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Labour markets under the euro

The wage agreements reached in the spring of this year were the first in Finland since the
introduction of the euro. Public assessment of the settlements has already begun. One of
the issues that has provoked debate is how best in future to reconcile the income goals of
different sectors in the economy with the moderate developments in costs and prices that
are essential for the achievement of growth and employment goals.

Earlier in the year, when the negotiations in this wage round were still in progress, the
Bank of Finland asked two external experts to contribute articles to the Bulletin dealing
with the functioning of labour markets, particularly under the euro.

The author of the first article is Svante Oberg, Director General of Statistics Sweden.
In 1999, he produced a comprehensive report for the Swedish government on ways in
which goals related to macroeconomic performance, employment and stable price and
cost developments could be better taken into account in sector and industry level negotia-
tions in Sweden. The author of the second article is Professor Erkki Koskela, an influen-
tial member of the academic community in Finland, who discusses the relative merits of
different wage bargaining systems in the circumstances of monetary union.

The views expressed in these articles are those of the authors alone. The Bank of
Finland has commissioned contributions from external writers in the hope that this will, if
possible, add new perspectives to the debate in Finland.

The main focus of this issue of the Bulletin, however, is presentation of the Bank of
Finland’s forecast for the Finnish economy.

18 May 2000

Matti Vanhala
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The Bank of Finland’s macroeconomic forecast 2000-2002

he generally more positive outlook for world
economic activity has improved the growth
prospects for the Finnish economy. Upward
revisions of assumptions concerning world
economic growth and foreign trade are the main rea-
son why the Bank of Finland now expects the
economy to grow at a notably faster pace than envis-
aged in the forecast published in December 1999.
Both exports and domestic demand are expected to
grow strongly, and total output is forecast to increase
by more than 5% in 2000 before gradually slowing
to a rate of 4% (Chart 1 and Table 1). Stronger-than-
forecast growth of world trade has, however, led to a
faster rise in world commodity prices — and in recent
months also in consumer prices in industrial coun-
tries — than was foreseen in the autumn. The forecast
for inflation in Finland over the next few years has
likewise been raised, especially for the current year.
The oil price has been an important factor behind
the recent pick-up in inflation in Finland, but it is
assumed to fall back towards its long-run average
level during the forecast period. The weakening of
the euro has also generated inflationary pressures in
the economy, the bulk of which will materialize in
the current year. The acceleration in the inflation rate
in 2000 to close to 3% on average will largely be a
consequence of higher import prices. From now on
inflation will increasingly be determined by devel-
opments in domestic cost factors, mainly wages and
productivity. Employment and labour supply are ex-
pected to grow further. Labour market conditions are
nevertheless expected to tighten towards the end of
the forecast period, leading to higher wages. Among
the factors contributing to rapid growth in the level
of earnings will be an improvement in the terms of
trade, the current good profitability of firms and the
good price competitiveness of Finnish exports. The
rise in unit labour costs is forecast to pick up towards
the end of the forecast period. Consumer prices are

expected to rise at an annual rate of about 2% in the
latter part of the forecast period.

Despite tax cuts, the public sector surplus will
grow strongly during the forecast period. Central
government finances will move into surplus this year.
The continually widening current account surplus
also indicates a strong financial surplus in the busi-
ness sector. Market interest rates and even more so
bank interest rates are assumed to be somewhat higher
in nominal terms than in the autumn 1999 forecast.
However, the difference is smaller for real interest
rates, and the level of interest rates is still quite low
in comparison with income prospects for both firms
and households. In the forecast this leads to stronger
business investment and increased demand in the
housing market.

The Bank of Finland has also prepared a forecast
in which interest rates and exchange rates are based
on market expectations at the end of April. In this
forecast, interest rates in the euro area are expected
to rise and the euro’s exchange rate to strengthen a
little over the forecast period. Assumptions of this
kind have been made in many recent forecasts pub-
lished by research institutes and international organi-
zations. On the basis of these assumptions, economic
growth in Finland is more stable and inflation more
moderate than in the baseline forecast.

Broad-based and
stable economic growth

Exports will be the fastest growing component of
private demand throughout the forecast period. Net
exports will make an exceptionally strong contribu-
tion to GDP growth in 2000, but with the slowdown
in export growth the contribution of net exports de-
clines to about 1 percentage point in subsequent years.
The GDP contribution of domestic demand, mainly
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Table 1. Summary of the baseline forecast

Demand and supply 1998-2002 (1995 prices)

1998 1999 2000 2001 2002
Percentage change on a year earlier
Gross domestic product 5.0 35 5.1 4.4 4.0
Imports 85 34 73 7.0 6.6
Exports 93 74 10.6 7.5 6.9
Private consumption 4.6 29 33 34 32
Public consumption 1.5 0.3 1.2 1.3 2.1
Private fixed investment 9.6 7.0 6.5 72 6.6
Public investment —0.4 —6.3 -1.3 25 29
Change in inventories and statistical discrepancy,
% of total demand in the previous year 0.1 -0.7 -0.1 0.1 —0.1
Total demand 5.9 35 5.6 5.0 4.7
Total domestic demand 4.3 1.7 32 37 35
Key economic indicators

1998 1999 2000 2001 2002
Percentage change
Consumer price index 1.4 1.2 2.8 2.5 2.1
Level of earnings 35 2.6 4.6 4.6 47
Labour productivity 32 —0.1 32 24 2.1
Unit labour costs 23 2.8 1.2 25 32
Number of employed 2.4 33 1.5 22 2.0
Employment rate, 15-64 year-olds, % 64.1 66.0 66.9 68.3 69.6
Unemployment rate, % 1.4 10.2 10.0 8.8 78
Export prices of goods and services -1.3 5.7 4.9 2.5 23
Terms of trade 27 5.2 -2.3 .1 1.2
% of GDP (National Accounts)
Ratio of taxes to GDP 46.2 46.1 45.7 44.7 43.9
General government net lending 1.3 23 4.2 4.7 5.0
General government debt (Maastricht definition) 49.0 47.1 40.9 354 30.9
Trade account 9.7 9.1 10.2 10.8 1.4
Current account 57 53 6.3 72 8.0
Average interest rate on new loans granted by
deposit banks, % 4.8 3.9 45 45 45

private consumption and investment, is about 3 per-
centage points a year throughout the forecast period.
According to preliminary data, stockbuilding made
a marked negative contribution to growth in 1999,
but it is assumed to be neutral over the forecast pe-
riod. GDP growth is forecast to accelerate to close to
5% this year, but to moderate to 4% in each of the
following years.
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Exports will be boosted by
good competitiveness and
growth of export markets

Exports are forecast to grow strongly throughout the
forecast period, increasing by over 10 % this year
and by about 7% in 2001 and 2002. The growth of
imports will also accelerate and imports are forecast

3
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Box 1. Assumptions underlying the forecast

The Bank of Finland’s forecast is built on the as-
sumption of a very positive outlook for the world
economy. This provides the basis for the price and
demand assumptions for export markets and the
projections for Finnish import prices. For monetary
policy, the baseline forecast assumes no change in
interest rates or exchange rates. The assumptions
on Finnish fiscal policy are based on policy objec-
tives embodied in Government programmes.

No change in monetary policy
The forecast assumes that market interest rates and
exchange rates remain unchanged at their March
2000 levels. This means that the euro area short-
term interest rate (three-month Euribor) is kept at
3.7% while the yield on Finnish government bonds
with approximately five years to maturity remains
more or less constant at 5.1%, which is consistent
with market expectations in March 2000 (Table 2).
In addition to unchanged interest rate differen-
tials, the euro’s exchange rate against other major
currencies is assumed to remain constant. Finland’s
trade-weighted index has been calculated by fixing
exchange rates on the basis of developments in
March 2000. The trade-weighted currency index is
about 3% weaker during the forecast period than in
the autumn 1999 forecast.

World economic growth
World economic growth is expected to pick up in
2000 and to remain very strong in the following two

years. Growth in the United States is assumed to
finally soften a little and the Japanese economy to
gradually recover. Growth in the euro area started
to gather pace towards the end of 1999.

The growth of world imports is expected to ac-
celerate from 6% in 1999 to 8% in 2000 and to con-
tinue expanding at a robust pace of 7% over the rest
of the period. Import growth in Finnish export mar-
kets, weighted by these countries’ shares of Finnish
exports, is assumed to be as high as about 10% in
2000, 9% in 2001 and 8% in 2002, which is well
above the trend growth rate of about 6%.

International prices
The rise in world commodity prices in the wake of
the recovery in Asian economies and strong revival
in world trade has been substantially faster than fore-
cast in autumn 1999. Oil prices doubled in the space
of a year. On the basis of recent oil futures prices,
the price of oil is assumed to gradually fall back to
USD 20 per barrel. Prices of non-oil commodities
are expected to continue rising at a fairly rapid pace.
In markka terms, prices of raw material imports
(including energy) and producer goods rose very
sharply in 1999, but the rise in prices is expected to
slow considerably in the future. Prices of industrial
goods in Finnish export markets are assumed to rise
by about 1%2% a year and prices of Finnish imports
of consumer and investment goods at the same pace.
About half of the 7% increase in import prices this
year will be due to exchange rate movements. In

Table 2. Assumptions of the baseline forecast

1998

Import volume growth in Finnish
export markets, percentage change 5.8
Finnish import prices, percentage change -3.0
3-month Helibor/Euribor, % 3.6
Yield on taxable 4-5 year government bonds, % 43
Finland’s trade-weighted currency index 119
Markka — US dollar exchange rate 5.34
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1999 2000 2001 2002
44 10.1 8.7 8.1
-1.0 6.6 1.5 1.3
3.0 3.7 3.7 3.7
4.1 5.0 5.0 5.1
121 125 126 126
5.58 6.12 6.16 6.16



2001 and 2002 the rate of increase in import prices
is expected to moderate to 142% (Chart 2).

Labour market
The one-year pay settlements reached in spring 2000
will bring wage increases of just over 3% on aver-

to increase at an annual rate of some 7% over the
entire forecast horizon.

As relative export prices are assumed to remain
unchanged throughout the forecast period, the growth
of exports will be based on the expansion of export
markets. The market shares of Finnish export indus-
tries are assumed to remain virtually unchanged. Unit
labour costs in Finland will, however, grow faster than
in competitor countries and so cost competitiveness
will weaken towards the end of the forecast period.
This, together with a slowdown in the growth of ex-
port markets, is likely to lead to a levelling off in
export growth.

Export growth was particularly robust in the sec-
ond half of 1999, and is expected to remain so in the
near term. Latest business survey data show that firms
have large export orders. Moreover, exports will be
underpinned by the positive outlook for the world
economy and good price competitiveness. The fore-
cast for the growth of Finnish export markets is no-
tably higher than in the autumn 1999 forecast, in ad-
dition to which the exchange rate has weakened. Con-
sequently, exports are projected to grow at a faster
pace than previously expected over the entire fore-
cast period.

Growth of exports in 2000 seems likely to be more
evenly spread across sectors than in 1999. Despite
rapid growth, widespread production bottlenecks are
not expected to emerge in industry, according to lat-
est business surveys, although capacity utilization
rates have been rising recently. Towards the end of
the forecast period, the risk that production bottle-
necks could occur and thus dampen export growth is
likely to increase, though this will be mitigated by
continued strong growth of investment.

Export prices are forecast to rise noticeably in
2000 and to continue rising at a moderate rate
throughout the forecast period (Chart 2). Contribut-
ing to the rise in export prices will be higher labour
costs in Finland, rising import prices and the general

6

age, with fairly little variation between sectors. No
assumptions are made in the forecast about possi-
ble links between tax cuts and future wage agree-
ments, which could change the picture of develop-
ments in the level of earnings.

increase in world commodity prices. But as export
prices will rise in line with those of competitors, no
change is expected in relative export prices.

Prices are expected to rise in many sectors. At the
moment the rise in export prices is particularly evi-
dent in the forest industries, and also in the metal
and engineering industries. The prolonged downward
trend in export prices in the electronics and telecom-
munications sector seems to have come to an end for
the time being. The fall in prices could resume at a
quickened pace, however, as a result of productivity
gains and intense competition in this sector.

Import propensity is expected to increase through-
out the forecast period. Import growth will be based
on both a strong increase in production, which will
boost imports of raw materials and producer goods,
and an increase in consumer demand and investment.
However, the growth of imports will be curbed by the
weakness of the exchange rate, among other factors.

Industrial investment set to
pick up

The rate of growth of non-residential investment
slowed temporarily in 1999 as result of sluggish in-
vestment activity in industry. The slowdown will be
reversed in the current year and private non-residen-
tial investment is expected to grow at an annual rate
of 7% on average over the forecast period. The strong
recovery of the world economy will also be a key
factor behind the robust growth of investment. Com-
panies in the forest and metal and engineering indus-
tries are again investing heavily. Expected rates of
return on investment have increased and the profit-
ability and financial position of firms are good. Fur-
thermore, financing remains attractive for firms as
real interest rates are still low, despite a slight increase
in nominal rates. The investment rate is expected to
rise throughout the forecast period.
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Capacity utilization is currently at high levels and
the forest industries, notably the paper industry, are close
to full capacity. Reflecting this, an increasingly large
share of investment will be directed towards expanding
capacity while the share of replacement and rationali-
zation investment is likely to decrease. In the metal and
engineering industries, expansion of capacity will fo-
cus on the manufacture of machinery and equipment
and basic metals. Fixed investment in the electronics
and telecommunications sector will be small in relation
to the sector’s value added.

At the same time as investment activity picks up
in the domestic economy, Finnish companies will
continue to invest abroad. Some firms are likely to
shift production closer to their main markets, and no
longer expand production in Finland to any signifi-
cant extent. In manufacturing, especially the electron-
ics and telecommunications sector, part of investment
now takes the form of expenditure on product devel-
opment. The high level of taxation in Finland may be
another reason why investment is being diverted to
countries where it is easier from the tax point of view
to remunerate top executives and specialists.

Continuing strong demand in
the housing market

Residential investment will continue to grow at a rapid
pace, but the rate of growth is expected to slow dur-
ing forecast period from 8% to 4% in 2002. Con-
struction costs will increase in line with housing
prices. Profitability in the construction sector remains
good. The main factors contributing to the rise in
prices in residential construction are labour costs and
contract prices. Already this year, new construction
activity will clearly exceed renovation and repairs.
There is considerable regional variation in the level
of construction activity as construction is particularly
profitable in growth centres. Construction is now also
predominantly privately financed since the share of
output co-financed by the state declined in the latter
part of the 1990s.

Divergent patterns have also emerged in housing
prices. In the growth centres prices are still rising at
a rapid pace, but for the country as whole conditions
in the housing market are quietening down. Although
whole-economy housing prices will still rise by al-
most 8% this year, the rise in prices will begin to
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moderate under the combined impact of higher real
prices and increased supply. Moreover, the slight rise
in interest rates on new housing loans, which began
already in mid-1999, is likely to dampen households’
purchases of dwellings in the years ahead.

Continuing good outlook for
household income

Although the level of earnings rose by only 2.6% in
1999, wages and salaries paid to the household sec-
tor grew by nearly 6% as a result of a sharp increase
in hours worked. Wages and salaries were boosted by
FIM 4 billion in share option pay-outs, which are ex-
pected to be of broadly the same magnitude in 2000
as well. Entrepreneurial income grew by less than 5%.

Households’ primary income is expected to in-
crease by 7% a year on average over the forecast pe-
riod. Household’s property income will grow because
of a rapid increase in interest and dividends. On the
other hand, property expenditure is forecast to grow
by over 10% a year on average as a result of an in-
crease in household indebtedness and the rise in in-
terest rates that has already occurred.

Curbing the growth of households’ disposable
income in 2000 will be an increase of 10% in direct



taxes paid by households. The rate of increase in di-
rect tax payments is forecast to slow to 4 % in 2001
and 2002 as a result of the income tax cuts imple-
mented in those years.

Households’ nominal disposable income will con-
tinue to grow at a rapid pace of just under 5% this
year. The rate of increase is forecast to accelerate to
6% a year in 2001 and 2002 owing to both positive
developments in earnings and the planned income
tax cuts. A slowdown in inflation during the forecast
period will help to boost households’ real purchas-
ing power over the next two years, bringing the an-
nual growth rate back to over 3%.

Private consumption to grow
at a steady pace

According to preliminary data, the volume of pri-
vate consumption grew by only 2.9% in 1999. This
year the growth rate is expected to pick up to 3.3%,
despite the fact that disposable income will increase
by slightly less than in the previous year. Consumers
remain confident about future economic develop-
ments as the employment situation is expected to
improve further, and interest rates are assumed to re-
main low in the forecast.

As aresult of tighter taxation and faster inflation,
households’ real purchasing power will increase by
only a little over 1% this year. Partly because of this,
the saving rate will fall temporarily by about two
percentage points this year.! The financial balance
of the household sector is expected to move into a
small deficit already in 2000 because of a further
increase in outlays related to purchases of dwellings.
Although the rate of growth in borrowing for house
purchase has now slowed, the stock of housing loans
has been growing at an annual rate of 15% for a long
time, with the result that household indebtedness has
begun to rise. The stock of household debt is fore-
cast to grow by a further 10% this year but after that
the rate of increase is expected to slow to 7% by the
end of 2002. This will nevertheless mean a marked
increase in indebtedness and debt servicing costs, thus
limiting the amount of income available for other
purposes and higher consumption.

! The fall in the saving rate in 2000 is partly due to technical

reasons as tax on share option pay-outs included in wage
and salary earnings for 1999 will be paid in 2000.

8

Achievement of the Government’s
employment objective seems likely

There was an exceptionally large increase of nearly
2% in labour supply in 1999. The growth of labour
supply is expected to slow to 1.2% this year and to
below 1% in the following two years. Despite the
slowdown, no significant labour shortages are expected
to emerge at the total economy level during the fore-
cast period. Labour has been in short supply in only a
few sectors such as construction and data processing.

The number of employed also grew strongly in
1999. The number of hours worked grew even more
because of increased overtime. There will be a fur-
ther improvement in the employment situation in the
following years as well. According to the forecast,
the Government’s objective of an employment rate
of 70% by the 2003 will be achieved.

