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(Table 1) Monetary Policy Reaction Function for the Entire Sample Period
(May 2000 ~ Dec. 2014, 176 Obs.)

(1) (1) (m) @ (V) (V) (v1) @
Policy rate Call rate Call rate Call rate  Base rate  Base rate  Base rate
Output gap P Com Index Com Index P Com Index Com Index
Inflation -3. 823 -0. 184 -0. 111 -1. 009 -0. 024 0.213
pressure (3) (4.852) (0. 498) (0.636) (0. 820) (0.292) (0. 429)

o 52T LM LG 2167 L3 13w
Output gap (7) (5.403  (0.885)  (0.880)  (0.84)  (0.285)  (0.619)

Smoothing 0.992%**  0.981***  0.960***  0.982***  0.982***  0.957***
parameter (p) (0. 009) (0. 008) (0.017) (0.007) (0. 006) (0.019)
Constant (a) 0.967 2.896™**  2.912%**  2.698***  2.973***  3.153***

¥ Qe

(2.920) (0. 469) (0. 544) (0.517) (0.303) (0.348)

Z\(?:E*;?dfentifyin 18.95 42.09 38.23 39.38

OIS 0,09 (pe0.26) (0046  (p=0.41)
restrictions®
Notes: ***, **, and * indicate statistically significant at 1%, 5%, and 10%, respectively.

Standard errors are in parentheses. IP and Com Index are the industrial production index

and the composite coincident index constructed by the Statistics Korea.

a) When the expected inflation is calculated, the CPI inflation or the core inflation is
used depending on the change in the target inflation rate, which was the core
inflation before January 2007 and the CPI inflation after then. The 2SLS estimation is
used for equations (M) and (V) and the GMM estimation is applied to equations
(1), (m, (IV), and (V).

b) The instruments are 1~6, 9, 12 month lagged values of inflation rate, output gap, call
rate, the log difference of the won-dollar (%/$) real exchange rate, and the log
difference of the world commodity price index to estimate the 12 month ahead future
expected inflation pressure and the current output gap.

¢) To test over-identifying restrictions, we use Hansen's J-statistics which follow
x2(37) distribution in equations (I) and (II) and x2(38) distribution in equations
(IV) and (V). The p-value are in parentheses.

2 2907 A7 2844 V1A G AAAA Aol Bl A
2AAGNE gl W32 Al 9%E Z 71edol 9D FA0lge
4 Wae SAAAL el v A o
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A7) ol S 7Fe S ddEl & 4 Stk F8971 73t tig 7%
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0] 35k A 2 2E FE99719] F40] AA R DAL kA 98-S
71Eo® A F2 Fiale Zlo] dybyolth 14) o]e} e FE-E o] &3 =R
2 4744 - F7d (2010), ¥ (2010), A (2011), AFA(2014) Bol
th. (Table 2) A= 547171 &= 521l AHA o2 4S5 73 2008
945 7o E 20009 5€-2008d 9€7HA ] B A w-eE FA A,
(Table 3)°lXE 2008'd 10€-2014d 12974%]9] S3bg ) wkgg-E He)slo]
g3kt 1)

~
-
rol,

(Table 2) Monetary Policy Reaction Function Before the Global Financial Crisis
(May 2000 ~ Sep. 2008, 101 Obs.)

(1) (1) (mm) (IV) (V) ()
Policy rate Call rate  Call rate  Call rate  Base rate  Base rate  Base rate
Output gap P Com Index Com Index P Com Index Com Index
Inflation 0. 758** -0. 120 0.382 0.078 0.131 0. 384
pressure (3) ! (0. 390) (0. 296) (0. 668) (0.292) (0.172) (0. 462)
» 0.733***  0.772*** 0.437 0.603***  0.659** 0.541
Outputgap (+) 0.233)  (0.215  (0.428) (0,195  (0.109  (0.342)
Smoothing 0.970***  0.968™**  0.947***  0.992***  0.994™**  0.946***
parameter (p) (0.011) (0.012) (0. 024) (0. 005) (0. 003) (0.025)
Constant (@) 4.3457F* 0 4,109%F* 4 141FFF 0 3.894%FF  3.908*** 4, 135%**
(0.193) (0. 189) (0.303) (0. 204) (0.116) (0. 308)
fostol = .64 4239 23,30 23.28
over-identifying
(p=0.18) (p=0. 25) (p=0.97) (p=0.97)

restrictions®

Notes: Refer to the Notes in {(Table 1).

