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Abstract: China has long been the world’s second largest economy, with the 
largest foreign exchange reserves and the second largest share in world 
trade. However, its position in the global economy has long been recognized, 
but this recognition has not been accompanied by the international monetary 
significance of the yuan. Despite China’s economic significance, the political 
importance and the voting power in the International Monetary Fund (IMF) 
cannot be compared to that of the U.S. because the U.S. has over 17% of the 
votes, whereas China has 3.8 %. Owing to that, the U.S., together with its 
allies, gets to block decisions and tailor global economic policy. Striving to 
establish the world’s reserve currency, China has been leading 
comprehensive economic and trade policies while strengthening the yuan 
convertibility. As a result, effective October 1, 2016, the yuan has become a 
reserve currency in the basket of special drawing rights along with the dollar, 
the euro, the yen, and the British pound. China has been supporting the IMF 
reform while establishing new institutions aimed at redefining the current 
international policy under the strong influence of the U.S. The paper analyses 
the channels of Chinese authorities' actions and the prospect of recomposing 
the international monetary system and reducing the global U.S. influence, with 
the aim of identifying whether it is likely that the Chinese currency will obtain 
the status of the world currency. 
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Ima li izgleda da Juan bude nova svetska rezervna valuta? 

Apstrakt: Kina je već dugo druga najveća ekonomija sveta, sa najvećim 
deviznim rezervama i drugim najvećim učešćem u svetskoj trgovini. Pa ipak, 
njen položaj u globalnoj privredi dugi niz godina nije pratio međunarodni 
monetarni značaj juana. Uprkos ekonomskom značaju Kine, politički značaj i 
učešće u glasovima Međunarodnog monetarnog fonda (MMF) ne može da se 
poredi jer SAD ima preko 17% glasova, a Kina 3,8%. Zahvaljujući tome SAD 
zajedno sa saveznicima blokira odluke i kroji globalnu ekonomsku politiku. U 
borbi da postane rezervna svetska valuta, Kina je vodila ekspanzivnu 
ekonomsku i trgovinsku politiku i paralelno je jačala konvertibilnost juana. 
Zahvaljujući tome, juan je od 1. oktobra 2016. godine postao rezervna valuta 
u korpi specijalnih prava vučenja zajedno sa dolarom, evrom, jenom i 
britanskom funtom. Kina se zalaže za reformu MMF i paralelno formira nove 
institucije čija je funkcija prekrajanje aktualne međunarodne politike pod 
snažnim uticajem SAD. Rad analizira kanale delovanja kineskih vlasti i 
perspektivu za prekomponovanja međunarodnog monetarnog sistema i 
smanjenja globalnog američkog uticaja sa ciljem da se sagledaju mogućnosti 
da li ima izgleda da kineska valuta dobije status svetske valute. 

Ključne reči: međunarodni monetarni sistem, juan, dolar, Kina, SAD. 

1. Introduction 

In the long history of money, the significance of certain currencies has 
changed. The Portuguese, Spanish, Dutch, French, British, and American 
national currencies have all had periods of domination in world trade and 
finance.  

China was the first in history to use paper money back in the 10th century, 
whereas the present national currency of China (the yuan renminbi) was 
established in 1949 after the founding of the People's Republic of China. 
Owing to the strong economic growth in the past decades, China has been 
striving for internationalization of its national currency in the last two decades.  

As a precondition for internationalization, a currency has to fulfill three 
essential functions (medium of exchange, store of value and unit of account) 
both for monetary authorities and for private entities (Krugman, Obstfeld, 
2009). As a medium of exchange, a currency should enable private entities to 
make payments in international transactions, while it should serve monetary 
authorities for foreign exchange interventions. As a store of value, a currency 
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is used as investment assets by private entities, whereas central banks use it 
for foreign exchange reserves. Money, as a unit of account, should enable 
private entities to denominate international economic transactions and should 
provide monetary authorities with an anchor currency to peg their currencies, 
i.e. determine the exchange rate. The American dollar is presently the only 
currency that combines all six roles. The euro and the yen encompass all 
these functions but in a geographically limited space. 

