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Central Bank Independencein K orea

Thomas F. Cargill”

The Bank of Korea Act was revised December 27, 1997 enhancing the
legal independence of the Bank of Korea, imposing an inflation-target
framework, confining the responsibilities of the Bank of Korea to price
stability, and transferring the supervisory function to a separate and newly
established Financial Services Commission. The objective of the paper is
to place the redesign of the Bank of Korea in the context of financia
change in Korea, in the context of international developments in central
bank institutional design, and in the context of similar changes in central
bank institutional redesign in Japan. As part of this review, the paper
evaluates the degree to which the Bank of Koreas independence was
enhanced by the 1997 revision and evaluates the practical impact of the
revision on central bank policy.

JEL dassification: ES0, E58
Keywords: central bank independence, inflation targeting, price stability,
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1. INTRODUCTION

The redesign of Koreas financia system has been aggressively pursued since
the near collapse of the Korean economy in late 1997. It is too early to
determine the success of the redesign effort; however, awide range of structural
changes have been enacted since 1997. Korea gppears to be moving in the
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right direction measured by the macroeconomic recovery in 1999 and 2000,
though there is concern whether the changes will be sufficient? to establish
modern financid ingtitutions and markets to provide a stable financid and
monetary framework to support growth in the new century.

The redesign effort included revison of the Bank of Korea Act on December
31, 1997 with the "new" Bank of Korea staring operations April 1, 1998.
Appendix 1 identifies key parts of the old and new Bank of Korea Act to
illugtrate how the new Bank of Korea differs from the old Bank of Korea in
terms of policy objectives, trangparency, legd independence, and influence of
the Minigtry of Finance and Economy.

The old Bank of Koreawas charged with price stability and ensuring financial
soundness in the banking and credit syssem. The price stability responsbility
has been rendered more explicit by imposing an inflation-target congtraint on
monetary policy. Monetary policy decisons are more trangparent under the
new Bank of Korea; whereas, the old Bank of Korea provided essentidly no
meaningful indght into monetary policy formulation and execution beyond
usud baance sheet and annua report information. The price ability
responsibility is thus strengthened and rendered more transparent under the new
Bank of Korea Act. However, the new Bank of Koreais no longer specificaly
charged with ensuring financiad soundness and as pat of this reduced
responsibility, the new Bank is no longer responsible for bank supervision.
Bank supervision and monitoring, which were a mgor responsibility of the old
Bank of Korea, dong with staff have been transferred to the Financia
Supervisory Commission, a super-regulatory agency established in 1998. The
new Bank of Korea, however, can request information from specific banks,
require the Financial Supervisory Service to examine specific banks, or request a
reconsideration of a decison made by the Financial Supervisory Commission if
these requestsrequirements are deemed necessary for the Bank's implementation
of monetary and credit policies.

The new Bank of Korea is declared to be an independent centrd bank in the
conduct of monetary policy and the role of the Ministry of Finance and

Y Krause (2000) and Samsung Economic Research Institute (2000) review and evaluate the
restructuring effort in Korea.
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Economy has been significantly reduced in Bank of Korea operations. Thisisa
major departure from the old Bank of Korea; however, the new Bank remains
under the influence of the government in terms of shared respongbility for
formulating inflation targets, under the influence of the President in terms of
gppointment of Monetary Policy Committee (Monetary Board under the old
Bank of Korea) members, and the Ministry of Finance and Economy gill has
some avenues of influence, though significantly weekened in the new Bank of
Korea Act.

The objective of the paper is to place the redesign of the Bank of Koreain the
context of financial change in Korea, in the context of international
developments in central bank ingtitutional design, and in the context of smilar
changes in central bank indtitutiona redesign in Japan. As part of this review,
the paper evauates the degree to which the Bank of Koreas independence was
enhanced by the 1997 revison and evauates the practical impact of the revison
on central bank policy. The remainder of the paper consists of six sections.  In
Section 2, revison of the Bank of Korea Act is placed in context of the events
during 1997 starting at the beginning of the year and ending with the December
31, 1997 revison. The paper argues revison of the Act was not a well-thought
out process, occurred during economic and financia distress in Korea, was
partly the outcome of IMF pressure, and did not reflect the most foresighted
concerns of the Ministry of Finance and Economy or the Bank of Korear. The
revison process was dominated by the Ministry and rather than reflect a
balanced debate about central bank design, the revison process was dominated
by intense debate over regulatory responsbilities and staffing. Section 3 places
the revision of the Bank of Korea Act in the context of the more generd trend to
redesign centra banking indtitutions. In this regard, the new Bank of Korea has
become more consistent with central bank ingtitutional design in other industrial
countries in terms of forma independence, but a the same time, the revised
Bank of Koreais a odds with traditiona centrd bank design. In Section 4, the
revison of the Bank of Korea Act is compared and contrasted with revison of
the Bank of Jgpan Law, June 11, 1997, which aso became effective April 1,
1998. The comparison between the Bank of Korea and the Bank of Japan is
predicated on the close relationship between the Korean and Japanese financia
systems and the influence Japanese economic and financia ingtitutions have had
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on Korea. More important, the policy outcomes of both centrad banks suggest
that formal independence is neither necessary nor sufficient for price stability,
though forma independence is more desrable than forma dependence for
severd reasons. In Section 5, the paper measures the degree of independence
achieved by the revised Bank of Korea Act and evaluates the revison of the Act
from the perspective of whether the new Bank of Korea will generate improved
policy outcomes. Section 6 focuses on a fundamentd flaw in the new Bank of
Korea act that may offset other positive aspects of the redesign effort. A short
concluding section ends the paper.

2. REVISION IN THE CONTEXT OF KOREA'SECONOMY
IN THE LATE 1990S

Financid liberdization has been on the agenda in Korea for dmost two
decades; however, many observers regarded the accomplishments as incomplete
through 1997. Financid liberalization was more rhetoric than substance and
largely pursued by regulatory authorities to gppease internationa pressure and to
secure support for OECD membership.  While inefficiencies in Koreds
financid system could be identified and there existed a long-standing and large
non-performing loan problem in the banking system (Huh and Kim 1994), the
overal economic and financia performance of the Korean economy was
impressve and hence, regulatory authorities saw little need to shift to a
fundamentally different financid regime. As a reault, liberdization was
incomplete and unbalanced and failed to ded with a large non-performing loan
problem and an inefficient banking system.

