Financial Stability and the Central Bank’s Role

In the wake of the financial liberalization and integration of financial markets
worldwide from the 1980s, there were frequent outbreaks of financial crises
that caused serious damage. In this vein, financial stability has become a very
important task for a governments and central banks. Its achievement calls for a
stable macroeconomy, well-developed financial markets and seamlessly
functioning market disciplines. A financial safety net and efficient payment and
settlement systems need to be established and operated. Besides this, efforts
should be made to secure the soundness of financial institutions.

Maintaining financial stability is one of the duties that the government, the
financial supervision organization and central bank strive to carry out in
cooperation. However, it is particularly viewed as one of the essential functions
of the central bank together with price stability. The reason is that the central
bank’s role as the lender of last resort and the carrying out of effective
monetary policy are inseparably linked with financial stability. The central bank
reduces the possibilities of financial unrest by allaying economic uncertainties
through the achievement of price stability and by helping cooperation conduct
economic activities in a rational manner. In case financial institutions or
financial markets face temporary liquidity shortages, the central bank, as
lender of last resort, stands ready to supply funds and save the situation. In
addition, the central bank is responsible for securing the safety and efficiency
of the payment and settlement systems.

In order to carry out its role of achieving financial stability, the central bank
should judge financial market accurately to prevent financial crises and deal
with them. In countries like Korea where the central bank has no authority to
supervise financial institutions, central banks may be authorized to inspect
financial institutions directly so that they can have prompt and precise
information on financial institutions or financial market. Otherwise information
sharing systems and channels of policy consultation among the authorities are
provided. Payment and settlement systems are also being realigned to
strengthen the accountability of the central bank. In Korea, likewise,
discussions should be held and improvement of current systems undertaken to
reinforce the central bank’s role of safeguarding financial stability.




