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Abstract

After World War 11, the US dollar established itself as the global primary means of payment,
store of value, and unit of account, maintaining its dominance to current times. However,
nowadays there are new emerging powers with different political views from the West. Thus,
de-dollarization initiatives propelled by such governments carry substantial repercussions for
reserve currency diversification in developing economies. The research identifies common

characteristics among governments engaged in de-dollarization initiatives. By discussing
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their incentives, mainly associated with political risks, the research assesses how authoritarian
governments are propense to increasing their use of non-traditional reserve currencies. The
empirical results, derived from cross-sectional probit regressions, show that governments
expressing the intention of reducing US dollar use for international payments display links
with higher authoritarianism, capital controls, political closeness with BRICS countries in the

United Nations General Assembly, and reliance on China as a major trade partner.

Keywords: De-dollarization, reserve currency, authoritarianism, financial sanctions.

Resumen

Después de la Segunda Guerra Mundial, el délar estadounidense se consolidé como el
principal medio de pago, depdsito de valor y unidad de cuenta globalmente, manteniéndose
hasta tiempos actuales. No obstante, hoy en dia hay nuevas potencias emergentes con visiones
politicas opuestas a Occidente. Por ello, iniciativas de desdolarizacion impulsadas por estos
gobiernos conllevan repercusiones importantes para la diversificacion de monedas de reserva
en economias en desarrollo. Al analizar sus incentivos, asociados con riesgos politicos,
la investigacion evalia como gobiernos autoritarios son propensos a aumentar el uso de
monedas de reserva no tradicionales. Los resultados empiricos, derivados de regresiones
probit con datos de corte transversal, muestran que los gobiernos que expresan la intencion
de reducir el uso del dolar estadounidense para pagos internacionales muestran mayores
niveles de autoritarismo, controles de capital, preferencias en comun con el bloque BRICS

en la Asamblea General de las Naciones Unidas, y a China como socio comercial importante.

Palabras clave: Desdolarizacion, moneda de reserva, autoritarismo, sanciones financieras.

Classification/Clasificacion JEL: E42, ES8 F33,F51, P43.

1. Introduction

Data as of December 2023, confirms that the US dollar remains the most used currency

worldwide in value-based messages on SWIFT global payment system', and central banks

1 SWIFT: https://www.swift.com/oursolutions/compliance-and-shared-services/business-intelligence/renminbi/
rmb-tracker (Accessed: 23.12.2023).
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around the world continue to use it as the main store of value and anchoring reference for

domestic currencies’.

Despite this, concerns have emerged due to its declining share as a reserve currency over
the last 20 years and also due to some risks associated with the issuer’s solvency. Meanwhile,
emerging economies governments with contrary political views to the West, namely, The
People’s Republic of China, and The Russian Federation, are actively promoting alternative

currencies, driven by political risks associated to financial sanctions (McDowell, 2023).

In a world where the use of the US dollar still predominates, policies to diminish its
circulation may have limited success. Authoritarian governments and central banks can aim
to reduce its use, but agents may find mechanisms to continue using it if the alternatives do
not offer the same stability. Nevertheless, some flaws within the US economy and in its foreign
policy could have some repercussions on the reserve currency diversification in development
economies. This research aims to delve into these issues, discussing the implications of de-

dollarization and diversification initiatives for developing economies.

The first section will summarize the current role of reserve currencies in the international
monetarysystem. The second section will explain some ofthe main incentives for governments
and agents to promote de-dollarization and diversification towards non-traditional reserve
currencies, while also explain some macroeconomic and financial indicators that reflect recent
flaws in the US economy and in its foreign policy, discussing some potential risks associated
with the US dollar use.

The third section will start explaining some financial de-dollarization policies applied in
development economies in order to promote the use of domestic currencies. Subsequently,
exploring in more detail coordinated actions, like currency swap lines, commodities trade
invoicing, and international payment systems. This section will also have a higher focus on
the Chinese renminbi, as it represents the most likely short-term diversification option for
economies susceptible to financial sanctions, as most of them rely on China as a trade and
diplomatic partner. By estimating cross-sectional probit regressions, the empirical analysis will

look first, to characterize common political preferences between influential blocs with the rest

2 Composition by currency of the official foreign exchange reserves (COFER) of the International Monetary Fund
(IMF): https://data.imf.org/?sk=e6a5f467-c14b-4aa8-9f6d-5a09ecdebd2a4 (Accessed: 17.11.2023).
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of the world, in order to spot “potential markets” that may be willing to diversify towards non-
traditional reserve currencies. Finally, characterizing some features of governments that are
engaging into de-dollarization initiatives, such as authoritarian traits and common political
preferences with the BRICS (Brazil, Russia, India, China, South Africa).

Summarizing, the empirical results show a clear link between governments’ degree
of authoritarianism and their intention to accept payments in alternative currencies.
Governments expressing intentions to reduce the use of the US dollar for international
payments display links with higher authoritarianism, common votes with BRICS countries
in the United Nations General Assembly (UNGA), and a high trade proportion with China,
while more democratic governments display a higher propensity to politically agree with the
US and with the euro area. Countries anchoring their currencies to the euro demonstrate
political closeness with the US and with the European Union, and those anchoring to the US
dollar show a higher propensity to agree with BRICS countries and with China on political
matters, showing that, as of the end of 2022, despite political differences with the US, these

were still relying on the US dollar as their main currency reserve.

1.1. USDollar Role as the Main Reserve Currency

According to the IMF COFER database, by the end of 2023, 58.36% of the total global
foreign reserves held by central banks were denominated in US dollars. Next are the euro with
20.47%, the Japanese yen, with 5.51%, the English pound sterling with 4.95%, and the Chinese
renminbi with 2.69%. The use as reserve currency of the euro and the renminbi increased

modestly over the last years, and the share of US dollar reserves fell from around 70% since
the start of 2000’s.

The composition of foreign reserves reflects which currencies (and assets) are most
demanded by central banks to back up the value of their own currencies, and to cover present
and future obligations with the rest of the world (Gourinchas, 2019). While foreign reserves
play a crucial role in backing the value of currencies, gold is still a reserve of value used by
central banks, and some of them even increased their demand after the 2008 financial crisis

(McDowell,2023). However, financial instruments are easier to convert and more convenient
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than gold for financial transactions, and this is why central banks demand reserve currencies.

lancu et al. (2022) summarizes four key elements to determine the reserve currency status:

1. Economic size of issuer country. The larger the economy and its role in international trade

and financial markets, the more likely its currency will be used as a reserve asset.

2. Credibility of reserve issuers. Reserve assets should offer a stable store of value over time,

emphasizing the importance of reserve issuers’ financial markets depth and liquidity

3. Transactional demand. Central banks’ reserve portfolio decisions are influenced by the

uses of reserves, particularly for payments in trade and finance.

4. Inertia. Itis hard for countries to make a quick transition to an alternative reserve currency.
There isa stronginertia in favor of using whichever currency has been the reserve currency

in the past and by most countries.

According to the Atlantic Council's Dollar Dominance Monitor’, by the end 0f 2023, the
share of US dollar at export invoicing is 54%, and its share in foreign exchange transactions is
88% (over 200%). Meanwhile, the euro share represents 30% at export invoicing, and 31% in
foreign exchange transactions, while the Chinese renminbi share at export invoicingis 4%, and

its share in foreign exchange transactions is 7%.

Nevertheless, China stands out as the largest holder of foreign reserves in the world, with
around 63% of their reserves being invoiced in US dollars at the end 0f 2021 (Arslanalp et al,
2022). One of the reasons why the Central Bank of China accumulates such high amount
of US dollar reserves is to be able to “De facto peg” its exchange rate against the US dollar
(Ilzetzki et al, 2019), to internationalize its currency. In contrast, Eichengreen (2011) warns
that maintaining such high level of US dollar reserves also creates a risk for China, because if
the US bond market faces a crisis, this would also have negative consequences for the Chinese

Central Bank, by pushing down the value ofits dollar assets.

