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Abstract

Thispaper emphasizes the importance of the denomination of financial assetsrather than
tradeinvoicing as a long-term determinant of an international currency. China needsto
liberalize and openitsfinancial system and make the RMB fully convertible, and to adopt
a more flexible exchange rate system to speed up its currency internationalization, for
which China could follow either a global or regional approach. The global approachisa
riskier and more unpredictable strategy becauseit would demand a scope and timeframe
of financial liberalization that islikely to be beyond Chinasinstitutional capacity over the
coming decade. There are two options that could be taken in following the regional
approach. Oneis creating an ASEAN+New 3 (the Chinese Mainland, Hong Kong, and
Taiwan) RMB bloc and the other is liberalizing China’s financial industries and
internationalizing the RMB by playing a leading rolein East Asia’seconomic integration
within the framework of ASEAN+ 3. This paper concludesthat thelatter isa morerealistic
and effective approach for China.
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|I. Introduction

China has become the second largest exporter and will soon become the second largest
economy worldwide. Although it has not been immune to the recent financial crisis, the
deepest global economic slump since the 1929 Great Depression, China’s economy is
expected to grow by morethan 10 percent in 2010, by far the highest rate of growth in the
world. Chinais perceved as a growth engine capable of leading the recovery of the global
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economy. It has run up alarge surplus on its current account year after year since it
embarked on an export-led growth strategy early in the 1980s. It had accumul ated aforeign
exchange reserve amounting to more than US$2tn as of the end of 2008, approximately
65 percent of whichisheldin US Treasury bills and bonds.

Although it has become a dominant player in international trade and has alarge and
sprawling financial systemthat boasts some of thelargest banksin theworld, Chinaremains
in the backwater of underdeveloped finance. Despite their size in terms of assets and
liabilities, none of China’s banks measure up to the dout of mgjor western banksin interna-
tional financial intermediation. Thisdiscrepancy might explainin part why Chinabelievesit
needs to hold a large amount of foreign exchange reserves as a buffer against external
shocks.

Since the eruption of the 2008-2009 global economic crisis, which has eroded the
supreme pasition of the US dollar asaglobal medium of exchange and a reserve currency,
guestions have been raised as to whether the RMB could be internationalized and assume
amore global role commensurate with China’s growing economic might in the long run.
Most who have written about the RMB’s global role believe that it has the potential to
become amajor international or reserve currency, athough they are quick to point out that
realizing this potential is a different matter altogether asit will take many years, if not
decades, for the RMB to meet the preconditions of a reserve currency comparable to
those of either the US dallar or the euro.

Much of this pessimitic assessment of the futurerole of the RMB isbased on China’s
financial sector, which is heavily regulated and closed to foreign lenders and borrowers,
and therigidity of its exchange rate system. Chinese policy-makers have made it clear that
they intend to rectify these weaknesses to build a modern and efficient financial system,*
and, in fact, have taken afew preliminary steps towards internationalization of the RMB.

The purpose of the present paper is to analyze the RMB’s internationalization path
that Chinaislikey to choose and itsimplicationsfor financial and monetary integration in
East Asia. Section 11 briefly examinesthe steps Chinahas recently taken to lay the foundation
for internationalization of the RMB. Thisisfollowed in Section 111 by adiscusson on long-
term determi nants of reserve currency that emphas zestheimportance of financein currency
internationdization. Chinacould takeether aglobal or regiona approach ininternationalizing
theRMB. Thelatter consigtsof two alternatives: forming an ASEAN+New 3 currency bloc
and leading monetary and financial cooperation within theexisting framework of ASEAN+3.

1 Chinese Premier Wen Jiabao “called for deepened reform of the financial sector so as to enhance its
sustained and healthy development.” See “Wen calls for more financial reform,” China Daily (1 March
2007).
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The global approach isanalyzed in Section IV and the advantages and disadvantages of
the two regional options are examined in SectionsV and V1. Section VI concludes the

paper.

Il. First Few Steps for RMB Internationalization:
Long Way to Go

An international currency is a domestic currency that is used and held outside its home
country as a medium of exchange, unit of account and store of value for transactions
between nonresidents (Kenen, 2009). Judging by this definition, the RMB is not an
international currency. However, in several recent papers, it is argued that the RMB will
assume a greater role commensurate with China’s growing economic influence on the
world stage, although the nature of its role and the amount of timeit will taketo becomea
global currency are unclear (Chen and Peng, 2007; Cooper, 2009; Dobson and Masson,
2009; Eichengreen, 2009; Gaoand Yu, 2009; Peng et al., 2009; Wyplasz, 2010).

The recent interest in the RMB’s potential global rolein part reflects the erosion of
status of the US dollar as the dominant reserve currency. The emergence of the euro as
another reserve currency, although still a distant second to the US dollar, has raised the
question of whether thereisroom for athird reserve currency for East Asia, much like the
euro for Europe. Just about everyone who has written on the future of the RMB suggests
that it will take many yearsfor Chinato meet the conditions prerequisiteto an international
currency. Thisiswell understood by China’s leaders: Chinese Premier Wen has sated that
“we need to have an appropriate view of ourselves when pushing forward the
internationalization of RMB,” adding that “it will taketimefor the RMB to fully becomean
international currency.”?