In January 1997, President Kim Young Sam announced a new initigtive to
pursue liberalization more aggressvely and established the Presidentia
Commission for Financia Reform. The Commission officidly started operations
January 22, 1997 with 31 members gppointed to represent manufacturing,
finance, and academia The Commisson included 15 specidist members
representing a wide range of inditutions. The overal Commisson was
coordinated by representatives of the Ministry of Finance and Economy (2
coordinators) and the Fair Trade Commission (1 coordinator). Two reports
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were published April and June of 1997. The Commisson recommended a
broad range of reforms to liberdize and modernize Kored's financia system,
including a recommendation to redesign the Bank of Korea. The dow down in
economic growth in 1996 and the continuing non-performing loan problem in
the banking system were clearly two important motivations for establishing the
Commission; however, there was little evidence the Commisson sensed a
serious impending problem and the Ministry of Finance and Economy's
dominance suggested that the Commission recommendations would not likely
generate policies to ded with the core problems of the Korean financid system.
Forgiveness, forbearance, and delay had been the preferred policy of the
Ministry and there was little evidence in the firgt haf of 1997 this approach
would be abandoned.

In fact, the only recommendation of the Commission serioudy debated in the
spring and summer of 1997 was redesign of the Bank of Korea. Centra bank
ingtitutional design was an important topic, but was one of the least important
problems needing attention nor was it a foca point of the Commisson's
ddiberations. The recommendation to redesign the Bank of Korea was
motivated by four concerns. Firdst, while the Bank of Korea sgnificantly
reduced the inflation rate after 1982 (Figure 1), central bank independence was
viewed as a step to further lower the inflation rate. Second, ingtitutional
redesign of the Bank toward more autonomy and independence would bring it in
line with more independent central banks and reflect a more modern centra
bank structure consstent with Koreas new status as a member of OECD.
Third, central bank independence would be a step in the direction of establishing
a more independent private banking system, which even after de-nationalization
inthe early 1980s, remained dependent on the government. Fourth, ingtitutiona
redesign of the Bank of Koreas was part of an overdl redesign of the financia
regulatory and supervisory framework.

There were three key elements of the recommended redesign of the Bank of
Korea: () The Bank of Kored's mission should be defined to include only price
stability; however, the Commission did not recommend an inflation-target
framework which was added during the discussion of the Commission's
recommendations; (ii) the Monetary Policy Board (Board) should become a
more separate agency from the Bank of Korea and should be responsible to the
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government; (iii) the supervisory functions performed by the Bank's Office of
Bank Supervison, Insurance Supervisory Board, and Securities Supervisory
Board should be transferred to a new and separate financid regulatory authority
under the Office of the Prime Minister. The "super" regulatory authority or
Financiad Supervisory Commisson would be responsble for broad based
supervison, monitoring, and regulation over mogt of the financid system.

The Minigtry of Finance and Economy during the summer and early fdl of
1997 focused most of the discussion on central bank ingtitutional redesign and
removing the bank supervisory function from the Bank of Korea. The Ministry
largely ignored the other recommendations and concerns rased by the
Commission regarding the dow pace of liberdization and the non-performing
loan problem.

The debate between the Ministry and the Bank of Korea was intense. The
Ministry focused on stripping the Bank of Korea of supervisory responsibility
and establishing a super agency responsgble for overdl financia regulation and
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supervison.  The Minigtry's emphasis appeared more concerned with
ingtitutional control rather than dealing with the accumulating financia distress
in the banking system that had been gpparent to most observers since the late
1980s. The Minigtry's motives were mixed. On the one hand, the Ministry
regarded a super agency as a component of a more modern regulation and
supervisory framework, but on the other hand, viewed the remova of the
supervisory function from the Bank of Korea as ameansto defect attention from
its own policy failure to ded with the accumulating financid distress in the
financial system? Transferring the bank supervision responsibility from the
Bank of Korea to a new agency could be presented to the public as a
manifestation of the failure of the Bank of Korea to ded with the accumulating
digress in the banking sysem. That is, the Ministry may have viewed the
ingtitutiona redesign as away to defect responsbility for its own policy failures.
The postion of the Bank of Korea, however, was not much more enlightened.
The Bank of Korea viewed the recommendation in terms of regulatory turf,
budget, and personnel. The supervisory function accounted for a large number
of employees that would no longer be part of the Bank of Korea. Labor union
involvement further complicated the issue.®

Overdl, both the Ministry of Finance and Economy and the Bank of Korea
gpproached central bank ingtitutiona redesign from specific postions of sdlf-
interest that did not aways consder the best interests of a modern financia
system. The Bank of Korea was unwilling to consider the postive aspects of
transferring the supervisory function nor the podtive benefit of more
independence in the context of inflation target in reducing the inflation rate.
The Ministry refused to condder the broader recommendations of the
Commission and focused only on regulatory turf issues. The debate meant that
other and more important issues raised by the Commission were ignored &t the
very time Korea was entering one of its more unstable periods since 1953.
Legidation to restructure the Bank of Korea was proposed by the Ministry of
Finance and Economy, but failed because of intense labor union activity and
politica intervention by the Bank of Korea.

2 The financial and supervisory framework, despite the role of the Bank of Korea, was firmly
under the control of the Ministry of Finance and Economy.

% K orea’'s employment problems are discussed in Fields (2000) and Martin and Torres (2000).
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The Asan Financial Crids and the near collapse of the Korean economy in
the last part of 1997 changed the environment and elevated the Commission's
evauation and recommendations to an important platform for structural change.
As a condition to receiving assistance from the IMF the Korean government
rgpidly established a time table for mgor structural changes in the red and
financial sectors and adopted tight monetary policy to limit the depreciation of
the won. As part of this time table, the Bank of Korea Act was revised
December 27, 1997 and the new Bank of Korea commenced operations April 1,
1998. The Financia Supervisory Commission also commenced operations in
1998 and assumed the bank supervision responshility previoudy held by the
Bank of Korea. Ultimately, centra bank ingtitutional redesign in Korea was not
motivated by concern over past policy errors by the Bank, but rather came about
as aresponse to the financid collapsein late 1997 and a desire to restructure the
financid regulatory and supervisory framework in Korea.

3. REVISION IN THE CONTEXT OF CHANGING VIEW
ABOUT CENTRAL BANK INSTITUTIONAL DESIGN

Central bank indtitutiona design in the 1990s was widely discussed among
policy makers and observers. Most of the discussion focused on the degree to
which centrd banks should be legdly dependent on government in order to
achieve positive macroeconomic policy outcomes. Less discusson focused on
the degree to which centrd banks should have a forma responshility in the
regulation and supervisory framework. However, there was agreement, based
on the centra bank's lender of last resort powers and role in preventing
contagion, that central banks should play an important role in preventing
contagion and systemic risk. As a result, centra banks should aways have
complete access to financid information about banks even if they did not have a
formd role in the regulatory and supervisory framework and just as important,
central banks should have a meaningful role in limiting systemic risk.

