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Abstract

Core inflationis a good indicator for the monetary policy. More and more
central banks choose core inflation as monetary policy goal indicators. This paper
uses the generalized dynamic factor model (GDFM) to get China's core inflation. The
article uses a high-dimensional data of China which is from the year 2005 to 2012,
including consumer price index, producer price index, money supply, interest rates,
exchange rates and inflation-related economic variables. Based the generalized
dynamic factors analysis, inflation is divided into two parts: public and long-term
price changes, and short-term price changes and errors .The first part is defined as the
core inflation. The results show that the model estimation of core inflation is more
stable than the public inflation.

In order to evaluate the estimation of the generalized dynamic factor model with
other models, this paper compares the GDFM with other models. The result shows
that both the in-sample and forecasting estimations of GDFM are better than other
models, and the GDFM’s core inflation has a good predictive content for future
inflation in China.

The article also uses VAR model to research the relationship between the core
inflation and monetary policy. The result shows that there is a significant
correlation bhetween money supply and the core inflation, and core inflation has a
stronger influence on the money supply .we found that core inflation is a useful tool

for money policy makers.

Keywords: Generalized Dynamic Factor Model; Core Inflation Rate; Monetary

Policy.



B B 1
1.1 BB EEIREN o 1
1.2 OB EENEMNEARE .. i 3

1.2.1 AR B B BE TR BITE N oottt ettt e es et es et en e 3
12,2 BT R R I B T3 3 oottt ettt ettt ettt et 4
12,3 BB IR I T T3 0K oottt ettt 6
1.8 SCRRGIR . . . e 7
1.4 FFGRAEEE . . . e 11
1.5 ARNBIFIE G . . 11

HoE rWESEFEREER .. 13
2 B RETFREBINE . .. 13
2.2 NASEFREBFSWAEITE ... 14
2.3 "YHSEFEEMFHRMFEIE ... 15

2.3 L BB B T B A ettt ettt ettt et et e et ettt eenene 16
2.3 2 N EE B B I TT oottt ettt ettt eaeenes 16
2.3.3 T XFSEAFEBE FHLR {1 5EBIIEM oo 18

== hEZKLEEBEBEESMGET .. ... 21

3.1 BB BT . .. . 21
3.1 L BB IZEEN oottt ettt ettt ettt e et et e et et e et et et et et eaenens 21
312 BB A TE oottt e et et e e et e e e e eeeeeeeaes 22

3. 2 BRI . . .. 22



302 L BB G T oottt ettt ettt ettt ettt ettt ettt et et et enenene 22
3.2, BB T S ettt et 24
3.2, B S B T S T R oottt ettt ettt ettt e ettt e et et e e 28
3.2 T B BT oottt e e 30
L3RRI R . ... . 30
3.4 ARG HRIT . .. ... 32
3.4.1 GDFM #%:0> CP1 B4 1B FTHIAZIL CPL ettt 32
3.4.2  GDFM FZIL CP1 SZHAZILY CPI oottt et 36
3.5 AN . 37
FOE ZOBEERESEHBERRMEXRESH . ........... 39
4.1 B AEN G . .. e 39
4.2 BIEEEBRIEEIE ... . 40
B2 1 BB I E o oo e ettt ettt ettt 40
A.2.2 BB TR I oo ettt ettt ettt ettt 41
B3 T R B oo ettt ettt ettt 41
A28 T R SRAEIE .ottt ettt ettt ettt er e enens 42
4. 3 TR . . e 42
B30 BB T oottt ettt ettt 42
8.3.2 BRI R 3 T ettt ettt ettt e et et eee et e e et et e et eteeeeeeeeeeeeaeas 43
8,33 JT D R T oottt ettt ettt et 45
4 4 REING . . 47
FRE FEZOBEBBKEOHERMTR ... 48
Bl R . ... 48
5.2 RERIFREE I . . . e 49



BT XA AR O S IR BT

5.2, L BRI oottt ettt ettt ettt ettt ettt ettt en e 50

I IR - Ei Y N E = vivt =R 50
5.2.3 I R B T R e ettt ettt ettt ettt ettt ettt ettt eenas 51

5. 8 AR EE /NG . . .. 51
R I . . e 52
TR e eeeeseeeeseseeseseseses s sseseseseaseas seesesseases sseaseseasasens snesemstnni st 54

Vil



BT XA AR O S IR BT

CONTENTS

Chapter 1 INtrodUCHION. .cceeereieiiicteneeeireeennrenseenesesnsennscnnsennses 1

1.1 Research Background And Significance..............ccooeiiiiiiiiiiiiiiiiinns 1

1.2 Methods of the Core Inflation Rate..................ooiiiiiiii 3
1.2.1Definition of Core Inflation..............ooiiiiiiiiii e 3
1.2.2Statistical Methods .........uuiuieee e e, 4
1.2.3MOdeling Methods. ... ccvvrieinieie e e e et e e 6

