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not different across the regimes and the estimated impulse responses to the fiscal

shocks are nearly the same across the regimes.

Furthermore, DSGE estimation reveals that Regime M is more likely. DSGE
under Regime F consistently generates excess volatility of inflation and call rate.
Estimated parameters for nominal wage and price stickiness are not sufficiently
large to generate actual volatility of inflation. The results also reveal that the
fiscal instruments respond to debt significantly. We also conduct several robust-
ness checks consistently, which show the same implication. Our analysis suggests
that monetary policy plays the most significant role in determining equilibrium

macroeconomic dynamics, including in Korea, at least during the sample periods.

Our research attempts to shed light on the role of the monetary-fiscal policy
mix in Korea, but it has its own limitations. Our limitations mainly come from
a lack of discussion on FTPL in the context of open economy. As is well-known,
external sectors are important in explaining macroeconomic dynamics in Korea.
Thus, it is ideal to use open economy models to analyze Korea’s monetary-policy
mix more accurately. As we discussed, FTPL in an open economy is not yet well
established. Empirical approaches are not so relevant in this situation because
the outcomes are hard to interpret. Most previous empirical works on FTPL
were also conducted in the context of closed economy because of this. Carefully
constructed FTPL in open-economy frameworks is necessary for understanding

the role of the monetary-policy mix in Korea more deeply.
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A. Appendix

1. Estimation Results: 2010-2023 Sample

Table A.1. Posterior Distribution of Estimated Parameters

2010-2023
Regime F RegimeM
mean 90% CS mean 90% CS

Households

3 inverse Frisch elasticity — 2.21  [1.33  3.04] 1.86 [1.13  2.55]
@ habit formation 095 [0.91 099 084 [0.77  0.91]
0 substitutability of C/G  0.06 [-024 0.36] -0.16 [-0.43 0.09]
Production

100y SS tech growth 0.86  [0.69 1.02] 0.85 [0.70  1.01]
®,  wage stickiness 0.86  [0.81  0.90] 0.63 [0.54 0.72]
, price stickiness 0.70  [0.61 0.78] 0.75 [0.71  0.78]
174 capital utilization 0.74 [0.57 0.91] 0.79 [0.66  0.93]
K inv. adj. cost 8.00 [5.87 10.10] 9.38  [7.63 11.23]
Aw wage indexation 0.18 [0.11  0.26] 0.16  [0.08  0.24]
%»  price indexation 055 (024 087 039 [0.10  0.69]
Monetary policy

¢z  Taylor rule, inflation 072 (059 0.84] 118 [1.05 1.31]
oy Taylor rule, output 0.09 [0.05 0.13] 0.04 [0.03 0.06]
pr Taylor rule, lagged 0.94 [0.92 0.96] 0.93 [0.91 0.95]
Pen  MP shocks 064 [052 0.77] 0.69 [0.63 0.7

Fiscal policy

Yo gov. purchase to debt 0.00  [0.00 0.00] 0.07 [0.04 0.11]

|

¥ transfers to debt 0.00 [0.00 0.00] 013 [-0.03 0.29]
PG lagged gov. purchase 0.19  [0.03 0.35] 0.18 [0.02 0.32]
Pec gov. purchase shocks 0.31  [0.12  0.50] 029 [0.11  0.45]
Pz lagged transfers 0.97 [0.95 0.99] 0.97 - -

Pez transfer shocks 0.74  [0.55 0.94] 0.74 - -

Pa technology 0.05  [0.01 0.09] 0.08 [0.01 0.14]
Pi preference 0.58  [0.37  0.78]  0.60 [0.54  0.65]
pi inv. Preference 0.86 [0.78 0.93] 042 [0.26  0.60]
P wage markup 0.24  [0.07 0.40] 0.25 [0.07  0.42]
Pp price markup 047 [0.19 0.72] 040 [0.14  0.62]
[ technology 311  [2.62  3.63] 3.37 279  3.92]
o,  preference 2672 [10.30 43.97] 9.00 [5.15 12.84]
O monetary policy 0.05  [0.04 0.06] 0.06 [0.05 0.07]
o; inv. Preference 0.76  [0.58 0.94] 0.78 [0.58  0.97]
6,  wage markup 052 [0.40 0.64] 0.60 [0.46  0.73]
oy price markup 042 [0.32  0.52]  0.39  [0.30  0.47]
oG gov. purchase 3.09 [2.56  3.59]  3.04 [2.53  3.55]
oz transfer 7.71 [1.57  14.35] 2225 [14.57 29.94]
LSS labor hours 4585 [451.7 465.8] 465.1 [460.3 470.2]
#  SS inflation 075 [0.32 117] 075 [0.36  1.16]

Notes: Table shows the posterior mean and 90 percent credible sets (CS).
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2.

