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The Nonlinear Interest Rate Rule and China’ s Economic Fluctuation

Guo Ning
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Abstract: This paper studies the nonlinear characteristics of China’ s monetary policy reaction function in a general model including

asymmetric central bank preferences and nonlinear aggregate supply curve. The empirical estimation results show that the central bank of

China prefers output expansion to contraction so its monetary policy reacts more towards recession. The effort of China’ s central bank to

cope with inflation is weaker than deflation showing greater aversion to deflation. The aggregate supply curve of China is convex. With

output expansion inflation rises at a faster rate exerting greater inflation pressure on the central bank which is in turn forced to take a

greater response. These features bring monetary policy of China into a vicious circle of alternative expansion and contraction leading to

manipulatory economic fluctuations.
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