Centrad bank independence has been much discussed ever since the Bullionist
debate in the early 19" century regarding the Bank of England. Thus, the
discusson in the 1990s was not new, but a revist to an old discusson. The
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discussion, however, was motivated by severd new condderations. Fird, the
ingtability associated with inflation in the 1970s and early 1980s and rejection of

the Keynesian notion that monetary policy could change the red performance of

the economy, focused attention on price stability as the primary objective of

monetary policy. Second, consensus was reached by the late 1970s that
substantial long-lasting inflation is amost dways associated with excessive
money growth? As a result, the issue becomes one of the inditutional
structure that will best ensure the centra bank's technical control over the money
supply is most conducive to price stability. Third, financid liberdization in a
wide range of developed and developing countries presented an opportunity to
reexamine and ater centrd bank ingtitutions to better achieve price gtahility.

Fourth, Russas abandonment of the command economy and political
independence of the former Soviet Bloc countries provided an opportunity to
establish new central banking indtitutions. Fifth, the continuing movement
toward economic integration in Europe and the establishment of the European
Centra Bank provided another opportunity to discuss centra bank ingtitutional
design.

Two perspectives on centrd bank inditutiond design emerged during the
discussion: the traditional gpproach and the new "equilibrium" approach based
on the dynamic interaction between the centrd bank and the public. The
traditional gpproach suggested that more formaly independent centrd banks
would generate lower inflation outcomes than more formaly dependent central
banks, that is, forma independence was necessary and sufficient to generate
price dability. The equilibrium approach, however, suggested that further
indtitutiona redesign toward ensuring accountability was needed to achieve
price gability. That is, forma independence in the absence of accountability
may not generate better outcomes. In this regard, increasing attention was
devoted to explicit inflation targeting and other contractua means for ensuring
price stability.

4 There remains some controversy over Milton Friedman's famous dictum that "Inflation is
aways and everywhere a monetary phenomenon”; however, most dispute concerns the
extent to which monetary growth may be taken as exogenous. Even by 1975 at the height
of the monetarist-Keynesian debate there was a general agreement that a steady and
sustained rise in prices must be accommodated by a steady and sustained rise in monetary
aggregates.
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3.1. TheTraditional Approach to Central Bank Independence

The traditional view defines centrd bank independence as forma or legal
independence from government and argues that a formally independent centra
bank will generate lower inflation rates than dependent centra banks. The
traditional view does not require an explicit accountability mechanism to ensure
that centra banks pursue price stability, but merely assumes that an independent
centra bank is more likely to pursue price stability than a dependent central bank.
This traditiond view found support in a number of empirica studies reporting a
high negative and datidtically significant association between measures of
central bank independence and inflation performance for industrial economies.
The most frequently used indexes of centra bank independence were
provided by Alesina (1988), Bade and Parkin (1982), Grilli, Masciandaro and
Tabellini (1991), and Cukierman, Webb, and Neyapti (1992). The
Cukierman-Webb-Neyapti (hereafter, CWN) index is the most extensive and
regarded as the most complete effort to index the legal relationship between
the central bank and the government.®

The literature, however, is not near as conclusive as claimed. The published
measures of centra bank independence lack precison as illustrated by the low
Kendd| rank-correlation coefficients and Spearman rank correlations reported in
Eijffinger and Haan (1996, p. 25) between four widely used central bank indexes
of independence. Close review of the indexes for specific countries such as
Japan and the United States suggest the indexes fail to reflect centrd bank
independence in a consstent manner either from a cross section or time series
perspective (Cargill, 1995q). Setting aside measurement error, Cargill (1995b)
and Fujiki (1996) provide evidence the statistical association is not nearly as
robust as clamed. The datistica results are sendtive to changes in time
periods, countries considered, and econometric specification. Posen (1995)
argues in generd the dtatistical association between central bank independence
and inflation performance is an illuson because both variables are correlated
with opposition to inflation through the political mechanism.

® Eijffinger and Haan (1996) review these and other studies on measuring central bank
independence.
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The traditional view has difficulty explaining the policy outcomes of the Bank
of Jgpan, the Bundesbank, the Federa Reserve, and to a lesser degree, the Bank
of Korea. The Bundesbank is frequently cited as an example of the importance
of forma independence Debelle and Fischer, 1994). Clearly, Germany has
both a very independent centrd bank and a good inflation record; however,
average Japanee inflation since the mid-1970s has been about the same as
Germany, and its economic performance far better through the late 1980s,
despite the Bank of Jgpan's ranking as one of the least independent central banks
by international comparison. The Japanese case (Figure 1) provides a counter
example to the conventional wisdom that formally independent central banks are
most likely to generate lower and more stable inflation rates Cargill, 1993).
The Federd Reserve, as one of the world's most formally independent central
banks, has had a less impressive inflation record than the Bank of Jgpan. While
the Federa Reserve achieved price gability by the mid-1980s, excessive
monetary growth was the primary cause of the Greet Inflation of the 1970s.
Despite formal independence the Federa Reserve conducted monetary policy in
the 1970s partly to gppease the Nixon and Carter adminigtrations and ultimately
alowed the inflation rate to reach 20 percent in early 1980. The Bank of Kores,
like the Bank of Japan, provides a counter example to the inflation record of the
United States, though not one as dramatic. While Korea experienced high rates
of inflation a various times through 1981, monetary policy after 1981
sgnificantly lowered the inflation rate.  The relaively higher inflation in the
1989-1992 period was mainly the outcome of labor unrest and not monetary
policy. In spite of this, the CPI inflation rate averaged 5.2 percent from 1982:1
to 1997:4 while at the same time, Koregls real GDP grew at 8.4 percent over the
same period. This inflation performance is dmilar to Japan's inflaion
performance during it's High Growth Period of 10 percent per annum red GDP
growth (1950s and 1960s), though Koreds inflation rate was more variable and
somewhat higher.

Thus, the argument that forma independence is sufficient to ensure long-run
price stability does not find robust support among the empirica studies linking
measures of independence to inflation performance and more important, is
contradicted by the inflation record of the Bank of Japan and to a lesser extent,
the Bank of Korea. The Bank of Korea and the Bank of Japan suggest that
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forma independence is not necessary for price stability and the Federd Reserve
suggests that forma independence is not sufficient for price stability. In addition,
a variety of models suggest that even an independent centrd bank has an
inflation-bias;, that is, centrd bank independence is not sufficient for price
Sability.

3.2. Inherent Inflation Biasin the Context of Independent Central
Banks

It can be shown in a forma modd that an independent centrd bank is no
guarantee of price gability. The mode explains inflation as an "equilibrium"
phenomenon without reliance on politicd influence or centrd bank
misunderstanding about the transmission process of monetary policy.®? The
problem is that central banks find it difficult to credibly commit to an announced
policy consstent with low inflation. The private sector recognizes the incentives
facing the centra bank to inflate once wage and price contracts are set, and ends
up anticipating more expansonary policies. The "equilibrium" secular
inflation rate in this case will be too high from asocid welfare point of view.

