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Supply Shocks, Demand Shocks and Optimal

Monetary Policy Rules in China
Liu Qian' and He Jingtong®”’
(1; Department of International Economics, University of International Relations;2: School of

Economics, Nankai University;3; Collaborative Innovation Center for China Economy )
Abstract: In recent years, China has continuously innovated and perfected macro—control, and
explored the optimal monetary policy in the new situation, which has become a new focus in the
research of monetary policy. This paper builds a behavioral macroeconomic model that employs
supply shocks and demand shocks to study the effect of monetary policy and welfare loss, and
explore the choice of optimal monetary policy rules. The study finds that under the impact of supply
shocks, monetary policy faces the trade—off between stable output and stable inflation. Under the
impact of demand shocks, the monetary policy that controls output can simultaneously stabilize
output and inflation. It not only helps to guide positive social expectations, but also reduces the
welfare loss while over—regulation of inflation will increase the welfare loss. The current optimal
policy in China is a flexible output—gap target system, and therefore a monetary policy aimed at
“steady growth” should be implemented.
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