On the other hand, the first criterion mentioned by lancu ef al. (2022) for a currency to
keep its reserve currency status is the size of the issuer economy. In terms of Purchasing Power
Parity (PPP), China’s GDP has outgrowth both, the euro area and the US, by representing

3 Aflantic Council Dollar Dominance Monitor: https://www.atlanticcouncil.org/programs/geoeconomics-center/
dollar-dominance-monitor/ (Accessed: 04.04.2024).
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around 18.92% of the worlds Real GDP, as the US shares 15.39% and India 7.47%* In terms
of nominal GDP at current prices, by 2024, the United States is still the largest economy,
accounting for 25.48% of global share, the second one being China, with 16.21% (IMF).

2. Drivers Behind Diversification and De-dollarization

2.1. Money Supply, US Debt, Interest Rates & Risk Qualification

Figure 1 shows some dynamics of recent inflationary pressures in the US. Neely (2023)
highlights a correlation between the extraordinary increase of money supply (M2 growth)
after the start of COVID-19 pandemic, and PCE (personal consumption expenditures)
inflation, demonstrating that PCE inflation followed the peaks of higher US dollar supply.
However, despite the significant emission increase due to the COVID-19 pandemic, his
analysis suggests that there is still potential for PCE inflation to revert to levels consistent with

the Federal Open Market Committee’s 2% target.

Even with an extraordinary increase in money supply, the US dollar has exhibited
resilience, as the demand for the currency was still matching the emission. However, this
increase also translated into higher federal debt for the US. By the second quarter 0of 2023, total
public debt of the US was at 119.47% of GDP, and it is estimated that private debt amounts
to approximately 217.80% of GDP until 2022 (OECD). According to Lubik (2021), a senior
adviser at the Richmond Fed, the US debt limit sustainability is in part supported by the high
levels of seigniorage it can afford. The US canissue debt in its own currency, potentially paying

down debt by issuing more dollars.

In August 2023, the risk rating agency Fitch & Ratings lowered the risk rating of the US
to AA+ for the second time, fearing a default due to the size of its debt and higher interests’
rates. Likewise, despite maintaining its AAA rating, the agency Moody’s changed its outlook
to “negative’, pointing out the nation’s worsening fiscal position and political polarization as

long-term concerns’.

4 International Monetary Fund: https://www.imf.org/external/datamapper/profile/USA (Accessed: 15.11.2023).

5 Moody's Negative Outlook: https://www.nytimes.com/2023/11/10/business/moodys-negative-credit-outlook.
html (Accessed: 15.11.2023).
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Figure 1: US PCE Inflation (right axis), M2 supply growth (left axis), US Federal
Debt growth rate (left axis) and US Federal Debt as GDP % (Below)

Pervent Crange f-oes Vaie Ago
by i sy il mis

7 /_\'\/\ sm
e PCE

\\ (Ex-Food) £

ko = (\/ PCE 22

Federal Debt

\—ial,

M3 3 NG Bed0T 3T el UL a3 M Jan 3020 MXOE gl MR el jAIE peden s

Federal Debt:
. Total Public Debt
5% of GDP

Percent of GOF

mame CE mmr L e HE R o Lt LIEET mEn LT am aEn o

Source: St. Louis Fed.

Graham & Tran (2024) argue that the higher borrowing costs in US dollars have
encouraged emerging market firms to seek dollar alternatives, such as the Chinese renminbi,
as depicted by Figure 2. According to the risk rating agencies, even if the Fed is expected
to reduce interest rates, other factors will keep borrowing costs high, like another wave of
Treasury bonds issuance, and governance risks related to the politicization of public spending,
The yield on the US 10-year Treasury also peaked to 4.85%, as of October 2023, closely
approaching to 2007 rates at $%.
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Figure 2: US & China 1-year Government Bill Yield
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Source: Extracted from Graham & Tran (2024).

2.2, US Foreign Policy & Sanctions

Currently, there is a growing concern over the US Foreign Policy and the use of financial
sanctions. Following Nye (2023), anti-Americanism has surged in recent years. Soft power
losses are linked to US foreign policy, with perceptions of the US as an imperialist power, and
polls reveal negative attitudes toward American foreign policies in different countries, even
in Europe, where the US is seen unfavorably in addressing global poverty, peacekeeping, and

environmental issues.

McDowell (2023) argues that US foreign policy, particularly financial sanctions, can
induce States relying on the US dollar to diminish its use. Sanctions restrict the use of US
dollars in cross-border activities, freeze dollar-denominated assets, and diminish the US
dollar’s convenience. Thus, governments facing or fearing US sanctions may be encouraged to

adopt anti-dollar policies to alleviate potential economic consequences.

The Office of Foreign Assets Control of the US Treasury (OFAC) administers different
sanctions programs. The sanctions can be either (1) comprehensive or (2) targeted, using the
blocking of assets and trade restrictions to accomplish US foreign policy and national security
goals. Sanctions are used as pressure measures promoted by the government against countries

that violate the interests of the US. Governments that have mostly recorded human rights
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violations, and authoritarian traits, have been and are subject to sanctions by the US and by
the EU (OFAC). Targeted sanctions are designed to cut sanctioned governments, individuals,
or firms from the financial system. All financial institutions subject to US law are prohibited

from facilitating cross-border transactions on behalf of sanctioned agents.

McDowell (2023) argues that, to some degree, US foreign policy influences governments’
decisions on dollar use. Anti-dollar policies emerge in response to rising political risk or
perceived costs. He claims that political differences also play a role in shaping governments’
international currency policies. Complete de-dollarization is unlikely due to economic
benefits, but such governments may be able to reduce their exposure to risks. The author
defines “Political Risk™ as “The potential for a political act to raise the expected costs of using
a currency for cross-border transactions or as a store of value” The accumulation of these
risks creates incentives for governments with authoritarian features to adopt anti-dollar
policies, which promote the use of alternative currencies. In most cases, the trading partners
of these countries are other developing economies as well. Then, if de-dollarization policies
are successful, they can generate influence zones and use alternative currencies to trade with
more countries. This is subject to the size of trading between partners and their economies’
size, and it is worth emphasizing that, although there are intentions to use other currencies,

these policies may not be successful.

According to the Ofhce of Foreign Assets Control of the US Treasury, and Eichengreen
(2022), sanctions against Russia for its invasion of Ukraine include disconnecting Russian
banks from SWIFT; banning banks from engaging in transactions with Russian counterparties
through the US Clearing House Inter-bank Payments System (CHIPS); and freezing the
foreign reserves of Russia’s Central Bank. These measures were achievable because SWIFT,
in which Western banks are important shareholders, is incorporated in Belgium and because

CHIPS is supervised by the US government.

Figure 3 reflects how; after the imposed financial sanctions, Russia’s trade using alternative
currencies increased, in this case, using Chinese renminbi. On this regard, Figure 4 also
shows the effects of the war on the increasing use of Chinese renminbi as a reserve currency

worldwide. Graham & Tran (2024) state that currently, half of China’ bilateral cross-border
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trade and investment transactions are settled in renminbi, reducing the country’s vulnerability

to US financial sanctions.

Figure 3: Russian Federation trade invoiced in RMB, 2022
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Figure 4: Reserve Diversification After the Start of Russian War in Ukraine
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EvenifRussia’s invasion s a special historical event, for McDowell (2023 ), the political risk
associated with sanctions does not only affect the use of the US dollar in targeted economies,
but it also creates geopolitical risks in their surroundings. If authoritarian regimes successfully
manage to reduce their dependence on the US dollar, it may be easier for them to intimidate
neighboring nations. Complementary to this, Figure 5 displays a strong increase on the gold
reserves in Russia prior to the invasion to Ukraine. Gold reserves in Russia reached an all-time
high 0f2333 Tonnes in the fourth quarter 0f 2022, demonstrating that, although the invasion
of Ukraine was a surprising event for the West, and especially for Europe, the military action

was already in a prior preparation phase.

Data from the World Gold Council reveals that central banks in countries with
authoritarian traits or, with governments politically opposed to the West, also hold a relatively
high proportion of gold as total reserves, such as Venezuela, Bolivia, Turkey, Kazakhstan,
Belarus, Uzbekistan, Egypt, and Kyrgyzstan, among others. There are also some economies
aligned with the G7 that maintain a relatively high proportion of gold reserves for hedging

reasons, such as the US, Germany, France, Portugal, Italy, Austria, and Greece, among others.

6 World Gold Council: https://www.gold.org/goldhub/data/gold-reserves-by-country (Accessed: 03.01.2024).
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Figure 5: Russian Federation Gold Reserves in Tonnes
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Source: World Gold Council.

