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Internationalisation of the Chinese
Currency: Towards a Multipolar
International Monetary System?
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As China establishes itself as the world's second largest economy and top trading nation, its cur-
rency, the renminbi (RMB), is also gaining popularity around the world. This article reviews the moti-
vation and different measures undertaken by Chinese authorities for accelerating the RMB interna-
tionalisation process. We arque that the recent decision by the IMF to recognise the Chinese currency
as fully convertible and to include it into the SDR basket will provide further impetus in increasing the

international relevance of the Chinese currency.

CHINA’s JOURNEY TO CURRENCY
INTERNATIONALISATION

In the past, the renminbi (RMB) could only be held
inside China. The Chinese currency had little to no
exposure to the international markets because of
strict controls that prohibited almost all export
of the currency or its use in international trans-
actions. Therefore, transactions between Chinese
companies and foreign entities were generally
denominated in USD.?

Chinese authorities initiated the process towards
greater international use of RMB already in 1993.
At that time, the government committed itself to
achieve full currency convertibility by the end of
the century. The following year it started remov-
ing capital account restrictions and established
current account convertibility by 1996. However,
following the Asian financial crisis in 1997, the Chi-
nese authorities abandoned the original target of
full convertibility by the end of the century.

RenminBI OR YUAN?

The official name of the currency in China is
the renminbi, which means ‘the people’s cur-
rency’ It was introduced in December 1948
with the establishment of the People’s Bank of
China.

The yuan is the name of the basic unit of the
Chinese currency, but it is often wrongly used
to refer to the Chinese currency generally, es-
pecially in international context. An analogy
can be drawn with "sterling', the official name
of the British currency, and "pound', its primary
unit.

The 1SO code for the Chinese currency is
CNY, but its official abbreviation when traded
offshore is CNH. The abbreviation as RMB and
the symbol ¥ are also very common.

A difference between onshore and offshore
market for RMB has to be made. Offshore RMB
(often denoted as CNH) refers to any RMB used
outside of mainland China.

The global financial crisis, however, forced the
Chinese authorities to revisit the idea of convert-
ibility of their currency. The proximate reason to
internationalise RMB was the collapse of trade fi-
nancing during the global crisis, which resulted
in a double-digit fall of Chinese exports. Further-
more, the post-crisis US monetary policy has cre-
ated strong externality to China and the country
was made aware of the instability of the existing
international monetary system.

As a consequence, the RMB internationalisation
agenda has become one of the main aspects of
the country’s economic policy, as expressed in
the 12" Five-Year Plan (for the period 2011-2015).
The plan supports the expansion of the cross-bor-
der use of RMB and the gradual liberalisation of
the capital account. Furthermore, it foresees the
development of Hong Kong as a major offshore
RMB market. The ultimate goal of the Chinese
strategy is to make the currency fully convertible.

Over the last few years, the Chinese govern-
ment has undertaken an extensive process to
liberalise and internationalise its currency, slowly
relaxing rules and expanding the use of RMB for
global trade settlement, encouraging a robust
offshore RMB environment, and more recently,
also relaxing rules and liberalising access to on-
shore RMB accounts.

RMB Cross-BoRrDER TRADE SETTLEMENT
The Chinese currency plays an important role in
trade settlement and bank loan business. With
the rapid development of China’s foreign trade,
the magnitude of RMB in circulation has increased
significantly.

Since 2009, a pilot program for RMB settlement
of trade with foreign partners was launched. It
was initially limited to five cities (Shanghai and
four other cities in Guangdong province) and to
the trade of Chinese residents with Hong Kong,
Macao and ASEAN countries. This established the
first legal framework for using RMB to settle cur-
rent account transactions. The program was later
expanded to 20 provinces (out of 32) in mainland
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Furthermore, the bulk of China’s fo-
reign exchange reserves were also
denominated in USD.
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China and geographically, it covered the trade
with the rest of the world. In 2011, cross-border
trade settlement was expanded further to the
whole country.