1.3 LIterature REVIBW .......oeitit i e e 7

1.4 Research Framework. .........o.uouiuiiiiii e e 11

1.5 Innovation and Defect ........ ..o s 11
Chapter 2 The Generalized Dynamic Factor Model.......ccccceee.e.... 13
2.1 Traditional Factor Model............cooviiiiiies e 13

2.2 Dynamic Factor Model and SW Estimation.................c.ccooeeiiiiininn o 14

2.3 Generalized Dynamic Factor Model and FHLR Estimation.................... 15
2.3.1 The Model and ASSUMPLIONS ... .. e e 16

2.3.2 Estimation of Public Components...................ccoeiuiiiiieiieaiie e 16

2.3.3 Evaluation of the Generalized Dynamic Factor Model ................................. 18
Chapter 3 Core Inflation Rate in China........cccccevveveineiennnenn.....21
Bl TRE Data. ..ottt e e 21

3.1.1 Data SElECtioN. .....coeieei e 21

312 DAta PrOCESSING ...t 22

3.2 Estimation Process of the Model.............o.ii 22

3. 2.1 MOdEl ASSUMPLIONS. .. ..\ttt ettt ettt et e ettt e eaeeaeaes 22

3.2.2 The Derivation of the Model .......c...ooiiiiii 24

3.2.3 Number of DYnamiC FaCtOrS ..........oouirieiiii e 28

3.2.4The ChoiCe OF LAG ..vviirieiiee e e e 30

3.3 In sample EStmation. .. .......c.ouuiiniiniiit ittt e 30

3.4 Evaluation of the in sample Estimation.................cooeevviiiiiiiininniann.. 32
3.4.1 GDFM core inflation and Headline CPL.............c.cooiiiiiiiiiiiiiiiiiieee 32

3.4.2 GDFM core inflation and pure core CPL...............oooiiiiii, 35

3D SUMMIANY Lot e e e 37
Chapter 4 Core Inflation and Monetary Policy Analysis ................... 38

VI



BT XA AR O S IR BT

4.1 Model Introduction ............c.oviiiiiiiitii e e 38
4.2 Data and Model TeSt .......ooiiii 39
421 THE DAL .veeie et e .40

4.2.2 The UNit ROOT TESt. ...ttt e e 40

R I To D 1TSS 411 11 41

4.2.5 Granger Causality TeSt........eeutiriieite ittt 42

4.3 The ReSUItS ..ottt i 42
4.3.1 Parameter EStimation...........ooouuiuiiniiiiiit et enee e aaans 42

4.3.2 Impulse Response ANAIYSIS ......ouiiiriiii e 43

4.3.3 Variance Decomposition Analysis.......ccccooviuiiiiiiniiiii e 45

A4 SUMMAIY ..ottt et e et e e e e e e e e et e et e e e aae e 47
Chapter 5 Prediction of Core Inflation Rate......ccccevvee vevvenene....48
5.1 Prediction ReSults ........cooouiuiiiiniiii it 48
5.2 Evaluation of the Model Predictive Capability........... .....ooooiiiiiiinn... 49
5.2.1 The Comparison Standard ...........ccc.oiiiiiiiiie e 50

5.2.2 The Model and Data Selection...........c.o.ouviiiiiniiiniiiiiiiiin e 50

5.2.3 The RESUILS .ouiiiiiiit e e e e 51

5.3 SUMIMIAIY ..ttt e e e e et e e et e e e e 51

Chapter 6 The Main ConclUSIONS. ..cceeeeeererenreeacenreeasenscenceseesD2
APPENAIX . eeiiintenetainrieieeiareeeacensesassensecsasansessssiiosasannscanssaen 0l
RETEIENCES wiineiiieierieieenerernneeesateeneeenasescnscenssesnscennsesennsennnn 59
ACKNOWIEAEES.......cconeieiicereee et st caenee e ceseesee e ssnsnsase s asnsass snessnsnnns 62



LT T S A5 TR TR o o B BB 5T
HEFRESI
R 1 AFEMET B THRAZD CPLFREIT e 33
R 2 ARGV BT CPLETHBRRIT M e 34
A WA Gl AL X 08 G o TR 41
R ARSI BT I AIC R SCAH oottt et eet s et seene st esene 41
BT LI TS L Y a3 T Cro TR 42
R 6 LB IR BERCRTN M2 FITTZE TR oottt s se e seses e e senes a5
ol B Ric L= Y S LT S =S 51



