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Governor’s review

urope’s changeover to euro

banknotes and coins went

smoothly and more quickly
than anticipated. Years of careful
preparation paid off and the feared
logistical and technical problems
were not realised to any notable
extent. Banks, shops and especially
the general public coped well with
the situation.

As regards monetary policy,
the euro cash changeover had no
direct effects. Euro area monetary
policy has been a single monetary
policy for over three years. During
those three years Finns have gone
about their daily lives, buying,
selling, depositing and borrowing -
in markkaa - which in fact repre-
sented euro.

The euro cash changeover is
nonetheless a noteworthy event -
more than a symbolic step into the
future. It marked the single curren-
cy’s concretisation and acceptance
into the daily lives of Europeans.
Replacement of the former bank-
notes and coins by physical euro
highlights the irreversible nature of
the single currency, which will help
to strengthen the euro’s position
even in a broader sense.

**k%k

Despite signs of a slowdown in
economic growth already in 2000,

the year 2001 began with a contin-
uation of the optimistic mood in
the world economy. The reversal of
the US economy - already predict-
ed for years as being in the offing
- was becoming a reality, but it was
widely proclaimed that what was
coming was a ‘soft landing’, ie a
brief cyclical slowdown that would
not have a significant impact on
Europe. However, during the
spring and summer it became clear
that the prognostication had been
over-optimistic. The economic
slowdown in the United States -

as well as the repercussions for
Europe - were much more pro-
nounced than expected. Although
the impact of the United States on
the demand for European exports
was accurately estimated, other
channels of influence were under-
estimated. One such channel - of
particular importance - was the
effect on the confidence of Euro-
pean companies and hence on their
propensity to invest.

By the third quarter of 2001, it
was already clear that the recession
would have a major impact on both
the world economy and the Euro-
pean economy. The economic re-
versal was quickly transmitted
around the world via the various
links of economic integration, and
the economic downturn had such
widespread effects that one must



go back to the oil crisis of the mid-
1970s to find a comparable event.
The terrorist attack of 11 Septem-
ber, and the increased uncertainty
that followed, happened to an al-
ready-enfeebled world economy
and deepened an economic down-
swing already in progress.

The slowdown was most pro-
nounced in the United States, but
the growth forecast for Europe too
had to be revised downward sub-
stantially. As the economic outlook
for Europe weakened, the Euro-
pean Central Bank (ECB) eased its
monetary policy to the extent al-
lowed by the price stability target.
In the period from May to the end
of the year, the ECB cut its policy
interest rate by a total of 1.5 per-
centage points. An already fairly
low level of interest rates, as well
as the sluggish reaction of euro
area price pressures to the growth
slowdown limited the possibility
and the need for monetary easing.
Certainly, inflation as measured by
the consumer price index began to
subside, but this was almost entire-
ly due to a fall in the price of ener-
gy. Inflation in euro area domestic
goods and services in fact modestly
trended upward until the end of the
year. In sharply cutting the interest
rate while inflation was still clearly
above the price stability criterion,
the ECB was acting on forward-
looking expectations. The pickup
in inflation was estimated to be a
temporary phenomenon and the
sluggish economic performance to
have a dampening effect in future
on domestic price pressures. In
light of the current evaluation of
the economy, it appears that the
projected scenario is being real-
ised.

**k%k

The economic downturn was
quicker and sharper in Finland than
in the euro area on average. A key
factor here was the high degree of
dependence of Finnish exports on
ICT products. In the course of the
year forecasted GDP growth for
2001 had to be revised downward
several times, in toto by several
percentage points. Based on a
number of other indicators, the
economic downturn was less pre-
cipitous. The effects of weakening
performance of other economies
have been reflected mainly in com-
pany profits and central govern-
ment finances. So far, the reces-
sion’s effects on the vast majority
of the populace have been modest.
Household income growth has
remained good, and unemployment
has not increased significantly.
Moreover, prospects are still

fairly good for keeping general
government finances on a steady
course.

Despite the abrupt slowing of
GDP growth, the economic situa-
tion is lacking drama - not a bad
thing in this case. Cyclical fluctua-
tions are an integral part of a mar-
ket economy, and should not be
associated with a crisis mentality.
In a certain sense, Finland is now
going through its first normal eco-
nomic downturn since the start of
the 1980s. Resources accumulated
during the years of robust growth
create leeway for keeping domestic
demand on a stable growth path
even in times when external devel-
opments are weak. This is however
constrained by rising unemploy-
ment and the longer-term harm that
this does to the economy.