Although at present the RMB does not qualify as an international currency, since
early 2000it has become much morevisibleasaregional currency in East Asia. Riding on
therise of Chinaastheregional hub for intraregional tradein East Asia, the RMB hasbeen
increasingly used as a substitute for local currencies and for trade settlementsin a number
of East Asian economies. If the current trend continues, the RMB has the potentia to grow
into another regional reserve currency: onethat could challenge the dominance of the
USdallar and theeurointhefuture. In fact, Peng et al. (2009, pp. 19-20) present empirical
evidence showing that: “the RMB has already become a significant force impacting the
exchange rates of the Asian currencies and in terms of a reserve currency model and

2 “It takes time for the RMB to fully become international currency: Chinese Premier,” Xinhuanet, 11
September 2009.
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counter-factual show that the RMB’s potential as a reserve currency would be comparable
to that of the Japanese yen and the British pound if the Chinese currency were to become
afully convertible currency today.”

An international currency has to satisfy a number of institutional and economic
conditionsthat encourageits extensive usein globa transactionsin goods and services as
well asin financial ingruments. In thisregard, many anaysts agree that the RMB meetsfew
of the requisite conditions. In realization of this limitation, Chinese policy-makers have
taken afew but Sgnificant stepsin 2009 to eventually set up the RMB as areserve currency.
If successful, this transformation would reduce the dependence of many of East Asia’s
emerging economies on the US dollar for trade settlements and reserve holding. As part of
thisinternationalization endeavor, China has allowed cross-border trade between Hong
Kong and other citiesin East Asia, aswell as the five mainland citiesin China, Shanghai,
Guangzhou, Shenzhen, Zhuhai and Dongguan, to be settled in RMB.

Thislimited opening of RMB invoicing of exports and imports was complemented by
the issuance of RMB-denominated sovereign bonds amounting to RMB6bn to offshore
investorsin Hong Kong on 28 September 2009 in amoveto help mainland borrowersraise
funds in the offshore bond market. Although China does not need any offshore funding
and the amount is small, the issuance has been received as a significant development
signaling the intention of the Chinese Government to provide foreign investors with an
attractive means by which tohold RMB and to create an offshore market to set the benchmark
“risk-free” interest rate for RMB debt instruments, thereby paving the way for further
issuance by mainland companies. This market creation follows a previous semi-public
issuance of RMB bonds. Five state-owned Chinese banks, induding the Bank of Chinaand
China Construction Bank, haveissued RMB bondsin Hong Kong since 2007. Earlier in
2009, HSBC became the first foreign bank to issue RMB bonds (panda bonds) in Hong
Kong, and in December the Asian Development Bank sold a RMB1bn panda bond.

The issuance of RMB sovereign bonds has come on the heels of China’s currency
swap programswith seven economies: Argentina, Belarus, Hong Kong, Indonesia, Malaysia,
South Korea and Russa. Chinaisalso consdering asimilar currency swap arrangement
with Pakistan and Thailand, which would makethetota currency swap amount more than
RMB800bn. The currency swaps allow Chinato receive RMB instead of dollars for its
exports to those economies, thereby expanding the use of the RMB as a trade settlement
currency.

These measures are significant moves towards China’s currency internationalization
but not enough to encouragewider use of the RMB asan international settlement currency.
Chinaneedstodoalot more: it should adopt a moreflexibleexchange rate system, accderate
the opening of its capital account and make the RMB fully convertible. How soon and how
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rapidly would the Chinese authorities be ableto carry out these reforms? Few people would
hazard a guess, but it would not be surprising if it took many years, if not many decades
(Eichengreen, 2009).

I11. Long-term Determinants of Reserve Currency Status

1. Importance of Financial Asset Denomination

Most of the long-term determinants of reserve currency are well known (e.g. Chinn and
Frankd, 2007; Kenen, 2009; Park and Shin, 2009). A country with alarge sharein global
output and trade has comparative advantage in attaining the international status of its
currency. Equally important is confidencein the value of the currency and stahility of the
home country. Much of the erosion of the reserve currency status of the US dollar has been
precipitated by its sustained depreciation and the large current account deficit the US
economy has accumulated. Network externalities (economies of scale and scope) arealso
an important condition for an international currency. Likedomestic money, an international
currency will be more easily accepted and widely used if other countriesare usingit.

An efficient and open financial system that comprises deep and liquid money and
capital markets in the home country constitutes a critical condition for an international
currency because such a system helpsincrease the usage of its currency for denomination
of globally traded financial assets and its share in international financial intermediation.
Countries hosting international financial centerslike the onesin New York and London
would naturally have advantages in enhancing the global status of their currencies.

Thereisavadt literature on the determinants of an international currency for trade
invoicing, but very little written on the denomination of financial assets. According to
Chinn and Franke (2007), wider international usage of a currency for invoicing trade he ps
the currency to be used to invoice financial transactions aswell. They do not explain why
thereis such alinkage. A possible explanation isthat awidely used currency such asthe
USdollar meetsthe scaleand financia conditionsfor an international currency. For example,
borrowersand lenders of a country for which tradeisinvoiced in US dollarswould prefer to
conduct their cross-border financial transactions in the same currency to access wide and
deep international financial markets, where much of the intermediation is conducted in
terms of the US dollar. Countrieswith a net debtor position might also be able to hedge the
currency risk they are exposed to by denominating both trade and financial transactionsin
the same currency. For instance, when the dollar depreci ates, the domestic currency value
of their exportsin dollarsfalls, but so doestheir foreign debt burden. In the opposite case,
their foreign debt burden rises, but so does the domestic currency value of their exports.
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However, in redlity, theredoes not seem to be a clear linkagein the choice of currency
between trade invoicing and financial denomination. The pound sterling and the Swiss
franc are more widdly used asreserve than trade invoicing currencies. The Australian and
New Zealand ddllars areinternationalized, but are mostly borrowing currencies. In general,
if acountry’sfinancial markets are underdeveloped and closed, past experiences suggest
that, other thingsbeing equal, its currency will not be used for invoicing and denominating
for either trade or financial instruments. In contrast, the currencies of countries with well
developed and open financial markets are likely to be used for financial denomination,
although not necessarily for trade invoicing. The yen has declined in importance as a
global unit of account and store of value. As argued below, much of this decline can be
attributed to the dow pace and limited degree of financial market opening. In general, a
greater usage for financial denomination rather than trade invoicing appearsto be amuch
moreimportant qualification for amajor international currency.

