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Monetary policy and economic outlook

T
he slowdown in the US economy has clouded
the prospects for the world economy. Signs of
a marked downturn in US economic activity
first emerged towards the end of 2000, and the

view that the US economy was growing at a slower
pace than originally expected gained strength in the
opening weeks of 2001. The Federal Reserve cut the
federal funds target rate by 50 basis points in early
January in between the regularly scheduled meetings
of the Federal Open Market Committee. The target
rate was lowered by a further 50 basis points at the
end of the month. Great uncertainty surrounds the
outlook for the US economy in the near term and it is
unclear how severe and long the slowdown will be.

The US economic slowdown has implications for
the entire world economy. The effects are already vis-
ible in many emerging Asian economies, which are
fairly dependent on developments in the US economy.
A key factor contributing to the weaker economic
outlook for these countries has been a fall-off in de-
mand for electronics products.

There was also a renewed slowdown in the Japa-
nese economy in the final months of 2000, partly be-
cause of fading growth in the US economy. Besides
external factors, the outlook for the Japanese economy
is overshadowed by weak domestic demand, banks’
non-performing loans and a large public debt. In Feb-
ruary the Japanese central bank cut its discount rate
in two steps by a total of 0.25 percentage point, low-
ered the target level for the overnight call rate by a
small margin and announced measures aimed at sup-
porting the smooth functioning and stability of the
country’s financial markets.

The direct impact of the slowdown in the US
economy on growth in the euro area economy is likely
to be less pronounced than in many other economic
regions. Exports account for under a fifth of euro
area GDP. The effects on the general level of confi-
dence could be considerable, however. On the other

hand, planned tax cuts in several countries will help
to boost domestic demand in the euro area in 2001
and 2002, and this could partly offset the weakening
of growth of export demand.

Despite slowing, euro area inflation has remained
above the ECB’s price stability target. The fall in oil
prices towards the end of 2000, which was partly due
to the slowdown in the global economy, has helped
to ease inflationary pressures. The strengthening of
the euro has operated in the same direction.  As a
result, the risks to price stability in the medium term
have become a little more evenly balanced in recent
months. The Governing Council of the ECB has left
the Eurosystem’s official interest rates unchanged
since the beginning of October 2000,  and so the dif-
ferential vis-à-vis official rates in the United States
narrowed by one percentage point in January. Al-
though the Eurosystem’s official interest rates have
not changed, market rates in the euro area have moved
lower in line with expectations of a rate cut.

The Finnish economy continued to experience
rapid export-led growth in the second half of 2000.
Business expectations in the export sector weakened
towards the end of the year, however, with the wors-
ening in the world economic outlook. Export growth
in 2001 is now expected to be lower than forecast by
the Bank of Finland in the autumn. By contrast,
household confidence has remained relatively good.
Private consumption is likely to pick up this year more
or less as forecast as a result of tax cuts and good
wage growth. Overall, the Finnish economy seems
set to continue growing at a fairly robust pace, albeit
more slowly than was foreseen in the autumn fore-
cast. On the other hand, the inflation outlook for Fin-
land is somewhat better than envisaged in the autumn.

 The great uncertainty concerning world growth
prospects also makes it difficult to assess Finland’s
growth performance in the near term. Thus one can-
not rule out the possibility that economic growth in

1VAKIO.p65 16.3.2001, 15:261



2 BANK OF FINLAND

Finland will be noticeably weaker than forecast in
the autumn.

The surplus in general government finances in
2000 was larger than forecast. Central government
finances, in particular, benefited from rapid economic
growth and companies’ good earnings growth. A sub-
stantial proportion of the increase in the central gov-
ernment surplus was nevertheless due to one-off fac-
tors, such as options income and capital gains in con-
nection with corporate restructurings, the probable
reduction in which in 2001 and 2002 will weaken the
financial balance of the central and local government

sectors. The growth of revenue will also slow as a re-
sult of tax cuts, the slower pace of economic growth
and poorer prospects for corporate profitability.

