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cen , nAugust 2010, American hamburger chain McDonald's became
Baj | ng S real thefirst international non-financial company to issue debt denom-
inated in the Chinese renminbi currency. Despite its small size

: (US$29 million), the McDonald's renminbi bond has led some,
behl nd'the'mes including policymakers and bankers, to believe that Beijing has
started a process for internationalizing the renminbi, paving the

agenda way for its establishment as a reserve currency to compete with

the U.S. dollar. That would be an enormous leap for a currency

that is not fully convertible.

The renminbi isnowhere near that stage yet. There may be other shorter-
term goalsthat Beijing aimsto achieve by using renminbi internationalization
“"INTERNATTONAL asaconduit. These include jump-starting the domestic bond market in China

Y by shaking up the local financial markets, and rejuvenating Hong Kong's
financial sector. Beijing may not want to see the development of a signifi-

THE MAGAZINE OF cant offshore renminbi market just yet. Renminbi internationalization is still
INTERNATIONAL ECONOMIC POLICY progressing in small steps, despite the recent seemingly large policy strides,
888 16;3 g;efo N.W. and the Chinese currency is unlikely to replace the U.S. dollar astheworld's

reserve currency for some yearsto come.
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Chi Lo is CEO of HFT Investment Management in Hong Kong, and author
of ChinaAfter the Subprime Crisis: Opportunitiesin the New Economic
Landscape (Palgrave Macmillan, November 2010).

30 THEINTERNATIONAL ECONOMY  FALL 2010



market among these offshore banks, thus opening the way
for the creation of renminbi-denominated financial prod-
ucts such as mutual funds. Then in August, in what was
potentially the most crucial change, it allowed offshore
banks and central banksto invest in China sinter-bank bond
market.

These last two measures are, in fact, anatural develop-
ment resulting from Beljing's push for the usage of renminbi
for trade settlement. Thisis because successful cross-border
trade settlement in renminbi implies agrowing accumulation
of renminbi holdings by China strading partners around the
world. Thiswill increase the demand for parking these hold-
ingsinliquid and safe assets. Asaresult, pressure on access-
ing the renminbi bond market should build along with wider
adoption of settlement in renminbi.

Evenif Beijing iswilling to let moreforeignersplay in
the domestic bond market—which isfar from certain—there
isthe other side of the equation to consider. Any significant
progressin renminbi internationalization would mean asig-
nificant shift away from the U.S. dollar as the world’s
reserve currency. This would have huge implications for
financial markets beyond exchange rates. Foreign investors,
including central banks, are estimated to hold 50 percent
(UsS$3.2trillion) of the U.S. Treasury bond market. Chinais
the largest foreign sovereign holder, accounting for one-
quarter of all foreign holdings. The U.S. Treasury market
would crash if Chinaand other sovereign holders started to
desert it. That would forceasharp risein U.S. interest rates,
strangling America s corporate bond and mortgage markets.
All this would crush the U.S. economy and asset markets,
sending negative shock waves around the world. 1t would
hurt China, too, both in terms of the negative impact on its
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I n August 2010, American hamburger chain McDonald's became

The Drum Tower of Xi’an, erected in 1380 during the early
Ming Dynasty, towers above the city center and offers
incredible view of the city of Xi’an in Shaanxi province, China.
The McDonald's outlet next door isa more recent addition.

Any significant progressin renminbi
Internationalization would mean a
significant shift away fromthe U.S dollar

asthe world's reserve currency.

economic growth and valuation of its U.S. dollar assets held
initsforeign reserves.

Internationalizing the renminbi may also create a big
offshore renminbi market, just like the creation of the off-
shore U.S. dollar (or euro-dollar, asit is known) market in
July 1963 in Europe and subsequently in Asia, following
theimposition of the 15 percent interest-equalization tax by
the United States to stem capital outflow. Contrary to the
optimists' view, Beijing may not want to see such a devel-
opment because it could negatively impact thelocal system
in unintended ways.