3. Diversification Ffforts & Authoritarianism

3.1. Financial De-dollarization in Developing Economies

In some developing economies, which do not necessarily apply authoritarian traits, financial
de-dollarization policies have been adopted by central banks to increase the appeal for
domestic currencies. These are also important steps for their further internationalization,
or, where appropriate, a diversification process towards the use of non-traditional reserve
currencies. As explained previously, inertia is a key factor for evaluating the effectiveness of
these measures, since it is more difficult to de-dollarize an economy in which US dollar use
is more attractive than domestic instruments, and much more difficult if central banks do
not achieve the stability expected by agents. In any case, financial de-dollarization policies
can provide some important insights about the path to follow for successful diversification

strategies.

There are some developing economies that do not use domestic currencies, and have
adopted the US dollar or the euro, instead. Some of these are, for example: Ecuador and El
Salvador, in Latin America, which have fully dollarized their financial systems, and Kosovo

and Montenegro in East Europe, which use the euro instead of a domestic currency. According
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to Levy-Yeyati (2021), cases like Ecuador dollarization resulted from a desperate attempt to
put an end to a devastating currency crisis, which could probably have been resolved without
recurring to such a drastic measure. With the current situation in Argentina, it is expected that
the country may also adopt financial dollarization, mainly driven by the ideological position

of the new president, Javier Milei.

According to Kubo (2017), financial de-dollarization measures involve diminishing
the need for dollar instruments, with macroeconomic stabilization being crucial to mitigate
inflation. Some suggested measures by the author include the development of alternative
financial instruments, managing exchange rates, implementing prudential banking regulations,

and non-market-based measures like restrictions on pricing goods in local currency.

Figure 6 displays some of the highest financial de-dollarization cases since 2000. Levy-
Yeyati (2021) research focuses on financial dollarization and de-dollarization in Latin
America, but also address African and Asian developing economies. The authors emphasize
the need for policies based on the levels of financial dollarization, also highlighting that, overall,

financial de-dollarization requires political and fiscal transparency.

Figure 6: De-dollarization of Total Deposits (%) Since 2000 by Dollarized Country
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Sosa & Garcia (2011) analyze the drivers of financial de-dollarization in Latin America,
focusing on Bolivia, Paraguay, Peru, and Uruguay. These countries experienced a notable
decline in financial dollarization over the 2000's decade, attributed to factors such as exchange
rate appreciation and the introduction of prudential measures. The authors emphasize the
importance of maintaining strong macroeconomic fundamentals, including low and stable
inflation. Addressing as well that, effective prudential regulation is crucial for promoting the

use of domestic currencies, particularly in managing reserve requirements.

Although such policies are useful to strengthen domestic currencies in their local use;
these do not have the same impact on domestic currencies use for international trade,
anchorage and foreign investment. Financial de-dollarization in developing economies can
provide central banks effectiveness for achieving monetary policy objectives. However, these
effects are also achieved largely because of an adequate level of currency reserves and reserve
assets held by central banks, since agents still demand universally accepted reserve currencies
to be able to make transactions with the rest of the world, and domestic currencies may be not
so attractive for others. In this regard, the People’s Republic of China managed to moderately
expand the use of its currency due to its large amount of reserves and trade partners. Likewise,
Russia achieved some resilience to the sanctions imposed by the West largely because of the
accumulation of gold reserves. The Federal Reserve also followed this logic during the Bretton
Woods system, and when gold reserves were not enough, the value switched to the be backed
by capital markets and global trade through commodities quotation, especially oil (Horii,
1986; Wagdi et al, 2023).

3.2. BRICS Potential & Influence

De-dollarization of payments between countries requires coordinated actions and the
intention, not only of governments, but most important, of agents, to diversify their portfolios.
In this section, we will discuss the role played by the BRICS countries on this matter. As
explained previously, due to the inertia that exists towards the US dollar, the alternatives

should meet the minimum stability requirements for their proposals to be taken seriously.

It is difficult to think about an immediate change in the reserve currency global structure,

but a recurring topic on the multilateral meetings of the BRICS is to expand the use of their
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currencies. The governor of the Central Bank of South Africa commented on July 2023 that
reducing dependence on the US dollar is a “political project™, therefore, diplomacy seems to
be a strategic path for the group to expand the use of their currencies. The internationalization
strategy of BRICS currencies includes not only trade and economic growth, but also expanding
their diplomatic influence over smaller economies and governments that are susceptible to
sanctions (Liu & Papa, 2022; McDowell, 2023).

As it is a bloc that shares a big portion of global GDP and trade (IMF), it possesses not
only economic size, but growing political influence as well. The world was largely influenced
by the US after World War II, and countries adopted the rules and recommendations given
by Bretton Woods institutions, namely the IMF and the World Bank (Eichengreen, 2011).
Nevertheless, other countries followed alternative political paths, and, to this day, there are

nations that do not share the same views as the US and its allies.

The BRICS accepted five new members recently: Saudi Arabia, Iran, Ethiopia, Egypt, and
the United Arab Emirates. In current terms, the expanded bloc share of global GDP, represents
around 27% of global GDP (IMF), as it can be observed on Table 1. The last column of Table
1 also shows the countries’ ranking (out of 167 positions) on The Economist Intelligence
Unit Democracy Index’, an indicator that will be useful to approximate and measure the
governments degree of authoritarianism, as the research moves forward. How the index is
measured is explained on detail on the next subsection. However, the table shows that, most

of the members of the bloc share authoritarian traits as a common feature.

7 Reuters: https://www.reuters.com/markets/currencies/what-is-brics-currency-could-one-be-adopted-2023-08-23/
(Accessed: 12.11.2023).

8 The Economist Intelligence Unit - Democracy Index: https://www.eiu.com/n/campaigns/democracy-index-2022/
(Accessed:12.11.2023).
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Table 1

Statistics for BRICS Countries, by Global Share, 2022
Country Global GDP | Population | Oil Prod. | Global Exp. | EIU Ranking (Cluster)
Brazil 20 2.7 3.3 1.3 51 (2)
Russia 2.0 1.8 11.9 2.1 144 (4)
India 3.6 17.8 0.8 1.8 41 (2)
China 16.2 17.7 At 14.4 148 (4)
South Africa | 0.4 0.8 0.0 0.5 47 (2)
Saudi Arabia | 1.0 0.5 12.9 1.6 150 (4)
Iran 04 1.1 4.1 0.3 153 (4)
Ethiopia 0.1 1.6 0.0 0.02 116 (4)
Egypt 0.4 1.4 0.7 0.2 127 (4)
UAE 0.5 0.1 4.3 24 125 (4)
BRICS Total | 26.6 45.4 42.3 24.7 N/A
Rest of World | 73.4 54.6 57.7 75.3 N/A

Source: IMF World Population Review, El Statistical Review of World Energy, WTO, EIU.

The global oil market is still large, although some countries are trying to move away
from fossil fuels (with limited success), and BRICS is set to play a much bigger role on it, as
displayed by Table 1, due to the admission of Saudi Arabia, which alone accounts for 12.9% of
global oil production. The BRICS' share of oil production will grow from 20.4% to 42.3% with
the inclusion of the new members (Energy Institute Statistical Review of World Energy). Its
expansion will also grow the group’s share of global exports in goods to 24.7%, up from 20.2%
(WTO). By conducting interviews to multiple stakeholders in Arab petroleum exporting
countries, including central banks, governments, and international institutions, Wagdi, ef al.
(2023) claim that more than 50% of the interviewed anticipate a shift away from the petrodollar
within three to five years. Saudi Arabia respondents lean towards success soon, especially
with the rise of the Petroyuan and Petroruble. According to The Wall Street Journal®, during
2023, approximately 20% of global oil was bought and sold in other currencies, as Russia and
Iran sold cargoes to China and other countries. Twelve major commodities contracts were
announced in 2023 to be settled in alternative currencies, compared to seven in 2022. The
UAE and India signed a deal to trade in their own currencies, starting with a shipment from
UAE to an Indian refiner, paid in Indian rupees. Brazil and China completed their first local-
currency commodity transaction, involving a shipment of Brazilian pulp, and Pakistan also

started paying for Russian oil shipments in Chinese renminbi.