At the end of 2007, the total value of the global economy’s financial assets was
estimated to be US$170tn (McKinsay, 2008). Thevolume of the turnover of thesefinancial
assetsis, of course, much larger. Daily turnover of theworld’s currency markets was close
to US$2tn a day and global turnover for theyear as awhole amounted to US$175tn in 2009.
In contrast, thetotal value of global trade (exports plusimports) amounted to US$32tn in
2008 (WTO, 2009). Thismeansthat the gatus of an international currency largely depends
on itsusage asa unit of account for denominating financial ingruments. The importance of
the finance denomination isfurther corroborated by therise of the euro.

Although there are no recent data available, Kamps (2006) showsthat during thefirst
5 yearsof theeuroits sharein invoicing trade continued to grow, both for EU-25 countries
and for non-euro areatrade by European Monetary Union countries. In thelatter case, the
share of the euro jumped from 20.1 percent in 1999 to 27.7 percent 5 yearslater. IntheAsa
Pacific region, the euro’s share grew dightly in export invoicing, but remained unchanged
on theimport side. However, when it comesto financial invoicing, therise of the euro has
been spectacular. Theshare of euro denomination of international money market instruments
shot up to 33.7 percent immediately after theintroduction of the currency in 1999, from
17.3 in the preceding year, and gradually roseto 45.2 percent 10 years later, mostly at the
expense of the US dollar. During the same period, the euro’s share in denomination of
international bond and notes al so soared to 48 percent from approximatey 27 percent.

Much of theincreasehasresulted from financial market integration in Europe, suggesting
that financial denomination hasled much of the euro’s ascendancy as an international
currency. The euro has also muscled in to replace to a growing extent the US dollar asa
dominant reservecurrency. In 1999, the shareof theeuroin global reserve holdingsamounted
toalittle over 15 percent. Ten yearslater, the share had almost doubled.
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For along time, international financia intermediation hasbeen dominated by devel oped
nation commercia and investment banks, securitiesfirmsandinsurancecompanies. Although
these developed nation financia ingtitutionswerein part responsiblefor the near meltdown
of theglobal financial systlemin 2008, their grip on international financeisnot likely towane
in any fundamental sense simply because they enjoy the enormous advantage of network
externalities. Aslong asitsfinancial institutions are unabletojoin thetight network crested
by the giants of global finance, therewill belimitsto the extent that China can increaseits
share of cross-border financial transactions and the use of the RMB as an international
currency.

2. The Japanese Experience

Intheir effortsto expand the global role of the RMB, the Chineseauthoritieswill undoubtedly
search for aroadmap for their internationalization strategy from the past experiences of
other countries. Gao and Yu (2009) consder the evalution of the USdollar and theeuro as
the two successful cases of currency internationalization that might provide guidance to
China. The authors define the US post-war approach as “global,” but Europe’s pre-euro
approach as “regional.” Before settling on either approach, China should learn from the
experiences in its own backyard, in particular the unsuccessful experience of the yen
internationalization.

Japan had worked for internationalization of its currency for two decades beginning in
1984. Not surprisingly, Japan had almost the same matives for the yen internationaization
as China does now for the RMB. In the early 1980s, the status of the yen in international
transactions was neither on par with the economic might of Japan nor with its largest net
creditor position. Japanese policy-makers were leading the campaign of persuading the
public of all the advantages enjoyed by reserve currency countries, as their Chinese
counterpartsmight doin thefuture. Japan had also harbored an ambition of making the yen
areserve currency subsdiary to the US dallar, aswell asAsa’sregional currency. The yen
had the potential to contribute to Asia’s economic stability and to supplement the US
dollar in sustaining thestability of theinternational monetary system (Takagi, 2009). Chinese
policy-makerswould make the same arguments.

According to Takagi (2009, p. 9), at the end of 2003, theinternational status of the yen
remained whereit had been two decades earlier and the Japanese policy-makers cameto the
conclusion that “any further attempt to internationalise the yen or the Japanese capital
markets would be futile.”” Some of the problems associated with the unsuccessful yen
internationalization Takagi elaborates should be areminder to Chinese policy-makersthat
they could stumble across the same problems. In particular, two of these problems offer
valuable lessons to China.
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First, Japan failed to rally cooperation among Asan countriesto accept therole of the
yen asaninternationa currency in theregion. Second, thebig bang financial reform of 1998
did not improve the status of the yen. In conclusion, Takagi (2009, p. 11) points out that
“dictating the world’s choice of key currency cannot be afeas bl e objective of any country’s
domegtic public policy.” However, the yen internationalization was not a total failure as
under its banner Japan has been able to overcome domestic opposition to financial
liberalization and opening.