The recession should be seen
as a healthy reminder that much
remains to be done to solidify the
Finnish economy. Not all our prob-
lems will be automatically swept
away by the tide of economic
growth, nor is continuous growth
axiomatic. It seems that, in times of
robust economic growth, it tends to
be forgotten that economic struc-
tures and government finances
need to be sufficiently solid to
withstand even the economic
downswings that are part of the
market economy. It appears that the
slow-but-steady decline in unem-
ployment had a dampening effect
on the fervour to make structural
reforms to the labour market and
pension system. The transition of
central government finances to
surplus will soon lead to demands
to step up public spending. Now
that the growth of employment has
come to a halt and the central gov-
ernment budget is in danger of
slipping back into the red, it is high
time to turn the focus of economic
discussion back to structural issues.

The first signs of recovery are
already apparent. However, the risk
of a protracted global recession has
not yet disappeared. A pickup in
economic growth would again
brighten the prospects for improve-
ment as regards employment and
central government finances. We
should not, however, expect a re-
turn to the growth rates seen in the
late 1990s.

The challenges of the coming
decades will not be met without -
sometimes difficult - political
choices. The primary risk is widely
understood: if we fail to prepare in
time for population ageing, the
resulting rise in expenditures will
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have to be financed with tax hikes
that will seriously damage the
economy. To avoid this will require
determined economic policy and
open-minded consideration of all
the available policy instruments.
Partially conflicting needs will
have to be reconciled. Central gov-
ernment indebtedness should be
significantly reduced before the
ageing problem comes to a head.
Maintenance of the tax base, on the
other hand, requires revisions to
taxation and support systems so as
to promote employment and in-
crease Finland’s attractiveness as a
place to do business. In order that
these goals can be combined, gov-
ernments will need to keep a tight
rein on expenditures. Pension re-
form, spending prioritisation, fees
for social security benefits and
pricing of public services will be-
come key issues. In many respects
Finland’s starting position is good,
but much remains to be done be-
fore challenges already on the hori-
zon can be taken on with confi-
dence.

***x

With the changeover to euro cash,
the transition period, as regards the
single currency, comes to an end.
The normal daily routine has be-
gun. On the other hand, integration
of monetary policy requires inte-
gration of the financial markets.
This task is still in progress.

The financial markets of the
EU area are still quite heterogene-
ous, even though its euro-founda-
tion has been in place since 1999.
Europe is in need of new legisla-
tion as well as more homogeneous
services and operations in the fi-
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nancial markets and in securities
trading and payment systems. Re-
cent market developments clearly
show that Europe-wide systems
will be needed.

Although the need for quick
results is obvious, any reforms
should be carried out with care:
financial stability should be axio-
matic. On the whole, the most dif-
ficult questions concerning multi-
national securities trading often
have to do with what happens after
a deal is done. There is still a need
for national systems. Local securi-
ties markets enable small and
medium-size companies, in
particular, to obtain market-based
non-bank financing.

Authorities have concentrated
on market supervision and the
development of rules of the game.
However, consideration needs to be
given to whether commercial ef-
forts to unify infrastructure across
the euro area are enough or wheth-
er public authorities should make
an extensive effort to develop the
market infrastructure.

Banking operations are gradu-
ally being consolidated. Branches
of foreign banks comprise a small
but growing part of the Finnish
financial system. Another current
trend is toward cross-sector allian-
ces. Financial conglomerates, which
engage in financial and insurance
operations, are now a reality also in
Finland. In the future more and
more financial-service providers
will belong to international groups
for which banking is only one of
several areas of business.

The sphere in which the most
substantial consolidation of EU
financial systems has taken place is
large-value payment systems.

These systems now rank high in
terms of speed and reliability. The
central banks’ TARGET system
enables efficient smoothing of
liquidity across the Eurosystem
and affords a channel for the trans-
fer of large-value payments within
the EU area. The private sector also
develops and maintains large-value
payment systems.

Extensive, and sometimes
heated, discussions took place in
the autumn concerning the speed
and pricing of small-value cross-
border payments. A regulation
prepared by the EU Commission
on euro-denominated payments
within the euro area entered into
effect in December 2001. This
regulation states that, after a speci-
fied transition period, fees for
cross-border payments must be
consistent with fees for intra-
national payments. Banks are now
obliged to ponder exactly how they
are going to meet the requirement
in light of the fact that mediation
channels and costs to banks associ-
ated with domestic vs foreign pay-
ments differ widely. Realising the
benefits of an internal market will
require further integration also in
this area.

Payment systems constitute an
essential element in the foundation
of a modern monetary economy.
The events of last autumn in the
United States underline the need to
ensure that financial markets can
operate smoothly even in excep-
tional circumstances - also in
Europe.

