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Abstract

The 2007/2008 Global Financial Crisis has raised
doubts about the sustainability of the US economy, which
was long thought to be the basis of the US Dollar’s (USD)
international reserve currency status. At the same time,
the rapid growth of China’s global economic and politi-
cal presence since the early 1990s, coupled with its toler-
ance against the Global Financial Crisis, has given rise to
the speculation that the Renminbi (RMB) will eventually
replace the USD as the world’s dominant reserve currency.
This paper analyzes whether the Global Financial Crisis has
facilitated the RMB?s rise to international reserve currency
status, which is currently self-restricted by China due to its
political and economic ties with the United States. We argue
that the Global Financial Crisis has effectively facilitated the
internationalization of the RMB, by accelerating changes
in the US. economy that could eventually eliminate China’s
incentive to restrict the RMBs rise.
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I. Introduction

The 2007/2008 Global Financial Crisis raised ques-
tions about the future of the U.S. economy and the sustain-
ability of the US Dollar (USD) as the international reserve
currency. The power to issue an international reserve cur-
rency carries substantial benefits as it generates a persistent-
ly high demand and overvaluation of the currency, which
allows residents and businesses of reserve-issuing state to
borrow relatively cheaply from foreign markets. Conse-
quently, consumers are able to spend beyond the level they
would otherwise be able to, leading to an improvement in
their quality of life. Domestic businesses can expand more
quickly, and the government can afford to spend more on
projects that strengthen the state (e.g. military expansion).
Hence an international reserve currency status can bolster
the international economic and political power of the re-
serve-issuing state. The United States, as the world’s largest
economy and arguably the most politically influential state,
has enjoyed this power since the end of World War II." The
USD currently stands unchallenged as the dominant reserve
currency, composing more than 62% of total international
foreign exchange reserves.”
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Theoretically, a reserve currency status has a
material basis and is intimately linked to the economy of
the reserve-issuing state. The Bretton Woods agreement
of 1944 pegged the USD to gold (known as ‘the gold
standard’), based on the fact that the United States con-
trolled two thirds of the world’s gold reserve at the time.
While the USD maintained its reserve status even after
the termination of the gold standard in 1971, the gradual
decline of the US economy has since often cast doubts
on the economic basis of the USD - a notion that was
only strengthened by the Global Financial Crisis and its
deleterious impact on the US economy.

The future of the USD’s reserve currency sta-
tus grew suspect with the rising significance of China’s
currency, the Renminbi (RMB). Since the collapse of the
Soviet Union in 1991, China’s economy has grown ex-
ponentially to become the world’s second largest, mainly
driven by real production, capital investment, and trade.
Many Asian states have already accepted the RMB as the
de facto anchor currency,’ leading to projections that the
RMB could eventually replace the USD as the interna-
tional reserve currency.* Given the immense economic
and political benefits of issuing a reserve currency, such
an outcome could ultimately lead to a shift in global
influence from the United States to China.

The effects of the Global Financial Crisis have
undoubtedly fostered an ideal global financial landscape
for the RMB to replace the USD as the dominant reserve
currency. For it to replace the Dollar, two conditions
must be met simultaneously: (1) the RMB must satisfy
the economic conditions of a reserve currency, and (2)
the USD’s reserve currency status must decline. The
Global Financial Crisis generated economic and political
outcomes conducive to both conditions being satisfied.
This paper explains this phenomenon in three parts. The
first section outlines what conditions are necessary for
a currency to become an international reserve currency.
The second section examines key economic variables
to find that the RMB satisfies most of the necessary
conditions to become a reserve currency. In contrast, an
examination of the same variables for the United States
reveals that, while the USD presently satisfies the condi-

tions, the sustainability of its status quo is questionable.
The third section takes a political view of the reserve
currency status, and discusses how the Global Financial
Crisis has influenced China’s political relationship with
the United States. China currently has the political incen-
tive to abstain from challenging the USD’s reserve cur-
rency status due to its strong trade ties with the United
States. However, the Global Financial Crisis has accel-
erated changes in the U.S. markets that will ultimately
eliminate such incentive.

