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The Departure of PPI and CPI. Financial Friction Heterogeneity and Monetary Policy Choice
WU Liyuan' » LIU Yanzhao? » ZHAO Fuyang® . GONG Liutang'

(1. Guanghua School of Management, Key Laboratory of Mathematical Economics and Quantitative Finance, Peking
University, Beijing 100871, China; 2. Jinhe Center for Economic Research, Xi’an Jiaotong University, Xi’an 710049,
China; 3. School of Economics, Central University of Finance and Economics, Beijing 100081, China)

Abstract: The phenomenon of long-term deviation between PPI and CPI from the second half of 2011
to the beginning of 2016 has been widely concerned by all sectors of the society. This paper analyzes this
phenomenon from the perspective of commodity prices, vertical production structure and financial friction
heterogeneity between upstream and downstream firms and discusses the choice of monetary policy rules.
The study found that, first, negative commodity price shocks lead to the decline of PPI, then the resulting
expansionary monetary policy and China’s structural financial friction pull up CPI from the demand side
and cost side respectively, leading to the reverse deviation between PPI and CPI, which provides a new
theoretical explanation for the deviation between PPI and CPI. Second, we compare the monetary policy
rules targeting PPI inflation, CPI inflation and weighted inflation of PPI and CPI and find that the welfare
loss caused by targeting weighted inflation is the least. This conclusion shows that while stabilizing CPI,
the central bank should also pay attention to the stability of PPI. Third, we compare the quantity instru-
ment and price instrument of monetary policy. The results show that from the welfare point of view, price
instrument are significantly better than quantity instrument. The research of this paper also emphasizes
the important meaning of the heterogeneity of upstream and downstream financial frictions to the under-
standing of China’s economic features and the design of policies.

Keywords: price index; financial friction; monetary policy; welfare analysis; vertical production struc-

ture; structural frictions
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