9 The Walll Street Journal: https://www.wsj.com/finance/currencies/the-dominant-dollar-faces-a-backlash-in-the-oil-
market-0f151e28 (Accessed: 19.01.2024).
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In any case, this is not the only bloc of countries that has assessed de-dollarization
recently. In an interview with The New Arab", Dr. Omar Al-Ubaydli, President of the
Bahrain Economists Society, expressed that, the Gulf Cooperation Council (GCC) States
would answer to de-dollarization pragmatically, stating that they would be willing to accept
payments in other currencies outside of the US dollar. The Association of Southeast Asian
Nations (ASEAN), and the member countries of the Shanghai Cooperation Organization

(SCO) have also agreed to increase the use of local currencies transactions'".

3.3. Authoritarianism in Developing Economies

At first glance, governments that are most likely to sympathize with the BRICS proposals
correspond to developing economies. Therefore, before starting with the empirical analysis,

some characteristics that these seem to share will be discussed.

According to the United Nations Development Programme (UNDP), a developing
country is a country with a relatively low standard of living, and undeveloped industrial
base, therefore, it has a moderate to low Human Development Index (HDI) score, which,
summarizing, it is a comparative measure of poverty, literacy, education, and life expectancy.
Developing countries and emerging markets are mostly small and medium-sized economies.
However, currently sharing around 58.85% of Global GDP based on PPP (IMF). At the same

time, these economies are key players on the global commodities supply chain.

Figure 7 shows the 2022 Democracy Index of The Economist Intelligence Unit. An
indicator that will be useful to approximate how countries are setting up their political
regimes. The Index calculates a weighted average using 60 questions, mainly relying on
expert assessments. Each country within The Economist Intelligence Unit's Democracy
Index is classified into one of four clusters: (1) Full Democracies, (2) Flawed Democracies,
(3) Democracies with Authoritarianism Traits or “Hybrid Regimes’, and (4) Authoritarian
Regimes. The groups that are susceptible to sanctions and prone to agree with a multilateral

order are the countries located in clusters 3 and 4. The report identifies countries with

10 The New Arab: https://www.newarab.com/analysis/gulf-states-and-de-dollarisation-trend (Accessed: 06.01.2024).

11 ASEAN briefing: https://www.aseanbriefing.com/news/asean-fo-increase-local-currency-transactions-reducing-
reliance-on-the-us-dollar/ (Accessed: 06.01.2024); The Eurasian Times: https://www.eurasiantimes.com/sco-
summit-russias-isolation-hastens-de-dollarization/ (Accessed: 06.01.2024).
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authoritarian traits as governments characterized by electoral fraud, pressure on political
opposition, non-independent judiciaries, corruption, media control, and weak rule of law.
Authoritarian regimes lack political pluralism, featuring absolute monarchies or dictatorships,
unfair elections (if held), state-controlled media, non-independent judiciary, and common

censorship of government criticism (EIU, 2022).

Figure 7: Democracy Index, Global Map by Regime Type, 2022
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Source: The Economist Intelligence Unit.

According to the Democracy Index Report (EIU, 2022), authoritarian regimes may
employ different means, including censorship, surveillance, flawed justice systems, and
suppression of dissent to maintain control. Nowadays, authoritarian governance is shaped
not only by the actions of governments, but also by non-state actors, such as drug cartels,
private armies, insurgencies, and cyber attackers. According to the Democracy Index Report,
many development economies have also refrained from aligning with the positions of the
US, UK, and the EU in their stance against Russia. Currently, 93 of 167 countries are among
governments with authoritarian traits or authoritarian governments, representing around

54.6% of the world's population. Some of these countries are also vulnerable to sanctions.
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Table 2
Correlation Table: Democracy Index and Human Development Index, 2022
HDI Democracy_Index Inv_Freedom
HDI 1.0000
Democracy_Index 0.6287 1.0000
Inv_Freedom 0.4898 0.6644 1.0000

Source: Own elaboration with UNDR The Economist Intelligence Unit & Heritage Foundation data.

Figure 8: Scatter Plot HDI, Democracy Index & Capital Controls, 2022
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Source: Own elaboration with UNDP. The Economist Intelligence Unit & Heritage Foundation data.

For a cross-section sample of 155 countries for 2022 data, the correlation matrix,
displayed in Table 2 shows a positive and relatively high correlation between the degree of
political freedom and the Human Development Index. The correlation coefhcient of 0.63
means that democratic countries also show higher development indexes. At the same time,
using the Capital Control Sub-Index from the Economic Freedom Index of the Heritage
Foundation", a positive relation between higher democracy levels and less capital controls

can also be observed (0.66).

According to the Heritage Foundation’s Index of Economic Freedom, capital controls refer
to measures implemented by governments to restrict the free flow of capital across borders.
These policies can be implemented to stabilize domestic financial markets and prevent
currency depreciation during economic crises. However, authoritarian regimes can also use
capital controls as a repressive tool (Pepinsky, 2007). There is still some debate about the

relation between political and economic freedom, since there are countries that have separated

12 Economic Freedom Index, Heritage Foundation: https://www.heritage.org/index/ (Accessed: 04.04.2024).
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them, such as Singapore, which is at the first position in The Heritage Foundation’s Economic
Freedom Index, while in The EIU Democracy Index is on position 69. Nevertheless, it is still

astatistical relation that must be considered for the analysis.

The relation also shows that, in authoritarian regimes, incumbents can intervene in the
decisions of central banks, increasing capital controls because of sanctions and restricting
the circulation of traditional reserve currencies, even despite macroeconomic imbalances
(Eichengreen, 2011; McDowell,2023). Even enforced, if these measures are successful within
a considerable size coalition, they can push domestic currencies and reduce their US dollar
dependency (Ize & Yeyati, 2006; Sosa & Garcia, 2011), then they may be able to encourage
other development economies which do not necessarily held authoritarian regimes to be
willing to receive payments in alternative currencies and also use them as reserves, especially,
if commodities like oil, are also quoted on such currencies. By this mean, policies and
agreements, initially forced, could have an effect in the mid-long term, as it was discussed on
previous subsections, leading later to market mechanisms, which currently are less likely to

succeed against the strong inertia towards US dollar.

Another important characteristic of authoritarianism is that, although there is external
economic pressure due to sanctions, or internal pressure due to popular discontent,
governments can use repressive mechanisms and continue with de-dollarization and
capital control measures, even if agents show resistance. It is also important to clarify that
authoritarianism is a complex phenomenon and it is not enough to just change a president
or aleader in a country to change structural characteristics that erode democracy, the rule of
law, and central bank’s independence. Even if authoritarians are removed from power, they
are likely to sabotage democratic governments through pressure measures and come back by
force (Burnell & Calvert, 1999). Under these considerations, it will be assumed that a certain
inertia towards authoritarian traits prevails in these countries. As stated on the index report,
authoritarianism not only refers to elections’ transparency, but also to human rights, freedom

of speech, and government powers independence.

3.4. Swap Lines and Chinese Renminbi Internationalization

McDowell (2023) defines swap lines as agreements between central banks to exchange one
currency for another temporarily. These arrangements are established to provide liquidity and

stabilize financial markets during times of economic stress.
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RMB Swap Lines
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Full Democracy Date Amount (RMB billion)
South Korea 20.04.2009 180-400
United Kingdom 22.06.2013 350
ECB 08.10.2013 350
Canada 8.11.2014 200
Switzerland 21.07.2014-21.07.2020 350
Japan 26.10.2018 200
Iceland 9.06.2010 3.5
New Zealand 18.04.2011 25
Australia 22.03.2012 200
Flawed Democracy Date Amount (RMB billion)
Chile 25.05.2015 2
Singapore 23.07.2010 150-300
Hungary 09.09.2013 10-40
Albania 12.09.2013 2
Argentina 02.04.2009 T0-130
Indonesia 23.03.2009 100-250
Sri Lanka 16.09.2014 10
Serbia 17.06.2016-17.06.2019 1.5
Malaysia 08.02.2009 80-180
Mongolia 06.05.2011 £-15
Thailand 22.12.2011 70
Brazil 26.03.2013-26.03.2016 190
Armenia 25.03.2015-25.03.2018 1
South Africa 10.04.2015 30

Authoritarian Traits Date Amount (RMB billion)
Ukraine 26.06.2012-10.12.2021 18

Hong Kong SAR 20.01.2009 200-500

Pakistan 23.12.2011 10-30

Nigeria 03.05.2018 15

Turkiye 21.02.2012 10-35

Mearocea 11.05.2016-11.05.2019 10

Authoritarian Reg. Date Amount (RMB billion)
Kazakhstan 13.06.2011 7

UAE 17.01.2012-14.12.2018 35

Qatar 03.11.2014 35

Tajikistan 03.09.2015-03.09.2020 18

Laos 20.05.2020 (]

Belarus 11.03.2009 7-20

Uzbekistan 19.04.2011-19.04.2014 0.7

Egypt 06.12.2016 18

Macau SAR 05.12.2019 30

Russia 13.10.2014 150

Note: As of end-2022; amounts in RMB billion. If end date is not specified, the line is ongoing)
Source: Chupilkin et al. (2023) and EIU).