Although thereislittle to disagree on in Takagi’s assessment, he does not emphasize
one important aspect of Japan’s unsuccessful attempt at the yen internationalization. By
the early 1980s, Japan had succeeded in opening itsfinancial system and making the yen
fully convertible. However, since then Japan has not been able to internationalize its
financial industries. Despite thefact that its economy is the second largest in the world,
Japan hasfailed to nurture aworld classfinancial center somewhere on its soil. None of
the Japanese commercial banks made the list of top ten global retail global commercial
banks in 2008 (Business Insight, 2008).2 None of its banks belonged to the top ten global
investment banks (Reuters, 2008). Despite the fact that Japan has been amajor supplier
of savingsto therest of the world, itsfinancial institutions have been confined in their
businessto the periphery of global financial intermediation. Back in 1995, the share of
international bond notes denominated in yen was morethan 16 percent; in 2008 it was
less than 3 percent. Japanese financial institutions have failed to obtain network
externalities.

IV. Global Approach to RMB Internationalization

In internationalizing the RMB, there aretwo approaches China could follow: oneisagloba
drategy and the other isaregional one. In theformer, the ultimate objectiveisfor theRMB
to attain status as an international currency comparable to the US dollar and the euro.
China’s palicy to enlargeits currency swap network might be seen asevidence of China’s
preferencefor globalization of the RMB.

As Eichengreen (2009) pointsout, Chinamight not haveto participate in any regional
monetary union to attain the economic and financial scale that isa prerequisite for an
international or global reserve currency. Ingead of trying to emulate the European approach
toaregional monetary union, all it hasto doiswait. Thelonger it waits, the greater will be

3 The list includes two Chinese banks: Industrial and Commercial Bank of China and China Construction
Bank.
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itseconomic postionin theregion. TheRMB will eventually emerge asEast Asa’sdominant
currency.* Chinese policy-makers might also prefer the global approach asit would be
easier toinspireand mobilize political support for speeding up financial reform under the
banner of globalization of the RMB.

Chinacanwait, but it will havetowait for along period of time. At this stage of financial
development, according to the indices devel oped by the World Economic Forum (2009),
Chinaisat the bottom of the ranking of East Asian economiesin terms of the degrees of
capital account liberalization and domestic financial market liberalization (Figures 1 and 2).
Starting from such an underdevel oped leve, following aglobal approach tointernationalizing
the RMB will be along and uneven road marked by relapses and obstacles set up by
domestic opposition.

If China keeps up with the current rate of growth, it could easily double its GDP within
a decade. Even then, China will not have realized an economic scale large enough to
challenge the dominance of the US dollar and the euro. Assuming that the US and the EU
economiesgrow 2.5 percent annually for the next 10 years, within adecade China’s economy
will become approximatdy half the size of thesetwo economiesin terms of GDP (Table 1).
Thereareasostructural characteristicsof itstradethat arelikely tolimit theuse of theRMB

Figure 1. Capital Account Liberalization Index
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Sources: World Economic Forum (2008, 2009).
Note: The number on the bar indicates the rank among the 52 sample countries. SG, Singapore; JP, Japan;
ID, Indonesia; KR, Korea; MY, Malaysia; TH, Thailand; PH, the Philippines; CH, China; VN,
Vietnam.

4 To quote Eichengreen (2009, p. 67), “There are plenty of other reasons why a pan-Asian monetary
union is unlikely, but the RMB’s own prospects as an international currency are yet another one.”
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Table 1. Size of GDP: China, US, Europe, and ASEAN +3?

2007 (US$bn) | 2008 (US$bn) | 2010 (US$bn) | 2015 (US$bn) | 2020 (US$bn)
China 3382.445 4327.443 - - 8654.896
Japan 4380.393 4910.692 5100.084 5640.842 6227.945
ASEAN+3 10103.270 11670.01 7739.391 8841.013 18 776.340
USA 14 077.650 14 441.43 15 172.520 17 166.320 19422.110
Euro area 12328.020 13 646.37 14 337.220 16 221.250 18 352.850

Note: 2Author’s estimates using 2008 exchange rates.
It is assumed that: (i) China doubles its GDP over the next 10 years; (ii) the USA, the Euro area and
Japan grow 2.5 percent on average annually; and (iii) ASEAN and South Korea grow at an annual
average growth rate of 4.5 percent.

asatrade invoicing currency.

Thestructure of intraregional trade in East Asiais often compared to a conveyer belt
carrying parts, components and other intermediate inputs produced by Japan and other
Asian economies to China for assembly and exports to the rest of the world.® In this

5 Prema-Chandra (2009) argues that international product fragmentation, the cross-border dispersion of
component production/assembly within vertically integrated production processes, is an important driving
force of the deepening intraregional trade integration in East Asia. Because the bulk of these exports to
China represent a derived demand for China’s exports to the USA and the EU, when China’s export
figures are adjusted, the USA is still an important export market for ASEAN+3.
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conveyor system, China servesas an export platform where it imports morefrom other East
Asdan economies and exports moreto therest of theworld. Over time, the volume of intra-
industry trade in the region will increase, but Chinawill not be able to change its trade
structure much to reduce its exports to the USA and Europe, which are expected to be
denominated in US dollars or euros. As long as export payments are in these reserve
currencies, much of China’simport paymentsare likely to be madein the same currencies.
A large share of China’s imports consists of oil and other raw materials, which are
denominated in US dollars.® Most East Asian countries, which import more from other
regionsand have been running surplusesin their tradewith China, would remain reluctant
toinvoicether exports and importsin RMB unless they had accessto RMB denominated
financial insruments.

