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 a Profound 
Game changer

o
ne of our predictions after the 19th Party congress 
in october 2017 was the impending establishment 
of a petro-cny system backed by gold. evolving 
economic and geopolitical forces may well hasten 
this dynamic.

china is not only the largest exporter in the 
world. Its imports are the second-largest as well. 
china is the biggest net importer of oil in the 

world, surpassing the United States and Germany in 2016. For oil pro-
ducers such as the Gulf states, russia, and Venezuela, there is hardly any 
buyer as important as china. Settlement of oil in the chinese yuan (cny) 
is a natural course of development from Beijing’s perspective.

The Russian angle
Sanctions on russia by the United States since the Ukraine crisis have led 
to one important unintended consequence: They sped up wider acceptance 
of the cny by russian energy companies. russia’s fourth-largest oil pro-
ducer in 2017, Gazprom neft (the oil arm of state gas giant Gazprom), has 
been settling its entire crude sales (one-third of total oil sales) to china in 
cny since 2015. Since the start of 2015, Gazprom neft has been selling 
all of its oil exports through the east Siberia Pacific ocean pipeline to 
china in renminbi. The second eSPo pipeline will be in operation by the 
end of 2018, with an annual capacity of fifteen million tonnes.

china is also exerting its influence via an acquisition strategy. ceFc 
china energy recently acquired 14.2 percent of russia’s largest oil pro-
ducer rosneft for about US$9 billion. as part of the deal, thirteen mil-
lion tonnes of russian crude will be sold to the chinese conglomerate per 
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year, starting in 2018. That equates to 260,000 barrels per 
day, about 5 percent of rosneft’s output and one-quarter of 
china’s monthly imports from russia. and the deal would 
eventually rise to forty-two million tonnes (840,000 barrels 
per day). a substantial part of these crude sales, if not all, 
will likely be settled in cny given the growing alliance 
between Beijing and moscow.

In fact, a closed-loop petro-cny system has already 
been working between china and russia for some time, 
with russian companies delivering oil products 
to china and using cny as settlement currency. 
russian companies either save or spend the cny 
on chinese goods and services. This system helps 
to relieve industrial overcapacity by creating long-
term demand for chinese-made capital goods. For 
instance, china railway Group won the contract for 
the construction of moscow-Kazan rail in 2017.

moscow’s alienation from the West will only 
strengthen its tie with Beijing. Bilateral trade set-
tled in cny may easily extend into natural gas 
and agricultural products. The “Power of Siberia,” 
a 3,000-kilometer gas pipeline, will reach russia’s 
border with china in December 2019. The pipeline 
is the realization of a thirty-year, US$400 billion 
deal that will deliver more than 1.16 trillion cu-
bic meters of gas. The sheer size of consumption, 
which currently ranks third-largest in the world in 
2017, provides Beijing with considerable bargaining 
power over the choice of currency settlement. The 
International energy agency projects global gas de-
mand growing 1.6 percent annually until 2022, with 
china making up 40 percent of the growth. 

now comes The middle easT
The next tactical move for china is to enlarge the 
closed loop with more prominent members. The best 
is to persuade Saudi arabia to accept settlement of oil 
exports in cny. The prevailing economic and politi-
cal situation is also driving the Saudis to deepen ties 
with Beijing as a strategic hedge. Presently, china’s 

three top oil suppliers are russia, Saudi arabia, and angola. 
They are followed by Iran, Iraq, and oman. In the past few 
years, russia’s oil exports to china have risen from 5 per-
cent to 15 percent of total exports, primarily because transac-
tions are already settled in cny. To compare, Saudi arabia’s 
share of chinese imports has dropped from over 20 percent 
in 2008 to 12 percent now. In fact, oil imports from Saudi 
arabia only increased 0.1 percent year-to-date november 
2017 and fell 7.8 percent year-over-year. Given its acute fis-
cal difficulties, Saudi arabia in our view would be keen to 
secure stronger oil trading ties with china. 

