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The Renminbi and Systemic Risk
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ABSTRACT

The internationalization of China’s currency, the renminbi (RMB), is arising in ways
that depart considerably from historical precedent and what law and macroeconomic’
theory would predict. Instead of waiting for international markets for its currency to
evolve organically, the Chinese government has undertaken a quasi-mercantilist strat-
egy designed to promote the currency and its own national RMB-based infrastructure.
This strategy has emphasized tightly managed capital account deregulation over pru-
dential reforms and robust market supervision, and incentivizes foreign jurisdictions to
compete for RMB-based transactions.

China’s monetary strategy introduces novel systemic risks to the global financial
system, including a potentially inadequate provision of renminbi liquidity, a regulatory
race to the bottom between offshore RMB-hubs, and significant transmission belts of
financial risk to even non-renminbi markets. To mitigate these risks, this Article out-
lines a policy recipe of stronger macroprudential oversight, transparent countercyclical
capital account reforms and credible commitments to refrain from competitive cur-
rency devaluations.

I.INTRODUCTION
Few, if any developments in the next decade—whether it be the United Kingdom’s
Brexit from the European Union, or President Trump’s trade and regulatory
politics—are poised to redesign the very structure of international capital markets
more than the internationalization of China’s currency, the renminbi (RMB, or alter-
natively ‘yuan’ when referencing units in the currency). As China, the world’s leading
trading nation, attempts to evolve from an export-based to an efficient services-based
economy, its government is increasing the availability of the yuan in more far-flung
parts of the world. By allowing Chinese savers to invest their money overseas, and
permitting US companies and other Western firms to sell stocks and bonds denomi-
nated in RMB instead of the US dollar (‘dollar’), Mainland authorities hope to speed
structural reforms at home and potentially rebalance the global economy. With tril-
lions of dollars in value and market capitalization at stake, the process has already led
to the adoption by the International Monetary Fund (IMF) of the RMB as one of its
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five key currencies,’ and the launch of RMB trading hubs in Berlin, Toronto,
London, Hong Kong and most recently New York (to name a few).” The Chinese
Government is, in the process, redesigning how and where finance is practiced across
the globe.

Although China’s currency routinely garners front-page attention from the world’s
leading newspapers, there is a great deal of confusion about its spread across the
globe. Economists have tended over the past several years to frame the international-
ization of the renminbi, or ‘Redback’, as an emphatically market liberalizing process.
This is because under normal circumstances any country’s decision to make its cur-
rency more available globally necessarily involves allowing the market to decide
when, how and where it is used. For China, this change would be especially note-
worthy. For over a half century the government severely restricted the flow of the
currency in order to restrain the investment options of domestic savers and maintain
an attractive exchange rate for exports. Internationalization would presumably re-
verse these trends and help level the playing field. It would require releasing stocks,
bonds, and derivatives denominated in renminbi to foreign investors craving to par-
ticipate in China’s growth, and in the process help tether the exchange rate to forces
of supply and demand. China’s savers, meanwhile, would be free to participate in glo-
bal capital markets and put their resources to use in the USA, Europe, and beyond.

Yet the manner in which these reforms are unfolding is unique to history and de-
parts significantly from what can be considered the dominant canon of ‘law and
macroeconomic’ theory.> For over a generation, scholars and market participants
have argued that although sound fiscal and monetary policies are helpful, the

1 Keith Bradsher, ‘China’s Renminbi Is Approved by LM.F. as a Main World Currency’, NY Times (30
November 2015), http://www.nytimes.com/2015/12/01/business/international/china-renminbi-reserve-
currency.html? _r=0 (visited 30 December 2016).

2 ‘Chinese Central Bank Designates Renminbi Clearing Bank in New York’, The Financial Times (21
September 2016), https://www.ft.com/content/40bSea7e-7fca-11e6-8e50-8ec15tb462f4  (visited 30
December 2016); Frankfurt wird Handelszentrum fiir chinesischen Yuan [Frankfurt Will be Trading Center for
Chinese Yuan)], Siiddeutsche Zeitung (22 March 2016, 4:49PM), http://www.sueddeutsche.de/news/
politik/international-frankfurt-wird-handelszentrum-fuer-chinesischen-yuan-dpa.urn-newsml-dpa-com-
20090101-140328-99-07789 (visited 30 December 2016). Randall Palmer and Euan Rocha, ‘Canada to
Launch Yuan Clearing Hub, Deal Imminent — Sources’, Reuters (4 November 2014), http://www.reuters.
com/article/canada-china-yuan-idUSLINOSU1HV20141104 (visited 30 December 2016).

3 This cannon, like international monetary relations, has had recurring fits and starts in American legal schol-
arship. According to Yale law professor Friedrich Kessler, in his half century review of Columbia law pro-
fessor Arthur Nussbaum’s Money in the Law (1939), which explored monetary law:

Because of the unparalleled relative stability of economic and monetary conditions which charac-
terized the period ending with the World War, lawyers of the pre-War period did not regard
money ‘as a problem of paramount importance, but as an established fact”, and did not find legal
problems of money exciting enough to write about. It is, therefore, not surprising that the classic
treatments on money by Savigny and Gustav Hartman (1868) had scarcely any successors on
the continent nor any counterpart in the Anglo-American legal literature. It needed the great
monetary disturbances which followed the World War to change this attitude. Problems of
money were no longer interesting only to the economist; they became fascinating even to the

lawyer.

40 Columbia Law Review175 (1940), 175.
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internationalization of a currency is only possible once domestic financial markets
supporting it are deep enough and adequately regulated.4 Once those conditions are
present, foreign investors may then have an interest in the currency if the country’s
economy is large enough and sufficiently integrated into the global economy.

China has undertaken steps that diverge, however, from standard policy expect-
ations. Instead of allowing time for a robust regulatory infrastructure to mature, and
for the acceptance and usage of renminbi to arise organically, the Chinese govern-
ment has taken the lead in advancing—and controlling—the internationalization
process. Far from reflecting a natural process of market development and growth,
the export of the currency is characterized by novel market arrangements and finan-
cial alliances that not infrequently promote China’s own national RMB-based infra-
structure and financial institutions abroad. All along, the government’s policy
reforms have emphasized market access and liberalization over upgrades to pruden-
tial and supervisory oversight. Capital controls consequently continue to be an

With the establishment of the IMF several years later in 1944, a flourishing universe of articles would
address Bretton Woods, and varying financial crises that would arise from time to time from countries
experiencing balance of payments crises, including the Greek financial crisis. See generally John H.
Williams, ‘International Monetary Plans After Bretton Woods’,23 Foreign Affairs38 (1944); Harry Dexter
White, “The Monetary Fund: Some Criticisms Examined’, 23 Foreign Affairs 195 (1945); Frank Albert
Knox, International Currency Experiences: Lessons of the Inter-War Period, League of Nations Publication
Department (1944) 249; Klaus Knorr, ‘The Bretton Woods Institutions in Transition’ 2 International
Organization 19 (1948); George N. Halm, ‘International Measures for Full Employment’, 32 Review of
Economics and Statistics 235 (1950); John H. Williams, “The Marshall Plan Halfway’, 28 Foreign Affairs
463 (1950); Bernard S. Meyer, ‘Recognition of Exchange Controls after the International Monetary Fund
Agreement’, 62 Yale Law Journal 867 (1952). However, relatively few scholars since the 1950’s have in-
spected with vigor just how legal rules themselves impact how macroeconomics is practiced and medi-
ated, and money in society generated. One explanation is that macroeconomists have not traditionally
addressed the types of institutional-design issues that concern lawyers. Mark Kelman, ‘Could Lawyers
Stop Recessions? Speculations on Law and Macroeconomics’ 45 Stanford Law Review 1215 (1993),
1217. Furthermore, law and money are historically specific institutions. Katerina Pistor, “Towards a Legal
Theory of Finance’, 41 Journal of Comparative Economics 315 (2013). Thus unlike law and microeco-
nomics, which deals with the application of theory to facts, the very bases of macroeconomics are often
disputed. Bruno Meyerhof Salama, ‘The Art and Law of Macroeconomics’. 74 University of Pittsburgh
Law Review 141 (2016). Scholars have, however, ventured into policy debates focused on state interven-
tions in currency markets (especially China’s) and their implications for international law. See, e.g,
Robert Staiger and Alan Sykes “Currency Manipulation” and World Trade’, 9 World Trade Review 583
(2010); Haneul Jung, “Tackling Currency Manipulation with International Law: Why and How Currency
Manipulation Should Be Adjudicated?’, Manchester Journal of International Economic Law (2012). This
Article takes a fundamentally different approach by considering the renminbi’s internationalization in light
of the control wielded by the government, and how it relates to financial regulation, international and
otherwise.

4 Barry Eichengreen, “The Renminbi as an International Currency’, 33 Journal of Policy Modeling 723
(2011); Paola Subacchi, ‘One Currency, Two Systems: China’s Renminbi Strategy’ (Chatham House,
Briefing Paper IE BP 2010/01, 2010); Richard Portes and Helene Rey, “The Emergence of the Euro as an
International Currency’, 13 Economic Policy 305 (1998); Yongding Yu, ‘Revisiting the
Internationalization of the Yuan’, in Shao Binhong (ed.), China in the World: The World in 2020 According
to China: Chinese Foreign Policy Elites Discussing Emerging Trends in International Politics (2014), at 231.
This view has also been embraced officially by international organizations as well. See Samar Maziad et al,,
‘Internationalization of Emerging Market Currencies: A Balance Between Risks and Rewards, (Intl
Monetary Fund, Staff Discussion Note 17, 2011), https://www.imf.org/external/pubs/ft/sdn/2011/
sdn1117.pdf (visited 30 December 2016) (noting the need of deep and liquid capital markets for currency
internationalization).
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essential ingredient of containing risks and incentivizing competition among poten-
tial hosts of renminbi markets.

