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ABSTRACT

China has experienced rapid economic growth in the last two decades. The
large trade surplus in China in the years following 2001 offers a favorable
argument for exchange rate “flexibility”. When Renminbi is expected to be
volatile, currency substitution and the exchange rate of “Renminbization”
might occur in Taiwanese’s portfolio allocation. The purpose of this paper is to
analyze how the dynamic consequences of the currency substitution and “Ren-
minbization” affect the volatility of exchange rates and the diversification of
currency holdings. We develop a dynamic general equilibrium model of a small
open economy with perfect foresight and currency substitution to explore the
comparative static analysis of steady states. We then use the steady state prop-
erties of the model to investigate the behavior of relevant macroeconomic vari-
ables, including the impact effect and the dynamic adjustment path.
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