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October 23, 1951
KOREAN INFLATION Reed J, Irvine

After it hed run virtually unchecked for over four years, the Government
early in 1950 adopted a stabilization program to bring the inflationary
spiral under control, This program consisted of stricter control over
Government expenditures, incressed revenues from Government owned faci-
lities and sales of vested properties, a higher counterpart deposit rate,
end a balanoced budget for ordinary government expenditures, On the eve
of the invesion there were firm indications that this progrem was meet-
ing with some initial Success. The total of bank notes in cireuletion
outside banks declined from 70.7 billion won 1/ in December 1949 to 62.3
billion won by the following June., 1In addition, deposit currency con-
tracted slightly, from 23,1 to 22,8 billion won during the same period,

since the liberation, The following table shows the semi~annual changes
in the pre-invasion money supply,

Pre-Invasion
Korean lioney Supply - 19L46-1950

Notes in circulation Total
Date outside banks Checking Deposits Total Money Supply

(Billion (June 1947  (Billion (June 1947(Billion (June 1947

won) = 100) won) = 100) won) _=100)

Dec., 1946 16.5 o7 3.6 72 20.1 91
June 1947 17.0 100 5.0 100 22,0 100
Dec, 1947 31,2 183 7.6 152 38.8 176
June 1948 28.3 167 10,9 218 39.2 178
Dec, 1948 30,6 239 12,5 250 53.1 2l
June 199 38,6 227 15.1 301 53.7 2L,
Dec, 1949 70.7 L16 23,1 Lé2 93.9 L26
June 1950 62,3 266 22,8 1,56 85,1 387

21/ The most frequently used rate of exchange for the won at present is
the counterpart rate of 6000 won to one U. S, dollar,
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Prices began to reflect the tightensd money supply in May,
with the retail price index (Pusen) falling 8 per cent by June, Whole~
sale prices, however, took an unfavorable turn in rising sharply in June
after having registered a small declins in the previous month, Never-
theless, the dampening of the inflationary process in the spring of 1950
was far more pronouneed then in any previous postwer year and may be
safely essumed to have represented more than s mere soasonal trend,

Pre~invasion Price Trond
(1947 = 100)

Retail Wholesale
- Index Per cent increase Index Per cent inorease

Date (Pusan) over seme month 1949  (Secul) aver seme month 1949
1946 59.2 55.0
19L7 100,0 100,0
1948 168,L 162.,9
1949 206,8 289.9
1950 Jan, 301 o7 73 319-3 77

Feb, 307,2 69 327 .8 88

Mar, 3L0.7 70 332,3 87

Apr. 348,1 73 339.8 82

Mey  331.8 59 33L.5 70

June  319,3 53 38,0 72

This trend gave riss to hopes that inflation might finally be
curbed, but the stabilization pregram was one of the first casualities
of the June invasion and these hopes were buried with it, In the ensu~
ing chaos, the Korean Government could do nothing but borrow from the
central bank to meet its soaring expenses, As a consequence, the total
money supply expanded.by L50 per cent over the next twelve months, The
increasing money supply, coupled with s drastie curtailment in the supply
of goods and services, resulted in a runewey price inflation, The index
of retail prices rose by 540 per cent and that of wholesale prices by
382 per cent in the year follewing June 1950, The following table shows
the course of this inflation,
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Money Supply and Prices
June 1950 - June 1951

Date Money Supply Prices
Notes in circu= : ' “Total
laticn outside Total Checking money Retail Wholesale
banks Deposits supply (Pusan)  (Fusan)
(Billion (1947 —  (Billjiom (1947 (Billion (1947
won) = 100) won) =100) won)  =100)
June 1950 62,3 366 22.8 Ls6 85.1 387  319,3 348,0
Sept, 1950 87.2 510 22,5 Lsa 109.7 Lo9 659.44 n.a,
Dec, 1950 2249 1320 29.3 586 25L.2 1155 953.2 831.,1
Mer, 1951 328.1 1925 L7 .6 952 3757 1708  193L,0 n.a,
June 1951 08,4 2l0) 58,7 1174 L67.1 2123  2062.m 1670.8

