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o] 714, G(L)= AlaF AAAkzk(lag operator) Lol th3k 3@ t}&H2] (matrix polynomial)

o] y(t) ¥ m x 1 dHelHWE(data vector)ol™, m E3d EZ3E T
Moltt. 28 aL, wvare(t))=A = A = Wz (diagonal matrix) 24 oz}
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O o (G 0 e
Yo {yz(o} o) {Gﬂ(u GZZ(L)} () ‘[eza)} 2

VO e (D= myx 1, yAOS e mox 1, Gi(D) my x my, Goy(L) my x my,
Goo(L)& my x my ©] T},

T = Grp(D=02tar 7HgE Aojr. o= &5 A4 (block-exogeneity)
Aefow y(0E AWstetl yALHe] 571 Ax ¥ obyer AA e AA A RE
dostA S Yudtt. & AFolAM= v Pl BA BFE, Ao T
BA HFEEEA, b= AA Hess Ageted AR IRAEA =] A

QskA] Frhe As g
1] oA m= ol&E A4S AWslyl #f8ke]l  Christiano,

Eichenbaum, and Evans (1999)7} A¢tst WS o] &3t y(H= [IP_US,

[

W5 ol

e

o

CPL_US, CMP, FFR, NBR, M]" & IP_US+ ZFJAAF (Industrial Production),

CPILUS+  4H|A E7FA]4  (Consumer Price Index), CMP+ Z&7H4
(Commodity Price), FFR W= A% 7|55 w2 (Federal Funds Rate), NBR<-
H k9] Al=5 (Non-Borrowed Reserves), M2 E3}gFolt}, w|lo Fiteol 7|
TZ A5 G109 a4 = Christiano, Eichenbaum, and Evans (1999)% uwiz}
IP, CPI, CMP7} FFRe| wW3te] hs] @74 o 2 wkad 4= {1 FFRe] NBR¥}
Me] Wt s B or whad 4 Quke= Aoks FUbekdlal, FFR 54+

o4 202 syt

Y ma 27 = Federal Reserve Bank of St. Loise 9] #|o]#| oA Falt}, 4E71AS el
W HeE YAzt 7k4a = =204 7FA(intermediate material price)S o] &3tk AFE7}
AL Yl Wyt Fslgos gist A4E s 2 A3 A 71A3 M1S o] &



2 AR (p()) B 7]E WSs 2|z} B7FXS (CPD, AF A4 (IP),
Zwd (CR), "ivg& (ERA)S dssith. CPISt TP+ =7kt AitsEs
ey F8 Al WHeEoln CREE ERAE 3=l F8 A¥y #uddg
Fauong JE Wi TN FA7|te] FdiHoeg Fr] wie] L

HFES 78 W 2374 FUvh @5 F7F A5 (KOSPD,

<] =
TARETY (CAP), 2EZEZS #d TAREF (PORT) 5 4l M=ol ol

(reduced form) &55¢44d VAR 29
ForE OLSE o]&3 FAA vdxde] A @, webr SUR(Seemingly
Unrelated Regression)® FA3% % F% VAR E3doz HIls= HWHS
ARkl T,

T4 71Zro] ol € ARE ol&sia, FAVIIRE AR A3k old
71ZEQ1 1982 10¥€5-H 199149 12€¢, 18la 2L A3} o]% 7]kl 19994
1¥95E 20079 6¥7kA % ~7]zrolt}. Strongin (1995) =& 1982y 10¥%-H
=9 E3t AFAo] HAFE Adw TAe AHOERH T2 HAF AAHo
7 F743kal ¢lal, Clarida, Gali, and Gertler (1999)& H]$&3le] 19824
109 o]F w=¢ F3F AHo] Wzl HAYE dAso] BoerE=w 1982d 10€
5 FASAY. =E 19929 1€ 3h=o] 2 Ao o= Slol Al EE T
a3t AAAH wgl dlern=z AR AWE old VteEE 19914
1297MA 5 A8l A2 st ol% 7Itom= AL A o] 3
APE A e)gk 971 vy =8 9159 3} AAS =]istal dEdelA
EAIg o] =9i®l 1999d 1€%E ZEH 897 A 7Izk] 20079 69=

