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Abstract Incorporating financial frictions and financial openness into an open economic
dynamic stochastic general equilibrium model, we attempt to analyze the relationship between
China’s financial openness and macroeconomic fluctuations. We find that the degree of
financial openness and output volatility have a U-shape non-linear relationship, and financial
{riction is the key to the inflection point of output volatility; As the degree of financial friction
decreases, the greater the degree of financial openness is more conducive to macroeconomic
stability; the interaction between foreign shocks and financial frictions is the key to determi-
ning nonlinear changes in output fluctuations; Welfare analysis shows that financial liberaliza-
tion can improve welfare, but stronger risks of foreign shocks may reverse welfare effects.
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