Technological progress is pro-
foundly reshaping the financial
markets. Financial institutions and
many established practices for the
most part came into existence in



times when the technology associ-
ated with service provision was of
a different nature than today’ tech-
nology. In the long run, technologi-
cal progress could have an even
greater impact on the structure of
the financial services sector than is
now generally conjectured.

*k*

The introduction of the single cur-
rency has in some ways changed
the Bank of Finland’s institutional
status, albeit the areas of responsi-
bility and daily tasks remain for the
most part unchanged. As a member
of the European System of Central
Banks (ESCB), the Bank is still
Finland’s monetary authority and,
along with its national tasks, par-
ticipates in the joint decision-
making of the monetary union. The
Bank’s operations within the ESCB
involve many levels of participa-
tion in both planning and imple-
menting monetary policy. At home,
the Bank is responsible for main-
taining the currency supply, for
maintaining certain payment sys-
tems within the financial markets,
and generally promoting the

smooth operation and progressive
development of Finland’s monetary
system. Moreover, the Bank in-
forms the Finnish public about
ESCB decisions and, in participat-
ing in economic discussions, sup-
ports economic policies that will
promote the stable development
and adaptability of the Finnish
economy.

**k%k

In recent years the Bank has been
able to gradually strengthen its
balance sheet, which had been
weakened significantly in connec-
tion with monetary policy opera-
tions from the late 1980s onwards
and in the banking crisis of the
early 1990s. Thus in 2001 - after

a long pause - it was possible to
reinstate the practice of transfer-
ring part of its earnings in accord
with the needs of the central gov-
ernment. On the basis of a proposal
put forward by the Bank’s Board,
the Parliamentary Council decided
the matter, in respect of year-2000
earnings, and more than EUR 128
million was transferred to the cen-
tral government. Because of a

decline in interest rates, the Bank’s
financial result was weaker in
2001. The net earnings - EUR 254
million - are still sufficient for
preserving the Bank’ capital posi-
tion, so that it will be possible to
transfer funds to the central gov-
ernment.

In the future its share of
Eurosystem monetary income will
notably affect the Bank’s financial
results. In 2001 this was moderate
because income based on bank-
notes is not yet included in alloca-
ble monetary income. Monetary
income on banknotes will be taken
into account gradually over the
transition period 2003-2007, and
it is estimated that this will in-
crease the Bank’s total earnings.
But the impact will depend largely
on developments in the total supply
of euro banknotes, so that the
Bank’s income could actually de-
cline at first. If the Bank’s income
base does not otherwise change
significantly and income and allo-
cations develop as expected, it will
also be possible in the future to
share net earnings with the central
government.
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Monetary policy,
economic developments
and implementation of
monetary policy in

the euro area

Rise in consumer prices
began to decelerate in
June 2001

GDP growth continued to slow
in the early part of the year
even as inflation picked up

Prospects for the world economy
weakened considerably during the
early part of 2001. Growth slowed
in the United States, the euro area
and Japan. Of these three major
economic areas of the world the
euro area posted the fastest GDP
growth of about 1%2% (Chart 1).
The US economy, which had
long been growing at a robust rate,
entered a recession, and the ICT

sectors of many countries faced
growing problems. There were
signs of a turn in the US economy
already in autumn 2000, and condi-
tions worsened as the year wound
down. The US Federal Reserve
lowered its policy interest rate by
0.5 percentage point at the start of
January 2001 and again at the end
of the month.

The slowing of the US econo-
my quickly affected a number of
emerging Asian economies, which
are particularly dependent on US
demand for their exports. Prospects
for these economies were damp-
ened especially by a decline in
demand for ICT products. Eco-
nomic growth also slowed in Japan.

Chart 1.
Real GDP
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Chart 2.
Unemployment rate in the euro area

) %, seasonally adjusted

Chart 3.

Harmonised index of consumer prices
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This was a result of both external
factors and weak domestic demand,
as companies’ propensity to invest
decreased and households remain-
ed cautious. Postponement of
essential restructuring reinforced
the deflationary tendencies of the
Japanese economy.

Economic growth in the euro
area began to slow already in the
second half of 2000, as the growth
of domestic demand decelerated

partly in response to weaker devel-
opments in real income related to a
temporary pickup in inflation. In
early 2001 growth slowed further,
as exports to non-euro countries
were dampened by a growth slow-
down in other parts of the world.
Investment declined and invento-
ries were run down. In contrast,
private consumption continued to
pick up, partly due to a reduction

in taxation. Because of the slowing

Chart 4.
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of growth, the lengthy downward
trend in unemployment came to a
halt (Chart 2).

As regards major euro area
economies, German economic
growth slowed significantly in the
early part of 2001, whereas the
French, Italian and Spanish econo-
mies slowed less markedly. Of the
smaller countries, the Netherlands
and Finland, in particular, experi-
enced pronounced slowing of eco-
nomic growth.