China’s unprecedented policy recipe generates a number of critical questions that
go to the heart of cross border financial and monetary stability. Among them: Is a
government-led process of currency internationalization possible, and if so, what fi-
nancial risks does this present? To what extent can market liberalization safely pre-
cede regulatory reform, and are capital controls adequate substitutes for prudential
safeguards? What are the risks and benefits of a system of highly managed, and at
times legally distinct, pools of liquidity for cross-border finance? And closely related,
what kinds of risks arise to a piecemeal capital account liberalization strategy where
the issuing country is both a leading global trading nation but vulnerable to intermit-
tent (and significant) bouts of capital flight?

This Article provides a framework for exploring these questions. It offers an insti-
tutional overview of the complex web of regulatory and market programs designed
to help bolster the availability of the currency—and argues that although the liberal-
ization of China’s capital account potentially helps rebalance global growth, the gov-
ernment’s approach towards doing so introduces novel systemic risks to cross-border
finance. Firstly, the strategy adopted by China to limit the availability of the
renminbi—which is itself premised on helping support the currency’s appreciation—
fragments the renminbi’s global liquidity and generates a number of potential pay-
ment and credit risks for institutions transacting in the currency abroad.
Furthermore, the country’s financial system is riddled with weaknesses in accounting,
auditing, credit rating agencies and even derivatives regulation that could expose its
capital markets to intermittent crises as liberalization progresses. Yet incentives for
reform, especially on the supervisory front, may be limited. Unlike the past where de-
veloped host markets provided incentives for emerging markets to improve their do-
mestic rules and regulation, China’s rationing of the renminbi potentially enables the
very opposite outcome insofar as major financial centers compete to host RMB-
based markets.

In light of these risks, this Article proposes an alternative conceptual framework
for currency internationalization that leverages financial openness in ways that pro-
mote macroprudential reform alongside macroeconomic liberalization. The Article
advises that the quality of China’s regulatory ecosystem needs significant enhance-
ments, and that a legal framework for exporting the currency needs to better address
not only the still disjointed nature of renminbi availability, but also the challenges
posed by eroding currency fundamentals.

To demonstrate, Section II provides an overview of the law and economics of cur-
rency internationalization, and examines why and under what circumstances a coun-
try might seek to internationalize its currency. Section III offers a detailed overview
of just how China is undertaking the internationalization process. It examines the
most critical market and regulatory innovations undertaken to ‘export’ the renminbi,
and examines what role they play in the capital account liberalization process.
Section IV lays out a conceptual blueprint of the kinds of systemic risks accompany-
ing such approaches. In the Article’s final step, Section V proposes reforms that
synch macroeconomic liberalization with macroprudential regulation, lower the risk
premium for foreign investors engaging in onshore investment, and provide credible
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commitments to refrain from competitive devaluations of the currency in order to
expand current account liquidity.

In advancing these claims, this Article makes several contributions. Firstly, it is
one of the first theoretical engagements with currency internationalization in the
legal literature, and reveals increasing shifts and variation in how capital account de-
regulation can arise.” Secondly, the Article complicates (often well deserved) plaudits
earned by China’s financial reforms, and highlights how the very mechanisms facili-
tating the export of the renminbi—and the government’s control and manipulation
of it—enable poorly regulated instruments and institutions to endanger foreign in-
vestors and infrastructures, including those in the USA. Thirdly, and finally, the
Article offers a recipe of pragmatic policy reforms for mitigating some of the short-
comings and excesses of China’s currency internationalization strategy.

II. THE LAW AND ECONOMICS OF CURRENCY
INTERNATIONALIZATION
A number of foundational macroeconomic principles deserve discussion in order to
evaluate not only what steps China is taking to export its currency, but also to appre-
ciate the novelty and unique challenges those steps present. Below the Article under-
takes such an analysis and demonstrates the importance of policy and law in
enabling the export of a currency beyond the borders of its home country.

A. What is an international currency?

Even among economists, what exactly is meant by an international currency depends
on context, but the term generally refers to a currency that is used in many parts of
the world and by people who may not be based in or citizens of the country that
issues a cumrency.6 As a gauge for internationalization, commentators examine the ex-
tent to which foreign private market participants and other governments rely on a
currency in ways that reflect the three key roles of money as a medium of exchange,
unit of account, and store of value.”

S Despite its heavy coverage in American and internationalization media, to my knowledge, the only US
scholarship concerning renminbi internationalization is Terry Chang’s insightful study, “The International
Use of Currencies: The Dollar and the Euro’, 25 Columbia Journal of Asian Law 62 (2012). This article
does not, however, tackle currency internationalization generally or the historical and practical implications
of China’s highly distinctive monetary approach to increasing the cross border use of the yuan. Weitseng
Chen has also released an excellent article addressing the procyclicality of Chinese financial reforms.
Weitseng Chen, ‘China’s Long March to Dismantling the Financial Great Wall: RMB Internationalization
and Macroprudential Policy’, in Systemic Risk, Institutional Design, and the Regulation of Financial Markets I
(OUP, 2016), at 143-75.

6 See George S. Tavlas and IMF, ‘The International Use of Currencies: The Dollar and the Euro’, 35
Finance and Development http://www.imf.org/external/pubs/ft/fandd/1998/06/tavlas.htm (describing
basic functions of money) (visited 30 December 2016).

7 Hongyi Chen and Wensheng Peng, ‘The Potential of the Renminbi as an International Currency’, in
Currency Internationalization: Global Experiences and Implications for the Renminbi (UK: Palgrave
Macmillan, 2010), at 115; Ewe-Ghee Lim, ‘The Euro’s Challenge to the Dollar: Different Views from
Economists and Evidence from COFER (Currency Composition of Foreign Exchange Reserves) and
Other Data’, (Int'l Monetary Fund Working Paper No. 153, 2006); Barry Eichengreen, ‘Sterling’s Past,
Dollar’s Future: Historical Perspectives on Reserve Currency Competition’ (National Bureau of Economic
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The first role, that of the currency as a medium of exchange, reflects the degree to
which a currency is relied on by buyers and sellers as acceptable payment for the pur-
chase of goods, and for financial affairs.® For this to occur, currencies must be both
legal tender and accepted as a matter of market practice as exhibiting an exchange
value for a wide range of economic transactions.

Internationalization is also measured by the degree to which a currency as a unit
of account to value the goods, services, or accounting values.” Notably, a currency’s
popularity as a means of account need not reflect the extent to which it is used as a
medium of exchange. Instead, the cost of a good could be measured in one currency,
though other currencies could be used to pay for it. That said, when a currency is a
popular unit of account, it suggests that it operates as a reference point for interna-
tional transactions, regardless of whether any particular market participants are actu-
ally holders of the currency.

The final critical query concerning a currency’s function as money is whether or
not it operates as a stable store of value.’® In contrast to the first criterion, which
focuses on the acceptability of a currency as a means of commerce, the question of
value relates to whether or not a currency can function as a reserve asset, over time.
If a currency may be used as a means of exchanging value, but is not viewed as a reli-
able score of such, it is unlikely to enjoy high demand since the ability of an individ-
ual or company to deploy it could be limited by depreciation.

International currencies fulfill these three roles of money for private and public
interests, and in different countries. Private parties use an international currency
across borders for commercial transactions, reference the currency to denote the
value of transactions, and keep it as savings. All of these criteria operate at the official
(state) level as well. Governments use international currencies to purchase goods, as
references for international transactions (like bond issuances), and when participat-
ing in foreign exchange markets. Most important, they like private parties hold cur-
rencies as reserve assets on their sovereign balance sheets.

Just how ‘international” the scope of these usages are is defined, as one might sus-
pect, by the geographic range within which they occur. At any given time a small
number of currencies tend to play what can be described as a global role in the inter-
national financial system. The most international of all currencies are relied upon for
commercial transactions between individuals, corporations, and states all who may
not be (and usually are not) nationals of the country issuing the currency. Other cur-
rencies, by contrast, may only be used regionally, and others still only locally.
Meanwhile, some currencies may frequently be used as a unit of account and center-
pieces of central bank balance sheets, whereas others may have little salience outside
of their own national borders or in the hands of specialized investment funds. The
concept of internationalization thus reflects whether or not the currencies are used

Research Working Paper No. 11336, 2005); George S. Tavlas, ‘On the International Use of Currencies:
the Case of the Deutsche Mark’ (Int'l Monetary Fund Working Paper No. 3, 1990).

8 Takatoshi Ito, “The Internationalization of the RMB: Opportunities and Pitfalls’ (Council on Foreign
Relations, CGS/IIGG Working Paper, 2011), 4, http://www.cfr.org/china/internationalization-rmb-
opportunities-pitfalls/p26287 (visited 28 September 2017).

9 Ibid at 3.

10 Tbid, at 6.
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broadly or more modestly, and as such denotes a spectrum of activity from bilateral
commercial transactions to larger international banking and investment activities.