II. The Conditions of an International Re-
serve Currency Status

An international reserve currency is any currency
that constitutes a substantial share of the official reserves
of central banks around the world.> However, a fiat dec-
laration of a reserve status is not sufficient; an interna-
tional reserve currency must fulfill the three functions of
money (medium of exchange, store of value, and unit of
account) in both the private and public sectors for non-
residents. In order to do this, the currency must have
three vital qualities: high confidence, high liquidity, and

an extensive transactional network.

Both economic and political factors can give rise
to these three qualities. There are four frequently cited
economic factors. First is the size of economic output
and trade, closely linked with the size of the economy as
measured by gross domestic product (GDP). Second is
an efficient and well-developed financial market. Third is
macroeconomic stability, notably a stable inflation rate.
Fourth is network externality and liquidity — in other
words, how widely the currency is used in transactions.®
Political factors, while equally as important, are more dif-
ficult to generalize. Helleiner (2008) outlines some major
political factors that could influence a currency’s confi-
dence, liquidity, and transactional network; which include
military strength, domestic and international security, and
government regulations on financial markets.

*Tto, Takatoshi. “Influence of the renminbi on exchange rate policies of
other Asian currencies.” Debating China’s exchange rate policy, Peterson
Institute for International Economics, Washington (2008): 239-258.
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Internationalization of the Renminbi and Its Implications.” Asian
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ITII. An Economic Perspective on the USD
and RMB

The status of China’s economy reveals that
the RMB has the potential to become an international
reserve currency, considering China’s GDP is the second
largest after that of the United States, and has managed
to grow at a rate above eight percent per year despite
the widespread economic turmoil following the Global
Financial Crisis.” Further, China has been relatively suc-
cessful in keeping inflation rates stable — between 2.6%
and 5.4% — since 2007, albeit with an exception of
2009 when the Recession reached its heights.® China has
also pushed for policies that increase the RMB’s network
externalities, actively encouraging its use in international
trade. For instance, in 2009 and 2010, China began allow-
ing private sector trades with members of the Associa-
tion of Southeast Asian Nations (ASEAN), Hong Kong,
and Macau to be settled in RMB. As a result, China’s
total trade transactions in RMB increased from 1% to
16.5% between 2010 and 2013.” The RMB has also been
increasingly used in offshore transactions, particularly in
Singapore, United Kingdom, and Luxembourg. The So-
ciety for Worldwide Interbank Financial Telecommunica-
tion estimates that in 2014 offshore transactions in RMB
increased by some 837% with total RMB payments con-
stituting 1.72% of all global transactions, making it the
seventh most commonly used currency in the world."

Currently, the US. economy seems capable of
supporting the dominant role of the USD, as its GDP
is the largest in the world and nearly double that of
China."" The Federal Reserve has maintained a relatively
stable inflation rate since the Crisis!?, and the U.S. finan-
cial market remains as one of the largest and most com-
prehensive in the world, with the market capitalization
of publicly traded companies alone being five times that

of China."” Finally, the USD is the single most used and
liquid currency in the world, and has already established
an extensive network in the international community. Im-
portant commodities such as crude oil are denominated
in USD in the international market, and some countries
even choose to peg their currency to the USD."

However, trends in the U.S. economy over the
past twenty years have raised serious doubts about
whether the status of the USD can be maintained. The
current basis of American economic growth and Chi-
nese economic growth are inherently different. China’s
growth over the past twenty years has been based on
the expansion of its real economy primarily through
exports and gross capital formation (gross domestic
investment). Between 1991 and 2013, the size of China’s
exports increased from 16.1% to 26.4% of GDP, and its
gross capital formation increased from 36% to 49% of
GDP." This expansion led to a seties of high yearly trade
surpluses, thereby enabling China to strengthen its role
as an international creditor. Despite the Global Finan-
cial Crisis, China’s net international investment position
(NIIP) has remained consistently above $1.3 trillion per
year.'® On the other hand, the American real economy
has declined over the past twenty years. Annual gross
capital formation has remained stagnant around 20% of
GDP from 1991 to 2007 (Figure 1), and NIIP has been
negative since 1989 - representing the U.S. economy’s
growing dependence on foreign creditors."”

