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ABSTRACT

The global financial crisis has exerted enormous impacts on the attainment of inflation
target in Korea. The annual average CPI inflation was 3.3% during the targeting period of
2007-2009 and the target was 3.0+0.5%. Thus Korea has succeeded in keeping annual
average CPI inflation just below the upper limit of the 2007-2009 target under the global
crisis.

This paper intends to evaluate the performance of the inflation targeting system in
Korea. First, it estimates the conventional call rate reaction equation under the global
crisis and finds that the policy interest rates never reacted to expected inflation, output gap,
and won/dollar exchange rate, as expected by theory. Second, it identifies the shock of
global financial crisis into core and non-core, applying the structural VAR model. The core
shock was defined to have no (medium- to) long-run impact on real output.

The core shock was identified to have the character of the demand shock, since it has
the positive impact on the inflation and output in the short run. The structural core inflation
due to core shock was an attractor of headline inflation, not vice versa. Therefore, the
structural core inflation that reflects the demand-side shock would be the better intermediate
target for the final headline inflation target than the official core inflation that excludes the
volatile inflation of agricultural and oil-related products.

During the inflation targeting period of 2007-2009, the structural core inflation was more
volatile than the official core inflation, because the global crisis has very large negative
impacts on the domestic demand as well as the prices of agricultural and oil-related
products. This paper shows that the negative core shock during the fourth quarter of 2008
was larger than that in the financial crisis in 1998. But the core shock turned into positive
very quickly in 2009, as the Korean economy recovered very quickly from crisis.

The volatile changes in structural core inflation suggests that the Bank of Korea barely
managed to attain the 2007-2009 inflation target, owing to the very large negative impacts
of the global financial crisis on the domestic demand. It also suggests that the rapid rise in
core inflation with the rapid recovery of the Korean economy will lead to rapid rise in
headline inflation.
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[Figure 1] Trends in Dubai Qil Price and Won/Dollar Exchange Rate
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[Figure 2] Trends in Output Gap
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(Table 1> Estimation of Call Rate Reaction Function (GMM Estimation)

Sample Over-
Perig d Constant | 12 X i1 e es |Adjusted R’|indentification
P-value
-0.13 | 0.048 0.021 0.88 -0.043 | 0.048
1999~2006 0.96 0.96
(-1.14) | (3.37) | (9.06) | (161.6) | (-6.47) | (7.29)
-0.29 0.020 0.023 0.88 -0.023 | 0.030
1999~2008 0.96 0.93
(-2.52)) | (2.20) | (13.31) | (136.9) | (-4.12) | (5.52)
0.03 -0.010 | -0.001 0.99 -0.004 | 0.004
1999~2009 0.95 0.96
(0.39) | (-1.37) | (-0.62) | (137.2)) | (-0.92) | (1.16)

Note: t-values are in parenthesis.

43 1@@4 okl s

St EE?& <Table 1>°M Zw2|e] 7]

o <lZgo)Add gt AV HFAIGT =
1999~ 200637t 0.4 S0l ojA] S-2vtet
-8-8F=(accommodate)
Weko 2 FAs 8
o2 Yyehth 2y Clarida et al.
(1998)0] H.Ql npe} o] Mzlte] A9
89 A= WOﬂ g3k (A7))uke

= Q&Y o) &=

=7t 18t 34 F
kel divlEoh

oAl 22¥ F897IE
=2

=
oA Witz 7|E

A WsdeAE A2

e aL

ARAA -

9) 2009 d9] 1d F 4

/\]-o]__g.“

o=

"] 2.9%E 28313t

A @ g

g3t e A

1 Od
SHAl = dl*&%—‘%i*ﬂ ol A, *&g%k gt
AA3-g Wl gt F=4A|4e A7
R FA=7t A Yol 5
] }Eﬂ—r/] B&st Ag7t AL U=
E U0 F5E He RIS
20096_5_ 1dwt AFS= 1 o)A 10
G3 PR o FAHY & S5y W
SAFTE BT froletA] A =, AA
o] Fo7kA] Wtk ARdeltt. o= &
29 F5971 HEFAR
txjshas 1 o] 7%
2o] AF AFaiA] Ak
ofFa o F=ede SR 56
15 Bo} f7ke dleteta, ghgol
3t

PN
T

N e o)

H

, @Em e 5 2n

2[A Wk 7k 7]

(R ool do
N

N
-

-2349] 20101 AHAETVSSE ABAA 4] 2.7%, &



2= 389I9 20 A Bok 2R0IZdog s4er | 1

THEUE &F S A 2% FEoE

UZ 31848k, 2009d 29 o]F 7]

