibit properties that make it simpler to use in international transac-
tions and attractive to hold compared with conventional currencies. For instance, depending on the
digital yuan’s acceptance network, it could allow its citizens to send money overseas by bypassing the
current traditional payment infrastructure of correspondent banking. Citizens will not have to rely
on costly commercial banks and messaging services like SWIFT for cross-border payments. The
digital yuan could facilitate cross-border payment versus payment transactions by a simple exchange
of tokens.?® For cross-border exchange of tokens to take place, other countries will also have to
develop technology that enables them to accept such tokens. While this could take some time, China
is already working on developing cross-border platforms and agreements that will facilitate its token

exchange.34

Advantages of CBDCs in Cross-Border Payments

The aforementioned CBDC initiatives aim to solve gaps and problems that affect cross-border
financial transactions. Once such a cross-border CBDC exchange infrastructure is built, the
digital yuan has the potential to become an attractive medium of payment in China’s growing

cross-border trade.

Most of the problems with any international transfer of funds arise due to the large number of
intermediaries involved in the process. The most transformative option to improve cross-border

payment comes from peer-to-peer (p2p) arrangements made popular by digital currencies.”

Low Transaction Cost

Due to the number of intermediaries such as correspondent banks involved, cross-border transfers
require updates to multiple ledgers, as well as several communication hops in the payment message
to perform due diligence. This drives up the cost of transfers.’® According to the World Bank, the
global average cost of retail remittances is 6.51 percent of the total amount sent.”” In sub-Saharan
African countries, the average cost is as high as 8.19 percent of the total amount. Banks are the most
expensive type of cross-border funds transfer provider with an average cost of 10.73 percent around

the world for remittances.3®

In the cross-border context, liquidity management in foreign currency is done via funding, which is
also costly.?? CBDCs could effectively reduce the number of intermediaries, thereby limiting the
need for multiple and consecutive communication jumps. One of the major advantages of CBDCs
is also the lower cost of liquidity management as compared with traditional money. Due to these

reasons, CBDC:s have the potential to reduce the cost of cross-border payments significantly.
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Real-Time Cross-Border Transactions

Nearly all the present real-time payment systems operate only domestically. It is easier to achieve
real-time payments domestically as they require banks to settle payments in only one currency. There
are also fewer consecutive transfers in communication needed to settle a domestic transaction,
making it faster and more transparent. These systems are harder to scale up to the cross-border
payments sphere, as they involve multiple players, jurisdictions, regulations, and time zones.*’ The
only way to achieve real-time transactions in cross-border transfers is by eliminating intermediaries,
thereby reducing the excessive communication hops. This can be done through digital currencies that
enable the settlement of transactions through a p2p network between the payer and the payee.
Popular digital currencies like Bitcoin and Libra (now Diem) are already capitalizing on the existing
shortcomings of the cross-border payment landscape by utilizing Distributed Ledger Technology
(DLT).% The BIS Committee on Payments and Market Infrastructure (CPMI), in its report titled
“Enhancing Cross-Border Payments: Building Blocks of a Global Roadmap,” also identifies the
building of new payment infrastructure and arrangement through CBDCs and stable coins as a

potential way to improve cross-border transactions.*?

Easier-to-Scale Digital Infrastructure

While China has taken several steps toward internationalizing the renminbi (RMB), as outlined
earlier, the launch of its CBDC could be a potential tipping point. The new digital yuan offers an
opportunity to build a scalable model for global trade and services payments by making it potentially

easier and cheaper to move money from anywhere to anywhere else in the world.

Though the digital yuan is a new payment instrument, China would not have to establish a fresh
acceptance network. Due to its digital nature, China could easily distribute its digital yuan
through preexisting payment platforms like Alipay and WeChat Pay wallets. This increases the
scalability of the digital yuan as it can easily ride on already well-established current acceptance
infrastructure. Like in the case of credit and debit cards, merchants had to incur significant
additional costs like purchasing a point-of-sale (PoS) device to swipe cards and paying recurring
service fees either monthly or per transaction. Additionally, establishing card payments involved
connecting consumers to banking infrastructure, which required setting up physical banks in
remote corners of the world and enabling people’s access to those banks. Setting up digital pay-

ments is not as labor and cost intensive.