k' VAR o] 358 e 271 AaE e

57} HZ (price puzzle) 5 ©o]d o] AH oz & YJeElYERE o]8s H4E
itk olg e W A Wy #ejAE Kim (2001)& 2 A, ojxk& o]9e] W
e 2IE Ad #hell 100s #3te] o] &3k
sharo] 2252 dhared AA BA AlaglelA 3t KOSPL ERA &
85 o]l &3t oJAEY TAESY, TEZHL AE FUS A9 WFES ZOE
Fgk Fholl 1005 wate] o] &3t oA ¥ TEZE L A48 92
TE =0 Ed= GDP (2ol dgt %5 A& AT
U ogaro] AR 24530 BA ) WA E Kim, Kim, and Wang (2004)E xd A

® Akaike criterion® 2&3to] 7|® o] H# AE B3 A 2742 Jebgr)

rlo
(e
o,
=
b



V.2, 4% ¥4 25

<ad 9= 7R EgolA w=m w2 AA A

(FFR) = & w8 (CR9Y 49 §e] SANSHTE HolFErh e 90%

g M=ot AWMA deo] aHEL AHE A3 ol 7|k FAWE ol A,

HA do] aHES AFEAFE o] F 7]7He]
A A4rsl old 71be Bd, F4

=2 7F F 0.25%-0.3% AE Z7tsta o]F Z7} Eo] Zo]Eo] oF 9

T HR2E FEoR EoRkith d=e FFYE Tk, 54 F 3 W

Yol oFF F7bsta 2-370L Aol oF 0.18% A= 6

opttt. &9 2-3/MEA T S 95% FdEE 0% ot

—r

sEow = than o
T dn A= v=e 2y STkl wE @=e] gk Soleked 2-3UhdEAE
NFer wy v 3 deel 12 o4 dwe FUw FvEe AL B 4
AT

AR AF3} olFe) Jke wl vFe) Fel 4 4 F o0 Ay
ek 4l A o A9 Fole 029 k% FHIT. @ 2
Few geshed o 3-4 AW F 005% A S oldd @we] 7Y
e 95% BE 03 tEt e FEl Ase = F@ Asel o 14

o
Y
of
Y
o
4=
Y
o
e
fr
X
2
_OL
= 0
=3
—
K-y
i
1_.
ol
2
iy
L
)—A
é

, AL AREE o] 7]7kol
ojF F 7Zke] a7t EojEol 1270E Foll= A7 0.28, 0.220]4 A AR
At ol 73k whg AXVE ¥ A4, ol % 7 73k Apol7} vl 7181
Z+zb 0.6, 0.35%2 YEbaL Qi

dubrom 3 Ao W= olxge W W oYzt F3F



B

o

=
T

il

1 3}

el

i

A

AER olggorg utol

=

ol

—_— — o — — —

S3FEMD 9]

o)

3|
pul

e

o

ok
24

o szom Boher)

e

2]

<
T

4871€

] 5]

B

]
el

o)
N

o] 9]

1071 € 9]

A A5

.
bl %7

o)1
o -
9

oI5
%3}

Avd 0.3% B=

oF
2

<
T

=
K3

7

l

S

o KA

o

S ERA = e,

o] EAHOE F9

IR R

9]

ujse] 22 47

3} o] 7|3bell =

[e)
T

2 37

)

R R

o] e Ao
e AR A58 olF 713k

&

-
R

A53} o F 717k

Avhe

&

o]

ol

o

A3 olF gHon o

L=

sl A}

2 ¥w 9

3}

i
a}]

7

_Ev

A8k oAt el

o]

Ao

"



2o

EEDEES

% 3o]

=Y

e

!

o

0

—

o

=

]

Hu

"

Z1

<™ 11> <agi2>eE 7+

H

2.