Anelysis of Inorease in loney Supply

The money supply amounted to L67 billion won in June 1951,
an inorease of 382 billion won sines the invasion, No less than G0 per
cent of this increase may be credited to the expansion of the note issue
of the Bank of Korsa, which is summarized in the following table,
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Analysis of Factors
Affeoting Currency Issue of the Bank of Korea
July 1, 1950 to June 30, 1951
(Billion won)

7=-1-50/ 1-1-51/  )-1-51/
12-31-50 3=31-51 6-30-51

Chenge in accounts of
the Bank of Korea:

Currency issue +165,7 +108.8 + 79,4

Change iu accounts with
National Government

Advances

For Korean Government +152,8 + 52,9 + 7.5

For U, N, Foroces + 60,8 + 52,7 + 97,9
Nat'l, Gov't, Bonds 0 + el + 2.8
Less Gov't, Deposits

in Bank of Korea -~ 18,6 + .8 - 12,7
Less U, N, Deposits

in Bank of Koresa - 6.1 - 6,2 - 9

Net change in Nat'l,
Gov't, obligations
to Benk of Korea +158.9 +100.1 + 9L.6

Change in accounts with
banking system and publie

Loans + 906 - 606 + 1509

Foreign exchange account + 28,4 - 5,2 - L.,6

Less other deposits - 15.1 - 9.0 - 13

"Other assets" less "other

liabilities, capital and

reserve" 1/ - 16,1 + 29,3 - 25,2
Change in currency issue +165,7 +108,8 + 79.4

l/' Includes Special Deposit for Counterpart Fund and Aid Supply Funding,
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In the last half of 1950 the chenge in the net obligations of
the Govermment +o the Bank of Kores, including the item of advances for

cent of the net increase, Net edvances to the Government of Korsa to
finance its own operations averaged 17.l billion won a month for the
gecond and thirg quarters of FY 1950, L/ and 17.9 billion in the fourth
quarter, This was converted into an average monthly net surplus of 1.7
billion won a month in the first quarter of FY 1951, Deduction of bond

sales to the public and financial institutions other than the Bank of
Ecrea reduces this %o s net daficit of 1,1 billion won,

Won Advances to U, N. Porcesg

The demands of the U, N, forces in Korea for local currency have
been met by additionsal advances to the Government by the Bank of Korea,
and these have boen superimposed upon the ordinary budget., The first
advance was made in September 1950, and since that time the average
monthly deficit incurred for this reason hag grown rapidly from 16,5
billion won in %he third quarter of Fy 1950 to 32,3 billion in the
first quarter o the current fiscal year, These advances for the U, N.
forces alone exceeded the new ocurrency issue in this Ia tter period,
end in view of the fact that the acoounts of the Korean Government would
have only a very smell deficit had it not been for this factor, it hag
been possible for the Koreans to piocture the demands of the U, N, foroes

Korean Government has refused to treat this éxXpense as a contribution

to the U, N, effort for which it must budget, and is pressing the U, N,
nations involved for a repayment in foreign exchange of the won advances
made up to date,

The agreement concludeq between the U, S, ang Korean Governments
announced on October 10, 1951 for the immediate payment of $12,155,71h
&s & settlement of W63 billion of the Korean claim is in part a response
to this pressure, However, this represents only that portion of the won
sold to the U, s, troops for their personal expenditures ang does not
include the sums expended for official Procurement of goods and ser-
vices or the personal expenditures of other U, W, troops, This settle-
ment implied no acceptance on the part of the U, S. of these elements
of the Korean claims,

