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Sudy on the correlation mechanism between
core inflation and monetary policy in China

LIU Jinquan'?, LIU Ziyu?, LIU Yue’

(1. Center for Quantitative Economics, Jilin University, Changchun 130012, China;
2. School of Business, Jilin University, Changchun 130012, China)

Abstract: Price stability has always been an important factor to consider when the government is formulating monetary
policy. However, the current inflation indicators can not eliminate short-term fluctuations, and the central bank will
misjudge the temporary price fluctuations as a long-term trend in the implementation of monetary policy, thus affecting
the effect of policy regulation and public inflation expectations. In view of this, we use HP filtering to eliminate
short-term fluctuations and get core inflation which can reflect long-term inflation trend. And through the construction
of TVP-VAR model, we explore the effect of quantitative and price based monetary policy on core inflation. The results
show that core inflation rate can effectively reflect the operation of the real economy activities and reduce the
misjudgment of short-term fluctuations. With the deviation of M2 from the objective goal and the continuous promotion
of interest rate marketization, the intensity of price-based monetary policy is better than that of quantitative monetary
policy. Thus, the central bank should measure the actual characteristics and trends of China's price level through core
inflation, and ensure the smooth operation of macro-economy through robust price adjustment.

Key Words: core inflation; monetary policy; HP filter; TVP-VAR
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