Countries with international currency have multiple benefits. First, residents of 
such countries may perform all international economic transactions in their 
national currency, thereby reducing transaction costs and the exchange rate 
risk. The country issuing an international currency makes the issuer's profit 
and has the opportunity to borrow in its currency at a low interest rate. 
Therefore, the United States continually has higher income on overseas 
(international) investments as compared to the expenditures on its debts. 
Overall, the countries whose national currencies are internationalized have 
stronger political and negotiating power. The prevalence and widespread use 
of the pound before World War I enabled Great Britain to finance expensive 
foreign military interventions, but after losing its status in World War II, it had 
to rely on the U.S. loans (Boston University, 2014; Kirshner, 1995). The 
gradual loss of the international reserve currency status for the British pound 
was at the same time the loss of its projection of political and military power 
abroad, which has led Great Britain to fall from an imperialist to a pauperized 
country (Cohen, 2015). 

Nevertheless, the reserve currency status has some drawbacks as well. With 
such a status, the demand for financial assets denominated in that currency 
would increase, thereby creating appreciation pressures. Japan and 
Switzerland felt these pressures when many investors sought a safe haven in 
2012. Since the issuer of a reserve currency should provide liquidity of the 
world market that may put pressure on a current account deficit (Malović, 
2014). Bearing in mind the benefits of its currency internationalization, and the 
growing importance in the economy, China has fought for internationalization 
of its currency since 2000.  

In order for a currency to be internationalized, it has to meet specific factors 
that can be grouped into three general categories: trust, liquidity, and 
transaction network (Helleiner, 2008). Trust in the stability of currency value is 
very important for its international use because the instability of currency 
value increases the possession risk and lowers its attractiveness as a store of 
value. Trust in the currency stability can be affected by several different 
factors, including fiscal and monetary policy, as well as the current account 
balance of the country issuing the international currency and its net debt 
position which affects the solvency risk (Tavlas, & Ozeki, 1992). 
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International usage of a currency is also affected by the size of the issuing 
country's transaction network in the world economy, as benefits increase with 
the number of participants. An additional factor affecting the integration of the 
issuing country into the world economy is the economic size. International 
usage of a currency is nonlinear against the economic size of the issuing 
country. Thus, for example, the presence of the U.S. dollar in foreign 
exchange reserves is somewhat above 63%, and the share of the U.S. 
economy in the global GDP is around 25% (IMF, 2015). 

Liquidity is an essential economic attribute of an international currency, as 
both private and public factors want to possess such money in the form of 
liquid interest-bearing assets rather than just as a currency. The existence of 
a well-developed and open financial market in the country of issue reduces 
the transaction cost (IMF, 2006). In order to gain the status of the international 
currency, equity and monetary market in the issuing country should be not 
only open but also very developed. Development of a country's financial 
market is one of the most important determinants of the currency's 
international status and is weighted from three aspects of financial market 
development: breadth, depth, and liquidity. Market breadth implies the 
availability of a wide range of financial instruments. To make a currency 
attractive, central banks and large financial institutions need securities 
denominated in the national currency. Market depth involves a vast array of 
financial instruments, which results in a certain level of market stability 
(Forbes, 2009). Market liquidity is reflected in a large volume of trading in 
financial assets, which gives investors assurance that they can safely sell the 
assets whenever they want. Therefore, these three aspects are significant in 
assessing the readiness of the country’s financial sector to cope with the open 
capital account and the possibility to obtain the status of a reserve currency. 

Military range, as a factor which has direct impact through the political 
influence of the issuing country, is also essential for currency 
internationalization. America's military supremacy that has existed since 
World War II is an important reason why the dollar remained the leading 
international currency (Posen, 2008). Although there are qualitative 
alternatives to the dollar, there is no alternative to the U.S. military 
supremacy. The U.S. may offer protection to governments abroad and still be 
a safe haven for investors.  

2. How did the U.S. dollar become a reserve currency?  

Throughout history, the significance of individual currencies in the world 
economy has been changing. In the 17th and 18th centuries, when the Dutch 
were a leading trading and financial power and when Amsterdam was the 
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leading international financial center, receivables in paper currency were 
becoming increasingly important (Wilson, 1977), and the Dutch guilder 
became the world's currency due to the dominance of the Dutch East India 
Company. The guilder was a reference unit for commercial transactions 
throughout Europe and a high-quality store of value (Quinn & Roberds, 2016). 