Notes: The Y-axis means annualized percentage point changes, and the X-axis means a quarter. The

Impulse Response and FEVD of Inflation

annualized %

annualized %

annualized %

Figure A.1. Impulse response of Inflation to 1% positive shocks
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Table A.2. Forecast Error Variance Decomposition of Inflation

€G €Z gt gb en Ei &l ¢
gov’t consumption transfer technology preference monetary inv.specific price markup wage markup

Regime F

1994-2023 0.08 91.55 0.99 221 0.10 0.39 0.28 439

2000-2023 0.16 36.40 3.55 6.89 0.34 38.73 6.02 791

2000-2019 0.19 26.10 3.46 5.76 0.18 46.18 6.84 11.28
Regime M

1994-2023 0.05 6.69 021 0.70 0.00 0.09 0.16 92.09

2000-2023 0.12 55.74 2.00 10.36 942 7.58 3.00 11.78

2000-2019 0.04 49.63 747 3.98 17.58 202 414 15.15

Notes: The results are calculated at the posterior mean.

3. Results with the Rule-of-Thumb Consumers

In this appendix, we provide the posterior likelihood of the model with the

rule-of-thumb (ROT) consumers suggested by Gali et al. (2007). We follow Leeper

et al. (2017)’s way of introducing ROT consumers in the model. As shown in the

table, the model with ROT underperforms the baseline model for most subsample

periods. Based on this, we select the baseline model. Note that even though we use

the model with ROT consumers, Regime M is more or at least equally preferred

in all cases.

Table A.3. Posterior Likelihood: Baseline vs ROT

Regime F Regime M
Periods  Baseline ROT Bayes factor Baseline ROT Bayes factor
1994-2023 -1900.77 -1879.51  exp(-21.25) -1885.42 -1879.90  exp(-5.52)
2000-2023 -1322.99 -1332.82 exp(9.83) -1321.24  -1324.74  exp(3.50)
2000-2019 -1065.04 -1068.73  exp(3.69) -1056.41 -1069.83  exp(13.42)

Notes: Bayes factor gauges the relative merit of the baseline over the ROT model.
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Table A.4 shows the posterior mean of the estimated parameters in the model
with ROT consumers. u;, means the share of ROT consumers. Note that the share
of ROT consumers is estimated unusually high for the 1994-2023 sample (about
40%). This can be caused by the Asian Financial Crisis during 1997-1998. The
results with the after-2000 sample show that the share of ROT consumers is

about 10%, and it slightly increases when we include COVID-19 periods.
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Table A.4. The Posterior Mean of Estimated Parameters: Model with ROT

consumers
Regime F Regime M

Parameters 1994-2023 2000-2023 2000-2019 1994-2023 2000-2023 2000-2019
100y 0.75 0.78 0.75 0.81 0.78 0.75
13 3.85 2.14 2.26 3.86 2.23 2.05
U 0.44 0.19 0.10 0.40 0.14 0.09
W, 0.71 0.85 0.77 0.72 0.85 0.85
)y 0.97 0.90 0.95 0.98 0.66 0.68
74 0.54 0.38 0.56 0.81 0.75 0.73
s 6.75 9.40 8.47 5.49 7.97 7.87
Aw 0.17 0.16 0.21 0.17 0.20 0.23
Xp 0.15 0.39 0.49 0.09 0.33 0.31
O 0.35 0.15 0.33 1.04 0.74 0.71
Oy 0.07 0.10 0.07 0.14 0.09 0.10
Y6 0.00 0.00 0.00 0.06 -0.04 -0.05
Yz 0.00 0.00 0.00 0.19 0.17 0.14
Pa 0.06 0.04 0.05 0.07 0.04 0.05
Pb 0.98 0.61 0.68 0.97 0.63 0.72
pr 0.47 0.88 0.86 0.68 0.92 0.91
pi 0.72 0.38 0.61 0.61 0.87 0.86
Pw 0.40 0.33 0.30 0.41 0.27 0.28
Pp 0.11 0.63 0.30 0.09 0.81 0.77
PG 0.24 0.19 0.22 0.75 0.20 0.22
pz 0.93 0.97 0.96