(Table 2l 48 S # vhegre Az A 713t tste] 3
d Ay} s B
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AlZL 20079 BHE] EE 2008 22 BHE oo wrk

15) 3=ed) FgE3993)e FAFe A4S 20089 99 1194 o] FolHon 7EFHE o
A FFA 5.25% FollM fA2 ATk
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FAEAS. AA 713kl ek S A wke ek v = QIEd ol A
thetol= 44 ()& Aofshd FAge|7t vheohA] 2 A= vttt 4

4 (DAINE WeAse] F57h AAol 83 A £58 HelFm glof Z2d
FEI7 B ol AL ABeold giele] AdE tgex 2k
O AE U 5 ek 28971 ool A ol tia Fakg el e o

=

A2 Al vEbge™ Al g2 0.6-0.8 AtelolA FH UL o] 2HH

59071 oldell= & T Fol 1% T ‘ﬁr‘ﬂ R
E EolAle A BEvta & Stk o] #& HA 713t g %ﬁ‘r@i—‘"

HhSgh FoA a2 1-29] gt v 22 %}O]U% Clarida, Gali, and

Gertler (1998) @] 324l 11} 2 ghol] 28ttty AtEt), o|x-& Heks)
Ale o]A3 FLsH 0.95-1 AtelollA FE]o] HXAQ1 2 43S HolFa

F—Ti

Atk
(Table 3) Monetary Policy Reaction Function After the Global Financial Crisis
(Oct. 2008 ~ Dec. 2014, 75 Obs.)

(1 )d) (1) (m) a) (IV) d) (V) d) (VI) a)
Policy rate Call rate  Call rate  Call rate  Base rate  Base rate  Base rate
Output gap P Com Index Com Index P Com Index Com Index
Inflation -0. 026 -0.159**  -0.322***  -0.072 -0.094*  -0.301***
pressure (3) ! (0.097) (0. 081) (0. 108) (0. 061) (0. 049) (0. 090)

0.956***  0.922%**  0.521"**  0.489***  0.451***  (.359***

Ouptt g0 0 oe) (0229 7)) 0.079 0,089  (0.100)
Smoothing 0.938***  0.893***  (0.814™**  0.884***  0.841***  (.782***
parameter (p) (0.014) (0. 027) (0. 048) (0.014) (0.027) (0. 060)
Constant () 2.231%F% 2,247 2,204%**F  2.437***  2.500%**  2.267**F

(0.142) (0.110) (0.129) (0.071) (0.071) (0. 098)
Zj:;?;enﬁfying 13 4297 10.16 4786

: (p=0.29)  (p=0.25) (p=0.37)  (p=0.13)

restrictions®

Notes: Refer to the Notes, a),b), and ¢) in {Table 1).
d) We use the core inflation rate to estimate inflation pressure.

(Table 3yollA= 2008 10958 20149 12974 ] F8g 4 vE-g3E Ho

T3tk 2EEE AAEE R ARSste] SR A s F IS Arele



].

S

[€]

Q.

=

=

=

2
19k 7|24
=

s

1
Ga A7 Rew
o= g

O

of H]