At the same time, the importance of the British pound increased, and several 
factors contributed thereto. First, the establishment of the Bank of England in 
1694 improved the borrowing conditions of the British government and 
contributed to the strengthening of Great Britain's economic and military 
superiority. At the time of struggle for the supremacy between the respective 
military forces (Avner, Milgrom, Weingast, 1994), it was almost impossible for 
the government to provide funding at an interest rate of 8% for the 
construction of the English navy. However, the Bank of England provided the 
funds in 10 days (Clapham, 2008), and in return was granted the exclusive 
right to issue banknotes in the amount of the bank's capital (Lawrence, 1997). 
As a result of the Peel Banking Act of 1844, the Bank of England was granted 
a monopoly on the printing of banknotes in Great Britain. That strengthened 
its status as a central bank but did not give it the role of a lender of last resort 
until 1870 (CAPI, Goodheart, & Schnadt, 1995).   

One of the crucial factors that provided the pound with the reserve-currency 
status is the fact that Great Britain was a trading superpower of that time, 
which in 1860 absorbed 30% of world exports (Imlah, 1958). Owing to that, in 
the period 1860-1914 about 60% of world trade was invoiced in pounds 
sterling and, at the end of 1913, half of the world's foreign exchange reserves 
were denominated in pounds sterling (Princeton University, 1969).  Great 
Britain was the world's largest creditor, and London was the world’s financial 
hub.  

Since the 1870s, the U.S. economy, measured in GDP, has been larger than 
the British economy. In 1913, the U.S. surpassed Great Britain in foreign trade 
as well, although a larger part of the trade was not denominated in dollars but 
in pounds sterling (Ganziro, & Vambery, 2016). Central banks then began to 
hold dollar reserves in their assets, and in the structure of world currency 
reserves the dollar took the lead in the mid-1920s (BIS, 2010). The U.S. 
became the world's largest creditor after World War I, taking over that position 
from Great Britain which had been, until then, the world's leading financier 
who financed the U.S. as well. 

The international role of the dollar rose with the development of the financial 
market. During World War I, the U.S. was crediting Great Britain, thereby 
strengthening the position of the dollar. Four decades after overtaking Great 
Britain’s economy in GDP terms, the dollar has reached the status held by the 
pound. The reason for such a long period of the pound descend can certainly 
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be explained by general inertia because the pound was used by default 
(Krugman, 1984).  

As a result of the necessity to create a new international monetary system, 
the International Monetary Fund (IMF) was established in Bretton Woods in 
1944 to help countries overcome BoP imbalances, and the dollar was officially 
declared the leading international currency. The system was based on the 
dollar's convertibility into gold (35 USD per ounce of gold), and other 
currencies had a specific exchange rate against the dollar. The dollar's 
convertibility into gold gave peace of mind to central banks that held foreign 
exchange reserves mostly in this currency. Within the regime of fixed 
exchange rates, the dollar became a world's reserve currency. 

After signing the agreement, the increase in world trade and low inflation were 
actually achieved, but there was also strong GDP growth in the countries of 
devastated Europe, and particularly in Japan. The downsides of this system 
were limited capital flows (Yeager, 1976) and loss of the control over 
monetary policy (Bordo, & Kydland, 1995). 

As early as in the 1960s, due to the budget deficits resulting from the 
financing of the Vietnam War and foreign trade deficits, Triffin pointed to the 
beginning of the end of the Bretton Woods system which was based on the 
confidence in the dollar. The "Triffin dilemma" was questioning the U.S. ability 
to continue the financing of the current account deficit without putting pressure 
on the dollar and the gold reserves outflow (Princeton University, 1978). In 
1971, the U.S. President Richard Nixon unilaterally suspended the 
convertibility of the dollar into gold. The era of the Bretton Woods and the 
dollar-to-gold system was finished and was followed by the floating exchange 
rate regime in which currencies were not pegged to gold. 