In certain developing countries, the adoption rates of digital payments have drastically surpassed
those of card payments. Two decades ago, China was mostly a cash economy; today, the country
has leapfrogged to becoming the largest e-payment market in the world. As of June 2019, China’s



largest mobile payment company, Alipay, in association with local wallet partners, had at least
1.2 billion users worldwide.*> In 2018, China handled a total of 532.81 billion mobile payment
transactions, worth a total of 445.22 trillion yuan.** In another example, it took only five years for
India’s Unified Payments Interface (UPI) to clock 18 billion annual transactions and surpass
decades-old payment card players like Amex.* According to Amitabh Kant, CEO of Niti Aayog,
UPI is expected to surpass the number of annual transactions by payment giants like Visa and
Mastercard by 2024.4

It is important to note that a major contributing factor to the aforementioned examples that
demonstrate easy scalability of digital payments is the presence of state-driven incentives. In its CBDC
trials, China has already begun to incentivize its digital yuan by giving users exclusive discounts on
certain purchases.”” More incentives like subsidies and discounts can be expected in the future. The

PBoC is also expected to partner with China’s dominant mobile payment players like WeChat Pay.%®

Attractive discounts can greatly aid early adoption of China’s CBDC among its population. Simi-
larly, in case of cross-border payments, China will have to compete with the existing correspondent
banking model as well as the likes of PayPal, Diem, and other dollar-dominated payment rails. To
ensure widespread use of the digital yuan internationally, China can use a range of tactics like trade
incentives, low interest rates on digital yuan debts, and lower costs than its competitors, especially in
regions where it has major influence (see box 1).

BOX 1
Digital Yuan for More State Control Over Domestic Banking Systems

China has one of the most advanced payments landscape in the world. This development can
be credited to two major private payment players in China—Tencent and Ant Group. In 2019,
Ant Group’s parent company Alibaba held 55.1 percent of the mobile payments market and
Tencent held another 38.9 percent, making these two companies duopolies with control of over
a trillion dollars of mobile payments.”” This means private players control a majority of the
payments market in China, and given that mobile payments account for more than half

of the noncash retail payments in China, bank deposits are strained and money is taken out of
the traditional banking system.”® This means that two private companies control vast amounts
of financial data on billions of Chinese consumers. This helps the two private companies to
build better financial products and also to provide extremely low borrowing rates, which

makes other financial players noncompetitive. This scenario also leads to the disintermediation
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of the Chinese state-owned banks from the banking system, raising concerns for the Chinese
government. The digital yuan is expected to break the alleged duopoly of Tencent and

Ant Financial and give the Chinese government ownership and control of big data. Whether
China decides to use WePay and AliPay as key channels for distribution of the digital yuan

remains to be seen.

According to the PBoC, one of China’s key motivations behind developing the digital yuan is
to protect its financial system from instability. In case either Tencent or Ant Financial were to
experience financial or technical setbacks, the impact on China’s financial system could be
highly detrimental. China’s CBDC infrastructure could provide some redundancy to its

payments landscape.

Digital Yuan: A Tool for Internationalization

In order to challenge the dollar’s hegemony and internationalize its currency, China will have to move
away not just from the dollar but also from the payment rails dominated by the dollar. The best way to
simultaneously do both would be through introducing greenfield payment rails like CBDC. But to do
s0, China will have to work out agreements and mechanisms of exchanging its digital yuan with the rest
of the world. As CBDCs are a relatively new technology with no international standards and design,
China could well become the standard setter. The PBoC in its white paper indicated that the central
bank has been working on setting standards for digital currencies by engaging with regulators in various
jurisdictions, multinational financial institutions, and universities. The bank has also participated in
building an international standard system under the framework of international organizations for digital

fiat currencies.”!

The following paragraphs outline China’s initiatives that indicate that China plans to use the digital yuan

to further its currency internationalization agenda.

