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In this paper, I examine and analyze real and nominal effects of the South Korea monetary policy shocks. 

Unlike previous studies, I attempt to identify real factors and nominal factors to avoid encountering 

puzzling response results. I decompose nominal interest rate into ex ante real interest rate and inflationary 

expectation by applying a SVAR model based on the Blanchard-Quah methodology (1989). Further, the 

structural VAR model proposed by Blanchard and Quah (1989) provides a useful way to separate ex ante 

real interest rate and inflationary expectations. Then I examine and capture the responses of ex ante real 

interest rate and inflationary expectations to a monetary policy shock, respectively, by using a recursive 

VAR model. 

  

These estimation results and empirical analyses from the basic VAR model first demonstrates that a 

positive monetary policy shock, with whichever as the monetary policy instrument, increases inflation 

expectations and decreases ex ante real interest rate. Based on the empirical results of the augmented 

model, I find that a positive monetary policy shock causes a depreciation of KRW and increases industrial 

production. With the bank of the BOK base rate as the monetary policy instrument, I find a negative 

monetary policy reduces inflation expectation and raises the ex ante real interest rate. Additionally, a 

negative monetary policy leads to an appreciation of KRW and a decline in industrial production. The 

unemployment rate increases by 7.5 basis points responding to a negative monetary policy shock. In 

contrast to the results obtained by Bhuiyan and Lucas in “Real and nominal effects of monetary policy 

shocks” of Canadian data, I find that the impulse responses of the augmented model with the BOK base 

rate are less statistically significant. Comparing two types of the model with different monetary policy 

instruments, the BOK base rate has stronger effects on inflation expectation, ex ante real interest and 

other macroeconomic variables. In other words, the BOK base rate is a more ideal monetary policy 

instrument for Korea. 
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My results confirm the findings of Bhuiyan and Lucas (2007), estimated with Canadian data that 

qualitatively better results are obtained in a recursive VAR model using the overnight target rate rather 

than a monetary aggregate. Hence, I conclude it is better to model monetary policy shocks in a recursive 

VAR model with the overnight target rate. 

 


