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Capital Control, Risk Aversion and Currency Substitution

WU Ge', GU Ji*

(1. Monetary Policy Department |l ,The People’s Bank of China, Beijing 100800, China ;
2. China Foreign Exchange Trade System ,Shanghai 201203 ,China)

Abstract: With the advance of global financial integration, monetary policies in a
closed economy face with many challenges. Especially speaking, the enhancement of the
substitution between domestic and foreign currencies may affect the framework of mone-
tary policy regarding quantitative means as main control methods. Based on current global
financial integration and the real context in China, this paper establishes a more ideal mod-
el concerning currency substitution through introduction of capital regulation and investor
risk aversion and the constructing model approach from generalness to specialty to make
more detailed theoretical and econometric analysis of the factors influencing the quantita-
tive target of monetary policy in an opening economy. The empirical analysis shows that
factors such as capital control, the fluctuation in investor risk aversion and expected RMB
exchange rates have significant impacts on the currency substitution rate in current China.
Therefore, this paper provides some policy suggestions to cope with real challenges resul-
ting from currency substitution in new context,

Key words: currency substitution; expected exchange rate; capital control; risk

aversion
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