China’'s Cross-Border CBDC Initiatives

Multiple CBDC Bridge

Recently, the Digital Currency Research Institute of the PBoC and the Central Bank of the United
Arab Emirates joined the Multiple CBDC (m-CBDC) Bridge, a cross-border payments project of the
Hong Kong Monetary Authority (HKMA) and Bank of Thailand, run in partnership with the BIS
Innovation Hub.”? This project aims to “develop a proof-of-concept prototype to facilitate real-time



cross-border foreign exchange payments on distributed ledger technology.” It is meant to foster a
conducive environment for central banks to study the capabilities of DLT to alleviate certain pain

points in the current cross-border fund transfers.>*

Of all the central banks that are part of the project, PBoC’s CBDC initiatives are the most advanced.
In December 2020, Eddie Yue, the chief executive at HKMA, revealed plans for pilot testing cross-

border payments using the digital yuan.>®

According to a survey conducted by BIS of fifty countries on m-CBDC arrangements, central banks
seem to be actively looking into the cross-border usage of CBDCs. While the survey mentions that a
majority of central banks have not yet decided if nonresidents will have access to their CBDCs,
twenty percent of them could consider non-resident access at a later stage. A little more than a

quarter of respondents reported that they would allow access.*®

BOX 2
Blockchain

Blockchain is a type of Distributed Ledger Technology. DLT is a rapidly evolving approach to
recording and storing data across multiple participants in multiple locations. Unlike traditional
databases, DLT is a decentralized database in which transactions and data are replicated,
stored, and synchronized over a distributed network consisting of several nodes. Due to the
absence of a central authority to ascertain the veracity of data and to commit new transactions,
DLTs rely on consensus algorithms that ensure the validity of such data. Once a consensus is
reached among the participating nodes, a new transaction is added to the ledger. Reaching a
consensus is appropriately difficult, and this establishes overall reliability of the system. DLTs
have some key characteristics: they can be public or private, permissioned or permissionless. A
public DLT can be accessed by anyone, whereas a private DLT is access restricted. In a permis-
sionless DLT, any participant can make changes to the ledger provided they are able to achieve
consensus, while in a permissioned DLT, only specific entities can authorize or commit updates

to the ledger.

A blockchain, often confused and used interchangeably with DLT, is a type of DLT. In a
blockchain, each transaction (block) is linked together in a list (chain) with a cryptographic
hash. Blockchains are popularly used for recording transactions made with cryptocurrencies,
such as Bitcoin, but have a variety of other applications. The most well-known blockchain, the

Bitcoin blockchain, is a distributed, decentralized, public, and permissionless ledger.
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Blockchain Service Network

China’s government-backed national initiative Blockchain Service Network (BSN) plans to build an
ambitious digital currency network in the next five years (see box 2). BSN plans to work with several
international banks and technological companies to build a platform to standardize the cross-border
exchange of stable coins and CBDC termed as universal digital payments networks. The platform is
expected to be easy to use and cost friendly. The beta version of this payment solution is expected to
launch in the second half of 2021.57 Some of the main partners of BSN include China Mobile
(China’s largest national telecom, with over 900 million subscribers) and China UnionPay (the
world’s top payment and settlement provider, with 8 billion issued credit cards).”® Access to the wide
acceptance network of China Mobile and UnionPay can play a key role in popularizing and standard

setting of CBDC:s.

The benefits of CBDCs seen through faster, low-cost, and real-time cross-border transactions can
make BSN’s platform an extremely attractive payment option. As consumers around the world get

used to extremely fast and efficient domestic transactions, it seems inevitable that central banks will
move toward CBDCs.>?

Finance Gateway Information Services Co.

Finance Gateway Information Services Co. is a joint venture between SWIFT and the PBoC’s
Digital Currency Research Institute. While the exact motive of the company remains unclear, public
records only state plans for information system aggregation, data processing, and technology consult-
ing. Shareholders of Finance Gateway Information Services Co. include Cross-Border Interbank
Payment System (CIPS) and the Payment & Clearing Association of China, both supervised by the
PBoC.%° The PBoC'’s partnership with the world’s largest payment clearing company in the CBDC

arena signals China’s intent to popularize its digital yuan for cross-border use.

While the aforementioned efforts could give China a major advantage in standard setting, it is
possible that CBDC designs could differ among countries. While China cannot influence the design
of other CBDCs, it could influence the way they are exchanged and traded. In his speech at a BIS
seminar, the director general of the PBoC’s digital currency institute laid out a proposal for global
rules for CBDC.®! He specifically talked about interoperability between CBDCs, information syn-
chronization and funds flow to facilitate regulators to monitor the transactions for compliance, and a

DLT-based scalable foreign exchange platform for CBDCs.*?

