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An Empirical Study on The McCallum Rule during China’ s Monetary Policy Change
XU Wen-bin' LI Zeng-ye’
(1. Department of Finance School of Economics Xiamen University Xiamen Fujian 361005 China;
2. Zhejiang Branch Agricultural Bank of China Hangzhou Zhejiang 310000 China)

Abstract: The People’ s Bank of China started a new easing monetary policy by cutting the one-yearHoan rate
into 7. 2% at September 2008 as a react to the world-wide financial crash. Several cuttings on interest rates and
deposit reserve rate followed so that the one-year-deposit rate went to 2.25% the one-yearHoan rate went to
5.31% the deposit reserve rate for big companies went to 15. 5% and for small ones went to 13. 5% at the end
of 2008. The easing policy was followed by a significant inflation however. The CPI changed into positive at No—
vember 2009 and kept going up to 3. 1% at May 2009 which surpassed the 3% red-ine for the first time of the
late decade and kept on going up for the following months to make the real deposit rate turn into negative. As a re—
act PBC started changing monetary policy by raising deposit reserve rate at January 2010 and we saw 12 raisings of
deposit reserve rate within 18 months after that until it reaches the unprecedented 21.5% . Were these drastic
switches of monetary policy really fit the discretionary standard and gave the right feedback to macro-economy? We
gave some proof to answer this question by doing an empirical study on the McCallum Rule based on the monetary
policy change at January 2010. To start with we gave a brief introduction on the relevant studies in this field in—
cluding domestic and world-wide studies. Then we introduced the McCallum Rule and the change and development
of it to make sure it fit China’ s situation now. The third introduction was to introduce the sample data and the
technical methodologies used in the paper. We got 68 quarter-data by choosing the first quarter of 1994 through the
fourth quarter of 2010 as our sample period. We then gave the corresponding data of monetary base ( reserve mon—
ey) and GDP-gap by doing the necessary statistic pre-adjustment and wrote the following McCallum Rule equa—
tion: rule_Ab, =0.0241 —Av, +0.25(x,_, —x,_,). As we knew the McCallum Rule reaction function meant the
increasing rate of monetary base was a feedback to GDP—gap and the feedback coefficient reflected the sensitivity of
monetary base to GDP—gap. Considering the tagged-to-USD exchange mechanism of RMB before 2005 we added
the second variable Af to capture the influence of the change of foreign reserve to monetary base. Therefore we
wrote the feedback function of monetary base as followed: Amb, =8, +B,gap, + B,Af + &, We then proved that real
increasing rate of monetary base was much more fit to the rule—value after adding the second variable during 2006
through 2008 which meant that the scale of foreign reserve was indeed an important factor to explain the quick in-
crease of monetary base of this period. The other adjustment we made based on China’ s situation was introducing
the inflation rate ( measuring with CPI) as a new explanatory variable to monetary base by following function: Amb,
= +Bcpi. We found surprisingly that the inflation change was somewhat the result of China’ s monetary policy’
s implementation in stead of its target. To strengthen all these findings we did a Chow test and found re-enforcing
support that there was a structural change of monetary policy environment during 2007. According to the empirical
evidence we gave the following suggestions: (1) Because of the gradually intrinsic tendency of monetary supply
the quantitative-oriented monetary policy would have a weakened effect on macro-economy therefore the price-ori—
ented regulation should be put into PBC’ s schedule in the long run. (2) The quantitative-oriented monetary policy
tools showed a significant limitation even in the short run  which gave PBC no other choice but to use price-oriented
tools more actively even under a quantitative-oriented policy environment.

Key Words: McCallum Rule; monetary policy change; empirical study
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