The practical implication of the modd is that moderate, or even high, ongoing
inflation may be explained by the inability of the central bank to convince firms
and wage earners that it won't take advantage of a Stuation where it could
temporarily create an economic boom based on the existence of a short-run
Phillips curve. After nominal wage and price contracts have been signed, firms
and workers are "vulnerable’ to an unanticipated monetary expansion and
associated jump in inflation. They know government will have difficulty
resging this temptation, at leest when the inflation rate is below a certan
threshold, since it wants to increase output and lower unemployment. Without a
way to commit the centrd bank to a particular low-inflation policy stance, the
private sector will expect an inflation rate which is just high enough so that the
government has no incentive to increese it further, i.e. where the costs of more
inflation are baanced by the perceived benefits of the output gain.

® The formal argument was developed by Kyland and Prescott (1977) and has been
summarized in anumber of places; for example, Cargill, Hutchison, and Ito (1997, Chapter
8) provide asummary of theformal argument presented in the appendix 2.
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A number of proposds have been advanced to solve the inflation bias
problem. The traditiond solution is to forego discretionary policy and adopt a
monetary rule (eg., Friedman, 1959) in which case, centrd bank forma
dependence or independence is irrdevant. The monetary rule, however, is
ampligtic and fails to consder the problems in measuring the money supply in
an environment of rapid financia innovation. A second solution is to delegate
authority to a conservative and independent central banker Rogoff, 1985).
Rogoff's conservative central banker didikes inflation more, and places less
value on output gains, than normaly associated with the government (ruling
political party or adminigtration in office). The problem with this approach is
that it focuses on preventing inflation and fals to consder the bias toward
deflation that a conservative centra banker might bring to policy. A third
solution relies on reputation and requires central bank independence. By acting
consstency over long periods, centrd banks or governments build up a
reputation that cause the private sector to believe their announced commitment
to price stability. Once a reputation has been built up, and expectations of
inflation are in line with announced low-inflation policy, there may be an
incentive to inflate but it will come at the cost of lost credibility and higher
future expected (and redlized) inflation rates. The problem with this solution is
that it relies on personalities and assumes the central bank can aways defend its
position againgt political pressure.

The three solutions are either smplistic (monetary growth rule) or provide no
explicit accountability standard (conservative centra banker or reputation of the
central bank) to guide policy. Recognition of these short comings motivated
another solution in the 1990s thet is an extenson of the Friedman type of rule
approach to monetary policy. This solution emphasizes the importance of
explicit contracts between the central bank and the government adong the lines of
the New Zealand experiment (Wash, 1995); that is, the independent central bank
is congrained by an inflation target but has full authority to pursue that target.
The inflation target framework imposes accountability of the centrd bank,
provides the centrad bank with operationd independence, and ensures that the
central bank will prevent both inflation and deflation.”

" See Bernanke, Laubach, Mishkin, and Posen (1999) for a general discussion of inflation



14 Thomas F. Cargill
3.3. Independenceisstill the Preferablel nstitutional Design

While centrd bank independence done will not generate price stability,
central bank lega independence provides an ingtitutional foundation for further
redesign focused on accountability. First, reasonable solutions to the inflation-
bias are more compatible with an independent than a dependent central bank in
that central bank independence itsdlf is likely to contribute to a greater public
acceptance that a price stabilization policy will be followed. Second, central
banks need the legd authority to take a stand, either in private or public, againgt
the government if inflationary monetary policy or bailouts of troubled financia
ingtitutions are being advocated. Some system of check and balance is needed
in the conduct of macroeconomic policy, and the centrd bank has more
credibility with the public, than most other government agencies to provide that
check and balance. In generd, governments and ministers gppointed by the
government are more likely than central banks to be influenced by short-run
condderations ether to exploit the short-run Phillips curve to maintain or
enhance palitical power. It must be emphasized, however, that independent
central banks are not immune from incentives to depart from price stability and
to use lender of last resort powers to balout troubled inditutions. However,
central banks, by their nature and their history, are more likely to take along-run
view than agencies more directly related to the politica process.

The inflation-bias problem remains, however, with an independent central
bank. Inflation targeting offers a solution to provide the centra bank with a
long-run anchor to gain public acceptance and limit government influence on
monetary policy and lender of last resort services. It focuses central bank
policy on price stability and thereby prevent inflation as well as deflation® In
this regard, the explicit contract approach introduced in Canada, Korea, Sweden,
and New Zedand shows much promise; however, it istoo early and there are too
few cases to assess how the contract approach worksin practice?

targeting.

® Price level targeting was successfully used in Sweden during the 1930s to prevent deflation
(Berg and Jonung, 1999).

9 See Blgjer, 1ze, andWerlang (2000) for arecent assessment of inflation targeting in practice.
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4. INDEPENDENCE IS NEITHER NECESSARY
NOR SUFFICIENT FOR PRICE STABILITY

The Bank of Korea Act and the Bank of Japan Law were both revised in 1997.
The redesign of the two centra banks have dements in common. Firs, they
share a common higtorical evolution. The old Bank of Jgpan and the old Bank
of Koreawere part of afinancia regime based on the bank-finance mode, bank-
firm reationships, mutua support, non-transparency, and limited bankruptcy.
These characteristics, despite over two decades of officia liberalization policy
continue to define core dements of both financial sysems.  As a reault, both
centra banks were designed to support these characteristics and since the
financia system was viewed as an insrument of industria policy, centrad bank
policy was viewed dso as an extenson of government. In particular, central
bank policy was responsble for the traditiona god of price stability, but
conditioned upon exchange-rate objectives, supporting selected sectors of the
economy, and limiting bankruptcy. Second, the Bank of Korea and Bank of
Japan were formaly dependent on the government and in particular, the Ministry
of Finance and Economy in Korea and the Minigtry of Finance in Japan,
respectively. Of the published studies ranking the legal independence of centra
banks, only the CWN study provided an index for both the Bank of Japan and
the Bank of Korea. Both central banks were ranked at the bottom of al 72
countries considered in terms of legd independence. Third, despite legd
dependence, the Bank of Jgpan achieved inflation policy outcomes for much of
the postwar period that attracted worldwide attention, especialy during the
1975-1989 period. The inflation rate in Korea was less stable and experienced
more periods of high inflation compared to Japan, but after 1981, the Bank of
Korea was able to sgnificantly reduce the inflation rate despite a high rate of
real GDP growth. The Bank of Japan, and to a lesser extent the Bank of Kores,
illustrate cases were forma independence is not necessary for price stability.
Fourth, centra bank ingtitutional redesign in both countries was not the outcome
of along-debated and carefully considered process. While in both cases, there
was an interest in bringing each centrd bank in line with the more common
independent indtitutional design for most industria countries, centra bank
redesign was not rooted in concern over past failures of monetary policy in either
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Korea or Japan. While the Bank of Korea had not achieved alow inflation rate
by internationd standards, the Korean economy had achieved a higher rate of
real growth than most countries. Policy failures of the Bank of Korea were not
a prominent feature of the discussion over revison of the Bank of Korea Act.
Revison of the Bank of Korea Act and the Bank of Japan Law were palitically
motivated for other reasons. In Koreg, the Ministry of Finance and Economy
was more concerned with restructuring the regulatory and supervisory
framework, which required revison of the Bank of Korea Act. In addition,
revison of the Act and the transferring of the bank supervisory responsibility
from the Bank of Korea gave the appearance that the Bank of Korea was
responsible for the accumulated financid distress in the Korean banking system;
that is, it was a convenient way to defect criticism of the Ministry of Finance and
Economy. In Japan, the Hashimoto government initiated the revison process
a odds with the Ministry of Finance'?; however, the Ministry of Finance became
an active supporter of independence as a means to defect atention from its
failure to manage and resolve the financid distress in the first haf of the 1990s
(Wall Sreet Journal, 1996).