Unemployment is projected to fall quickly dur-
ing the forecast period, despite having edged up
slightly in the early months of this year. This tempo-
rary rise in unemployment is partly due to the fact
that students registered as unemployed in larger num-
bers than at the same time in previous years.

Productivity and wages - a rapid rise
in the level of earnings

According to preliminary National Accounts data,
labour productivity did not improve at all in 1999. In
2000 labour productivity growth is expected to re-
turn to its 1998 level of just over 3%, but then to
slow to 2 % by 2002 (Chart 3). The slowdown will be
the result of an increase in employment in less pro-
ductive sectors, notably services, in 2001 and 2002.
In the first months of the current year employment
has increased most in manufacturing.

The pay settlements reached at industry level in
spring 2000 provide for noticeably larger wage in-
creases than the general increases under the previous
two-year agreements. The agreements raised wage
costs by 3.3% on average.

The index of wage and salary earnings is expected
to rise at steady annual rate of 4.5% throughout the
forecast period. Underlying the rise in earnings will
be the economy’s long-continuing good growth per-
formance and the good profitability of the corporate
sector. Wage drift will be affected by tightening la-
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bour market conditions since labour supply will in-
crease by only a little whereas employment will con-
tinue to rise at a rapid pace.

Average earnings will grow faster than the index
of wage and salary earnings, at a rate of over 5%, as
pay components other than basic wages for normal
working time are expected to increase towards the
end of the forecast period. There will be no change
in the distribution of income between wage and capi-
tal income during this period.

Unit labour costs in Finland will rise at a faster
pace than the euro area average in 2000. But despite
the larger wage increases this year, the rise in unit
labour costs will nevertheless be slower than in 1999,
thanks to robust growth of output. The rate of in-
crease in unit labour costs is expected to accelerate
in 2001 and 2002 under the combined effect of a fur-
ther rise in compensation of employees and slower
output growth.

Inflation will increasingly be
of domestic origin

Producer prices have begun to rise sharply and the
rapid rate of increase is expected to continue for the
rest of this year. The upturn is due to the rise in im-
port and export prices. Towards the end of the fore-
cast period the rise in producer prices will be increas-
ingly fuelled by rising wages, whereas upward pres-
sure from import and export prices will diminish.

The inflation prospects for Finland weakened
noticeably towards the end of 1999 and inflation ac-
celerated as a result of rising world commodity prices,
mainly energy prices. The depreciation of the euro
has also increased inflation. Energy prices contin-
ued to rise in the early months of 2000, pushing up
inflation to over 3%. As the impact of higher energy
prices will decrease considerably in 2000, inflation
will start to slow. The main factor sustaining infla-
tion in the future will be rises in wages and services
prices. In the case of services, the rise in prices will
be effected especially by the higher cost of housing
services. Although the pick-up in the inflation rate in
the current year is largely due to external factors, wage
developments will exert upward pressure on infla-
tion over the entire forecast period.

The consumer price index (CPI) is forecast to rise
by 2.8% this year but the rate of increase will then
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Chart 3.
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slow to 2.1% in 2002. The housing costs component
of the CPI will start to put upward pressure on infla-
tion this year as the effect of the fall in interest rates on
housing loans comes to an end. The assumed cut in
indirect taxes in 2002 will have a downward effect on
inflation and it is forecast to slow the rise in the CPI
by a quarter of a percentage point. Although the rate
of increase in dwelling prices is expected to moderate
by 2002, the rise in dwelling prices will nevertheless
exceed the overall rate of inflation throughout the fore-
cast period. Measured by the private consumption
deflator, inflation will accelerate to 3.3% in 2000 and
slow to0 2.5% in 2002. The rise in level of housing costs
in recent years does not show up as clearly in the CPI
as in the private consumption deflator.

Further strengthening in
public finances

The public sector surplus, which turned out to be
smaller in 1999 than originally estimated, is forecast
to increase by nearly 2 percentage points this year
and to widen to 5% of GDP in 2002 (Table 3 and
Chart 4). Central government finances will also move
into surplus. The ratio of the primary balance (bal-
ance excluding interest payments) will increase sub-



Chart 4.
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stantially in 2000 and then remain unchanged for the
rest of the forecast period. The anticipated large pro-
ceeds from privatization, which it is assumed will be
used to pay back central government debt, will speed
up the reduction in interest payments. Given the pros-
pect of continuing rapid economic growth, a vir-
tuous circle is likely to be established in central
government finances, which will help to further
strengthen the surplus. In 2002 the debt-to-GDP ra-
tio (Maastricht definition) is expected to already fall
to around 30%.

Growth in spending will remain moderate. Taken
together, payments of social benefits and social as-
sistance benefits to households will grow at slower
pace than other household income items, since out-
lays on unemployment benefits will fall as employ-
ment continues to rise and there will be no increase
in other current transfers to households in 2000.
Moreover, expenditure on pensions will grow only
slowly in 2000 and 2001 because of a reduction in
the basic pension amount under the national pensions
scheme. By contrast, the growth of public consump-
tion expenditure is expected to pick up slightly in the
latter part of the forecast period as a result of a faster
rate of increase in public sector pay and also because
it is assumed that both central and local government
will no longer reduce their labour force. Similarly,
public investment is expected to recover as the fi-
nancial position of municipalities improves. All in
all, the ratio of general government primary expendi-
ture to GDP is forecast to decline by nearly 5 per-
centage points over the forecast period.

Central government tax revenue will grow rap-
idly this year, partly because of the small size of tax
cuts and the rapid widening in tax bases. Receipts
will also be boosted by the fact that taxes on capital
income and share options pay-outs in 1999 are not
payable until 2000. The growth of central govern-
ment income and wealth tax receipts is forecast to
slow markedly in 2001 and 2002 as a result of tax
cuts. The growth of indirect tax receipts will like-
wise be relatively modest because the assumed tax
cuts in 2002 will reduce revenue from commodity
taxes, in particular. The tax cuts will not affect rev-

Table 3. Public sector financial position, % of GDP
1997 1998 1999 2000 2001 2002
Revenue 55.1 54.7 54.2 53.8 523 512
Expenditure 56.6 535 52.0 49.6 47.6 46.2
Primary expenditure 52.4 49.7 48.4 46.3 44.8 43.8
Net lending -1.5 1.3 23 42 47 5.0
Central government =37 -1.5 -0.6 1.1 1.3 1.7
Local government -0.7 -0.3 -0.2 0.0 0.2 0.1
Social security funds 2.8 3.1 3.1 32 32 32
Primary balance 2.7 5.0 5.8 7.5 7.5 74
Public sector debt 54.1 49.0 47.1 40.9 354 309
Central government debt 65.8 61.2 57.2 483 40.6 33.6
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enue in the local government sector, the growth of
which will be boosted by an increase in state aids.
Contributions to social security funds will rise in line
with the total wage bill as there will be only minor
reductions in contribution rates. Property income of
social security funds will also increase, but the bulk
of the sector’s income from investments will still go
unrecorded in National Accounts figures.

The rapid increase in tax bases and the decline in
interest payments along with the fall in public debt
will make possible a strengthening in central govern-
ment finances even though taxation is lowered. Cuts
in income tax in line with the Government’s pro-
gramme, which are assumed to amount to FIM 3 bil-
lion a year in 2001 and 2002, will result in a fall of
more than two percentage points in the average rate of
income tax faced by households (Chart 5). The over-
all tax ratio (taxes and social security contributions as
a percentage of GDP) is forecast to fall by the same
amount. This will only partly offset the increase in the
tax burden caused by the recession in the 1990s.

Current account surplus set to
widen further

In 1999 the trade surplus amounted to about FIM 65
billion, representing 9% of GDP. In 2000 the trade
surplus is forecast to increase further to about FIM
79 billion as a consequence of strong export growth
and improved terms of trade. This pattern of devel-
opment is expected to continue throughout the fore-
cast period. Developments in the current account will
broadly mirror those in the trade account as the com-
bined deficit in the other current account items is
expected to remain practically unchanged over the
forecast horizon.

The deficit on the services account is forecast to
total almost FIM 6 billion in 2000 and then to narrow
slightly. Problems nevertheless attach to the compila-
tion of statistics on services, for example with regard
to the export of services by firms in the IT sector.

The income account (mainly interest and divi-
dends) posted a deficit of about FIM 16 billion in
1999. Although the sustained surplus on current ac-
count means that interest payments on external debt
are decreasing, at the same time dividends payable
to non-resident shareholders continue to increase. The
deficit on the income account is forecast to remain at
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about FIM 17.5 billion throughout the forecast pe-
riod. The deficit on the transfers account is forecast
to widen a little during this period, mainly because
of payments related to EU membership.

The current account posted a surplus of FIM 38
billion in 1999. The surplus is forecast to widen to
nearly FIM 50 billion in 2000, which is about 6% of
GDP. In 2001 the surplus will be 7% of GDP and in
2002 already 8% of GDP. The surpluses on current
account will reduce Finland’s net external debt, which
stood at about FIM 106 billion (excluding equities
held by non-residents) at end-1999.

The financial balance of the household sector is
forecast to shift into a modest deficit as a result of
heavy housing investment. By contrast, there will be
sizeable surpluses in particularly the public sector and
also the corporate sector. In both sectors, the surplus
will grow in relation to GDP towards the end of the
forecast period.

Lending continues to grow at
a rapid pace

Interest rates on new loans have moved higher,
despite intense interbank competition. Interest rate
margins for banks operating in Finland are already



below the euro area average. The interest rate on new
lending is forecast to settle at 4.5% during the fore-
cast period. The average rate on the credit stock will
fall from 5.2% at the beginning of the forecast pe-
riod to 5.0%. Deposit rates are assumed to edge up
slightly since the change in the tax treatment of de-
posit rates due to take effect on 1 June 2000 will prob-
ably lead to some degree of competition between
banks. The use of deposits for investment purposes
will, however, depend on the performance of mutual
funds and other investment products and the popu-
larity they attract. In spite of robust economic growth
and the good outlook for incomes, the amount of
deposits is expected to grow at moderate annual rate
of 3.5% in 2000 and 2% in 2001 and 2002. The in-
crease in deposits could, however, turn out to be
stronger than forecast, given the growth picture for
the economy as a whole.

Lending will continue to grow strongly, albeit at
a decelerating pace. Sustaining the demand for loans
by non-financial corporations will be the good growth
prospects for the economy, which will boost busi-
ness investment. The rate of growth of new loans
granted to non-financial corporations is nevertheless
forecast to slow towards the end of the forecast pe-
riod, as borrowing needs will decline as a result of
good profitability. Interbank competition in lending
to the corporate sector is likely to remain intense.

Lending to households will continue to grow
strongly over the forecast period. The rate of growth is
forecast to be 10% in 2000, but to slow to 7% in 2002.
Underlying this development will be the continuing
rapid growth of loans for house purchase. Despite the
assumption of unchanged interest rates, the growth of
borrowing by households for house purchase is nev-
ertheless forecast to moderate, since housing prices
have already risen to a fairly high level in relation to
other prices and households’ disposable income. In
addition, household indebtedness has increased.

As household income and purchasing power have
been growing at a fast pace for several years now,
households have been able to invest an increasing part
of'their income in investment products offering a good
rate of return without having to reduce growth of
consumption or conventional savings in the form of
bank deposits. The most striking change in the struc-
ture of households’ financial assets in recent years
has been the rapid expansion of sharecholdings. The
rise in share and housing prices has enabled house-

12

holds to spend more on consumption. A marked fall
in share values would, through the ‘wealth effect’,
have the opposite effect and lead to lower levels of
consumption and investment than foreseen in the
baseline forecast.

Risks surrounding the forecast:
several potential risks to
the balanced growth of the economy

The main risks to the balanced growth of the Finnish
economy relate to the low level of interest rates,
weaker euro, abundant liquidity in the corporate sec-
tor, surplus in central government finances, rapid
growth of lending to households, rise in housing
prices, pick-up in the growth of world trade and ris-
ing export prices. The overall impact of these factors
is reflected in the forecast in, among other things,
the growth of wage pressures. But although condi-
tions are conducive to overheating, this is not yet
expected to become a serious problem during the
forecast period.

The risk assessment made in connection with the
autumn 1999 forecast is still relevant, with the dif-
ference that the balance of risks is now weighted more
heavily towards faster growth and inflation. A sepa-
rate projection has been made to determine the ef-
fects of the recent rise in interest rates and deprecia-
tion of the euro (Box 2).

In addition, the Bank has attempted to assess the
effects of different assumptions concerning interest rates
and exchange rates by preparing an alternative forecast
based on market expectations. According to this fore-
cast, the performance of the Finnish economy is notice-
ably more stable, particularly with regard to cost and
price developments, if it is assumed that interest rates in
the euro area rise in line with market expectations. The
risk of overheating is clearly smaller in this case, due in
part to more moderate developments in housing prices
and a slower increase in labour costs.

Attention was drawn above to changes in the in-
debtedness and financial assets of the household sec-
tor. These changes could have an important impact on
households’ consumption and saving behaviour. Per-
sistently low interest rates could act as a spur to these
changes and lead to the emergence of price bubbles
which, when they burst, could pose a considerable risk
to the balanced growth of the Finnish economy. The

BANK OF FINLAND



Box 2. Effects of arise in the official interest rate and a weakening in

the exchange rate

On 27 April the ECB raised its key interest rate, the
rate on the Eurosystem’s main refinancing operations,
to 3.75%. If the short-term market interest rate is kept
constant at the level prevailing at the beginning of
May and the long-term interest rate is fixed on the
path implied by interest rate expectations at that time,
three-month Euribor rises to 4.2% and the yield on
five-year government bonds to 5.5%. If the euro’s
exchange rate against the dollar is set at the level pre-
vailing at the same point in time, it is about 8% weaker
and Finland’s trade-weighted currency index about
3% weaker than in the forecast.

The effect of the rise in interest rates on growth
and inflation in Finland can be judged to be less
than the change in the exchange rate. Therefore the
implications of a further weakening in the euro are

greatest risk relates to housing and share markets,
where an excessive rise in values and ensuing crash
would inevitably be quickly reflected in domestic
demand and employment.

Risks do not attach solely to faster growth and a
faster rise in prices. The main downside risk to the
global economy continues to be the possibility of a
sharp and sudden slowdown in economic activity in
the United States. Similarly, the risks in recent years
associated with the prospect of continuing slow growth
in the Japanese economy have not receded. How ac-
curate the positive forecast turns out to be will hinge
to a large extent on whether the world economy grows
as expected. The risks associated with a slowdown in
growth mean that the risks to growth are broadly bal-
anced towards the end of the forecast period.

The projected slowdown in inflation in the near
term is based on the forecast fall in the oil price. Some
uncertainty surrounds this assumption, given recent
developments in the oil market. Exchange rate effects
are, together with pay developments, key factors in
trying to assess future price risks. As concerns factors
influencing inflation, the upside risks to inflation are
judged to have strengthened, despite the fact that la-
bour market tightness is not expected to increase sig-
nificantly in terms of availability of labour.
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an important consideration in assessing the forecast,
especially as the weakening trend has continued
since early 1999. On the basis of a simple calcula-
tion covering the Finnish economy, the size of the
effects of the revised assumptions for interest rates
and exchange rates on the forecast for economic
growth and inflation in Finland are as follows. The
rate of GDP growth increases by 0.1-0.2 percent-
age point a year as a result of stronger exports. Thus
the positive impact on growth of the gain in export
competitiveness more than offsets the negative im-
pact of the slower growth of domestic demand
caused by the rise in the interest rate. The rate of
inflation increases by about 0.4 percentage point a
year in 2000 and 2001 as a result of the rise in for-
eign trade prices in markka terms.

Economic policy

Continuing robust economic growth and a rate of in-
flation in excess of the euro area average will require
a tight overall economic policy stance in Finland over
the next few years. Despite the rise in interest rates,
the single monetary policy has been too lax from the
point of view of Finland’s needs and is likely to re-
main so, even if monetary policy is tightened further.
Accordingly, domestic fiscal policies and labour mar-
ket developments will to a large extent determine
whether the positive employment performance can be
maintained and whether inflation subsides.

At the same time it is essential that structural
measures be taken to eliminate factors impeding the
growth of the economy and employment. The heavy
taxation of earned income is crucial in this regard.
The tax cuts laid down in the Government’s pro-
gramme are rather modest. Projections indicate that
a structural surplus can be achieved in central gov-
ernment finances with larger tax cuts than assumed
in the Government’s programme. Nor would the ob-
jective for reducing the debt-to-GDP ratio be jeop-
ardized if proceeds from privatization increase as
forecast; they are assumed to total about 10% of GDP
during the forecast period.
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However, a reduction in the tax burden during a
period of strong economic growth calls for a corre-
spondingly tighter stance in other areas of fiscal
policy and wage settlements. The best way to sup-
port employment would be to conclude moderate
wage settlements, be it through bargaining at indus-
try level or on a centralized basis. A lowering in taxa-
tion also has a potentially vital role to play in foster-
ing employment, but leeway needs to be preserved
in fiscal policy (including tax policy), particularly
under the euro, regardless of labour market agree-
ments. Tax cuts could be targeted in such a way that
they increase the supply of labour by reducing the
tax wedge at the same time as demand for labour in-
creases as a result of moderate pay increases. The
stimulus to demand provided by tax cuts would have
to be neutralized by cutting expenditure. In central
government finances, in particular, care will have to
be taken to ensure that other items of expenditure are
not allowed to grow as employment-related expendi-
ture and interest payments decrease.

The spring 2000 wage agreements were the first
to be concluded in the circumstances of monetary
union. They provide for negotiated wage increases
that are higher than the euro area average. The out-
come of this round of industry-level wage bargain-
ing was, however, reasonable from the point of view
of balanced economic growth.

Nevertheless, the industry-level settlements cover-
ing more than one year contain conditions that could
hamper the conclusion of the next collective agreements
and cause a resumption of the wage-price spiral, which,
it was thought, was already a thing of the past.