B. Why (not) internationalize a currency?
The internationalization of a currency is for the most part a market-driven phenom-
enon, though it relies in part on a series of policy choices by the country issuing the
currency.'" Perhaps none is more important than that allowing the currency to be
held and used beyond its national borders. Official policy can then be executed in a
variety of ways, and with the help of a myriad of regulatory tools and rules designed
to calibrate the nature, speed, and volume of offshore currency transactions.'

1. The benefits

Several factors lead countries to increase the cross-border use of their currency. For
one, to the extent to which it is successful, countries that have internationalized their
currency should, all else being equal, experience cheaper borrowing costs.'® This is be-
cause international currencies not only serve as a means of purchasing goods, but also
function as instruments of savings and liquid assets in times of trouble. International
currencies are reserve assets for financial institutions and central banks, and as such
have greater utility than other currencies.'* Governments that issue international cur-
rencies can as a result usually issue more debt, with lower interest rates, than those
with less convertible or popular currencies. The costs of credit, as well as the penalties
for deficits—both fiscal and trade—are, other things remaining constant, less.

An international currency can also provide advantages for domestic business inter-
ests in international commerce. Firms based and operating in countries with interna-
tional currencies can more easily avoid foreign exchange risks, as well as the costs of
converting their currency into others when transacting abroad."> Purchasers can
transact in the local currency, without having to convert their currency into that of a

11 Notably, some experts have indicated that under some conditions internationalization may arise quickly if
an economy is large enough. See, eg, Arvind Subramanian, ‘Renminbi Rules: The Conditional
Imminence of the Reserve Currency Transition’ 13 (Peterson Institute for Economics Working Paper
No. 11-14, 2011), http://citeseerx.ist.psu.edu/viewdoc/download;jsessionid=91C7SE3784DF31DE01
DBESFOE99CAD632doi=10.1.1.226.5947&rep=rep1&type=pdf (visited 30 December 2016), (finding
possible rapid transition, especially where economic size is large and given the historic importance of
trade in internationalization). Most experts, however, expect internationalization to arise slowly. See
Jeffrey Frankel, ‘Historical Precedents for the Internationalization of the RMB’, 27 Journal of Economic
Integration 329 (2012), 352, https://www.hks.harvard.edu/fs/jfrankel/RMBintnztnJEI2012pg329~365.
pdf (visited 30 December 2016) (noting the importance of not only GDP, but depth of capital markets).
See also Daniel Drezner, ‘Will Currency Follow the Flag?’, 10 International Relations of Asia Pacific 389
(2010), 399, http://irap.oxfordjournals.org/content/10/3/389.abstract (visited 30 December 2016)
(noting that ‘even when an economic hegemon is on the decline, reserve currencies are remarkably per-
sistent entities’).

12 See Section III above and accompanying discussion on ‘exporting’ the renminbi.

13 Eswar Prasad and IMF, ‘The Dollar Reigns Supreme, by Default’, 51 Finance and Development 34
(2014), at 37, http://www.imf.org/external/pubs/ft/fandd/2014/03/pdf/prasad.pdf (visited 30
December 2016) (noting that in addition to the prestige conferred by this status, it also means access to
cheap financing in the country’s domestic currency).

14 Ibid (noting that even as the stock of US federal debt has been rising, foreign investors have steadily
increased their share of the portion of that debt that is ‘privately held’).

1S Frankel, above n 11, at 331.
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counterparty or third party when buying goods and services; likewise, sellers need
not convert proceeds from sales into domestic currencies. Foreign transactions are as
a result, easier, less risky, and cheaper to execute.

Lastly, internationalization can increase the size of a country’s financial sector, spur
improvements in a country’s financial sector, and inspire fiscal discipline."® Not only is it
more likely that banking and equity markets become bigger as new entrants from abroad
enter them, but also, supervision, regulation, and corporate governance may improve as
foreign investors demand higher quality regulatory ecosystem that better approximates
their own.'” Greater cross-border capital flows can thus help catalyze domestic financial
market development. Internationalization also exposes domestic companies to more
competition for capital, and more pressure to innovate and become more efficient, since
domestic savers have more choices as to where to invest their money. Fiscal discipline
could similarly improve as governments with international currencies more seriously
commit to prudent spending and low inflation policies in order to attract and keep for-
eign investors who might otherwise be concerned with foreign exchange risk.'®

2. The costs

Macroeconomists emphasize that, despite the benefits, allowing a currency to become
more central to the global economy is not a decision to be taken lightly.
Internationalizing a currency makes it more difficult for a country to control its monet-
ary policy. When foreign investors can purchase and take a currency abroad, mechan-
isms available to the currency’s home country to control inflation, and even economic
growth, become less effective or more difficult to operationalize.' This is because when
capital is trapped in a country, governments can tinker with domestic regulations in
ways that divert resources to preferred sectors or firms. So, for example, by capping
interest rates customers receive on bank deposits, or limiting the investment opportuni-
ties of pension and insurance funds, capital remains cheap for eligible borrowers. This
‘financial repression’ ties savers to low return, but lowers the cost of capital for favored
firms and industries.”* Internationalizing currency undermines this policy tool, and by
extension government control of the economy, by allowing savers to put their money
in foreign institutions, which they would, insofar as they offered higher rates of return.”!

Internationalizing a currency can also make a country’s exports less, not more,
competitive.22 For one, internationalizing a national currency makes it harder for its

16 Eswar S. Prasad and Raghuram G. Rajan, ‘A Pragmatic Approach to Capital Account Liberalization’, 22
Journal of Economic Perspectives 149 (2008), at 152.

17 Ibid, at 153.

18 Ibid.

19 Liging Zhang and Kunyu Tao, ‘The Benefits and Costs of Renminbi Internationalization’ (Asia
Development Bank Institute, Working Paper No. 481, 2014), 16, https://www.adb.org/sites/default/
files/publication/156336/adbi-wp481.pdf (visited 30 December 2016) (noting that a country must forgo
its domestically oriented monetary policy when its capital account is liberalized).

20 Nicholas R. Lardy, ‘Financial Repression in China’ (Peterson Institute for International Economics, No.
PB08-8, 2008), 1-2, https://piie.com/sites/default/files/publications/pb/pb08-8.pdf (visited 30
December 2016) (describing financial repression as a tax on households).

21 As aresult, financial repression inhibits commercial banking and income growth. Ibid, at 6.

22 See Frankel, above n 11, at 332-33 (noting how internationalization increases demand for currency and
comprises the flip side of seignorage).
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home government to manipulate its value, and if necessary devalue it in ways that
can make domestic goods less expensive. Additionally, internationalizing a currency
inherently increases its utility, and by extension, its market value. A currency be-
comes not only a means of exchange for domestic citizens, but also an instrument of
value for foreigners. Thus foreigners, like domestic parties, will seek to own it.
Heightened demand will increase the value of the currency, and by extension make a
country’s exports more expensive vis-a-vis others. Consequently, the USA largely
shirked from asserting the dollar as an international currency in the 1910s and
1920s, just as Germany and Japan sought to prevent greater use of the Deutschmark
and yen in the 1970s and 80s.”*

Economists and financiers note that the benefits of internationalization are gener-
ally only available once a country has attained a certain level of domestic institutional
development.24 Otherwise, financial openness can unleash chaos on its domestic fi-
nancial markets. When a country internationalizes its currency, it in effect makes pos-
sible large and volatile swings in the movement of capital in and out of the country.
As a result, it is necessary that domestic banks be extremely well regulated before the
gates are opened to foreign money. Countries also need deep and liquid bond mar-
kets to provide a diversity of long-term investment opportunities denominated in the
currency for absorbing and withstanding capital inflows and outflows. Otherwise,
poorly regulated banks tend to put all the money into one or two sectors—usually
real estate related—causing an unsustainable ‘bubble’ in prices that can ‘pop’ in ways
that bring down the domestic financial system.** If a country does not enjoy one or
both of these bulwarks, it may not be in its long-term interests to allow its currency
to float or to export its currency to far-flung locales.®

Many experts point to the 1997 Asian financial crisis as an illustration (and cau-
tionary tale) of the systemic risks that can arise when financial openness precedes
regulatory maturity. Before opening up its domestic financial markets to foreign in-
vestment, and loosening restraints on the currency, the Thai government adhered to
a strict policy of financial regulation ‘that limited credit expansion of commercial
banks’.*” But starting in the early 1990s, a new policy of financial market deregula-
tion was introduced, and the peg of the Thai baht, the country’s currency, to the US
dollar was loosened.”® In the wake of the reforms, capital poured into the country’s
stock market and local real estate, supported by debt provided by poorly regulated

23 See Sebastian Mallaby and Olin Wethington, ‘The Future of the Yuan: China’s Struggle to
Internationalize Its Currency’, 91 Foreign Affairs 135 (2012), at 137.

24  Prasad and Rajan, above n 16, at 154.

25 Financial innovation and liberalization must, in short, not ‘cause a boom that eventually goes bust’. Depth
and liquidity must as a result be sustainable in the financial market, but where it is, can be one of the
most important contributing factors to internationalization. Livia Chitu et al, ‘When Did the Dollar
Overtake the Sterling as the Leading Currency?” (National Bureau of Economic Research, Working Paper
No. 18097, 2012), 3, http://www.nber.org/papers/w18097 (visited 30 December 2016).

26 See Ibid.

27 Narisa Laplamwanit, ‘A Good Look at the Thai Financial Crisis in 1997-98’, Columbia University (1999),
http://www.columbia.edu/cu/thai/html/financial97 98.html (visited 30 December 2016).