Table 3 provides an overview of swap lines in renminbi across different regions. According
to Yelery (2016) the operational effectiveness of bilateral currency swap agreements s evident

in China’ strategy towards renminbi internationalization. In Latin America, China's bilateral
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currency swap agreements with countries like Chile, Brazil, and Argentina'® aim to promote
it. These agreements also led to an increase of the Chinese renminbi share as of international
reserves in Brazil and Chile, reaching by 2022, 8% and 5.37%", respectively, from levels
close to 0% in 2020 in Chile’s case and currently sharing a higher proportion than euro in
Brazils case. In Europe, agreements with non-Euro countries and even with the European
Central Bank signal efforts to diversify currency usage. Central Asia, serving as a vital link in
Chinas Silk Road Economic Belt plan, witnesses bilateral currency swap facilitating renminbi

proliferation and supporting trade expansion, as well as South Asia’s Pakistan and Sri Lanka.

Figure 9: Scatter Plot RMB Swap Amounts, International
Reserves & Current Prices Per Capita GDP, 2022

§ .

. -
. . _—
g d

-

I . o . . .

. .
o h o 0%, o .
0 50000411 1.0000+12 1.5000+1 o 50000 100000 150008
IntRosenves_2022 GDP_PC
[- AMBSwap Fitted valuss 1 [+ ~mBSWap - Fitted valuss

Source: Own elaboration with Chupilkin ef al. (2023) & World Bank data.

Figure 9 shows that the amounts negotiated on the swap lines are proportional to
the amount of international reserves on current prices that central banks hold, and also
proportional to the size of the economy on per capita terms. In some cases, developed
economies also negotiate small amounts. Although there are some countries susceptible to
sanctions or that are already sanctioned, the amounts of the swap lines are mainly linked to the

amount of total reserves and to the size of economies.

13 China’s government has frozen a reinforcement of its currency swap with Argentina agreed in October with
former president Alberto Fernéndez amid tensions over the relationship with new President Javier Milei: https://
www.batimes.com.ar/news/economy/china-stops-us65-billion-swap-negotiated-by-alberto-fernandez.phtml
(Accessed: 08.01.2023).

14 Central Bank of Chile: https://www.bcentral.cl/en/areas/financial-markets/international-reserve-management
(Accessed: 08.01.2024).

15 CNN: https://www.cnnbrasil.com.br/economia/yuan-se-torna-segunda-principal-moeda-das-reservas-
infernacionais-do-brasil-diz-bc/ (Accessed: 08.01.2024).
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Using panel data, McDowell (2023 ) estimates that governments that face sanctions show
a statisticaﬂy signiﬁcant propensity to sign swap agreements. He estimates that, in some extent,
the decision to enter into local currency swap agreements are linked to US sanctions pressure.
However, he also argues that governments may also be motivated to sign currency agreements
for reasons unrelated to financial sanctions, as settling trade in local currencies can reduce
firms” exposure to the foreign exchange risk associated with using third-party currencies in
trade. He also states that countries engage in currency swap lines if they are concerned about

future financial and economic risks associated with the US economy:.

On this matter, Figure 10 helps to visualize the increase in the use of the Chinese renminbi,
after Russia’s invasion to Ukraine. As of November 2023, it has reached its largest participation
in the SWIFT payment system. And considering data since 2018, it has more than doubled its
use in international payments. However, SWIFT data shows that its main clearing center is still
being Hong Kong, and most economies that have a higher value share of Chinese renminbi
payments are developed economies, most of them being main trade destinations for Chinese

exports (MIT Observatory of Economic Complexity).

Figure 10: Evolution of RMB's share as a global payment’s currency, by Dec. 2023
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Source: Extracted from Graham & Tran (2024).

Another way the People’s Bank of China (PBOC) aims to boost the use of the renminbi is
by the Cross-Border Interbank Payments System (CIPS), established in 201S. All transactions

and accounts are denominated in renminbi, and currently, there are 139 direct participants,
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primarily overseas branches of Chinese banks, and 1.34S indirect participants, with around
40% in China and 60% abroad'. Some notable participants according to these authors
include the Bank of East Asia, DBS Bank, HSBC, Citi, and BNP Paribas. Jin (2022) reports
that transaction value increased by 75% in 2021 and transaction volume by 50%. According
to CIPS’ ofhcial website, by December 2023, the average amount of daily transactions has
almost doubled compared to January 2023, from 382.9 bn RMB (54 bn USD) to 5952 bn
RMB (84 bn USD), and more banks around the world are set to join.

3.5. Empirical Analysis: Political Closeness & Intention

3.5.1. Data, Descriptive Statistics and Correlations

According to Voeten (2013), governments’ foreign policy preferences are reflected on their
votes in the United Nations General Assembly (UNGA). Voting at the UNGA addresses
a wide range of issues, including international peace and security, economic development,
human rights, international relations, environment, disarmament, and humanitarian aid.
Member States discuss and deliberate looking for solutions and cooperation in different areas,
thus, making it an ideal indicator to understand which governments are most likely to have
common preferences on international policy matters, beyond territorial proximity. Even if
internationalization of reserve currencies is not an explicit topic at the UNGA, it s still a great
indicator for getting common policy preferences among issuers blocs, and, given the current
global scenario, with armed conflicts, and political costs expected to increase, it can give some

hints about potential markets for non-traditional reserve currencies.

Using the last available cross-sectional data (2022) from Voeten (2013) UNGA voting
database, The Economist Intelligence Unit's Democracy Index, the Economic Freedom
Index from Heritage Foundation, trade data from the MIT Observatory of Economic
Complexity, and the reserve currency anchoring database of Ilzetzki e al, (2019), updated
with IMF AREAER" information (2022), the relation between the political preferences of

governments, authoritarianism, reserve currencies, and trade, will be empirically analyzed.

16 CIPS official website: https://www.cips.com.cn/en/index/index.html (Accessed: 23.01.2024).

17 Annual Report on Exchange Arrangements and Exchange Restrictions: https://www.elibrary-areaer.imf.org/
Pages/Home.aspx (Accessed: 04.04.2024).
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Table 4
Descriptive Statistics from Govs. Willing to Accept Non-
Traditional Reserve Currencies, 2022

Obs.  |Mean GDP (Mean Mean [nv. |Mean Common|Mean Trade |USD  |Ewro
(Over |PCt(World |Mean HDI|Democracy Freedom |Votes China  |[China (Over |Anchor|Anchor
Variable Description 193)  |Max=240.86)|(Over 1) |Index (Over 10) ((Over 100) |(Over §8) 1) (=) |=1)

Govts, willmg to accept
-1 currencies, exchdng

ReduceUSD |targeted sanctioned 28 17.27 0.75 4.03 49.23 63.93 0.19] 26 2
Govis. willng 10 accept

-t curencies, ichding
ReduceUsDx |trgeted sanctioned 51 1239 068 3.09) 4232 59.72 021 a1 a*
*Malaysia and Singapore anchor to both euro and USD

Source: Own calculations.