The positive developments in central government
finances in 2000 do not therefore mean that the sur-
plus will persist. The scope for reducing government
debt depends crucially on the fiscal stance adopted in
the budget for 2002. A temporary increase in revenue
should not be used as a justification for a further in-
crease in spending, and failure to keep within agreed
spending ceilings would jeopardize the strengthening
of the central government’s fiscal position.
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Inflation slowed in the euro area and
Finland at the turn of the year

The rate of increase in consumer prices decreased in
the euro area at the end of 2000, largely because of a
sharp fall in oil prices (Charts 1 and 2). At its peak in
2000 inflation was running at an annual rate of nearly
3%. By contrast, there has been no slowdown in the
annual rate of increase in consumer prices excluding
energy and unprocessed food (Chart 2).

Measured by the Harmonized Index of Consumer
Prices (HICP), euro area inflation will probably fall
further in the course of the current year, if oil prices
remain clearly below their peak level in the latter part
of 2000 and the euro does not weaken again. But as
apparently not all the effects of last year’s fall in oil
prices and the euro are yet reflected in consumer
prices, this could slow the decline in inflation over
the next few months. Rises in administered prices
and changes in indirect taxation could also be fac-
tors maintaining inflation. In the longer term attempts
to seek compensation in wage agreements for earlier
rises in import prices could generate upward pres-
sure on prices.

Largely reflecting the fall in energy prices, infla-
tion has also slowed in Finland in recent months,
measured both by the HICP and the national con-
sumer price index (Chart 2). Contributing to the de-

cline in CPI inflation has been a fall in house prices,
in addition to lower oil prices. The annual rate of in-
crease in CPI inflation slowed to 3.3% in January,
almost one percentage point below its peak in au-
tumn 2000.

Inflation in Finland will probably turn out to be a
little lower this year than forecast by the Bank of Fin-
land last autumn, if the price of oil remains clearly
lower and the euro stronger than assumed in the fore-
cast. Inflation is nevertheless likely to remain faster
than in the euro area on average. Relatively buoyant
domestic demand could generate upward pressure on
services prices, so that the rate of increase in non-
energy prices may not slow this year. Furthermore,
inflationary pressures could be sustained by higher
labour costs and the effects of the earlier rise in en-
ergy prices on housing costs and services prices.

No change in
euro area monetary policy but
market interest rates have fallen

The Governing Council of the ECB has kept the
Eurosystem’s official interest rates unchanged since
early last October (Chart 3). The minimum bid rate
for the main refinancing operations is currently
4.75%.
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On 1 January 2001 Greece became the 12th EU
member state to enter the euro area. At its meet-
ing in June 2000 the Ecofin Council confirmed
that Greece had fulfilled the necessary conditions
for the adoption of the single currency. In the pe-
riod between the Council’s decision and the start
of participation, the final preparations were made
so that the Bank of Greece could be included in
the Eurosystem. The Governor of the Bank of
Greece has been a member of the Governing Coun-
cil of the ECB since the beginning of 2001.

 The entry of Greece into the euro area does
not have major implications for euro area statistics

Box.   Greece entered the euro area

because of the small size of the country.1 Euro area
statistics cover the countries participating in the sin-
gle currency in the particular period under review.
Thus data referring to periods up to the end of
December 2000 cover the euro area of 1l partici-
pating countries while data referring to periods from
1 January 2001 onwards also include Greece. For
analytical purposes, however, historical data for the
11 euro area countries plus Greece for a number of
key series are published in the ECB Monthly Bulletin.

1  The statistical implications are discussed in the January
2001 issue of the ECB Monthly Bulletin.
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Chart 1. Harmonized Index of Consumer Prices in Greece and the euro area

2

12-month percentage change

1

2

0

-2

-4

-6

-8

-10
                1996               1997               1998                1999 

1. Deficit (left-hand scale)
2. Debt (Maastricht definition) (right-hand scale)

Source: Eurostat.

Chart 2. General government deficit and debt in Greece

2

% of GDP
112

110

108

106

104

102

100

1

1VAKIO.p65 16.3.2001, 15:264



5BULLETIN 1 • 2001

One of the most significant achievements of
Greek economic policy has been the lowering in
the rate of increase in consumer prices from around
20% in 1999 to 2.5% in 1999 (Chart 1). Among
the contributory factors were wage restraint, fairly
tight monetary policy and a more stringent fiscal
stance. Nevertheless keeping inflation under con-
trol will be a major challenge for Greek economic
policy in the near term. In the second half of 2000
Greek inflation accelerated from well over 2% to
about 4%. This was partly due to the rise in oil
prices, which has a large impact in a country that is
dependent on imported energy. Though the rate of
inflation slowed in January 2001, it still exceeded
the euro area average by a clear margin.