In the forecast, wage increases lead to a faster
rise in unit labour costs and to the continuation of
inflation at a notably faster pace than the euro area
average and the price stability objective. In the next
round of agreements, nominal wage increases will
have to be very moderate so that the rise in costs does
not continue at a quicker rate than in competitor coun-
tries and so that overheating of the economy can be
averted.

Forecast for 2000-2002 based on
market expectations

This forecast differs from the baseline forecast in
terms of monetary policy, in that the projections for
interest rates and exchange rates are based on mar-
ket expectations (Box 3). The baseline forecast, which
assumes no change in monetary policy, highlights
prevailing inflationary pressures in the economy.
A forecast based on market expectations could be
more realistic in the current circumstances.

Demand

In this forecast export prospects remain fairly posi-
tive over the entire forecast horizon. Export growth
reaches 11% in 2000, 8% in 2001 and 7% in 2002
(Table 5). The slightly faster growth for 2000 and
2001 in comparison with the baseline forecast is due
to better export competitiveness. The assumption on
growth of export markets is the same as in the base-
line forecast. Import growth also continues at a ro-
bust pace, albeit slightly slower than in the baseline
forecast. This reflects a slowing in the rate of growth
in non-residential investment in Finland.
Underlying the slowdown in the growth of private
investment is the rise in interest rates during the fore-
cast period. In comparison with the baseline fore-
cast, the rate of growth of fixed investment is 1.5
percentage points lower in 2000 and 2.5 percentage
points lower in 2002. In the course of 2002 the rise
in interest rates levels off and investment starts to
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Box 3. Assumptions of the forecast based on market expectations

In the baseline forecast the short-term market inter-
est rate remains constant at 3.7% whereas accord-
ing to inferred market expectations it rises to 5.3%
by the end of 2002. The markka’s exchange rate
against the US dollar is kept unchanged at 6.16 in
the baseline forecast. By contrast, in the alternative
forecast it starts at a lower level (end-April 2000)
and strengthens a little over the forecast horizon to
reach 6.33 by the end of 2002 (Table 4). The other
assumptions concerning the global economy, as too
those concerning public finances, are the same as
in the baseline forecast.

Estimated paths for interest rates and
exchange rates in the alternative forecast
Market expectations can be inferred from the term
structure of interest rates, which shows the yield on
loans (usually bonds) of different maturities at a par-
ticular point in time. The term structure (yield curve)
has to be estimated from discount rates for zero-
coupon money market instruments and from quo-
tations for coupon bearing bonds.

Several different methods are available for esti-
mating the term structure and the technique used
here is the Nelson — Siegel method.?

2 In estimation the shape of the yield curve will depend
on the estimation method used and the choice of securities.
For more details on the definition and estimation of the
term structure of interest rates, see eg John Y Campbell,
Andrew W Lo and A Craig MacKinlay, ‘The econometrics
of financial markets’, Princeton University Press (1997).

Thus in the case of the alternative forecast the
term structure, ie the yield curves for euro and US
dollar interest rates, has been estimated in the way
described above.

From the yield curve it is then possible to infer
market expectations about short and long-term in-
terest rates. The other important piece of informa-
tion that is required is the prevailing exchange rate
between the euro and the dollar (or between the dol-
lar and the markka). On the basis of this informa-
tion and the yield curves for the two currencies, it is
thus possible to calculate market expectations of the
future path of the exchange rate from the present
moment on.

Chart 6 shows market expectations of future
movements in euro and US dollar short-term inter-
est rates as estimated on 28 April 2000. The euro
short-term interest rate is expected to rise whereas
the corresponding dollar rate is expected to fall only
slightly. In the light of the most recent developments,
the dollar interest rate is expected to rise in the short
run, but then to fall again.

In addition to changes in expectations of mar-
ket rates and exchange rates, the following factors
must also be taken into account. First, a change in
the euro-dollar exchange rate also means a change
in the trade-weighted currency index. In the fore-
cast the value of the euro is also assumed to change
in a corresponding way in relation to other non-euro
area currencies.

Table 4. Assumptions of the forecast based on market expectations

1998 1999 2000 2001 2002

Import volume growth in Finnish
export markets, percentage change 5.8 44 10.1 8.7 8.1
Finnish import prices, percentage change -3.0 -1.0 7.5 1.0 0.7
3-month Helibor/Euribor, % 3.6 3.0 4.1 4.9 5.3
Yield on taxable 4-5 year government bonds, % 43 4.1 52 54 5.5
Finland’s trade-weighted currency index 119 121 126 126 125
Markka — US dollar exchange rate 5.34 5.58 6.39 6.41 6.34
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Table 5. Summary of the forecast based on market expectations

Demand and supply 1998-2002 (1995 prices)

1998 1999 2000
Percentage change on a year earlier
Gross domestic product 5.0 3.5 4.9
Imports 85 34 6.7
Exports 9.3 74 1.1
Private consumption 4.6 29 2.7
Public consumption 1.5 0.3 1.2
Private fixed investment 9.6 7.0 5.0
Public investment —0.4 —6.3 —1.3
Change in inventories and statistical discrepancy,
% of total demand in the previous year 0.1 —0.7 0.1
Total demand 59 3.5 5.3
Total domestic demand 43 1.7 2.5
Key economic indicators

1998 1999 2000
Percentage change
Consumer price index 1.4 1.2 29
Level of earnings 3.5 2.6 4.6
Labour productivity 32 —0.1 32
Unit labour costs 23 2.8 1.2
Number of employed 24 33 1.4
Employment rate, 15-64 year-olds, % 64.1 66.0 66.8
Unemployment rate, % 1.4 10.2 10.1
Export prices of goods and services —1.3 5.7 5.2
Terms of trade 2.7 —52 -2.8
% of GDP (National Accounts)
Ratio of taxes to GDP 46.2 46.1 45.7
General government net lending 1.3 23 4.2
General government debt (Maastricht definition) 49.0 47.1 41.1
Trade account 9.7 9.1 10.4
Current account 5.7 5.3 6.6
Average interest rate on new loans
granted by deposit banks, % 4.8 3.9 4.7

447
46
36.0
1.4
7.9

5.0

43.9
4.9
31.7
12.1
8.8

5.2

grow at a slightly faster pace, although, at around higher interest rates are likely to be evident specifi-
6%, it is still slower than in the baseline forecast. cally in lower demand for consumer durables. In this

The rise in interest rates is also reflected in a slow-  forecast, the rate of growth of private consumption
ing in the growth of consumption. Expectations of in 2000 and 2001 is about 0.5 percentage point lower
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than in the baseline forecast. As in the case of invest-
ment, there are no significant differences between
the two forecasts as regards growth in 2002.

The biggest differences between the forecasts
concern consumption and investment in 2000 and
2001, and of course this is reflected in GDP growth.
In the forecast based on market expectations, GDP
grows by nearly 5% in 2000 and 4% in 2001, ie by
slightly less than in the baseline forecast. Growth
continues at a rate of 4% in 2002.

There is a clear difference as regards the profiles
for residential investment and housing prices. The
growth rate for residential investment is some 3 per-
centage points lower in 2000 and 2001 than in the
baseline forecast. The difference is even more strik-
ing in the case of housing prices, since prices are fore-
cast to rise by just over 1% in 2001 as against 5% in
the baseline forecast. Developments in the current
year follow a similar pattern. The rather large differ-
ences are due to the high interest rate elasticity of
both housing investment and demand for housing; in
other words, a change in interest rates is reflected
relatively quickly and strongly in housing investment
and demand for housing. In 2002 there are no longer
any major differences between the forecasts.

Employment, wages and prices

The two forecasts also differ as regards inflation. The
assumed rise in interest rates in the forecast based on
market expectations clearly dampens the rise in
prices, and the rate of increase in the CPI falls well
below 2% (Chart 7). In 2001 and 2002 the rise in
consumer prices is ¥ percentage point slower than in
the baseline forecast.

There is very little difference between the fore-
casts as regards developments in employment. The
fall in the unemployment rate is a little slower in the
alternative forecast. Similarly, the rate of increase in
whole-economy unit labour costs is slower than in
the baseline forecast but still higher than the euro
area average.

The slower inflation rate and more subdued in-
flation rate expectations in the forecast based on
market expectations results in smaller wage increases
and thus more moderate growth in the level of earn-
ings in the forecast period.
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External balance and public finances

Taking market expectations into account does not
alter the overall picture as regards external balance.
The trade surplus continues to widen throughout the
forecast period, and the current account surplus is
already close to 9% of GDP in 2002. As in the base-
line forecast, both the public sector and the corpo-
rate sector have sizeable surpluses. In contrast to the
baseline forecast, the financial balance of the house-
hold sector does not move into deficit until 2002.
This is because of the weaker outlook for housing
investment in this forecast, caused in part by the
higher cost of servicing loans.

The picture as regards public finances is very
similar to that in the baseline forecast. General gov-
ernment debt (Maastricht definition) stays margin-
ally higher than in the baseline forecast.

23 May 2000

| Key words: inflation, monetary policy,
economic situation, forecast



Financial stability in Finland

he Finnish financial markets have been stable,

largely because of favourable macroeconomic

developments. One threat to the benign out-

look is posed by the continuing uncertainty
caused by gyrating share prices, which could spread
to other parts of the financial system. Finnish banks
are now more profitable than ever. The biggest risks
facing them are associated with the growing stock of
long-term bank lending and with shrinking margins
due to tightening competition. Pronounced structural
changes in the banking and insurance sector present
formidable challenges for supervisors and crisis man-
agement, which will have to be met through further de-
velopment of international law and closer cooperation.
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Cautiously positive outlook for
international financial markets

Prospects are good for a continuation of relative calm
in the international financial markets owing to posi-
tive macroeconomic developments. Robust economic
growth has, however, increased inflationary pressures
in several countries, which has strengthened expec-
tations of rising interest rates and increased uncer-
tainty.

Uncertainty in the international financial markets
has in recent months been exacerbated by increased
volatility of share prices. The turbulence started in
the United States, where share prices of many infor-
mation technology (IT) companies turned down in
March. The volatility spread particularly to European
exchanges weighted towards IT companies, includ-
ing Helsinki’s HEX (Chart 1). In trying to evaluate
the effects of the decline in share prices, one should,
however, note that prices of I'T company shares posted
huge gains in the period around the millennium
change. The price trend for shares of companies in
more traditional sectors has remained fairly steady
during the early part of 2000, although short-term
volatility has increased during the spring months.

The Asian financial markets have shown signs of
impending recovery. No large specific risks are
apparent in the Japanese markets, although questions
remain as to the effectiveness of financial system
reforms and the solidity of bank balance sheets. The
conditions do not exist for acute crisis in the Latin
American financial markets, as the economies in the
area have been quite stable. Not much has changed
in the Russian financial markets since the crisis of
1998. There is mounting pressure to make changes
in Russian legislation and supervision concerning the
financial markets that will bolster confidence in the
banking sector.
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Banks’ financial results improved and
consolidation continued

The profitability of the biggest international banks
improved notably in 1999. This was largely based on
income growth, which resulted from a more stable
operating environment and improved growth pros-
pects for the world economy. Because of these posi-
tive developments, loan loss provisions declined and
operational efficiency improved. Although for many
banks costs started to increase again, the growth was
slower than the growth in income.

Balance sheets of the largest international banks
expanded rapidly in 1999. The margin between banks’
average lending and funding rates nonetheless narrowed,
as competition picked up. Despite the squeezing of
margins, many banks posted an increase in net income
from financial operations because of higher volumes.

Banks have tried to increase their profitability by
boosting fee incomes and returns on securities trad-
ing. These items have indeed grown considerably
faster than net income from financial operations. For
the large banks, other income climbed above net in-
come from financial operations as a portion of total
income. The improvement in profitability also re-
flected the stronger capital positions of many banks.

The bank consolidation trend has spread from the
Nordic countries and the United States to the core of
Europe and to Japan. Particularly in Europe and Ja-
pan, alliances between large banks are helping to re-
duce overcapacity and to restructure global banking
markets. Alliances across the insurance and banking
sectors and between countries have advanced furthest
in the Nordic and Benelux countries.

Technological progress is also changing the na-
ture of international banking. Almost all the major
banks invested heavily in Internet banking in 1999.
Moreover, a number of small Internet banks have been
established in Europe. Such banks, which operate in-
dependently of the larger banks, were launched in
the United States already in the mid-1990s.

Cross-border bank mergers:
a challenge for regulation and
supervision

Banks have responded to heightened competition by
seeking scale economies and market power via merg-
ers across sectors and national borders. The merger
trend increases the need for developing international
law in the area of supervision. Nordic country super-

Table. Deposit banks': combined financial results and balance sheet, 1993-1999, EUR billion
1993 1994 1995 1996 1997+ 1998* 1999% | 1997+  1998%F 1999**
incl. Nordbanken
Net income from financial operations 2.2 2.3 2.1 1.9 2.1 2.3 2.3 3.1 3.2 3.1
Other income 1.6 1.4 1.4 1.7 1.3 1.4 1.4 2.1 2.4 22
Total income 3.8 3.8 35 3.6 34 37 37 52 5.6 55
Operating expenses 2.6 2.8 2.6 22 1.9 2.0 1.9 2.8 2.9 2.8
Depreciation 0.3 0.3 0.3 0.4 0.2 0.2 0.2 0.3 0.3 0.3
Loan and guarantee losses 2.5 1.9 1.0 0.6 0.4 0.3 0.1 0.5 0.2 0.1
Operating profit -1.5 -1 -0.5 0.6 1.0 1.3 1.4 1.7 2.1 22
Total assets 122.2 112.3 103.7 97.2 110.5 107.9 117.1 159.1 153.1 168.4
Non-performing assets, net 6.0 4.3 8N 2.1 1.4 0.9 0.8 2.1 1.5 1.1
— % of claims on the public 8.7 72 6.3 4.0 2.5 1.5 1.2 2.4 1.6 1.1
Loan losses, % of claims on the public 3.6 32 2.0 1.2 0.7 0.4 0.1 0.5 0.3 0.1
Risk-weighted assets and liabilities 82.2 70.6 62.5 62.6 67.6 69.8 71.8 94.2 973 1053
Capital adequacy ratio, % 10.7 1.7 12.0 1.4 1.9 1.5 1.9 11.8 .1 1.7
Return on equity, %** -25.9 -20.3 -9.6 11.8 16.7 25.8 20.1 18.4 21.5 19.8
Return on assets, % -1.4 -1.0 -0.5 0.6 0.7 1.2 1.0 0.9 1.1 1.1

The figures for 1997, 1998 and 1999 are not fully comparable with the figures for previous years owing to the formation of

MeritaNordbanken and the restructuring of the cooperative banking group.The figures for 1999 include the Leonia Group.

The figures for commercial banks are on a consolidated basis.
The figures for MeritaNordbanken Group include only Merita Bank Group.

* Incl. the entire MeritaNordbanken Group.
Ratio of operating profit less taxes to average equity.

Sources: Financial Supervision Authority and Bank of Finland.
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Chart 2.

Deposit banks:
lending stock and interest rate margin

EUR billion %-pts
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March

1. Lending to companies (left-hand scale)

2. Lending to households (left-hand scale)

3. Other markka-denominated lending (left-hand scale)

4. Foreign-currency lending (left-hand scale)

5. Difference between average rates on markka-denominated
(from 1999 euro-denominated) lending and deposits
(right-hand scale)

Source: Bank of Finland.

visors have been studying the implications of the new
operating environment and working to create an ef-
fective Nordic framework for banking supervision.
This work has focused on agreements and other forms
of cooperation between the authorities concerned.
One of the risks associated with the merger trend is
the increased complexity of monitoring the multina-
tional banks that are being created. The problems arise
in respect of comparability and differences eg in ac-
counting practices, all of which complicate the task
of the supervisor. Crisis management in this envi-
ronment also requires new arrangements between au-
thorities.

Rapid growth of lending
in the euro area

Lending by euro area financial institutions has con-
tinued to increase at an annual rate of some 10%.
The growth in lending in the euro area is marked by
wide differences across countries. For example, in
Portugal and Ireland the annual growth rate is ap-
proximately 30%. Banks’ interest rate margins have
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meanwhile narrowed on average, as a result of tighter
competition. Both deposit and lending rates have re-
cently followed market trends upwards. However, real
interest rates have actually declined in some cases.

EU area banks have played a significant role in
lending to developing countries. The economic cri-
ses that occurred in Asia, Latin America and Russia
in 1998 underlined the magnitude of the risks asso-
ciated with such lending. Recent improved perfor-
mances by the most problematic economies in these
regions have reduced EU area banks’ short-term risks
associated with claims on these countries. These
claims will nonetheless continue to require close
monitoring.

EU area banks are currently in excellent finan-
cial condition. Tightening competition will, however,
cause problems for inefficient banks. For EU banks,
the biggest risks in connection with core banking
activities will be those associated with lending to
companies in the construction and real estate sec-
tors. This is related to the fact that many countries
have recently witnessed surges in real estate prices.

Profitability of Finnish banks
is excellent

The aggregate operating profit of Finnish banks (incl.
MeritaNordbanken Group) increased for the fourth
year in a row, to about EUR 2.2 billion in 1999. The
excellent performance was based on reductions in
costs and in credit and guarantee losses. Loan loss
recoveries (income from realizations of collateral) re-
duced already small gross loan losses, and thus net
loan losses had positive effects on some banks’ fi-
nancial results. These recoveries are, however, likely
to dry up in the near future. Although the stock of lend-
ing increased sharply, net income from financial
operations fell slightly as competition tightened. The
recent rise in market interest rates again boosted
net income from financial operations, because of dif-
ferences in interest linkages of lending as opposed to
deposits. The aggregate margin (average gap between
euro-denominated lending and funding rates) has
widened, as banks’ lending rates are for the most part
tied to short-term market rates or prime rates, whereas
about half of deposit volume is subject to fixed rates
(Chart 2). The aggregate margin may shrink in the
future since interest rates on new lending are gener-
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ally lower than the average rate on the stock of lend-
ing and deposit rates are subject to upward pressure.