Opportunities for Cross-Border Use of the Digital Yuan
While building the alternate payments infrastructure is step one of moving away from the dollar,
step two would be to incentivize its payment infrastructure to the rest of the world and find takers of

the digital yuan. China is uniquely positioned to popularize the use of its digital currency due to its



geopolitical influence over the world, its trade prowess, and wide payments network. Major countries
like France, Japan, and the United States have recognized China’s position of power and termed the
Chinese digital yuan a potential geopolitical risk.®> This section identifies the ways in which China

can popularize its digital yuan and build a massive payments infrastructure.

Using the Digital Yuan for Transactions Along the Belt and Road Initiative

China has many avenues to expand its influence over the global financial market through its CBDC.
First among them is the Belt and Road Initiative (BRI), a China-led economic development initiative
focused on infrastructure investment that spans Asia, Europe, and Africa. This project is expected to
pump trillions of dollars of investments into infrastructure-related projects in over seventy coun-
tries.®® The digital yuan, due to its purported benefits like faster and cheaper transactions, can give
China the opportunity to reduce the cost and increase the ease of conducting cross-border trade
along the BRI. Using its digital currency to settle cross-border transactions over the current payment
clearing systems would enable China to bypass the existing U.S.-centric financial system while
conducting business. This would immunize China’s business along the BRI against U.S. sanctions—

significantly benefiting China’s geopolitical position, as well as its trade.

China is already on track to increase yuan circulation via BRI. In 2019, trade with BRI member
nations surpassed 9.27 trillion yuan (about $1.34 trillion).®> China is the largest trade partner to

166

around twenty-five countries along the BRI®® and has struck currency swap agreements with more

than twenty BRI nations.®” As part of the initiative, China is promoting the use of the yuan for
cross-border trade. To help finance the BRI, the Bank of China and China Construction Bank have
also issued offshore yuan-denominated bonds and foreign currency bonds.®®

Using Digital Yuan in Debt Issuance and Recovery

Between 2013 and 2018, China appropriated aid worth $41.8 billion, out of which 47 percent
were grants, 48 percent concessional loans, and 4 percent interest-free loans.®” China’s extensive
aid program can be seen as a way of building soft power around the world. Through the BRI,
China is creating a scenario in which several weak economies are growing increasingly dependent
on it for loans. China is also accused of creating a debt trap for countries along the BRI, with
Djibouti, Kyrgyzstan, Laos, the Maldives, Mongolia, Montenegro, Pakistan, and Tajikistan
falling fast into the trap.”® These countries will all face rising debt-to-gross-domestic-product
ratios beyond 50 percent, with at least 40 percent of external debt owed to China once BRI
lending is complete. This could significantly increase China’s influence over such debt-ridden
countries. China could use that influence to persuade countries into adopting its digital yuan for

bilateral transactions.”!
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Africa’s biggest bilateral creditor is China. According to estimates, China’s government, banks, and
state-owned corporations hold 17-24 percent of Africa’s external debt.”? African countries like Zambia
and Djibouti owe most of their debt to China.

China can assert its influence over countries with mounting Chinese debt by pushing them to
accumulate the Chinese digital yuan reserves to pay back the loans. China can even provide coun-
tries with concessions on loans to promote its digital yuan. If the cost of switching to China’s digital
yuan is low, countries will see no benefit in continuing their trade transactions with China in dollars.
Using digital yuan as the currency of invoice to disburse loans can make these transactions more
transparent and manageable. This could also allow for more state control over funds, an attractive
scenario for China. As many contracts around construction of African airports and railroads are
implemented by Chinese companies, the contractor payments could be made using the digital yuan,

without routing the money through foreign governments.

For countries to readily adopt the digital yuan, China will have to first build the infrastructure and
second, incentivize countries to use the digital yuan for trade. Both these scenarios are highly plau-
sible considering China’s growing soft power in countries indebted to it and its motivations to build

alternate infrastructure for trade not dominated by the dollar.