Another impressive economic achievement
was a substantial reduction in the general govern-
ment deficit in the 1990s (Chart 2). An important
factor in this regard in recent years has been an
increase in tax revenue as a result of a widening
in the tax base and more effective tax collection.
Also contributing to the consolidation of general
government finances have been rapid economic

growth, privatization of a number of state-owned
banks and lower interest rates.

 Greek short-term interest rates have declined
considerably over the last three years as the offi-
cial interest rate has converged towards the euro
area level. In 2000 the Bank of Greece lowered its
official interest rate by a total of six percentage
points. Long-term interest rates have also con-
verged towards comparable euro area rates, and
have been running at around 5½% so far this year
(Chart 3). With the fall in interest rates in the lat-
ter part of the 1990s, the Greek government issued
new bonds in large quantities, which helped to im-
proved liquidity in the country’s capital market.

 A long-term aim of Greek economic policy is
to maintain faster growth than in the euro area on
average so as to reduce the gap in living standards
in relation to other euro area countries. In 1999
real GDP per capita in Greece was about a third
below the euro area average. At the same time the
Greek price level can be expected to continue ris-
ing and to approach price levels in the more ad-
vanced euro area countries.
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Euribor rates rose until the end of October last year
(Chart 4). After market expectations of an increase in
official interest rates had receded and been replaced
by expectations of a fall in rates, Euribor rates moved
lower towards the end of the year, causing an inver-
sion at the short end of the yield curve. Long-term
government bond yields in the euro area also fell sub-
stantially towards the end of the year. Both short and
long-term rates have remained fairly stable in the early
part of the current year. In the United States, long-
term interest rates have fluctuated more than corre-
sponding euro area rates, reflecting nervousness in

equity markets and the great uncertainty about the
growth prospects for the US economy.

The euro started to strengthen against the dollar
towards the end of 2000 amid signs of economic
slowdown in the United States (Chart 5). The euro
has stopped strengthening in the first weeks of 2001,
however, partly because of uncertainty about the eco-
nomic outlook for the euro area. The euro’s effective
exchange rate in the early part of this year has been
at roughly the same level as a year ago.

In mid-December the Governing Council of the
ECB reconfirmed the existing reference value for the
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growth of the broad monetary aggregate M3, namely
4½%. The annual rate of increase in M3 started to
slow in the second half of 2000, and the three-month
moving average of the growth of M3 declined to 5.0%
in the months November to January. The growth of
the most liquid components, in particular, slowed
along with the rise in interest rates.

The rate of growth of loans to the private sector
has remained strong in the euro area, even though it
slowed slightly towards the end of last year. Contrib-
uting to the continued strong growth of lending to
this sector has been financing of purchases of UMTS
licences by telecommunications companies. In Janu-
ary the annual growth of loans to the private sector
was 9.1%.

 In the final quarter of 2000 the Finnish contribu-
tion to euro area M3 decreased and its  annual rate of
growth turned negative. This was mainly due to a fall
in the outstanding amount of money market paper. The
rate of growth of bank lending to the private sector
has been notably slower than the average for the euro
area. This is partly explained by the fact that Finnish
firms have also borrowed from non-banking financial
institutions in Finland and directly abroad. In fact, the
stock of bank lending to non-financial corporations
remained virtually unchanged in the second half of
2000. In contrast, the annual rate of growth in lending
to households has remained rapid. The rate of growth
in the stock of housing loans has stayed virtually un-
changed since spring 2000 at around 10%.

Economic growth has slowed in
the euro area

Towards the end of 2000 there were increasing signs
of a slowdown in economic activity in the euro area.
Already in the third quarter of the year the rate of
growth of real GDP decreased slightly from the pre-
vious quarter (Chart 6). The growth of private con-
sumption, in particular, slowed, which was probably
due to the rise in interest rates and the effect of higher
oil prices on real incomes.

