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Abstract

Abstract

In reality, even in conditions of price stability, the sharp fluctuations in asset
prices often will lead to turmoil in the financial system and eventually lead to the
decline of the real economy. Therefore, the theoretical point of view that monetary
policy should not only consider price stability, but also concerned about the financial
stability has gradually reached a consensus. The volatility of asset prices is an
important source of financial instability, therefore, whether and how the monetary
policy should respond to fluctuations in asset prices has its practical significance and
worthy of further study.

This article reviews existing studies on whether asset prices should be included
in the monetary policy reaction function. It summarizes key points and main
arguments of the theory of "intervention theory™ and "no intervention theory". On this
basis, this article also focuses on the impact mechanisms of asset price on the future
level of inflation, as well as the financial system stability. Then, on the basis of an
overview and analysis of the status of China's monetary policy and asset price
volatility challenges, we found by the cointegration test and Granger causality test
that the asset price have pre-guiding role of future inflation level. And then, based on
theoretical analysis, we also illustrates the potential impact of asset price fluctuations
on financial stability.

Based on the above analysis, we get an analytical expression of optimal
monetary policy reaction function which includes the asset price by using a standard
optimal monetary policy framework. Specifically, we include the asset price variables
(including stock prices and real estate prices) in the 1S-Phillips equation system, and
treat it as budget constraints. Then, we optimize the central bank loss function under
the budget constraints, and get the Strategy function which is optimal monetary policy
reaction function. After the estimation and calibration of parameters, we get the
China's optimal monetary policy reaction function. Accordingly, We get the following
conclusions: China's optimal Monetary policy should be the primary concern of
inflation, and the real estate bubble should be given greater attention than the output
gap. At the same time, the response coefficient of china's optimal monetary policy on
stock price is lower than the other factors'.

Key Words: Asset prices; Optimal Monetary Policy
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