Ou 3.31 3.18 2.83 3.25 2.98 2.77
Op 6.25 15.44 25.72 6.61 43.68 41.16
Om 0.33 0.08 0.07 0.33 0.07 0.08
o 0.85 1.05 0.99 0.97 0.81 0.85
oy 0.48 0.48 0.49 0.49 0.53 0.50
o) 0.59 0.25 0.40 0.59 0.40 0.41
oG 3.65 3.58 3.23 3.73 3.32 3.23
oz 21.86 9.25 8.85 67.51 5.36 4.57
0 0.25 0.91 0.97 0.23 0.98 0.99
oG 0.45 0.39 0.26 0.29 0.28 0.24
Pem 0.51 0.49 0.42 0.38 0.47 0.40
PeG 0.53 0.43 0.35 0.24 0.38 0.38

0.81 0.85 0.85

476.32 467.99 463.69 472.67 458.79 459.92
0.69 0.68 0.67 1.06 0.75 0.75

QA P":\p
N
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4. Additional Estimation of TVAR

In this section, we show the TVAR results with debt-to-GDP ratio. As dis-
cussed, debt-to-GDP ratio is popular measure for fiscal stance, but it is not di-
rectly related with FTPL framework. We use HP-filtered debt-to-GDP ratio as
a measure of fiscal stance. An increase in this ratio can be interpreted as an
expansionary fiscal policy. For impulse response, we impose a positive response
of GDP to a positive innovation of debt-to-GDP ratio. As in our benchmark, the
response of inflation is not distinct across the regimes. Furthermore, the sample

average of inflation and real interest rate is inconsistent with FTPL’s prediction.

Figure A.2. Fiscal regimes based on the fiscal debt to GDP cycle

. Threshold
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I M |
I | ‘ | ‘ [}
‘ | | | | I 1
L] \l ‘ | I '1‘
U ) AN Ay
P | \ '.‘ 1 ||
[\ l I |\, ‘[ I |\\ | [ .“|
[\ [ | H i
} \ f | i | | | M | | ||
/ ‘ I | |
/i | (10
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Notes: White bands identify sub-periods when the Korean economy is estimated to be in an active
fiscal regime, defined as a state where the index exceeds the critical threshold in the TVAR model.
Gray bands identify the passive fiscal regime. We use the fiscal debt-to-GDP cycle, rather than the
level of debt-to-GDP, to address nonstationarity, applying HP-filtered series.
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Figure A.3. Impact of Fiscal Debt to GDP Cycle Shocks on GDP and CPI during

Active and Passive Regimes

GDP CPI

Horizon

Notes: The dark blue lines show the median impact of a one standard deviation shock increase in
GDP and CPI of the Korean economy in passive regime. The red line shows the impact of the same
shock during active fiscal regime, defined as periods when the debt to GDP cycle shock exceeds an

endogenously determined critical threshold.

Figure A.4. Impact of Fiscal Debt to GDP Cycle Shocks on GDP and Core CPI

during Active and Passive Regimes

GDP Core CPI

0 5 10 15 20
Horizon

0 5 10 15 20
Horizon

Notes: The dark blue lines show the median impact of a one standard deviation shock increase in
GDP and Core CPI of the Korean economy in passive regime. The red line shows the impact of the
same shock during active fiscal regime, defined as periods when the debt to GDP cycle shock exceeds

an endogenously determined critical threshold.
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Table A.5. Sample Average in Each Regime

Active fiscal regime Passive fiscal regime P-value of difference

Variables 1996-2023
Deficit/Debt -1.416 2.093 0.014**
Real rate 0.740 1.689 0.166
CPI 2.045 3.223 0.033**
GDP growth 1.996 1.436 0.039**
Call rate 2.785 4.912 0.003***
1996-2023, excluding The IMF crisis
Deficit/Debt -1.416 2.838 0.003***
Real rate 0.740 0.834 0.866
CPI 2.045 2.973 0.041**
Call rate 2.785 3.807 0.034**
GDP growth 1.996 1.625 0.120
2000-2023
Deficit/Debt -0.351 1.957 0.083*
Real rate 0.452 0.267 0.698
CPI 2.118 2.771 0.160
GDP growth 1.733 1.486 0.244
Call rate 2.570 3.038 0.100

Notes: Each number is the sample average of the variable in each regime. The average is computed
using the sample for the given periods and the regime estimated in 1. The P-value of difference means
the p-value of the t-test. Inflation is an annualized quarter-over-quarter CPI growth rate. The real
rate is the difference between the call rate and the CPI inflation. The IMF crisis is defined by the
periods between 1997.Q1 to 1998.Q4. * ** ***: significant at 10%, 5%, 1%.
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