FFEE A 2% FEAA 19 oY £7) Il 2HUASHoH 7%

stge, oled e 1 o)t

T 293 g2 e AAhs 2

A e Belgick Selete 2MAETt HYEE
97) woly AL BAohs A FE o]9)9] FAEW AFR(EA

Zabo) gk ¢4 A7F 7k Z3HES AlLste] 2P o)A
Pol thxstr] Yste] AAFHS 54 (underlying inflation)& 2Hd3kar k. =+
SHA WiE]aL, o]Felle AAe] 52 AT QA 71 e 5 RIEE
dtu g @zﬂlﬂg— FEAA FA 8%o® EIPL deshe Bf EVIRE

s "ok 2 A3t AAFEIE A3 BEEE @S] ) FEsA =
oA, A= A B AAgs Wl £ et #AxstA B71E HSAI
o]23 o7 dAtEs Weko g uke3lA| = 2945 97 HHTOH dle]5Ae wE
& Ae® Yehtal Sle Aot A B ARR 7 wEs AL 2
olF@A 22Y F§97] olF T34 AN 0]43% Al B B3 &
Aoy Fbo]l A71Fe] AAY A7l Aoy AR AlFS 7HE Wt o
3] & Folxlvhd E7IRMER] 24 AlAolebd dA1Z] Wstel] tf-g-shr| Rt
S U8 Q99 =88 WS 5 k. & g7F Wl theske Aol uiEy
=, A7kl E8 FH%E 5 dAE & FEE 2UQEYolAS FxsH H

Aol gl BVRHERS @488S & o olfE AAG=S AHAETVEE
Atk o]FA A 7HHo] FHE e E VIFY E/RHEERE 245 4
FE MY vt T BrE HEs ¢ FUEIZE ZAASHAE EA
AAZ FLJNEH ool BRI ER . HeH, Elvkeke 2008 W] 5 F
o1

249 Wkt Agel F2F 5 Uk AFEOR AMABVE =A 45T
O gelAE SRSl A 1 FAYTo] BARIRES 2u4E
wolstaA g geERTRE SgAEHelde oy

°

10) §717 S50 2008 A7) F BHT] 2AAZH o) b L 5
71Ae] AAIR Ueht AH3 2A) Wold AoRE dleiA Saith BHREe) Se Bl
4 Zolck



12 | mEmm@Hs /2010 0l

By
=
N
it
~
<
o
,
=
[e}

.

oft I ru

7] WEolth & W, dAHo|x
o] 99lo2 AnAErly) Walst
739 B3R 0 AAE 7ot v 53
A o] AH|RE7LS] ©r)F Wale] uk
$317)7} old). wiekd Aol &
1421 2918 AAS L 7

7} Hste] A8 2 5 9l
Feolds F4sH Pk

x
LBy Hoowd

|

N

SvEhs 19989 EVREAEEAE
AesAA 20079 AHAEIPFEES
E7RHGARZE Aestr] A7A = 2
SlZYo|HES VFOoRE E/RHIER
S g3l ong ZAAZgolAd &
Ao gl B =97} QIQichin 2
Aol AE FHYHLE IA 714
Aoglo] thalt o]&2 mFP2S o]g3t

H S5
A @7NA - dAF gl ok B
FES el AREH Ao w
TESE £ ) 0|27 FoRE
F3EA 2y, AJMAA 2y 2@ v A
F9o] px ¥ Tol] glon, AR =4
o 2= EXARIRA, EATEZA,
ZART, 7esda B 5ol g8
I Atk o]FEA - P5(1998), LA

11) oldl thslide 3H=2-8(1999) F=.

(1998), o]&-& - HARI(2008) ©]
o wh vkt TUIEH AS &
gstal E7RMER A EEA e
45 H7KE vk ok elefe A
McCauley(2006)2} Gupta and Saxegaard
(2009)7} 247} BN} el g e,
2 ZAAZHolis AR = =7}
FFEZA | el =<3 uh Uk
AF7HA Y] ATE JNBE A, o|

2] 2UoE ol de] FoA FolE

W
A

o
[e)
T

12 2191

o]FA R3lgor, oy 7] WHoez
ZH9E ZUJAZ ool HyE 7]
w2} =

g4 Yeitks A%E 99
[e)

A Ptk aRtRE AR
2 INH 3 97 HskE Yral 7]
o] WAS T B4 o F2
ZEE= A ?