Still, after these changes, the dollar did not lose the status of the world's 
leading currency but maintained the dominant position, confirming that the 
international status of a currency is closely related to the international status 
of the issuing country (Eichengreen, 2011). The U.S. was then the world’s 
largest economy whereas Japan and Germany, ranking second and third, 
respectively, were the export-oriented economies, none of which were willing 
to use their currencies as a reserve because they would appreciate, thus 
making their exports more expensive. According to the 1973 agreement 
reached between the U.S. President Nixon and Saudi King Faisal, in 
exchange for the U.S. military protection Saudi Arabia shall accept the dollar 
as the only means of oil payments and shall invest the surplus profit in the 
U.S. public bonds (Casey Research, 2014). By 1975, all members of OPEC 
agreed to sell their oil in dollars and invest in industrialized countries (IMF, 
2008). Instead of being backed by gold, the dollar was backed by “black gold", 
i.e. oil (Cao, 2016). It was the beginning of the petrodollar system (Kapor, 
2010) which allowed the circulation of dollars, while the artificial demand for 
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the U.S. dollar was secured by the increasing demand for oil (Sequence 
Evolutions, 2014).  

The dollar imposed itself as the most liquid assets and safe haven at the time 
of the global economic crisis. In the period July-October 2008, the dollar 
appreciated 21% against the euro. Status of the dollar is also evident in Table 
1 from the structure of foreign exchange reserves of central banks which 
strive to keep the safest and most liquid assets. 

Table 1 Structure of the world's foreign exchange reserves 

Total 
foreign 

exchange 
reserves 
(in USD 

bln) 

Allocated 
foreign 

exchange 
reserves (in 

USD bln) 

Currency structure of foreign exchange reserves (%)  

Dollar
  

Euro
  

Yen
  

Pound
  

Swiss Franc
  

Yuan 

End of 2000 

1.936 1.518 (78,5) 71.1 18.3 6.0 2.8 0.3 - 

Beginning of 2017 

10.902 8.848 (81,2) 64.5 19.3 4.6 4.3 0.2 0.9 

Source: International Monetary Fund 

3. Prospects of the yuan as an international currency  

In order to observe prospects and the present role of the yuan, three different 
and yet associated aspects will be analyzed – capital account openness, the 
means of international exchange and a reserve currency (Brookings 
Institution, 2016). 

3.1 Capital account openness 

Capital account openness implies a degree of freedom with which investors 
can transfer their capital internationally. Capital account openness is 
determined by the regulatory framework and compliance with the control 
process, hence the different actual and legal openness of the capital account.  

The ratio of external assets and liabilities to GDP, which determines the 
international investment position of a country, is used to measure the actual 
openness of a capital account. China's external assets relate to the total 
assets of Chinese households, enterprises, financial institutions, and 
governments. External liabilities are the total value of foreign investment in 
China, along with the financial obligations of Chinese households, enterprises, 
and government towards foreign entities. Over the past decade, China's 
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external assets and liabilities have increased six times and cover almost 
100% of GDP (Kose, Prasad, Rogoff, & Wei, 2006), but still lag behind the 
economies of reserve currencies in the U.S. and Japan (IZA, 2012). At the 
end of 2017, external assets and liabilities of the U.S. amounted to 326% of 
GDP; of Japan, 310% of GDP; and 442% of GDP in Eurozone. 

The structure of external assets is dominated by foreign direct investment 
(62%), followed by the portfolio investment (13%), while the portfolio debt and 
other investments (banking and trade loans) amount to 25% (Ma & McCauley, 
2013). 

The irony of the structure of China's external balance rests on China’s 
international payments for the privilege of owning more assets than liabilities. 
Thus, unlike the U.S., which is a net external debtor (Meyer, 1989) but has a 
positive net investment income (Bruegel, 2017), China has a negative net 
investment income. That is because the People's Bank of China has a high 
level of foreign exchange reserves. The high level of foreign exchange 
reserves (about 55% of external assets) results from limitations on capital 
flow. The population has a narrow choice for diversification of savings into 
foreign assets, and Chinese companies are expanding abroad through 
acquisitions and establishment of branches. For the past ten years, FDIs of 
Chinese companies have reported increased participation in external assets 
from 5% to 18%. 

The question arises as to why China would liberalize the capital account. 
China does not need foreign capital flows because it has a high savings rate 
(46% of GDP in 2016

 
- IMF data), the largest foreign currency reserves in the 

world, and it exports domestic savings. It is, therefore, reasonable that China 
wants to have control over capital flows and a more significant geopolitical 
influence. On the other hand, by liberalizing the capital account, China can 
achieve several beneficial effects. First of all, trading volume increases. The 
entry of foreign capital could increase productivity, improve the operating 
processes and technology transfer, and could strengthen the status of 
Shanghai as an international financial center. The entry of foreign banks could 
increase competition in the banking sector and improve banking products, risk 
management, and other innovations (Prasad, 2009). 