Euro area consumer prices, as
measured by the harmonised index
of consumer prices (HICP), rose at
a rate of 2.4% pa at the start of
2001 (Chart 3). Inflation accelerat-
ed in the early months of 2001,
boosted by sharp rises in the prices
of foods. Foot and Mouth Disease
and BSE put upward pressure on
the prices of meat and many other
food products. Prices of industrial
goods as well as services also ac-
celerated moderately. Overall infla-
tion was nonetheless dampened by
a halt in the rise of energy prices
(Chart 4).
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The euro area
policy inferest rafe starfed on
a downward path in May

For the purpose of euro area mone-
tary policy, price stability is de-
fined as an HICP inflation rate of
less than 2% pa. In evaluating the
price stability objective, the ECB
Governing Council focuses on the
medium term.

In May the Governing Council
decided to lower the minimum bid
rate on the Eurosystem’s main
refinancing operations (MROs) by
0.25 percentage point to 4.50%
(Chart 5). Before this, the policy
rate had been raised several times
since the end of 1999. The decision
to cut the rate was based on analy-
ses of the two ‘pillars’ of monetary
policy strategy.

The first consideration was
that the growth rate of the broad
monetary aggregate (M3) had been
decelerating since spring 2000, in
connection with an earlier rise in
the ECB policy rate (Chart 6).
Moreover, data available at the
time suggest that measured M3
growth rate was higher than the
true growth rate. This was due to
the growth of non-euro area resi-
dent holdings of negotiable instru-
ments. The lending stock was
clearly increasing faster than the
money stock. Lending to the pri-
vate sector was however growing at
a particularly rapid pace, albeit
increasingly slowly. Some of the
factors promoting the high growth
rate of private sector lending were
the previous autumn’s mergers,
corporate buyouts and financing
arrangements for licensing in re-
spect of ‘third generation’ mobile
telecommunication (UMTS). On
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Chart 5.
Policy interest rates
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the other hand, the slowing of
economic growth and weakening
of companies’ confidence began to
reduce the propensity to borrow.
The second consideration was
that upward pressure on the
medium-term inflation rate for the
euro area had eased with the slow-
ing of economic growth and
continued wage restraint. The ECB
Governing Council however felt

that in the short run the inflation
rate could exceed the maximum
rate specified in the definition of
price stability, due to developments
in food prices and other factors.
The inflation outlook for the
euro area improved further around
the middle of 2001. In June the rate
of increase in consumer prices
began to decline and the May infla-
tion rate turned out to be the year’s




highest. The inflation outlook im-
proved and inflation expectations
declined, due partly to a slowing of
price rises in energy and unpro-
cessed foods, as well as a modest
appreciation of the euro. The slow-
ing of economic growth also
helped to dampen inflationary
pressures. The ECB Governing
Council responded with another
cut in its policy rate in August, by
0.25 percentage point.

Lafter part of the year marred
by terrorist aftack

Economic conditions around the
world took a sharp dive in the sec
ond half of 2001 when prospects
for US economic growth were
further dampened by the Septem-
ber terrorist attack. The Japanese
economy continued on a weaken-
ing path that had begun in the
spring. The problems of many of
the emerging economies only wors-
ened. The Latin American coun-
tries, especially Argentina, encoun-
tered serious difficulties.

Euro area economic growth
also slowed further in the latter part
of 2001, as a result of decelerating
growth of exports and especially
investment. Private consumption
nonetheless continued to increase
at a respectable rate, buoyed by
easier monetary and fiscal policies,
a decline in energy prices and fa-
vourable income performance.
Consumption possibilities were
also strengthened by the fact that
euro area consumers were not bur-
dened by heavy indebtedness.

Central banks of the major
industrial countries lowered their
policy interest rates soon after the

September terrorist attack. The
purpose of the cuts was to counter
the threat of recession and buoy the
confidence of consumers and in-
dustry. The cuts also reduced the
risk of inflation. The ECB Govern-
ing Council lowered its policy rate
by 0.50 percentage point. Immedi-
ately after the attack, several cen-
tral banks acted in support of the
financial markets. The Eurosystem
conducted several liquidity-provid-
ing fine-tuning operations. More-
over, the US Federal Reserve and
ECB agreed on swap arrangements
aimed at ensuring a sufficient sup-
ply of dollar-denominated liquidity
for euro area credit institutions.

In light of further improvement
in the medium-term inflation out-
look, as economic growth slowed
in the autumn, the ECB Governing
Council decided again in Novem-
ber to lower the MRO interest rate
by 0.50 percentage point, to
3.25%. In the Eurosystem’s evalua-
tion of the overall economy, pub-
lished in December 2001, the rate
of increase in the euro area HICP
was projected to decline to 1.1 -
2.1% in 2002. Over the course of
2001, the policy rate was lowered
by a total of 1.50 percentage
points.

