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Research on the Macro-prudential Policy of Capital Flows:
Based on a DSGE Model Considering Domestic and
International Financial Institutions

Zhao Shengminl, Zhang Hanwen’

(1. School of Finance, Nankai University, Tianjin 300350, China;
2. School of Finance, Guangdong University of Foreign Studies, Guangzhou 510006, China)

Summary: In recent years, the importance of international capital flows has been increasing, which has
significantly accelerated the integration process of the international financial system. After 2008, the central
banks of major western developed economies implemented loose monetary policy, which led to a large amount
of capital flowing into new market countries. However, international capital flowed out of new market coun-
tries after Federal Reserve Chairman Ben Bernanke said in 2013 that the Federal Reserve would gradually
withdraw from quantitative easing.

The great fluctuation of international capital has aroused the debate about monetary policy and macro-
prudential policy. Rey (2015) believes that under any exchange rate system, only the control of international
capital flows can maintain the independence of monetary policy. In view of the above findings, since 2016, the
People’s Bank of China has established a macro-prudential regulatory mechanism for international capital
flows to resist external financial shocks.

By introducing domestic and international financial institutions, this paper brings the macro-prudential
policy of foreign financial shocks and capital flows into the DSGE framework of small countries’ open eco-
nomy. Domestic financial institutions can raise funds by absorbing the deposits of their own residents and for-
eign residents; international financial institutions buy and sell the creditor’s rights issued by various countries,

so as to implement capital flows.
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It is found that under the impact of foreign interest rate increase, on the one hand, it will tighten the bal-
ance sheet of domestic financial institutions, and reduce the scale of corporate credit through bank incentives
and constraints; on the other hand, it will cause the devaluation of domestic currency and international capital
outflows, and affect the stability of the financial system. The macro-prudential management mechanism of
capital flows can enhance the ability to resist external financial shocks. For China, the proportion of foreign
debt is relatively low, and the policy effect is relatively mediocre for the counter cyclical tax adjustment mech-
anism of external borrowing of domestic financial structure; however, the counter cyclical adjustment mechan-
ism for the capital flow of international financial institutions can significantly improve social welfare.

This paper gives the following policy recommendations: Firstly, we should increase the significance of
external financial risk prevention. In recent years, the rapid growth of international capital flows has brought
new challenges to new economies. Secondly, we should strengthen the supervision of cross-border capital
flows to resist external financial risks. In the process of further opening up of China’s financial market, the
People’s Bank of China should improve the macro-prudential supervision of foreign exchange market, real es-
tate market and credit market to prevent systemic financial risks. Finally, we should properly solve the finan-
cing problems of enterprises. For China, capital outflows will aggravate the already severe credit market pres-
sure. Therefore, on the one hand, resist the external financial risk contagion through the macro-prudential su-
pervision mechanism of capital flows; on the other hand, maintain the liquidity at a reasonable level through
the flexible operation of monetary policy, in order to support economic growth.

Key words: foreign financial shocks; capital flows; macro-prudential policy (Friemis & 1)

(4255 33 10)

In the analysis of the transmission mechanism, this article finds that the price channel can well explain the
stylized facts in the data. Our theory proceeds as follows: The US tightening monetary policy will lead to the
appreciation of the US dollar, which will cause US manufacturers to lower their export prices in US dollars
(Exchange Rate Pass-Through). Due to the yuan-dollar fixed exchange rate system, China’s import prices will
decline, and the prices of domestic raw materials and CPI will decline. Lower production costs lead manufac-
turers to increase production, which is reflected by an increase in China’s output. Therefore, the price channel
indicates that the US tightening monetary policy is equivalent to a positive supply shock, which will simultan-
eously increase China’s output and reduce the price level. Based on the extended SVECM system, we find that
Chinese macro data can identify the price channels of imported goods. Further robustness analysis shows that
our main findings are robust to different sample periods and different model settings. Besides, in order to bet-
ter explain the identification of import price channels, we have conducted empirical tests on several standard
theories in international economics. The results show that the standard theories fail to explain the Chinese data.
Therefore, the price channel provides the primary transmission mechanism of the spillover effect of US monet-
ary policy on China’s economy, and this channel also explains the empirical finding that WTO has a structural
impact on the spillover effect.

Key words: US monetary policy shocks; international spillover effect; China’s economic fluctuation;

price transmission mechanism (GTiemiE K )
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