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Nonlinear “Mccallum Rule” and Its Empirical Test in Chinese Monetary Policy

Wu Jilin and Huang Chen
( Economic Research Center Shandong University)

Abstract: The original linear “Mccallum Rule” has some limitations which can not capture time varying nonlinear characteristics of
monetary policy. This paper employs smooth transition regression model to expand the linear “Mccallum Rule” to nonlinear one and
then explores Chinese monetary policy based on quarterly data from 1983 to 2011. The empirical result shows when the inflation rate is
chosen as transition variable the three — regime model can well describe the time varying nonlinear relationship between monetary
supplies and inflation gap as well as output gap. The central bank will change the adjustment intensity and direction of the monetary
policy according to macroeconomic environments. In low inflation regime the monetary policy can prevent deflation and maintain
economic growth; in mild inflation regime the monetary policy can control inflation but it has impetus to increase monetary supply to
stimulate economic growth; in high inflation regime monetary policy only focuses on the inflation not on economic growth.
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