Saudi arabia lost export share to china for several 
reasons. First, it must comply with oPec’s production 
cut agreement. Second, russian export capacity in eastern 
Siberia is closer to asian markets. and last, lighter crudes 
produced by russia have become more competitive against 
heavy crudes from Saudi arabia. These challenges are 
structural in nature.

reversing such a trend is difficult, but what if Saudi 
arabia begins settling some of their oil transactions in cny

The Role of gold

Gold is a key element of the petro-
cny system. It is important to 
make offshore yuan convertible 

into gold since the availability of invest-
ible assets is vital in safeguarding the in-
terest of cny recipients. That partially 
explains the tactful accumulation of gold 
reserves by china, which have jumped al-
most threefold since 2007 in tandem with 
the growing bilateral oil trade.

russia has already set up a branch of the Bank of russia 
in Beijing. Technically, russia can use its yuan proceeds to 
buy gold via the Shanghai Gold exchange. It is also reported 
that china will soon launch crude oil future contracts priced in 
cny. If china succeeds in getting russia and Saudi arabia to 
join its petro-cny initiative, the implications for global econo-
mies and markets could be profound. not only would this be a 
game changer for the dynamics of the oil trade, but the geopo-
litical balance could tilt as well. Some countries may be able 
to bypass economic sanctions under the U.S. dollar system, 
thereby weakening the United States’ economic prowess.

—C. Leung

Gazprom Neft has been settling its entire 

crude sales (one-third of total oil sales)  

to China in CNY since 2015.
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with Beijing? this is a looming possibility. as early as 
2012, the People’s Bank of china and the United arab 
emirates central Bank set up a US$5.5 billion currency 
swap, setting the stage for footing the bill for chinese oil 
imports from abu Dhabi in cny.

indeed, diplomatic and economic ties between 
china and Saudi arabia have been strengthening since 

2016. leaders of both countries have already made no 
less than four official visits in the past two years. While 
this may be largely rhetoric, there seems to be synergy 
between china’s Belt and road initiative and the “Saudi 
Vision 2030” roadmap. this potential bilateral deal is re-
portedly worth as much as US$70 billion with a strong 
focus on oil.

Saudi aramco is currently preparing what is poten-
tially the largest initial public offering in financial his-
tory. the valuation of it ranges from US$1 trillion to 
$2 trillion. offering 5 percent of the company for iPo 
is equivalent to US$50 billion to $100 billion. Potential 
chinese strategic investors include Petrochina and 
Sinopec, which were reportedly interested in acquiring 
the complete offer. if this happens, it could possibly lead 
to the cancellation of the iPo. elsewhere, Saudi aramco 
looks set to work with chinese state enterprises, such as 
norinco and aerosun corporation, in projects such as oil 
refinery, construction of chemical plants, oil pipelines, 
and more. Saudi arabia and the emirate of Sharjah have 
also recently announced plans to raise funds directly in 
china’s onshore Panda bond market.

The role of gold
Gold is a key element of the petro-cny system. it is im-
portant to make offshore yuan convertible into gold since 
the availability of investible assets is vital in safeguarding 
the interest of cny recipients. that partially explains the 
tactful accumulation of gold reserves by china, which 

have jumped almost threefold since 2007 in tandem with 
the growing bilateral oil trade.

russia has already set up a branch of the Bank of 
russia in Beijing. technically, russia can use its yuan 
proceeds to buy gold via the Shanghai Gold exchange. it 
is also reported that china will soon launch crude oil fu-
ture contracts priced in cny. if china succeeds in getting 
russia and Saudi arabia to join its petro-cny initiative, 
the implications for global economies and markets could 
be profound. not only would this be a game changer for 
the dynamics of the oil trade, but the geopolitical balance 
could tilt as well. Some countries may be able to bypass 
economic sanctions under the U.S. dollar system, there-
by weakening the United States’ economic prowess.

related to this, alternative settlement systems 
are being deepened. china launched the cross-border 
interbank Payment System (ciPS) in 2015 as an alter-
native to the SWiFt (Society for Worldwide interbank 
Financial telecommunication). the system has become 
the main channel of cross-border cny payment in the 
past two years. at the end of 2017, ciPS direct partic-
ipants reached 31 and its indirect participants stood at 
677, covering 87 countries and regions. that includes 
VtB, the second-largest bank in russia.