3.2 The means of international exchange  

Since the mid-2000, China has been gradually promoting the 
internationalization of the yuan. The promotion started on the sophisticated 
financial market of Hong Kong, which is characterized by strong institutions. 
With the increase in the volume of trade, the issue was whether trade, which 
in 2015 grew by about 127% compared to the previous year, should be 
calculated in yuan. China's position as the world's second largest trader 
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(exports and imports), has allowed a noticeable increase in the yuan's share 
in China’s foreign trade.  

Using the yuan in trade calculations is a logical step in the internationalization 
of the currency. In 2015, the trading volume invoiced in the yuan amounted to 
1.100 billion dollars, i.e. about 30% of the total foreign trade. However, since 
2015, the yuan has depreciated against the dollar with a declining interest in 
the calculation of trade in yuan.  

The increasing international role of the yuan has been confirmed by the 
SWIFT (Association for International Interbank Financial Telecommunications) 
data, indicating that the yuan's share in international transactions has grown 
from 0.3% at the end of 2011 to a maximum of 2.8% in August 2015. 
However, these data are incomplete because, on the one hand, they do not 
take into account all transactions, and on the other hand, they calculate some 
transitions multiple times.  

The pace at which the yuan is internationalized will also depend on its usage 
in international financial transactions. Compared to 2013 when it stood at 
2.2% (out of 200%), in April 2016 the yuan's share increased to 4% of trading 
in the global foreign exchange market (BIS, 2016). The dollar's share 
amounted to 87.6% and the euro's to 31.3% in the same month. The yuan 
has a significant share in foreign exchange, but relative to main reserve 
currencies, such a share is still small.  

The liquidity level of the world economy, as well as the number of financial 
centers available for clearing transactions, are essential for the widespread, 
global use of the yuan (Chatham House, 2012). China has promoted the 
internationalization by increasing the number of such financial centers. 

3.3 The yuan as a reserve currency  

An important contribution to achieving the status of a reserve currency is an 
increase in yuan-denominated bond issuance in the international financial 
market, known as dim sum bonds. These bonds were first issued in Hong 
Kong, which is the largest market of the yuan bonds outside of mainland 
China. The amount of outstanding dim sum bonds in October 2015 stood at 
about 56 billion dollars, and 40% of this amount was issued by foreign 
government agencies, banks, and companies from China. Also, about 40% of 
the issue is related to multinational companies from Germany, South Korea, 
and the U.S. Great Britain is the first country to issue yuan-denominated 
bonds. The People's Bank of China issued dim sum bonds for the first time in 
October 2015 in London. In December 2015, South Korea became the first 
country to issue the so-called "Panda bonds" in mainland China, thus 
providing domestic investors with the possibility of portfolio diversification.  
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In order to persuade the IMF to put the yuan into the currency basket, China 
has taken the specific steps in the financial market and carried out the capital 
account reforms in 2015. The upper limit on deposit interest rates was 
suspended, and the banks were allowed to determine the interest rates on 
deposits and loans independently. In August 2015, market forces were 
allowed to determine the yuan exchange rate, which is very important for 
including the yuan in the IMF’s currency basket. 

4. Parallel institutions 

On November 30, 2015, the IMF announced that the yuan has satisfied all the 
preconditions and that, effective October 1, 2016, it will become the fifth 
currency included in the Special Drawing Rights (IMF, 2015-2) along with the 
dollar, the euro, the yen, and the British pound. Thus, the share and 
significance of other reserve currencies recorded a decrease - 41.73% for the 
dollar, 30.93% for the euro, 10.92 for the yuan, 8.33% for the yen and 8.09% 
for the British pound. Owing to that, the Central Bank of China acquires the 
right to seigniorage (the difference between the value of money and the price 
of its production) and the inflation tax (inflation increase reduces government 
debt incurred by issuing bonds). Each central bank realizes these revenues, 
but the country issuing a reserve currency has additional income collected 
from foreign citizens (Filipović, & Garić, 2014).  