The easing trend in euro area
inflation continued through the
final months of the year. The annu-
al rate of increase in the HICP was
2.1% in December. The slowing
was due to the decline in the price
of energy. The price of crude oil
(North Sea Brent) fell in the au-
tumn to around USD 20 per barrel
compared to about USD 25-30 at
the start of the year. Excluding
energy, the inflation rate remained
in the vicinity of 3%.

Growth of the money supply
accelerafed in latter part of
the year

Growth of lending to the private
sector began to slow down notably
in spring 2001. In contrast, the
euro area broad monetary aggre-
gate (M3) accelerated, at least part-
ly due to uncertainty in the stock
markets and a decline in interest
rates, both of which boosted the
amount of liquid bank deposits.
M3 gained further momentum
toward the end of the year, partly
due to the highly uncertain state of
the financial markets caused by the
September terrorist attack. The
downward trend in banknotes and
coins in circulation continued over
the course of the year, gaining
momentum in the waning months.
This was related to the preparations
for the euro cash changeover.

The statistical measurement of
M3 and its components was revised
as of December 2001. Non-euro
area resident holdings of negotiable
instruments are now excluded from
M3. These instruments comprise
money market fund units, money
market paper, and two-year or
shorter-term debt instruments. The
revised M3 aggregate grew at 8.0%
pa in December; unrevised, the
growth was about a percentage
point higher.*

In December the ECB Govern-
ing Council decided not to change
its reference value for the growth
rate of broad money aggregate M3.
The decision was based on the fact
that the assumptions underlying the
original choice of a 4%2% reference

* Non-euro area resident holdings of money
market fund units have been excluded from
M3 since May 2001.
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value in 1998 and following years’
confirmations are still valid. These
assumptions relate to the medium-
term growth trend of potential real
GDP for the euro area and to de-
velopments in M3 velocity. It is
estimated that a 4¥2% growth rate
for the money supply over the
medium-term is consistent with
price stability.

Spread between short- and
long-term intferest rates
widened

Money market interest rates in the
euro area extended the previous
year’s downward trend in 2001.
The three-month EURIBOR fell by
1.5 percentage points during 2001,
to end the year at 3.3% (Chart 7).
Money market rates fell sharply in
the autumn, in connection with the
cut in the policy rate and expecta-
tions of a further decline in interest
rates.

Euro area long-term interest
rates remained on a fairly steady
downward path for most of the
year (Chart 8). This was a reflec-
tion of credibility regarding price
stability in the euro area over the
medium term. The yield on
ten-year German government
bonds remained during the first
months of the year in the vicinity
of 5% - close to the corresponding
US yield. The long-standing differ-
ential between these yields had
practically disappeared in 2000.

In the second quarter of 2001,
long-term yields in the euro area
and United States rose slightly, due
mainly to an increase in investors’
inflation expectations and uncer-
tainty regarding inflation.
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Long-term euro area interest
rates trended downward from
mid-year to mid-November and
then began to trail US long-term
rates on a pronounced upward
path. There was sound rationale for
the rise: optimism concerning an
impending robust economic expan-
sion accompanied by monetary
tightening over the medium-term

horizon and a firming of stock
markets. US long-term interest
rates had risen as prospects for
government finances in connection
with expansionary fiscal measures.
At the start of the year the
spread between short- and long-term
interest rates in the euro area had
almost narrowed to zero, with
a waning of expectations of a pick-
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up in inflation and monetary tight-
ening. In the second half of the
year the spread widened notably.

The euro stabilised

The external value of the euro -
measured by the trade-weighted
index - was little changed at the

end of 2001 compared with its
level at the start of the year
(Chart 9). In the course of the year,
the euro remained quite firm
against the Japanese yen (Chart 10)
and UK pound while appreciating
against the Swedish krona and de-
preciating against the Swiss franc.
The euro had strengthened, in
terms of the trade-weighted index,

in the final months of 2000 in re-
sponse to increasing signs of a
slowing of US economic growth.
However, in the first half of 2001
the euro depreciated, as uncertainty
increased regarding prospects for
euro area growth. The euro’s weak-
ness, especially against the US
dollar, was reflected in a continu-
ous flow of investment into US
markets. In terms of the euro area
balance sheet, direct and portfolio
investments in fact continued to
flow outward during the early
months of 2001.

In June the euro’s external
value stabilised and then began to
strengthen marginally in late sum-
mer, as a result of prolonged uncer-
tainty regarding the world economy
and increased financial instability
in several emerging economies.
Starting in September, fluctuations
in major economies’ exchange
rates were quite subdued, and the
September terrorist attack had only
a temporary impact on internation-
al currency markets.