Leveraging Existing Chinese Payment Infrastructure to Promote Digital Yuan

Millions of stores worldwide now accept WeChat Pay, Alipay, and UnionPay payments. Furthermore,
WeChat Pay is available in forty-nine countries, and Alipay is also accepted in forty-two countries.”
Together, Alipay and WeChat Pay have an active user base of around 1.9 billion.”* China could easily
distribute its digital yuan through preexisting payment platforms like Alipay and WeChat Pay
wallets. This would not require building fresh acceptance infrastructure; it can easily ride on the

current acceptance infrastructure.

China has required Alipay to switch its Quick Response (QR) code payment clearing system to
UnionPay (China’s domestic card scheme). In early 2020, PayPal Holdings Inc. also announced its
partnership with UnionPay.”” This partnership allows UnionPay cardholders to access PayPal’s
extensive network and could lead to UnionPay cards being accepted in all physical retail locations
where PayPal is currently accepted. UnionPay cards are already accepted by over 27 million mer-
chants in 173 countries.”® China can use this established network to set up PoS across countries
where UnionPay exists. This means China already has access to a wide network setup that will
facilitate its digital yuan use around the world. Although at present China’s digital yuan is only

available for domestic use, China can easily expand to international use via UnionPay.

Additionally, if China manages to work out currency exchange regulations with certain countries, it

can also distribute its digital yuan to people overseas. This would allow non-Chinese nationals to



hold the digital yuan as well as use its network around the world. While this may sound far-fetched,
China has massive influence over countries in Africa and Asia, where it can easily negotiate the
regulations required to distribute its digital yuan to foreign nationals.

Remittances in Africa

Considering China’s presence and influence in Africa, China can make its digital yuan available to
the people of sub-Saharan Africa as an alternative and much cheaper way to send and receive remit-
tances. In today’s payment landscape, remittances are a huge payment pain point. CBDCs are
payment instruments that solve the problems of high transaction costs, settlement risks, and delayed
payments, and promise a future where anyone can send money overseas with the touch of a button.
According to the World Bank, the global average cost of sending remittances is 6.51 percent of the
transaction amount.”” The sub-Saharan African region recorded an average remittance cost of

8.19 percent, the highest anywhere in the world.”

China already has an extensive payments network established in the East Africa region.”” In
Africa, UnionPay is accepted in over fifty countries and issued locally in twelve of them. Most
recently, UnionPay International announced its partnership with Interswitch East Africa
(Kenya), making it a third-party service provider (TPSP) for UnionPay.®’ This means UnionPay
cards will now be accepted across PoS, ATMs, and QR and for online payments across the East
Africa region.

This shows that China already has the network established to promote the use of its digital yuan in
African countries. China can easily make this infrastructure available for receiving remittances. Such
a move could help promote China’s digital yuan in African countries.

China's Past Efforts to Internationalize Its Currency

The financial crisis in 2008 represented the failure of a Western-dominated financial world order. It
pushed China to attempt to retain its autonomy over capital movements and key financial variables.
As a result of the crisis, China began to set up the building blocks that could enable it to gradually
reduce its dependency on the U.S. dollar. Since the late 2000s, China has undertaken a string of
measures to internationalize its currency to craft a world order with RMB at its center. These actions
should not be viewed in isolation but rather as part of a larger and more coordinated attempt to
dethrone the dollar as the global financial system’s anchor. It is worth noting that the RMB interna-
tionalization is largely a Chinese government—driven process, as opposed to the cases of other
internationalized currencies like the U.S. dollar and Japanese yen, where the market drove interna-
tionalization. Some of China’s key interventions to internationalize its currency are listed in the

following paragraphs.
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Building Offshore RMB Clearing Banks

China’s most successful internationalization initiative is CIPS. CIPS was built to increase RMB
convertibility across the globe. It has a presence in all major countries, including the United States,
Singapore, Britain, France, Germany, South Korea, Russia, and Japan. Currently, thirty-one institu-
tions directly participate in CIPS, and over 847 institutions participate indirectly.®! In addition to
trade payments, CIPS supports instant settlement for cross-border financial transactions. China
launched the CIPS clearing and settlement services system in 2015, and within four years, CIPS
reported processed transactions worth RMB 135.7 billion ($19.4 billion) per day, with ninety-six
countries and regions participating.® It is noteworthy that it took CIPS just four years to establish its
wide network. These offshore networks play a significant role in facilitating the use of RMB globally.
Apart from RMB internationalization, CIPS has also helped develop China’s financial sector and has

been instrumental in the success of the BRI.%

London leads the forex business for the RMB. The UK handles 33.79 percent of the world’s RMB
offshore transactions.®* Africa and the Middle East saw a 20.98 percent increase in the number of
financial institutions using RMB for payments. The figure rose from 143 financial institutions in