o]

J

A
~

=]
RN

ats

ki3

gk ]

v &8 (ERA), A& &

o

=

o}
F7F A=(KOSPDol o

9 AH FA

7]
L

=

Tod

N
N

e

—_
o

B
—_
file)

i)

fite)

ojo

el
5o
m

ﬁ_.o
o

H

<]

‘04

[e)

i

o

1

°
pul

I
2
1 e

°©

9

=

[e)

i

37 A ©le] AA

WA ) Shge] W (<1g 115)
AR 253

e

_Ev

o]

A

al

A==

1A e

°

W7 g HozT SF7

ol A1 A &

T

-

gl o]

T

-

2

°

FIMAFKIE 12>)9]

FAZE 11>)3

wl = A
AR EHAZE 12>)9 A F 7]

a7 95% FE=E 07 thEoh

&

N
B
-
ndl

~

ui-

o
o

gl

°

9/]

[e)

H

o)
of
oF
%

T

P
o}l

N

=

8

°F 0.35%
SFobA) i
A3 A58}

=

Felh Addew o
Aow Azt

o] GDP trend tiH]

0.07%

ok
=)

AR A3 o4 7]

|(trend) ©iH]

GDP A
By AFR el el 5 Fo] ¥ #ol

V.



=ro] 1997 939 7] o]

ki3

oo
i e

=

-

Aol =

2= 7]

P3R5 57}

"
(\
)

o

=

1990 )

e

o

BR

—_
o

0
il

-
ol
oF

el
T

A2 23k F

bt

S

AU,

o] 2] 7}

MEA =

e

b7 ot

5|

R

PN
T

R

-
T

o

il

3}7]

7k3}

10

<0

L3

7

gle]

4

]

24 AAA AR

sk, e

2o

Ao we vE Fhel FiA

AR

] =

EEs

Fgeta

=K

AR A oA AR A3 olFe F 7]

)

B
il

—_—
o

i

3

Fleh webA ejgkoldd 77kl w]

J|

Ho

ﬂo
B

!

T

B

—_—
o

0

N

i

il



=

o

U
I

B
R

B

B

e

kol

N

ol 7]

o] SR}

&

G Aow AZEY. wEA ol

A
—_
o
Gl

oj
il
o

-
o

)
ox

+

B

XN
—_
fife)



ﬂ}‘_’:
kl
i

il

, |gk9]7] ol % F3} Bl &R Iy, FASAT, A5 A4z,

2007 124, pp.275-312

2
o
o

Backus, David K., Patrick J. Kehoe, and Finn E. Kydland. 1992. “International Real
Business Cycles.” Journal of Political Economy 100(4): 745-775.

Bekaert, Geert, Campbell R. Harvey and Christian Lundblad, 2009, “Financial
Openness and Productivity” NBER Working Paper #14843.

Calvo, G. and C. Reinhart (2002) ‘Fear of Floating’, Quarterly Journal of
FEconomics 117, 379-408.

Christiano, Lawrence J., Eichenbaum, Martin, and Charles L. Evans, 1996, “The
Effects of Monetary Policy Shocks: Evidence from the Flows of Funds,” The
Review of Economics and Statistics 78, 16—34.

Christiano, L.J., M. Eichenbaum, and C.L. Evans, 1999, “Monetary Policy Shocks:
What Have We Learned and to What End?” in J. Taylor and M. Woodford (eds.),
Handbook of Macroeconomics, Vol. 1A, Amsterdam, Elsevier North—-Holland,

65-148.

Clarida, Richard, Jordi Gali, and Mark Gertler, 2000, “Monetary Policy Rules and
Macroeconomic Stability: Evidence and Some Theory,” Quarterly Journal of
Economics, 147-180.

Cole, Harold L. and Maurice Obstfeld. 1991. “Commodity Trade and International
Risk Sharing: How Much Do Financial Markets Matter?” Journal of Monetary
Economics, 28(1): 3-24.