}/’ All FY references are to the Korean fiscal year, which begins
April 1,
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The manner in which the dollar exchange acquired through the
recent settlements ang ary future settlements will be employed %o curb
inflation is ag yet unkucwn, As shipping ani port facilities are a
limiting factor affecting imports and are beyond the corirol of the
Korean Goverrnment, it is not likely that the new d;llar axchange can be
employed to effect a rapid augznisntation of the sur>ly of goods available
for sale to the public, As an alternative to an immediate large scale
increase in imports, it hag been suggested that ths dolilars be used as
backing for bonds to be sold %o the public, thus assorbing won now in
circulation ang holding it until such time as increased supplies of
goods becoms available, This, however, would probably force ths Govern-
ment into a revision of the éxchange rate of the won, which at W6000 to
$1.00, the current counterpart deposit rate ang "special" rate of ex-
change for wiiitary pay ce?%ificates, is conciderably overvalued, In
selling bonds backed by dellars a realistic exchange value of the won
would have to be useq if the device were to be effective in mopping up
©Xcess currency to any aporeciable degree, This, however, would have
to be balanced against the Korean Government's desire to meintain the
present favorable rate of exchange, since an upward revision would
reduce the exchange acquired in any future settlements with the U, N,

Qutlook for the Current Fisecal Year

It would be overly optimistic to assume that the problem of the
U. N, edvances is the only remeining obstacle to the stebilization of the

bright and the past record of tax collection in Korea does not encourage
hope that sufficient revenne can be raised to achieve a balancsg budget,
A comparison of the py 1950 revised budget and the original FY 1951
budget indicates how great this problem is,
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Korean Inflation

Budget Comparisons

Percentage increase or decrease
Budget items in FY 1951 as compared
with FY 1950
(Million won) In terms of In terms of
current on of constant
FY 1950 | FY 1951 won value_L/
Revenue
General Account 79,9781 363,652 230 55
Special Account 321,20, Lo2,225 25 =41
Total Lo1,222| 665,877 66 -18
Expenditure
General Account 291,527 227,303 -22 -63
Special Account 310,942 138,57) Lo -25
Total 602,168 665,877 11 -48

1/ Calculated on basis of reteil prices in Pusan in the last three quar-
ters of FY 1950, Wholesals prices would show a somewhat less severe
depreciation, but complete figures are not available,

As the current value of the won in real terms is only l7 per
cent of its average value during the last three quarters of FY 1950, this
year's budget actually projected a cut in total expenditures of L8 per
cent. The large increase of 230 per cent in tax and other General Account
revenue when similarly deflated shrinks to an increase of only 55 per cent,
This is actually a modest inecreass in view of the fact that tax collection
in FY 1950 came to only 20 per cent of budget estimates, At the beginning
of the current fiscal year the Government introduced new regulations
designed to keep expenditures down to the budgeted levels and also took
steps to strengthen the tax laws and tax collection machinery, Possibly
8s a result of this there was s budgetary surplus of W7,3 billion in the
first quarter, excluding advances for the U, N. foreces, Tax collections
amounted to only L3 per oent of assessments, but this was compensated for
by higher collections of other revenue and the fact that expenditures
were kept below the estimates. While the inflation has been sharply
decelerated in the three months ending Junse 1950, it would be premature
to consider this a permanent change. The decrease in tempo indicated in
the following table does not eppsar to vary significantly from the
seasonal trend,
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Average Monthly Rate of Increase
of Inflation Indices

(Per cent)
January-March April-June
1951 1951
Benk notes in circulation
outside banks 13,6 743
Money supply 13,9 75
Retail prices 27 44 2,2

Retail Price Index (Pusan)

January-June 1951

Per cent increase

Index over same month

Month 197 = 100 19,9
January 1,118,1 470
February 1,%98.,8 600
March 1,934.0 862
April 2,014,6 866
May 1,745.7 735
June 2,062,0 882

