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Abstract

Abstract

This book focuses on interrelations between asset price and mone-
tary policy, elaborating on impacts and shocks that the dilation and
collapse of asset price bring to the real economy and the consequent
challenges the monetary policy faces. It aims to basically answer the
question of whether asset price should be the target of the monetary pol-
icy. The basic logic is that asset price will affect the aggregate demand
and consequently the real economy through wealth effect and balance
sheet effect, while the buildup and collapse of bubbles in asset price
endanger the stability of the entire financial system. This book makes
empirical analysis mainly on evolvement of asset bubbles in Japan in
late 1980s and early 1990s and booming of stock markets in most of de-
veloped countries in late 1990s. Based on this empirical analysis and
theoretic studies as well, it proceeds with specific analysis on relations
between asset price and monetary policy target, asset price and de-
mand/supply of money, asset price and monetary transmission mecha-
nism, stock price and exchange rate and interest rate. It also discusses
problems such as why the central bank should pay attention to changes
of asset price, what economic expectations the asset price contains,
whether asset price should be taken into account when estimating the
inflation index, whether fluctuations of asset price should be the target
of monetary policy and how the central bank react to changes of asset
price. It makes further study on the impact on monetary policy of fluc-
tuation of asset price and development of capital market in China, and
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comes up with a monetary policy framework for China that takes into
consideration the asset price factor.

The book follows the basic study methodology of theoretic, empiri-
cal and policy analysis and consists of 8 chapters.

Chapter one: asset price and national economy.

This chapter discusses the mechanism through which the asset
price fluctuations affect the real economy both theoretically and empiri-
cally, including wealth effect on consumption and Tobin’s Q and bal-
ance sheet effect on aggregate demand. The samples for empirical anal-
ysis are major industrial countries such as the U.S. in late 1990 and
China over the same period. It draws following conclusions:

— Changes of asset price have unbalanced impact on real econo-
my.

— Wealth effect is more evident in major industrial countries but
differs across countries.

— Wealth effect of real estate is stronger than that of stocks.

— In China, stock market has little impact on either consumption

or investment.

Chapter two: asset price and financial stability.

The main viewpoint in this chapter is that bubbles in asset price
contain huge financial risks and the collapse of bubbles will endanger
stability of the financial system. It first discusses the formation of bub-
bles in asset price, then dwells on relations between bubbles in real es-
tate sector and banking crisis, bubbles in stock price and banking cri-
sis, asset price and currency crisis. The question of whether monetary
policy should react to changes of asset price is therefore raised.

Chapter three: asset price and monetary policy target.

This chapter first introduces two entirely different views on
whether asset price should be the target of monetary policy. Based on



comparison and empirical analysis of these two viewpoints, the author
comes up with his own opinion that asset price should not be a direct
target of monetary policy but a reference parameter for monetary author-
ities’ judgement instead.

Chapter four: studies on Japan experience.

This chapter intends to figure out relations between monetary poli-
cy and bubbles in the economy by observation on Japan’ s monetary
policy during the buildup and collapse of bubbles, trying to conclude
its experiences and lessons.

Chapter five: asset price and monetary transmission mechanism.

This chapter analyzes roles of interest rate, credit and exchange
rate in monetary transmission mechanism and summarizes recent devel-
opment of these transmission channels both at home and abroad. It also
discusses general laws of stock price and real estate price taking effect
in monetary transmission mechanism, summarizing mechanism of stock
market as a channel for monetary transmission mechanism, elaborating
the impact that the development of capital market in China has on the
monetary transmission mechanism and putting forward new ideas on es-
tablishing the stock market transmission channel for China’ s monetary
policy.

Chapter six: asset price and monetary demand/supply.

By using a typical IS — LM model, it makes theoretic analysis on
relations between asset price and monetary supply. On the basis of the-
oretic analysis, it tries to figure out relations between real estate price
and monetary supply by case studies on Japan, Taiwan and Mainland
China. It also reveals the relations between the monetary supply and
the stock price in China by observations of the financing sources of
stock market. Moreover, it conducts empirical studies on relations be-
tween stock price and monetary demand, asset price and velocity of

money. The outcome of such empirical studies indicates that in China,
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the stock price should be one affecting factor of monetary demand. In-
crease of assets, particularly highly liquid assets such as stocks, will
lead to a declining velocity of money.

Chapter seven: stock price and exchange rate/interest rate.

The first two sections of this chapter discuss relations between
stock price and exchange rate/interest rate in a floating exchange rate
regime and a fixed exchange rate regime respectively, while making
comparison of such relations in these two different exchange rate
regimes. The third section dwells on relations between interest rate and
exchange rate of RMB and indicates the form that the interest rate pari-
ty takes in China. The fourth section analyzes the impact of deposit rate
and money market rate of RMB on China’ s stock market. Therefore,
analysis in the third and the fourth section makes up a mechanism of
RMB exchange rate — interest rate — stock market.

Chapter eight: asset price and China’ s monetary policy frame-
work.

As a chapter for policy suggestion, it mainly answers questions of
whether China’ s monetary policy should react to changes of asset price
and how the monetary policy takes into account changes of asset price.
Based on these answers, the author tries to come up with a monetary
policy framework that takes asset price into consideration and set up
within this framework a responding mechanism to changes of asset

price.
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