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ABSTRACT

This paper empirically examines whether Korean monetary policy is independent of
U.S. monetary policy during the post-crisis period in which capital account is liberalized
and floating exchange rate regime is adopted and during the pre-crisis period in which
capital mobility is restricted and tightly managed exchange rate regime is adopted. Before
capital account liberalization, monetary autonomy can be achieved in view of the trillema,
even under tightly managed 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 in view of the trillema, as exchange rate stability is given up. Securing
monetary autonomy, however, may not be easy under liberalized capital account for a
small open economy like Korea. 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.
Using block-exogenous structural VAR model, the effects of U.S. monetary policy shocks
on Korean economy are examined. Empirical results show that Korean monetary policy is
not independent of U.S. monetary policy for both 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 lead Korean
monetary policy to be dependent on U.S. monetary policy. For the period after capital
account liberalization, portfolio flows respond dramatically to the U.S. monetary policy,
which may also keep Korean monetary policy from being independent.
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[Figure 1] Capital Inflows and Qutflows in Korea

(Unit: million US dollars)
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[Figure 2] Policy Rates in Korea and in the U.S.
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Note: As policy rates we used Federal Funds rate for the U.S. and uncollateralized call rate (all transactions)
for Korea. Data are obtained from FRED, Federal Reserve Bank of St. Louis and the Bank of Korea

respectively.
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[Figure 3] Foreign Exchange Reserves and M2 in Korea
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[Figure 4] Housing and Stock Price Indices in Korea
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[Figure 5] Impulse Responses of U.S. Variables to U.S.

Monetary Policy Shocks:

Pre—Liberalization Period
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Note: Solid lines show the mean response from Monte Carlo Integration.
bands from Monte Carlo Integration.

[Figure 6] Impulse Responses of U.S. Variables to U.S.

Dotted lines show 90% probability

Monetary Policy Shocks:

Post—Liberalization Period
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Note: Solid lines show the mean response from Monte Carlo Integration.
bands from Monte Carlo Integration.
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[Figure 7] Impulse Responses of Federal Funds Rate and Korean Call Rate to U.S.
Monetary Policy Shocks in the Basic Model
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Note: Solid lines show the mean response from Monte Carlo Integration. Dotted lines show 90% probability
bands from Monte Carlo Integration.
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[Figure 8] Impulse Responses of the U.S. and Korean M1 to U.S. Monetary Policy

Shocks
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Note: Solid lines show the mean response from Monte Carlo Integration. Dotted lines show 90% probability

bands from Monte Carlo Integration.
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[Figure 9] Impulse Responses of the Won—Dollar Exchange Rate and Korean Net

Capital Inflows to U.S. Monetary Policy Shocks
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Note: Solid lines show the mean response from Monte Carlo Integration. Dotted lines show 90% probability

bands from Monte Carlo Integration.
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[Figure 10] Impulse Responses of Korean Net Portfolio Inflows and KOSP!I Index to

U.S. Monetary Policy Shocks
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Note: Solid lines show the mean response from Monte Carlo Integration. Dotted lines show 90% probability

bands from Monte Carlo Integration.

Aol Eo] B} 2}
Zo] t Wolzl A
o2 Qztdch
ggog B Ar AlLgE AFhE
AEFP} 1 Avke] Pyl gt
7}HX sttt WA 71ERY
1533 s F7tste] A
o], g SFRFAAN = FFE Y
50

=] o
A4S

¢

A=
=

[¢)

O

ol&
Hhgo] FA GEAIA] eAE
t}. [Figure 1112 I ZA3ES HoFrh
g9 ol od WrE F7

il

EA, ol

Qg 7]
It} [Figure 12]= 1 22
‘Before Lib: post’, ‘Before Lib: pre’, ‘After
Lib: post’, ‘After Lib: pre’= Z+2} A2}
F3F o] N7elM Uz 19, A 14,
AR} o] F 717l Y 19, A
19 ALfg 7I7s e s P35 9
mlgith #A717e] Wske w 7R R
oA = ARAETE 9} F Y
WS, 28]a 3k M1 5718 oA
o= M3} gk M19]
s gokes ¥

£o] WA a3k

[e]
=

o
==




RHEAIES 3

2459l 813 Sare 7y | 27

[Figure 11] Impulse Responses of Korean Call Rate to U.S. Monetary Policy
Shocks in the Extended Models
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[Figure 12] Impulse Responses to U.S. Monetary Policy Shocks for Various Sample
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[Figure 13] Impulse Responses to U.S. Monetary Policy Shocks in the Model with

Two Additional Variables
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Note: Solid lines show the mean response from Monte Carlo Integration. Dotted lines show 90% probability

bands from Monte Carlo Integration.
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