On thefinancial side, the problem will be more serious. Asin the case of the euro’s
ascendancy, thewider use of the RMB will fundamentally be predicated on the progressin
financia liberalization and opening Chinacan achieve. Would Chinabe ableto realizefull
convertibility of its currency, reform its policy, and construct the institutions and market
infrastructure needed to build aworld class open financial system over the next decade? It
ispossible, but China’sexperiencewith financial liberalization in the past suggestsard atively
low probahility for such an achievement. Chinahas been striving to develop liquid securities
marketsto open toforeign investorsand to make the RMB fully convertible for financia as
well asmerchandi setransactions for morethan adecade, but it has not made much progress
(Eichengreen, 2009). Most analystsagree that it will take more than adecade for Chinato
establish afinancial regimethat satisfies most of the financial prerequisites for areserve
currency (see Cooper, 2009; Dobson and Mason, 2009; Eichengreen, 2009; Wyplosz, 2010).

From the perspective of the Chinese policy-makers, there might not beany rationalein
following a particular timetable of financial reform solely for RMB internationalization.
Indeed, it isdifficult to believethat RMB internationalization would be high on thelist of
prioritiesof economicpalicy ohjectives, inparticular if thelibera reformincuding privatization
of state-owned banks would deprive the Chinese planners of using finance asan instrument
of industrial and devel opment policy that they have relied on to propd China’s economic
ascendancy. However, China’s efforts to internationalize the RMB should not be
underestimated. Chinese policy-makers are determined to set forth with the RMB
internationalization. How long will theinternationalization of the RMB take? It will largely
depend on the internationalization strategy China chooses.

Itistruethat oncethe RMB isinternationalized, Chinawill not havetohold asmuchin

8 A similar structure of Japan’s trade also helps to explain a disproportionately small share of trade
invoiced in yen as opposed to US dollars. See Chinn and Frankel (2007).
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reserves as it does now and would benefit from some of other advantages of having an
international currency. TheRMB internationalization could also sgnal China’scommitment
to reforming unipolarity of theinternational monetary system dominated by the US dollar
(Zhou, 2009). However, it isnot clear whether these objectives could outweigh some of the
disadvantages associated with currency internationalization that Chinawill haveto bear
(see Kenen, 2009). China might not be ready to phase out itsindustrial policy, for which its
main ingtrument iscontrol over domesticfinancial ingtitutionsand markets. Another difficulty
of the wait-and-see strategy isthat in the absence of any domestic or foreign pressure
Chinamight not be ableto set either agoal or apacefor financial liberalization. Therefore,
following the global approach runstherisk of undermining China’sleadership in East Asia
as China could be portrayed as being insensitive to regional solidarity and economic
integration or as uninterested in leading the formation of an East Asian free trade area
(FTA) or strengthening the existing regiona cooperative arrangementsunder ASEAN+3.

V. Regional Approach to RMB Internationalization:
Creating an ASEAN+New 3 RMB Bloc

If the global approach is not a viable option, would there be aregional strategy that isa
realistic alternativefor China’s currency internationalization? There might or might not be,
depending on theregional dimenson of the RMB internationalization to be chosen. China
could pursueinternationalization of the RMB beginning with itsuse asaregional invoicing
currency for trade and cross-border financial transactionsin East Asa. Ascountriesin its
neighborhood devel op deeper trade, investment and financial tieswith China, they would
have incentives to use more RMB for transaction purposes and as reserve holdings than
previoudly. Some of these countries might opt to anchor their currenciesto the RMB or to
peg their currencies to baskets of major currenciesin which the RMB hasalarger weight.

In theevent that Chinadecides on aregiona srategy, it hastwo optionstocondder. China
might move to createan RMB bloc among the members of ASEAN+New 3, which includes
ASEAN 10, the ChineseMainland, Taiwan and Hong Kong SAR. Alternatively, it could take
advantage of ASEAN+3 asaframework for RMB internationalization (ASEAN+3 approach).
China’ssize advantagewill favor Chinain forming an RMB bloc. This advantage could aso
help Chinalead monetary cooperation and financial integration in East Asia aprocessthat
might elevate the RMB as the dominant unit of account and store of valuein the region.

The creation of the RMB bloc has several appealing features for Chinese policy-
makers. Onefeature isthat the bloc formation islikely to be arather natural evolutionary
outcome of trade expansion and geographical proximity among trade partnersin theregion.
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With the rapid growth of China’strade with its neighboring countries, the amounts of the
RMB circulation in Mongolia, Korea, Vietham, Laos, Myanmar, Cambodiaand Nepal, not to
mention in Hong Kong SAR, havemultiplied since early 2000. The RMB has becomein part
asubstitutefor local currenciesin these economies. There has also been amarked increase
in two-way trade between China and ASEAN, much of which has been at the expense of
their exports to Japan. In 1998, ASEAN sent 3.2 percent of itstotal exports to China. Ten
yearslater, that share skyrocketed to 10.6 percent. A Smilar upsurge hastaken place on the
import side. The ASEAN-China FTA, which comesinto effect in 2010, is expected to give
a further boost to the two-way trade. The FTA will then tend to create market forces
favoring formation of anatural currency bloc dominated by the RMB among ASEAN+New 3.
If they saw the RMB as a potential candidate for a leading international currency, most
ASEAN memberswould be swayed to useit for tradeinvoicing and financial denomination.
Over time, the Chinese currency might complement and gradually replacethe US dollar and
serve as an anchor totiether currenciesin East Asa