July 2017 to 173 in July 2019.%
RMB-Dominated Oil Futures

The world’s largest importer of crude oil is China.3¢ In 2018, China established oil futures, tradable
in yuan, on the Shanghai International Energy Exchange (SINE), a branch of the Shanghai Futures
Exchange (SHFE).?” This is an essential part of China’s currency internationalization strategy. By
establishing yuan-dominated oil futures, China gives the global market participants a reason to use
the yuan. These oil futures also aid China in boosting its pricing power when it comes to crude oil.%8
This move counters the “petrodollar” practice in which oil is valued and invoiced in U.S. dollars
around the world; this practice was also instrumental in paving the way for the dollar to become a
reserve currency. Considering that China is the largest importer of crude oil in the world, the “petro-

yuan” has the potential for wide adoption.

China’s oil futures market has done exceptionally well. The SINE, which is used to measure the total
number of outstanding contracts, increased by four times to 118,249 between 2019 and 2020.%
There has also been a steady 20 percent rise in trading and positions of the contracts almost every
year.”® The SHFE trades fourteen commodities futures, including aluminum, nickel, and electrolytic

copper and zinc.”!



Bilateral Currency Swap Deals

The PBoC has signed bilateral swap agreements (BSAs) with forty-one nations between Janu-

ary 2009 and 2020.”> A BSA is a swap line established between two central banks. It allows one
party of the agreement to exchange a certain amount of its local currency for foreign currency funds
from the counterparty at a preset or market exchange rate.”® Such currency swap deals make it easier
for companies in China and its partnering countries to conduct and settle cross-border trade and
invest in RMB and their own local currencies. As convertibility and ease of access of RMB increases
with BSAs, countries are more likely to trade in RMB. Today, the yuan bloc accounts for 30 percent
of global gross domestic product, second only to the U.S. dollar (at 40 percent).”* A currency bloc

represents a group of countries that peg their own national currencies to a single currency.
Special Drawing Rights

In 2016, the RMB was added to the basket of currencies that compose the International Monetary
Fund’s Special Drawing Rights (SDR). The SDR is an international reserve asset created by the
International Monetary Fund (IMF) in 1969 to supplement its member countries’ official reserves.”>
The SDR basket is made up of the U.S. dollar, euro, yen, British pound, and RMB. Every currency
in the SDR basket must meet high transparency standards. The addition of the RMB helped increase

its credibility among official holders of foreign currency reserves, which in turn increased the use of

RMB in international trade.
Belt and Road Initiative

China’s Belt and Road Initiative, which promotes regional development through a vast network of
infrastructure projects and economic zones, could, in part, lead to the expansion of the international
use of the RMB. According to one analysis, China announced over $81 billion worth of investments
in the second quarter of 2018 alone.”® If countries along the BRI purchase equipment and services in
RMB, they reduce their foreign exchange risk. The BRI will also allow Chinese companies to use
their RMB balance sheets to fund projects along the Belt and Road. This will increase RMB liquid-

ity in those countries, which will further enable RMB business.

According to Standard Chartered bank, the yuan was used for trade settlement in 13.9 percent of
cross-border transactions between China and Belt and Road countries in 2016.7 China is promoting
increased yuan use for cross-border trade under the initiative, the bank says. The Bank of China and
China Construction Bank have also issued offshore yuan-denominated bonds and foreign currency
bonds to help finance the BRL.”®
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China Is Not the Only Country Trying to Bypass the Dollar

As a result of geopolitical and economic factors, the competitive environment of reserve currencies is
intensifying rapidly. As emerging economies scale new heights, the movement to displace the dollar
from the dominant position in the global financial order is also growing. Due to the United States’
unsustainable spending habits, the U.S. budget deficit was a record-shattering $3.1 trillion by the
end of September 2020.%” By June 2021, the deficit for the first eight months of the fiscal year 2021
stood at $2.1 trillion. In July 2021, the U.S. Congressional Budget Office estimated a budget
deficit of over $3 trillion by the end of the 2021 fiscal year.'® As a result, as of January 2021, the
dollar index hit 91, its lowest level since April 2018.1! The dollar index is a measure of the value of
the U.S. dollar relative to the value of a weighted basket of currencies, consisting of the United
States’ largest trade partners. This is an indicator of the relative strength of the dollar around

the world.