€€ the U.S. economy must grow
consistently at a rate of 3.5%
per year to maintain investor
confidence in the Dollar, the
prospect of which has been un-
dermined by the Global
Financial Crisis. 39
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U.S. and China Gross Capital Formation, 1960-2013
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Figure 1. U.S. and China gross capital formation (gross domestic investment) since 1960. For the U.S., capital formation has remained largely stagnant since 1991, and

dropped below 18% in 2008 for the first time since 1960. In contract, Chinass figures have been continnously rising. Figure created by anthor based on data from World Bank

2015e. “Gross capital formation (%o of GDP).” World Bank Open Data. Retrieved 26 Mar 2015 from bitp:/ | data.worldbank.org/ indicator/ NE.GDIL.TOTL.ZS.

The Global Financial Crisis exacerbated these pre-ex-
isting trends, which undermined the USD’s economic
prowess. Between 2008 and 2009, U.S. gross capital
formation experienced the single greatest drop since
1961 (Figure 2), and since then the recovery has been
mediocre.'® NIIP has worsened neatly four-fold from
$-1.3 trillion before the Crisis to $-5.4 trillion in 2014,
which is nearly 30% of GDP and greater than the
annual gross capital formation.” Given such level

of net borrowing (which tends to deter investor confi-
dence), the U.S. economy must grow consistently at a
rate of 3.5% per year to maintain investor confidence
in the Dollar,” the prospect of which has been under-
mined by the Global Financial Crisis. Hence, from an
economic standpoint, the consequences of the Global
Financial Crisis have made the USD’s decline more
likely, and thus indirectly improved the prospects for
the RMB s rise.
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Figure 2. Annnal percentage change in U.S. gross capital formation. Note the single greatest one-year decrease between 2008 and 2009, following the Global Financial Crisis.

Figure created by author based on data from World Bank (World Bank 201 5e).
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IV. A Political Perspective on USD and RMB

An international reserve currency status requires
not only the economic strength of the reserve-issuing
state, but also a certain level of political power.”! In fact,
it has been suggested that confidence in the USD is no
longer based on confidence in the US economy. Rather,
the Dollar is now a ‘negotiated reserve currency’, backed
by other states due to political reasons unrelated to its
inherent economic attractiveness.” In states such as
South Korea, the support of the USD is political due
to their military alliance with the United States. In other
cases, political incentives stem from market forces.” The
U.S. consumer market has established strong ties with
several economies around the world, especially with
China, to the extent that turmoil in the U.S. can ripple
into economic, social, and even political unrest in China.
China’s export industry is one of the most important

driving forces of its economic growth, and a decline

in the export sector could profoundly impact China’s
domestic stability by triggering social and political unrest.
Although a formal link has not been established, con-
secutive decline in China’s export growth rate from 2010
to 2013** has coincided with major social untest, includ-
ing the 2010 Suzhou workers tiot,” the 2011 Zengcheng
tiot,”® and 2011 Chinese pro-democracy protests.””
The United States, which at one point imported nearly

a quarter of China’s total exports, serves as an indirect
yet important determinant of China’s domestic security.
Given this, scholars suggest that China has incentive to
restrict the RMB’s internationalization to keep the USD
overvalued relative to the RMB. Hence the political
landscape allows the U.S. consumer market to effectively
suppress the RMB’s rise.”’
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Figure 3. Trend in shares of aggregate income by households in the middle 60% on the income spectrum (middle class) and by those in the top 20% (upper class), since the Global
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The Global Financial Crisis undermined the
strength of the U.S. consumer market by facilitating the
decline of the American middle class. China’s exports
to the U.S. are mainly low-cost, mass-produced goods
whose main buyers belong to the middle class; in con-
trast, luxury goods used by the upper class (the top 20%
income) constitute only a small part of China’s exports.
Thus, a decline in the purchasing power of the Ameri-
can middle class can significantly reduce the degree of
influence that the U.S. consumer market has on China.
The Global Financial Crisis has damaged the American
low and middle classes more than it has the upper class
households, mainly by reducing the supply of consumer
credit which tends to be in higher demand in low and
middle classes. This directly translated into a divergence
of income between the three classes. Between 2007 and
2013, the difference between shares of aggregate in-
come by the middle class and upper class households has
increased from 2.8% to 5.2%, showing that the income
gap has widened since the Global Financial Crisis (Figure
3). Inflation-adjusted median annual household income
decreased from $56,436 in 2007 before the Crisis to
$51,939 in 2013, leaving an average American middle
class household with eight percent less income per year.”