Furthermore, China has signed agreements with
several countries, e.g. Russia, Vietnam, Thailand, Ja-
pan, Australia and South Africa, allowing the trade
with those countries to be settled directly in RMB,
instead of requiring conversion to USD.

RMB OFrrsHORE MARKET

China encouraged actively a robust offshore RMB
environment. The offshore market for RMB is criti-
cal in order to overcome the limited convertibil-

ity of the Chinese currency, given the ongoing
capital account restrictions. Furthermore, it helps
broadening the use of RMB outside mainland
China. A number of offshore RMB “centres”around
the world have been created. The first and still
the most important offshore RMB centre is Hong
Kong, which was created by the Chinese authori-
ties already in 2003. Other offshore markets have
expanded in particular in financial centres, such
as Singapore, London or Tokyo.

Further initiative to facilitate the development
of the local RMB market worldwide comprises
the nomination of official RMB “clearing bank”. The
“official” status grants the clearing bank a more di-

Table 1 Swap Arrangements, RMB Clearing Centers and RQFII

# Country Vear *
1 Indonesia 2009 (2013)
2 Hong Kong 2009 (2014)
3 Korea 2009 (2014)
4 Argentina 2009 (2014)
5 Belarus 2009 (2015)
6 Malaysia 2009 (2015)
7 Iceland 2010 (2013)
8 Singapore 2010 (2013)
9 Pakistan 2011 (2014)
10 Thailand 2011 (2014)
11 Kazakhstan 2011 (2014)
12 Mongolia 2011 (2014)
13 New Zealand 2011 (2014)
14 Uzbekistan 2011
15 Australia 2012 (2015)
16 Ukraine 2012 (2015)
17 Turkey 2012 (2015)
18 UAE 2012 (2015)
19 UK 2013 (2015)
20  EU/ECB 2013
21 Albania 2013
22 Hungary 2013
23 Brazil 2013
24 Canada 2014
25  Qatar 2014
26 Russia 2014
27 Srilanka 2014
28  Switzerland 2014
29  South Africa 2015
30  Armenia 2015
31 Suriname 2015
32 Chile 2015
Total

Swap RMB

Amount **
(RMB billion)
100
400 YES
360
70
7
180 YES
35
300 YES
10
70 YES
7
15
25
0,7
200 YES YES
15
12
35
350 YES
350

Clearing RQFII
Center

10
190
200 YES YES
35 YES YES
150
10
150 YES YES
30
1
1
22
3311,2

Source: People ‘s Bank of China, central banks of respective partner countries and author ‘s compilation.

Note: Swap lines and RMB clearing centers of the EU countries are highlighted in blue.

All bilateral swap agreements are signed for three years, however they have been renewed and the amount expanded several times.
*Year of the first swap agreement (year when the agreement was renewed the last time).

**Only the most recent value is presented. Some renewed agreements were signed for a different amount.

8

ro¢nik 24, 1/2016



CURR RENT |

S S U E S

rect access to China's domestic payment system,
including an access to RMB liquidity from the Chi-
nese central bank. As such, it facilitates transactions
in RMB with mainland China. There are around
15 clearing banks worldwide, all of which are off-
shore branches of Chinese banks. The first offi-
cial clearing bank was established in Hong Kong
(2003), followed by Macau (2004), later Taipei and
Singapore (2013). Financial centres in advanced
countries, such as London, Frankfurt, Luxembourg,
Paris and Seoul, were also added recently (2014).

It shall be noted that liquidity can move freely
between the offshore centres, but there are meas-
ures in place to keep the offshore flows away from
the onshore market. Given the capital account re-
strictions, the flow of RMB between the onshore
and offshore markets has been primarily the result
of trade-related cross-border transactions between
Chinese residents and non-residents.

LIBERALISATION OF THE CHINESE CAPITAL
ACCOUNT

The Chinese authorities have continued to make
significant progress in liberalising China's finan-
cial system. In addition to domestic financial mar-
ket reform, the partial liberalisation of China's ex-
change rate and cross-border capital flows have
been key elements of the reform process.