According to the IMF’s official foreign exchange reserve survey, the dollar’s share of reserves held by
central banks hit a twenty-five-year low of 59 percent during the fourth quarter of 2020.1°% It is
noteworthy that in 1999, just over twenty years ago, the dollar’s share was 71 percent. This is a clear
signal that the U.S. hegemony over reserves currencies is decreasing.'® We can attribute this change
in part to the rest of the world’s effort to internationalize domestic currency to reduce the dollar’s
influence over their payment systems and benefit from trade gains that come with transacting in

local currencies.

The best way to reduce the United States’ influence over other countries’ economies is to reduce their
dependency on the dollar for conducting trade. This section explores the trends that explain why the
days of the dollar could be numbered.

Bilateral Trade in Dollars Between China and Russia Hit an All-Time Low

The United States” use of dollar hegemony to further its national security interests and flex its eco-
nomic muscle has led to countries actively looking to bypass the dollar system to conduct trade.
Major countries like Russia and China have initiated bilateral swap agreements to increase trade in
their own national currencies. In 2015, the use of the dollar in bilateral trade between China and
Russia stood at approximately 90 percent.'* In the first quarter of 2020, the figure dropped to an
all-time low of 46 percent, while 30 percent of the trade was conducted in euros and 25 percent in

their own national currencies.!®

Initially, China replaced the dollar in trade with Russia to sidestep
U.S. sanctions on Russia. The trade war between China and the United States further exacerbated
China’s apprehensions toward the dollar and helped solidify its trade and economic partnership with

Russia.



Recently, the Shanghai Cooperation Organization (SCO)—with member countries that include
China, Russia, and India—decided to conduct biliteral trade, investments, and issue bonds in their
own national and local currencies instead of using the dollar.l0¢ A prominent development bank, the
New Development Bank (formerly the BRICS Development Bank)—with member countries of
Brazil, Russia, India, China, and South Africa—has also decided to move away from the dollar and

issue 50 percent of its loans in national and local currencies.””

Rise in Alternatives to SWIFT

Several efforts are also under way to develop alternatives to the supremacy of the SWIFT network,
which is essentially the plumbing for cross-border financial flows. The United States repeatedly
threatens countries with sanctions that would disconnect them from the SWIFT network.

In response to the U.S. government’s threats to disconnect Russia from the SWIFT system, Russia
has developed its own financial messaging system, called the System for Transfer of Financial
Messages (SPES).!%® Russia’s deputy foreign minister, Alexander Pankin, stated that Russia echoes
China’s concerns around SWIFT.”” He indicated that worldwide developments of alternatives to
SWIFT are a response to the current geopolitics. He also suggested that there is a need to modernize

payment methods, which can be achieved by building more advanced payment clearing systems.!?

Recently, Russia has also launched efforts to integrate SPES and Mir (Russia’s national payment
system) with China’s CIPS and UnionPay counterparts. Russia has also launched efforts to integrate
SPES across the Eurasian Economic Zone."! China has built CIPS in twenty-five major countries,

including the United States, Singapore, Britain, France, Germany, South Korea, Russia, and Japan.!?

It is not merely U.S. adversaries such as Russia and China that have launched competing payment
messaging services as the underlying infrastructure for cross-border payment flows. U.S. allies in
Europe are also developing a parallel system to SWIFT as a means of enhancing the region’s finan-
cial autonomy. European nations use their homegrown alternative Instrument in Support of Trade
Exchanges (INSTEX) to conduct trade with Iran, a nation cut off from SWIFT due to U.S. sanc-
tions.!"® There is no need for countries to build new payment rails for cross-border trade when such
payment rails already exist. However, as the United States holds a tight grip over cross-border pay-

ment rails via SWIFT, countries are forced to look for alternatives.

