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The Core Inflation Rate and Output Gap
in China: An Empirical Investigation

LiuyaN ZHAO
(Peking University)

Abstract Using the New Keynesian Phillips Curve, I estimate the core inflation rate and

the output gap in the post-reform period in a bivariate unobserved components model. The

trend-cycle decompositions of quarterly output and inflation rate show that the growth rates of

potential output are much steadier than the results of standard HP filter. The potential output

increases almost linearly in the post-reform period. This implies that the gross output can be

treated as a trend stationary process, and the difference stationary process widely adopted
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since Nelson and Plosser (1982) is not necessarily the best model for China's output. Infer-
ences on the core inflation rate also show that the deflation from 1998 to 2002 is not as serious
as the result showed by price indices.
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