28 Ibid.
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domestic and foreign banks.*’ Eventually, however, the economy slowed, and capital
inflows began to reverse themselves, at times violently, as investors retreated.

Thai monetary authorities responded to the sell-off in a number of ways, includ-
ing capital controls and eventually raising interest rates. By taking such steps, which
also included intervening in foreign exchange markets to support the currency, offi-
cials hoped to attract foreign investors to the country and thus rebuff capital out-
flows.>® However, higher interest rates slowed economic growth, and the Thai
government eventually exhausted much of its foreign reserves from the country’s cur-
rency interventions. Ultimately, monetary authorities announced they would aban-
don what was left of their dollar peg and adopt a managed float instead. The baht
plunged, declining 40%.>"

The baht’s devaluation ignited chaos in not only Thailand’s financial markets, but
also other markets throughout Southeast Asia, including Indonesia, Malaysia, and the
Philippines—all countries that had also linked their currencies to the dollar in order
to invite more foreign investors.>? Eventually turmoil would spread to major financial
centers including Hong Kong, Korea, and Singapore. With relatively open capital ac-
counts and capital flows, stock markets experienced historic levels of volatility and
even stronger currencies began to depreciate—and investors sold off currencies, im-
periling borrowers who had borrowed in foreign currencies.”® As in Thailand, offi-
cials throughout Asia attempted to defend currencies dumped in foreign exchange
markets and would exhaust their reserves and exacerbate already considerable eco-
nomic recessions at home.>*

The renminbi was, however, a notable exception to the chaos.® In contrast to
most of its neighbors, China had preserved a closed capital account, and weathered
the crisis relatively unharmed.*® Instead of purchasing renminbsi, officials focused on
purchasing US dollar denominated debt in order to preserve a peg to the greenback

29  Frederic S. Mishkin, ‘Lessons From the Asian Crisis’ (National Bureau of Economics Research, Working
Paper No. 7102), 711, http://pascaliseg.utl. pt/~aafonso/eif/pdf/257.pdf (visited 29 September 2017)
(noting the inadequacy of the regulatory system in Thailand); see also Giancarlo Corsetti et al, ‘What
Caused the Asian Currency and Financial Crisis?’, Japan and World Economics (manuscript at 7),
https://www.newyorkfed.org/medialibrary/media/research/economists/pesenti/whatjapwor.pdf (visited
29 September 2017) (noting that the drop of the real estate and stock markets led to the emergence of
wide losses and outright defaults in the corporate and financial sectors).

30 Thailand’s first response was notably instituting capital controls for onshore and offshore trading of the
currency; raising interest rates introduced, by contrast, the onerous risk that they could further endanger
banks saddled with bad loans. Corsetti et al., above n 29, at 50.

31 Laplamwanit, above n 27.

32 Ibid.

33 Ibid.

34  The belated imposition of higher interest rates in Thailand in particular would also, notably, induce credit
squeezes that increased the number of bad loans, thereby lowering confidence in the economy. Corsetti
et al,, above n 29, at 50.

35 See Kiristin J. Forbes, “The Microeconomic Evidence on Capital Controls: No Free Lunch’ (National
Bureau of Economic Research, Working Paper No. 11372, 2005), 1, http:/ /www.nber.org/papers/
w11372 (visited 30 December 2016).

36 Hongying Wang, ‘The Asian Financial Crisis and Financial Reforms in China’, 12 Pacific Review 537,
(1999), 538, http://www.tandfonline.com/doi/pdf/10.1080/09512749908719305 (visited 30 December
2016) (noting that China suffered minimal direct effects due to the closed current account, and only
experienced secondary complications that would only eventually slow the economy).
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that would, among other things, artificially cheapen the yuan and proffer trade advan-
tages for its exports. Notably, the country’s interventions would only accelerate from
2003 through 2014, the “decade of manipulation” most pivotal for China’s growth, in
which China bought more than $300 billion annually to resist the appreciation of its
currency by artificially keeping the exchange rate of the dollar strong and the ren-
minbi’s exchange rate weak.>” According to noted economist Fred Bergsten, China’s
competitive position was strengthened “by as much as 30 to 40 percent at the peak
of the intervention,” and its manipulation of the currency explained most of China’s
large trade surpluses, which amounted to a massive 10 percent of its 2007 GDP.*®

Over the past decade, however, and especially since the 2008 financial crisis,
China has begun to alter its monetary course, in part due to new economic necessi-
ties. With a quarter century of continuous growth behind it, officials are increasingly
questioning the benefits of a policy that, in essence, involves purchasing low yield,
and potentially more risky, U.S. treasury debt to finance higher interest borrowing.
In particular, China’s exposure to modestly depreciating dollars during the financial
crisis convinced many of the country’s technocrats that China should diversify out of
its own dollar reserve assets and moderate the stockpiles of debt it holds from for-
eign governments—and foreign exchange risk®”—that accumulated as a result of its
persistent trade surpluses.*” Part of such diversification could come from relying on
the country’s own currency for cross border transactions. Many reformers are also
convinced that internationalization could help usher in broader changes in the econ-
omy as well. China’s economy has reached a tipping point where it is required to
transition from an investment- and export-based economy to a consumer-based
economy. Domestic consumers have to increasingly pick up the slack where the glo-
bal economy has tapered off in order to sustain growth. Liberalizing its monetary af-
fairs is viewed as a means of helping to transition to a services economy by
potentially bolstering finance and even domestic consumer wealth.*!

37 C. Fred Bergstev, ‘China is No Longer Manipulating Currency’, Peterson Institute for International
Economics (18 November 2016, 9:45 AM), https://piie.com/blogs/trade-investment-policy-watch/
china-no-longer-manipulating-its-currency (visited 30 December 2016). Currency manipulation is, how-
ever, a not clearly defined as a matter of international law, and the IMF’s own Articles do not provide par-
ameters other than a blunt prohibition against manipulation to gain an unfair advantage over others.
Instead, Annex IV of the June 2007 decision by the IMF’s Executive Board indicates that ‘manipulation’
comprises ‘policies that are targeted at —and actually affect—the level of the exchange rate’. Staiger and
Sykes, above n 3 at 26.

38 Ibid.

39 In 2007, just before the financial crisis, China’s current account surplus stood at nearly 10% of its GDP,
and the country’s foreign reserves topped $1.5 trillion. Hongying Wang, ‘China’s Long March Toward
Economic Rebalancing’ (Center for International Governance Innovation, Policy Brief No. 38, 2014), 1,
https://www.cigionline.org/sites/default/files/cigi_pb_38.pdf. With such massive foreign exchange ex-
posures (visited 30 December 2016), the 2008 crisis galvanized Chinese authorities to rethink the wis-
dom of relying so heavily on exports (and the accumulation of dollar denominated reserves) as a growth
strategy. Today reserves amount to over $4 trillion.

40 Though the future of such surpluses remain in doubt, the IMF predicted as late as 2012 that once US
growth accelerates, China’s trade surplus—which has abated somewhat since the crisis—would rise and
reach 4.3% of its GDP by 2017 under current trends. Ibid, at 3.

41  Allowing the RMB to trade on the open market, and on a global basis, would provide space for the cur-
rency to appreciate—and in the process increase wages that have, like exports, been artificially cheapened
(suggest sharing the fact comparing the trade-weighted appreciation/depreciation rates) due to the
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C. The typical evolutionary path

To understand China’s approach to currency internationalization, it is helpful to first
examine historical paths and trajectories of global monies. Though national curren-
cies are all very different, and their paths to global significance are rarely linear, cur-
rencies usually begin to acquire some measure of internationalization after they have
achieved considerable popularity in their home countries, at which point they begin
to be used cross border as a means of exchanging value between merchants.
Commonly, this would arise quite literally on national borders, as sellers and buyers
who work in varying jurisdictions use currencies to facilitate and settle simple com-
merce and trade in goods. The net balance of such trade on a national basis is what
economists today call the current account.™

Over time, and with the permission of the state, currencies assuming a more inter-
national role become more popular in larger scale transactions, and as a means of
invoicing. The price of goods, in short, becomes denominated for sale in the cur-
rency, even where sold abroad. Eventually, merchants in far flung parts of the world
might come to use the currency as a means of exchanging value, even where neither

RMB’s peg to the dollar. As the Chinese people enjoyed more wealth, their consumption patterns would
change (and increase), and shift the structure of the economy. Less debt, meanwhile, would have to be
loaned out to creditor countries in foreign currencies to help them purchase (often Chinese) goods.
Meanwhile, internationalizing the currency could help to allocate capital in ways that better supported
both a consumer-based economy and competitive exports. Because of strict capital controls, Chinese sav-
ers have been forced either to invest in banks with capped interest rates on deposits or put their money
in occasionally dodgy ‘wealth management products’ and privately placed debt instruments called trusts
(and more derisively called ‘shadow banks’) that now sport over RMB 13 trillion in assets. Freeing the
capital account would unlock competition and give them more choices as to how to deploy their capital
at home and abroad. Domestic borrowers would have to improve rates of return—and increase opportu-
nities in services sectors sidelined in export driven economies. This would in turn lead to more money
flowing from underperforming fixed assets to more productive services, health and technology sectors—
and in the process boost productivity and long term growth.