Eichengreen, B., 1994. International Monetary Arrangements for the 21°' Century.



Brookings Institution, Washington DC.

Eichengreen, Barry, 2004, “Monetary and Exchange Rate Policy in Korea:

Assessments and Policy Issues”, mimeo.

Eichengreen, Barry, 2008, "Asia and Global Stagflation." In VoxEU.org, 19 June
2008.

Fischer, Stanley, 1997, “Capital Account Liberalization and the Role of the IMF,”
speech at the IMF seminar on Asia and the IMF, Hong Kong SAR, September 19.
Available via the Internet:

http://www.imf.org/external/np/speeches/1997/091997.htm.

Fischer, S., 2001. Exchange rate regimes: Is the bipolar view correct? Journal of

Economic Perspectives 15 (2), 3--24.

Frankel, Jeffrey "No Single Currency Regime is Right for All Countries,"
testimony before the House Committee on Banking and Financial Services, May

21, 1999.

Glick, Reuven, Xueyan Guo, and Michael Hutchison, 2006. “Currency Crises,
Capital Account. Liberalization, and Selection Bias,” Review of Economics and

Statistics 88, 698-714.

Gourinchas, Pierre-Olivier and Olivier Jeanne. 2006. The Elusive Gains from
International Financial Integration. Review of Economic Studies, 73(3):715-741.

International Monetary Fund, 2007, “Managing Large Capital Inflows,” Chapter 3
in World Economic Outlook, October 2007. Globalization and Inequality, World

Economic and Financial Surveys (Washington).


http://www.voxeu.org/index.php?q=node/1246

Kim, Chang Jin and Jong-Wha Lee, “Exchange Rate Regime and Monetary Policy
Independence in East Asia”. Pacific Economic Review, Volume 13 Issue

2, Pages 155 — 170.

Kim, Soyoung, 2001, “International Transmission of US Monetary Policy Shocks:
Evidence from VAR’s,” Journal of Monetary Economics 48, 339-372.

Kim, Soyoung, 2005, “What is Learned from Crisis, Fear of Floating or Hollow
Middle? Identifying Exchange Rate Policy in Recent Crisis Countries,” Working

Paper, Korea University.

Kim, Soyoung, Kim, Sunghyun H., and Yunjong Wang, 2004, “Macroeconomic
Effects of Capital Account Liberalization: The Case of Korea,” Review of

Development Economics.

Kim, Soyoung, Kim, Sunghyun H., and Yunjong Wang, 2009, “Fear of Floating in

East Asia?” forthcoming, Pacific Economic Review.

Kim, Soyoung, and Doo Yong Yang, 2009, “Do Capital Flows Matter to Asset

Prices? The Case of Korea,” forthcoming, Asian Economic Journal.

Kim, Soyoung, and Yung Chul Park, 2006, “Inflation Targeting in Korea: A Model

of Success?” BIS Paper 31.

Kose, Ayhan, Eswar Prasad, Kenneth Rogoff, and Shang-Jin Wei. 2006. "Financial
Globalization: A Reappraisal." IMF Working Paper 06/189. International Monetary
Fund.

Lee, Jong—Wha and Kwanho Shin, 2008, Welfare Implications of International
Financial Integration. ADB Working Paper 2008-12-05.


http://www3.interscience.wiley.com/journal/119417571/issue
http://www3.interscience.wiley.com/journal/119417571/issue

Lucas, Robert E. (1990), “Why doesn't Capital Flow from Rich to Poor Countries?"

American Economic Review 80, 92-96.

Otker—-Robe, Inci, and others, 2007, “Coping with Capital Inflows: Experiences of
Selected European Countries,” IMF Working Paper 07/190 (Washington:

International Monetary Fund).

Reinhart, C.M., and K.S. Rogoff, 2004, “The Modern History of Exchange Rate

Arrangements: A Reinterpretation,” Quarterly Journal of Economics.

Strongin, S., 1995, The identification of monetary policy disturbances: Explaining

the liquidity puzzle, Journal of Monetary Economics 35, 463-497.

