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Abstract

Through the implementing of monetary policy instruments, the function of mone-
tary policy is to achiev‘e central bank’s specific monetary target, whether which is
price stability, economic growth or else, and the final effect has an inseparable con-
nection with the operation mode of monetary policy. Whether the monetary policy can
act effectively depends on the overall economic circumstances. As China has been in
the transition period and its open — up degree has been growing, no existing monetary
policy theory can be used to guide the monetary policy practice in this transition and
open — up economic situations of China, thus research on the monetary policy opera-
tion and monetary policy rules under the transition and open — up economic circum-
stances carries an important significance both in theory and reality. This thesis ex-
tends in a fourfold way as follows: menetary policy operational guidelines, monetary
policy instruments, monetary policy transmission mechanisms, and monetary policy
targets.

Afier reviewing on the devising and historical evolution of monetary policy rules,
chapter two at first makes a comparative analysis on two theoretical framework of mo-
netary policy research in open economy— Mundell — Fleming model and new open
economy macroeconomics paradigm. New open economy macroeconomics does better
in welfare analysis. Explicit form of utility function facilitates us to model those
effects on individuals’ utility of certain macroeconomic policies and economic.
shocks; however we should rather focus on the research method than these conclu-
sions.

Chapter three is based on the research of Bian Zhicun (2006) to test whether
monetary policy should follow the rules or the discretion in an open and transition
economy of China when considering the exchange rate. After separating those factors

from rules and discretions in China’s monetary policy practices in open economy, we
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find that since 1996 till now China basically has implemented discretion — dominating
monetary policy. During that time, rule — based monetary policy has little if any effect
on the economic pelformances: After introducing open economic factor, results about
the volatility of real GDP growth and inflation rate are basically consist with the re-
search of Bian Zhicun (2007) in a closed economy. Moreover, we discover thét
those discretional factors in China’s menetary policy increased RMB efficient exchange
rate volatility. China’s economic fluctuation was mainly caused by discretional mone-
tary policy factors. Results from our dynamic simulation indicate that if China imple-
ments a rule — based monetary policy, the economic volatility can be reduced greatly.
Rule — based monetary policy not only can reduce real economy’s fluctuations and sta-
ble inflation expectations, but also can reduce RMB nominal efficient exchange rate
volatilities.

Based on reviewing domestic literatures about Taylor rules in chapter four, this
thesis adopts a response function to comparatively analyze Taylor rules in an open
economy. As original Taylor rules emphasize the interest rate response to domestic in-
flation gap and output gap, this research makes advancement by introducing exchange
rate and foreign economic fluctuation. The estimation results of GMM show that the
direct introduction of exchange rate in traditional Taylor rule model will reduce the
explanatory capacity and after the introduction of exchange rate, the response coeffi-
cient of the interest rate to the output gap is —0. 1263. This matter does not conform
to the actual fact. However, introducing foreign economic fluctuations to the original
Taylor rule type will not reduce the model’s explanatory power for China’s inter — bank
interest rate. The response coefficients of interest rate on the inflation gap and output
gap were 0. 5936 and 0. 3253 ; with the closed economy estimates coefficients are not
much different. Foreign economic fluctuations may influence the national economy
mainly through the impact of long — term equilibrium real interest rates and potential
outputs. It had showed that in a closed economy the Taylor rule is not suitable for
using in China (Bian zhicun, 2006) . The main reason is that the interest rate re-
sponds little to inflation gap so the Taylor rule in China is likely to be an unstable
rule. This article analyzes this issue in an open economy, and the phenomenon still

exists,
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In chapter five, we first review the articles for monetary policy transmission re-
search. Monetary policy transmission channels are usually in four aspects: the inter-
est rate channel, the credit channel, the exchange rate channel, and asset price
channel. We research on China’s monetary policy transmission mechanism by using
the VAR model which includes 11 variables to examine th‘e relative size in monetary
policy transmission mechanism in the interest rate channel, credit channel, exchange
rate channel and asset price channel. The empirical results show that in China, the
role of interest rate transmission mechanism is still very weak, while the effect of ex-
change rate transmission channel and asset price transmission channel is weaker. Al-
though China’s monetary policy rules need to transform, but China’s not yet complete
policy transmission mechanism may weaken the effect of the rule — based monetary
policy. Therefore, it's necessary to continue to push interest rates, exchange rates
and financial market reforms to achieve objectives of our economic transition and mo-
netary policy paradigm shift.

In chapter six, we analyze the nature of inflation target and exchange rate target
at first. It is pointed out that the two can not coexist, because the exchange rate tar-
get will reduce the credibility of central bank’s inflation target, while the central
bank’s credibility on inflation commitment is the most critical part of inflation target.
Therefore, the fixed exchange rate system is not a good choice for the open econo-
mies which adopt inflation targeting. We use the New Keynesian model in an open
economy to compare the social welfare under different policy systems. Comparison of
target systems contains four combinations: strict inflation targeting with free capital
flow, strict inflation targeting with capital flow restrict, flexible inflation targeting with
free capital flow and complete floating exchange rate, flexible inflation targeting with
restricted capital flow and managed floating exchange rate. After parameter calibra-
tion, we empirically analyze the response of domestic economic variables to shocks for
a small open economy under different targeting systems. Empirical results indicate
that targeting system consisting of flexible inflation targeting, free capital flow and
complete floating exchange rate does better in absorbing shocks. Besides, strict infla-
tion targeting can not match others to form an optimal policy system to absorb shocks

from home and abroad. This shows that when China’s central bank follows the optimal
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monetary policy rules to choose the monetary policy goals, it’s not necessary to choose
strict inflation targeting. Under the present circumstances, production and inflation
factors should be important trade — off factors for China’s central bank to carry out the
monetary policy. Therefore we can choose some policy framework of flexible inflation
targeting, such as the hybrid nominal income targeting framework ( Bian Zhicun,
2005) as the transition to inflation targeting. In addition, the advantages of policy
system consisting of flexible inflation targeting, free capital flow and complete floating
exchange rate offer a direction for our country’s monetary policy and exchange rate
system reforms.

Chapter seven discusses the choice of our country’s monetary policy rules para-
digm under economic transition and open —up circumstances. Floating exchange rate
system is the necessary conditions for achieving economic transition and monetary pol-
icy transition. If our country adopts inflation targeting and Taylor rules dominated mo-
netary policy framework, it is necessary to achieve the transition to a floating ex-
change rate system. View from the actual situation in China, the Taylor rule which is
popular in developed countries may not be used in China for the time being, in the
current circumstances, we also need some supplementary rules as transition tools,
such as base monetary rule and single rule. Although these supplementary rules will
eventually become history, they still present a necessary condition for a smooth transi-
tion. China is currently in the process of transition and open — up, these dual back-
grounds make the inflation targeting not suitable for being implemented in China, but
China’s central bank should clearly announce as soon as possible the transition to a
rule — based monetary policy operation mode. Only in this way, can we make the
rule - based components play a leading role in reducing economic fluctuations. Also,
it’s necessary to actively create the implementation conditions for inflation targeting in
all aspects. To improve the quality of economic operation in China, we should look
for a transitional arrangement. This transitional arrangement may include hybrid nom-
inal income targeting framework ( Bian Zhicun, 2006 ), manage floating exchange
rate system and base monetary rules as a transition to a new monetary policy frame-
work. The transitional arrangements should not only emphasize output, but also give

attentions to inflation and take into account of exchange rate fluctuations. Only by do-



