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Heterogeneous Risk Preferences., Market Friction
and the Consumption-investment Effects of Financial
Innovation in China’s FTA :A Theoretical Analysis Based
on the Diamond Overlapping Generations Model

Wang Genbei, Xu Shujun

(School of International Business Administration , Shanghai

University of Finance and Economics, Shanghai 200433, China)

Abstract: Based on individual overlapping maximization behavior, this paper explores
the consumption, savings and investment effects of financial innovation in China’s FTA
from the perspectives of residents’ heterogeneous risk preferences and market friction. It
shows the following main results: firstly, the financial innovation in China’s FTA gives
rise to the part (or full) savings-investment-switching effects and the scales and direction
of these switching effects depend on the absolute and comparative investment and financing
efficiency between Chinese and foreign financial firms and markets; secondly, the financial
innovation in China’s FTA effectively increases the consumption of the old and retired .
but its consumption-savings-investment effects on the young groups are determined by in-
dividual heterogeneous risk preferences, namely if the representative individual is a risk-a-
verse, risk-neutral or risk-seeking consumer, the financial innovation in China’s FTA leads
to the increase, no change, and decrease in his consumption respectively, the decrease, no
change, and increase in his savings and investment respectively, and the decrease, no
change, and increase in the savings-investment-switching scale. Finally, governments
should control the speed, depth and timing of financial innovation according to the compar-
ative investment and financing efficiency between Chinese and foreign financial firms, to
reduce the powerful shocks of the part (or full) savings-investment-switching effects to the
real economy and society stability.

Key words: heterogeneous risk preference; market friction; FTA; financial innova-

tion; consumption; investment; overlapping generations model
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