While cross-border trade flows have been sub-
ject to relatively few restrictions for some time,
China's cross-border capital flows have been
managed much more closely. In recent times,
however, restrictions on direct investment flows
have been relaxed, and the capital account liber-
alisation process has been extended. In particular,
the Chinese authorities have started to open up
China's debt and equity markets to foreign invest-
ment and also, they have allowed Chinese resi-
dents to invest more freely in offshore markets.

A dedicated RQFIl program® with a system of
quota was developed. The program allows ap-
proved foreign investors to buy and sell designat-
ed assets in China's onshore financial markets, us-
ing RMB obtained in the offshore market. As such,
the scheme provides investors with greater access
to China's capital markets. Therefore, the RQFII
scheme can be seen as a part of China's broader
capital account liberalisation process as well as an
initiative, which is designed to encourage broader
participation in the offshore RMB market. Access
to this program is obtained in two steps: first, the
authorities in a given jurisdiction obtain an invest-
ment quota for that jurisdiction; and second, indi-
vidual financial institutions which are domiciled in
that jurisdiction apply to the Chinese authorities
for an individual portion of the overall quota.

The RQFIl program was initially made avail-
able to Hong Kong-domiciled investors, with
a quota of RMB 20 billion granted in 2011. Hong
Kong's quota has since been raised to RMB 270
billion in a number of steps. Since the middle of
2013, ROFII quotas have also been granted to
several countries, including the United Kingdom,
France and Germany (see Table 1).

CeNTRAL BANK INITIATIVES: BILATERAL
CuRRENCY SwAP LINES

Traditionally, the currency swap agreements are
used to help countries overcome short-term li-
quidity difficulties with foreign exchange in times
of crisis.® In the case of China, however, these
agreements are not only used to stabilise the in-
ternational financial markets. Their primary goal,
as also stated by official authorities, is to promote
and facilitate cross-border trade and investments,
in particular in local-currency terms, and thus to
promote the international use of RMB. In other
words, the bilateral swap agreements allow the
central bank to curb the dependence of China
and its trade partners on USD for invoicing and
settling trade.

Broadly, China has imposed restrictions on
capital transactions between the mainland and
the rest of the world. As the country limits the
amount of its currency available to settle trade
and as foreigners cannot access RMB on inter-
national markets, swap agreements represent
an alternative approach towards increasing the
international flow of RMB. In other words, swap
agreements serve to expand the use of Chinese
currency without introducing substantial chang-
es to the capital account.

China has been the most active extender of bi-
lateral swap lines since the 2009 global financial
crisis. Since then, China has gradually increased
the number and volume of bilateral currency
swap agreements (see Figure 1).

In 2015, is has signed more than 30 bilateral
currency swap agreements in a total amount sur-
passing RMB 3.3 trillion. What is worth noticing is
that all these swap agreements are denominated
in RMB and the local currency of the counterparty
countries, thus they bypass USD.

Geographically, China has signed bilateral
swap agreements with a diverse group of coun-
tries. Neighbouring countries and countries with

Figure 1 Bilateral Currency Swap Agreements
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Sources: People’s Bank of China and author's compilation.
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An example of this kind of agre-
ement is the network of bilateral
currency swap agreements under
the framework of the Chiang

Mai Initiative (CMI), which China
entered into together with other
Asian countries (ASEAN, Japan and
Korea) following the 1997 Asian
financial crisis. In 2010, The CMI
initiative was multilateralised, thus
converted into a single agre-
ement, and it was linked to an IMF
programme. Furthermore, the size
of the agreement was doubled from
$120 billion to 5240 billion in 2014.
Contrary to bilateral currency swap
agreements China signed after the
2008 global financial crisis, the CMI
swap agreements are denominated
in USD (not RMB).
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As pointed by Zhu (2015), there is
astrong correlation between the
volume of the bilateral trade and
the size of the swap agreement.
The RMB s share of spot turnover
was somewhat lower at 0.8% in
2013.

