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(Figure 1) Estimates of 3 factors of Korean and U.S. vyield curves
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Note: The solid lines are the estimates of 3 factors of Korean yield curve and the dashed lines
are those of the U.S. yield curve.
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(Figure 2) Variance Decompositions for the level and slope factor of Korean yield curve
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Note: The solid line shows the posterior median of the forecast error variance decomposition and
the dashed lines are 15th and 85th percentiles of the posterior distribution.
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(Figure 3) Variance Decompositions for the level and slope factor of Korean yield curve
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decomposition and the dashed lines are 15th and 85th percentiles of the posterior
distribution.
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(Figure 4) Household and Business loan rate, Corporate and Government bond vield
and Variance Decomposition for the 3-month and 3-year Government bond vyield
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by *) and the dashed line is the CD rate (91-days) and government bond (3-month)
vields (marked by o). In the left lower graph, the solid and dashed lines indicate the
corporate (AA-, 3-year) and government (3-year) bond yield respectively. In the right
graph, the solid line shows the posterior median of one period ahead forecast error
variance decomposition of the 3-month (upper graph) and 3-year (lower graph) Korean
government bond yield due to the U.S. level shock and the dashed lines are 15th and
85th percentiles of the posterior distribution.
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(Figure 5) The U.S. Term premium and Foreign holding-ratio
of the Korean government bond

(The estimated level factor of U.S. yield
curve and term premium of 10-year U.S.
government bond yield)
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Note: In the left graph, the solid line is the estimated level factor of U.S. yield curve (LHS)
and the dashed line shows the term premium of U.S. 10-year government bond yield
estimated by Kim and Wright (2005) model (RHS). In the right panel, the solid line is
the one period ahead the forecast error variance decomposition for the 3-year Korean
Government bond yield (LHS) and the dashed line shows the portion of the foreigner’s
Korean government bond holdings in the total Korean bond holdings (RHS).

(Figure 6) Foreign Investor's Ownership of Korean Government Bond
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Note: The left panel shows the foreign investor’'s holdings of the Korean government bonds over
(lighter bars) and below (darker bars) 2 years with time to maturity basis. The right
panel shows the holdings ratio of the foreigner’'s Korean government bond over 2 years
with time to maturity in the total Korean government bond holdings.

Source: Yonhap Infomax.
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(Table A1) Prior distributions

Parameter Density Range Mean Variance
03]., j=1,2,---,n Inverse Gamma (0,4 c0) 0.01 0.01
(s ¢3)5 1=1,2,3 Normal (—co,+o0) 0,0.9) (10, 10)
D.F. Scale matrix
50 0
b)) Inverse Wishart (positive definite) 2 0250
00 25

Note: In generating (;, ;). 4 =1,2,3, rejection sampling is employed to hold stationarity

condition.
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J

sttt ,5=1,2,3,4,5 oJ™, F4 Al A, =0.1, \, = 122 AF&Ah i=1,2

AR 4 A B S Y 21 = 1}
Primiceri (2005) ¢} Blake and Mumtaz (2012) o] W2 APHR: VARZE S B4
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An Analysis of the Dynamic Effect of the U.S. Yield
Curve on Korean Yield Curve after the Global

Financial Crisis*

Do-wan Kim™** - Hyoung Seok Oh***

Abstract

We examine empirically the co-movements of market rates between Korea
and the U.S., focusing on the yield curve, driven by the large-scale
quantitative easing carried out by major advanced countries since the global
financial crisis. We extract major factors from the Korean and U.S. yield
curves by employing the dynamic Nelson-Siegel model. After establishing a
time-varying parameter VAR model, which deploys these factors as variables,
we conduct a forecast-error variance decomposition analysis from a dynamic
perspective. Our main results confirm that the effects of the U.S. yield curve’s
level factors on those of Korea have grown significantly since the global
financial crisis. This is particularly true for the impact of U.S. long-term
interest rates on three-year Korean government bond yields, as its explanatory
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power exceeded 40% in 2014. Meanwhile, as for Korean short-term interest
rates, we do not find any significant effects of U.S. long term interest rates.
Our findings suggest that Korean long-term interest rates are likely to face
upward pressures from the rise in US long-term interest rates following the
monetary policy normalization by the Federal Reserve Board. This may
increase the volatility of Korean financial market by, for example, widening the
spread between short- and long-term interest rates, which would in turn cause
Korean yield curve to steepen. It is thus important to devise relevant policy
measures in response.

Key Words: global financial crisis, yield curve, Nelson-Siegel model, time varying
parameter VAR
JEL Classification: C5, E4, F3, G1
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