The trend for other income' depends largely on the
growth of fee income. With the transition to Stage
Three of EMU, interest rate levels in the euro area have
converged and exchange rate risk has been eliminated
within the area. Moreover, Finnish banks have been
reducing their share holdings. These developments
explain the sharp decline in net income from securi-
ties transactions and foreign exchange dealing. Fee in-
come from asset management services and sales of
mutual fund units and insurance increased substan-
tially. In the aggregate, banks’ other income declined
slightly, as the growth in fee income did not fully off-
set decreases in the other items included.

Finnish banks’(incl. MeritaNordbanken Group)
return on equity was about 20% in 1999. The sol-
vency ratio, as defined in the Credit Institutions Act
(BIS rules), improved slightly, from 11.1% in 1998
to 11.7% in 1999. The increase in risk-weighted
assets was more than offset by growth in equity capi-
tal over the same period, which had a positive effect on
profitability. Tier 1 capital® increased. The expansion
in banks’ balance sheets accelerated not only because
of a large increase in lending but also because of ex-
ceptionally strong Y2K-related demand for liquidity
in late 1999. Small banks in particular stepped up
their lending substantially. Foreign banks operating
in Finland have competed aggressively, increasing their
market share in lending from less than 3% to some
5% between February 1999 and February 2000. While
banks’ deposits from the public are still on the increase,
growth has decelerated as alternative investment out-
lets gain rapidly in popularity (Chart 3).

Finland’s banking sector is among the most effi-
cient in Europe. Banks managed to cut expenses con-
nected with personnel and branches again in 1999.
The total number of employees has declined to less
than half the peak reached in 1989, when Finnish
banks employed over 53,000 persons (Chart 4). At
the end of 1999 about 24,000 persons were employed.
The number of branches fell from the 1987 peak of

' Other income includes net income from securities and
currency trading, fees, dividends and other items as well
as shares in profits/losses of associated companies.

2 Includes (for limited liability companies), inter alia,
share capital, capital loans, reserves, premium accounts and
unrestricted capital.
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Chart 3.

Financial assets of Finnish households
EUR billion %

1990 91 92 93 94 95 96 97 98 99

1. Bank deposits (left-hand scale)

2. Bonds (left-hand scale)

3. Shares (left-hand scale)

4. Insurance-based savings (left-hand scale)
5. Mutual funds (left-hand scale)

6. Deposits, % of total (right-hand scale)

Sources: Finnish Bankers' Association,
Bank of Finland, Statistics Finland and
Federation of Finnish Insurance Companies.

Chart 4.

Deposit banks (parent banks):
numbers of employees and branches
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Source: Finnish Bankers' Association.
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Chart 5.

Manufacturing companies' debt and
ratio of debt to value added
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1. Debt (left-hand scale)
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Sources: Bank of Finland and Statistics Finland.
Chart 6.
Household debt,
debt servicing costs and saving rate,
% of disposable income
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1982 83 84 85 86 87 88 89 90 91 92 93 94 95 96 97 98 99

1. Debt (left-hand scale)
2. Debt servicing costs (right-hand scale)
3. Saving rate (right-hand scale)

* Figures for debt and debt servicing costs in 1999
are Bank of Finland forecasts.

Sources: Statistics Finland and Bank of Finland.

3,553 to 1,545 by end-1999°. The decline in numbers
of employees and branches did, however, slow down
in 1999. Banks incurred new costs, inter alia, in con-
nection with the application of new technologies and
product innovation. Banks in general, including small
banks, have invested heavily in Internet banking.

Favourable macroeconomic performance will
probably keep the stock of bank lending on the rise
for the next few years. On the other hand, there is
likely to be a gradual intensification in interest-rate
competition for deposits after earnings on all depos-
its become taxable on 1 June 2000. Although banks
will attempt to channel funds that are withdrawn from
deposits eg into mutual funds, the removal of tax ex-
empt status from certain deposits is likely to affect
the rates paid on high-yield accounts and new fixed-
term accounts. Because of rising market interest rates,
banks’ net income from financial operations will
probably continue to develop favourably this year.
However, increasing competition for deposits is likely
to eventually put a squeeze on Finnish banks’ net in-
come from financial operations.

Wide fluctuations in asset prices
entail risks

Favourable economic conditions have been accom-
panied by soaring asset prices. Price rises in housing
and shares in particular have been the subject of wide
discussion. A precipitous decline in asset prices could
elicit both direct effects (via realizations of credit and
market risks, lower fee income and problems involv-
ing subsidiaries) and indirect effects (via an economic
slowdown).

The likely direct result of a sharp decline in asset
prices would be that banks’ customers would experi-
ence increased bankruptcies and payment defaults. This
would in turn reduce the protective value of collateral,
which would lead to increases in nonperforming as-
sets and loan losses. Although Finnish companies and
households are at this stage of the economic cycle still
well positioned to service their debts, there has been
an upturn in the ratio of households’ debt servicing
costs to disposable income (Charts 5 and 6).

3 These figures include foreign banks’ branches operating
in Finland as well as Merita Bank of the MeritaNordbanken
Group.
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The recent increase in the stock of lending is ap-
parently not due to any substantial easing of lending
standards. On the other hand, the share of total lend-
ing to companies accounted for by construction and
real estate services and rental and other business
services is significant, and these types of lending are
particularly vulnerable to falling asset prices. How-
ever, banks’ nonperforming assets are still exception-
ally small, both in absolute terms and relative to the
stock of lending.

At the moment, Finnish banks’ direct market risks
can be considered to be fairly small. Because their
present share holdings are quite limited, a drop in
share prices would probably not cause serious prob-
lems. By contrast, the financial results of insurance
companies would be significantly affected by a size-
able drop in share prices, as their results in 1999 were
more dependent on high investment returns than was
the case for deposit banks. Many banks have in re-
cent years been able to substantially reduce their real
estate holdings and hence reduce their direct risks
associated with changes in real estate prices.

Compared with parent banks, their subsidiaries’
profitability could suffer more from a steep drop in
prices. All the large banks, for instance, have asset
management or real estate management companies
through which losses can be realized. In the short
run, price volatility would probably boost share trad-
ing volumes and hence fee income from broking and
asset management.

A significant decline in asset prices could have
indirect effects on banks’ profitability as economic
agents became less inclined to borrow, the economy
slowed, and banks’ found themselves with less finan-
cial room for manoeuvre.

Consolidation of securities markets
continues

Consolidation of the infrastructure of European se-
curities markets is continuing and is taking on new
forms. It is important for the future of the Finnish
financial system that secure and efficient links to core
European securities markets be made available to
domestic investors and securities issuers. As trading
and settlement systems of different countries con-
verge, it will become imperative to resolve a number
of new operational and legal issues.

BULLETIN 2 e 2000

Some of the alternative share trading systems that
are taking their place alongside traditional European
stock exchanges aim to offer pan-European facilities
for trading in shares of large or growing companies.
Traditional exchanges are seeking to forge alliances
or cooperate in other ways in order to become more
competitive. In autumn 1999 eight European ex-
changes (Milan, Zurich, Madrid, Paris, Amsterdam,
Brussels, London and Frankfurt) agreed to launch a
common securities market by November 2000. The
agreed format would mean, inter alia, a common cus-
tomer interface and unification of certain operations.
In March 2000 the Paris, Amsterdam and Brussels
exchanges announced their intention to merge to form
the Euronext exchange. And at the start of May, the
London and Frankfurt exchanges announced their
decision to merge to form the iX exchange, which
will specialize in electronic trading. The London and
Frankfurt exchanges have also agreed on a joint ven-
ture with the US Nasdaq exchange. These alliances
are restructuring the cooperative arrangements among
European exchanges.

The HEX has been closely following consolida-
tion efforts and has participated in negotiations with
the parties concerned. Trade in Finnish derivative
instruments has for the most part been transferred
(by an earlier agreement) to the German-Swiss Eurex
derivatives exchange.

The consolidation of settlement facilities for se-
curities trades has so far led to the formation of three
central securities depositories (CSDs) in Europe.
Deutsche Borse Clearing and Luxemburg’s Cedel
merged at the start of 2000 to form the Clearstream
CSD. In March Euroclear, which operates in Belgium,
and the French Sicovam announced plans to merge.
CrestCo of the United Kingdom and the Swiss SIS
launched a joint venture called Settlement Network.
These alliances will soon be expanding and integrat-
ing further. With time, it will be possible for the
European settlement infrastructure to be concentrated
in one or two international CSDs.

CSDs operating in Europe have constructed
numerous links, which have helped to unify settle-
ment operations. The system operated by the Finnish
Central Securities Depository (APK) now has two
two-way links, with Clearstream and Sicovam. These
links have also been approved for transfer of securi-
ties used as collateral in Eurosystem credit granting
operations.
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Chart 7.

Volume of share trades settled
in the APK system
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Source: Finnish Central Securities Depository (AKP).

Share trading in Helsinki increased
sharply

The Finnish Central Securities Depository (APK)
maintains settlement and register systems for equi-
ties (OM system) and debt instruments (RM system).
Numbers of transactions processed in the OM sys-
tem have increased sharply in the last six months or
so (Chart 7). The increase is based on strong interest
in HEX-listed technology companies and the shrink-
ing in average transaction size as a result of the boom
in online trading. Because of the growth in transac-
tion volume, efforts have been made to upgrade the
settlement of share trades. Nonetheless, concentra-
tion of securities registration in the APK, which will
enable revamping of share settlement, is not expected
to be completed until October 2000. The number of
transactions processed in the RM system also rose
slightly in the first quarter of 2000, following a year
of subdued activity. The growth was partly due to the
issuance of a 2011-dated benchmark government
bond as well as the addition of several large interna-
tional banks to the list of primary dealers.

The number of TARGET transactions
continues to increase

The number of cross-border TARGET payments has
increased steadily from about 29,000 (daily average)
in 1999 to about 36,000 in early 2000 (January—Feb-
ruary). On the basis of number of payments, the peak
day in the latter period was 22 February (dollar mar-
kets being closed on 21 February), when some 52,000
TARGET payments were processed .

The average value of a TARGET payment has con-
tinually declined. This is explained by the increasing
share of customer payments, which are smaller on
average than interbank payments. In February 2000
customer payments accounted for more than 31%
of all payments (as against 17% in January—April
1999).

As it continues to develop the TARGET system,
the Eurosystem will be particularly concerned to take
into account the views of participating banks. Ac-
cording to a report published by the ECB in Novem-
ber 1999, banks have de facto adopted TARGET as
the standard for cross-border transfer of large-scale
euro-denominated payments. The priority for devel-
opment of the system is to increase its functionality,
though this does not apply to all of the RTGS sys-
tems included in TARGET.

The Eurosystem has indicated that the banks
should have cross-border retail payment systems in
place that can compete with national systems, eg in
terms of efficiency and pricing, by 1 January 2002,
when euro notes and coins are put into circulation. It
is hoped that the practical goals that have been
set for the Eurosystem banking sector will promote
development of a system that enables the public to
reap the benefits of the single currency also in respect
of cross-border credit transfers.

In the period January—March 2000, the daily
average value of payments transferred in the BoF-
RTGS system was about EUR 19 billion. This aver-
age corresponds to 16% of Finnish GDP, so that the
six-day flow of payments through the BoF-RTGS
matches the annual value of GDP. Work on the
changeover from morning transfers of covering funds
to night transfers in the interbank payment system
(PMJ) is moving ahead on schedule. Night booking,
due to start in May 2000, will reduce interbank
counterparty risks, since banks will credit payments
from other banks to their customers’ accounts only
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after covering funds are received. Bilateral transfers
of covering funds eg for credit transfers and debit
card payments are effected via banks’ settlement ac-
counts at the Bank of Finland.

The proportion of banks’ domestic customer pay-
ments rose again in 1999, to 85%, according to the
Finnish Bankers’ Association. The bulk of banks’
paper-based transactions are credit transfers handled
through their payment services. As the WAP stand-
ard* becomes more widely applied, more and more
diversified payment services are becoming available
via mobile phones. Finland is the world’s leading
country in the use of banking services provided via

* WAP = Wireless Application Protocol.
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both mobile phones and the Internet. Security with
respect to wireless data transfers is being upgraded
as new procedures such as the electronic signature
come on stream. This technology is already being
put to use eg in electronic ID (HST) cards.

15 May 2000

Key words: financial system, stability,

[ | financial markets, banking sector,
securities markets, payment and
settlement systems
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Befter-informed wage setters

he aim of this article is to argue for the under-
pinning of wage setting procedures by reports
and discussions on domestic and international
economic and labour market developments.
In 1997-1998 I headed a committee that sought
to strengthen the Mediation Authority in Sweden.
However, the remit of the committee was not limited
only to mediation. It also covered the framework for
wage formation in Sweden. In this article, I describe
the committee’s proposals, the reactions to them and
the final results. I then discuss some issues concern-
ing wage formation and finally elaborate on one of
the issues dealt with by the committee. Although I
benefited from the support of an able secretariat and
many good experts on the committee, I remain solely
responsible for the report.

The committee on mediation and
wage formation

The aim of the committee’s proposals was to con-
tribute to efficient wage formation and positive eco-
nomic performance in Sweden, with strong growth
and rising employment, while avoiding upward in-
flationary pressure.

The committee’s report identified four starting
points for the proposals, namely: the wage forma-
tion process in Sweden does not function well; the
wage formation framework is important for economic
progress; collective agreements are preferable to leg-
islation; the broad support of the social partners (em-

! Svante Oberg has been Director General of Statistics Swe-
den since May 1999. Prior to that, he was Secretary of State
at the Swedish Ministry of Finance from 1990 to 1991 and
again from 1994 to 1997, Advisor at the International Monetary
Fund in Washington from 1992 to 1994 and Director General
of the Institute of Economic Research from 1997 to 1999.
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ployer and employee organizations) and the Swedish
Riksdag (Parliament) would be necessary to achieve
legislative changes in this area.

The committee’s proposals
covered five areas

A new and stronger Mediation Authority should be
established. Unlike Denmark, Finland and Norway,
Sweden has had a very small Mediation Authority
with very few powers.

The Mediation Authority should be given en-
hanced powers. It should have the authority to act in
good time before the termination of wage contracts;
to call parties to attend meetings; to encourage coor-
dination in negotiations; to receive 14 days advance
notice of industrial action; to delay notified indus-
trial action by up to14 days; to request parties to set-
tle conflicts through arbitration; and to set up a per-
manent arbitration board. These powers exist in vari-
ous forms in other Nordic countries.

The Mediation Authority should play an active
role in setting standards. It should have expert advi-
sory committees in the areas of wage contracts, eco-
nomics and wage statistics. It should be responsible
for the development of high-quality wage statistics
(the production of which would remain the responsi-
bility of Statistics Sweden). It should publish reports
on economic developments and wage trends in Swe-
den and other countries.

Stricter rules on industrial action. A better balance
needs to be established between the social partners
through restrictions on the right to take sympathetic
industrial action, the introduction in Swedish law of a
proportionality requirement limiting the possibilities
of an organization to take industrial action that im-
poses substantial costs on the opposing party and third
parties without the organization itself incurring sub-
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stantial costs and a prohibition on industrial action
against sole traders and family companies.

Finally, the Mediation Authority should contrib-
ute to increased equality between women and men
through better wage statistics, the addition of wage
data to databases, discussions in reports on wage
trends for women and men and recruitment of neces-
sary expertise in the equality area.

The committee also stated that it is generally better
if relations between the social partners are regulated
through collective agreements than by law. Furthermore,
the committee proposed that the Swedish Government
appoint a council for regular discussions with the social
partners to reach a better understanding and a common
view of what constitute desirable developments. Un-
like Finland, Sweden does not have a tradition of na-
tional tripartite agreements on wages and income be-
tween the Government and the social partners.

Reactions to the committee’s
proposals and final results

The committee submitted its proposals in November
1998. They were well received by the Government and
economists, but heavily criticized by labour market
organizations. I found some support at the central level
for strengthening the wage formation framework, but
very little support at the sector and branch level, where
the power resides as regards wage negotiations. Most
sector and branch organizations did not want any cen-
tral or Government intervention in negotiations.

The Government appointed the former Prime Min-
ister Ingvar Carlsson and myself as ‘samsynsmaén’, a
kind of mediator, with the remit of reaching broader
agreement between the social partners on what needed
to be done. But we did not get very far. There was
consensus on some issues, eg that a somewhat stronger
Mediation Authority should be established. But SAF,
the employers’ central organization in the private sec-
tor, did not agree on the need for involving the Media-
tion Authority in coordinating negotiations or setting
standards. They even failed to agree to a proposal to
set up a body for regular discussions with the employee
organizations. In addition, LO, TCO and SACO, the
central employee organizations, did not agree to the
need for tighter rules on industrial action.

The Government and the Riksdag have now decided
that a new and stronger Mediation Authority will be
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established on 1 June 2000. It will have some increased
authority, although not as much as the committee had
proposed. The rules on industrial action have been tight-
ened only slightly. It is still an open question whether
the Mediation Authority will be successful in issues re-
lated to setting standards. It will have the resources to
commission improved wage statistics and economic
reports. But SAF has stated that it will not take part in
the advisory committees in the areas of wage contracts,
economics and wage statistics.

There is one encouraging development in the
Swedish labour market that is worth mentioning in
this context. The social partners in the manufactur-
ing sector, twelve employer organizations and eight
employee organizations, have reached an important
agreement on industrial development and wage for-
mation, the ‘Industriavtalet’. In this agreement, the
parties have agreed to set up an industrial commit-
tee, to observe certain procedures in wage negotia-
tions, to appoint independent chairpersons for the
negotiations and to set up an economic council,
‘Industrins ekonomiska rad’. A similar agreement,
but not as far-reaching, has been made in the trade
sector and part of the private service sector. Negotia-
tions on similar agreements are currently taking place
in the central and local government sectors.