42 The current account is defined as the sum of the balance of trade (goods and services exports less im-
ports), net income from abroad and net current transfers. ‘Current Account’, Investopedia, http://www.
investopedia.com/terms/c/currentaccount.asp (visited 11 January 2017). Trade in goods usually the larg-
est factor in this calculation.

Zz0z ¥snbny |z uo isenb Aq 961€GG /Ly 7/€/02/9101KE/11l/W00 dno"dlwepede//:sdiy Woly papeojumoq


Deleted Text: T
Deleted Text: E
Deleted Text: P
http://www.investopedia.com/terms/c/currentaccount.asp
http://www.investopedia.com/terms/c/currentaccount.asp

The Renminbi And Systemic Risk + 459

the buyer nor seller may be a national of the country issuing the currency, and de-
nominate the price of some goods in terms of the currency.

Once a currency is used for cross border trade, holders of the currency often seek
to do something with it, especially when they are not immediately deploying the cur-
rency to purchase goods. In the breach, financial markets often begin to slowly open
and coalesce in order to allow those who have exchanged goods or services for the
currency to put it to use as savings and investment. There is in effect a gradual liber-
alization, either de jure or de facto, of what economists call the capital account as for-
eign currency holders begin to participate in the capital markets of the currency’s
issuing country, and hold financial (and real) assets.*> This in turn spurs the creation
of a variety of institutions, products and market intermediaries, from stocks, bonds
and complex derivatives to exchanges, and broker-dealers.

The macroeconomic implications of such institutional developments are, econo-
mists predict, just as significant their transactional utility. At their best, financial mar-
kets act as a sponge for capital flows unleashed by loosened restrictions on
currencies.** Having a large domestic stock market allows foreign investors who may
be interested in investing in a country the opportunity to sink their money into not
only highly speculative ventures (often in real estate), but to also participate in more
varied domestic business ventures. This in turn helps prevent bubbles in local prop-
erty markets and other concentrated forms of credit risk. Offshore markets, mean-
while, allow currencies be repatriated abroad, facilitating invoicing and foreign
exchange, and diversify activities denominated in the currency and the degree to
which investors are exposed to singular sectors and market risk.

Returning to the normally incremental nature of currency internationalization, as
trade progresses, and as capital markets deepen and become more liquid, central
banks begin to use the currency as a store of value.” That is, just as individuals and
corporates use the currency as means of saving and later investment, governments,
too, start to rely on a currency as a reserve asset for sovereign balance sheets. When
markets freeze, or balance of payments problems arise, an international currency can
then be used as a critical source of liquidity and help grease the wheels of commerce
with other countries should the government’s own currency lose its luster.

The two recent global currencies of the modern age offer vivid examples. The
British pound sterling, the global currency of the 19th century, dominated interna-
tional finance over a series of developments lasting centuries. Britain was an early
adopter of the gold standard, an island trading nation, as well as a colonizing power

43 The capital account is generally defined as a metric gauging the net change in physical or financial asset
ownership for a nation. Along with the current account, it comprises a country’s balance of payments.
‘Capital Account, Investopedia, http://www.investopedia.com/terms/c/capitalaccount.asp (visited 11
January 2017).

44 See OECD, ‘Getting the Most out of international Capital Flows’ (OECD Economic Department Policy
Note No. 6, 2011), 3, https://www.oecd.org/eco/public-finance/47828238.pdf (visited 30 December
2016) (noting that countries with, among other things more open financial markets with better institu-
tional quality tend to be more able to attract and absorb foreign and domestic capital as well as to export
capital).

4S  Zhang and Tao, above n 19, at 3.
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and importer of raw materials.*® Because gold was a rare and precious commodity, and
of limited supply in the world, adherence to the gold standard signaled to countries a
restraint in the country’s fiscal affairs. As trade increased, and with a commodity cur-
rency in place, interest-bearing deposit claims denominated in the currency could be
substituted for gold and even held on balance sheets of banks as reserves."’
Industrialization would later galvanize Britain’s economy, making it the world’s leading
trading nation and exporter of manufactured goods.* With London operating as the
heart of what would become the world’s leading empire, commercial transactions would
often be denoted in the pound, and the currency generated according to one estimate
upwards of 60% of the world’s trade invoicing.* As the City of London expanded to fi-
nance transactions, the pound sterling was increasingly used as a currency of denomin-
ation for commercial transactions between non-Britain residents, and outward>® foreign
investment would increasingly be denominated in the pounds sterling.>'

World War I would deal a devastating blow to the centrality of London, and by ex-
tension, the pound sterling.52 Hit by war spending, a sagging economy, and the rising
industrialization and competitiveness of the French, German, and Americans, the pound
became a less attractive instrument of savings and investment. Instead, other currencies
became more alluring for private interests and central banks alike. As the war pro-
gressed, England would eventually have to abandon altogether its prized peg to gold.

After the conclusion of the hostilities, Britain recommitted to the gold standard,
but its attempts to do so would ultimately fail. By the time the war had concluded,
the very composition of the global economy had changed, with Britain’s own in de-
cline, and its peg was based on economic fundamentals that no longer existed.**
Instead, the dollar’s use would rise, reflecting the coming of age of the US economy
during the interwar period and its growing gold stockpiles.

The dollar’s ascent to global preeminence would, however, be the culmination of
a decades-long evolution. The US economy had been larger than Britain’s since the
1870s. But unlike Britain, it had only twice had a functioning central bank, and in the
absence of one it was exceedingly difficult to issue popular and stable dollar-
denominated securities. As a result, even when the US economy had surpassed that
of British output in the 1870s, it lacked comparably deep and liquid markets.>*

Financial stability was a serious challenge as well. Throughout the 19th and early
years of the 20th century, the USA became an international debtor, leaving foreign

46  Chris Brummer, Minilateralism: How Trade Alliances, Soft Law and Financial Engineering are Redefining
Economic Statecraft (2014), 30 (describing the means by which gold standard reflected a commitment to
exchange currency for gold at a certain price).

47 ‘The History of the World’s “Reserve” Currency: From Ancient Greece To Today’, ZeroHedge (18 May
2011, 8:33 AM), http://www.zerohedge.com/article/history-worlds-reserve-currency-ancient-greece-
today; Brummer, ibid, at 30-31 (visited 30 December 2016) (noting the processes that theoretically regu-
lated the money supply highlighting the rise of the Sterling as a gold substitute).

48  Ancient Greece To Today, above n 47.

49 Ibid.

50 Brummer, above n 46, at 35.

S1  Ancient Greece To Today, above n 47.

52 Brummer, above n 46, at 35.

53 Ibid, at 3S.

54 Frankel, above n 11, at 337.
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investors wary about keeping their money in the country. And without a central
bank, the USA was especially vulnerable to persistent and periodic bank panics trig-
gered by nervous investors. No institution had a monopoly on the issuance of notes
and limited federal regulation of banks existed.>® Furthermore, there was no lender
of last resort for depositors or the banks that kept their money. Instead, the market
would have to put out fires on its own in times of economic stress without govern-
ment support, illustrated most dramatically in 1907 when Piermont Morgan fam-
ously locked Wall Street’s leaders in his study and refused to release them until they
collectively agreed to save one of the largest trust companies, with over $100 million
in deposits, from insolvency.*® But this system was inherently ad hoc, far from sys-
temic, and heavily reliant on the availability (and personal interest) of Morgan
himself.

Many of these problems would be alleviated as economic history unfolded over
the next half-century. Following the great panic of 1907, Congress would initiate a
study concerning the causes of the crisis that would ultimately pave the way for the
creation of the Federal Reserve. Though power would remain decentralized under a
number of then-autonomous regional institutions,>” the Federal Reserve would have
a monopoly over the issuance of notes, and through its involvement could help pre-
vent their over-issue and maintain financial stability.® The following year, World
War I would create the economic conditions for driving the dollar’s expansion
abroad. Large-scale wartime lending by the USA to Britain and other allies reversed
what had been Britain’s 19th century position as America’s creditor, prompting early
multinationals during the conflict and afterwards to increasingly seek dollar-based
financing in New York capital markets.”” Though the USA had allowed its currency
to expand by 250%, it had seen its gold reserves more than double from its military
sales and capital flight from Europe.60 Eventually, the country’s post-war expansion
would run into the stock market collapse of 1929 and the Great Depression. Yet the
economic carnage would, for all its tumult, help establish an institutionally sustain-
able basis for dollar-based financing as the scandals of the 1920s ushered in a raft of
new legislation designed to improve investor protection, the safety and soundness of
deposit-taking banks, and overall market integrity.®!

55 The OCC had been created in 1863, which would write uniform rules that would apply to all national
banks and send examiners into the banks to make sure those rules were being followed. US Dep’t of
Treasury, Office of the Comptroller: A Short History (2011), 1, https://www.occ.gov/about/what-we-
do/history/OCC%20history%20final.pdf (visited 30 December 2016). The scope of federal supervision
would, however, be keenly limited in the absence of what would ultimately become the Federal Reserve’s
monetary authority and without federally-insured deposits which would extend regulatory perimeter of
federal regulation to not only federal, but also state-chartered banks. Ibid.

56  Liaquat Ahamed, Lords of Finance: The Bankers Who Broke the World (2009), at $3-54.

57 See Ibid, at 56 (discussing the creation of the Federal Reserve).

58 M. Agarwal, ‘8 Major Functions of Central Bank — Discussed’, EconomicsDiscussion.net, http://www.eco
nomicsdiscussion.net/banks/central-banking/8-major-functions-of-central-bank-discussed /8375 (visited
11 January 2017).

