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Does Structural Reform of the Supply Front Intensify the Price Fluctuation
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Abstract: The price of upstream industry has shown a dramatic fluctuation since 2002, and the external
shocks from the demand side are essential causes of price fluctuation in upstream industries. However, what role
does the supply side play in the price fluctuation? This paper introduces input—output network into a multi-sector
dynamic stochastic general equilibrium model and finds that the price self-circulation effect plays as an obvious role
of amplifier in the upstream industry, which makes the overall price level of upstream industry more sensitive to
the external shocks. At the same time, the upstream industry possesses a stronger market power. This market power
and price self —circulation effect can be superimposed on each other to further enlarge the price sensitivity to
external shocks, which can easily cause the wide price fluctuation in upstream industry. Price volatility can distort
resource allocation and bring about a series of negative effects on the economy. Therefore, in the context of
Structural Reform of the Supply Front, the government should pay more attention to the changes of market power
and conduct effective competition mechanism to the upstream industry when dealing with excess capacity and market
exit mechanism. At the same time, the government should prevent the regrowing market power of the upstream
industry and interacting with the price self-circulation effect. In this way, the achievement of Structural Reform of
the Supply Front may not be undermined. In addition, when dealing with the price fluctuations, the government
should also pay attention to the supply side adjustment and weaken the adverse effects of the price self—circulation
effect.

Key Words: price self-circulation; input—output network; Structural Reform of the Supply Front; dynamic
stochastic general equilibrium model
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