The euro exchange rate of the
Danish krone, which belongs to the
exchange rate mechanism ERM I,
moved within a very narrow range
below its central rate throughout
2001. The Greek drachma was
removed from ERM Il when
Greece adopted the euro on 1 Janu-
ary 2001.

General government
fiscal position weakened

According to the European Com-
mission’s autumn-2001 forecast,
the average general government
deficit for the euro area amounted
to 1.1% of GDP in 2001. This is
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almost 0.5 percentage point above
the corresponding figure for 2000
(Chart 11). For comparative pur-
poses, these figures exclude one-
off revenue from UMTS licence
fees, which was significant in 2000
but negligible in 2001.

The Commission estimated
that the euro area interest pay-
ments-to-GDP ratio would fall by
0.2 percentage point in 2001. As
the primary surplus-to-GDP ratio
was projected to fall on average by
0.5 percentage point, the euro area
general government deficit-to-GDP
ratio increased in 2001 for the first
time since 1993. Primary surplus/
deficit refers to the general govern-
ment fiscal position excluding
interest payments on general gov-
ernment debt.

In 2001 general government
fiscal positions were (as in 2000)
clearly in surplus in Ireland, Lux-
embourg, the Netherlands and
Finland, whereas Spain and Austria
achieved fiscal balance. On the

other hand, in Italy progress toward
balance appears to be a slow pro-
cess, and in Germany, France and
Portugal, deficit ratios increased
(Appendix Table 13).

Of the total decrease in the
primary-surplus-to-GDP ratio for
the euro area, almost a half is esti-
mated to derive from a discretion-
ary easing of fiscal policy and the
rest from cyclical factors. Due to
the fairly stable employment situa-
tion and growth of wages, the
slowing of economic growth was
not fully reflected in the growth of
tax revenues. Collections in 2001
on year-2000 shortfalls in tax with-
holdings, in connection with ex-
ceptionally large profits and capital
gains, also boosted revenues from
direct taxes. Although unemploy-
ment and related expenditures
continued to decline, other general
government expenditures, especial-
ly on health care, increased and the
primary expenditures-to-GDP ratio
remained at the year-2000 level.

Euro area countries’ measures tak-
en in response to the September
terrorist attack were financed
largely by reallocating expendi-
tures and, in some countries, by
raising taxes.

In many euro area countries
implemented reductions in taxes
and social security contributions
have been key elements in discre-
tionary easing of fiscal policy. The
commission has estimated euro
area countries’ reductions in taxes
and contributions to amount to
about 0.6% of euro area GDP in
2001.

In the 2000/2001 changeover
updates of their stability pro-
grammes, Germany, France and
Portugal set the goal of a balanced
general government fiscal position
by 2004 (Italy by 2003). These
member states were encouraged to
meet their goals in the broad eco-
nomic policy guidelines for 2001
adopted by the finance ministers.
In evaluating the appropriateness

Chart 11.
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and fulfilment of member states’
medium-term goals, one important
indicator is the ratio of cyclically
adjusted general government bal-
ance to GDP. This ‘cyclically ad-
justed fiscal position’ is the general
government fiscal position exclud-
ing revenues and expenditures that
change automatically according to
cyclical conditions. According to
the Commission, the cyclically
adjusted fiscal position was still far
from being in balance in 2001 in
Germany, France, Italy and Portu-
gal.

According to the Commis-
sion’s forecast, the ratio of euro
area general government debt to
GDP fell in 2001 by about 1.5
percentage points (to about 69%)
compared to 2000 (Chart 11). As a
result of the decline in the primary
surplus, the slowing of GDP
growth and fall in one-off revenue
items, the debt ratio declined by
less in 2001 than in 2000. This
was, for example, despite the debt-
reducing effects of a significant
share of year-2000 income from
sales of UMTS licences in Germa-
ny not being realised until 2001. As
in previous years, the debt ratio
declined more on average in coun-
tries where it is still high, but also
in Ireland and the Netherlands.

Implementation of
monefary policy in
the Eurosystem

Monetary policy
instruments

As in the last two years, ECB mon-
etary policy was conducted in 2001
via the operational framework of

Eurosystem monetary policy, the
three elements of which are market
operations, standing facilities and
minimum reserves. Of the market
operations, the weekly MRO has
maintained its status as the key
instrument of monetary policy. In
2001 these two-week-maturity
operations were conducted all year
as variable-rate tenders. The mini-
mum bid rate on MROs continues
to serve as the key signalling de-
vice for ECB monetary policy. In
2001 the Eurosystem also conduct-
ed two fine-tuning operations and
(for the first time) two additional
one-week-maturity operations.

