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Regime-Switching Stock Price, Macroeconomic Dynamics

and the Response of Monetary Policy

MA Yong, ZHANG Shu-hua and DONG Yi-chen

Abstract: In this paper, we analyze the structural change of stock price growth and its
macroeconomic effects by building a regime-switching DSGE model and discuss whether
monetary policy should respond to stock price volatility. The results show that when the policy
authority releases a signal of stock price adjustment, main economic and financial variables will
reach their equilibrium level over the target period if market participants expect the signal to be
credible, and vice versa. In addition, we also find that during the regime-switching process of
stock price growth, a proper response of monetary policy to stock price volatility would
effectively reduce economic and financial volatility, resulting in a lower loss of social welfare.
However, if monetary policy responds too much to stock price volatility, economic and financial
stability will be undermined, leading to a much greater loss of social welfare.
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