Figures for the second quarter are not yet available, but it
is known that the budget had to be reviseq upward in July, The data
available on this revision is conflicting, but it appears that the in-
crease in expenditures was of the order of 60 per cent. It is unlikely
that the increase in budgeted expenditures will actually be balanced by
higher revenue collections, It would appear, therefore, that barring a
drastic change in the scale of outside economic aid for Korea or the
unlikely possibility of outside intervention in the formulation ang
execution of Korean figcal policy, a continustion and possible accelera-
tion of the present inflation may be expected in the last half of 1951,

In face of this alarming prospect of continuing inflation, it
should be stressed that an underestimation of the importance of the
Korean economie front ang the pursuit of policies which either feed or
fail to curb hyper-inflation weekens the economic fabric and also the
political end social stability of the country, creating unrest and re-
sentment at a time when we are attempting to win support for the free
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BOARDS OF DIRECTORS IN LATIN AMERICAN
CENTRAL BANKS » Harry A, Gillis, Jr,

Of the twenty Latin Americen republics, Panema is the only one
not having a central or quasi-central bank, Among these banks, there is
considerable diversity of central banking structure as well as of re=-
sponsibilities and powers, of freedom to formulate proper monetary policy,
and also of many other criteria of comparison, Since central banks should
be organized and administered to fit the needs of their respective countries,
this diversity is to be éxpected, The following discussion of the eomposi-
tion, duties and responsibilities of the boards of directors of the Latin
Americen central banks may highlight their prineipal differences without,
however, explaining their origins, A brief appraisal is also made of the

effect of the central bank directorate's composition upon their policy
decisions,

Structure of the Boards of Directors

Most of the Letin American central banks have one board of
directors which is responsible for determining the ecentral bank's monetary
policies as well as guiding its daily administration, Exceptions to this

that is, one policy-determining board to consider issues usually essociated
with central banking and another board to administer the bank itself and

its commercial banking operations, Apert from the delineation of authority
containsd in the banking legislation or cherter, coordination between the
two boards is achieved in verious ways, For example, in Bolivia, the
president of the central bank presides over a Jjoint session of the monetary
policy end commerecial banking boards acting on matters affecting both

phases of the bank's activities, 1In Paraguay, the central bank's monetary
board, by law, is independent of and separate from the bankt's administrative
board, 1In practice, however, this situation has deteriorated and the member-
ship of the two boards has become almost identical..a/

Brazil presents a more peculiar exception since monetary policies
ere determined by an egency-~-the Superintendency of Money and Credit--whieh
is institutionally separate from the Bank of Brazil, The Bank of Brazil, a

L/ Comments in this paper with regard to Paraguey refer to the existing
T central bank, not to the bank envisaged in legisletion drafted by a
recent Federal Reserve Boarg mission,
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considered by some as & quasi~-central bank, More properly, however, the
Superintendency may be considered as Brazil's central bank.l/ This body,
composed of representatives from seven separate agencies, determines and has
the power to implement the monetary policy for the country,

Size of the Boards of Directorsa Considering only the central
or quasi-central bank boards responsible for determining monetary policy,
but excluding the commercial banking end/or administretive boards, the size
of the boards varies from three to fourteen members,

Compasition of the Boards of Directors. One of the characteristics
of Latin Americen central banks is that virtually ell of them have a
president who serves the bank in a full-time capacity, In almost every
country, the bank president is the chairmen or at least & member of the
board of directors, Exceptions to this are the central banks of Brazil,
where the central bank i3 en inter-institutional committes; of Colombie,
Ecuador end Mexico, which have only general managers who sre not board
members; and of Chile end Peru where the central bank president may be, but
not necessarily, is appointed from among the directorate's membership,

In the composition of the respective central bank boards of
directors, the government is the special interest most commonly found in-
cludeds In fifteen countries,a/ governmentel interests are speeificall
represented by ministry officials, federal agency representatives, and/or
other government eppointees, In ten of these countries,g/' the Minister