In the short term, the U.S. will remain the larg-
est buyer of China’s total exports, and the decline of the
American middle class will merely lead to fewer Chinese
exports to America. Indeed, in 2009, a 2.5% decline in
U.S. consumer spending coincided with a 10.2% decline
in Chinese exports.”” But in the long run, the decline of
the middle class will eventually steer China away from
the American consumer market, and signs indicate that
this transition is already in progress. The United States’
share of China’s exports has constantly declined over
time, falling from 23.44% of China’s total exports in
2004 to 17.74% in 2011 (Figure 4). In contrast, China’s
exports to emerging markets such as India, Russia, and
Mexico increased over the same period. This signals that
China is slowly lowering its reliance on the U.S. market,
and that the United States’ indirect political influence on
China is weakening, Once China becomes substantially
less dependant of U.S. markets, it will no longer have the
political incentive to keep the USD overvalued, at which
point it has one less factor to consider before actively in-
ternationalizing the RMB. From this political perspective,
it could again be stated that the Global Financial Crisis
has increased the potential for RMB’s rise.
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V. RMB Internationalization and
Globalization

The internationalization of the RMB has pow-
erful implications for the extent and direction of glo-
balization in the future. The thirty years leading up
to the Global Financial Crisis has been marked by an
unprecedented growth of global trade, accelerated by
the propagation of U.S.-led neoliberal policies and rapid
developments in information technology. Advancement
of globalization during that period served to polarize
the economic relationship between the U.S. and China,
generating a largely unilateral flow of capital from the
U.S. to China. The abundance of cheap labor financed
by an inflow of American capital during that period
shaped China into the world’s manufacturer of goods.
The reserve currency status of the USD has undoubtedly
played a large role in the development of this relation-
ship, as an overvalued USD would allow American inves-
tors to buy a proportionally larger amount of RMB to
invest in China.

But the recent internationalization trend of the
RMB has the potential to change this historical direc-
tion of capital flow, and ultimately alter the dynamics of
the global. For one, China may well assume the role as a
global creditor, moving the world’s manufacturing center
from itself to other developing economies with relatively
weak manufacturing centers and low-cost labor (e.g. Rus-
sia and Africa). In fact, the United Nations has already
recognized China’s rapidly growing contribution to Af-
rica’s infrastructure and manufacturing sector.” Second,
China may become capable of exerting more political,
economic, and cultural influences in countries across
the globe, threatening American hegemony that has
become the norm since the end of World War II. Third,
the increased purchasing power of Chinese consumers
associated with the RMB’s reserve status will allow China
to become the world’s largest processed goods importer.
Such economic prosperity can improve China’s social
infrastructure, China one of the main destinations for
foreign human capital.

VI. Conclusion

This paper has explored how the 2007/2008
Global Financial Crisis improved the prospect of RMB’s
rise to global reserve currency status. First, it was shown

that the RMB has most of the appropriate economic
drivers necessary to become a global reserve currency.
The fact that China’s economy remained relatively stable
despite the Global Financial Crisis demonstrated the
durability of those drivers. Second, this paper argued that
the Global Financial Crisis accelerated existing trends in
the American economy, undermining the future of the
Dollar’s economic basis. Third, this paper argued that
the decline of the American middle class, in the wake of
the Global Financial Crisis, has accelerated the course of
China’s independence from U.S. markets in the long run.
Such independence could significantly reduce the Ameri-
can political influence that has prevented China from
turther challenging the USD’s reserve currency status.
Combined, evidence suggests that the Global Financial
Crisis has contributed to the decline of both the Dollat’s
economic and political bases, making it easier for RMB
to replace it as the global reserve currency.

Of course, this by no means implies that the RMB’s
triumph over the USD is imminent. The United States
still retains strong diplomatic ties (military or otherwise)
with a sizeable portion of the world. In addition, China
has yet to open its domestic financial market to foreign
capital - a condition vital to a currency’s internationaliza-
tion process. Given the current extent to which China’s
government intervenes in the Chinese financial market,
this is unlikely to happen without significant changes

in China’s domestic policies. Hence while the Global
Financial Crisis ultimately worked in Renminbi’s favor, a
complete transition from RMB to USD is unlikely to take
place in the near future.
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%80%99s-industrialization.
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