js

LTI
= CAS]
It
}(ﬂ 64 %1 Xﬂ
13
%

22

2
ﬁ.mjoﬁo#
Mﬂo%;nf af
Eoﬂm_pmﬂ qmlm_.ﬂ
_Eobﬂ,ﬁ ﬂ:ﬂ%&
ﬂ_EH ;Iopﬂ ,U| L.#Ju.m,.l —
qu_J %%%o?_s}
qqm_%_. ido]qm,_ﬁwb_nbuﬁoq_m
@u'%ga Wﬁ%ﬁﬁLﬂmﬂEﬂ%)
oaioEP oEo;:u%JEoVﬂowo_m%th
@Awre Jﬁr ﬂoxo,ﬁ_s _*OBaE
]oT]Eo ]dﬂhzTﬁa‘urM_u‘&paumﬂﬁ oo
W_uoP dquATq EEEE.L]XF%%OJ :nq1ru
ﬂHLI,7|L ﬂEoJ‘?TMAﬁﬁ WOM:\HAXO ﬂE.E]
o7 m N i oo o ol 2 o = = Mo Y =) Hp v
HT ~ %H}Wr?ﬂo 8} O#ﬂ ) H_\|~u| ~
= S 9%3&%%@@5%% - ﬂﬂ@e @5
@Awmov @ﬂowwﬂgwmﬂmw4;4 mgmﬁﬁow
I_M];ozu oOO‘MXo}ﬂLﬂ]oﬁezﬁﬂﬂmo%ﬂtu oa_ﬂM]o#JﬂAﬂ;oo
%Ww%@ %ovﬂbﬂﬁo7ﬂﬁooo%ﬁﬂ Uwﬁmﬁ%;@ﬁo
o w2 gajuioyﬁﬂwﬂ%mmva ﬁﬂwqb_:i_b
Exﬂo _oT%erﬂwLEo;vwo%]oqﬂ - - am@_]sr
uruMﬂrg @Lﬂv ﬂuﬂ_onw__oga% war.moiﬂﬂo_o
1o w8 A o e X & T K& N ek S 3B o B =
éurmgar.ﬁﬂ gﬂo15iaob5.ﬂ 2&11.%%
E1%L1ﬂﬂmﬂiwrou%wurooo¢|% l.%asooou_i
Ejﬂrunmo 1ﬂa;=_m;ol_omg1‘wwwmﬂEo Lo g
_OX N ~ T —_ ﬂ._ JI‘I.._‘
@wow¢wﬁ”qamwm@mwe#wmaq.mm%
ﬂ_%urmw-mi %_waufﬂﬂlﬂ@7€iﬁﬂui£ﬂot@|
%Afﬂﬁ_sarmexlugo T Lﬁ_/ewﬂﬂolo%ﬂ%%
AT %Ha%nguﬂwm&waﬂAymmasﬂ.u.
@ﬂ@ﬂ i T ox R l .mb1AogL7n ﬂuo_oL
1»TwﬂlmmMMW%&W@L;.@%qgﬂymﬁugah&uﬁ
oﬁe _6_”_,'0 o i B T Te_lq O L_Ldﬂ_bnéﬂ.ﬂ JDXOA?O.A = o
o_OQ]mr A J__]E_.ﬂuuDujwzd M ﬁEGquﬂ.n
aﬁyaa« ;u,volur$11r4.b9501meio .ﬁxol
o o u1o 1Oo S 0 < ﬂonq
an}ée o]io@ HO@J.AEL.EL o 1
%_.ﬂwmpaﬂowowﬁduq%nzg_/JEMMQMAT?H
A;n%zmwgﬁmommzwﬂwtt L_L%aﬁ_ﬂ%
o ™ oLo 7uo@Jqunu\.ﬁmM.led%.|mro._o|T£o
J}Lbbﬂ,@.ﬂ%hﬁ%ﬂmﬂvﬂu‘_o
@E%%ﬂ% ®7§o@ﬂﬁ|
Lbdlnﬂqwoaw_..kle#abﬁoaldﬂmwmmmﬂww
%%ﬂa&:%ﬂ\& ﬂmvm_w
mn__ua@ eb_haﬁu1
_o ﬂmﬁumuuz,]zr
mﬂ/anﬁ 7%
3 3
o W=
=



=228 5597 A5 =) FEA ukee 4 23

75l jste] QEalo1A YT S Aol e B2 WAFE fle

%3t Clarida, Gali, and Gertler (1998) & <} vlwa) & wf st=ro] F314 2
IES-shrrE QIZ ol ol U183l & AT thi of9olth. AIEA%

39

o] W35 43k Caporale et al. (2016) ol A& Ql=uAlol, E=, o]x&t
d, H719 75 AZdelAd shEa BAL Aol frolsHl wh-gehe AF o] |
T2 S A Wt S EJ oY, d=] A AE HdY #3e fodt
Al ek 1ZH ol o] Frd Aok o A thEA whEshe HIAA Y
ol FEJTh T3 Mehrotra and Sanchez-Fung (2009) 2 137 Al &A=l
iste] Hdel £3 s FPset AZeold gyl felsiAl el W
o2 &gt A-57t 57T, FAAE Aol tiste] felsiAl kel WEke R oi-g-gt

B7F = e® e, A=l ik Aol el dad S A whggt
F7h FHEA e mae A,
(Table 4) Monetary Policy Reaction Function After the Global Financial Crisis
(Apr. 2009 ~ Dec. 2014, 69 Obs.)