Wage formation

Wage formation plays several important roles in so-
ciety. Through wage formation, incomes are distrib-
uted between labour and capital, and between sec-
tors and individuals. Wage formation also affects re-
source allocation and economic efficiency. Further-
more, wage formation affects inflation and national
competitiveness and thereby growth and employment.
In this last-mentioned respect, Sweden and Fin-
land have had severe problems in the last three dec-
ades. Since the mid-1970s Sweden has devalued the
krona six times to cope with inflation and wage in-
creases that were higher than in other countries. It
now has a floating currency. Finland used to be known
for its devaluation cycle, but, with Finnish member-
ship of European monetary union (EMU), the coun-
try can no longer deal with competitiveness prob-
lems through devaluation (if ever it could).
Economic research indicates that highly central-
ized or highly decentralized wage setting produces



better results in terms of unemployment than wage
setting at sector and branch level. In the first case,
the reason is thought to be that it makes more sense
for large organizations covering a large part of the
economy to take into account the negative effects of
high wage increases on growth and employment at
national level. In the second case, the reason is
thought to be that, with highly decentralized or local
wage setting, unrestricted market forces generally
produce more efficient solutions.

In the case of wage setting at sector or branch
level, negotiations mainly have the character of ne-
gotiations between sectors and branches. It is impor-
tant for negotiators of employee organizations to
achieve wage increases that are at least as high as or
preferably higher than wage increases in other sec-
tors or branches. The negative implications of high
wage increases in only one sector or branch for the
nation’s growth and employment are not strong
enough to be a restrictive factor in negotiations.

Early empirical results by Calmfors and Driffill
found support for the theory that central and local
wage setting produces better results than wage set-
ting at sector or branch level (the so-called Calmfors—
Driffill curve). Recent re-examinations of the theory
by Elmeskov, Martin and Scarpetta at the OECD also
provide support for the theory; in particular, the re-
sults indicate that a high degree of coordination of
wage negotiations may result in low unemployment.
Empirical results are, however, not conclusive.

Experiences from several European countries also
support the view that greater consensus at national
level contributes to good economic performance.
Austria, Denmark, Finland, Norway, Ireland and the
Netherlands have had good experiences with various
forms of tripartite cooperation. In times of crisis,
agreements have been reached on effective measures
to address the problems at hand. Over the last 10 to
20 years, the economies of these countries have per-
formed better in terms of growth and employment
than most other European countries.

On the other hand, countries with decentralized or
local wage setting have also done well economically
over the last two decades. One such country is the United
Kingdom, which radically changed its economic poli-
cies in the early 1980s. The changes included a tighten-
ing of monetary policy, reforms in public expenditure,
deregulation of the labour market and privatization. The
United States has never had a regulated labour market
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and has performed very well with respect to employ-
ment growth. Other countries, such as Australia and
New Zealand, have also had good results.

For Sweden, which lies somewhere in between
the highly centralized and the highly decentralized
systems of wage setting, the best way to reform wage
formation would be to move towards more consen-
sus, similar to that in certain other European coun-
tries. Although a deregulated labour market is better
in terms of flexibility and efficiency, it would take
many years of severe conflict to achieve this in Swe-
den, given its high union participation rate and egali-
tarian tradition. The committee has therefore sought
ways to improve wage formation through better in-
formation and forums for discussion.

Underpinning wage setting procedures

Thus, an important part of the committee’s proposals
concerns the underpinning of wage setting procedures
by reports and discussions on domestic and interna-
tional economic and labour market developments.

The proposals include assigning responsibility to
the Mediation Authority for the preparation of an-
nual economic reports. These would deal with eco-
nomic developments in Sweden and internationally
and with prospects for the upcoming wage agreement
period. The reports should elaborate on many issues,
but they should not seek to establish a norm for the
wage negotiations. The reports would not be prepared
by the staff of the Mediation Authority, but instead
be commissioned from an independent body, eg the
National Institute of Economic Research (Konjunk-
turinstitutet).

There are several reasons justifying the produc-
tion of such reports. First, theoretical arguments in-
dicate that a shared view of important circumstances
makes it easier for negotiating parties to reach an
agreement without conflict. Several researchers in-
dicated to the committee that coordination would
make parties more willing to take into account ef-
fects of the negotiations on employment and unem-
ployment at national level. They also argued that the
risk of conflict would be reduced if the parties had
access to the same information.

Secondly, several countries have had positive expe-
riences with cooperation in the preparation of reports
on economic issues. The committee noted the positive
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experiences in Norway, the Netherlands, Austria and
Ireland with efforts to develop a shared outlook between
the parties on issues that are essential for wage forma-
tion. Cooperation in analysing the issues had contrib-
uted to greater consensus in these countries.

In Norway, this type of report is published every
January. The report is prepared by a standing com-
mittee, ‘Det tekniske beregningsutvalg’, under the
chairmanship of the Director General of Statistics
Norway and comprising representatives of the social
partners, agricultural and fishery organizations and
the Ministry of Finance. The aim is to develop a com-
mon view on economic developments and the pros-
pects for price movements.

Thirdly, Sweden has also had positive experiences
with efforts in this direction. In the early 1990s the
Rehnberg Commission began producing reports on
economic developments as part of the wage agree-
ment process and as a way to induce the parties to
agree to a reduction in previously high wage in-
creases. The Government requested the Rehnberg
Commission to mediate in the wage negotiations at
that time. According to the minutes of the independ-
ent chairpersons, three reports by the Industrial Eco-
nomic Council played an important role in the last
wage round for the manufacturing sector.

The Mediation Authority would also be responsi-
ble for wage statistics and for annual reports on wage
trends, etc. These reports would describe wage devel-
opments, negotiations and wage agreements, labour
market legislation in Sweden and other countries. They
would not, however, include wage forecasts.

I believe it is important that the social partners
have access to the same independent and reliable in-
formation on wage developments. Some of the crit-
ics of the committee argued that wage statistics are
always used for comparisons with groups that are
better paid, thereby contributing to wage increases.
While this may be true to some extent, I maintain
that it is better to have good and reliable information
than to pretend that the problem does not exist.
Moreover, if there are no official wage statistics, the
parties will make their own statistics, which are bound
to be poorer in quality.

In particular, it is important to have much better
information than is currently available on wage de-
velopments in other countries. European develop-
ments will be especially important, since Finland and
Sweden are members of the European Union and Fin-
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land participates in EMU. At present, there are no
reliable comparable data on hourly wages in Euro-
pean countries, an issue that [ intend to promote as
Director General of Statistics Sweden.

It is also important to arrange forums for discuss-
ing these developments. As I noted above, I believe
that a common view of the situation makes it easier
for the parties to reach agreement without conflict. In
this respect, the committee proposed that the Govern-
ment should appoint a council for regular discussions
with the social partners on issues of common interest.

The committee also proposed that the Mediation
Authority should have three expert advisory com-
mittees on wage contracts, economics and wage sta-
tistics. The Government should not, however, take
part in these three expert advisory committees and it
should not try to influence the work of these com-
mittees. They should serve only as discussion forums
for the experts of the social partners.

Conclusion

One way to improve wage formation in Sweden, and
perhaps in Finland too, would be to underpin wage
negotiations with reports and discussions that con-
tribute to forming a common view of domestic and
international economic developments that are impor-
tant for wage negotiations.

28 April 2000

| Key words: wage negotiations,
wage formation, incomes policy,
mediation, labour markets

References

Calmfors, L, Driffill, J (1988), ‘Bargaining structure,
corporatism and macroeconomic performance,
Economic Policy, April, pages 14-61.

ElImeskov, J, Martin, JP, Scarpetta, S (1998), Key
lessons for labour market reforms: evidence from
OECD countries’ experiences’, working paper.

Medling och I16nebildning (SOU 1998:141), ‘Slut-
betédnkande av Utredningen om ett f&rstérkt forlik-
ningsmannainstitut’, Stockholm 1998 (in Swedish).

29



Unemployment, labour markets and EMU

The contrasting unemployment
performance of Europe and
the United States

The unemployment performance of EU countries has
differed markedly from that of the United States over
the past quarter of a century (Chart 1). Despite an
upward trend, European unemployment was lower
than US unemployment until the 1980s. Since then
the opposite has been true: there has been a consist-
ent decline in US unemployment whereas European
unemployment has roughly doubled in the period up
to the present day. What is the explanation for this
contrasting performance? Simplifying a little, it can
be said that economists have attempted to explain it
by pointing to differences in the economic shocks
experienced by Europe and the United States and by
emphasizing differences between labour market in-
stitutions in the these two regions: European labour
markets are rigid while US labour markets are flex-
ible. What are the essential features of the explana-
tions that have been put forward?

The explanation based on economic shocks at-
tributes the contrasting developments in unemploy-
ment in Europe and the United States over the past
twenty-five years to fluctuations in oil prices and real
interest rates and differences in productivity perfor-
mance. But although economic shocks can explain the
rise in unemployment for part of this period, the prob-
lem is how to explain the differences in unemploy-
ment rates. The economic shocks experienced within
Europe have been too similar for them to account for
cross-country differences in unemployment rates.

The other approach is to highlight differences in
the institutional characteristics of labour markets and
argue that the contrasting unemployment perfor-
mance of Europe and the United States is due to
rigidities in European labour markets and the flex-
ibility of US labour markets. How do labour market

by Erkki Koskela
Professor of Economics
University of Helsinki
|

institutions affect unemployment? Some aspects of
this issue are considered below.

*  Unemployment benefit systems influence the
equilibrium level of unemployment via two
mechanisms. First, the more generous is the level
of unemployment benefit, the higher are negoti-
ated wages, labour costs and unemployment.!
Secondly, the longer is the duration of the unem-
ployment benefit, the weaker are incentives for
workers to search for work and the higher is un-
employment.?

* Although the effect of job protection on employ-
ment is a priori unclear as it reduces both hirings
and firings, it affects the nature of unemployment.
The higher the level of employment protection,
the less workers change jobs. Workers who hap-
pen to be unemployed at any given time are likely
to receive less job offers. As a result the duration
of unemployment increases and skills deteriorate.’

Strong job protection and generous unemployment
benefit schemes were already in existence in Europe
in the early 1970s when unemployment was still rela-
tively low. Subsequently, European labour markets
have become more flexible at the same time as un-
employment has grown on average. Therefore the
labour market institution hypothesis per se is also

"' The importance of unemployment benefits in wage
formation has been well documented empirically. For a
discussion of the Finnish case, see eg Honkapohja and
Koskela (1999).

2 There is a wealth of international empirical evidence
indicating that, ceteris paribus, unemployment benefit
schemes prolong the duration of unemployment; see eg
Layard, Nickell and Jackman (1991) and Nickell (1998).

3 See Bertola (1998).
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unable to explain Europe’s weaker employment per-
formance.

The effect of economic shocks depends on a coun-
try’s labour market institutions.* The case of Spain
and Portugal illustrates this in striking way. The un-
employment rate in Spain has fluctuated on either
side of 20% over the past fifteen years whereas the
Portuguese unemployment rate has varied between
4% and 8% (Chart 2). As movements in the business
cycle in these neighbouring countries have been quite
similar during the past two decades, it seems logical
to focus attention on the characteristics of the coun-
tries” labour market institutions. Recently, Bover,
Garcia-Perea and Portugal (1999) have made a sys-
tematic analysis of Spanish and Portuguese labour
market institutions, which reveals that Spain and Por-
tugal are like night and day in this regard. In Spain
the actual level of employment protection is higher,
the unemployment benefit system is more generous
for workers — in terms of eligibility criteria, the ben-
efit replacement rate and benefit duration — trade un-
ions are stronger and wage flexibility is lower. As
Spain and Portugal have experienced more or less
the same economic shocks, a natural explanation for
the difference in unemployment rates is that economic
shocks effect employment via different mechanisms.

If the economic environment is stable, labour
market rigidities are probably not a serious problem.
But if the economic environment is unstable — as has
been the case in Europe since the first oil crisis at
various times and for various reasons — then rigid
labour markets lead to faster growth of unemploy-
ment and unemployment easily becomes long-term.
This seems to be crucial for understanding the coun-
tries’ different unemployment performance in fairly
similar macroeconomic conditions.

Structural unemployment and
factors influencing it

During the severe recession in Finland in the early
1990s open unemployment quickly rose from about
3% to close to 20%. Since 1994 — and in fact already
a little before this — Finnish GDP and industrial pro-
duction have grown at rapid rates by European stand-
ards, but in the view of many commentators unem-

4 See Blanchard and Wolfers (1999).
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ployment has come down surprisingly slowly. A con-
sequence of this has been protracted problems in cen-
tral government finances, despite the good growth
performance. How and why did this come about?

For various reasons, the 1990s recession led to a
sharp increase in structural unemployment. In such
conditions, unemployment will not fall below a cer-
tain level even during good economic times without
structural reforms. This question has recently been
analysed in the Finnish case (Honkapohja and
Koskela, 1999) by applying an approach developed
by British researchers in the 1990s (Layard, Nickell
and Jackman, 1990) but extending it to include, for
example, the real interest rate and private sector in-
debtedness as potential factors influencing structural
unemployment.®

According to the study, the Finnish economy was
characterized by overemployment in the late 1980s;
that is structural unemployment was higher than the
prevailing level of unemployment. In the 1990s struc-
tural unemployment rose sharply to as high as about
10% in 1994-1996.° Among the factors contribut-
ing to the rise in structural unemployment were:

 the rise in labour taxes as part of measures to al-
leviate the central government’s funding prob-
lems, which were caused by high unemployment
and public support for the banking sector;’

* high real interest rates as a result of speculative
attacks against the markka; and

3 Structural unemployment is defined in different ways in
the literature. Put loosely, structural unemployment, as
understood here, is the unemployment rate that is consistent
with stable inflation and external balance. It is therefore
unemployment that cannot be reduced in the long run by
increasing aggregate demand.

¢ Precise figures should be treated with caution as this was
a very unstable period and the aggregate time series used
in the study are short. Precise quantitative estimates of
structural unemployment are sensitive to the details of the
calculations.

" The effect of raising the labour tax rate — the sum of the
personal income tax rate and the payroll tax rate — on
total labour costs and thereby employment in Finland has
been documented earlier in studies at both the total
manufacturing level (Holm, Honkapohja and Koskela,
1994) and sectoral level (Holm, Honkapohja and Koskela,
1996, and Honkapohja, Koskela and Uusitalo, 1999).

« firms’ high indebtedness in the wake of financial
market deregulation.?

Since high structural unemployment prevents eco-
nomic growth from being translated into a better
employment performance in the long run, this raises
the important question of how structural unemploy-
ment can be reduced by policy action.

First, labour taxation in Finland, and also in Swe-
den, is among the most severe in the world, yet for
some reason there has been an unwillingness to ad-
dress the problem, apart from making some minus-
cule cosmetic changes.

Second, it is worth considering what is a suitable
degree of labour market flexibility from the point of
view of structural unemployment. As I pointed out
above, rigid labour markets are a safety net for work-
ers but in turbulent economic times they can easily
cause suffering for less fortunate workers. In a re-
cent paper, Ljungqvist and Sargent (1998) provide
an interesting and convincing analysis of how an
improvement in unemployment compensation pro-
grammes reduces the ability of economies to adjust
to adverse economic shocks. This leads to growing
unemployment, which easily develops into structural
unemployment. There is also empirical evidence that
an improvement in employment protection increases
long-term unemployment (Pissarides, 1999). It should
be stressed that labour market flexibility has become
more important in Europe because the possibility of
using national economic policies to tackle country-
specific shocks has diminished.

Labour market rigidities have been defended by
arguing that they constitute safety nets and improve
the position of workers. But they carry costs as well,
which can be extremely high during times of eco-
nomic turbulence, as many European countries —
Spain is a good example — have discovered. The re-
sult is rising unemployment, problems in central gov-
ernment finances and higher taxation. Distorted in-
centives brought about by overly generous safety nets
may actually work against the interests of disadvan-
taged workers.

8 Why does a rise in real interest rates and corporate
indebtedness lead to higher structural unemployment? The
reason is that higher real interest rates and corporate
indebtedness result in bigger mark-ups. Phelps (1994) was
the first to stress the importance of the real interest rate as
a factor influencing structural unemployment.
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Labour markets and monetary union

Wage bargaining systems in OECD countries differ
considerably from each other in terms of their de-
gree of centralization or decentralization. Does this
have any macroeconomic importance? It has been
argued that centralized wage bargaining and decen-
tralized wage bargaining are better for macroeco-
nomic performance than an intermediate level involv-
ing bargaining at industry or sector level. A decen-
tralized system, in which wages are negotiated at lo-
cal level, keeps wages in check through competition.
The advantage of a centralized system, or corporat-
ism, is considered to be that the effect of wages on
prices is taken into account in wage negotiations. As
aresult, there is greater awareness that a rise in nomi-
nal wages does not mean higher real wages. This, in
turn, tends to moderate nominal wage demands. In
bargaining at industry level, by contrast, the effect
on the price level is not taken into consideration, as
each union is relatively small in relation to the size
of the economy. As a consequence, wage increases
are larger, which can also lead to competition between
unions in terms of the size of their wage demands.
This leads to weaker employment performance. The
positive effect of corporatism on employment is
documented empirically (see, for example, Alesina
and Perotti, 1997).

What will happen to labour markets under the
changed circumstances of monetary union? Will
monetary union lead to rising or falling unemploy-
ment? Recently, some economists have analysed the
strategic interaction between the ECB and trade un-
ions resulting from monetary union and they con-
clude that monetary union will make unions more
aggressive, thus leading to an increase in structural
unemployment. This line of reasoning goes as fol-
lows: if there is a corporatist wage bargaining sys-
tem in a national labour market before monetary un-
ion, then transition to monetary union means that the
significance of wage determination in that country
diminishes, in relation to the euro area as a whole. In
that case corporatism is transformed, as it were, into
bargaining at immediate, industry-wide level, result-
ing in high wage demands and an increase in struc-
tural unemployment (Cukierman and Lippi, 1999, and
Gruner and Hefeker, 1998). The policy recommen-
dation that follows from this kind of analysis is that
either wage bargaining should be coordinated be-

BULLETIN 2 e 2000

tween unions on a cross-country basis so that the
benefits of corporatism can be exploited or that la-
bour markets should be decentralized. Coordination
is probably impossible in practice. Similarly, decen-
tralization is probably not possible for political rea-
sons. Does this mean that monetary union will lead
to growing problems in European labour markets?
Some observers, including myself, take a more opti-
mistic view.

