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Dynamic Model Selection Method and its Application in the Response Function of
Monetary Policy in China
Luo Yidan
(Guangfa Securities Company Limited,Guangzhou,510023)

Abstract: Traditional non-linear models only consider the change of parameters of the model and ignore the
change of model, this paper proposes a new Dynamic Model Selection method, which considers the change of
model and its parameters. Based on the DMS method, this paper studies the response function of monetary policy
in China. The result shows that the response function in China has significant character of dynamic adjustment.
Concretely, when the rate of economic growth and inflation were both lower, the monetary policy focused on the
economic growth and responded to the output gap; when the rate of economic growth and inflation were both
higher, the monetary policy focused on the inflation and responded to the inflation gap; when the rate of economic
growth is moderate and the rate of inflation is lower, the policy responded to both the economic growth and
inflation; finally, when the rate of economic growth is high and the rate of inflation is low, the policy responded to
none of them.

Key words: Nonlinear model; DMS model; Kalman filter; Monetary policy; Response function
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