Taylor, John, 2007, “Globalization and Monetary Policy: Missions Impossible,” in
Mark Gertler and Jordi Gali (Eds.) The International Dimensions of Monetary

Policy, National Bureau of Economic Research.

Tytell, Irina, and Shang-Jin Wei, 2004, “Does Financial Globalization Induce
Better Macroeconomic Policies?” IMF Working Paper 04/84 (Washington:

International Monetary Fund).



e
o

ofj
N
ot

170 [ 271 |30 (671 |97l | 1270€Y | 18/0E | 2470 €

_|>i,
D)
do
2

rie

0.17 10.35 |0.43 |0.46 0.29 10.28 0.44 0.60

_>|i
D)
Ho
E”

e

0.02 |0.06 |0.07 |0.13 |0.18 |0.22 0.29 0.35




¥ 1> AR $UAF §2
(@) oFAlo}.

9] million US dollars

500000

450000

'

400000

/

350000

//

300000

Y/

//

250000

200000

—4—Assets
~=Liabilities

A\

150000 / \
100000

50000

—

4

0

s/
/
W/\/

T T T T T T T T
1994 1995 1996 1997 1998 1999 2000 2001 2002

T T T
2003 2004 2005 2006 2007

(b) &=

@9]: million US dollars

90000

80000

70000

,
/1

60000

/

50000

/
/

40000

/o

30000

== Assets
——Liabilities

N

SN

/
//
Y/

20000

A A

10000

"y

AW\

\ W

-10000

1994 1995 1996 1997 1998 1999 2000 2001 2002

2003 2004 2005 2006 2007

= .
T.

Z=, Efolgt g]al gharol
Statisticsoll 4] -3} T}

zgeEd. An:

A

opAlot= kel = mQkr), 1%k, QlmdlAJo}, @ellolAlo}, He]d,

B, WEW,
IMF¢] Balance of Payments



<a® 2> W gAo g, WHAFAY o

=
=.

10.00

1.00 L
0.00 - I T T T T T T T T T T T T I
1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009
—e—Effective Federal Funds Rate ——5-Year Treasury Constant Maturity Rate

= . = [e] =] 5

o) Ao AEe AvtEH|Fd (federal funds rate)E ARE3FA AL WA KA
= f=e] > = = O &

A FYES bW A W5 ES Yn|sit

iS=1

: Federal Reserve Bank of St. Louis




<y 3>

y
o

1800

1600 h

1400 ’

1200 -\I\A . MAA

1000
\"\'—w-\/
800 /_/J ~_7

= Exchange Rate

600
400
200
1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009
=. o] 5.0 O w = 5 o 5
T €A IEE YERITL Ag: k=23

<™ 4> 3 H 11, M2

1600

1400 " f
1200 l&d
1000 Fy

800 J""".'.:;:gs!""'

M2 {trillion won)

o~

200

L0 LR LR R aa R aA LA Rt LA LA RA R RRA AR AL LA AR RRA R SRR R AR AR R R A TR A SRR A A T A A LR A T R AR

—#—M2 === Foreign Exchange Holding

1990 1991 1992 1993 1994 1995 1996 1997 1998 1993 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009

300

250

200

150

100

50

Foreign Exchange Holding (billion dollars)




<% 5> B3 AMIAE, FTARAN £ E

30

25

20

0 ST T T T T T T T T T T

1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009

—e—Uncollateralized Call Rates (All Transactions) ——Yields of Treasury Bonds (5-year)

Foaw AdelAEe FHE FReE AEAYa aHgRAE FoEe 54 %
) W) B S ofvl gl
As: P

v}



<719

=

6> AH|AETSE

10

A

~\

/\ /

N

~

o]

1990

1991

1992

1993

1994

1995

1996

1997

1998

1999

2000

2001

2002

2003

2004

2005

2006

2007 2008

Annual percent changesin CPI

25

<1¥

A%

> FAASF, R AAASF

120

100)

