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[Abstract]

Foreign Shocks and Optimal Taylor Rules
in a Small Open Economy

Manjong Lee - Wooheon Rhee - Yongseung Jung

In this paper, we examine the optimal monetary policy response to foreign shocks
such as foreign price and foreign exchange rate shocks using the BOKDSGE model.
We do grid search in order to find the Taylor-rule coefficients for inflation gap,
output gap and interest-rate smoothing, which maximize a social welfare. Our main
findings are as follows: (i) For our economy, optimal policy response to foreign
shocks is neither inflation targeting nor real-interest targeting. It turns out to be
optimal for the central bank to respond passively in general to the change in both
inflation and output due to foreign shocks, but more actively to the change in inflation
compared to that in output. (ii) Any regularity in the change of output-gap or
inflation—gap coefficient with magnitude or persistence of foreign—price or exchange-
rate shock is not observed. (iii) When foreign—price and exchange-rate shocks occur
simultaneously, the coefficient of inflation gap increases with magnitude or per-
sistence of foreign shocks, but there is no regularity in the change of output-gap

coefficient.

Keywords: Optimal Taylor rule, foreign price shock, exchange rate shock
JEL Classification: E52, E58



