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Core Inflation: Theoretical Model and Empirical Analysis

Hou Chengqi' > Gong Liutang® and Zhang Weiying’
(1 School of Economics and Management Wuhan University;
2 Guanghua School of Management Peking University)

Abstract: Existing measurement methods of core inflation assume that price change of each goods and serves be expressed
as the sum of core inflation and idiosyncratic relative price change. However this assumption has no theoretical base and
violates economic intuition. This article generalizes the classical new Keynesian model into a multisector economy proves
new Keynesian Phillips curve in a multi-sector economy puts forward a formula decomposing sectoral price changes based
on firms’ optimal decision. Based on this formula this article puts forward an econometrics model of core inflation and its
two-stage estimation method gives a simple calculation method of core inflation using steady-state weights estimates core
inflation in China. Effectivity test shows that using two-stage estimation method and method based on steady-state weights
can get effective core inflation measurements.
Key Words:Core Inflation; New Keynesian Phillips Curve; Multi-sector Economy
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