Indicators suggest that economic growth in the
euro area slowed further in the fourth quarter of 2000.
The main industrial confidence indicators have been
falling for some time. In addition, retail sales and car
sales were sluggish in the second half of 2000. A
positive development, however, was a further drop
in the unemployment rate in the last part of the year.
Good employment performance and a fall in oil prices
help to explain why the consumer confidence indi-
cator for the euro area has remained at a high level.

Recently, growth forecasts for the euro area in
2001 have generally been revised downwards slightly
because of the weaker prospects for world economic
growth. The slowdown in growth of export demand
is nevertheless likely to be partly offset by domestic
demand, which will benefit from fiscal easing, lower
oil prices and the disappearance of expectations of
rise in interest rates. Euro area growth is therefore
likely to remain fairly robust. It should, however, be
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emphasized that the difficulties in the US economy
and their repercussions for other countries and fi-
nancial markets could result in slower-than-expected
growth in the euro area.

Economic growth has remained
robust in Finland

The rate of growth of the Finnish economy remained
robust in the last part of 2000 (Chart 6). According
to preliminary national accounts data, real GDP grew
by 5.5% in the fourth quarter of 2000, compared with
the same period a year earlier, and growth for the
whole year reached 5.7%. The economy grew a little
faster in the latter part of the year and in the year as a
whole than was forecast by the Bank of Finland in
the autumn.

Finland’s faster economic growth than in the euro
area on average has been driven by strong export de-
mand since the middle of 1999, when export mar-
kets started to recover from the effects of the Asian
and Russian economic crises. The volume of exports
grew by a full 18% in 2000. There was also a marked
increase in non-residential investment, partly as con-
sequence of strong export performance. The forest
industries invested in replacing and extending capac-
ity in Finland, although they expanded their produc-
tive capacity significantly abroad as well. Private con-
sumption grew by 3% and, with the exception of cars,
developments in the trade sector were also favour-
able. Car sales were hit by the rise in oil prices and to
some extent also by the rise in interest rates in the
course of the year.

In the export sector, output in the electronics in-
dustry continued to grow at a notably faster pace than
output in other sectors in 2000. Growth of output in
the electronics industry accelerated in the  fourth quar-
ter of the year to nearly 50% compared with one year
earlier. Excluding the electronics industry, growth of
industrial production in the final part of the year was
about 5%. If the economic downturn in the United
States weakens the market prospects for the electron-
ics industry worldwide, this could have a major im-
pact on the Finnish economy.

According to the business tendency survey con-
ducted by the Confederation of Finnish Industry and
Employers in January, the outlook for industry is
weakening. Expectations of slowdown in output

growth are based on the gloomier prospects for
growth in key export markets. There is now also con-
siderable uncertainty about future price develop-
ments. Therefore it is possible that the slowdown in
the rate of growth of export volumes will be larger
than forecast by the Bank of Finland last autumn. A
decline in firms’ price competitiveness could further
slow export growth, if the euro starts to strengthen
again.

Household confidence about the future weakened
in the autumn, which was partly due to the rise in oil
prices and expectations of higher interest rates.
Household confidence nevertheless increased again
around the turn of the year. In principle, the pros-
pects for an increase in consumer demand are good
as tax cuts and pay increases in 2001 and 2002 will
boost disposable incomes substantially. Furthermore,
the forecast fall in the rate of inflation will underpin
the growth of real incomes. According to current es-
timates, it seems that growth of private consumption
this year will be more or less in line with last au-
tumn’s forecast.

Given the rapid growth of the economy, employ-
ment has increased only slowly in recent months
(Chart 7). The seasonally adjusted employment rate
has remained almost unchanged during the autumn
and winter months. In January it stood at about 67½%.
The best performing sectors as regards job increases
in recent months have been transport and business
services. Regionally, employment growth has been
concentrated in southern Finland whereas it has been
slow in central and northern Finland. Similarly, the
fall in unemployment has been slow, partly reflect-
ing an increase in labour supply. The seasonally ad-
justed unemployment rate calculated by Statistics
Finland has remained stubbornly above 9% during
the autumn and winter months.

 The ratio of vacancies to the total labour force
has risen substantially in recent months, suggesting
that mismatches between labour supply and demand
are worsening (Chart 7). One reason for this is the
inadequate training of jobseekers, which was a fac-
tor cited by, for example, employers in labour force
surveys conducted towards the end of last year. Short-
ages of skilled labour hampered the hiring of new
staff  in both industry and the private services sector
in the latter part of last year.