Table 4 provides insights from some descriptive statistics for the two groups of countries
willing to accept non-traditional currencies, with differences observed excluding and
including targeted sanctioned countries. The variable “ReduceUSD” takes the value of 1
if they expressed their intention to accept payments in alternative currencies, and 0 if not,
most of them being BRICS, ASEAN, SCO, and GCC members. This data was collected
using the literature already cited in the document, and recent news as of December 2023.
“ReduceUSD” stands for countries that are not listed by the Office of Foreign Assets
Control for geographically oriented sanctions (OFAC, 2023), but have recently expressed
interest on making international payments in alternative currencies, while “ReduceUSDx”
include targeted sanctioned countries as well'. At first glance, non-sanctioned countries
willing to promote the use of alternative currencies, display higher values in economic size,
human development, democracy levels, and investment freedom. Again, it can be noticed
that authoritarian traits are also linked to capital controls. Sanctioned countries also display
a higher share with China as a trade partner, and it is worth mentioning that the mean in
the Democracy Index has fallen for both groups since 2021, from 4.49 for non-sanctioned
countries, and from 343 for sanctioned countries, to 4.03 and 3.09 respectively in 2022,

pointing out increasing authoritarianism among them.

18 Govs. subject fo geographically tfargeted sanctions: Cuba, Iran, North Korea, Russia, Syria, Venezuela, Afghanistan,
Belarus, Central African Republic, Democratic Republic of the Congo, Ethiopia, Hong Kong, Iran, Irag, Lebanon,
Libya, Mali, Myanmar, Nicaragua, Russian Federation, Somalia, Sudan, South Sudan, Venezuela, Yemen and
Zimbabwe (OFAC, 2023).
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Table 5
Descriptive Statistics from Govs. that Share Common Preferences at UNGA, 2022
Obs.  |Mean GDP (Mean Mean Inv. [Mean Common|Mean Trade |USD |Exro
(Over |PCt1(Workd |Mean HDI[Democracy Freedom |Votes Chinn  |China (Over |Anchor| Anchor
Variable Description 193)  |Max=142.21)((Over 1) [Index (Over 10) |(Over 100) |{(Over §8) 1) (=1) |(=1)
Tovis. prone 1o fave
same vote preferences
AgreeUSA  |at UNGA with USA 64 36.47 0.85 7.56 72.24 38.87 0.10 19 33

Gowvts. prone to have
same vote preferences
AgreeEU at UNGA with EU 71 33.14 0.84 7.25 72 42.51 0.10 26 34
Govts. prone to have
same vole preferences
AgreeBRICS |at UNGA with BRICS 109 9.45 0.68 4.31 51.06 61.11 0.16 76 15
Gowvts. prone to have
same vole preferences

AgreeChina_|at UNGA with China 104 9.83 0.69 4.27 51.22 61.87 017 72| 14

Source: Own calculations.

Table S shows the same descriptive comparison for groups that share common preferences
at the UNGA. The political closeness variables were generated taking into account whether
the number of times the representatives at the UNGA voted exactly the same as the reference
countries. In case of having a number of common votes greater than the average, the ‘Agree”
variable takes the value of I and in case they agree less than the average, it takes the value of 0.
According to Voeten (2013) database, a total of 88 resolutions were voted on during 2022, and
163in 2021, which are the analysis periods due to the most recent availability of data. It can be
observed that more countries show common political preferences with China and with the
BRICS than with the US and with the euro area. These countries tend to show authoritarian
traits, significantly lower levels of per capita GDP, higher capital controls, and lower HDI
levels. Most of these also anchor their currencies to the US dollar, while representatives that

show a higher propensity to agree with the US and the euro area countries anchor to the euro.

Complementary to this, Figure 11 shows correlations between common political
preferences at the UNGA and the reserve currencies composition in some central banks, by
country. The COFER IMF database is very limited on the composition of reserve currencies
for each country, as not all of them publish this information, but Ito & McCauley (2020) built
a database based on currency composition reports by central banks. Although it is the most
complete and free data set to use, the sample is limited to 7S countries, with 7 additional Latin

American countries,and 2021 being the last period available.
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Figure 11: Reserve Currency Share by Country and UN
General Assembly Resolutions Votes, 2021
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Source: Own elaboration with Ifo & McCauley (2020) data.

Again, countries holding a larger amount of euro reserves show a greater propensity

towards common political preferences with the euro area (Corr.: 0.57). These countries do

not only show a relatively high relation in common votes with the euro area countries, but
also with the US (Corr.: 0.43). Countries that hold a higher proportion of dollar reserves show

a negative correlation of -0.25 with common votes with the US. This relation shows that, by

2021, despite political differences with the US, some developing economies still have the need
to keep US dollar reserves. Countries that hold a higher proportion of dollar reserves also

seem to show common political preferences with BRICS countries (Corr.: 0.31).
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Figure 12: Democracy Index and UN General Assembly Resolutions Votes, 2022
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Source: Own elaboration with EIU & Voeten (2013) data.

Using the EIU Democracy index, Figure 12 shows an initial relation between the
common votes on the UNGA and the degree of authoritarianism. Democratic governments
show common political preferences with the US and with the euro area, while countries with

authoritarian traits show common political preferences with China and with BRICS countries.

Table 6 displays in greater detail the composition of clusters 3 and 4 of the Democracy
index, categorized as governments with authoritarian traits and authoritarian regimes,
respectively. Using the database of votes on resolutions in the United Nations General
Assembly, a political closeness of 72% of the 33 States with respect to China in the cluster
of governments with authoritarian features and a political closeness of 75% on the cluster of

States with authoritarian regimes was estimated.
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Table 6
EIU Democracy Index Cluster Comparison, 2022
Cluster 3 Cluster 4

EIU Democracy Index States with Authoritarian Traits  Authoritarian Regimes
Countries 33 62

% of World GDP (With China) (Current Prices) 4% 25%
Govs. willing to accept other currencies 4 a0
US Dollar Anchor 24 41
Euro Anchor 7 14

% propensity to agree with China at UNGA T2% 5%
% of World GDP if ReduceUSDx=1 1.5% 25%

% of World GDP if ReducelUSDx=1 (No China) 1.5% T.3%
SPopulation of World 15.2% 39.4%

Source: Own calculations with IMF The Economist Infelligence Unit, Voeten (2013) and World Bank data.

3.5.2. Methodology: Probit Regressions

Angrist and Pischke (2009) point out that a probit model is a statistical approach that is used
to predict binary variables, such as “agree” or “disagree’, by using the function of standard
normal cumulative distribution, with the purpose of understanding how the predictor
variables influence the probability of observing one of the two possible results, allowing to
estimate coefficients that represent the relative impact of the predictors on the probability of
the result. This technique will be used to estimate the propensity for governments to agree
on their preferences on common international policy matters and most important, on their

propensity to participate on de-dollarization initiatives.

The main consideration for using the latest available cross-sectional data is to take the
“present” as an initial situation, assuming that the intention and commitment to do something
will carry out implications for the future. The aim is to explain the mechanisms by which non-
traditional reserve currencies can find potential markets, especially in an international context
with greater polarization of political forces and an expected increase in armed conflicts. It
is also important to clarify that, political closeness should be interpreted as governments’
propensity to share common international policy preferences rather than a strict vertical

political alignment, as each nation’s vote in the UNGA holds equal weight.

Government’s participation on currency diversification initiatives may be influenced
by factors outside inertia, such as, trade relationships, geopolitical considerations, and risk
minimizing options (Liu & Papa, 2022; McDowell, 2023). By identifying these patterns, the

research aims to build models that effectively explain the propensity of governments looking
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for diversification options. The goal is to understand underlying conditions, beyond inertia,

that drive governments to agree towards non-traditional reserve currencies use.

First, probit regressions will be estimated in order to approximate the relation between
authoritarianism and the propensity to agree on common international policy matters
(Equation (1)), where the variables explained will be the propensity to agree, measured by
the votes in common that countries have with the issuers of reserve currencies at the UNGA,
again, with the US, euro area countries, China, and BRICS. To compare the consistency of the
political preferences, the models will be estimated for both 2021, and 2022 data.

Prob(AgreeY :1):ﬂ0+,[u’1xli + B, X, + B Xy + U, 1)

Regressions 1-4 (2022) & Regressions 5-8 (2021):
X, .= EIU Democracy Index

X 5; = BRICS Trade as % of Total Trade

X,,= Anchor Currency Dummy

After these, probit models will be estimated with the dependent variable being the
expressed intention of governments to promote non-traditional reserve currencies on
international payments (Equation (2)), which takes the value of 1 if they expressed their
intention to participate in de-dollarization initiatives, and 0 if not. Regressions 9 to 11
are estimated with countries that are not listed by the Office of Foreign Assets Control for
geographically oriented sanctions but have recently expressed interest on making international
payments in alternative currencies, while regressions 12 to 14 include sanctioned countries
as well (ReduceUSDx), to compare the coefficients. The explanatory variables are the EIU
Democracy Index, the Heritage Foundation Capital Controls Index, the common votes at
the UNGA with the BRICS group, and the proportion of trade with China. The models are
estimated using different variable combinations to avoid collinearity. These estimations can

also be compared with 2021 results, shown in the annex.