The euro area credit institu-
tions’ aggregate reserve require-
ment was the main determinant of
liquidity needs in 2001. On average
the required reserve was EUR 124
billion, which represented an in-
crease of EUR 12 billion compared
to 2000. The increase was due,
inter alia, to the growth of nonresi-
dents’ deposits at euro area credit
institutions. Eurosystem ‘autono-
mous factors’?, added EUR 98
billion to credit institutions’ liquid-
ity needs, which was EUR 4 billion
less than in 2000.

Eurosystem credit institutions
obtained on average EUR 5 billion
more in central bank financing via
open market operations in 2001
compared to 2000. In 2001
EUR 161 billion per day on aver-
age was added to Eurosystem
liquidity via the MROs. The
monthly longer-term operations

2 Autonomous factors are not related to
monetary policy but do affect Eurosystem
liquidity: chiefly, banknotes in circulation,
central government deposits in the Eurosys-
tem, and central banks’ foreign reserve
assets.

added EUR 57 billion of liquidity
(daily average) while fine-tuning
and structural operations added
another EUR 3 billion.

As regards the standing facili-
ties, the amount of overnight de-
posits in the euro area remained at
about the same level as in 2000.
Marginal lending, on the other
hand, more than doubled to EUR
0.8 billion. Peak usage of the mar-
ginal lending facility occurred in
February, April and October
(Chart 12), when credit institu-
tions’ underbidding in the MROs
caused a tightening of liquidity
conditions. In this connection, a
new high for Eurosystem daily
marginal lending (EUR 33 billion)
was posted in February.

Underbidding led to
gyrations in the overnight rafe

Declining short-term interest rates
at times caused problems in con-
nection with the variable-rate
MROs. Credit institutions’ aggre-
gate bids amounted to less than a
neutral (vis-a-vis reserve require-
ments) allocation®. Credit institu-
tions, speculating on a rate cut by
the ECB, bid sparingly in the early
part of the maintenance period,
hoping to acquire central bank
financing toward the end of the
period at a (post-cut) lower rate of
interest. This ‘underbidding prob-
lem’ first surfaced in February,
then again in April, October and
November.

3 A neutral (vis-a-vis reserve requirements)
allocation is an amount such that credit
institutions, in toto, need not make signifi-
cant use of standing facilities during the
current reserve maintenance period.
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The primary manifestation of
the underbidding problem was a
gyrating overnight interest rate. As
liquidity conditions tightened to-
ward the end of a maintenance
period because of underbidding,
the overnight rate jumped up - in
three of the four above-mentioned
cases* (Chart 13) - in fact almost
to the level of the marginal lending
rate. Credit institutions were
obliged in these cases to resort to
the marginal lending facility to a
greater extent than usual to meet
their reserve requirements; it was
no cheaper to obtain liquidity from
the money market than from cen-
tral banks. The impact of underbid-
ding on marginal lending is reflect-
ed in that over 65% of the whole
year’s marginal lending occurred at
the ends of the four maintenance
periods in which the underbidding
problem occurred.

The underbidding also led to a
situation in which the difference in
size between two simultaneously
outstanding MROs became excep-
tionally large. At its largest, the
difference was EUR 167 billion in
April compared the year’s average
of EUR 37 billion. A large differ-
ence reduces the ECB’s ability to
allocate liquidity in MROs in a
neutral manner as regards credit
institutions’ fulfilment of reserve
requirements because the smaller
the amount of maturing operations,
the smaller its ability to tighten
liquidity conditions, if necessary.
A large difference also causes un-
certainty in connection with credit

“ In the fourth, a smaller-than-forecasted
liquidity-absorbing impact of autonomous
factors at the end of the maintenance period
eased conditions enough to prevent unusual
movements in the overnight rate.
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institutions’ bidding because it
reduces their ability to forecast
ECB liquidity allocations as well as
their own ability to bid.

In fact, at the end of April, due
to underbidding in the previous
maintenance period, a situation
arose for the first time in which a
decision for a neutral liquidity
allocation in an MRO would have
implied that the ECB would have
been obliged to absorb (rather than
provide) market liquidity because
the smaller operation was matur-
ing. In order to reduce the large
difference, the ECB conducted a
one-week-maturity standard tender
simultaneously with the last normal
two-week-maturity MRO (both
liquidity providing) in April. The
one-week-maturity tender was also
a variable rate tender, and the mini-
mum bid rate was the same as in
the MRO. At the end of November
the ECB was obliged again to re-

sort to the same kind of operation.
In November the ECB Governing
Council adopted a rule by which
monetary policy decisions would
henceforth be made only at the
Council’s first meeting of each
month. This reduced the possibili-
ties for speculation in connection
with underbidding.

