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Why Can Foreign Banknotes Circulate for a Long Time in
Modern China? The Competitive Currency Market in
Northeast China and Its Enlightenment

Yan Hongzhong, Li Yuwei

(School of Economics, Shanghai University of Finance and Economics, Shanghai 200433, China)

Summary: The competition between foreign currencies and domestic currencies is a phenomenon that
exists in many developing countries, and it is one of the hot issues in the study of the international currency.
An important feature of the currency market in modern China is the long-term circulation of foreign bank-
notes in China. Foreign banknotes have been circulating in China since the 1870s, while domestic banknotes
gradually emerged after the 20th century. After the 1920s, they became increasingly prosperous, forming a
competing situation with foreign banknotes. As the most widely circulated area of domestic banknotes, North-
east China is also popular with foreign banknotes. After the 1920s, a competitive monetary system dominated
by Fengpiao issued by the official Northeast bank and Jinpiao issued by a Japanese bank was gradually
formed.

This paper constructs a theoretical model of currency search, and combines the theory of seigniorage, tak-

ing the Northeast currency market as an example to explore the mechanism of the currency competition
(A5 43 10)
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TEE I EHF ET: TEAN. BFFEAR SARTICERDSRE

The results of this paper have important implications for preventing the abnormal flow of international
capital and stabilizing the fluctuation of RMB exchange rate. In particular, the decision-making authorities
should implement integrated supervision of international capital flows to avoid risks or even crises arising
from large-scale capital flows. Taylor Rule, which includes international capital flows, plays an important role
in promoting the marketization of the exchange rate and the interest rate.

This paper expands the existing research from two aspects: Firstly, it endogenously implants international
capital flows into the open Taylor Rule model and analyzes the dynamic determinant mechanism of RMB ex-
change rate from the theoretical level. Secondly, we utilize the TVP-SV-BVAR model to empirically analyze
the nonlinear effect of Taylor Rule including international capital flows on RMB exchange rate from different
points and periods. In addition, with the increasing complexity of domestic and foreign economic environ-
ment, the causes of regional heterogeneity involved in the study can be further identified.

Key words: Taylor Rule; international capital flows; exchange rate; TVP-SV-BVAR
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between the two currencies. According to the results of the model, with the change in the exchange rate of the
two currencies and the constraints of government policies, the Northeast currency market formed two different
competitive equilibriums before and after 1925. Although Jinpiao was subject to the policy of Fengtian author-
ities in the competition with Fengpiao, it still played an important role in the Northeast currency market. The
increasing circulation of Fengpiao reduced the credit of it, and replaced it with Jinpiao. This is an important
reason for the continued circulation of Jinpiao in the Northeast.

This paper shows that when domestic currencies face the threat of foreign currencies, if the government
only restricts the circulation of foreign currencies and ignores the improvement of the credit of domestic cur-
rencies, it is difficult to prohibit the use of foreign currencies. Currency competition mainly depends on cur-
rency credit, and currency credit is subject to maximizing seigniorage. The decline in money demand is an im-
portant factor restricting the government’s issuance of banknotes. An important way to reduce the demand for
domestic money is to find alternative currencies. Therefore, the government can balance the currency circula-
tion and money demand to ensure a certain amount of seigniorage and maintain good currency credit, so that
the domestic currencies can occupy a dominant position in the competition.

In short, this paper mainly contributes in three aspects: First, it supplements and deepens the understand-
ing of the reasons for the circulation of foreign banknotes and the competition mechanism, and makes up for
the lack of research on the foreign currency circulation in modern China. Second, it provides empirical evid-
ence for the theory of the currency competition, and demonstrates the important role of currency credit in com-
petition. Third, it deepens our understanding of the current international currency competition and the interna-
tionalization of RMB, and provides strategic guidance for the internationalization of RMB. Only by upholding
the long-term stability of RMB and building good government credibility, can we promote its competitiveness
in various currencies.

Key words: foreign banknotes; the currency market in Northeast China; seigniorage; monetary policy
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