59  See Frankel, above n 11, at 339-40.

60 Ahamed, above n 56, at 157.

61 See, e.g, Chris Brummer, ‘Disruptive Technology and Securities Regulation’, 84 Fordham Law Review
977, 982-99, http://irlawnet.fordham.edu/cgi/viewcontent.cgi?article=5158&context=flr (visited 30
December 2016) (discussing New Deal Securities regulation).
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It would not, however, be until the end of World War II that the dollar’s status as
the world’s most important currency would be formally (if belatedly) acknowledged
with the creation of the Bretton Woods system. In order to avoid the tit for tat trade
protectionism and destructive currency devaluations that exacerbated the Great
Depression and helped exacerbate national antagonisms that culminated in the rise
of Nazism and World War II, the IMF, the World Bank, and the World Trade
Organization (WTO) were established to prevent states from ‘cheating’ on formal
international obligations to limit tariffs and prohibit the manipulation of national cur-
rencies.”> The backbone for this system was the currency of the USA, with interna-
tional exchange rates based on par values to the dollar, which was backed by gold.*®
With the dollar firmly entrenched as the key reserve asset for private firms and sover-
eign countries alike, an offshore financial system would also emerge, with the acqui-
escence of the USA treasury.64 Based in London, a new market in Eurodollar
transactions would provide a critical distribution system for banks and multinationals
to issue dollar denominated debt outside of the USA, enabling the processing and
recycling of dollar transactions on and offshore the world over.

D. Law and policy as enabling mechanisms

Economists largely model and describe the internationalization of a currency as pri-
marily a market-driven phenomenon. That is, internationalization has to be sup-
ported by the interest, or demand, by private actors for their commercial
transactions, and, once this happens, eventually acquired by central banks for their
balance sheets and sovereign economic activities. That said, even among economists,
government policies—and the rule of law—still viewed as a playing an important
role in popularizing a currency. Indeed, the exchange rate itself comprises a space
where entire national financial systems—the amalgamation of domestic markets and
rules— confront one another.®®

Together, law and policy play supporting roles that range from the simple to the
complex and that span financial sectors. Most fundamentally, for a currency to be
used across borders for trade and investment, a government must permit it, and de-
fine how and when this can be done. Then once permission is granted, government
policies can help shape how attractive a currency can be from the standpoint of indi-
viduals and firms that may hold it, and markets that may subsequently trade it. Like
other assets, the value of most major currencies is driven by basic market forces of
supply and demand that play themselves in international markets. If investors want
to own a particular national currency—perhaps because the country backing it is a

62 Benn Steil, The Battle of Bretton Woods. 126 (noting how White sought to prevent disruption of foreign
exchange, credit systems and trade, resulting in the creation of the IMF, World Bank and WTO);
Brummer, above n 46, at 40-44 (discussing origins of the WTO and IMF).

63 See generally Andreas Lowenfeld, “The International Monetary System: A Look Back Over Seven
Decades’, 13 Journal of International Economic Law S75 (2010) (discussing the history of the IMF and
its legal scope and dictates).

64 See Yener Altunbas et al,, Syndicated Loans: A Hybrid of Relationship Lending and Publicly Traded Debt
(2006), at 21-32 (discussing overseas growth of the syndicated loan market).

65 Perry Mehrling, ‘Essential Hybridity: A Money View of FX’, 41 Journal of Comparative Economics 355
(2013), 355-63.
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major exporter and people want to purchase its goods—that currency will likely ap-
preciate relative to others, especially if there is a limited supply of it. Conversely, if
people do not want to own or hold a particular currency due to its limited utility in
international commerce, it will depreciate.

One essential element of a currency’s popularity is, not surprisingly, the degree of
comfort holders have that the government issuing it will remain fiscally responsible.
Investors and savers want to know that the value of the currency will remain stable
and will not be undermined by spending policies of the government. Along these
lines, if a government commits to low inflationary policies and small deficits, and cre-
ates only a limited amount of new money, its currency will likely be in high demand
as a safe store of value. People know that if they purchase the currency, it will retain
its value and maybe even appreciate. Similarly, if a state offers creditors a high inter-
est rates on government issued debt (denominated in the country’s currency), in-
vestors will be more attracted to purchase it. To do so, some will have to acquire the
necessary the cash to buy the bonds, helping to lift demand for the currency.

The converse is equally true. Profligate countries tend to see their currencies de-
preciate, as do those states facing banking crises that require large-scale governmen-
tal bailouts since expectations are that states will have to ‘print’ money in order to
cover needed outlays.°® Meanwhile, balance of payments problems can arise where
such countries rely on short-term debt for financing. When a country’s currency de-
teriorates, foreign investors are more likely to refrain from renewing or extending
credit facilities that are normally rolled over, making it difficult for the country to re-
pay creditors, especially where debts are denominated in a foreign currency.’’” In se-
vere cases, entire banking systems can collapse.

A country’s prudential rules and policies for its financial markets can often be crit-
ical as well, a point at least indirectly highlighted in the law and finance literature,®®
as are predictable rules to support the ownership, transfer, pledging, and investment
of the currency. Government authorities have to be able to credibly demonstrate to
foreign investors and market participants that they will have the information needed
to assess the rewards, risks, and opportunities of market activities relating to the cur-
rency. Otherwise investments will not be efficient, let alone maximize investor prof-
its.*” Similarly, foreign financial institutions will have to have comfort in the
governance and robustness of the (largely local) financial institutions that primarily
transact in the currency and act as conduits of the state’s monetary policy. Foreign
investors must believe that transactions in the currency will be executed safely and

66 Indeed, when a central bank decides to pursue such a course of action it is buying securities that—at least
to some extent—will not be repaid. This injection of liquidity into the national economy will ultimately
depreciate the national currency.

67 Prasad and Rajan, above n 16, at 158.

68  The highly influential law and finance school is a ‘legal approach to corporate governance’ catalyzed by
La Porta, Lopez-de-Silanes, Shleifer and Vishny. See Rafael La Porta et al., ‘Law and Finance’, 106 Journal
of Political Economy 1113 (1998). The key argument, which has been extended to other contexts, is that
law matters—and the quality of a country’s law can determine key outcomes in corporate governance,
and by extension, investor protection.

69  See Frederick S. Mishkin, ‘Lessons from the Asian Crisis’, 18 Journal of Money and Finance 709 (1999),
710, http://pascal.iseg.utl.pt/~aafonso/eif/pdf/257.pdf (visited 30 December 2016) (noting the impact
of information asymmetries enable poor asset allocation and financial crises).
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securely; there must also be sufficient faith that the financial system itself will not
fail, and that securities relied on to diversify one’s exposure to investments will not
be dumped onto the open market in a disorderly manner at the first sign of turbu-
lence, unduly destroying the value of operable firms and the wealth investors who
have invested in them.”

Finally, economic historians have observed that on the margins, the rules and pol-
icies of international institutions can be important in bolstering the popularity of a
currency, and point to the IMF as a case in point. Though the organization’s foun-
ders sought, as noted above, to prevent economies from competitive devaluations of
their currency, American proponents hoped to additionally cement the place of the
dollar as the world’s indispensable currency. In 1947, Henry Dexter White, an em-
ployee of the Treasury Department and one of the architects of the Bretton Woods
system, ensured as principal US negotiator that the organization’s the IMF’s Articles
of Agreement would require Member States to maintain their currencies within a
narrow band of value relative to the dollar (and gold).71 Although the dollar had al-
ready reached global dominance by the end of World War II, the Bretton Woods sys-
tem formalized the dollar’s status as the preeminent international currency, and
created a legally enshrined demand for dollars embedded in the international monet-
ary architecture.”” Its status would not be unwound until the USA abandoned the
gold standard in 1973, ushering in the modern floating exchange rate system. Since
then the IMF has relied on a basket of currencies, with the dollar as the anchor, to
serve as its monetary references, and adopted special drawing rights as its primary
unit of account.”

III. HOW CHINA EXPORTS THE REDBACK
Generally speaking, the larger the economy of a country, the more its currency is
used for cross-border transactions. However, in contrast to most countries, the use
of the renminbi has lagged significantly behind the growth of China as both an eco-
nomic power and a trading nation.”* This historically belated uptake of the ren-
minbi’s international use is very much purposeful a purposeful one. As we have seen,
the renminbi’s limited availability is a direct consequence of Chinese policies that for
decades manipulated its exchange rate and stymied capital account convertibility. In

addition, those policies dragooned the country’s underdeveloped capital markets into

funneling credit to state-owned banks and aligned enterprises.”

70  This line of thought among economists is perhaps most often associated with Paul Krugman'’s criticism of
the Asian financial crisis. See Paul Krugman, ‘What Happened to Asia’, Research Monographs in Japan-
U.S. Business & Economics 315(1999), 315-27 (noting that ‘the problem began with financial interme-
diaries - institutions whose liabilities were perceived as having an implicit government guarantee, but
were essentially unregulated and therefore subject to severe moral hazard problems”.).

71  See Lowenfeld, above n 63, at 24 (discussing the history of the IMF and its legal scope and dictates).

72 See Brummer, above n 46, at 40-41.

73 See Section IILA below.

74  Steven Liao and Daniel McDowell, ‘Redback Rising: China’s Bilateral Swap Agreements and Renminbi
Internationalization’, S8 International Studies Quarterly 1(2014), 3, http://faculty.maxwell.syr.edu/
dmcdowel/ISQ_liao_mcdowell.pdf (visited 30 December 2016).

