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Endogenous Uncertainty, Monetary Policy and China’s Economic Fluctuation

ZHU Zi-xiang, GAO Ran, DENG Xiang
(School of Economics, Sichuan University, Chengdu 610065, China)

Abstract: Uncertainty has become an essential reason for China’s economic downturn. Research about China
often treats uncertaintyas an exogenous factor. This paper empirically analyzes the impact of monetary policy on
volatility through a volatility—in—mean SVAR model with “two—way feedback”. The estimation results show that the
positive monetary policy shock not only pushes up the total demand but also reduces the volatility, the monetary
policy shock accounts for more than 5% of the volatility, closing the endogenous feedback of volatility will weaken
the effect of monetary policy. Then this paper constructs a new Keynesian DSGE model, which includes a credit
constraint and a quantitative monetary policy rule, to account for and simulate the impact of monetary policy on
volatility. The results also confirm that positive monetary policy shocks can reduce the volatility of macro variables,
and closing the impact of uncertainty will weaken the effect of monetary policy. The state —dependence of
uncertainty is the crucial reason for monetary policy to reduce the uncertainty. The risk aversion, the credit
constraint, and the persistence of monetary policy all determine the impact of monetary policy shocks on
uncertainty, among which credit constraint is the most critical channel. The paper argues that there is no
contradiction between expansionary monetary policy and deleveraging, and expansionary monetary policy is an
effective way to deal with uncertainty. This paper helps understand the causes of China’s economic uncertainty and
mitigate the uncertainty’s adverse effects.
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