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Monetary policy asset prices and consumer price fluctuations: Based on Pi—
gou effect and overshooting theory
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Abstract: Based on the theory of price overshooting and Pigou wealth effect this paper analyzes the dynamic
impact mechanism of monetary policy on CPI from the theoretical level. The results show that monetary policy
not only affects CPI directly but also affects CPI indirectly through the overshooting effect of asset prices. Sec—
ondly Markov-switching vector autoregressive models is further introduced to analyze the different regime
characteristics of monetary policy and to calculate the dynamic impact of monetary policy on asset prices and
CPI from the perspective of parameter timevarying. Empirical research shows that first monetary policy has
obvious expansion and contraction regime characteristics. Second monetary policy has an overshooting effect
on asset prices compared with CPI in the short term and monetary policy indirectly affects CPI through the Pi-
gou effect of asset prices in the long term. Third monetary policies have asymmetric effects on asset prices
and CPI. The effect of expansionary monetary policies is smaller than that of contraction monetary policies.

Meanwhile asset prices also have asymmetric effects on CPT and the “loss aversion” effect is obvious.

Key words: monetary policy; overshooting theory; Pigou effect