Prob(ReduceUSD =1) = B, + B, X;; + B, X, + By X5+, (2)
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Regression 9 & 12 (ReduceUSDx):

X = Per Capita GDP

X,.= EIU Democracy Index

x3i = Common Votes with BRICS at UNGA

Regression 10 & 13 (ReduceUSDx):

X ;= Per Capita GDP
X 5= EIU Democracy Index
X3i = Trade with China as % of Total Trade

Regression 11 & 14 (ReduceUSDx):

X,,= Per Capita GDP
X 5= Trade with China as % of Total Trade
X,;= Investment Freedom Index (Capital Controls)

On the same topic, this technique is used by McDowell (2023), estimating probit
regressions, where the explained variables are the participation of at least one bank per
country on the Cross-Border Interbank Payment System (CIPS) and participation on
Chinese renminbi swap lines. In those models, the variable takes the value of 1 if the country
has at least one Bank participating on the initiative, while 0 if not, and 1 if they got involved
on swap agreements with the PRC and 0 if not. McDowell (2023) uses as explanatory
variables the likelihood that non-sanctioned governments may face sanctions in the future
and if countries already face sanctions, showing a positive relation between the participation
of countries on the CIPS payment system and the exposure to sanctions, which are also
linked to authoritarianism. As November 2023, the payment system has already expanded
to 111 countries and although McDowell (2023) manages to show a relatively significant
relation between the countries participation on the payment system and their exposure to
sanctions, CIPS has also grown, and it was adopted in many countries that do not necessarily

face political risks.
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3.5.3. Probit Regressions Results

Table 7
Probit Models UN General Assembly Votes, 2022
Reg.1 Reg.2 Reg.3 Reg.4
AgreeUSA  AgreeEU  AgreeBRICS AgreeChina

Democracy_Index  0.593%%* 0.490%*** -0.118%* -0.110%*

(0.110) (0.070) (0.056) (0.055)
BRICS_ Trade -4.538%*F* 2.416%%* 2.809***

(1.423) (0.869) (0.870)
USD_Anchor -0.513 ) 8 i fatedis 1.061%**

(0.360) (0.257) (0.256)
Euro_Anchor 0.623%*

(0.282)

_cons -2.465%** 3 188%** -0.418 -0.616

(0.797) (0.427) (0.480) (0.470)
Pseudo R2 0.59 0.43 0.30 0.28
Observations 148 156 148 148
Prob>chi2 0.000 0.000 0.000 0.000

Note: *** stands for significant at 1%, ** at 6% and * at 10%.

Source: Own estimations with IMF The Economist Infelligence Unit, Voefen (2013) data.

Tables 7 and 8 present the results of equation (1) models regarding governments’

propensity to share common policy preferences for the years 2022 (Table 7) and 2021

(Table 8).

Table 8
Probit Models UN General Assembly Votes, 2021
Reg. 5 Reg. 6 Reg. 7 Reg. 8
AgreeUSA  AgreeEU  AgreeBRICS  AgreeChina

Democracy_Index  0.318%%%  (.554%%* -0.135%* -0.180%*=

(0.066)  (0.084) (0.056) (0.057)
BRICS Trade -5.248%%% 2.666%=¥ 3.150%%*

(1.218) (0.829) (0.900)
USD_Anchor -0.562%% 1.139%%* L151%%%

(0.284) (0.250) (0.255)
Euro_Anchor 0.700%*

(0.289)

_CONS -0.682 -3.816%F* -0.285 -0.102

(0.488)  (0.537) (0.439) (0.447)
Pseudo R2 0.45 0.46 0.31 0.37
Ohservations 156 155 150 155
Prob=>chi2 0.000 0.000 0.000 0.000

Note: *** stands for significant at 1%, ** at 5% and * at 10%.

Source: Own estimations with IMF, The Economist Infelligence Unit, Voeten (2013) data.
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First, for both years, the probit regressions display a significant relationship between the
degree of authoritarianism of governments (‘Democracy Index’) and the probability to
agree on common political preferences at the UNGA. The coefhicients show that, there is a
significantly higher probability that countries with higher scores on the index (democratic
governments) share common policy preferences with the United States and the euro area,
while countries with lower scores (authoritarian governments) show a significantly higher

propensity to politically agree with China and with the other BRICS countries.

Thevariable BRICS_Trade, whichrepresents trade with BRICS countriesas proportion of
total trade, demonstrates a significant positive correlation with the probability of governments
to share common preferences at the UNGA with both China and BRICS. An increase in trade
with BRICS nations corresponds to a higher probability of governments to share common
policy preferences with China and with the bloc. Conversely, diminished trade with BRICS
countries is linked to a greater propensity of governments to politically align with the USA.

This underscores the influential role of the BRICS bloc in shaping political preferences.

Countries with currencies anchored to the euro (‘Euro_Anchor’) show a significantly
higher propensity to share common policy preferences with the euro area. On the other
hand, nations with central banks anchoring to the US dollar (‘'USD_Anchor’) demonstrate
a significantly higher probability of having common political preferences with China and
BRICS countries. The negative constant terms represent the baseline probability of a
government aligning with the USA, EU, China, and BRICS, when all other factors are held
constant. Essentially, they imply that without the influence of the variables in the models, the

probability of alignment with any of these blocs would be close to zero.
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Table 9
Probit Models on Intention to Reduce US Dollar Use
Without Sanctioned Countries, 2022

Reg. 9 Reg. 10 Reg. 11
ReduceUSD  ReduceUSD ReduceUSD
Democracy Index -(.222%%* -0.189%F*
(0.083) (0.066)
AgreeBRICSCount 0.126%**
(0.035)
GDP_PC_t 0.015%%* 0.012* 0.006
(0.005) (0.006) (0.007)
China._Trade 2.497% 3.254%%*
(1.428) (1.405)
Investment_Freedom -0.013
(0.008)
_cons -10.055%%* -0.587 -0.868
(2.708) (0.448) (0.555)
Pseudo R2 0.33 0.12 0.09
Observations 154 148 154
Prob>chi2 0.000 0.001 0.006

Note: *** stands for significant at 1%, ** at 5%, and * at 10%.

Source: Own estimations with The Economist Infelligence Unit, Heritage
Foundation, Voeten (2013), and OEC Trade data.

Table 10
Probit Models on Intention to Reduce US Dollar Use
Including Sanctioned Countries, 2022

Reg. 12 Reg. 13 Reg. 14
ReduceUSDx  ReduceUSDx  ReduceUSDx
Demoeracy Index -0.465%%* -0.320%=
(0.083) (0.068)
AgreeBRICSCount 0.061%+*
(0.016)
GDP_PC_t 0.011%* 0.014%* 0.007
(0.005) (0.007) (0.007)
China_Trade 4.039%%* 3.650%%
(1.478) (1.376)
Investment Freedom -0,025%%*
(0.008)
_cons -3.318%4% 0.100 -0.079
(1.187) (0.437) (0.534)
Pseudo R2 0.39 0.28 0.18
Observations 154 148 154
Prob>chi2 0.000 0.000 0.000

Note: *** stands for significant at 1%, ** at 5%, and * at 10%.

Source: Own estimations with The Economist Infelligence Unit, Heritage
Foundation, Voeten (2013), and OEC Trade data.
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Tables 9 and 10 present the results of equation (2) models regarding governments’
inclination towards de-dollarization and currency diversification initiatives, explained by
2022 variables data. Table 9 focuses on non-sanctioned governments, while Table 10 includes

both non-sanctioned and sanctioned ones.

Both tables reveal a significant relation between authoritarianism and governments’
intention to engage in de-dollarization initiatives. Table 9 indicates a significant propensity
for governments with authoritarian traits (lower ‘Democracy_Index’ scores), excluding
geographically targeted sanctioned countries, to agree on diversification measures. This
relationship is even strongerin Table 10, which includes sanctioned governments, highlighting
the significant impact of authoritarianism for governments to participate in de-dollarization

initiatives.