Anocther attractivefeatureisthat in establishing an RMB ASEAN-+New 3 bloc although
China will need to deregulate and open its financial markets, the extent of financial
liberalization and opening required will not be as extensive as with following either the
globa or ASEAN+3 approach. All Chinamight haveto doisto createfinancia instruments
in RMB that other members of ASEAN+New 3 can invest in, if they run surplusesin their
trade with China, or borrowing facilitiesin case some of them incur trade deficits with
China.

For Chinese policy-makers, the blocformation might bethe most realisticand expedient
approach they could adopt (Dobson and Mason, 2009). However, this strategy has its
share of disadvantages. Some of the detractors of the ASEAN+New 3 RMB bloc might
guestion whether the grouping would constitute an optimal currency area. Judging by the
standard criteriafor acommon currency areg, it isnot (Park, 2007). However, thisisnot a
serious issue. When activated, the ASEAN—-China FTA will contribute to synchronizing
cyclical movements of the member economies of ASEAN+New 3. Furthermore, as shown
by Franked and Rose (1998), thetraditional criteriafor membership of acommon currency
areaarenot asbinding asthey are often made out to be asforming a monetary union can be
an endogenous process. Because the economic structure is likely to change ex post to
bring about closer co-movements of output of the membersthat participatein a monetary
union, countriesthat do not qualify, on the basis of traditiona criteria such as symmetric
output shocks and labor mobility, as members of a monetary union ex ante could justify
ther entry into the union ex post.

Even if ASEAN+New 3 can become an optimal currency area, the bloc strategy poses
other challengesto the Chinese policy authorities. Foremost isthat theregion isnaot large
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enough to serve as an economic base from which China can launch the eevation of the
RMB as an international currency. Inertia and complacency on the part of the policy-
makerscould st in toweakenincentivesfor financial liberalization, thereby delaying financial
reform and eventually frustrating China’s efforts to globalize the RMB. In the short run,
Chinamight need to stabilize the RMB exchange ratesvis-a-visthe US dollar and the euro
toimprove ASEAN investors’ confidencein China’s currency. For the foreseeabl e future,
the RMB is expected to remain strong vis-a-vis other major reserve currencies. This
expectation will increase the demand for the RMB.

However, if theRMB islikey to appreciate againg the US dadllar, the euro and the yen,
ASEAN member states would be reluctant to | et their currenciesincreasein valuevis-a-vis
the US dollar by linking their currencies to the RMB. The USA, the EU, and Japan still
account for more than 36 percent of ASEAN’stotal exports. Chinawill findit increasingly
difficult to adhereto itsrigid exchange rate sysem, which isinconsistent with its long-run
objective of RMB globalization. However, in the absence of well devel oped financial markets
for derivative products and other hedging instruments, exchange flexibility might not help
to build confidencein the RMB. Herein lies China’sdilemma

Finally, the RMB bloc formation will be opposed by both Japan and Korea, which have
also established FTA with ASEAN. It will derail, if not bring to an end, regional economic
integration through the ASEAN+3 process. It is also unclear how many of the ASEAN
member states are prepared to sacrifice some of their monetary sovereignty by anchoring
their currencies to the RMB. Although ASEAN states need the vast export market China
promises more than ever, some of them might harbor reservations about participating in a
currency bloc to be dominated by a non-democratic super military power.

V1. Regional Approach to RMB Internationalization:
Leading ASEAN +3 Wide Monetary
Cooperation and Integration

Another regional approach involves China undertaking steps towards RMB
internationalization as part of its srategy toward economic integration in East Ada. Inthis
alternative strategy, China sets the timelines and scope of the RMB internationalization
within theregional cooperative framework of ASEAN+3. It isargued in this section that in
leading the expansion and consolidation of ASEAN+3, Chinawill be ableto chart a course
of itscurrency internationalization that will be more manageable and effectivein speeding
up financia reform and internationalization of the RMB than the other approaches.
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1. China and ASEAN+3

Likeall other regions, East Adahasbeen hit hard by the 2008-2009 global economiccriss.
For morethan 6 months after the collapse of Lehman Brothersin September 2008, all East
Asia nations except for China were buried deep in a recession precipitated by the US
subprime crisis. The US Fed was busy pumping more dollars into the global financial
system, but investorsall over theworld gripped with the uncertain outl ook of recovery and
alack of confidencein the financial market weretaking their dollars back to safehaven US
Treasuries. Thisflight exacerbated liquidity shortagesin East Asa.

Although they held more reserves than what the Greenspan—Guidotti—Fischer rule
prescribesand their exchangeratesweremoreflexiblethan before, most East Asian emerging
economies were not ableto fend off the crisis. Once they were perceived to be susceptible
to speculative attack, foreign investors started to dump their holdings of all sorts of East
Adan assets. Under these circumstances, no amount of foreign exchange reserves holdings
appeared to have been enough to keep speculators at bay (Park, 2009).