Despite some shortcomings (in par-
ticular in terms of coverage of the
SWIFT network), SWIFT represents
high-frequency source of foreign
exchange volumes, based on inter-
institution back office messages

for confirming details of a foreign
exchange transaction.

The Special Drawing Rights (SDR) is
an international reserve asset, used
and managed by the IMF.

strong economic and trade links have been front-
runners.> However, in the recent years one could
observe an increasing number of central banks of
advanced economies entering into bilateral swap
agreements with China (see Table 1). This indicates
that the counterparty central banks all around the
world recognise the growing importance of China
in the global economy and show an increasing in-
terest to hold RMB in their reserves, e.g. to finance
bilateral trade. In this respect, several central banks,
e.g. Australian central bank, announced their inten-
tion to invest a portion of their foreign currency re-
serves in RMB-denominated assets.

So far, the RMB swap lines have not been acti-
vated much. The only reported cases were Hong
Kong in 2010 and Korea in 2013, both activating
the swap line to settle trade. In addition, Argen-
tina used the swap line to stabilise its foreign ex-
change reserves, following a default on its debt in
2014. Similarly, the swap agreement with Russia in
2014 was regarded as a way to support the Russian
economy in the wake of the commodities turmoil.

How GLOoBAL IS THE CHINESE CURRENCY?
It might be premature to provide a comprehen-
sive assessment of the RMB internationalisation.
However, the recent effort has already brought
a rapid increase in the use of RMB in trade and
investment settlement and in trade credit. It is
highly expected that the use of RMB as a trading,
investment and reserve currency will continue to
grow. The substantial effects of China's trade liber-
alisation process on the global economy suggest
that China's ongoing capital account liberalisa-
tion process will also have significant implications
for the global financial system.

A broad range of indicators could be used to
evaluate the increasing international use of the
Chinese currency. According to the IMF survey
on official foreign currency assets, 38 countries
reported holdings of RMB-denominated assets in
2014 (as compared to 127 holding USD and 108
countries holding EUR). The official foreign cur-
rency assets in RMB represented approximately
1.1% of all official foreign exchange reserves in
2014, up from 0.7% in the precedent year. In both
years, RMB held 7" place (out of 16 currencies).

The most exhausting data source on global FX
market turnover is the BIS Triennial Central Bank
Survey. This data source shows that the RMB's share
of FXturnover has surged between 2010 and 2013.
It represented 1.1% of global FX market turnover
in 2013 (with USD 120 billion traded each day), up
from 0.4% in 2010 (or USD 34 billion).® This cata-
pulted the Chinese currency to top ten most trad-
ed currencies (9" place) in 2013, up from 17" place
in 2010. Also, BIS Quarterly Review on issuance of
debt securities shows a rise of the RMB's share to
1.4% of the total in 2014, up from 0.1% in 2010. As
a consequence, RMB ranked 6 in 2014.

Data from SWIFT,” the global financial messag-
ing service provider, also points to an impressive
development and the continued expansion of
RMB as a trade settlement currency. Accord-
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ing to SWIFT data on cross-border payments,
the RMB's importance is growing exponentially.
It covered 1% of all cross-border transactions in
2015, compared to 0.2% two years earlier. The
Chinese currency ranked eight in 2015.

In the absence of data on the currency invoic-
ing of trade, SWIFT data on trade finance, namely
on the currency denomination of letters of credit,
could provide some idea of the RMB internationa-
lisation in trade (trade finance covers roughly one
sixth of total trade). In mid-2015, RMB belonged
to three most used currencies in global trade fi-
nance (together with USD and EUR). It accounted
for almost 4% of the total amount.

As indicated above, the international use of the
Chinese currency is rapidly becoming common
across a range of instruments. The use and trading
of RMB has increased substantially in the recent
years, although from a very low base. At the same
time, the other currencies have not experienced
any substantial changes in their relative position,
which underscores the impressive developments
of the Chinese currency.

Geographically, the use of RMB is rising in particu-
lar in Asia. The Chinese currency has already over-
taken USD as the exchange rate anchor currency in
East Asia. Although more than 100 countries used
RMB for payments in mid-2015, more than 90% of
flows are concentrated in a few countries. Hong
Kong is the world’s largest offshore RMB centre,
processing more than 70% of all RMB payments.