Anincreaseoncommonvotesatthe UNGAwiththe BRICS nations (AgreeBRICSCount’)
shows to have a significant positive relation on governments propensity to engage into de-
dollarization and currency diversification initiatives, for both non-sanctioned and sanctioned
countries. This underscores the significant political influence of BRICS for countries to

participate in diversification efforts.

A higher trade proportion with China (‘China_Trade’) shows a significant positive
relation with governments intention to participate on de-dollarization agreements. Sanctioned

countries also show to have a significantly higher trade reliance with China.

Capital controls index (‘Investment Freedom’) relation is not strong enough on the
sample which does not include sanctioned countries (Table 9). However, it shows to have a
significant relation on Table 10, including sanctioned governments, which reinforces the link
between capital controls and authoritarianism. Thus, an increase in capital controls (lower

index levels) increases the likelihood of governments to engage in de-dollarization measures.

The control variable ‘GDP_PC_t, or per capita GDP at current prices (USD thousands)
displays a small, but positive, and significant relation for governments to engage in de-
dollarization initiatives. This relation is explained by some emerging markets that are also prone
to engage in diversification agreements, as was discussed in previous sections. The negative

and close-to-zero intercepts on both tables underscore the expected value of the outcome
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variable, highlighting the significance of the included variables in shaping countries” stances
on de-dollarization. Without the influence of the variables in the models, the probability of

engaging into de-dollarization measures would be close to zero.

Table 10 evidence the same significant relations as Table 9, with higher pseudo R-squared
values, explained by the stronger authoritarian traits on geographically sanctioned States,
which also show stronger capital controls and greater reliance on China as a trade partner. All

relations hold significantly true for 2021 data models (estimations shown in appendix).

As stated before, due to inertia, even if the intention exists, it will not be an easy task for
authoritarian governments to just diminish the use of the US dollar, as agents still demand it.
Nevertheless, with the decline of the political influence of the West, and its distancing from
countries that do not seem to share the same development vision, diversification agreements
may increase in the future and commodities may continue to be traded in other currencies
besides the US dollar and euro.

Authoritarian governments show the willingness to increasingly accept non-traditional
currencies, and successful measures within a significant coalition may still reduce the US dollar
use in settlements between them, potentially influencing other developing economies that
do not necessarﬂy have authoritarian governments. Non-traditional reserve currencies, such
as the Chinese renminbi, are far from achieving the same global relevance as the US dollar,
but the currency’s growing use in international payments is positioning it as a diversification
alternative for smaller economies, and there is an increasing trend for diversification of reserve

currencies.

4. Conclusions

In summary, the empirical analysis evidences a significant relation between the governments’
degree of authoritarianism and their propensity to engage in agreements to support
de-dollarization initiatives. The probit models show that, currently, governments with
authoritarian traits are more likely, not only to have common international policy preferences
with the BRICS and China, but also to agree on accepting payments in alternative currencies.

In contrast, the models, and correlations evidence that these countries still maintain a high
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dependence on the US dollar. The intention to diversify is also associated with some common

features, like increasing capital controls, and trade with China.

These relations help to guide the discussion forward, as authoritarian traits are shown
to have important implications for the international monetary system. A purely economic
analysis reflects that, although thereis anintention to de-dollarize, these efforts have had limited
impact over the international dominance of the US dollar. However, recent agreements such
as India’s with the United Arab Emirates to trade oil and commodities in rupees, or Russian
renminbi settlements with Iran and China, cannot go unnoticed as important steps towards
the international use of non-traditional reserve currencies. China’s efforts to internationalize
its currency have also led it to be the fourth most traded currency through SWIFT messaging,
without considering what is traded exclusively through CIPS. On this matter, the political risk
associated with sanctions has also played a role in its increasing use. Even if foreign investors
have lately shown negative expectations about the Chinese stock markets', it is most likely
that the BRICS de-dollarization political project will continue its course and the number of

commodity contracts in alternative currencies during 2024 may increase as well.

Itisimportant to recall that the Bretton Woods agreement was overall, an agreement. After
the war, the United States was the only issuer with sufficient stability to be able to provide a
globally accepted means of payment and store of value. When the euro emerged at the end
of 20th century, it seemed a viable alternative for developing economies and virtually the
only serious competitor to the US dollar. It failed to achieve further expansion due to the
difhculties of enduring a monetary union, such as not being able to share risk-free assets and
the impossibility of adequately coordinating economic policies between a heterogeneous
group of economies (Ilzetzki, et al. 2020). However, despite not having shown the expected
resilience to the financial crisis, the euro area has maintained its political proximity, and this

can be an important lesson for future diversification projects.

At this moment, the most plausible BRICS strategy is to keep promoting trade and
investment in their domestic currencies. A project to consolidate a single currency remains
an unrealistic idea, but perhaps a reference currency like the European Currency Unit, prior to

the creation of the euro, could be a mid-term plan. The dominance of the US dollar remains

19 Bloomberg: https://www.bloomberg.com/news/features/2024-01-25/can-xijinping-reverse-china-s-6-trillion-stock-
market-crisis (Accessed: 25.01.2024).
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evident for the moment, but, as economies grow there are also new development poles. A
significant fraction of countries no longer shows the same approval for the development
vision of the US, and the data shows that developing economies and authoritarian States are

politically misaligned with the West.

Claiming that the US dollar’s dominance is explained only due to market forces might
be a biased statement, as World War II played a big role in its internationalization. After the
Cold War, the Western development model prevailed over the distorted economy of the
Soviet Union, but nowadays, the shape of authoritarian governments seems to be different.
Even if authoritarian governments fail to diversify payments in the short or medium term, it
looks that the political project of de-dollarization will remain as long as there are governments
ideologically opposed to the United States. This is where the importance of authoritarianism
lies, since, in such countries, conventional economic policy may stay in second place. As stated
before, even with very low currency reserves or mostly gold reserves, authoritarian regimes
can increase capital controls and exercise force if agents show discontent. On this matter,
the ‘multipolarity” that is repeatedly mentioned at BRICS meetings may indicate a coalition
expanding influence to some authoritarian allies, with aspirations of economic independence
from Western currencies. It remains to be seen what will happen during 2024, since several
elections will take place in States that are still democratic and it is likely that non-democratic
regimes will continue, due to the limited effect of Western sanctions and an ineffective foreign

policy to approach development economies.

Fecha de recepcion: 8 de febrero de 2024
Fecha de aceptacion: 10 de abril de 2024
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Annex

Table Al:
Probit Models on Intention to Reduce US Dollar Use
Without Sanctioned Countries, 2021

ReduceUSD  ReduceUSD  ReduceUSD

Democracy Index -0.171%* -0.154%*
(0.071) (0.065)
AgreeBRICSCount 0.025%**
(0.008)
GDP_PC_t 0.016*** 0.013** 0.012**
(0.006) (0.005) (0.005)
China_Trade 2.918** 2.982%*
(1.364) (1.405)
Investment _Freedom -0.016*
(0.009)
_cons -3.970%** -0.996** -0.840
(1.243) (0.434) (0.556)
Pseudo R2 0.18 0.11 0.10
Observations 144 147 142
Prob>chi2 0.000 0,003 0.007

Source: Own estimations with The Economist Infelligence Unit, Heritage
Foundation, Voeten (2013), and OEC Trade data.

Table A2:
Probit Models on Intention to Reduce US Dollar Use
Without Sanctioned Countries, 2021

ReduceUSDx  ReduceUSDx  ReduceUSDx

Democracy Index -0.3747%* -0.346%FF
(0.072) (0.068)
AgreeBRICSCount 0.016**
(0.006)
GDP_PC_t 0.015** 0.014%* 0.014**
(0.006) (0.005) (0.005)
China_Trade 3.382** 2.721**
(1.345) (1.343)
Investment_Freedom -0.035%**
(0.009)
_cons -1.326 0.198 0.513
(0.909) (0.401) (0.516)
Pseudo R2 0.26 0.25 0.19
Observations 144 147 142
Prob>chi2 0.000 0.000 0.000

Note: *** stands for significant at 1%, ** at 5%, and * at 10%.

Source: Own estimations with The Economist Infelligence Unit, Heritage
Foundation, Voeten (2013), and OEC Trade data.
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