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The Economic Effects of China’s Financial Openness .

Benefits, Risks, and Policy Responses
WEN Xingchun YAN Xinyu

Abstract. Considering the ever-changing and dynamic nature of China’s economy,
this paper presents a comprehensive and detailed analysis aimed at assessing the benefits,
risks, and policy responses associated with the financial openness of China’s economy in a
highly intricate and uncertain external environment. Utilizing a dynamic stochastic general
equilibrium ( DSGE) model that incorporates the characteristics of financial openness, this
study reveals that the benefits and risks linked with the financial openness exhibit fluctua-
tions depending on the risk states of the economy. The increase of financial openness yields
favorable outcomes by enhancing domestic credit conditions, yet it also amplifies the ad-
verse impacts of external shocks on domestic financial stability and macroeconomic factors ,
thereby introducing new risks. Generally, the net welfare gains derived from financial
openness follow an inverted U-shaped trajectory as efforts to liberalize the financial sector
intensify. Furthermore, the implementation of macro-prudential regulations and foreign ex-
change intervention policies demonstrates efficacy in mitigating macroeconomic volatility
amidst external shocks. However, these policies also curtail the benefits of financial open-
ness in terms of transitional dynamics. The net gains arising from these policies are influ-
enced by the intensity of external risks. Therefore, a judicious pace of financial openness
is imperative,, based on the risk characteristics of the external environment at different time
points. Additionally, it is crucial to select appropriate regulatory policies to prevent the
cross-border contagion of external risks while maintaining the benefits of financial open-
ness.

Keywords: Financial Openness; External Shocks; Risk Steady State; Macro-pru-

dential Regulation; Foreign Exchange Intervention Policy
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