75 Ibid.
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Over the past two decades, China has reversed its policy posture in part, and
adopted a so-called dual-track reforms designed to help promote the renminbi’s
cross-border use. The first track comprises efforts to enhance the renminbi’s pres-
ence in international trade and direct investment. The second track focuses on pro-
moting the cross-border use of the renminbi in financial transactions, via on and
offshore capital markets.”® This Section explains how both tracks operate, and shows
they depart significantly from the organic process anticipated by economists.

A. The path to current account liberalization
For over a half century, China’s monetary strategy featured a relentless peg of the
yuan to the dollar. By keeping the renminbi tied to the dollar at a favorable rate, and
failing over time to adjust its value to account for the country’s rapid improvements
in productivity, China was able to keep its currency cheaper than what would have
been the case in an open market environment. With a cheap currency, China’s ex-
ports could then enjoy a competitive advantage over goods manufactured in other
countries, including the USA. To facilitate the peg, cross-border transactions were al-
most entirely denominated in dollars.”” Then China’s central bank would purchase
dollar surpluses in the country with yuan and then remove its repurchases

76 Liao and McDowell, above n 74, at 3.

77  Recent monetary policies by Mario Draghi, for example, have been designed to weaken the euro in order
to boost the flagging competitiveness of weak Eurozone countries. See “The Perils of a Weaker Euro’,
Spiegel Online (28 January 2015), http://www.spiegel.de/international/business/ecb-decision-to-weaken-
euro-comes-with-pluses-and-minuses-a-1015322.html (visited 30 December 2016). Similarly, after its ear-
lier efforts to cut interest rates had not done enough to dampen interest in the franc during the initial
years of the Eurozone crisis, the Swiss Central bank had announced allow the franc to appreciate such
that one franc bought fewer than 1.2 euros, which in 2015 it had to reverse course on. See Neil Irwin and
Int'1 N.Y. Times, ‘Skyrocketing of the Franc in one Day Holds Lesson’, Questia (17 January 2015),
https://www.questia.com/newspaper/1P2-38021352/skyrocketing-of-the-franc-in-one-day-holds-lesson
(visited 30 December 2016). Even the United States, according to Alan Greenspan, adopted a tacit ‘weak
dollar’ policy to help shore up the global financial system. Alan Beattie, Greenspan Warns US Over
Weaker Dollar, Financial Times (10 November 2010), https://www.ft.com/content/b6e3d086-ed12-
11df-9912-00144feab49a (visited 30 December 2016) (noting Greenspan’s view that the US is pursuing a
policy of weakening its currency which is driving up exchange rates in the rest of the world).
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(or ‘sterilize’ them) by selling bonds and raising reserve requirements.78 The dollar
proceeds would in turn be used to purchase foreign exchange reserves, usually US
treasuries.

The Chinese government began to change its approach in the early 2000s. In
2004, the Chinese government permitted residents of Hong Kong to open offshore
bank accounts. Then, in 2006, the People’s Bank of China (PBOC) released a docu-
ment entitled The Timing Path, and Strategies of Renminbi Internationalization,
whereby top officials opined that it was time to begin the ‘inevitable’ process interna-
tionalizing the currency in order to ‘enhance China’s international status and com-
petitiveness significantly and will increase its influence in the international
economy’.”” Plans to definitively shift policy gears would wait, however, until the
2008 financial crisis, which raised questions about the sustainability and wisdom of
sterilization measures and the exposures to the dollar they made possible. In order to
bail out flailing institutions like Bear Stearns, American International Group (AIG),
and others, the USA was forced to take on well over $700 billion of debt, which was
subsequently followed by a $1 trillion stimulus.*® Officials in China immediately
raised concerns that the value of the dollar might collapse, and that China, the largest
US creditor, would bear the lion’s share of the losses.*" Ultimately, the value of the
dollar remained relatively stable, as investors sought safe haven in the leading global
currency. But the episode accelerated conversations that Chinese economists had al-
ready been having for a decade concerning diversifying away from dollar-
denominated assets, and increasing the renminbi’s cross-border use in order to enjoy
the privileges of issuing an international currency.

Liberalizing the current account was the first major step towards reversing
China’s monetary policy, though it was not the first. In 2004, individuals were per-
mitted to hold and manage limited renminbi savings outside the mainland in Hong
Kong bank accounts subject to local rules and protections. Despite being a modest
crack in restrictions on offshore capital controls, it set the stage for current account
reforms four years later. Specifically, in 2008, the PBOC initiated a pilot program
whereby approved companies would be allowed to use renminbi to settle trade pay-
ments with customers or producers in Hong Kong and Macau.*” With the reforms, a
Chinese merchant operating in selected areas in the Mainland could use renminbi to
pay for foreign goods with renminbi and foreign merchants in selected jurisdictions
could place the proceeds in onshore or offshore accounts. Two years later, the pro-
gram was extended to exporters and importers throughout China, effectively

78  James Parker, ‘The Dollar Trap: China’s Misunderstood Foreign Exchange Reserves’, The Diplomat (28
September 201S), http://thediplomat.com/2012/09/the-dollar-trap-chinas-misunderstood-foreign-ex
change-reserves (visited 30 December 2016).

79 Benjamin Cohen, ‘The Yuan Tomorrow? Evaluating China’s Currency Internationalization Strategy’ 17
New Political Economy 362 (2012), 362.

80 For an excellent overview of each of the individual debt schemes, see David Wessel, In Fed We Trust
(2009).

81 Arthur Kroeber, China’s Global Currency: Lever for Financial Reform (2013), 4, https://www.brookings.
edu/wp-content/uploads/2016/06/china-global-currency-financial-reform-kroeber.pdf (visited 30 December
2016) (noting public statements by Chinese officials about the long-term value of the dollar).

82 See ASIFMA, Standard Chartered & Thomson Reuters, RMB Roadmap (2014), 8, http://www.asifma.org/
uploadedfiles/resources/rmb%20roadmap.pdf (visited 30 December 2016).
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liberalizing the country’s current account—and opening the currency to virtually un-
trammeled use for commercial transactions.®?

The 2010 reforms, though limited to the current account, were from the outset
poised to dramatically impact the popularity of the renminbi abroad®* At the time,
China had already evolved into the most significant trading nation in the world by dint
of its commerce with the USA and deep ties to commodity exporting countries. As a re-
sult, even modest liberalizations of China’s current account would impact the status and
role of the renminbi internationally.* By targeting the current account and international
trade, authorities could also find eager stakeholders willing to take on and use the cur-
rency given its utility and value. Local Chinese could save hedging and foreign exchange
transaction costs associated with commercial activities by selling goods in renminbi.
Foreign companies, meanwhile, could sell goods to customers in their local currency—
and in the process acquire an undervalued currency sure to appreciate domestically.*
Not surprisingly, in little more than five years, China’s foreign trade settled in renminbi
grew from just three percent in 2010 to over 20% and the RMB would climb to become
second most commonly used currency in the world for trade finance and documentary
credit transactions.®” And perhaps most impressive, the renminbi would become one of
the top 10 currencies used in global payments, where it remains today.*®

B. Courting onshore investment
Coinciding with China’s current account reforms were attempts to begin, albeit much
more gingerly, liberalizing China’s capital account. Capital account liberalization is, to
recall, a significant aspect of currency liberalization. If a currency is to be truly global,
and achieve prominence and broad usage among foreign stakeholders, it has to have
some usefulness beyond mediating commercial activities. Foreigners must also be able

83  Barry Eichengreen et al,, Internationalization of the Renminbi, Pathways, Implications and Opportunities. 14,
http://www.cifr.edu.au/assets/document/ CIFR%20Internationalisation%200f%20the%20RMB %20
Report%20Final%20web.pdf (visited 30 December 2016).

84  There is, notably, an interesting literature on the sequencing of capital and current account liberalization,
with most experts suggesting that the latter be initially undertaken. Barry Eichengreen, ‘Sequencing RMB
Internationalization’ (Centre for Intl Governance Innovation, CIGI Paper 69, 2015), 6, https://www.
cigionline.org/sites/default/files/cigi_paper_no.69_web.pdf (visited 30 December 2016). However, no
country opening up the current account has, as noted, been as central to the global trading economy as
China.

85 China would by 2013 officially be recognized as the world’s top trading nation. ‘China Eclipses U.S. as
Biggest Trading Nation’, Bloomberg News (10 February 2013, 11:01 AM), https://www.bloomberg.com/
news/articles/2013-02-09/china-passes-u-s-to-become-the-world-s-biggest-trading-nation (visited 30 December
2016).

86 Merchants could also conceivably receive discounts on purchases made in the local currency.

87 See Kathleen Walsh, RMB Trade Invoicing: Benefits, Impediments and Tipping Points (2014), 3, http://
www.treasury.gov.au/PublicationsAndMedia/Events/2014/~/media/ Treasury/Publications%20and%20
Media/Events/2014/RMB%20Dialogue/RMB_trade_invoicing_report.ashx (visited 30 December 2016)
(Chart 1 on Growth in RMB Trade Invoicing). However, this is still low compared with around $0-60%
of the Eurozone’s external trade settled in euro, and 30-40% in yen for Japanese trade. The Hong Kong
Monetary Authority (HKMA) expects RMB settlements to reach 30% by the end of 2015.