Offshore currency markets operate essentially as a
shadow banking system, like that which lay at the heart of
the U.S. subprime crisis. Banks offering foreign currency
deposits and loans within an offshore currency area (say off-
shore banks offering renminbi deposits and loans in Hong
Kong) do not have to observe reserve requirement ratios
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that operate in the on-shore currency area (such as China).
This gives offshore banks greater latitude to expand their
foreign currency offerings. But this also means greater
risk in the event of aliquidity shock. Further, banks par-
ticipating in an offshore market are free from the capital
adequacy requirements imposed on them in the currency’s
home market. Again, this can be a boon to the banks but
entails greater risk from the regulator’s perspective.

Since regulators generally do not impose liquidity
requirements on bank assets held offshore (say in Hong
Kong), even though these assets are denominated in the
regulator’s home currency, there are great risks. Offshore
currency markets typically experience faster expansion
during business cycle upswings and sharper contractions
during economic recessions. This can amplify the boom-
bust cyclical forces back in the home system, which the
regulators seek to avoid. Hence, there could be potentially
unintended negative effects on the world and Chinese
economies that Beijing would not want to experience.
Even in the medium-term, it is unlikely that China and
other central banks can, and would, replace the U.S. dol-
lar in their foreign reserves with other assets and curren-
ciesin asignificant way.

Fundamentally, for the renminbi to be truly interna-
tionalized—a hard currency accepted anywhere in the
world asamedium of exchange and areserve currency—
Chinaneedsto be alarge net importer of goods and anet
exporter of capital in order to alow its partner nations to
accumulate renminbi assetsin significant size. Chinawill
also need astrong financia system to withstand significant
capital flows, and creditable economic policies to gain

For the renminbi to betruly
internationalized, China needsto bea
large net importer of goods and a net

exporter of capital in order to allow its
partner nations to accumulate renminbi

assetsin significant size.
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international confidence. All this requires considerable
changes in the economic structure, which may take
decadesto achieve. The popularity of the U.S. dollar and
British pounds as reserve currenciesis associated with at
least 20 percent overseas ownership of their respective
domestic bonds, which isalso asign of international con-
fidencein their respective economic policies. It could take
along time before offshore entities can hold renminbi
bonds of a similar magnitude and before China can
acquire complete international policy credibility.

Finally, how far China wants renminbi internation-
alization to go remains uncertain. Japan backed out of its
Japanese yen internationalization effort after a head start
inthe 1970sfor the fear of negative impact on its domes-
tic financial markets. The Japanese government has since
taken apassive rolein yen internationalization. The point
isthat aweak and underdevel oped domestic financial sys-
tem is an obstacle to currency internationalization. And
where does China sfinancia system stand, and how fast
is Beljing willing to modernize it? We do not know for
sure. In anutshell, despite dl the hype, Beljing’s renminbi
internationalization effort so far isat avery initial stage.
The renminbi lacks the foremost prerequisite to become a
global currency—free and full convertibility—and the
move towardsthis sate, in turn, is dependent on the devel -
opment of a sound, deep, and proper functioning capital
market in the country.

PROMPTING CHINESE BOND MARKET REFORM

At the heart of Beijing's concerns about creating a ren-
minbi offshore market as a byproduct of internationaliz-
ing the renminbi isits quest for control of the economy,
the financial system, and interest rates. That is why the
capital account remainslargely inconvertible, despite var-
ious financial liberalization measures over the years.
Freeing up the capital account would mean allowing non-
trade-related fund flowsin and out of China. Thiswould
expose the Chinese economy to sharp currency fluctua
tions and bal ance-of -payments shocks which Beijing has
been trying hard to avoid. So what to make of the recent
seemingly bold moves to allow foreigners participating
in the Chinese bond market and offshore banks in Hong
Kong to transfer renminbi freely among them?

My guessisthat the market reformers at the People’s
Bank of Chinaare getting an upper hand in the recent pol-
icy debates. They are experimenting with shaking up the
domestic financial markets with a shock by liberalizing
the domestic bond market a little bit (under the guise of
internationalizing the renminbi). Asit stands, the Chinese
bond market istiny. Financial ingtitutions, which are pre-
dominately the holders of bonds, tend to hold onto their
bonds till maturity. This deprives the Chinese bond mar-



ket of liquidity and a price discovery mechanism because
thereis no secondary trading.