Housing Purchase Price Indices (2008.12:

0

2500

KOSPI

luBLEBLBRBBRBLEEERBREBE IR BRI BRSBTS BR B BER IR BRBRR LB BRR BREEL IR BRRRL T
1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009
== Housing Purchase Price Indices (Total)

== Housing Purchase Price Indices (Seoul) === KOSPI

A=

FHF AT @A L), 53E FH ALY A7),




<Y 8> AAFA

50,000 4.5%

A 0w

\ IV
20000 X \ / /\ e
Ny/AN
rARN

0
1 Y y - 15%

-10,000

40,000

30,000

billion dollars

- 1.0%

-20,000 v | 0.5%

-30,000 T T T T T T T T T T T T T T T T T 0.0%
1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008

—#—_Current Account ——World Economic Growth Rate

e



A
q
o

[JII,

A2 AtFetol &

0.4

0.2

0.0

-0.2

0.4

0.2

0.0

FFR

do) B2 729

CR

0.4

0.2

0.0

10

0.4

0.2

0.0

25




<1¥ 10> v)=

HERsol A

M1(US) M1(Korea)
1.0 .
05 .
0.0
-0.5 ue
e | ‘ ‘ ‘ -1.0 | ‘ \ \
10 20 30 40 T " T -
) 2
1 - ,
R R — P E—
_1 | _1 |
-2 T T T T 2 ‘ | |
10 20 30 40 T A " -




<9 11> vl=r

A

F7o] U@ BT WrBEI} =4 £ B

ERA

CAP

0.6
0.4
0.2

0.0
-0.2

-0.4

0.4

0.2

0.0

-0.2

-0.4




<9 12> "= 3¢ A4

FAHA 5] WS

0
ofj
i
K
=
o
<
M
o,
o4
|
i
AU
to
f
B
re
-
N
S

PORT KOSPI
0.15 50

0107 e
005 - ! . )

0.0

A2 AtFetol & T -2.5

005 4 T ERRREEESTE
010 - | -5.0

015 L1 | : | | 75 | | S

0.2

5.0

-0.0

0.0

0.2
RERRFOIS 04 |

25
3 5.0
067 7.5
0.8 \ ; -10.0 —————

25 o5



Globalization of Capital
Markets and Monetary Policy
Independence In Korea

Soyoung Kim and Kwanho Shin

May 2009



Motivation

» Kaorean capital markets have been liberalized since the 1990s.
— Kaorea experienced a crisis in1997.

— After the crisis, policy makers decided to further liberalize the
capital market.

— The influence of the IMF program.
— Benefits exceed costs of capital market liberalization.

» After the crisis, there were fundamental changes in monetary and
exchange rate policies.

— At least officially the floating exchange rate was adopted.
— Monetary policy is characterized by inflation targeting.



Motivation (cont.)

The changes in monetary and exchange rate policies are closely related
to liberalization of the capital market.

— Mundell’s Trilemma.

— (1) Capital market liberalization (2) exchange rate stability (3)
monetary policy independence cannot be simultaneously satisfied.

— As the capital market is liberalized, it is difficult to pursue both
exchange rate stability and monetary policy independence.

A question arises if independent monetary policy can be maintained
even under the floating exchange rate regime.

— This is possible only when problems due to capital flows can be
entirely handled by the fluctuations of the exchange rate.

— For a small open economy such as Korea, it may be difficult to
respond to rapid capital flows by changes in the exchange rate.



Motivation (cont.)

o Capital inflows may persist.
— Domestic liguidity increases may create asset price bubbles.
— If the exchange rate appreciates, current account deteriorates.

— If the policy maker intervenes in the foreign exchange market, the
monetary policy independence is undermined.

« The low interest rate policy in the U.S. has been pointed as one of the
causes of the global financial crisis.

— The expansionary monetary policy in the U.S. affected the
monetary policy of other countries.

— The financial integration does not keep the monetary policy from
being completely independent of each other.



Motivation (cont.)