The arguments above assume that competitive
conditions in labour and product markets remain
unchanged under monetary union. This is probably
not the case, however. The Nobel laureate Robert
Mundell (1961), writing at an earlier point in time,
argued that labour market flexibility — by which he
meant labour mobility — is an important adjustment
channel for countries in a currency area when they
experience negative economic shocks. From the point
of view of European monetary union, Mundell’s view
represents a nightmare, as labour mobility is very low.

The onset of monetary union and ongoing eco-
nomic integration mean an increase in the mobility
of other factors of production. Although labour mo-
bility in Europe is low compared with the United
States and is likely to remain so, capital mobility has
increased and will increase further. With higher capi-
tal mobility, demand for labour will become more
sensitive to labour costs. Competition will also in-
tensify in product markets, implying an increase in
the price elasticities of demand for goods and hence
in the wage elasticities of demand for labour. More-
over, real interest rates at present and in the near fu-
ture are and will be notably lower than in the early
1990s, because the euro is floating and there will be
no speculative attacks against the currency and thus
no need to ward them off by tightening monetary
policy through a hike in interest rates. This will also
help to reduce mark-ups and structural unemploy-
ment. Nor will the ECB accommodate wage increases
in euro area countries by easing monetary policy, as
central banks sometimes did under the old regime.

For these reasons — growing competition in prod-
uct and labour markets and the low level of real in-
terest rates that comes with financial stability — the
bargaining strength of trade unions will be reduced.
Wage demands will moderate either automatically or
as a result of bitter experience. Labour markets will
be forced to decentralize under market pressure and
structural unemployment will decline.
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But, as I pointed out above, it is nevertheless im-
portant that this process be accompanied by policy
measures that seek to reduce structural unemploy-
ment by lowering taxes and by reforming unemploy-
ment benefit systems so as to foster greater modera-
tion in wage bargaining and offer more incentive for
people to search for work. This would reduce unit
costs in production and enhance the ability of the
economy to adjust to shocks, thereby mitigating the
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The Baltic economies at the turn of the millennium

he Baltic States’ transition to a market economy

continues apace. The record so far is remark-

able, considering the difficult position from

which these countries started during the socia-
list era less than ten years ago. Progress has not been
smooth, however. The Baltic States were hit by do-
mestic banking crises in the mid-1990s and the eco-
nomic turmoil in Russia at the end of the decade.
But although these crises slowed economic growth
in the Baltic States, they also helped to provide im-
petus for much needed structural reforms by expos-
ing weaknesses in the economy. Estonia and Latvia,
in particular, have made notable progress in economic
reform and, in many aspects of economic policy, they
are at the forefront of transition economies.

Brief recessions in Estonia and Latvia

The Baltic economies grew rapidly in the second half
of the 1990s, but growth was brought to a sudden
halt by the Russian economic crisis in autumn1998
(Chart 1). Before the devaluation of the rouble, the
Baltic States had depended heavily on exports to
Russia, and the subsequent collapse of these exports
had a major impact on output in these countries.
The decline in total output, which began around
the end of 1998, took many observers by surprise.
The recession proved, however, to be short-lived in
both Estonia and Latvia. According to preliminary
data, Estonian GDP declined by 1.4% in 1999, while
Latvian GDP remained broadly flat. In both coun-
tries, output turned up in the second half of the year.
Sales of industrial production in Estonia fell by
4% in 1999. Although production began to recover
in the second half of the year, the upturn was not
strong enough to offset the sharp decline in the first
half of the year. Growth continued in many indus-
trial sectors that rely heavily on exports to western
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countries. Among the strong performers were the
forest and electronics industries. The pickup in pro-
duction in Estonia has been robust, as evidenced by
the 13% jump in industrial sector sales in the first
quarter of this year compared with the same period
one year earlier. It should, however, be noted that sales
were rather low in the comparison period. In Latvia
industrial production fell by about 9% in 1999, al-
though by the end of the year monthly output had
returned to the end-1998 level. There was also a de-
cline last year in freight traffic, which is important to
the Latvian economy and heavily dependent on tran-
sit trade to and from Russia. Cargo handled in Latvian
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ports fell by 6% compared with 1998, partly because
some of Russia’s transit traffic was re-routed through
other Baltic States.

In Lithuania total output continued to decline
throughout last year. According to preliminary data,
GDP declined by 4.1% and industrial production by
8%. While this was largely the result of lower ex-
ports to Russia, other factors also played a part.
Mazheikiu Nafta, the only oil refinery in the Baltic
States, is located in Lithuania and accounts for about
10% of that country’s GDP. Last year the Lithuanian
government began privatizing the production facility
by selling part of it to a US oil company. The refinery,
which depends to a large extent on crude oil supplies
from Russia, has suffered occasional cut-offs in sup-
ply during and since the privatization process.

GDP is expected to increase in all the Baltic States
this year. The Estonian and Latvian authorities are
forecasting national growth rates of about 4%; for
Lithuania the corresponding figure is about 2%.

Low inflation and high unemployment

Following a surge in inflation in the wake of price de-
regulation at the beginning of the 1990s, there was an
abrupt slowing of inflation in the Baltic States. Dur-
ing the last two years inflation rates in Latvia and
Lithuania have been among the lowest for the transi-
tion economies. In 1999 consumer prices rose by 3.9%
in Estonia, 3.2% in Latvia and just 0.3% in Lithuania
(Chart 2). The virtual stability of prices in Lithuania
was affected by the ongoing recession, which had a
marked dampening effect on domestic demand. Infla-
tion is expected to accelerate somewhat in all of the
Baltic States in 2000, as economic growth recovers.
The economic difficulties faced by the Baltic
States in recent years have been reflected in unem-
ployment rates, which have climbed to record high
levels. In 1999 the unemployment rate rose to nearly
15% in Latvia and Lithuania and to about 12% in
Estonia. These unemployment rates are based on in-
ternationally comparable labour force surveys, which
are carried out in the Baltic States 2—4 times a year.
The monthly unemployment figures published by
national employment authorities count as unemployed
only those persons who are registered as such. The
unemployment rates calculated in this way are there-
fore considerably lower than the above rates and are
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not comparable across countries. There are major
regional disparities in unemployment conditions in
all the Baltic States. Unemployment rates in remote
regions and declining industrial areas can be as much
as four times higher than rates found in the capital
regions.

Government finances under pressure

Estonia and Latvia pursued a policy of budgetary
restraint in the 1990s (Chart 3). Estonia’s budget defi-
cits have been among the lowest in the transition
economies. In only three years in the 1990s did the
country’s public sector deficit exceed 1% of GDP.
This is a remarkable achievement for a new state that
had to build its government and economic structures
virtually from scratch and at the same time develop
its social security system and invest in education. In
Latvia the public sector deficit peaked at about 4%
of GDP in the mid-1990s. The main reason for defi-
cits at that time was a severe crisis in the banking
sector, which resulted in the failure of some large
banks as well as the loss of deposits held by both
individuals and public sector entities. In the follow-
ing years budgetary policy was tightened and defi-
cits declined significantly.

Lithuania’s budgetary policy has been more lax
than that of the other Baltic States. Only in 1997,
when the economy grew at a record pace, was the
public sector deficit less than 4.5% of GDP. One
reason for the large deficits has been the slower pace
of economic reform in Lithuania. For example, pub-
lic support has been provided to large companies fac-
ing financial problems, among them firms in the en-
ergy sector.

The economic recession led to a widening of
budget deficits in the Baltic States in 1999. The budg-
ets for 1999 were initially drafted on an optimistic
basis, as they underestimated the likely impact of the
Russian crisis. But, as output declined, revenue fell
below projected levels. Despite the fact that all the
Baltic States were forced to cut expenditure in the
course of the year, the deficits turned out to be of
record magnitude. According to preliminary data, the
public sector deficit was 4.7% of GDP in Estonia,
3.5% in Latvia and 7.1% in Lithuania. Spending cuts
have not been easy to implement in countries where
pensions and salaries in the public sector are small
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and the need to develop, for example, social welfare
programmes is great.

The Baltic States are seeking to consolidate their
budgets substantially this year. The public sector defi-
cit is projected to amount to 1.3% of GDP in Esto-
nia, 1.9% in Latvia and 2.8% in Lithuania. This re-
quires that expenditure be kept at 1999 levels. This is
to be achieved by, for example, enhancing the effi-
ciency of government administration, freezing sala-
ries in the public sector and limiting increases in pen-
sion benefits. In addition, in Lithuania certain kinds
of benefits and business subsidies are to be cut.
During the first quarter of 2000 central budget defi-
cits in the Baltic States have remained within the lim-
its set.

Foreign trade deficit -
a cause for concern

Major changes have occurred in Baltic States’ for-
eign trade as a result of the Russian crisis. The im-
pact of the crisis demonstrated how important Rus-
sia still was for the Baltic economies. This was some-
thing that many people in the Baltic States had per-
haps forgotten during the period of rapid economic
growth that preceded the crisis. In 1997, before the
collapse of the Russian export market, official sta-
tistics indicated that Russia accounted for 19% of
Estonia’s total exports, 21% of Latvia’s and 25% of
Lithuania’s. In 1999 the corresponding shares were
only 9% for Estonia and 7% for both Latvia and
Lithuania. Last year’s slump in exports to Russia and
other CIS countries was so large that it was not offset
by increased exports to other (notably EU) countries.
Total exports from both Estonia and Latvia decreased
by about 5% while Lithuanian exports fell by 20%.
The relative share of EU countries in the Baltic States’
foreign trade increased throughout the 1990s, albeit
in more recent times partly because of the decline in
trade with CIS countries. In 1999 EU countries ac-
counted for 63% of Estonian exports, 60% of Latvian
exports and 50% of Lithuanian exports. Such large
shares are a significant achievement for a group of
countries whose trade with the EU area accounted
for only a few per cent of their total exports just ten
years ago.

What might be considered a positive consequence
of the Russian crisis is that it forced the Baltic States
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to make greater efforts to find outlets for their ex-
ports in western markets and so reduce their depend-
ency on a single market region. A large proportion
of the goods sold to Russia are not of the kind or
quality that are suitable for western markets, but as
long as exporting to Russia went smoothly there was
no need to improve existing products or develop new
ones. One of the main categories of Baltic exports to
Russia was foodstuffs, and finding western markets
for these has been difficult, although not impossible.

One of the Baltic States’ major problems is exter-
nal imbalance (Chart 4). Lithuania posted current
account deficits of more than 10% of GDP through-
out the latter half of the 1990s, while Estonia and
Latvia occasionally had deficits exceeding 10%. In
1999, however, Estonia’s current account deficit de-
clined sharply to 6% of GDP as recession dampened
the demand for imports. In Latvia and Lithuania, the
current account deficit fell only slightly. In both Es-
tonia and Latvia, the current account deficit began
to grow rapidly again in the last quarter of 1999 as
economic growth recovered. Current account defi-
cits can be considered normal for developing econo-
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mies like the Baltics with low domestic saving rates
and huge investment needs. However, as foreign debt
increases, large deficits can jeopardize economic
development if, for example, financing becomes
harder to obtain.

In several years in the latter half of the 1990s,
Estonia and Latvia were able to finance their current
account deficits, or at least a large part of them,
through direct investment from abroad. As a result,
these countries’ external debts are not as large as their
deficits would suggest. Since Lithuania has not at-
tracted as much direct investment as its Baltic neigh-
bours, it has had to resort to a greater extent to bor-
rowing in the international markets. Lithuania’s pub-
lic external debt, which amounts to about 25% of
GDP, is not yet large enough to give cause for con-
cern, but it is growing fairly rapidly. In Estonia and
Latvia the public external debt is less than 10% of
GDP.

As to a large extent foreign direct investment in
the Baltic States has been tied to privatization deals,
the progress made in privatizing state-owned com-
panies has had a major impact on the inflow of for-
eign direct investment. Since privatization is now in
its final stages, the related direct investments will
decline in the coming years.

All the Baltic States have fixed exchange rate re-
gimes, and their exchange rates have been stable since
the early 1990s. The aim is to keep exchange rates
fixed until these countries join the EU and eventu-
ally EMU. Lithuania has announced its intention to
start pegging its currency to the euro instead of the
US dollar in 2001.

Preparation for EU membership
supports economic reforms

For several years now, the development of economic
legislation and economic institutions in the Baltic
States has been guided by the goal of EU member-
ship. The guiding principles provided by the pros-
pect of EU membership have made an important con-
tribution to the building of a market economy and
have also helped to speed up the reform process in
the Baltic States.

In December 1999 the EU decided to admit six
more countries to membership negotiations. These
‘second wave’ countries comprise Bulgaria, Latvia,
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Lithuania, Malta, Romania and Slovakia. The first
wave countries were invited to start membership ne-
gotiations in 1997, when the EU launched its east-
ward enlargement strategy. Estonia was one of the
countries to begin negotiations at that time.

The decision in 1997 to admit only Estonia of the
Baltic States was a big disappointment to Latvia and
Lithuania. However, Latvia, in particular, quickly
turned its disappointment to advantage as economic
reforms were stepped up with a view to gaining ad-
mission to membership negotiations as soon as pos-
sible. The efforts proved fruitful, and during the next
two years Latvia made swift progress in reforming
its economy.

The road to EU membership is a long one for all
countries involved in membership negotiations. In
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order to gain membership, applicant countries must
adopt the EU’s extensive body of legislation, imple-
ment corresponding laws of their own and — the big-
gest challenge of all — ensure that laws are observed
in the intended manner. This, in turn, often requires
the setting up of new organizations and equipping
staff with the specialist skills needed to run these
organizations effectively. These tasks are not easy
for the Baltic States, which have small populations
and are poor by EU standards.

10 May 2000

| Key words: Estoniq, Latvia, Lithuania,
fransition, economic development
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Publication of the Bank of Finland

The Bank of Finland Annual Report 1999 has been
published with revised layout and contents. The Re-
port contains the Governor’s review, sections on mon-
etary policy, economic developments and implemen-
tation of monetary policy in the euro area, economic
developments in Finland and other central bank ac-

40

tivities in 1999, as well as the Bank of Finland’s
financial statements and accompanying notes. The
statistical appendix contains various data on the
Eurosystem and the Bank of Finland. Vammala 2000.
124 pp. ISSN 1239-9345 (print), ISSN 1456-579X
(online).
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The Eurosystem’s monefary policy instruments 4 May 2000

Key interest rates

The main refinancing operations are the principal
monetary policy instrument used by the Eurosystem'.
Changes in the interest rate applied in the main refi-
nancing operations signal the stance of the Euro-
system’s monetary policy and have a major impact
on the shortest money market rates. Pursuant to the
decision taken by the Governing Council of the ECB
on 27 April 2000, the interest rate applied to the main
refinancing operations is 3.75%, effective 4 May
2000.

The Eurosystem uses the rates on its standing fa-
cilities to bound overnight market interest rates. The
interest rates on the marginal lending facility and the
deposit facility are set separately by the Eurosystem.
Effective 28 April 2000, the interest rate on the Euro-
system’s marginal lending facility is 4.75% and the
overnight interest rate on the deposit facility 2.75%.

Open market operations

Open market operations play an important role in
the monetary policy of the Eurosystem. They are used
for the purposes of steering interest rates, managing
the liquidity situation in the market and signalling
the stance of monetary policy. Open market oper-
ations are normally executed by the national central
banks on the initiative of the ECB. Open market op-
erations can be divided into four categories:

1) The main refinancing operations are weekly
liquidity-providing operations executed by the nation-
al central banks through standard tenders and with a
maturity of two weeks. They play a pivotal role in
pursuing the purposes of the Eurosystem’s open mar-

' The European System of Central Banks (ESCB) comprises
the European Central Bank (ECB) and the national central
banks of the EU member states. The Eurosystem is composed
of the ECB and the national central banks of the member
states participating in Stage Three of Economic and Monetary
Union. The Eurosystem’s supreme decision-making body is
the Governing Council of the ECB, which comprises the six
members of the Executive Board of the ECB and the
governors of the eleven national central banks forming the
Eurosystem.
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ket operations and provide the bulk of refinancing to
the financial sector.

2) The longer-term refinancing operations are
liquidity-providing standard tender operations with
a monthly frequency and a maturity of three months.
These operations aim to provide counterparties with
additional longer-term refinancing. In these opera-
tions, the Eurosystem does not intend to send signals
to the market and therefore the operations are nor-
mally executed on the basis of variable-rate tenders.

3) Fine-tuning operations are executed on an ad
hoc basis in order to smooth interest rate movements
caused by unexpected changes in market liquidity.
Fine-tuning operations are executed by the national
central banks primarily as reverse transactions, but
they can also take the form of outright transactions,
foreign exchange swaps and the collection of fixed-
term deposits. Fine-tuning operations are executed
through quick tenders or bilateral procedures. Under
exceptional circumstances and by decision of the Gov-
erning Council of the ECB, the ECB may execute fine-
tuning operations in a decentralized manner.

4) Structural operations are executed with the
aim of adjusting the structural position of the
Eurosystem vis-a-vis the financial sector. Structural
operations can be executed through reverse trans-
actions, outright transactions or the issuance of ECB
debt certificates.

Standing facilities

The standing facilities are intended to limit exces-
sive momevents in overnight interest rates by pro-
viding or absorbing overnight liquidity and to signal
the general stance of monetary policy. Two standing
facilities are available: the marginal lending facility
and the deposit facility. Counterparties can use the
marginal lending facility to obtain overnight liquid-
ity from the national central banks against eligible
assets. The interest rate on the marginal lending fa-
cility provides a ceiling for the overnight market in-
terest rate. Counterparties can use the deposit facil-
ity to make overnight deposits with the national cen-
tral banks. The interest rate on the deposit facility
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provides a floor for the overnight market interest rate.
Under normal circumstances, there are no quantita-
tive limits on access to the standing facilities.