1/' When the Superintendency wes established in 1945, it was given the general
T ettributes of a central bank and was intended to serve as such until a
true central bank is created, The Superintendency's Council is com=-
posed of the Minister of Finance, Executive Director of the Superintendenc:
President of the Bank of Brezil, end directors of the legally independent
Exchange Department, Rediscount Department, Banking Mobilizetion Fund,
and Banking Supervision,

2/ 1In every country but El Salvador, Nicerague, Uruguay, and Venezuela,

" Even in the first three of these countries, government appointees
resresenting general interests may be selected on the basis of their
willingness to support government policies,

3/’ Argentine, Brazil, Colombia, Costa Rica, Dominicen Republie, Ecuador,
T Guatemala, Haiti, Honduras, and Peraguay,
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of Finance (in Ecuador, the Minister of Economy) is a member (ex officio),
Among these countries, the minister is the president (ex officio)or the
board in the Dominican Republic and Paraguay and, in Argentina, the
president (ex officio) both of the boargd and the central bank,

The non-governmental activity most commonly represented in the
board membership is that of the commercial banks. 1In eleven countries,l/
the commereial banks, in joint meeting, either elect one or more representa-

candidates one of whom isg then appointed by the President of the Republic,
In aeddition to these countries, the central bank directorate includes

end the governing council of the Superintendency of Money end Credit in
Brezil includes the president of the Bank of Brazil and directors of in-
dependent departments associated with the Bank of Brazil, In three of the
eleven countries (Chile, Colombia, and Cuba ), foreign- and domestically-owned
commercial benks ere differentiated, eeach group of banks electing their own
representatives to the board of directors of the respective central banks,

The other special interests explicitly represented in central bank-~
ing directorates in meny Latin Americaen countries are agriculture, industry
or commerce (in eleven countries) and labor (in three countries),

Internal functions and powers of the Boards of Directorse The
toards of directors of the Latin American central benks in every case are
responsible for establishing monectary poliecy, within the limits imposed by
direct or indirect governmert intervention, Further duties, particularly
in the field of the contral bank's administretion end operations, vary from
one country to another, The extremes are represented on the one hend by

The variations in the administrative responsibilities of the boards
of directors are inversely related to the duties with which the central bank
presidents and/br general managers are charged, All but five of the Latin
American central banks E/’ heve both a president and a general maneger, Thess

1/’ Bolivia, Chile, Colombia, Cuba, Dominican Republic, Ecuador, E1 Salvedor,
- Guatemals, Hondures, Peru, and Venszuole,

2// Brazil, Ecuador, E1 Selvedor, Mexico and Venezuels have only one or the
~  other,
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officers, assisted in some countries by vice-presidents and assistent
menagers, are responsible for the daily functions of the central bank and
for cerrying out the instruoctions of the board of directors, Sinee the
boards meet once a wesk or twice a month,l/ the president, as chief
executive officer of the bank, regulates tThe bank's operations and menages
its personnel; the general manager serves as the immediate supervisory
officer under the president, The less frequently the board meets and the
fewer its administrative responsibilities, the greater the importence
attached to these posts,

Central Bank Board of Diresztors Vis-a~Vis the Government 2/

The central bank's place in the government's organizational
structure, and its relationship with the treasury, vary widely from one
Tatin American country to another, It is reasonable to assume, however,
that the membership of the Minister of Finence in ten boards of directors
of Latin American central banks and the prestige of his ministerial position
certeinly give him an influence on monetery decisions far beyond the formel
powers with which he may be endowed, Even in such countries as the
Dominiean Republic, Costa Rica, Guatemela, and Hondures, where legislation
explicitly grants the central bank responsibility to make final decisions
in the field of monetary policy, the Minister of Finance's participation
in discussion and voting probably dcse much to nullify the legislative grant
of seeming independence, The Minister!s influence on monetary policy is
particularly obvious in Colombia and Mexico where legislation requires that
certein specified central bank monetary policies and actions be submitted
to him for his approval or prior review,3

l/' Uruguay's central bank is the only one requiring meetings oftener than
once a week, Banking legislation in most other countries, however,
provides general rules for calling special sessions whenever necessary,

