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China has madeextraordinary progress and evidences show that the

renminbi is getting closer to becoming a floating currency. — Alan Greens-

pan, 2016
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Beijing was pushed into launching theAsian Infrastructure Investment

Bank by US lawmakers’ refusal to give China greater clout in existing multi-

lateral institutions. Ben Bernanke,2015
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A high degree of RMB internationalization requires significant capital
account liberalization—supported by financial market liberalization including
market — determined interest rates, and by effective financial regulation and
supervision—which in turn would call for greater exchange rate flexibility so

that the People’ s Bank of China (PBOC) can enjoy monetary policy autono-

BarryEichengreen and Masahiro Kawai, 2014
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Abstract

It is inevitable that great currencies are created by great countries. The
world’s greatest economic power towards the end of the 18" century, China
rose to its economic strength yet again. Economic influence is paralleled with
the necessity of the international status of its currency. Throughout world e-
conomic history, currency dominance by a major economic power of the
world was not only the natural result of its sheer economic and financial fun-
damentals, but also the result of a grand strategic vision by its top leadership
and the swift maneuver through fierce currency competition.

This can be witnessed through the extended dominance of the Sterling in
the early 1900s by its commonwealth trade and currency integration. US
dollars overtook the sterling through reconstruction of world order by two
World Wars and the strategic Bretton Woods formation. The construction of
the Euro was also a result of deep political concession in exchange for com-
mon economic prosperity inside Europe. This level of strategic vision and de-
sign was not witnessed in Japanese Yen’s accession to the world stage. China
is a country that has not been in lack of political will or vision in recent his-
tory. In a vision to achieve the RMB’s international status, the Chinese lead-
ership will most likely accomplish this objective with great political foresight
and strategic determination.

As rising powers from the East Pacific, China and Japan shared geopo-
litical, economic, structural, financial and cultural similarities. On this ba-
sis, the comparability study of the rise of the Japanese Yen and the Chinese
RMB warrants a great insight into today’s RMB internationalization process
and the potential barriers it need to break through in order not to repeat the
technical wrongdoings and strategic challenge of the internationalization of
the Japanese Yen.

This dissertation goes in depth into the studies on the important determi-
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nants of an international currency, the functions of an international curren-
cy, and the systemic determinants of an international currency, to examine
the causes of challenges of the Japanese Yen in its internationalization
process.

First of all, in evaluating the major determinants of an international cur-
rency, economic scale ( GDP, international trade), confidence in the cur-
rency (volatility and the velocity of volatility of inflation, exchange rate vola-
tility) , the depth and width of its financial markets, and network externali-
ties, were all examined based on the historical factors of the Japanese Yen’s
internationalization. In evaluating the functional performance of the Japanese
Yen as an international currency, a unit of account, medium of exchange
and store of value were all detailed. In the systemic determinants of Yen’s
internationalization, Japanese central bank’s policy errors and systemic con-
straints in its financial system both were determined to have played a material
factor. In conclusion, from a technical perspective, the Yen never broke
through the dominance of the US dollar as a unit of account in trade. USD
remained the main invoice and settlement currency in Japan’s international
trade. U. S. remained Japan’s prime investment destination at the time of
Yen’s accession to the world, with USD as the most used currency denomina-
tion in its international capital transactions. Hence, Yen neglected the fun-
damental responsibility as an international currency, which is to inject lig-
uidity into the global currency system. Japan’s dilemma in depreciating the
Yen in order to propel its export growth, has always played against its own
benefit of having the Yen respected and trusted as an international reserve
currency, particularly amongst East Asian countries. The policy error of
Japan’s central bank during the time of Japan’s asset bubble in 89-92 | resul-
ted in Japan’s economic contraction, so went the rise of the international sta-
tus of the Japanese Yen.

The study of the internationalization of the Japanese Yen provides many
historical perspectives that Chinese RMB could reflect upon. Based on the
determinants aforementioned of an international currency, an empirical mod-
el was run to forecast the probable reserve currency status of the RMB. Giv-

en allpolicy constraints removed, namely the achievements of full capital
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account convertibility, liberalization of interest rates and exchange rates and
continued political stability, RMB is likely to enjoy equal reserve currency
status with the USD around 2030.

Another empirical study was run to forecast whether RMB has achieved
referencecurrency status in East Asian Economic bloc. Based on the empiri-
cal research, RMB as a reference currency has started to develop its momen-
tum in East Asian bloc. However, its status remains a distance away from
challenging the dominance of the US dollar in the region. However, RMB
has become a more viable reference currency for East Asia, compared with
the Yen.

By comprehensive examination of the internationalization of the Yen,
and the two empirical studies, this dessertation hopes to bring policy advice
to the internationalization of the RMB. There is no doubt that the RMB
needs to break strong technical barriers in enhancing its use as an interna-
tional trade settlement currency, investment currency, and reserve currency,
in an international currency system where the US dollar dominates the global
pricing power on almost all of the natural resources, financial products and
information pricing. If China were to adopt the approach of expanding RMB
use through trade and investment activities with developed economies, RMB
would mostly likely fall into “ US Dollar domination” where China enjoys
miniscule global pricing power, hence currency power. RMB could again
run the risks of becoming an international currency ideal for “carry trade” ,
thereby providing attractiveness only when RMB appreciated and allowed lit-
tle flexibility for Chinese monetary policies. Alternatively, China could ex-
plore the possibility of achieving in parallel, a regional central currency sta-
tus, as a way to eventually gain its central presence in the global currency
system. This could be the most probable approach for Chinese RMB for the
moment, in avoiding the trap of becoming yet another currency for “carry

trade" , in its rise to become a major international currency.

Keywords: internationalization of the RMB, internationalization of the

Yen, determinants of international currency, reference currency
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