moreover, the key elements of the requisite institu-
tional infrastructure are already in place. the US$40 bil-
lion Silk road Fund backed by china’s foreign exchange 
reserves, the export-import Bank of china, and china 
Development Bank are all such platforms. the aim is to 

encourage chinese state-owned enterprises to predomi-
nantly invest in infrastructure projects in eurasia, while 
nudging participating countries toward using cny as the 
currency of settlement.

it is reported that Pakistan, an important strategic 
partner in the Belt and road initiative, is taking related 
measures to establish the cny as the settlement currency 
for bilateral trade and investment transactions with china. 
in recent months, the State Bank of Pakistan has intro-
duced regulations pertaining to letter of credit issuances 

What if Saudi Arabia begins settling 

some of their oil transactions  

in CNY with Beijing? This is  

a looming possibility. 

The petro-CNY system backed by gold 

or sovereign bonds does not require  

full CNY convertibility to function.
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and granted authorization for local banks to open cny 
accounts—moves that facilitate cny settlements. the 
Bank of china recently opened its first branch in Karachi, 
Pakistan’s largest city. likewise, the industrial and 
commercial Bank of china’s Karachi branch has also 
been allowed to set up local cny settlement and clearing 
platforms.

InTernaTIonalIzaTIon
the building blocks are in place for cny’s interna-
tionalization. the petro-cny system backed by gold 
or sovereign bonds does not require full cny convert-
ibility to function. as such, china always retains full 
control of the capital account while effectively accel-
erating the pace of rmB internationalization. in the 
initial phase, the new architecture primarily serves the 
interests of state-owned enterprises within the system. 
it will take a longer time for the private sector to com-
pletely accept rmB as a settlement currency. another 
challenge is the adequacy of gold reserves to sustain the 
system over time.

Gold is meant to be an insurance for cny recipients 
in the initial phase of building the new architecture. For 
the petro-cny system to run more smoothly over time, 

recipients will be hungry for “investible assets” for the 
cny on their hands. thus, china should also concur-
rently accelerate the pace of liberalizing the domestic 
bond market.

While the launch of Bond connect last year pro-
vides overseas investors with a more efficient channel 
to invest onshore, the response has been lukewarm due 
to perceived high credit risk and the absence of hedging 
instruments such as access to onshore bond futures and 
interest rate swaps. meanwhile, block trades are not al-
lowed under Bond connect. this may pose a constraint 
for sovereign wealth funds looking to do sizeable trade 
for portfolio allocation purposes.

yet this is precisely the point—that higher risks 
translate into higher rates. Bond yields in china must be 
notably higher than those offered by the United States, 
european Union, and Japan. the key is to leverage for-
eign participation in the domestic bond market to impose 
better credit discipline on the issuers such as state-owned 
enterprises and debt-ridden local governments.

Some may argue the whole cny internationaliza-
tion agenda is an elusive concept. But the fact is that it 
is proceeding swiftly. after all, the greatest constant in 
history is that everything changes. u

a PolIcy resPonse?
the preferred strategy for addressing this problem would 
be to convince china to reform its state-owned enter-
prises. certainly, endless efforts and promises have been 
made toward this end. the reality, though, is that little 
progress has actually been made. as the statistics cited 
earlier demonstrate, for industries such as steel and alu-
minum, the problem has grown much worse. 

china seems now to be more inclined to increase 
the state role in the economy, not decrease it. the prom-
ise of reform through increasing discipline and merg-
ing chinese state-owned enterprises seems little more 
than vague promises to rearrange the deck chairs on 
the Titanic. china’s World trade organization entry in 
2001 could well prove the most serious international 
economic policy error the United States has made in 
the twenty-first century. it certainly demonstrates that 
china is more likely to change international institutions 
than it is to be changed by them. 

that leaves the world to consider “second-best” so-
lutions. in the United States and europe, this has meant 
continuing to treat china as a non-market economy, which 
it clearly still largely is, under their respective trade laws. 
trade actions under Section 232 can also be forged into 
remedies for trade problems with china. none of these 
are elegant perfect solutions, but absent dramatic political 
change in china, they are what is possible. u

China’s relentless production building 

may be better understood as a strategy 

to export unemployment.

m a s t e l
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