The reformers at the People’s Bank of China want
market forcesto play abigger rolein the process of cap-
ital allocation and setting of risk premia. By allowing
some foreignersto play in the domestic bond market, the
central bank hopes to bring in market forces through the
back door. How effective this move will be is uncertain.
Experience is not encouraging, because despite Beijing's
moves to list shares of the state companies and bring in
foreign investors, the A-share market is still distorted.

BOOSTING HONG KONG’S FINANCIAL SECTOR

The other short-term goal Beijing hopesto achieveinthe
name of renminbi internationalization, in my view, isto
boost Hong Kong'sfinancial sector by giving it an oppor-
tunity to expand renminbi business and create val ue-added
for the local economy. The recent new measures will
alow greater usage of renminbi under the trade settle-
ment scheme, and provide a more flexible platform for
Hong Kong's financial institutions to offer renminbi-
denominated investment products.

Most banks in Hong Kong assume that the usage of
renminbi in Hong Kong's current account and foreign
direct investment flowswill grow significantly in the com-
ing years, so there will logically be an increase in the
demand for renminbi-denominated investment products
to satisfy the desire for holding renminbi. Knowing that
there are more renminbi-denominated financial products
available, the desire to use renminbi for trade transactions
will rise. Thiswill, presumably, create avirtuous cycle of
boosting renminbi circulation in Hong Kong, creating
more investment products, and increasing the incentive
for using renminbi, and so on. The economic val ue-added
coming out of this cycle will be seen in job creation and
financial innovation in Hong Kong's financial sector.

THE TRUE COLOR OF
RENMINBI INTERNATIONALIZATION

From apolicy perspective, Beijing'slatest movesto inter-
nationalize the renminbi and liberalize the Chinese bond
and renminbi interbank markets do not necessarily point
to creating alarge renminbi offshore market, which many
Hong Kong bankers hope would boost offshore renminbi
lending capacity. This can be seenin Beijing'slatest inten-
tion to approve the so-called mini-QFI1 (or mini-Qualified
Foreign Ingtitutional Investor) schemein Hong Kong and
the move to alow offshore banks and central banks to
invest in the Chinese interbank bond market. Unlike the
QFII scheme, which is an investment quota scheme only
open to foreigners who invest in the A-share market by
changing foreign currenciesinto renminbi, the mini-QFI|

At the heart of Beijing's concernsisits
quest for control of the economy, the

financial system, and interest rates.

scheme is only open to offshore Chinese corporates in
Hong Kong to invest their renminbi cash holdingsin the
A-share market.

From an investor’s perspective, this scheme swaps
cash with a renminbi asset. So the net impact on the
investor’s net worth depends on the changes in the ren-
minbi asset’s value. Similarly, when an investor buys a
renminbi bond, the investor swaps renminbi cash with the
fixed-income asset. But from a macro perspective, the
mini-QFIl and bond investment schemes are in fact a
mechanism for draining renminbi liquidity back to China.
All things egual, renminbi liquidity among Hong Kong
banks actually falls with the implementation of these
schemes so that their lending capacity will also be
reduced. Total renminbi depositsin Hong Kong amounted
to about ¥100 billion in July 2010. According to market
sources, in the first mini-QFIl tranche, Beijing would
approve a quota of ¥10-20 billion. That means just this
scheme would drain 1020 percent of Hong Kong's ren-
minbi back to Ching, if other things remain unchanged.
With more mini-QFI1 tranches, more liquidity will be
drained back to China. The same argument goes for allow-
ing more foreign investors to invest in the Chinese inter-
bank bond market, as offshore renminbi flow back to
Chinaviathe bond market.

From this perspective, it isanillusion that Beijing's
recent moves will also boost offshore renminbi lending
businessin Hong Kong. This goes back to my view ear-
lier that Beijing does not want to see the development of
alarge offshore renminbi market in whatever form it may
take, for the fear that it would lose control of the currency.
It is unlikely that Beijing would accept a situation like
that of the U.S. dollar, which is the world reserve cur-
rency but with 50 percent of its stock circulating outside
of the United States, and no firm control by the U.S.
Federa Reserve. Renminbi internationalization is still a
very dow process, and the development of a significant
offshore renminbi market is not in the cards yet. The
Chinese currency is still along way from replacing the
U.S. dollar asthe world's reserve currency. 4
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