Conditions in the housing market have been fairly
stable in recent months, compared with the situation
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last spring. Regional differences are considerable,
however, as evidenced for example by reports of a
marked lengthening in selling times for properties
outside growth centres. Prices of old dwellings in the
whole country fell slightly in the fourth quarter of
last year compared with the previous quarter and to-
wards the end of the year prices were at roughly the
same level as one year earlier (Chart 8). In the Greater
Helsinki area prices fell by less than in the rest of the
country.

Activity in the housing market could pick up dur-
ing the spring as a result of tax cuts and rising house-
hold incomes. Furthermore, interest rates on new

housing loans have fallen slightly in recent months
along with market interest rates. Increased demand
for housing in growth centres could give rise to prob-
lems because of the slow response of supply.

The challenges facing
the public sector call for
spending restraint

The ratio of the general government surplus to GDP
grew to 6.7% in 2000. This was about two percent-
age points more than foreseen in the Bank of Fin-
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land’s autumn forecast and in Finland’s stability pro-
gramme update. Central government finances, in
particular, benefited significantly from the rapid pace
of economic growth and firms’ favourable earnings
performance. In addition, corporate restructurings
and capital gains on equity sales boosted capital in-
come tax revenue and the central government’s prop-
erty income. Total revenue from income and wealth
taxes increased by over a third from the previous year
and property income more than doubled. Indirect tax
receipts increased only slightly, however. As central
government expenditure increased only moderately,
central government finances moved into a surplus of
FIM 26 billion. The surplus, together with privatiza-
tion proceeds totalling FIM 12 billion, made it possi-
ble to reduce central government debt by a larger
amount than in the previous year. The ratio of central
government debt to GDP stood at 48% at the end of
2000. Municipalities’ tax revenue, especially corpo-
rate tax receipts, grew rapidly, and the local govern-
ment sector shifted into a small surplus.

 The positive developments in 2000 could give
the impression that a permanent surplus has been es-
tablished in central government finances. This is not
self-evident, however, since a large proportion of the
surplus is the result of one-off factors, the reduced
importance of which in 2001 and 2002 will weaken
the financial position of the central government and
municipalities. On top of this, the planned tax cuts
will slow the growth of tax revenue over the next two
years. Similarly, a reduction in indirect taxes with the
expiry of the EU’s transitional provisions and the like-
lihood of increasingly intense tax competition will
curb the growth of tax receipts in the years to come.

As the growth of government revenue weakens,
the rate of reduction in central government debt will
slow. Under favourable circumstances, however, it
could be possible to create a virtuous circle in cen-
tral government finances over the next few years,
whereby progressively smaller interest payments on

outstanding debt would enable an accelerated pace
of debt reduction. This, however, requires that the
growth of central government primary expenditure
remain moderate. As a rough estimate, if the central
government primary balance (surplus excluding in-
terest payments), which increased to nearly 7 % in
2000, could be kept at around 4–5% of GDP in the
future, it would be possible to pay off the debt in about
10 years’ time. This is conditioned on the assump-
tion of the continuation of steady, robust economic
growth, which, of course, is by no means certain.

Rapid repayment of the debt would be desirable
so as to allow room to prepare for future demographic
changes, among other things. The ageing of the popu-
lation will start to become a major challenge at the
beginning of the next decade when additional re-
sources will have to be made available for health care
and care of the elderly, as well as for pensions. It is
essential that interest payments on the debt, which
amounted to FIM 26 billion in 2000, be reduced sig-
nificantly before the pressures generated by pen-
sions start to mount and the labour force starts to
shrink as a result of population ageing. Strong pub-
lic finances are a sine qua non for managing the budg-
etary consequences of an ageing population in the
long term. The policy decisions taken with regard to
spending in the budget for 2002 will be vital for debt
reduction efforts. The positive developments in pub-
lic finances in 2000 should not delude us in to think-
ing that there is scope for permanent increases in
expenditure in a situation where the growth of tax
revenue will slow substantially over the next two
years.