IMPLICATIONS FOR THE INTERNATIONAL
MONETARY SYSTEM

An important milestone for the RMB internatio-
nalisation was provided in November 2015, when
the Executive Board of the International Mon-
etary Fund (IMF) decided to include RMB in the
SDR basket as of October 20168 The Chinese cur-
rency will become the fifth currency in the basket,
alongside the U.S. dollar (USD), the euro (EUR), the
Japanese yen (JPY), and the British pound (GBP,
see Table 2). Moreover, the SDR interest rate,
which forms the basis for the cost of borrowing
from the IMF, will also include an RMB instrument
starting in October 2016.

The inclusion of RMB into the SDR basket was
subject of the IMF Executive Board discussion al-
ready in 2010, during the previous 5-year review
of the SDR basket. At that period, it was concluded

Table 2 Currency weights in the SDR basket
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2016

usb 419 41,73

EUR 374 30,93

JPY 94 8,33

GBP 11,3 8,09

RMB N.A. 10,92
Source: IMF.



CURR RENT |

S S U E S

that RMB does not fulfil the criteria; in particular it
was not considered as a freely usable currency.
Five year later, the IMF's Executive Board con-
cluded that China and its currency met the two
criteria for inclusion into the SDR basket. Namely,
China belongs to one of the largest exporters in
the world and its currency, the renminbi, is “freely
usable” A currency is determined to be freely us-
able when it is widely used to make payments for
international transactions and widely traded in
the principal exchange markets.

This decision could be understood as recogni-
tion of the progress made by the Chinese authori-
ties in reforming country’s monetary and financial
system. Moreover, it reflects major shifts in the
global economy, making SDR more representa-
tive of the world’s major currencies. Furthermore,
it represents a confirmation that the RMB trading
activity in foreign exchange markets can now
accommodate transactions of the magnitude
involved in IMF operations. As a freely usable cur-
rency, it is expected that RMB will play an impor-
tant role in the IMF operations (given the fact that
the bulk of the lending activities by the IMF takes
place in freely usable currencies).

ConcLusions: TOWARDS A TRIPOLAR
MONETARY SYSTEM?

Following the current financial crisis, China is
seeking a bigger financial role. The recent steps
to internationalise its currency have reinforced

the positioning of China as a new centre of grav-
ity for the world economy. RMB has increased its
international relevance and it has become one of
the global reference currencies, along with USD
and EUR.

The patterns are changing in favour of RMB,
despite still dominant positions of USD and EUR
globally. The Chinese currency is considered an
important anchor currency in East Asia and the
Philippines, weakening thus the position of USD
in the region.? If China intensifies its efforts, these
developments could lead to further currency di-
versification and an emergence of a tripolar glo-
bal currency system between Asia, Europe and
the USA. Deeper integration of RMB is an oppor-
tunity to create a more robust international mon-
etary and financial system that may better fit the
underlying forces shaping the global redistribu-
tion of power.

However, there is still a long way to go. So far,
China has designed and pursued an RMB-based
trade policy to spread the international use of
its currency. As such, the internationalisation of
RMB has taken a very limited form, in particular
as an invoicing and settlement currency in trade
and a vehicle currency in swap agreements. In
order to fully utilize its role as an international
currency,'” further reforms need to be undertak-
en, in particular with respect to financial market
developments, exchange rate flexibility and capi-
tal account liberalisation.
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9 According to Campanella (2014),
the role of USD as a reference
currency in Asia is now limited to
Hong Kong (due to a peg), Vietnam
and Mongolia. Furthermore,
according to her, RMB represents
the dominant reference currency
also in Chile, India and South Africa
as well as in FYR Macedonia, Israel,
and Turkey.

10 According to Chinn and Frankel
(2005), an international currency is
considered to play the role of a store
of value, a medium of exchange
and a unit of account for both
residents and non-residents.
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