(1 )d) () (TIm) a) (IV) d) (V)d) (VDH)
Policy rate Call rate  Call rate  Call rate  Base rate  Base rate  Base rate
Output gap P Com Index Com Index P Com Index Com Index
Inflation -0. 283 -2.210 0.295 0. 262 0. 302 0.293
pressure (3) ! (0.982) (1. 365) (0. 500) (0.727) (0.571) (0.509)

-0.129 1. 228" -0. 082 1.464%*%  1,222%*F 0. 815"
Oupnt eap™)” 0 079 0652 0562 0.58) (0.4
Smoothing 0.989"**  1.014™**  0.962***  0.998"**  0.999***  0.968"**
parameter (p) (0.015) (0.009) (0.023) (0.001) (0.001) (0.023)
Constant (@) 2.524** -0. 561 2.955%*%  2.628%**  2.855%**  2.894***

(1. 256) (2.107) (0. 524) (1.111) (0.702) (0.372)
fostol 36.88  37.28 13.49 1245
over-identifying

) (p=0. 47) (p=0. 46) (p=1.00) (p=1.00)

restrictions®

Notes: Refer to the Notes, @), b), and ¢) in <Table 1> and d) in <Table 3>.
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Notes: Refer to the Notes in (Figure 1) for Base Rate.
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o1} Wu and Xia (2016) & Shadow Rate’} 252 3l&tsl Ao =2

(Figure 6) Bank of Korea's Policy Rate and US Fed Asset to Industrial
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Notes: Refer to the Notes in (Figure 1) for Base Rate.

(Figure 7) Wu-Xia Shadow Federal Funds Rate

— Effective federal funds rate, end-of-month

— Wu-Xia shadow rate
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(Table 5) Monetary Policy Reaction Function Before and After
the Global Financial Crisis

Before the Global Financial Crisis After the Global Financial Crisis

Perlod (May 2000 ~ Sep. 2008) (Apr. 2009 ~ Dec. 2014)
(1) (1) (1) (V) (V) (vi)
Policy rate Call rate  Base rate  Base rate  Call rate  Base rate  Base rate
Output gap Com Index P Com Index Com Index Com Index Com Index
Inflation -0.192* -0. 020 -0.239*  -0.977***  -0.032 -0. 179
pressure (3) ¥ (0.113) (0. 180) (0.128) (0. 340) (0.292) (0.210)

0.479***  0.352%**  (.476*** 0.109 1.014***  1.014***
(0. 066) (0.081) (0.072) (0. 286) (0.313) (0.313)
Smoothing 0.913"**  0.985***  0.970™**  1.024***  0.997***  (.993***
parameter (p) (0.015) (0. 007) 0.012) (0.011) (0. 002) (0. 005)
4.075%**  3,498***  3.354***  1.332%**  5,591%**  3.151%**
(0. 343) (0.182) (0. 144) (0.491) (1.413) (0. 226)
-0.076* -0.143%F  -0.128***  -0.492**
(0.041) (0. 061) (0. 045) (0. 235)

0.188*** 0.179** 0.210***
(0. 036) (0.092) (0.051)

Output gap ()"
Constant (o)
Real exchange rate

Federal Funds Rate

0. 008*
Fed Asset/ IP
ed Asset/ (0. 004)
; 0.578**
Shadow FFR (0. 252)
Test of
et o 47.23 2. 27 32,91 45.13 14.86 17.50

over-identifying

| (p=0.30)  (=0.98)  (»=0.89)  (»=0.38)  (p=1.00)  (p=1.00)

restrictions®

Notes: Refer to the Notes in (Table 1).

a) Shadow Federal Funds Rate constructed by Wu and Xia (2016).

b) Refer to the Note b) in (Table 1).

¢) To test over-identifying restrictions, we use Hansen's J-statistics which follow
¥ (43) distribution in the equation (1), x?(43) distribution in the equations (II)
and (), x2(36) distribution in the equation (IV), and x*(45) distribution in the
equation (V).

d) The estimation period is from January 2009 to December 2014 since the Shadow FFR
data are constructed only after January 2009.