28 February 2001

■ Key words: inflation, monetary policy,
economic situation
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Challenges facing the Finnish labour market

A
ccording to many Finnish and international
assessments, a significant part of unemploy-
ment in Finland is structural. By structural
 unemployment is meant the level of unem-

ployment below which the unemployment rate can-
not be permanently pushed without changing the
structure of the labour market. When this unemploy-
ment rate has been reached, further increases in de-
mand for labour do not lead to higher employment
but rather to faster wage inflation.

This article discusses three key structural factors
affecting the functioning of the labour market and fall-
ing within the sphere of social policy, namely the com-
bined effect of tax and social benefits systems, wage
bargaining arrangements and traditions, and employ-
ment protection regulation. Labour market equilibrium
and structural unemployment are also affected by de-
cisions taken in numerous other policy areas. For ex-
ample, in Finland regional policy objectives have fig-
ured prominently in the range of instruments avail-
able for labour market policy. Other policy areas which
affect the labour market but which are not discussed
here include housing policy, education and training
policy and active labour market policies.

Taxation and social benefits affect employment
in many ways. Labour taxes increase the price of la-
bour and reduce incentives to employ people. To-
gether, taxes and social security determine the mini-
mum level of labour costs below which labour is not
available in practice. At the same time, they set mini-
mum requirements for the skill and productivity lev-
els that a job seeker must meet in order to find em-
ployment. High taxes on labour impede job creation
in the private services sector, in particular: by doing
work oneself instead of having it done by someone
else, one can avoid taxes and indirect labour costs.

Employment protection refers to regulations con-
cerning the hiring and firing of employees, includ-
ing, for example, conditions for using fixed-term

Ongoing structural change is a characterisic of the
global economy.  The Finnish economy has been
integrated into the international environment in in-
creasingly diverse ways. Economic flexibility in
its full sense – as understood to mean the shift of
resources from sector to sector in search of the
highest productivity – is crucial for growth and
employment prospects.

The need for economic policy reforms aimed
at supporting employment has attracted growing
attention in the European Union. Underlying this
are both concern about the EU’s high level of un-
employment, the welfare losses it engenders and
the burden it places on public finances and recog-
nition of the fact that structural rigidities tend to
generate inflationary pressures, which slow eco-
nomic growth and have to be warded off by mon-
etary policy measures. The more flexible an
economy is, the more strongly it can grow with-
out causing inflationary pressures.

 The need for flexibility holds true nationally,
in monetary union and in the context of the global
economy as a whole.  Since monetary policy under
monetary union is formulated with the needs of the
entire euro area in mind, this further underlines the
importance of economic flexibility at national level.

In their deliberations on monetary policy, cen-
tral banks pay attention to other areas of economic
policy and structural factors at work in the economy.
One of the duties of independent central banks is to
publicly explain the reasoning behind their deci-
sion-making, including their views on developments
in these fields. With the establishment of monetary
union, the Bank of Finland also became subject to
the requirement for openness and transparency in
this regard.
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contracts and minimum levels of protection and com-
pensation for dismissals. Employment protection is
partly based on legislation and partly on agreements.
An appropriate level of employment protection fur-
thers the mutual commitment of the employee and
the employer to a long-term employment relation-
ship. Taken too far, however, employment protection
causes rigidities in the labour market, hampers the place-
ment of workers in the most productive jobs and deep-
ens the division between ‘insiders’ and ‘outsiders’.

The wage bargaining system sets the framework in
which employers and workers can agree on pay and other
terms and conditions of employment. A smoothly func-
tioning wage bargaining system can enhance the func-
tioning of the labour market by, for example, improv-
ing the predictability of the operating environment and
making it easier for the labour market to adjust to eco-
nomic disturbances. On the other hand, a wage bargain-
ing system that is too rigid can cause wage distortions,
which prevent the labour market from clearing.

