CURRENCY MARKETS

China’s Digital Currency

What This Could Mean
for Foreign Companies

Given a closed capital account and non-convertibility of its currency globally, China is under no illusion that
the Renminbi can supplant the dollar anytime soon as the world’s most trusted reserve currency and as the
currency of choice for capital markets across the globe.
The rise of the greenback
The first greenback was printed in 1914 with the creation of the Federal Reserve Bank. During World War II, under
America’s “Lend-Lease” arrangements, President Roosevelt supplied the Allies with munitions and other goods with
payment in gold. Already the world’s largest economy since 1890, America soon became the largest holder of gold.
Under the 1944 Bretton Woods Agreement, the US rallied other countries to link their currencies to the dollar
supported by its Gold Standard. This ended the dominance of the Sterling Area, hastening the demise of the British
Empire.
As a result, the US dollar was officially crowned the world’s reserve currency, backed by the world’s largest gold
reserves. Other countries accumulated reserves of US dollars, which they invested in US Treasury bills as a safe store
of money.
Later, with rising inflation and a looming gold run, President Nixon abruptly ended the Gold Standard on August 15,
1971. However, as the US held unparalleled sway in the world’s economy and financial market, the dollar’s reserve
currency status remained unchallenged.
Today, more than 61% of all foreign bank reserves and nearly 40% of the world’s debt are denominated in US dollars.
Even America has squandered its “unipolar moment”, as Fareed Zakaria claims in his July/August 2019 Foreign Affairs
article, the dollar remains supreme.

China’s “dollar trap”
As China opened up and became integrated with the world trading and financial systems, it has been caught in a “Dollar
Trap”, having to convert massive surpluses into secure, internationally convertible US treasuries. Notwithstanding the
global financial crisis of 2008-09, dollar hegemony was strengthened, rather than weakened, argued Eswar Prasad,
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and investments. This supply-chain
connectivity is not easy to shift, antiChina decoupling notwithstanding.
While the US and Western allies
are not about to warm to China’s digital
currency anytime soon, more and more
countries in Asia, Africa, and Latin
America are likely to embrace the convenience and opportunities of China’s
digital payment systems, made easier
and safer by its sovereign digital currency.
This trend is likely to accelerate
with the recently-minted Regional
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Comprehensive Economic Partnership
(RCEP), comprising a third of the
world’s population, a third of world
GDP, and half of the world’s manufacturing.
The developing world, accounting
for 49% of world GDP in 2010, is expected to reach 60% by 2030. Its growing integration with China augurs well
for widespread acceptance of its sovereign digital currency, speeding up the
internationalization of the renminbi.
China’s digital sovereign currency
would also help drive China’s “dual cir-

culation economy”—accelerating both
domestic consumption as well as international trade and investments. The
synergistic strategy is formalized in
China’s new Five Year Plan (2021-25).
With faster post-pandemic recovery, China’s economy is now surging
ahead, including exports, investments,
and domestic consumption. As
Alibaba’s “Singles Day” e-shopping bonanza successes show, digital payments will continue to transform retail
sectors both in China and worldwide.
China’s outbound tourism has occupied the world’s top spot since 2013.
Barring pandemics, it is estimated to
be worth $365 bn by 2025. Even with a
trade war, Chinese outbound tourists
are expected to make 160 million trips
a year. China’s e-payment system using
the digital sovereign currency is therefore well-timed.
In October 2020 the dollar lost its
top position as the world’s most used
payment currency, falling behind the
Euro since August 2013, thanks to perceived dollar value erosion, the emergence of more attractive Euro and
renminbi-denominated assets, and
aversion to greenback-based sanctions.
With hostile American geopolitics,
China is likely to park more of its hardearned savings in other assets, including its bonds and some of the more viable Belt and Road projects. Thanks to
a much faster rebound from the pan-
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demic, China’s economy is now expected
to overtake the US five years earlier, by
2028, according to UK’s Centre for Economics and Business Research.
All these developments by no
means foretell the dollar’s dethronement all at once. No other sovereign currency, let alone the renminbi, can remotely compare with the greenback’s
global financial width and depth. Even
falling by 10% over the past two decades, the dollar still accounts for 62%
of global currency reserves.
In a Newsweek article of October 29,
2020, Gordon Chang, a veteran Chinabasher, doubts whether China’s Digital
Currency Electronic Payment (DCEP or
“digital Yuan”) would ever cut as long as
China’s closed capital account renders
its currency not fully convertible internationally.
Nevertheless, the rapid development of China’s digital sovereign currency and its associated DCEP have
raised alarm bells on Capitol Hill. A
Council on Foreign Relations report of
March 2021 concludes that China’s
“Digital Silk Road” is likely to cement
China’s position at the center of a more
connected world, encompassing host
countries’ “telecommunications networks, artificial intelligence capabilities, cloud computing, e-commerce, and
mobile payment systems, surveillance
technology, and other high-tech areas,
along with a Health Silk Road designed
to operationalize China’s vision of global health governance.”
Congress is now expressing interest
in the idea of a US digital currency and
how a global Chinese digital payment
system may circumvent American sanctions. President Biden has also begun
to float the idea of a global
infrastructural initiative of “allied democracies” to counter the influence of
China’s Belt and Road Initiative.

Dollar supremacy
Over decades, the US tends to be relying
on its “exorbitant privilege” to finance
its many commitments or policy directives. As a result, in terms of the real
value measured in purchasing power
parity, the dollar has lost some 96% of
its value since 1913-14.
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Adding to America’s propensity to
weaponize the dollar for sanctions
against foes and friends alike, the trust
in the dollar’s durability as a safe and
secure storage of value is beginning to
erode. This is exemplified by a gradual
process of sovereign countries wanting
to repatriate their gold holdings held in
the Federal Reserve’s gold vaults.
Amongst them are Germany, France,
the Netherlands, Belgium, and Austria.
China is the world’s largest gold producer. The country keeps its gold reserves at home.

Outlook
Given a closed capital account and nonconvertibility of its currency globally,
China is under no illusion that the
renminbi can supplant the dollar anytime soon as the world’s most trusted
reserve currency and as the currency of
choice for capital markets across the
globe. Similarly, China harbors no
pipedream that its political ideology
will be embraced by more than a handful of countries across the globe.
Nevertheless, with the waning of
Pax Americana, the world is increasingly torn between fears and denialism,
trying to avoid the unavoidable and refusing to accept a looming reality. A

more powerful, globally-connected, and
self-confident China sees its time has
come to return to the future where a
large part of the world had been dominated by China and India, the two oldest Eastern civilizations, for millennia
before the 17th century.
In a groundbreaking piece in Foreign
Affairs of March 23, 2021, Richard
Haass and Charles Kupchan acknowledge the heated rivalry between the US
and China with their economies inextricably intertwined and both fearful of
mutual nuclear destruction. A “New
Concert of Powers” is proposed, a flexible balancing mechanism allowing for
both competition and cooperation, similar to the Concert of Europe following
the Congress of Vienna in 1815, which
ushered in a century of relative peace in
Europe.
Barring apocalypse, nature moistens everything on the quiet as the
Chinese saying goes. Gradually, over
time, China’s digital sovereign currency
could mitigate the dollar trap, accelerate the internationalization of the
Renminbi and open an escape
route from America’s dollar-based
sanctions. 
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