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The Effect of Foreign Capital Inflow on Inflation

This paper analyzes the impact of foreign capital inflow on inflation, centering on the
exchange rate effect and total demand effect: foreign capital has continuously flowed in
the Korean market since 2000 due to capital liberalization. The effect of exchange rates
refers to the phenomenon where the inflow of foreign capital leads to lower import prices
due to the won's appreciation, consequently causing the downward pressure on inflation.
Meanwhile, the effect of total demand leads to the upward pressure on inflation since
foreign capital inflow encourages private consumption and investment via the asset
channel (stock investment by foreigners), interest rate channel (bond investment by
foreigners) and loan channel (bank borrowings). This paper, in a bid to examine the
impact of foreign capital inflow on inflation, reviews the trend and current status of
foreign capital inflow with the quarterly data from 2000 to 2016, and then thoroughly
analyzes the data using a Co-integration regression and Bayesian VAR model.

The result of this paper can be summarized as follows. First, the analysis of time-lag
correlation shows that the inflow of foreign capital has a positive relationship with
inflation with a four to five quarter lag. Meanwhile, looking into the dispersion by the
type of foreign capital inflow (e.g stock investment by foreigners, bond investment by
foreigners and bank borrowings), each type shows a negative relationship with inflation
before the 2008 global financial crisis; but, it turns to be positive after the crisis. Second,
according to the estimation of Canonical co-integration regression, the statistically positive
relationship between foreign capital inflow and inflation is observed over the whole period
with a four quarter lag. However, more specifically, before the financial crisis, the
relationship between the two variables is not statistically significant; while it becomes
statistically significant positive after the crisis. Third, we estimate the impulse response
function by the type of foreign capital inflow using the Bayesian VAR model over the
whole period. The estimation result shows that import price drop and the consequent
decrease in inflation are generally observed in the short run due to a fall in nominal
exchange rates (the won's appreciation) induced by foreign capital inflow; but, in the mid
and long term, the upward pressure on inflation is generated under the complex
combination of import price rise by the won’s depreciation and international commodity
price fluctuations, and the effect of total demand. Lastly, we apply the same impulse
response function to the prior-to and the post financial crisis period, respectively.
According to the result, structural changes seem to be occurred in the spreading path of
foreign capital inflow to inflation. That is, before the crisis, the effect of exchange rates
is generally distinct; and the downward pressure on inflation to the capital inflow shock is
relatively stronger. Afterward, however, the effect of exchange rates through the won's
appreciation is weaker when compared to the prior-to crisis; and accordingly, the
downward pressure on inflation is seen to be somewhat diluted.

JEL Classification Number : E31, F21, F32
Key words : Foreign Capital Inflow, Inflation, Inflation Transmission Mechanism
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