EERS
1 BT oottt ssess sttt 28
Bl 2 BT T ZE R et 29
&l 3 GDFM BEELfd 11 ] 2005-2012 FEHTHL LY CPlcucvncreeincnicniicsisineiviciens 31
Bl 42005-2012 5 MR ER oo vttt 31
B 5 AR ITEMS TR CPLRTHIERR oo 34
Bl 6 GDFM A% /0> CPl AL L CPlcneececeeeeccceeeeceeeesceie e 36
I A QLT ) A OO 43
8 VB BB R RS TRIULE T oeeeioee it esseseesenns 49

Xl






@ie

F—T 4t
1.1 EBEREMRENX

e Wi 245l rh SR ERAT A S T BOR H bz — o BIMI RS AT 54T
BT RZAK H AR E 5K, Hoh SR AT WA i B 5 B 6 T B I A D B 1T
BORKH brdabr. Ik, REMER bR 38 5T b B 2,

AT E (Inflation Rate) faj Frithiid, JE2eurHh— MM % ACT I LT+
WE, HARTE R A B RN T A BB IR R . Al AT DA
Feabrfi R Il S K W 9 AR TR (CCPD. A28 D i i % (PP,
FHER i $52 (RPD A1 GDP 195 fi % (GDP Deflator ). X PUAMfiEFR,
B R0 5 22 1R 130 R B CPIL, X E2 T CPL I LLR LA A
(=B TTI S A AN BRI VTR = T ol 8 e e o/ 287 S A S 1 T
RE AR LK, CPI & — N A G RS, AT HIE gl A
i, H—Z AR DBAE G S, Ja RO Pl A A & AR ) ) e 2k U
S s B AN AR BN ) CPI 32 31 ) ST J3E thfe v o

SR, WAIR 22738 RINGE T SR A A i) CPIAE 18 B B I 8 bR A7 AE — €
JEBRe 5T, CPI T %I FL5 KM AR S K A7AE 58 S B
P12 CPI A1 0 A AR 25 5 52 AN ) il i A (0 ot R R S50 U 8 1) S o), e
I CPI TIN5, JEBAT It B A4 AR AL DA S k2 o s
KB EIERR. 55— J7H, LLCPIAE A B Kk Fabrta 5 0 MBUR B4
K RBAEIER . Bryan F1 Cecchetti (1993) Fi5H CPI A& &1F k5 M EE
(¥ HARIK AN SR — & i CPIL i 7 ik B Mook ik, %
PR o CPIL AR H T il 1R 52 ASCEE A AL 5 SO A o i 22
1Ak, Mankiw 1 Reis (2003) 37 T — A5t MBURPF B IGIE CPIAE
TR MBCE AR RBOR, 4551 B MBI S AR e 7= RS e ik H 1
i), CPI T8 5 KA S b o 3 B0 R 21l . X EEHT9TR B CPI
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B R IFAE B AT 0 B8 T BOR I B2 AK H A

HI T A AT BN CPI AL 2 38 53 I T7 A7 AE R R B, AT 4R 45
BRANATALE A (38 B2 I K 42 e B b Fse i) . KWIRgad Bz ik, BRI/ 20
el 70 SEA AT OB LS . I A KR
S v JEU IR, BRI Tk 5K B T S A BN, i A e
TR ) B A B2 TGRSR B B st i, HBL T WK IR AR BT R X
ML R AFEAE HIBOXEAE SR T I B2 5 27 20 S Ny, il B B ik
FIFALEAE N 53 MBGK HARIS, NAZKEs CPLAME A 7. L th S e A
T SR PGE IS 7y, FON OB BRI (Core Inflation), 53— #5702
H TR b e e B B BRI RS s 5 DS A BENLIE ey, AR
NARRZ OB . 25 R e S e CPI RN BT, 4
MGEEAR S, CPI Bkt B2 85580, W Hr /K12 5 a2 G oK
o T SRARATAE B E BT T BN Y 1% % R KR AL O B B K ARy, AN
27 8 1 R B0 5 R A B I B BE AL Lk

BAR, NS T Ol B KR MRS, AR T I A0 i Bt i
AR R, R Tk P AT A FER 7 okt S A% Ol BRI K A7 AR IR 2
=

HRTAE 2 1 KA A0 CPI Rl 45 A A A% O CPI I, K7 Bl K
AT HIAZ L CPIR & A BRI S o B BRIEI & SO, BB 7303
JEZERY P it PR 0 0 S o (R A A T S H B A IR v S A% Lo T TR I MK
TR T ARE CPI ) SRS 20 B 70 B MY IR 2 e (R4 T AN A& Il i SR R AR
&), fEDMBURAZRRES T, XA GRS (K5 2B W %, Al bR
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