After the crisis, the capital market has been more liberalized and at the
same time the exchange rate is allowed to fluctuate more.

— The former undermines, but the latter helps, monetary policy
Independence.

This study investigates if there has been a significant change in the

extent of monetary policy independence after the crisis compared to
before.



The impact of capital market
liberalization on the macroeconomy.

» Even after the crisis in 1997, policy makers decided to further liberlize

the capital market.

 There are benefits and costs.



Benefits

Growth enhancement due to more rapid capital accumulation.
Growth enhancement due to technology spillover.
Consumption smoothing.

Risk sharing.

Collateral benefits.
— Domestic financial sector develops.
— Improvement in institutions: law, rules and governance.
— Macroeconomic policy



Costs

* More crisis prone.

» Lowered monetary policy independence.

» Higher volatility of the exchange rate.



Recent experience

» Since the 1990s, there have been two significant surges of capital
Inflows toward Korea as well as Asia.

— Capital inflows peaked in the middle of 1990s and then plummeted
after the crisis in 1997.

— The second wave of capital inflows started in 2003 and continued
until the recent global crisis in 2007.
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Why capital inflows toward emerging
economies?

Pull factor: more investment opportunities in emerging
economies.

Push factor: low interest rate policy in the U.S. as well as
In other advanced countries since 2002
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o Capital inflows put pressure on Korea’s
exchange rate to appreciate.

» Asset prices hikes - the stock and the real
estate markets.



The foreign exchange rate
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Policy responses against
appreciation pressure

The foreign reserves had continuously increased until the recent global
crisis broke up.

If policy makers intervene in the foreign exchange market, in principle,
they are supposed to sterilize their interventions by selling bonds.

However, foreign exchange interventions tend to affect money supply.

Then the interest rate also changes.
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Policy rate and yield to the government
bonds In Korea
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Low Interest rates, inflation and asset
prices

Low interest rates stimulate the economy, possibly leading to high
Inflation.

However, the inflation had been stabilized in the range of 2-3% since
2002.

— Was the inflation targeting successful?

— Oil and raw material prices were low and the manufacturing goods
Imported from China were cheap.

On the other hand, increased money supply and low interest rates
mainly influenced asset prices.
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Housing and stock price Indices
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Policy challenges

If the exchange rate appreciates due to capital inflows, current account
may deteriorate.

Persistence of capital account deficits may weaken economic
fundamentals, casing sudden stops and a subsequent crisis.

Current account surpluses generally declined since the peak in 1998,

right after the crisis.
— Korea’s current account balances crucially depend on the world economy cycles.
— More recently, however, the current account deteriorated despite booming world
economy.
— Appreciation of the exchange rate is mainly responsible for the recent current
account deficits.
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Policy challenges (cont.)

Policy makers are tempted to intervene in the foreign exchange market
to prevent appreciation of the exchange rate.

If they intervene, as a result, the domestic liquidity increases.
Hence monetary policy independence is undermined.
The effects of sterilization policy are questionable.

If the interest rates are maintained high due to sterilization, more
capital inflows are induced.

Taylor (2007): ECB
Eichengreen (2008): emerging Asia.



Empirical Model |

We analyze whether Korea monetary policy is independent of the U.S.
monetary policy for the period before and after capital account
liberalization.

In particular, we empirically examine how U.S. monetary policy
shocks affect monetary policy related variables of Korea by using
block-exogenous structural VAR model

Block-Exogenous VAR model: The block of U.S. variables are treated
as fully exogenous to the block of Korean variables.

Structural VAR model: Identifying exogenous U.S. monetary policy
shocks is important. Simple timing relation between the U.S. interest
rate and Korean variables can be misleading since simple timing
relation can be generated from endogenous responses of these
variables to structural shocks other than U.S. interest rate policy
shocks.



Empirical Model I

U.S. Block

Christiano, Eichenbaum and Evans (1999)’s method to identify
exogenous U.S. monetary policy shocks

[IP_US, CPI_US, CMP, FFR, NBR, M1 _US]
CMP: Intermediate Material Price

IP_US, CPI_US, CMP are assumed to be contemporaneously
exogenous to FFR.