While many of East Asia’s emerging economies were battling with theliquidity crisis,
the EMU members wereimmuneto such a crisis asthey had accessto thelending facilities
of the European Central Bank (ECB): adefacto lender of last resort for the union. Without
access to liquidity services from either the US Fed or the ECB, East Asia’s emerging
economies were hard pressed to secure reserve currency liquidity, which was rapidly
disappearing. The high costs they had to pay for scarceliquidity, which was equivalent to
anon-reserve currency discount, worsened the crisis. In some countries such as Korea, the
shortagetriggered arun on their central bank reserves.

Thiscrisis experience has underscored the need to create a liquidity safety net, if not
aregional or global lender of last resort. In the absence of such a net, a non-reserve
currency discount would put East Asia’s emerging economiesat a competitive disadvantage
vis-a-vistheir counterparts from reserve currency countriesin international financia
intermediation. However, it isunlikdy that the crisiswill garner enough global support for
constructing such a net. Under these circumstances, aregional arrangement such as the
Chiang Mai Initiative Multilateralization (CMIM) has gained renewed importance as an
alternative source of liquidity support.

The two regional arrangements under ASEAN+3, the CMIM and the Asian Bond
Market initiative (ABMI), were designed to foster monetary and financial cooperation in
East Asia. The CMIM isorganized to provide a collective line of defence against currency
turbulence by providing liquidity support; the ABMI is in place to reduce currency
mismatches and to build deep and resilient regional capital markets, which should reduce
both the frequency and impact of financial disturbances. In thelong run, it was initially
expected that they would lay the foundation for monetary integration in the region.
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However, the CMIM hasfailed to lend wel ght to monetary cooperation and integration
and the ABMI has not been effective in deepening financial integration in the region,
largely because China and Japan have failed to provide the needed |eadership. Now that
the 2008-2009 global financial has proven that the exigting buffers at both the national and
theregional level in East Asia, including large self-insurance against external financial
shocks such as the US subprime crisis, are grossly inadequate, both China and Japan
should riseto the challenge of mitigating the impact of external financial turbulences on
Eagt Asa by supporting the strengthening of the CMIM and the ABMI. As argued below,
for China, thetwoinitiatives could serve asan appropriateregional framework for obtaining
the economic and financial scale China needs to internationalize the RMB.

2. ASEAN+3 as Framework for the RMB Internationalization
Countries belonging to ASEAN+3 account for almost 20 percent of the global GDP. As
shown in Table 1, assuming China can double its GDP within a decade, the region will
become as large as either the USA or the EU in terms of the size of GDP by 2020. If the
membersof ASEAN+3 wereto agree on afreetrade areawhere Chinaisadominant partner,
the economic size of the grouping would be large enough to accommodate the rise of the
RMB as a major international currency. The ABMI and the CMIM could also serve as
vehicles of financial reform for domestic market deregulation and market opening and,
hence, internationalization of the RMB. Compared to the global and ASEAN+New 3
approaches, this alternative has several advantages.

As noted earlier, the ABMI was launched as part of regional cooperative efforts to
construct deep and liquid regional bond marketsin East Asiaby integrating the region’s
domestic bond markets. To this end, theinitiative attemptsfirst to improve the efficiency
and the liquidity of domestic bond markets of individual countries through financial
deregulation. These individual markets are then to be integrated into large regional bond
markets by removing regulatory restrictions on cross-border financial transactions. The
market liberalization and opening will not, however, be sufficient to facilitate cross-border
financial invesmentsunlessregional financia market infrastructurethat includesaregiona
system of clearing and settlement, regiona credit guarantee ingtitutions, hedging facilities
and regional credit rating agenciesisalso congtructed. Theinfrastructure construction will
also need to be accompanied by harmonization of legal and regulatory systems, domestic
dearing and settlement systems, market practi ces, rating standards, accounting and auditing
practices, and withholding taxes on bond coupon payments across the countries in the
region. Eventually, Asian bond markets will be integrated into global capital markets, but
retain the feature of being specialized in trading and issuing of bonds denominated by
regional currencies.
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To make any headway in constructing efficient regional bond markets through the
ABMI, the member countries will need to agree on aregion-wide plan for deregulation of
cross-border financial transactions, where different countries will have the sametarget but
with different speeds of adjustment and timelinesfor financial restructuring. By partici pating
in and leading theimplementation of theABMI, Chinamight develop and carry out itsown
plan for financial market deregulation and opening seen to be consistent with itslevel of
financial development and supported by other members. ASEAN states have agreed to a
plan that involves integration of their financial markets and systems over the next
5-10 years. Nowthat theASEAN-ChinaFTAisin effect, Chinamight consider developing
asimilar plan with apace of reform faster than or in linewith that of ASEAN.

The Chinese authorities might also find it easier to dissuade domestic opposition to
the reform by articulating the need to play amore activerole in regiona integration as the
largest economy in East Asa. Anintegrated regional bond market will need to be supported
by regional financial centers where various financial instrumentsin regional currencies
including the RMB are listed and traded. Compared to other countries, Chinahas natural
advantages in hosting a large financial center. It isa fast growing economy and a net
creditor with a huge capacity to supply capitd tofirmsin other countries.

The ASEAN+3 approach has other advantages. Chinawill not ventureinto uncharted
territory in leading economic integration in East Asia asit can learn from the European
experience. If China decided to follow the European path, playing the role of the pre-euro
Germany, wherethe EMU countriestook a series of concrete steps before creating the euro
and replacing all theindividual members’ currencies aong theway, it would actively par-
ticipatein enlarging and consolidating the existing regional initiatives of ASEAN+3.” With
the backing of ASEAN+3 it could have more leverage in managing its economic relations
with the USA and the EU. For example, should theA SEAN+3 member countriesconsolidate
ther representation in international financial institutions, Chinawill command a greater
voicein setting its agendaand priorities.