Money market uncertainty
due fo the terrorist attack
receded quickly

The terrorist attack on Septem-

ber 11 caused apprehension regard-
ing the smooth flow of payments
and securities deliveries as well as
adequate liquidity in the inter-
national financial system. This was
also clearly visible in euro area
money markets. Trading was light
in the following days, and the over-
night interest rate was unusually




volatile. In order to calm the mar-
ket situation, the ECB, along with
other large central banks, increased
the amount of market liquidity on
12 and 13 September. The easing
was effected via two fine-tuning
operations, in which credit institu-
tions received overnight liquidity at
a fixed rate of 4.25%. All bids in
the two operations were accepted,
and a total of some EUR 110 bil-
lion of liquidity was allocated. The
operations had a stabilising impact
on the markets, and with abundant
liquidity the overnight rate de-
clined in late September close to
the level of the (standing facility)
deposit rate.

The terrorist attack also caused
disturbances in the distribution of
dollar-denominated liquidity. For
this reason, the US Federal Reserve
and ECB agreed on a swap ar-
rangement for the purpose of en-
suring an adequate supply of dollar
liquidity for euro area credit insti-

tutions. Under the arrangement, the
ECB was entitled (until 13 Oct) to
obtain up to USD 50 billion of
financing from the Federal Reserve
in exchange for a corresponding
amount of euro-denominated de-
posits. This amount of dollars was
made available to euro area credit
institutions via their national cen-
tral banks. The swap arrangement
was used on three occasions

(12-14 Sep) and a total of about
USD 23 billion of financing was
obtained by euro area credit institu-
tions.

Excluding the powerful market
reactions to the underbidding prob-
lem and the terrorist attack, the
overnight interest rate was less
volatile in 2001 than in 2000. Al-
though the overnight rate - due to a
weakening euro area economic
performance and related expecta-
tions of ECB interest rate cuts -
trended downward during 2001,
there were long periods
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(eg mid-May to end-August) when
the overnight rate remained quite
steady (Chart 13). The generally
good liquidity situation of the cred-
it institutions also helped to keep
the overnight rate most of the time
close to the MRO minimum bid
rate.

Issuance of euro cash
did not disturb

credit institutions’
liquidity conditions

Preparations for the changeover to
euro banknotes and coins at the
start of 2002 did not disrupt the
credit institutions’ liquidity situa-
tion. In anticipation of the cash
changeover, the amounts of nation-
al banknotes in circulation declined
throughout 2001 - with a notable
surge as the year wound down. The
shrinking stock of banknotes - via
a decline in autonomous factors -
eased the credit institutions’ liquid-
ity situation. Collateral deposits for
credit institutions’ frontloaded
receipt of euro cash did tighten
liquidity conditions somewhat in
the final days of the year. However,
the ECB acted to ease the situation
by providing credit institutions
with adequate liquidity in the
year’s final MROs. Euro frontload-
ing led to a tightening of liquidity
conditions in January 2002, when
credit institutions had to repay euro
in three instalments. Liquidity was
squeezed in the early days of 2002,
as the amount of banknotes in cir-
culation rose above the forecasted
level. The ECB responded by con-
ducting two fine-tuning operations
at the start of the year, in which
credit institutions obtained a total
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of EUR 65 billion in overnight
liquidity.

Finnish credit institutions’ role
in Eurosystem monetary
policy operations

Finnish credit institutions had rela-
tively abundant liquidity through-
out 2001, despite somewhat greater
participation in Eurosystem mone-
tary policy operations than in 2000.
Their share in variable-rate MRO
liquidity allocations was 0.4% in
2001, compared to 0.2% in 2000
(Chart 14). Of the ten eligible
counterparties for Bank of Finland
money market operations, six par-
ticipated in MROs in 2001. Three
Finnish credit institutions partici-
pated in longer-term operations,
and these on average accounted for
0.7% of total liquidity allocations
to the euro area (0.1% in 2000).

Finnish credit institutions’
reserve requirements on average
amounted to 1.4% of the total re-
quirement for euro area in 2001 -
the same as in 2000. Relative to
this figure, Finnish credit institu-
tions had little need to resort to the
marginal lending facility in 2001.
They accounted on average for
0.5% of euro area marginal lend-
ing. In terms of overnight deposits,
these institutions accounted for
1.4% of the total for the euro area,
ie 2.1 percentage points less than in
2000. That Finnish credit institu-
tions’ liquidity was good even in
difficult market conditions is fur-
ther evidenced by the fact that
during the problematic underbid-
ding phases they were obliged to
resort to the marginal lending facil-
ity to a lesser extent than other
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