The new Bank of Korea and the new Bank of Japan, however, have not
evolved in the same manner since April 1, 1998. Bank of Korea policy has
focused on achieving a pogtive inflation rate. In the Monetary Policy in 2000
report published by the Monetary Policy Department of the Bank of Koreg, the
targeted CHI inflation rate for 2000 and 2001 onwards was 2.5+1 and 2.5 percent,
respectively.  After raising interest rates significantly in late 1997 and early
1998 as part of the IMF austerity requirements and as part of the effort to limit
won depreciation, the economy recovered. Rea GDP declined 6.7 percent, but
increased 10.7 percent in 1999. The unemployment rate, after reaching a high
of 8.6 percent in March 1998, declined to 3.6 percent July 2000. The current
account, which had been negative in 1995, 1996, and 1997, was positive in 1998
and 1999. The Producer Price index declined 2.1 percent in 1999, but
increased at around 2.5 percent in the latter part of 2000. The consumer price
index did not decline, though the rate declined in 1999, and by the latter part of

19 Cargill, Hutchison, and Ito (2000) provide a detailed discussion of how central bank
independence was achieved in Japan.
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2000, consumer prices were increasing about 2-3 percent. Bank of Korea
policy is contributing importantly to the macroeconomic recovery of the
economy after the Asian Financid Criss of 1997. Firt, the actud inflation rate
has been reduced and second, the inflation target provides a congtraint to ensure
apogtive inflation rate and prevent price declines.

The experience of the new Bank of Jgpan, however, has been different.
While the Bank of Koreawas not afoca point of criticism during the 1990s nor
congidered the cause of the sharp downturn in late 1997 and early 1998, the
Bank of Jgpan was intensdly criticized starting with policy during the "bubble’
phase of the Japanese economy in the second haf of the 1980s. The Bank's
decision in May 1989 to raise the discount rate initiated the collapse of asset
prices. Many argued the decision was taken too late, and that the Bank of
Japan's focus on limiting yen appreciation in the second haf of the 1980s
accommodated asset inflation and made it difficult for the Bank of Japan to
achieve any type of soft landing in 1989. The Bank of Japan was criticized
for overly tight policy in the first haf of the 1990s. Once policy shifted to
ease after 1994, the Bank of Japan was criticized for not more aggressively
increasing monetary growth and reversing the downward movement in prices
(Alexander, 1999; Bernanke, 2000; Cargill, Hutchison, and Ito, 2000; Meltzer,
1999; and Posen, 1998). The Bank of Japan defended its actions in the late
1990s (Okina, 1999a and 1999b), arguing it pursued the appropriate
expansionary policy by targeting interbank rates to amost zero from
February 1999 to August 2000 and that no other policies were viable. The
Bank of Japan argued that "non-standard’ policies such as purchasing long-
term government bonds would not improve the sStuation and would be
fiscaly irresponsible. The Bank of Japan ended its near zero-interest rate
policy by raising the targeted call rate from essentialy zero to 0.25 percent
August 2000, but has again come under intense criticism in early 2001
because of evidence the Japanese economy was dowing. Rea GDP
declined a an annua rate of 2.4 percent in the third quarter of 2000.

The performance of the Bank of Japan in the late 1990s is interesting from
a least two perspectives. First, the zero interest rate policy from February
1999 to August 2000 is unique and failure of the Japanese economy to
respond to monetary policy rekindled debate over the "liquidity trap’, which
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has been dormant since the 1960s. The liquidity trap concept was used to
explain why expansionary monetary policy in the 1930s, especidly in the
United States, failed to reverse the decline in economic activity. Second,
Bank of Japan policy shows that forma independence is not sufficient for
price stability, which means preventing deflation as well as it does preventing
inflation. Despite achieving formal independence in 1998, the Bank of
Japan has permitted a dow and gradua decline in the price level that has
adversely impacted the economy and prevented recovery. While formal
independence may be preferred for reasons stated above, forma
independence without accountability is undesirable.

There has been considerable pressure on the Bank of Japan to adopt an
explicit inflation target framework; however, to date, the Bank has resisted
this pressure claiming that an inflation target is not required, falure to
achieve the target would weaken the credibility of the Bank of Japan, and the
Bank would lose independence. At the same time, the new formal
independence of the Bank of Japan has not provided price stability. In fact,
it has made the Bank of Japan more resistant to outside criticism because
from the Bank of Japan's view, any perception the Bank of Japan would be
willing to change policy in response to outside criticism, especialy from the
Ministry of Finance, would be viewed as inconsistent with its new found
independence.™ The irony is that such resistance may ultimately result in a
loss in formal independence, much like what happened to the Federa
Reserve™ for its unwillingness to adjust policy to outside criticism during the
1930s.

D Cargill, Hutchison, and Ito (2000) refer to this resistance as an "independence trap" and
attribute it to the fact that independence came to the Bank of Japan in a serendipitous
manner whichinturn, accountsfor an overly conservative approach to policy by the Bank.

12 See Cargill (2001) for adiscussion of the Bank of Japan and the Federal Reserve and alist of
related studies on the Federal Reservein the 1930s.
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5. INDEPENDENCE OF THE BANK OF KOREA AND
INFLATION OUTCOMES

Revisions of the Bank of Korea Act was not motivated primarily by a need
to correct past policy falures on the part of the Bank of Korea to maintain
price gability. The average inflation rate from 1971:1 to 1981:4 is 17.0
percent based on data presented in Figure 1. High inflation in 1980 and
1981 combined with a trade deficit and declining economy was a prime
motivation for the starting of liberalization in Korea. The first stage of
liberalization focused on macroeconomic recovery. In terms of price
stability, this was accomplished in a short period of time. By 1983, the CPI
inflation rate was reduced and a lower inflation rate®® had been maintained
through 1997. Average CPI inflation from 1982:1 to 1997:4 was 5.2 percent,
though the inflation rate had reached higher levels in the late 1980s and early
1990s. Since 1997, the inflation rate has declined to the 2 to 3 percent range.