Chinawill also find rationalein the strengthening of the CMIM asaregiona liquidity
supporting system. By enlarging the size of the pooled reserves and streamlining the
drawing procedures, the CMIM could serve as an effective liquidity support system and,
hence, asamorereliable regional buffer against external shocks credibleto the market. To
the extent the CMIM helpsto stabilize regional financial markets, it could complement
regional financial integration through theABMI. Inthelong run, it could be nurtured asthe

7 According to Gao and Yu (2009, p. 5), “China should involve itself in a full-fledged monetary union
among ASEN+3 members and the RMB would be self-diminished and replaced by a new single Asian
currency at the final stage.”
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forerunner of aregiona monetary fund if the memberswere more amenableto pooling their
monetary sovereignty. However, before setting a lofty goal of adopting a single currency
or cregtingan Asan version of the ERM asaframework for exchangerate policy cooperation,
China and other members of ASEAN+3 should followed an evolutionary path to monetary
integration.

In this evolutionary process, different members need to be allowed initially to adopt
different exchange rate systems. Some of the ASEAN+3 members might continue to peg
their currenciesto various basketsthat includethe RM B and other major currencies, whereas
Chinaand other countriesmight opt tointernationalizetheir currencies. Theyenwill remain
afreefloating currency. Diversity of the exchange rate systems and lack of exchangerate
policy coordination would invariably lead to a great deal of volatility of regional currencies.
Before trying to work out a cooperative arrangement for stabilizing regional currencies,
however, China should take thelead in forming an ASEAN+3 FTA. Thisisacritical first
step to be taken towards harnessing regional monetary cooperation, becausefreer tradein
theregion isbound to create market pressure on the ASEAN+3 membersto stabilizeintra-
regional exchange rates. If enough pressure wasbuilt up, the memberswould be compel led
to restructure the CMIM as an ingtitutional arrangement for monetary cooperation by
following in the footsteps of the EMU evolution. In this process, the RMB might evolve as
amajor international currency in East Asiato which other members may want to anchor
their exchangerates.

Aspointed out earlier, China, Japan and South Korea have all established similar free
trade pactswith ASEAN. Trade integration among China, Japan and Korea through the
formation of athree-country freetrade areawould then give new lifetoan ASEAN+3 FTA.
China has been activein advancing the idea of creating what is known asa China, Japan
and Korea (CX) FTA. In principle, both Japan and Korea support theidea, but in reality
they believe differencesin trade structure, the degree of protection of domestic industries,
and non-tariff trade barriers, not to mention the political system, are too formidable to
establish a CIK FTA. However, the idea of creating a CIK FTA has recently received
renewed support by the leaders of the three countries. This development might support
Chinain internationalizing the RMB through the ASEAN+3 process.

The future of ASEAN+3 will, to a great extent, depend on the future of Sino-Japan
relationships. The China-Japan cooperation iscrucial in leading the process of economic
and financdial integration in East Asia, asthe France-German alliance has played a central
rolein theintegration and cooperation processin Europe. China and Japan have been
competitors rather than collaborators asthey have different interests and, hence, different
strategies for economic integration in East Asia. Realizing their alliance, the two countries
could soften their positions to compromise on an institutional setting and augmentation of
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theexiging financial architecture of East Asia. Furthermore, thiscompetitiverdationship is
likely to undergo a fundamental change. According to Ikenberry and Kupchan (2010),
Japan has begun to travel down theroad taken by Europe after thefall of theBerlin Wall. As
Japan deepensits bilateral relationship with China, the two countries might finally be able
to attain rapprochement in the same way that France and Germany have managed to build
self-sustaining regional peace.

VII. Concluding Remarks

Chinahasembarked on along and difficult journey to internationalizeits currency. If China
can remain on itsrapid growth path, aswiddy expected, within adecadeit might be ableto
support amagjor international currency that can replacein part therole of the US dollar and
the euro as reserve currencies. However, thisprediction is predicated on China’s ability to
reformitsfinancial system. TheRMB will not bewidely used unless Chinagetsitsfinancial
sector in order by opening up itsfinancial markets to foreign borrowers and lenders and
deregulating cross-border financid transactions. It will also have to increasethe flexibility
of itsforeign exchange rate regime and make the RMB fully convertible.

Now that China has become a major economic power whose palicies can influencethe
course of development of the global economy, Chinese planners might be tempted to
follow a global approach to the RMB internationalization that will seek to attain acurrency
status comparable to that of either the US dollar or the euro. This paper arguesthat China
would be better advised to pursue aregional strategy.

Over time, market forces generated by freer trade between ASEAN and Chinaarelikely
to lead to the devel opment of anatural currency bloc among ASEAN+New 3, where the
RMB is expected to emerge as the anchor currency. However, such a bloc formation is not
currently part of China’s plan. In fact, Chinaneeds alarger regional framework, such asan
ASEAN+3 for a platform to elevate the RMB to aregiona or global currency. Such a
framework for deeper regiona economic integration would provide an ideal setting where
Chinacould devel op amodern and efficient financial system, which isan essential condition
for aglobal currency.
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