Still a Long Way to Go

The digital yuan is not, by any means, a magic bullet for China’s internationalization aspirations. If
used properly, the digital yuan could boost China’s internationalization prospects. It could also help
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challenge the dollar’s hegemony in international finance. However, several roadblocks could hinder

the success of the digital yuan as a tool to challenge the dollar’s hegemony.
Capital Account Controls

The internationalization of the dollar and the euro was mostly market driven. However, China’s
currency internationalization is a wholly government-driven process. The internationalization of the
dollar and the euro was aided by the countries’ open and liberalized economies, an important pre-
requisite for reserve currencies. Comparatively, the Chinese financial system is far more restrictive,
perhaps more restrictive than that of any other country that has aspired to internationalize

its currency.

China still maintains tight capital controls over its economy. While these controls are maintained to
shield the RMB from volatility, they restrict the flow of the RMB across borders. This makes the
currency less attractive to investors and financial markets.* However, China is relaxing some of

its capital controls to make its economy more favorable for foreign reforms. As a result of this
opening of its economy, China saw foreign holdings of RMB assets increased to $1.16 trillion in
September 2020 from $669 billion in December 2018.'°

Trust

It is also important for the world to trust Chinese institutions. Takers of the digital yuan will require
assurances that are checks on the powers of the executive, which usually comes from political compe-
tition. Thus, China’s efforts to internationalize its currency might also entail a shift in its political
model. At the least, this process could create several political prerequisites for China."® The coronavi-
rus pandemic and the escalating trade war between the United States and China have created an
unfavorable opinion of China around the world. According to a survey conducted by Pew Research
across fourteen major nations, a median of 78 percent say they do not have much confidence in
Chinese President Xi Jinping to do the right thing regarding world affairs."” The survey also indi-
cated that the world’s perception of China as a leading economic power was largely favorable.

A majority of the countries believe that China is the world’s leading economic power and not the
United States."®

Competition From Other CBDCs
The digital yuan’s success depends heavily on the ability and the willingness of the rest of the world

to embrace digital currencies as a payment instrument. China’s ambitions to build yuan-dominated

digital payment highways could be hindered if it were to face competition from other digital curren-
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cies. The U.S. Fed Chair Jerome Powell has deemed the digital dollar project as a top priority. He has
also indicated that the United States plans to play a role in developing global CBDC standards."” In
order to prevent China from building alternate payment infrastructure, the United States will have to
become a credible competitor in the CBDC space. Other Western powers like the EU and Canada
are also looking into CBDCs. According to Christine Lagarde, the EU could roll out its version of a
CBDC—the digital euro—in the next four years, by 2025.1°

Conclusion

A multiyear-low dollar index, domestic political turmoil, increase in racial tensions, protests, riots,
haphazard foreign policies, implementations of excessive sanctions, and the lack of U.S. leadership in
combating the current pandemic have all caused a dent in the U.S. reputation.’! While these devel-
opments in no way signal the end of the United States’ position as a global superpower, they could
give competing nations an opportunity to capitalize on U.S. setbacks. At this juncture in world
politics, it is especially important to examine the ways in which China—the Eastern center of

power—plans to assert its dominance and challenge the United States’ power.

Over the last two decades, China has managed to become the world’s largest trading partner. China
has also carefully, through coordinated efforts of disbursing aid, investments in infrastructure,

and technological advances, built its soft power around the world. However, with only 2 percent
share in the world’s foreign exchange reserves, China has only managed to make a dent in the
U.S.-dominated global financial system. China’s digital yuan project could turn that dent into a
crater if it manages to successfully create an alternative to the present dollar-dominated payment
rails. The digital yuan could prove to be China’s most effective and noteworthy attack on U.S.
hegemony. China does not plan to do this alone. By setting up cross- border CBDC arrangements
with unlikely allies like Russia, these new payment highways could liberate the world from living
under the constant threat of U.S. sanctions. For the first time since the Bretton Woods system, which
left the reins of the world’s financial system with the United States, it could become possible for
countries to find their way around U.S. sanctions. This is a definite threat to the United States’
influence on the rest of the world. With the U.S. Federal Reserve far behind in its CBDC initiatives,
it is unlikely that China’s digital yuan will face any credible competition in the CBDC sphere soon.
China’s ability to conduct large-scale pilots of a well-researched and carefully designed CBDC,

with no match from the rest of the world, is a testament to China’s growing capabilities and wide

ambitions.
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