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An Empirical Study on China’s Financial Condition
Index and Monetary Policy Reaction Function

FENG Bei-lin, WANG Gui-min

(School of Economics and Business Administration , Beijing
Normal University , Beijing 100875, China)

Abstract: This paper employs VAR methodology to empirically estimate
China’s Financial Condition Index. The evidences show that FCI can appro-
priately describe the change of financial conditions of China from 1995 to
2005 and has favorable function of forecasting future inflation. Based on the
above, the author proceeds by estimated Taylor rules augmented with FCI as
target and signal variable with Generalized Method of Moment Methodolo-
gy. The results suggest that FCI is positively correlated with short-term in-
terest rate and could be an indicator of future inflation. However, the inter-
est rate policies of People’s Bank of China reacted insufficient to CPI infla-
tion and the gap of production as well as financial condition, which stimulates
the asset price bubble and financial imbalance to interact and accumulate. So
the interest rate policy of PBC is unstable and an important factor that leads
to unstable economic development,

Key words: financial condition Index; taylor rule;consumer price inflation
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