This new monetary regime of lower inflation after 1982 was achieved
without any significant change in the institutional design of the Bank of
Korea. The Bank of Korea remained dependent on the Ministry of Finance
and Economy. The Bank of Korea however, like the Bank of Japan,
illustrates a basic point of this paper that forma dependence or independence
is not aways a reliable indicator of central bank policy outcomes. The
average inflation rate over the 1982:1 to 1997:4 period of 5.2 percent is lower
than the inflation rate that would have been predicted from standard
regressions between CPI inflation and measures of central bank independence.
The CWN index for Korea is 0.27 based on a scale from 0 (most dependent)
to 1.0 (most independent). The following regression reported in Cargill,
Hutchison, and Ito (2000, p. 110) was estimated for 18 industrial countries
(excluding Korea and Japan) over the 1976 to 1996 period.

CPl Inflation = 9.10 754 Index
R = 093

% The measured CPI inflation rate overstates the “real” inflation rate because of well-known
biases in constructing CPI values. The biasis generally estimated to be about 1 percentage
point.
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The index value for Korea of 0.27 predicts an average inflation rate of 7.06
percent which is considerably higher than the actua inflation rate of 5.2
percent from 1982 to 1997.

The revison of the Bank of Korea Act can be considered from three
perspectives in the context of the centra bank independence index
methodology. First, what is the index value for the new Bank of Korea; that
is, did the Bank of Korea enhance its legal independence? Second, will the
new Bank of Korea likely generate better price stability policy outcomes than
the old Bank of Korea? Third, how important is the inflation targeting
framework that is now part of the ingtitutional design of the Bank of Korea?
Fourth, will the shift of bank supervision responsibility to the Financial
Services Commission impact monetary policy outcomes?

5.1. TheNew Bank of Korealndex

Table 1 presents the computations for the old and new independence index
based on the CWN method. The CWN computation is based on their
interpretation of the old Bank of Korea Act and the new vaues are based on
the author's interpretation of the new Bank of Korea Act. The two major
differences are criterion 2a and 3. The vaue for 2a (who formulates
monetary policy) is increased from 0.33 to 0.83 because an inflation target
limits the ability of anyone to influence monetary policy inconsistent with the
policy target, the policy target is public, and the Act implies that the Bank of
Korea and the government have equa input into determining the inflation
target. If the Bank of Korea (or Monetary Policy Committee) has less than a
50 percent influence, however, the assigned value of 0.83 overstates the
independence of the new Bank of Korea. The vaue for criteria 2a is also
increased because of the reduced role of the Ministry of Finance and
Economy in the policy formulation process of the Bank of Korea. The value
of criterion 3 is increased from 0.6 to 0.8 because the objective of price
stability is more explicitly defined and transparent and imposes
accountability on the Bank of Korea.

The combined effect of the two changes is to increase the measured
independence index from 0.27 to 0.33, which is not as significant an
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Tablel Revised Bank of Korea Independence Index
Unadjused [CWNor Old| New [Adjusted [CWNorOld| New
Weight Vaues Values | Weight Index I ndex
1 Chief ExecutiveOfficer
(CEO)
1a Tamd dfice 0.0500 0.2500 | 0.2500 ] 0.0500 0.01250 0.0125
1b: Whoappoints? 0.0500 0.2500 | 0.2500 | 0.0500 0.01250 | 0.0125
Ic. Dismissil for reasons 0.0500 0.8300 | 0.8300 | 00500 | 004150 | 0.0415
10 O R e
Qovernment pasitions 0.0500 0.5000 | 0.5000 [ 0.0500 0.02500 0.0250
Toa for Critarial 0.2000 0.2000 0.09150 0.0915
2 Pdlicy formulation
2a: Whoformulatespolicy? 0.0500 0.3300 | 0.8300 | 0.0750 0.02475 0.0623
2b: Whohasfinal wordin
resolution of conflicts? 0.0500 na na
2c: Rdeingovernment's
budget process 0.0500 0.0000 | 0.0000 [ 0.0750 0.00000 0.0000
Totd for Criteria2 0.1500 0.1500 0.02475 | 0.06225
3Palicy Objedives
(Criteria3) 0.1500 0.6000 | 0.8000 [ 0.1500 0.09000 0.1200
ZTimitations on lending 10
government
Za Advanoestor .
unsecuritizedlending 0.1500 0.0000 | 0.0000 [ 0.1579 0.00000 0.0000
4b: Securitizedlending 0.1000 0.0000 | 0.0000 | 0053 [ 0.00000 [ 0.0000
4c. Termsof lending 0.1000 0.3300 | 0.3300 [ 0.1053 0.03474 0.0347
4d: Patential borrowers
from bank 0.0500 0.0000 | 0.0000 | 0.0526 0.00000 0.0000
4e Limitson central
banklending 0.0250 na na
4f: Maturity of loans 0.0250 0.6700 | 0.6700 | 0.0263 0.01763 0.0176
| Interest ratesonloans 0.0250 0.2500 | 0.2500 [ 0.0263 0.00658 0.0066
: Central bank
prohibited from
purchasing or sdlling 0.0250 0.0000 | 0.0000| 0.0263 0.00000 |  0.0000
government debt in
primary Market
Toatal for Criteriad 0.5000 0.5000 0.05895 0.0589
Tod =Criterial+Criteria2 | 1 00000 1.00000 | 0.26520 | 0.33270
+Criteria3+Criteriad

increase as the enhancement in independence achieved by the Bank of Japan
According to the computation in Table 1 and the
caculations for Japan reported in Cargill, Hutchison, and Ito (2000), the
Bank of Korea and the Bank of Japan now operate with smilar levels of
formal independence?

(from 0.17 to 0.38).

 The CWN view that the old Bank of Korea was more independent than the old Bank of
Japan is debatable. By any reasonable standard, the Bank of Japan was politically and
operationally more independent than the Bank of Koreaprior to 1997.
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5.2. TheNew Bank of Korea and Price Stability Outcomes

Bank of Korea policy outcomes will likely improve under the new Act
despite the less than impressive increase in the independence index. In fact,
combining the new Bank of Koreaindex of 0.33 and the estimated regression,
generates a predicted inflation rate of 6.6 percent. The predicted inflation
rate is considerably higher than the actua inflation rate experienced since
1998:1 suggesting that the independence index provides an overly pessmistic
view of inflation policy outcomes in Korea.

