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Abstract

Since the 90s of the 20™ century, both practice and research of the theory of
monetary policy have undergone significant changes. In practice, many countries are
beginning to give up the monetary policy of exchange-rate-targeting or
money-supply-targeting and transfer to a new monetary policy framework. In this
policy framework, most countries have achieved low and stable inflation and
sustained economic growth, making such a policy be respected by central bankers and
economists. In theory, New-Keynesian has become the mainstream framework of the
monetary policy theory. This analytical framework combines Keynesian and Real
Business Cycle theory, as support for inflation-targeting monetary system. As
New-Keynesian theoretical framework with a clear basis of optimization, it consists
with the development of modern macroeconomics.

Can be expected, as the deep development of global financial market and
increasing flexibility in exchange-rate regimes, inflation-targeting monetary policy
will be a new direction of the development of monetary policy framework. For China,
money-supply-targeting policy framework seems to be the main one right now; the
central bank’s monetary policy objectives have many characteristics. But now the
effectiveness of dual-targeting framework is suffering an unprecedented dispute. The
inherent in the traditional framework of monetary policy led inflation targeting
framework to be the focus of discussion both in theory and practice fields. However,
most of the discussion is focused on the domestic inspection of foreign research and
lack of a rigorous mathematical proves on the applicability of inflation-targeting in
China. As the role of monetary policy would significantly improve, we need a new
theoretical framework for monetary policy as a guide.

First, this paper gives a comprehensive review of the research on monetary
policy rules and business cycle theory, and then introduces the research methods and
framework. This paper also gives a detailed introduction of the monetary policy

analytical framework of New-Keynesian theory.



In the framework of New-Keynesian theory, using RBC model, this paper gives a
rigorous proof of the applicability of inflation-targeting framework in China. As the
relationship between the money supply and economy growth as so as price stability is
gradually becoming vulnerable, this paper gives a key research of interest-rate. The
gradual recovery and use of price-type tools is an inherent requirement of
inflation-targeting framework. Further, with China’s macroeconomic data, we give a
research of the current actual operation of monetary policy rules in China. However,
the country’s monetary policy is so smoothing that this has greatly weakened the
effectiveness of the monetary authority’s policy.

We believe the effectiveness of inflation-targeting framework, but it doesn’t
mean that quantity-type tools are useless. In this paper, we also give an example to
show that the mixed use of price-type and quantity-type tools sometimes can make
monetary policy more effective and useful.

Finally, this paper analyzes the inflation-targeting framework in our applications.
Generally speaking, China is becoming a potential implementation country of
inflation-targeting framework. The most important task at this stage is to make
interest-rate more effective and promote the market-oriented reform. With the advance
of reform, China will gradually transfer to an inflation targeting framework country

with interest-rate as its main monetary policy tool and transmission mechanism.

Keywords: inflation-targeting framework; mathematical analysis; dynamic stochastic

general equilibrium model
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