(Table 5= F67] o]} o] Fof thslo] S A kol A2 ghe
2Ln=e] SRR A AEE 2sl] FYE A T gk v=e] $3H
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(Table 6) Asymmetry of Monetary Policy Reaction Function on Inflation Pressure

Aol Fegd weds 4 31

a)

Before the Global Financial Crisis
(May 2000 ~ Sep. 2008)

Inflation
e *c)
Tyt19 > Ty

Period

e *
i1 < T

After the Global Financial Crisis
(Apr. 2009 ~ Dec. 2014)

e * e *
i1 < T Tyr12 <™

pressure
(1) (1) (1m)

Policy rate Base rate Base rate Base rate
Output gap Com Index Com Index Com Index
Inflation -0. 265 -0. 850 -0. 128 -0.116
pressure (3) ! (0. 404) (0. 641) (0.393) (0. 443)
Output 0.713*** 0.591* 0.698™** 0.940%**
gap () ? (0. 220) (0. 305) (0. 205) (0. 348)
Smoothing 0.913*** 0.933*** 0.941%**
parameter (p) (0. 025) (0. 028) (0.027)
Constant () 3.224*** 5.362*** 3. 754***

(0.320) (1. 243) (0. 499)
Real exchange -0. 121**
rate (0. 061)
Federal Funds 0. 224***
Rate (0. 070)
Fed Asset/ 1P 7%'0005 D

0.816*

Shadow FFR? (0,501
R? 0.975 0. 964 0.958
Obs. 101 69 69

Notes: Refer to the Notes in (Table 1).

a) The 2SLS estimation is applied to the positive inflation pressure and the negative

inflation pressure, respectively.

However,

the estimation of the positive inflation

pressure case after the global financial crisis is not reported since there exist only six

observations of the positive inflation pressure after the global financial crisis.

b) Refer to the Note b) in (Table 1).

¢) 7,1, and m,* are the expected inflation over the following 12 month period and the

Bank of Korea's target inflation rate.
d) Refer to the Note a) in (Table 5).
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(Table 8) Estimation of the Monetary Policy Reaction Function using the Trend
of Expectation of Inflation

. . Before the Global After the Global
: Entire Sample Period . .. .. ..
Period (May 2000 ~ Dec, 2014) Financial Crisis Financial Crisis
(May 2000 ~ Sep. 2008) (Apr. 2009 ~ Dec. 2014)
(1) (m (Im) (V)
Policy rate Base rate Base rate Base rate Base rate
Output gap Com Index Com Index Com Index Com Index
Inflation 0.629** 0. 890 -0.985 1.024
pressure (3) ? (0. 276) (0.704) (0. 664) (0. 868)
» 0.911*** 0. 805*** 0. 954*** 3.730**
Output gap(7) 0.130  (0.245) (0.330) (L.557)
Smoothing 0.972*** 0.993*** 0.995*** 0.996***
parameter (p) (0.008) (0.004) (0.003) (0.003)
Constant («) 3.389*** 3.628*** 4,093*** 3. 438‘***
(0.197) (0.313) (0. 150) (0. 864)
Iii?;eml ing 39.70 30.96 24.34 16.76
) (p=0.44)  (p=0.82) (p=0.97) (p=1..00)

restrictions®

Notes: Refer to the Notes in {Table 1).
a) The global financial crisis period with a sharp decline in the base rate from October
2008 to March 2009 is excluded.
b) Refer to the Note b) in (Table 1).
¢) To test over-identifying restrictions, we use Hansen's .J-statistics which follow
x2(39) distribution in the equations (1), (I), (IV), and (VI), and x*(46) in the
equations (M), (V), and (VI). The p-values are in parentheses.
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Estimation of the Monetary Policy Reaction Function

in Korea Before and After the Global Financial Crisis*

Won Hyeok Kim** - Noh-Sun Kwark™**

Abstract

This paper estimates the monetary policy reaction function in Korea after
1999 when the Bank of Korea started to announce a policy interest rate under
inflation targeting. In particular, we focus on a change in the monetary policy
reaction function before and after the global financial crisis in terms of the
reactions to inflation pressure and GDP gaps. The empirical results based on
the GMM and 2SLS estimation methods are summarized as follows. The policy
rate responds with significance to GDP gaps but not to inflation pressure
expected to occur in the following 12 months, both before and after the global
financial crisis. This behavior appears to be consistent when the US monetary
policy rates and/or the real exchange rate is included in the estimation. The
policy rate is estimated to respond more to GDP gaps during recessions than
during expansions while there is no significant difference in the monetary
policy reaction function between under positive inflation pressure and under
negative inflation pressure. From the estimation using various time horizons
for estimating inflation pressure from the past 12 month period to the future 12
month period, the policy rate tends to respond to the past 12 month period
and the one-month ahead inflation but not to the longer future expected
inflation, which implies that the rate decision is not preemptive.
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