5.3. Importance of an Inflation Tar get

The inflation targeting framework is a mgjor improvement in central bank
institutional design that attempts to hold the central bank accountable in an
explicit manner. The setting of the inflation target is a public event, thus
further reducing the incentives for government to intervene in the formulation
and execution of monetary policy. Most important, the inflation targeting
framework prevents deflation as well as inflation. In the case of Korea, the
inflation target has provided a framework for the Bank of Korea to achieve a
lower inflation rate than achieved before independence while a the same
time, constrains Bank of Korea policy to maintain a positive inflation rate.
The positive inflation rate congtraint is an important outcome of central bank
redesign in Korea and the lack of such a constraint in Japan has become a
major problem. The Bank of Japan permitted a decline in the price level
without being held accountable since it is always capable of defining price
stability in a broad manner and is not constrained by an inflation target. An
inflation target would force the Bank of Japan to pursue a more expansionary
policy.

5.4. Shift of Supervisory Responsibility and Inflation Policy
Outcomes

The transfer of bank supervisory power from the Bank of Korea to the
Financia Supervisory Commisson was an intensely debated issue.
Irrespective of the arguments for or against the shift, it will not likely impact
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inflation policy outcomes because the inflation target framework explicitly
establishes an inflation target in a public manner. Failure to achieve the
previous year's target will generate a dialog as to reasons for the failure and
as the Bank of Korea now has a mandate to pursue price stability in an open
and independent manner.

6. AFUNDAMENTAL FLAW IN THE REVISION

The revision of the Bank of Korea Act, however, is fundamentally flawved
in one important regard. Central banks have the ability to create and destroy
high powered money in modern fiduciary financial systems and as such, play
an important role in limiting systemic risk and contagion. While there are
two sides to the debate over whether the central bank should have a formal
role in financia regulation and supervison and different approaches are
followed across countries, there is no debate that centra banks play an
important part of the safety net. The new Bank of Korea Act has removed
prudentia responsibility from the Bank's responsibilities. No doubt this was
done to reflect the shift in supervisory responsibility to the Financial
Supervisory Commission; however, the lack of an explicit responsibility for
maintaining finance stability is troubling. The new Act makes it unclear to
what degree the Bank of Korea can resist pressure to subsidize and/or bailout
troubled ingtitutions (Cargill, 1997/1998). While ultimately, policies of this
nature would conflict with price stability, it would have been preferable for
the new Bank of Korea Act to recognize the important role of the Bank of
Korea in maintain financia stability. This could have been accomplished
without any impact on the transfer of supervisory responsibility to the
Financia Supervisory Commission. It is difficult to understand why
responsibility for financial stability was removed.

Some argue that this observation is of little practice importance because
the Bank of Korea remains a lender of last resort through the discount
window, can request information on specific financial ingtitutions, and
request/require examinations by the Financia Supervisory Commission.
Nonetheless, the omission of a specific responsibility for maintain financia
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stability is unusual and harms the Bank of Koreain at least two ways. Firgt,
the omission may lower the esteem of the Bank of Korea among other central
banks that have an explicit role in maintaining financia stability and second,
the omission provides a vacuum for Ministry of Finance and Economy or
other government pressure to support policies of forgiveness and forbearance
in dealing with non-performing loans and troubled financial institutions.

Even if one accepts the argument the omission has little practical
importance, the obvious question is then why not include prudential
responsibilities as part of the formal policy objectives of the Bank of Korea.

7.CONCLUDING COMMENT

The Bank of Koreds indtitutional design was significantly changed in 1998.
The Bank of Koreaislegdly more independent than previoudy, but continues to
rank a the lower one-third of centra banks in industria countries in terms of
independence.  This result is congstent with a recent IMF (2001) report on
Koreas financia reform, which concluded the Bank of Korea remains dependent
on the Ministry of Finance and Economy and little has changed as aresult of the
redesign effort. While Bank of Korea inflation outcomes could be improved
upon, revison of the Bank of Korea Act was not focused on past policy errors of
the Bank of Korea. The revision of the Bank of Korea Act and the motives for
ingitutiona redesign parale the stuation in Japan in the sense that revision was
not a response to past central bank policy failures and the finance ministry found
centra bank indtitutiona redesign a means to deflect attention from it's own
policy falures in dedling with financid distress. Despite these considerations
however, the new Bank of Korea is likely to achieve a lower inflation outcome
than in the past and more important, an inflation-target framework provides an
operating environment that prevents deflation as well asinflation. While Korea
is not likely to experience deflation, an inflation target is like an insurance policy
to maintain expectations of price increases. In the 1980s, one would not have
predicted declining pricesin Japan nor the unwillingness of the Bank of Japan to
rase inflationary expectations when such a policy was long overdue. In this
respect, the revision of the Bank of Korea Act was more successful than revision
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of the Bank of Japan Law.

At the same time, the revison of the Bank of Korea Act is fundamentaly
flawed. Failure to include a meaningful role in financia stability and limiting
systemic risk in the new Bank of Korea Act is problematicd and ultimately
reduces the standing of the Bank of Korea from an international perspective and
provides an opportunity to pressure the Bank of Korea into support a policy of
forgiveness and forbearance in dealing with troubled ingtitutions. The fact that
the Bank of Korea conducts lender of last resort operations and has the ahility to
obtain information about the financia condition of specific banks is not a
subgtitute for a formal role in limiting systemic risk. Along with price gability,
prudential responsibility is a fundamental rationale for the evolution of centra
banking ingtitutions in modern financid systems. The new Bank of Korea does
not have the lega standing to take a strong position on financia stability issues
snce the new Act imposes only one responsbility of the Bank of Korea — price
dability. Any dispute with the Minisry of Finance and Economy or the
Financia Supervisory Commission is esslly settled againgt the Bank of Korea
since the new Act provides the Bank with no legd foundation to take any
leadership role in deding with troubled financid inditutions and limiting
systemic risk. While price stability provides an ultimate constraint on how far a
central bank can go in bailing out troubled indtitutions, it would have been
preferable for the new Bank of Korea to have a forma responshility for
financia sability shared with other parts of government, as is the case in the
new Bank of Jgpan Law. The responsibility does not require the central bank to
have formal supervisory responsibilities.

Thus, the new Bank of Korea is probably better equipped to maintain price
gability, but less equipped to play a leadership role in maintaining financia
Sahility.