E/’ This section is based upon a memorandum submitted in September 1950 re~
garding Treasury-Central Bank relations,

é/' In Colombia, any aection by the board of directors to change rates of
interest and discount, to change reserve requirement ratios, to establish
discount ceilings or credit quotas, ete,, requires the Minister's
fevorable vote, The Mexican Secretary of Finance has the right to
veto measures proposed by the board of directors of the Bank af Mexico
which pertein to (a) operations affecting the volume and composition
of monetary circulation; (b) operations of buying and selling gold,
foreign exchange, divisen, or foreign currency titles or documents;

(e¢) loens gusranteed by the Bank of Mexico's liquid assets; and (d) the
deposits which member banks must maintain as reserves in the Bank of

Mexico,
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Apart from the influence exerted by government representation
in the board of directors, economie and historieal factors make it nearly
impossible for a Latin Americen central bank to refuse an insistent
treasury request for credit if the treasury has the support of the highest
executive authority, Increasirg govermmental expenditures for developmental
investments and for the extension of social services, difficult problems
in reising tax revenues correspondingly, and the general unwillingness of

virtuelly the only source of domestic finance for government deficits,

The central bank, or more personelly the directors of the board, can attempt
to impress upon high government officials end even the public the monetary
implications of proposed fiscal policies, After a certain course of fiscal
ection has been taken, however, the central bank can only minimize any un-
desirable repercussions of the treasury's operations by regulating the
eveilebility and cost of credit to the private sectors of the economy,

Even this regulation mey be difficult to effect if the representatives of
the private sector on the board of directors Seek to protect their own
particuler interests,

In a few countries, the burden on the central bank of resisting
treasury requests for credit is relieved by statutory limitations on
the central bank's ability to extend credit to the government, These
limitations heve teken the form of absolute ceilings upen government bore-
rowing from the central bank (Peru), of ratios between central bank holdings
of government securities ard average fiscal revenues of the government
over a number of preceding years (Cuba, Paraguay), or of ratios between
the central bank's credit to the government and the bank's capital and
reserves (Chile, Colombia), Vihen further credit to the treasury would re-
sult in exceeding certair established legal limitations, the potential
conflict between the treasury end the central bank is sometimes resolved
either by the National Council of Economic Coordination 1/’(Paraguay) or
by the legislature (Chile, Colombie), -

EY/ The Council is charged with integrating end then putting into effect
coordinated national economiec policies, The Council of seven members
is composed of the President of the Republic; the President of the
central bank; the Ministers of Finence, of Industry and Commerce,
and of Agriculture; and one co-delegate from each of the first two
Ministries,
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Relation of Directoratets composition to its policy deecisions

As described earlier, tne directors of Latin Americen central
banks generally represent the government, commercisl banks, and certain
special private interests, latin American legislators enecting central

most familiar with and most concerned in monetary matters, In practice,
however, the representatives of each group have tended to place the
interests of their §ponsor above that of the general public,

Reference has already been made to the influence of govermment
representation on the board of directors, particularly by the Minister of
Finance, Commercial banks are profit-maximizing organizations whose
representatives in the central bank are not likely to propose policies
restricting unduly the profit opportunities of their sponsors, By the
same token, directors representing agricultural and livestock producers,
miners, exporters, importers, merchants, and others will be reluctant to
adopt policies adversely prejudicial to the represented group,

Given the composition and nature of Latin American central bank
directorates, it is not surprising that many of the boards of directors
have traditionally had "do-nothing" monetary policies, Since it has been
easier to drift with the tide of politiecal and economic circumstances, the
tremendous post-depression expansion of bank credit in Latin America has
not been unexpected,
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