88 See Sreeja VN, Yuan Overtakes Euro As Second-Most Used Currency In International Trade
Settlement: SWIFT’, International Business Times (3 December 2013, 6:11 AM), http://www.ibtimes.
com/yuan-overtakes-euro-second-most-used-currency-international-trade-settlement-swift-1492476 (visited
30 December 2016).
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to deploy the currency in the home country’s foreign exchange and capital markets. In
this way, tools can be developed to price the currency, as well as give holders options
in how they use it besides keeping the currency in a low-yielding deposit accounts.
Capital markets additionally provide, as discussed above, a mechanism for helping ab-
sorbing and mediate a country’s capital inflows and outflows.

Towards these ends, several regulatory programs have been developed to interna-
tionalize China’s domestic capital markets. As seen below, each differs based on the
part of the financial sector being opened, the ease of accessing and repatriating
money, and the kinds of investors that are allowed to participate.

1. Qualified Foreign Institutional Investors and Renminbi Qualified Foreign
Institutional Investors

Two sets of rules have been developed with the objective of enabling a broad swath
of foreign investors to invest in Mainland securities and capital markets. The first is
the Qualified Foreign Institutional Investors (QFII) program. QFII was established
in 2002 and permits foreign investors to invest in China’s domestic capital markets,
investment funds and other instruments using foreign currency obtained outside of
China (usually US dollars).¥

The original rules released in late 2011 required the China Securities Regulatory
Commission (CSRC) to first approve an investment license for the investor.
Afterwards, investors must register with the State Administration of Foreign Exchange.
During this second process, a quota would be allocated based on the firm’s assets
under management.”® A $1 billion cap was imposed on investors, along with a $20 mil-
lion minimum. Once investments were made onshore, the investments are subject to a
lock up period, where repatriation of the funds is prohibited.”" These rules were, how-
ever, over time relaxed significantly. The original $1 billion upper limit on quota avail-
able to QFII were removed altogether in 2016, and lower the quota threshold from
$50 million to $20 million.”* Additionally, a two-layer system for quota applications
was instituted: one set of rules for base quota, ranging between $20 million and $5 bil-
lion, and another for quota for investment exceeding US$S billion.”® A new lock up
period for a reduced three months was also instituted.”* Collectively, the growth of
both assets under management and number of funds tied to QFII and Renminbi
Qualified Foreign Institutional Investors (RQFII) program has been significant.

The second conduit for accessing China’s capital markets—but oriented less to-
wards creating a reservoir of long-term investors than internationalizing the currency
writ large—is the RQFII program. Launched in 2011, RQFII awards institutional

89 Ibid.

90 Karen Ip et al, ‘China Relaxes QFII Control’, Lexology (22 February 2016), http://www.lexology.com/li
brary/detail.aspx?g=1Sccba92-f44d-4b40-b9bS-62ebef8c0e23 (visited 30 December 2016).

91 Specifically, there ‘is a three year lockup period before investors can withdraw capital from the country’
and withdrawals are limited to 20% of the previous year’s assets under management. See Douglas Appell,
‘China’s Regulators Open RQFII Door Wider for Foreign Investors’, Pensions and Investments (8
September 2016, 11:26 AM), http://www.pionline.com/article/20160908/ ONLINE/160909883/chinas-
regulators-open-rqfii-door-wider-for-foreign-investors (visited 30 December 2016).

92 Ip et al, above n 90.

93 Ibid.

94 Ibid.
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*Note that these number include only QDII and RQDII mutual funds; the bulk of RQDI
products are private funds where no data has been released to the public

investors quotas allowing them to invest offshore renminbi directly in China’s do-
mestic stock and bond markets. In contrast to original iterations of QFIIL, where the
CSRC required investors to devote at least 50% of their capital to equities and no
more than 20% to cash, the RQFII program currently imposes no such restrictions.
It has also been consistently loosened such that money managers with at least $1 tril-
lion in assets under management are provided with an initial allotment of $2.1 bil-
lion. In addition, there are no restrictive lock-ups for the repatriation of funds. It is
thus, by comparison, a significantly more flexible scheme. Furthermore, unlike the
QFII where investors must repatriate their money in the form of the currency that
they used to invest, RQFII investors can repatriate their investments in either RMB
or other foreign currencies. As a result, RQFII demand is by most accounts growing
faster, with more than 329 billion in offshore yuan in RQFII quota having been allo-
cated in just under 4 years.

2. Interbank investment program

Bond markets have been another sector of emphasis in China’s capital account liber-
alization. Bond markets can be potent means of attracting foreign investors since, as
long term investments, bonds match the investment horizons of many institutional
investors. Furthermore, China’s domestic bond markets—the third largest in the
world—are extremely liquid, making it relatively easy for participants to enter into
and change their positions. With this in mind, authorities began in 2010 to open the
country’s over-the-counter bond market to foreign investment via its interbank bond
market program, mostly to central banks, clearing banks and some participants in its
RMB settlement program.”®

The speed with which reforms have since then unfolded has been driven by fac-
tors beyond just internationalizing the currency. Chinese policymakers have

95 ‘China opens investment in the interbank bond market’, Allen & Overy, http://www.allenovery.com/pub
lications/en-gb/Pages/China-opens-investment-in-the-interbank-bond-market.aspx (visited 30 December
2016).
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increasingly sought to diversify lending away from traditional bank loans and increase
the amount of direct financing via securities offerings.96 Meanwhile, onshore bond
markets usually offered lower interest rates than commercial loans, making them at-
tractive means of lowering the cost of capital for onshore-related commercial
activities.”” Consequently, corporate bond and medium-term note issuances have
grown considerably since the program was launched, just as government entities
have ‘swapped’ their bank loans into bonds as part of a central government plan to
restructure local debts.”®

Notably, in 2016, the rules governing the program underwent a major revision to
include a broader swath of financial firms than was originally conceived, including
banks, securities companies, fund management companies, insurance, pensions, and
other long-term investors.” Restrictions on investment size and repatriation of funds
were also removed.'* Through these and related reforms, over-the-counter bond in-
vestors no longer have to undergo a prolonged process of applying for a license in
seeking under QFII or RQFII, and they no longer need an interbank bond market
qualification.""

3. Cash sweeping
A last major, but often underappreciated conduit for onshore access involves rules
that permit multinational companies to ‘sweep’ cash on and offshore throughout
their respective corporate organizations in order to better manage their renminbi sav-
ings and resources. Cash sweeping was first made available in free trade zones
(FTZs) designed to offer a testing ground for market reforms, including those relat-
ing to the capital account.'* Under the original terms of the program, multinational
companies registered in the FTZ are permitted to remit working funds across the
border and thus extend RMB intercompany loans to their offshore parent compa-
nies, subsidiaries, or affiliates.'®® Since then, the PBOC has extended the program
such that companies and financial institutions can transfer local currency

96  Along these lines, the Chinese government issued a policy document calling for increasing the share of
direct financing in the economy and easing restrictions on bond issuance, resulting in more state owned
enterprises issuing debt. Nicholas Borst, ‘China’s Bond Market: Larger, More Open, and Riskier’,
Federal Reserve Bank of San Francisco (20 May 2016), http://www.frbsf.org/banking/asia-program/pa
cific-exchange-blog/china-bond-market-growth-openness-risk (visited 30 December 2016) (noting that
China’s bond market is the third largest in the world.

97  Ibid.

98 Ibid.

99 ‘China Opens the Door to Global Investors’, BNP Paribas (14 June 2016), https://cib.bnpparibas.com/
adapt/china-opens-the-door-to-global-investors_a-2-88.html (visited 30 December 2016).

100 Notably, reforms have also been undertaken in an effort to conform with IMF rules for including the
renminbi in organization’s currency basket. Borst, above n 96.

101  Quotas are, however, applied to bonds that trade on public exchanges. That said, exchanges comprise
only 4% of the onshore bond market. Ibid.

102 People’s Bank of China, Circular 22, Circular on Supporting the Expansion of RMB Cross-border
Business in China (Shanghai) Pilot Free Trade Zone (22 February 2014); see also Standard Chartered,
‘Global Research, CNH - Liquidity Drivers and Facilities’ (2017), 4.

103 Deutsche Bank, ‘At the Centre of RMB Internationalisation: A Brief Guide to Offshore RMB’ (2014),
24, https://www.db.com/en/media/At-the-centre-of-Renminbi-internationalisation—A-brief-guide-to-off
shore-RMB.pdf (visited 30 December 2016).
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automatically across borders, regardless of whether or not they are registered or
located within a free trade zone.'®* Pre-approvals from the PBOC and the State
Administration of Foreign Exchange (SAFE) are no longer required, though there
are, as in other programs, caps on total in and outflows.'®

Though cash sweeping has attracted less attention in the popular press than the
dim sum market and RQFII programs, the introduction of pooled, cross-border ren-
minbi flows was arguably one of the most decisive steps forward in capital account
liberalization to date. Prior to the reforms, China-based companies required approval
from regulator to borrow funds from overseas and a foreign investment enterprise
could exhaust quotas imposed by the government as to the amount of debt it could
borrow abroad (called a ‘foreign debt quota’). At that point, firms would be forced
to borrow from onshore banks, where liquidity was not always stable or predictable.
Today, companies can effectively compare offshore and onshore rates and remit ex-
cess liquidity via intercompany loans and transfers for operating use, where
needed.'% Relatedly, firms can bring money in and out of the country without some
of the legacy restrictions of the RQFII and QFII programs like lock up periods."®”