Minimum reserve system

The Eurosystem’s minimum reserve system applies
to credit institutions in the euro area and primarily
pursues the aims of stabilizing money market inter-
est rates and creating (or enlarging) a structural li-
quidity shortage. The reserve base of each credit in-
stitution is defined in relation to liability items on its
balance sheet. The reserve base includes deposits,
debt securities issued and money market paper. How-
ever, liabilities vis-a-vis other institutions subject to
the minimum reserve system are not included in the
reserve base. Liabilities included in the reserve base
are subject to either a 2% reserve ratio or to a zero
reserve ratio. Liabilities included in the reserve base
and to which a zero reserve ratio is applied comprise
deposits with an agreed maturity of over two years,
repos and debt securities issued with an agreed ma-
turity of over two years.

In order to pursue the aim of stabilizing interest
rates, the Eurosystem’s minimum reserve system en-
ables institutions to make use of averaging provisions.
Compliance with the reserve requirement is deter-
mined on the basis of the institution’s average daily
reserve holdings over a one-month maintenance pe-
riod. Institutions’ holdings of required reserves are
remunerated at the interest rate of the main refinanc-
ing operations. The Eurosystem’s minimum reserve
requirement is applicable to the following credit in-
stitutions that engage in banking business in Finland:

Aktia Savings Bank plc

Bank of Aland plc

Citibank International plc, Finland Branch
Crédit Agricole Indosuez, Helsinki Branch
Den Danske Bank, Helsinki Branch
Gyllenberg Private Bank Ltd

Leonia Bank plc

Mandatum Bank Plc

Merita Bank Plc

Okopankki Oyj

OP-Kotipankki Oyj

OKOBANK Osuuspankkien Keskuspankki Oyj
Skopbank

Svenska Enskilda Banken AB (publ), Helsinki Branch
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Svenska Handelsbanken AB (publ),
Branch Operation in Finland

Trevise Bank Plc

Unibank A/S, Helsinki Branch

Other cooperative and savings banks

Counterparties to
monetary policy operations

Credit institutions subject to the Eurosystem’s mini-
mum reserve system may, in general, access the Euro-
system’s standing facilities and participate in the Euro-
system’s main refinancing operations and longer-term
refinancing operations. The Eurosystem has, however,
limited the number of counterparties for fine-tuning
operations and structural operations to counterparties
that are active players in the money market. For out-
right transactions, no restrictions are placed on the
range of counterparties. For foreign exchange swaps,
the counterparties must be counterparties for foreign
exchange intervention operations who are active play-
ers in the foreign exchange market.

Assets eligible for
monetary policy operations

Under the ESCB/ECB Statute, all the Eurosystem’s
credit operations must be based on adequate collat-
eral. The Eurosystem accepts a wide range of securi-
ties, issued by both public sector and private sector
entities, as underlying assets for its operations. For
purposes internal to the Eurosystem, eligible assets
are divided into two categories. ‘Tier one’ consists of
marketable debt instruments fulfilling uniform euro
area-wide eligibility criteria specified by the ECB.
‘Tier two’ consists of assets, both marketable and non-
marketable, that are of particular importance for na-
tional financial markets and banking systems and for
which eligibility criteria are established by the na-
tional central banks and approved by the ECB. Both
tier one and tier two assets may be used as collateral
for Eurosystem monetary policy operations. A list of
eligible assets is available on the ECB’s website
(https://mfi-assets.ecb.int). More detailed information
on the Eurosystem’s monetary policy instruments is
posted on the Bank of Finland’s website (http://
www.bof.fi/rhindex.htm).
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The Microeconomics of Innovation:
Oligopoly Theoretic Analyses with
Applications to Banking and Patenting
Kauko Karlo

E:18

The innovation activities of companies has long been
a topic of interest in economics. Game theory mod-
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els of oligopoly have, since the start of the 1980s,
played a central role in the economics of innovation.
In this study three game theory duopoly models are
presented and each is used to analyse the firm’s R&D
activities.

The first model is used to examine the variables
that affect the incentives of banks providing payment
services to develop an interbank payment system. A
customer of a large bank may be in an advantageous
situation in that most of his payments will be effect-
ed in that bank’s internal payment system, which is
more reliable and otherwise superior to the interbank
system. A key result derived from the model is that
provision of payment services free of charge to cus-
tomers often results in a distortion of banks’ incen-
tives to develop the system. A smaller bank will over-
invest in the system in order to improve its relative
competitive position. Because system improvement
would only weaken the large bank’s superior posi-
tion, it will not have a strong incentive to improve
the system. Since only one of the model’s two banks
is investing in the quality of the system, the invest-
ments will generally not be cost-effective. If fees are
charged for payment services, the distortions in in-
centives are less serious, even though it is often the
case that both banks overinvest in the sytem. When
model results are compared with historical situations
regarding payment systems, a number of consisten-
cies are found.

The second model deals with the possibilities of
a national government to influence domestic com-
panies’ investments in product development via pa-
tent laws that discriminate against foreign compa-
nies. If two countries have discriminatory patent laws
in order to promote domestic companies’ investments
in product development, the results may well turn
out to be offsetting. If just one of the two countries
discriminates against foreign patent applicants, this
may result in either more or less R&D effort by do-
mestic companies, depending on the situation.

The third model is used to study patenting deci-
sions by a company that has made an innovation. A
company can monopolize its innovation by either
patenting it or keeping it secret. Patenting is the only
viable option if a competitor independently comes
up with the same innovation. A patent application,
by contrast, is a public document, the contents of
which are useful to others who would like to devel-
op substitute products. Patenting is thus not advan-
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tageous unless the competitor is likely to come up
with the same innovation independently. This means
that a company will be the more inclined to patent
an innovation, the more its rival invests in R&D. A
risk-averse company is more inclined to patent than
a risk-neutral one. This model is generally support-
ed by empirical findings.

B Key words: innovation, oligopoly,
banking, patenting

Discussion Papers

Substitution of Noncash Payment
Instruments for Cash in Europe
Jussi Snellman — Jukka Vesala —
David Humphrey

1/2000

The substitution of noncash (check, giro, and credit
and debit card) payments for cash transactions is dif-
ficult to gauge because there are no data series on
the actual value or volume of cash transactions in
any country. However, determining the degree of cash
substitution is important because it will negatively
affect government seigniorage revenue and, if cash
use falls fast enough, may require tax revenues to
redeem excess currency holdings. We utilize a novel
method for approximating the volume of cash trans-
actions using public information on currency stocks
and noncash payments. Applying this method, we
estimate how cash has been substituted by other pay-
ment instruments in 10 European countries. We also
provide a forecast of future cash use by country. We
find that the trend in cash substitution across coun-
tries is quite similar. However, the countries them-
selves are at significantly different stages of this sub-
stitution process. The spread of debit and credit card
payments has been the key factor behind the substi-
tution away from cash as use of e-cash innovation is
still in its infancy. Country-specific differences in
the substitution process are largely explained by dif-
ferences in the level of implementation of each coun-
try’s card payment technology.

B Key words: cash substitution,
learning curves, seigniorage
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A Model for Estimating Recovery Rates
and Collateral Haircuts for Bank Loans
Esa Jokivuolle — Samu Peura

2/2000

We present a model of risky debt in which collateral
value is correlated with the possibility of default. The
model is then used to study: 1) the expected amount
of debt recovered in the event of default as a func-
tion of collateral; and 2) the amount of collateral
needed to mitigate the riskiness of a loan to a de-
sired degree. The results obtained could prove use-
ful for estimating recovery rates required by many
popular models of credit risk and for determining
collateral haircuts in debt transactions. The analysis
also generates testable predictions of the behaviour
of historical recovery rates of risky debt when col-
lateral is involved. Regulators might benefit from the
analysis in developing capital adequacy requirements
and reviewing banks’ lending standards relative to
current collateral values.

B Key words: credit risk, collateral,
recovery rates, options theory

Markets, Reserves and Lenders of

Last Resort as Sources of Bank Liquidity
Risto Herrala

3/2000

We study the long standing issue of whether markets
can supply banks with sufficient liquidity or whether
markets should be complemented with a lender of
last resort (LOLR). For this purpose, we develop an
extended version of the recent model of Holmstrom
and Tirole (1998) on the supply of liquidity to firms.

H&Ts original model analyses liquidity supply
to firms that are facing solvency shocks. We apply
their framework to banking and extend the frame-
work to admit the analysis of problems associated
with transitory liquidity outflows, even in the absence
of any change in a bank’s value. Our premise is that
the scope for moral hazard may increase in connection
with liquidity outflows. Moral hazard, which we in-
terpret as the possibility of laxity in banks’ monitor-
ing of firms, may increase with liquidity outflows
because banks need to increase their monitoring ef-
forts in order to safeguard their own interests.
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The model illustrates many key aspects of the
classical LOLR debate. The model shows how mor-
al hazard limits banks’ ability to borrow from mar-
kets to cover liquidity outflows. It also predicts banks’
demand for liquid reserves and the economies asso-
ciated with centralization of reserves in a liquidity
pool when the holding of liquid reserves entails op-
portunity costs. Finally, the model enables discus-
sion of viable lending policies for the LOLR and
contrasts these with the ‘Bagehotian principles’,
which are still widely used as benchmark criteria in
evaluating LOLR operations.

B Key words: liquidity, lender of last resort,
banking, central banking

BOFIT Discussion Papers

Employment-wage decisions in
the insider-owned firm

Victor Polterovich

1/2000

The aim of the paper to explain the low sensitivity of
employment decisions observed in transition economies
where insider ownership prevails and capital markets
are not highly developed. We introduce a stability con-
cept for employment levels of a labour-managed firm
and prove that there exists a segment of stable em-
ployment levels. If a level belongs to the interior of
the segment then the firm keeps the same labour in-
put under any not too large changes. By contrast the
wage rate is responsive. Only the firms on the bounda-
ries of the segment may reconsider employment deci-
sions. Deterioration of market conditions entails de-
creasing labour inputs for the firms with much excess
labour and, the same time, increases employment for
the firms with low levels of labour inputs. This cre-
ates inter-firm flows of labour and restrains the rise of
total unemployment. Stability segments also exist for
firms where employment-wage decisions are made by
bargaining between workers and managers, and may
exist for manager-dominated firms as well. Several
concepts of labour hoarding are discussed.

B Key words: labour-owned enterprises,
transition, Russia
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Bank Regulation, Compliance and
Enforcement

Rupinder Singh

2/2000

A model is presented where the question of bank regu-
lation is developed under a principal-agent scenario
in a regime where the regulator has limited resources
and banks may have an incentive to act ultra vires the
regulatory standards. If banks are subject to random
audit, then compliance is achieved through a system
of fines determined according to the extent of non-
compliance. The model shows that the choice of in-
ternal monitoring of risk is driven by each bank’s
choice of the wage contract for its compliance officer,
who works for the bank for a wage. The officer’s in-
centive for effective monitoring is heightened by the
threat of an internal fine from the bank for any con-
travention of regulations. Moreover, either a fine on
the bank or a fine on the compliance officer alone is
sufficient to ensure that efficiency is achieved. The
model is useful for the bank regulator in a market
economy and in transition economies, where the ef-
fective constraint on regulatory capacity is addressed
using market-based incentives to ensure prudent regu-
lation and effective supervision, and thereby limit the
danger of bank failure and contagion.

B Key words: banking, regulation, supervision,
enforcement, transition economies

An assessment of the Estonian investment
climate: Results of a survey of foreign
investors and policy implications

Terri Ziacik

3/2000

Credible economic reform has played a key role in
Estonia’s success in attracting significant amounts
of foreign direct investment. This paper analyses two
years of data from a survey of foreign investors in
Estonia to determine the major motivations to invest
and the greatest problems faced by investors. Re-
sults indicate that the labour force and market-
related factors are the primary motivations for in-
vestors coming to Estonia, while bureaucracy, cor-
ruption, and labour quality are the greatest problems.
Ordered probit analysis of the factor rankings sup-
ports previous findings that investor characteristics
such as export orientation, mode of entry, or indus-
try can explain factor evaluation for some, but not
all, factors. This method can be used by policy mak-
ers to identify whether certain types of investors are
likely to be affected differently by the host country
investment climate.

B Key words: foreign direct investment,
transition, Estonia, ordered probit
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Land, climate and population

Finland covers an area of more than 338,000 square
kilometres. The total area is slowly increasing because
of'the steady uplift of the land since the last glacial era.
The country shares frontiers with Sweden in the west,
Norway in the north and Russia in the east and has a
coastline bordered by the Baltic Sea in the south and
west. Agricultural land accounts for 6% of the total
area, forest and other wooded land for 68% and inland
waters for 10%. Located between latitudes 60° and 70°
north, Finland has warm summers and cold winters.
Helsinki on the south coast has an average maximum
temperature of 21° C (70° F) in July and —-3° C (25° F)
in February.

Finland has a population of 5,159,646 (31 Decem-
ber 1998) and an average population density of 17 per
square kilometre. The largest towns are Helsinki (Hel-
singfors), the capital, with 551,123 inhabitants, Espoo
(Esbo) 209,667, Tampere (Tammerfors) 193,174,
Vantaa (Vanda) 176,386 and Turku (Abo) 172,107.

There are two official languages: 93% of the popu-
lation speaks Finnish as its mother tongue and 5.7% Swed-
ish. There is a small Lapp population in the north. Finnish
is a member of the small Finno-Ugrian group of lan-
guages, which also includes Estonian and Hungarian.

Form of government

Finland is a parliamentary democracy with a republican
constitution. From the twelfth century to 1809 Finland
was part of the Kingdom of Sweden. In 1809 Finland
was annexed to Russia as an autonomous Grand Duchy
with the Tsar as Grand Duke. On 6 December 1917 Fin-
land declared her independence. The republican consti-
tution adopted in 1919 remains essentially unchanged
today.

The legislative power of the country is exercised by
Parliament and the President of the Republic. The su-
preme executive power is vested in the President, who
is elected for a period of six years. The President for
the current term, 1 March 2000 to 1 March 2006, is Ms
Tarja Halonen.

Parliament, comprising 200 members, is elected
by universal suffrage for a period of four years. Fol-
lowing the parliamentary elections of 1999, the seats
of the various parties in Parliament are distributed as
follows:

Social Democratic Party 51; Centre Party 48; Na-
tional Coalition Party 46; Left Alliance 20; Swedish
People’s Party 12; Green League 11; Christian League
10; True Finns 1; and Reform Group 1.

Of the 18 ministerial posts in the present Govern-
ment appointed in April 1999, 6 are held by the Social
Democratic Party, 6 by the National Coalition Party, 2
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Finland in brief

by the Left Wing Alliance, 1 by the Swedish People’s
Party, 2 by the Green League and 1 by an expert with
no party affiliation. The Prime Minister is Mr Paavo
Lipponen of the Social Democratic Party.

Finland is divided into 452 self-governing munici-
palities. Members of the municipal council are elected
by universal suffrage for a period of four years.

International relations

Finland became a member of the BIS in 1930, the IMF
in 1948, the IBRD in 1948, GATT in 1950, the UN in
1955, the Nordic Council in 1955, the IFC in 1956,
IDA in 1960, EFTA in 1961, the ADB in 1966, the OECD
in 1969, the IDB in 1977, the AfDB in 1982, the MIGA
in 1988, the Council of Europe in 1989, the EBRD in
1991 and the EU in 1995.

Citizens of the five Nordic countries, Denmark,
Finland, Iceland, Norway and Sweden, have enjoyed a
common labour market, a passport union and recipro-
cal social security benefits since the mid-1950s.

Having abolished most quantitative restrictions on
foreign trade in 1957, Finland first took part in Euro-
pean free trade arrangements under the auspices of
EFTA in 1961. Finland’s free trade agreement with the
EEC entered into force in 1974 and agreements for the
removal of trade barriers were concluded with several
eastern European countries as well. The agreement on
the European Economic Area (EEA) between the mem-
ber countries of EFTA and the European Union came
into effect at the beginning of 1994. Finland became a
member of the European Union on 1 January 1995. Fin-
land and ten other EU countries entered Stage Three of
EMU in 1999.

The economy
Output and employment. Of the gross domestic prod-
uct of FIM 592 (EUR 100) billion in basic values in
1998, 1.3% was generated in agriculture, hunting and
fishing, 2.5% in forestry, 28.2% in industry, 5.0% in
construction, 12.2% in trade, restaurants and hotels,
9.2% in transport and communications, 4.1% in fi-
nance and insurance, 16.7% in other private services
and 20.8% by producers of government services. Of
total employment of 2.3 million persons in 1999, 6.3%
were engaged in primary production, 27.7% in indus-
try and construction and 66.0% in services.

In 1998 expenditure on the gross domestic product
in purchasers’ values amounted to FIM 687 (EUR 116)
billion and was distributed as follows: net exports 8.9%
(exports 39.0%, imports —30.1%), gross fixed capital
formation 18.6%, private consumption 50.3% and gov-
ernment consumption 21.7%. Finland’s tax ratio (gross
taxes including compulsory employment pension con-
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tributions relative to GDP) was 46.2%, which is some-
what below the average for the Nordic countries.

Average annual (compounded) growth of real GDP
was 4.7% in the period 1950-59, 5.0% in 196069, 3.7%
in 1970-79, 3.6% in 1980-89 and 1.4% in 1990-98.
Finland’s GDP per capita in 1998 was USD 24,938.

Foreign trade. EU countries absorb the bulk of
Finnish merchandise exports. In 1995-1999 their aver-
age share was 55.9%. Over the same period, Finnish
exports to other European countries (including Russia)
accounted for 18.2% and to the rest of the world for
25.9%. During the same period the regional distribu-
tion of Finnish merchandise imports was quite similar
to that of exports: EU countries accounted for 56.0%,
other European countries for 16.8% and the rest of the
world for 27.2%.

In 1999 the share of forest industry products in to-
tal merchandise exports was 29.4%, the share of metal
and electrical products 53.2% and the share of other
goods 17.4%. Raw materials and intermediate goods
and energy together accounted for 49.8% of merchan-
dise imports, capital goods for 25.8% and durable and
non-durable consumer goods for 24.3%.

Forest resources. Finland has abundant forest re-
sources but only limited amounts of other raw materi-
als. The growing stock comprises 1,927 million cubic
metres, of which 46% is pine, 36% spruce, 15% birch
and 3% other broad-leaved species.

According to the National Forest Inventory for 1992—
1998, the annual volume increment was about 76 mil-
lion cubic metres. Over the same period the average
annual drain was about 59 million cubic metres.