PN
3% 29T 0|9 45

ofy

(o0
2



[Figure 3] CPI and Core Inflation (Year over Year)
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{Table 2> Unit Root Tests on Year—over—Year Inflation

(O if it has unit root)

CPI Inflation

Core Inflation

Non-core Inflation

Sample Period
PP test KPSS test PP test KPSS test PP test KPSS test
1990~2009 0 0] 0] X X
1999~2009 X X X X X

Note: Tests at a 5% significance including constant.
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{Table 3> Separation of Trend and Cycle in CPI Inflation Using Unobserved
Component Model

CPI Inflation cpr”
Sample Period
1990. 1~2009. 12 1999. 1~2009. 12
ShOCk. Yes No Yes
Correlation
u -0.022 0.261%* 0.262*
D, 0.143 -16.06 1.093**
D, 0.000 0.924%* -0.093
On, 0.532%* 1.00 0.221
O 0.432 0.078%* 1.149
Cov(n, & -0.4918 -0.608
+= -197.93 -33.22 -75.08

Notes: ** denotes 1% significance. * denotes 5% significance.
1) 100*log(CPI).
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[Figure 4] Structural Core Inflation

10

R
i

/
24- month / \

99 00 01

E7VESES A7 AAA B9t
7MY AHAET R @S syt
7RItk Yo E g 2 (5)oA e W
slo} AHIAETPISE WS OiAl A=
F §isle} AnjxbE7) Wl EH*O‘}O# H
HAZ|S ALY S 9T 5 Sl
o= Adse gin] A0S
A=) st AHETIhS AT 2
7F flek A (5)elA SEHFE A7
H] A AT (%) 7] tiH] &H]
A7V E%)CIEE HdEsd tiHl
2BIAETVESES el 12710
AAM 293 FHS Fallor stk

Y
"2
e, rﬁa

2 fo o o

F

_—

E

& FolAE AT 2A4E ofel
A 2RABHIA F o= o] &
MARSE BE GAS AT 3T

X

2524 7V 484 woldta, A9

'02 03 04 05 06 07 08 09

V. 2HAZH UL B}
AYSEN B}

2
o,
il
e

M(headline inflation) 2T}



=22

H 3e
=2 0O

B97|9 ETIMESE

A Bk 2eiEyolMg saes | 2

o] X(underlying
inflation) S 715
= %71 Fart 9l

inflation HE&

core

o8 F/RHER 24

o]@7 7|ZKhorizon)S ZA FLFE
AR T FUJE o o] EopAE AL

2008'A 4/4%-7] T WHASE 22 F59]

712} DA e Fo] Tk [Figure 5] 2
1, BIHE2EIIt 5 g 245 FAM) FelE Heli
E-‘-’;.]?_]%Eﬂol Ak FEE HL [Figure 1]914 BEe
uie} o] IAlF7EE 2008\ ZgRE7| 7k
<Table 4>= <& AollA AAH 5714 A FS3FATE 2008 S0 A4
ZAJAZF o)A 2007~093 F FAE o] A7) F8lEHA o] REgs
HolFa e, F23 S9Q0E 9] VA FAL 2008 FFE YA
M 34 Al T4 4] 717K horizon) S oldE HgATIE FoE Agstal Q)
27 Fow ZYUNZg ol o] EolR|= = otk £3] 20081 1197} 1290
Ao 2 Yepdt) 717Khorizon)S 24712 = F2Y F5979 oz 197
Hoh 4A gow EVRHER7IE S Z40] 10 7 23] 7] Ty Ao} A
AT TUJEY ol o] EVRIER e 3712 83T [ﬂrﬂ‘rﬂi ]
o] ek 35%E 3oz Eet 7to] AojdrsE 22 F8971549
AERE SR Xk Aoz Prist E7/RAEIE FAEEA ETRMYE
A =k FE717H2007~09d) F FLlEHo]X0]
{Table 4> Measures of Core Inflation during 2007~2009
(Unit: %)
2007 2008 2009 Average
CPI Inflation 2.5 4.7 2.8 33
Core Inflation” 2.4 4.2 3.6 3.4
12-Month 2.8 4.7 2.4 33
Structural Core
. 24-Month 34 49 2.4 3.6
Inflation
36-Month 3.6 5.5 2.7 3.9
Structural Core Inflation
. 3 3.0 4.6 2.5 33
(stationary)

Note: 1) Official.

2) Obtained from the structural VAR model, applying 12, 24, and 36-month horizon.

3) Obtained from the structural VAR model, when CPI has one unit root.

12-month horizon is applied.
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[Figure 5] Trends in Structural Core Shock
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[Figure 6] Responses to Structural One S.D. Innovations

Response of Output Change to Core Shock Response of Output Change to Non-Core Shock
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(Table 7> Variance Decomposition of Changes in Inflation and Output
(Percentage of Variance Due to Core)

horizon(month) Changes in CPI Inflation Changes in Output
1 76.1 23.7
3 75.2 23.7
12 72.1 27.7
24 71.7 27.7
48 71.7 27.7




28 | sEBMBWE / 2010. Il

[Figure 7] Inflation Trends during 2007~09
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