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Preface 1

Preface

After the financial crisis, people pay more attention to the issue of RMB
internationalization, and China begins to think the issue of RMB
internationalization from the national strategic perspective, and also takes a
series of positive actions to accelerate the process of RMB internationalization.
From the pilot of Trade Account to the pilot of Capital Account, again to the
construction of Hongkong offshore financial center, RMB internationalization
steadily progress. However, RMB internationalization is not merely a course
of currency exchange and the change of flow conditions, but a comprehensive
reform of economic and financial fields. During the course of RMB
internationalization, it will lead to huge economic and financial risks if any link
does not match, such as risk of capital flow, risk of independence of monetary
policy, especially, the risks of currency substitution and anti-currency
substitution, it will lead to the reversal of the process of RMB
internationalization easily, so we must pay more attention to it and take
actions to prevent it.

Currency substitution is a monetary disturbance of open economy; it is a
substitute phenomenon of foreign currency to domestic currency over a period
of time. The modest currency substitution has its rationality, and it is a
rational choice of the economic subject, reflects the diverse currency needs;
but high currency substitution will have a serious impact on a country’s
economic and financial situation. It has an important influence on the exchange
rate, will bring amplification effect of exchange rate; it will disrupt the normal
financial order, and undermine the financial system control of monetary
authorities, and interfere with the independence of monetary policy; it will
affect the financing capacity of the government, and have a great impact on a

country’s currency tax and inflation tax; it will also affect a country’s balance
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of payment.

As the opposite side of currency substitution, anti-currency substitution
is also a monetary disturbance of open economy, and it is a substitute
phenomenon of domestic currency to foreign currency over a period of time.
No matter compared with Latin American countries with dollarization
phenomenon, countries with economies in transition, but compared with
developed countries, degree of currency substitution in China is in the lower
level, especially since 2001, it was a gradual weakening trend, getting lower
and lower, which shows China is facing is not the phenomenon of currency
substitution, but the opposite phenomenon, namely, anti-currency
substitution that RMB is replacing the dollar.

The emergence of the phenomenon of anti-currency substitution in China
signifies the enhancement of RMB currency competitiveness; it is a
comprehensive reflection of China’s comprehensive national strength and RMB
international status improvement. Specific performance of anti-currency
substitution in China is the decline of foreign currency deposits of companies
and family, the sharp rise of position for forex purchase of central bank, the
Sustained surplus of buying and selling foreign exchange for the customer, the
unceasing expansion of the scale of surrounding of RMB. China's current anti-
currency substitution, on the one hand, indicates the stability of the RMB
exchange rate, and China’s rapid economic growth makes China no the
possibility of currency substitution, and this phenomenon is good for China.
On the other hand, it also has some negative effects on China, for example, it
will lead to some impacts on China’s current exchange rate regime, impede the
independence of monetary policy and affect the effectiveness of monetary
policy.

Currency substitution and anti-currency substitution are all monetary
disturbance of open economy. They are all likely to emerge in the open
economy, and the interaction of the two on the economic system will bring
more complex economic effect and not easy to control.

“Inaction band” theory suggests that currency substitution and anti-
currency substitution all have benefits and costs of their own, if we want to
curb the ascendment of degree of currency substitution and anti-currency

substitution, and make them in a reasonable and acceptable range. It is most



Preface 3

important that we should make their own income not enough to compensate for
their relative cost, therefore, the microscopic economic subject will loss the
motives of large-scale currency substitution and anti-currency substitution.
Based on “inaction band” theory, the book puts forward policy
suggestions to prevent the risk of currency substitution or anti-currency
substitution during the course of RMB internationalization. Such as the
stability and rapid development of macro economy, gradual advance of capital
account liberalization, flexibility of exchange rate regime, reform of the RMB
interest rate, stability of price level and the establishment of cross-border
capital flow monitoring system, etc. , keeping in mind the coordination and

cooperation of policy suggestions in order to prevent according risks.
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