The status of a reserve currency will bring China a capital inflow from the 
investment funds, private companies, and individual investors. The danger 
may rest in appreciation of the yuan exchange rate, which could weaken the 
exports. Therefore, China will gradually start to transform into a financial 
economy, but that model requires the military security of the currency, similar 
to what Great Britain and later the U.S. had throughout history.  

Even after the yuan has gained the status of a reserve currency, China will 
continue to insist on reforming the IMF (Đorđević, & Trapara, 2017). 
Regardless of this, China has decided to form new multilateral institutions in 
addition to strengthening its role in the existing ones (Brookings Institution, 
2017).  

Such institution is an association of BRICS (an acronym for Brazil, Russia, 
India, China, and South Africa) countries, which together account for about a 
quarter of world GDP and about two-fifths of the world's population (Filipović, 
& Garic, 2015). China has decided to strengthen the relations within the 
association but also to increase its influence in the world. To be taken 
seriously in the world of finance, this institution established the new 
development bank aimed at preventing potential currency crises in BRICS 
countries. 
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Another financial institution is the Multilateral Development Bank (AIIB - Asian 
Infrastructure Investment Bank), whose members are the world's leading 
economies (except the U.S. and Japan). The Bank aims to connect the 
countries of the region through the development and infrastructure projects 
(Mitrovic, & Trailović, 2014) while reducing the excess capacity in the 
construction sector through the participation of Chinese companies. The Bank 
gives legitimacy to China's efforts to expand the spheres of economic and 
political influence, while insensibly changing rules of the game. Like the World 
Bank, the Bank does not grant loans from the capital of its members but 
borrows on the international financial market, thus providing the finance for 
loans.  

5. Conclusion 

China has been strengthening its economic and political position in 
international institutions for years, not only by being integrated into existing 
institutions under the current rules of the game but also by creating new 
institutions and changing the actors of the global economic scene according 
to its needs. The internationalization of the yuan is part of this process. China 
hopes the yuan will weaken the dollar's impact and take its fair share as one 
of the world's dominant reserve.  

The share of the Chinese yuan in the world's foreign currency reserves is 
about 1%, and it has come a long way in a short time. The yuan has made 
impressive progress in international finance. Entering the IMF currency basket 
is a symbolic but significant step because it has placed the yuan in the upper 
echelon of foreign currencies.  

It is unlikely that the yuan will succeed in replacing the dollar, especially from 
the perspective of the poorly developed financial market and the capital 
account closed. The Communist Party is not an institution of trust outside of 
China, and the fear of losing their invested funds by a single decision of the 
Communist Party of China will surely keep the investors away from large-
scale investments in China's financial market. Nevertheless, securities from 
China are still attractive in terms of higher yield, so a certain level of interest in 
them will exist. 

Unlike China, the U.S. is called safe haven and is considered a lender of last 
resort, which means that financial assets denominated in dollars, especially 
the U.S. Treasury bonds, are most reliable. In order to be considered safe, 
assets must be the first choice of panicked investors, and must also have a 
high level of liquidity. In order for a country’s currency to be considered a safe 
haven, such country must have trustful institutions. 
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If analyzed a bit further, beyond the current moment but on the wave of 
current events, China is trying to strengthen its position in the world as much 
as possible, although 20% of its exports go to the U.S. market that is 
introducing taxes on its products, which may lead to a slowdown of China's 
economic growth. The growth may also be affected by the "fewer workers, 
more pensioners" trend, and it is therefore likely that the consumption in 
China will stagnate or decline. In 2013, China reported 13.7% of the 
population aged 60 and older (MPRA, 2013). According to the UN, a society 
in which 10% or more of the population is 60 and older is considered an aging 
society, and a burden on social security systems is typical for such societies. 

In a situation with volatile consumption and exports, and hence economic 
growth, pressure for institutional reforms pile up and, therefore, the ability of 
China to internationalize the yuan becomes questionable because investors' 
trust in currency requires trustful institutions. 

It is unlikely that the yuan will replace the dollar as the global reserve currency 
because there are many limitations on its more extensive usage and further 
internationalization. However, it is likely that the yuan will come to and remain 
at the level of other currencies from the basket of special drawing rights, and 
hence at the upper echelon of the world currencies. 
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