FFR shocks are identified as US monetary policy shocks

Korean Block

Basic Model: [CPI, IP, CR, ERA]
Extended Model: [CPI, IP, CR, ERA, X]

X: KOSPI Index (KOSPI), Net Capital Inflows (CAP), Net
Portfolio Inflows (PORT), M1



Data, Estimation

Monthly Data

Period before Capital Account Liberalization: 1982: 10-1991:12
Period after Capital Account Liberalization: 1999:1-2007:6

2 lags, constant

SUR (Seemingly Unrelated Regression)



<Figure 9> Impulse Responses of Interest Rates to U.S.
Monetary Policy Shocks in the Basic Model
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Table 1. The Ratio of Cumulative Responses of Korean and U.S.

Interest Rates

1 mo 2 Mo 3 mo 6 mo 9 mo 12 mo 18 mo 24 mo
Before 017 (035 |043 |046 [029 [(0.28 (044 |0.60
Liberalization
After 0.02 (006 |0.07 |0.13 |0.18 |(0.22 |[0.29 |0.35

Liberalization




<Figure 10> Impulse Responses of M1 to U.S. Monetary Policy Shocks
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Summary of Results |

For the periods before and after capital account liberalization, Korean
monetary policy is not independent of the U.S. monetary policy.

The Korean interest rate response to the U.S. interest rate response is
weaker for the period after capital account liberalization than for the
period before capital account liberalization.

However, the Korean monetary aggregate response to the U.S.
monetary aggregate response is stronger for the period after capital
account liberalization than for the period before capital liberalization.



<Figure 11> Impulse Responses of Won-Dollar Exchange Rate and Net Capital Inflows
to U.S. Monetary Policy Shocks
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<Figure 12> Impulse Responses of Net Portfolio Inflows and KOSPI Index to
U.S. Monetary Policy Shocks
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Summary of Results I

The effects of U.S. monetary policy shocks on the Won-Dollar
exchange rate is not significant in the short run, probably because of
the Korean monetary policy response and foreign exchange
Intervention.

For the period after capital account liberalization, for which floating
exchange rate regime is adopted, the Won-Dollar exchange rate starts
to increase in 10 months following U.S. monetary policy shocks. This
may be explained by foreign exchange intervention that is effective
only in the short-run.

As the interest rate differential increases, following the U.S. interest
rate increase, net portfolio outflows are observed. Net portfolio
outflows for the period after capital account liberalization are four- or
five-times larger than those before capital account liberalization. As

capital account liberalized, portfolio flows become more volatile.



Conclusion |

This paper empirically examines whether Korean monetary policy is
Independent of U.S. monetary policy for the post-crisis period in which
capital account is liberalized and flexible exchange rate regime is
adopted.

For the period before capital account liberalization, monetary
autonomy can be achieved theoretically, even under fixed exchange
rate regime, as capital mobility is restricted. On the other hand, for the
period after capital account liberalization, monetary autonomy can be
also achieved theoretically, as exchange rate stability is given up
despite of liberalized capital account.

However, securing monetary autonomy may not be easy under
liberalized capital account. Huge capital movements can generate
excessive instability in foreign exchange and asset markets.
Strengthened international economic linkages may also be another
factor to prevent monetary policy from being independent.



Empirical results show that Korean monetary policy is not independent
of U.S. monetary policy for the periods before and after capital account
liberalization.

For the period after capital account liberalization, Korea does not seem
to have implemented floating exchange rate policy in practice, which
may make Korean monetary policy to be dependent on U.S. monetary
policy.

For that period, portfolio flows respond dramatically to the U.S.
monetary policy, which may also keep Korean monetary policy from
Independent.

Despite of current global financial crisis, the globalization of
International capital market is not likely to retreat. Therefore, it’s
Important for Korea to develop a policy framework for independent
monetary policy under globalized international capital market.
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