Finance and banking
Currency. Finland had its own monetary system from
1865 to 1998. The currency unit was the markka (plu-
ral markkaa), which was divided into 100 pennié (sin-
gular penni). During the last decades of this period the
objective of foreign exchange policy was to maintain a
fixed exchange rate in relation to a given currency bas-
ket. On 8 September 1992 the markka was allowed to
float. On 14 October 1996 the markka joined the Ex-
change Rate Mechanism of the European Monetary
System. Since the beginning of 1999 Finland has par-
ticipated in the single currency area, in accordance with
the Treaty establishing the European Community. The
conversion rate for the markka, as confirmed by the
Council of the European Union on 31 December 1998,
is 5.94573. With effect from the beginning of 1999 the
currency unit used in Finland is the euro, which is di-
vided into 100 cent. The markka will, however, remain
as the national denomination of the euro until the year
2002, and during this time notes and coins denomi-
nated in markkaa will continue to be used.

The Central Bank. The two new laws adopted in
1997 and 1998 make Finnish legislation compatible with
the requirements of the Treaty establishing the European

Community and the Statute of the European System of
Central Banks and the European Central Bank. The lat-
ter law, the new Act on the Bank of Finland, integrates
the Bank of Finland into the ESCB. In performing the
tasks of the ESCB, the Bank of Finland acts in accord
with guidelines and instructions issued by the ECB. Un-
der the Treaty, the primary objective of the Bank of Fin-
land is to maintain price stability. The new Act did not
change the division of responsibilities between the Par-
liamentary Supervisory Council and the Board. The
tasks of the Council are connected with supervision of
the Bank’s administration and operations, administrative
decisions and certain other responsibilities. The Board
of the Bank of Finland comprises the Chairman (Gov-
ernor) and a maximum of five (currently three) other
members, all of whom are appointed by the President
of the Republic upon a proposal from the Council. The
Chairman of the Board is appointed for a seven-year
term and the other members of the Board each for a
five-year term. The Bank of Finland has a head office
in Helsinki and four branch offices in other towns.

Other banks (30 April 2000). Finland has three
major groups of deposit banks with a total of about
1,540 branches. There are three big commercial banks
with national branch network and six smaller ones. The
commercial banks have a total of 17 foreign branches,
subsidiaries and associate banks and 17 representative
offices abroad. There are 40 savings banks , a group of
cooperative banks (246) and 43 local cooperative
banks. In addition, 8 foreign banks have branches and
5 foreign banks have representative offices in Finland.

Financial markets. The total stock of domestic
credit amounted to FIM 824.3 (EUR 138.7) billion at
end-September 1999 and was broken down by lender
group as follows: deposit banks 51%; insurance com-
panies 7%; pension insurance institutions 23%; other
credit institutions 11%; central and local authorities and
social security funds 8%.

In the money market, the total value of instruments
outstanding was about FIM 151.7 (EUR 25.5) billion
at end-March 2000; bank certificates of deposit ac-
counted for 80% of the total and Treasury bills, com-
mercial paper and local authority paper for the rest.

At end-December 1999 there were 104 companies
on the Main List, 39 on the Investors’ List and 8 on the
NM List of the HEX, Helsinki Exchanges. At end-
March 2000 total market capitalization was FIM
2,457.4 (EUR 413.3) billion for the Main List, FIM
11.3 (EUR 1.9) billion for the Investors’ List and FIM
9.4 (EUR 1.6) billion for the NM List. Domestic bonds
and debentures in circulation at end-March 2000
amounted to FIM 337.9 (EUR 56.8) billion; govern-
ment bonds accounted for 82% of the total. Share
turnover on the HEX, Helsinki Exchanges amounted
to FIM 623.1 (EUR 104.8) billion in 1999. In January-
March 2000 share turnover amounted to FIM 396.4
(EUR 66.7) billion.
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VISITING SCHOLARS
PROGRAMME

BANK OF FINLAND

The Bank of Finland, the national central bank, has 750 employees, some 30 of
whom are involved in research. The Bank is located in Helsinki.

The Bank of Finland welcomes applications from foreign and Finnish scholars for
a post under the Bank’s Visiting Scholars Programme at the Research Department.
Scholarships for six months are available for faculty or post-doctoral level research
projects in two main research areas:

(1) The modelling of monetary policy
(2) The future of the financial services sector.

In the area of monetary policy modelling, we are especially interested in
incorporating the analysis of credibility and policy uncertainty in applied models
that could be used to analyze monetary policy in practice. The second area aims at
illuminating the ongoing structural transformation of the global financial services
industry, as driven by electronification and increased competition in particular.
This area includes stability and other public policy aspects of the transformation.

A visiting scholar will be expected to conduct research based on a mutually agreed
research plan. Articles stemming from the research are expected to be included in
the Bank’s Discussion Papers and may be published elsewhere as well. A visiting
scholar should normally also give a lecture at the Bank to an audience of economists
on his or her research topic as well as interact with other researchers engaged in
projects in the same area.

Remuneration for visiting scholars will be commensurate with their research
experience.

Persons interested in applying are invited to send
— abrief research proposal concerning either of the two areas

— a CV specifying the applicant’s academic and research background,
with the names of two or three referees

to: Research Department
Bank of Finland
P.O.Box 160
Helsinki, Finland
Fax: +358 9 183 2560
Email: Kaisa-Liisa.Nordman@bof.fi

Inquiries: Juha Tarkka, Head of Research Department,
phone +358 9 183 2581, email Juha.Tarkka@bof.fi
or
Jouko Vilmunen, Research Supervisor, Research Department
phone +358 9 183 2594, email Jouko.Vilmunen@bof.fi



Balance sheet of the Bank of Finland, million EUR

Assets

8.1
82
83
8.4

Gold and gold receivables

Claims on non-euro area residents denominated
in foreign currency

Receivables from the IMF

Balances with banks and security investments,

external loans and other external assets

Claims on euro area residents denominated
in foreign currency

Claims on non-euro area residents denominated
in euro

Balances with banks, security investments and loans
Claims arising from the credit facility under the ERM Il

Lending to financial sector counterparties
in the euro area denominated in euro
Main refinancing operations

Longer-term refinancing operations

Fine-tuning reverse operations

Structural reverse operations

Marginal lending facility

Credits related to margin calls

Other claims

Securities of euro area residents denominated in euro
General government debt denominated in euro
Intra-Eurosystem claims

Share in ECB capital

Claims equivalent to the transfer of foreign currency reserves
Claims related to the issuance of ECB debt certificates

Other claims within the Eurosystem (net)

Other assets

Total assets

Totals/sub-totals may not add up because of rounding.

50

25.2. 31.3. 28.4. 26.5.
457 456 456 456
8227 8314 8 567 8270
900 923 815 758
7328 7 391 7752 7512
743 756 724 746

4 064 8233 | 680 813
4 064 8233 1 680 813
348 263 I 166 887
200 194 1163 884
146 66 - -

2 2 3 3

977 768 768 768
70 70 70 70
699 699 699 699
209 - - -
609 663 640 614
15 425 19453 14001 12 555
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2000
25.2. 31.3. 28.4. 26.5.

Liabilities
I  Banknotes in circulation 2 604 2630 2722 2 686
2 Liabilities to euro area financial sector counterparties

denominated in euro 1 167 | 542 873 | 604
2.1 Current accounts (covering the minimum reserve system) I 167 | 542 873 | 604
2.2 Deposit facility 0 0 - -
2.3 Fixed-term deposits - - - -
2.4 Fine-tuning reverse operations - - - -
2.5 Deposits related to margin calls - - - -
3 Liabilities to other euro area residents denominated

in euro | | | |
3.1 General government - - - -
3.2 Other liabilities | | | |
4 Liabilities to non-euro area residents denominated

in euro 6288 632 4128 | 597
5 Liabilities to euro area residents denominated

in foreign currency - - - -
6 Liabilities to non-euro area residents denominated

in foreign currency 412 223 375 105
6.1 Deposits, balances and other liabilities 412 223 375 105
6.2 Liabilities arising from the credit facility under the ERM Il - - - -
7 Counterpart of special drawing rights allocated

by the IMF 195 202 202 202
8 Intra-Eurosystem liabilities - 9136 570 I 161
8.1 Liabilities related to promissory notes backing the issuance

of ECB debt certificates - - - -
8.2 Other liabilities within the Eurosystem (net) - 9136 570 I 16l
9 Other liabilities 50 137 181 249
10 Revaluation account 1232 | 475 | 475 | 475
Il Capital and reserves 3475 3475 3475 3475
Total liabilities 15425 19 453 14001 12 555
BULLETIN 2 e 2000 51



Charts
1. Finland: key economic indicafors
2. Price stability in the euro area and Finland
3. Monetary aggregates for the euro area
4. Growth of the money stock in the euro area and Finland
5. Eurosysfem interest rates and money market rates
6. Eurosystem (Bank of Finland) interest rates
7. Official interest rates
8. Euribor rates, daily values
9. Euribor rates, monthly values
10. Differentials between ten-year yields for Germany and selected euro area countries
11. International three-month interest rates, daily values
12. Three-month interest rates in the Nordic countries, daily values
13. International long-ferm interest rafes, daily values
14. International three-month interest rates, monthly values
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17. Yields on Finnish benchmark government bonds
18. Yields on five and ten-year Finnish government bonds
19. Bank reference rates in Finland
20. Bank deposit rates in Finland
21. Bank lending and deposit rafes in Finland
22. Interest rates charged by Finnish banks on new lending to households

23. Stock of bank lending in Finland
24. Stock of bank deposits in Finland by inferest rate linkage
25. Stock of bank deposits in Finland by tax treatment

26. Liabilities of Finnish monetary financial institutions included in
monetfary aggregates for the euro area

27. Euro area and Finnish banks: growth of deposits

28. Euro area and Finnish banks: growth of lending

29. Euro exchange rates against the US dollar and the yen, daily values

30. Euro exchange rates against the US dollar and the yen, monthly values

31. Euro exchange rates against the pound sterling and Swedish krona

32. Euro exchange rates against the Scandinavian currencies

33. Euro’s external value and Finland’s competitiveness indicator

34. Competitiveness indicators for Finland

35. Selected stock price indices in the euro area, daily values

36. Selected stock price indices in the euro area, monthly values

37. Listed shares in Finland: total market capitalization and non-residents” holdings

38. Securities issued in Finland

39. Bonds issued in Finland

40. Mutual funds registered in Finland

41. Central government revenue and expenditure in Finland

42. Public sector balances in Finland

43. Public debt in Finland
44. Net lending in Finland by sector

45. Finland: goods account and current account
46. Finland: services account and income account
47. Regional distribution of Finnish exports
48. Finnish exporfs by industry
49. Finland’s foreign trade: export prices, import prices and ferms of trade
50. Non-residents’ porifolio investment in Finnish shares
51. Finland: direct investment
52. Finland’s net infernational investment position
53. Industrial confidence indicator in the euro area and Finland
54. Consumer confidence indicator in the euro area and Finland
55. Finland: GDP and industrial production
56. Unemployment rafe in the euro area and Finland
57. Level of industrial earnings in the euro area and Finland
58. Selected asset prices in Finland
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Finland: key economic indicators
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1. GDP, volume change from
previous year

2. Consumer prices, change
from previous year

3. Unemployment rate

4. General government fiscal
position, % of GDP

5. Current account, % of GDP

Sources:

Statistics Finland and
Bank of Finland.
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2.  Price stability in the euro area and Finland
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4. Growth of the money stock in the euro area and Finland
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Harmonized Index of
Consumer Prices,
12-month percentage change

1. Euro area countries
2. Finland

Sources:
Eurostat and Statistics Finland.

1. M3, 12-month percentage
change

2. M3, 12-month percentage
change, smoothed by means of
a 3-month moving average

3. Eurosystem’s reference value for
the growth of M3

Source:
European Cenfral Bank.

12-month percentage change

1. M3 for the euro area

2. Deposits and other liabilities of
Finnish monetary financial
insfitutions included in M3

Sources:
European Central Bank and
Bank of Finland.
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5. Eurosystem interest rates and money market rates
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6. Eurosystem (Bank of Finland) interest rates
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Sources:
European Central Bank and
Reuters.

Bank of Finland interest rates
until end-1998

1.
2.

3.

Marginal lending rate (liquidity
credit rate until end-1998)
Deposit rate (excess-reserve
rate until end-1998)

Main refinancing rate

(fender rate until end-1998)

Source:
European Central Bank.

BN —~

. USA: fed funds farget rate

. Japan: discount rate

. United Kingdom: base rate

. Eurosystem: main refinancing

rate (German repo rafe until
end-1998)

Source: Bloomberg.
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8. Euribor rates, daily values
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9.  Euribor rates, monthly values
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. T-week

. 1-month
. 3-month
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Source: Reuters.

Helibor rates until end-1998
1. 1-month
2. 3-month
3. 12-month

Source: Reufers.

1. Finland

2. France

3. ltaly

4. Largest differential

Source: Reuters.
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11. International three-month interest rates, daily values
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12. Three-month interest rates in the Nordic countries, daily values
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13. International long-term interest rates, daily values
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14. International three-month interest rates, monthly values
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15. Three-month interest rates in the Nordic countries, monthly values
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16. International long-term interest rates, monthly values
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17. Yields on Finnish benchmark government bonds
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18. Yields on five and ten-year Finnish government bonds
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19. Bank reference rates in Finland
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1. Bond maturing on

15 September 2001, 10 %

2. Bond maturing on

12 November 2003, 3.75 %

3. Bond maturing on

15 March 2004, 9.5 %

4. Bond maturing on

18 April 2006, 7.25 %

5. Bond maturing on

25 April 2008, 6 %

6. Bond maturing on

25 April 2009, 5 %

7. Bond maturing on

2 February 2011, 5.75 %

Source: Reuters.

1. b years

2. 10 years

Source: Reuters.

1. Merita prime
2. Leonia prime
3. OKOBANK group prime

Source: Banks.
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20. Bank deposit rates in Finland
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21. Bank lending and deposit rates in Finland
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22. Interest rates charged by Finnish banks on new lending to households
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23. Stock of bank lending in Finland
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25. Stock of bank deposits in Finland by tax treatment
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Interest rafe linkages,
percentages

WN —

. Linked to base rafe
. Fixed-rate
. Linked to Euribor

(Helibor until end-1998)

. Linked to 3 and 5-year

reference rafes

. Linked to reference rates

of individual banks
(prime rates efc)

. Other

Source: Bank of Finland.

Interest rafe linkages,
percentages
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(Helibor until end-1998)
Linked fo reference rates of
individual banks

(prime rates efc)
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Source: Bank of Finland.
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1. ltems included in M1:
fransaction accounts
(=overnight deposits)

2. Items included in M2:
all deposits except fixed-
ferm deposifs of over
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3. Items included in M3:

M2 deposits plus certain
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Source: Bank of Finland.

12-month percentage change

1. Deposits of euro area
residents with euro area
banks

2. Deposits of Finnish
residents with Finnish banks

European Cenfral Bank and
Bank of Finland.

12-month percentage change

1. Lending by euro area banks to
euro area residents

2. Lending by Finnish banks fo
Finnish residents

European Cenfral Bank and
Bank of Finland.

26. Liabilities of Finnish monetary financial institutions included in
monetary aggregates for the euro area
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Euro exchange rates against the US dollar and the yen,
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Rising curve indicates
appreciation of euro

1. Value of one euro in
US dollars (left-hand scale)
2. Value of one euro in
Japanese yen (right-hand
scale)

Sources:
European Central Bank and
Reuters.

Euro exchange rates against the US dollar and the yen, monthly values

(ecu exchange rate until
end-1998)

Rising curve indicates
appreciation of euro

1. Value of one euro in
US dollars (left--hand scale)
2. Value of one euro in
Japanese yen (right-hand
scale)

Sources:
European Central Bank and
Reuters.

Euro exchange rates against the pound sterling and Swedish krona

(ecu exchange rate until end-
1998)

Rising curve indicates
appreciation of euro

1. Value of one euro in
pound sterling
(left-hand scale)

2. Value of one euro in
Swedish kronor
(right-hand scale)

Sources:

European Central Bank and
Reuters.
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32.

Euro exchange rates against the Scandinavian currencies

Rising curve indicates
appreciation of euro

1. Value of one euro in
Swedish kronor

2. Value of one euro in
Norwegian kroner

3. Value of one euro in
Danish kroner

Sources:
European Central Bank and
Reuters.

1999 Q1 =100

An upward movement of
the index represents an
appreciation of the euro /
a weakening in Finnish
competfitiveness

1. Euro’s effective exchange
rate

2. Finland’s narrow
competitiveness indicator

Sources:
European Cenfral Bank and
Bank of Finland.

1999Q1 =100
An upward movement of

the index represenfs a weakening

in Finnish competitiveness

1. Bank of Finland’s old currency

index
2. Narrow plus euro area
competitiveness indicator

3. Narrow competitiveness index

Source: Bank of Finland.
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33. Euro’s external value and Finland’s competitiveness indicator
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34. Competitiveness indicators for Finland
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35. Selected stock price indices in the euro area, daily values
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36. Selected stock price indices in the euro area, monthly values
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37. Listed shares in Finland: total market capitalization and non-residents’ holdings
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38. Securities issued in Finland

EUR billion
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39. Bonds issued in Finland
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41. Central government revenue and expenditure in Finland
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42. Public sector balances in Finland
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44. Net lending in Finland by sector
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45. Finland: goods account and current account
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46. Finland: services account and income account
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47. Regional distribution of Finnish exports
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48. Finnish exports by industry
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49. Finland’s foreign trade: export prices, import prices and terms of trade
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50. Non-residents’ portfolio investment in Finnish shares
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51. Finland: direct investment
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52. Finland’s net international investment position
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53. Industrial confidence indicator in the euro area and Finland
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54. Consumer confidence indicator in the euro area and Finland
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55. Finland: GDP and industrial production
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56. Unemployment rate in the euro area and Finland
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57. Level of industrial earnings in the euro area and Finland
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58. Selected asset prices in Finland
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