APPENDIX 1

The" Old" and " New" Bank of Korea: Key Differences
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Policy Objectivesand Transparency of Monetary Policy

"Old" Bank of Korea:

"The primary purpose of the Bank of Korea shdl be 1. to mantan the
stability of the vaue of money in the interest of the nationad economic progress;
and 2. to further economic progress and efficient utilization of national resources
by the sound operation and functional improvement of the nation's banking and
credit system.” (A3)

"An Office of Bank Supervison shal, under ingtructions from the Monetary
Board, be responsble for supervison and periodic examination of banking
ingtitutions with the purview of this Act." (A28)

"New" Bank of Korea:

"()The Bank of Korea shal st a price dability target every year in
consultation with the Government and formulate and publish an operational plan
for monetary and credit policiesincluding this price stability target." (A6)

"(2) The Monetary Policy Committee must produce the minutes of each
Committee meeting and publish them as determined by the Monetary Policy
Committee." (A24)

"(1) The Bank of Korea shdl a least once a year prepare a report on the
implementation of its monetary and credit policies, and submit it to the Nationa
Assembly. (2) The Governor [of the Bank of Koreg] shall attend, and answer the
questions .."' (A96)

"The Bank of Korea may, when the Monetary Policy Committee deems it
necessary for the implementation of its monetary and credit policies, request
banking inditutions ..to provide any materials." (A87)

"(1) The Bank of Korea may ..tequire the Financial Supervisory Service set
up under the Act Concerning the Establishment of Financia Supervisory
Organizations ..to examine banking ingtitutions." (A88)

"(1) The Monetay Policy Committee may..request the Financia
Supervisory Commission to reconsider a decision it has taken if it has a direct
bearing on monetary and credit policies." (A89)

Implications:

The"old" Bank of Koreawas responsible for price stability, ensuring financial

stability, and as part of ensuring financid stability, was assgned a mgor role in
bank supervison. There was no formd requirement for trangparency in
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carrying out either responsibility, other than the genera requirement to prepare a
bal ance sheet statement and annua report as specified in Section 6 of the old Act.
The "new" Bank of Korea is legdly responsible only for price stability in the
context of an inflation target framework. The Office of Bank Supervison is
eiminated. Monetary policy is nhow more transparent, in terms of both an
explicit inflation target and frequent reporting requirements on monetary policy
beyond standard balance sheet information and annua reports.

L egal I ndependence

"Old" Bank of Korea

"The Monetary Board shdl be composed of the following nine members: 1.
the Minister of Finance and Economy, or the Vice Minigter of Finance and
Economy in the case the Minigter of Finance and Economy is unable to serve .."
(A8)

"(1) The Miniger of Finance and Economy shdl preside a meetings of the
Monetary Board." (A9)

"(2) The Governor [of the Bank of Koreg] shdl be appointed by the President
on the recommendation of the Minister of Finance and Economy .."" (A23)

"()The Miniger of Finance and Economy may request the Monetary Board
to reconsider its resolutions adopted. (2) If the request ..is rgjected by a mgority
of two-thirds of the Monetary Board's members, the finad decision shdl rest with
the President. " (A39)

"The Bank of Korea shall be subject to a business examination by the Minster
of Finance and Economy .. (A40)

"(3) The Auditor [monitors operations of the Bank of Koreg] shdl be
gppointed by the Minigter of Finance and Economy with the consent of the
Monetary Board.v (A23)

"New" Bank of Korea:

"The monetary and credit policies of the Bank of Korea shall be formulated
neutraly and implemented autonomoudly and the independence of the Bank of
Korea shdl be respected.” (A3)

"(1) The Monetary Policy Committee shall be composed of the following
seven members. ..2. one member recommended by the Ministry of Finance and
Economy ..(2) The Governor of the Bank of Korea..shdl become the
Chairman of the Monetary Policy Committee.." (A13)
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"(2) The Auditor [monitors the operations of the Bank of Korea] shdl be
appointed by the President on the recommendation of the Minister of Finance. "
(A43)

"The Vice Miniger of Finance and Economy may be present and dtate his
opinion at mestings of the Monetary Policy Committee.” (A91)

"(1) The Minigter of Finance and Economy may request the Monetary Policy
Committee to reconsder a decison it has taken if he consdersit in conflict with
the Government's economic palicy. (2) When the Monetary Policy Committee
takes the same decison..with a least five Members concurring, the fina
decison shdl rest with the President. (3) When the Minister of Finance and
Economy makes a request ..,he must a once announce this publicly according
to the provisions stipulated by the Presidential Decree." (A92)

Implications:

The "old" Bank of Korea was under the direct control of the Ministry of
Finance and Economy, while the Ministry's influence under the "new" Bank
of Korea has been significantly reduced. The Ministry can ill play a role
by appeding a decision; however, the requirement that the request is public
effectively limits this power. The Bank of Korea however, is il
responsible to the government in the broad sense. The President appoints
the Governor and the other members of the Monetary Policy Committee and
despite the commitment to "the independence of the Bank of Korea", Article
4 emphasizes the need for policy to be carried out in "harmony" with the
Government's economic policy as long the Bank of Korea is not distracted
from price stability. The explicit inflation target framework limits the
ability of the government to influence policy, but does not eiminate the
potential influence based on the need to harmonize monetary and government

policy.
Source: Bank of Korea (1999)
APPENDIX 2

Inflation Biasand Discretionary Policy

Consider an intertemporal loss function, a discounted sum of the single period
losses which are quadratic in inflation (p) and deviations in red output from
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the desired level (y - ky'):

Lt:é;(1+d)_i[ap2+(y- ky*)z]m, a>0 k>1 )

wherey is red output, y is full employment output, and ky is the levd of
output desred. Desred output is above the full employment level, ether
because digortions in the economy make the "natura” full employment leve too
low or because the policy-maker has different preferences than the private sector.

A short-run Phillips curve describes the movement of output around the
natura rate in response to inflation surprises:

y=y +b(p- p°) )

where p ¢ isexpected inflation.

The one period game (T =0) outcome, where the private sector commits
itself to p © and then the policy-maker sets monetary policyto hit a particular
inflation rate, generally gives an equilibrium with an inflation bias. Thisis
because once p ° is determined, it is possible for the government to "surprise’
the market and extract additiona output at the expense of additiona inflation, as
margina benefits from output exceeds margind costs of inflation in the minds of
paliticians (and voters) at that moment. The rationa expectations equilibrium

where expectations are correct (on average) gives, under
discretionary policy, an inflation rate (p , ) and loss function (L, ) equal to:

p=p,= a'lb(k- l)y* ©)

L, = (k- 2?y?(1+ab?). @

This equilibrium is worse than if the government was able to credibly commit
to a zero inflation policy, giving p, :pz =0, and a loss function (with
unchanged equilibrium output at y') of:

L, =(k-12°y™. ©)
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The discretionary outcome is worse for the policy-maker, but without the
ability to pre-commit credibly, the discretionary outcome is the equilibrium that
will be obtained.
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