Structural factors and
Finnish unemployment

There seems to be fairly wide acceptance that the
direct cause of the emergence of mass unemployment
in Finland was the overheating of the economy in the
late 1980s and the exceptionally severe slump in eco-
nomic activity that followed at the beginning of the
1990s. The dramatic rise in unemployment was not
connected with the sudden appearance of structural
rigidities in the labour market or any significant re-
duction in incentives. But structural problems that
had accumulated over the preceding decades were
nevertheless a key factor behind the rapid rise in un-
employment and its subsequent slow decline.1  Struc-
tural factors – such as the high cost of hiring workers
and the obligations it carries with it – increased the
tendency for employers to shed labour when eco-
nomic conditions worsened. Similarly, structural fac-
tors weakened the ability of the labour market to cre-
ate new jobs for those made unemployed. As the du-
ration of unemployment increased, a growing pro-
portion of the unemployed was permanently excluded

from the labour market, whereupon unemployment
that had initially been cyclical became structural.2

So, whilst macroeconomic factors triggered the
crisis, structural weaknesses – associated with labour
market incentives and regulation as well as regional
mismatches in labour supply and demand – slowed
adjustment to the changed economic conditions and
contributed to the deepening of the crisis. The macro-
economic and structural causes of unemployment
combined and reinforced each other. This is also in
line with the general conclusion about the role played
by structural factors in variations in the level of em-
ployment: when economic conditions are stable,
structural rigidities have little impact on unemploy-
ment. The importance of flexibility increases only
when economic conditions start to deteriorate.

Seen in this light, it is clear that decomposition
of unemployment into structural and cyclical com-
ponents is not always straightforward. It is possible
that part of Finnish employment is still cyclical in
the sense that given good economic performance,
there could be a further marked fall in the unemploy-
ment rate in the longer run. But then again, a new
recession could once more push unemployment to
noticeably higher levels than at present for several
years. Although economic and monetary union and
the fiscal stance adopted in recent years have brought
stability, uncertainty always surrounds the economic
prospects of a small country with a relatively
undiversified production base. This places special
demands on labour market flexibility.

Taxation and social benefits

The social benefits system comprises various kinds
of social support and unemployment security. In the
1990s the debate on the need to reform social secu-
rity systems intensified in practically all European
countries when the cost of these schemes rose as a
result of higher unemployment and began to place a
growing burden on government finances. Reform-
ing tax and social benefit systems so as to promote
employment is currently a key priority in the debate
on economic policy within the EU.

1 In some respects structural problems were exacerbated
during the recession by a rise in taxes and tighter means
testing of benefits.

2  The task of managing unemployment was complicated
by a massive deficit in central government finances, which
prevented the deployment of active labour market policies
on the same scale as in, for example, Sweden.

1CHALLENGES.p65 14.3.2001, 14:4112



13BULLETIN 1 • 2001

Finland’s social benefits system is fairly typical
of those in Europe, although like those in other Nor-
dic countries it is a little more generous than the Eu-
ropean average, according to an OECD comparison.

Finland’s comprehensive social security system
has been fairly effective in keeping poverty at bay.
Funding the system has, however, required heavy
taxation, and further substantial tax increases were
necessary during the recession of the 1990s. Although
the tax wedge on labour has been reduced in recent
years, it is still very large by international standards.

Taxes and social benefits are of particular sig-
nificance for employment levels among those who
are least able to compete in the labour market. In prac-
tice, social security sets the floor which take-home
pay from gainful employment must exceed. When to
this is added the share of the tax wedge, the result is
the minimum cost that an employer must pay for la-
bour input in Finland in order to make it financially
worthwhile to work. If the value of labour input to an
employer or buyer of a service does not exceed this
minimum cost, no immediate incentive may exist to
establish an employment relationship.3  In the case
of a business, the labour input that is left unpurchased
may be replaced by investment in machinery and
equipment, while for individuals the option is to do
the work themselves. In many cases the result may
simply be that the work is not done at all.

There is much evidence to suggest that a signifi-
cant part of Finland’s unemployment problem is due
to this very factor. Unemployment is concentrated
among the less advantaged, ie individuals who are
poorly educated or whose education is outdated, who
are close to pensionable age or who live in remote
regions. Further support for this explanation is pro-
vided by the fact that the share of Finnish employ-
ment in low-skill occupations in the private services
sector is exceptionally small. In particular, the share
of employed persons working in retail trade and per-
sonal services is (along with Sweden) the lowest in
the OECD area.

In recent years, a number of reforms have been
effected in the unemployment insurance system with

the aim of enhancing work incentives.4  Despite these
reforms the duration of unemployment compensa-
tion is still exceptionally long and the overall level of
social security for the unemployed in relation to wages
in the private sector is one of the highest in the OECD
area. Finland’s unique earnings-related pension
scheme, which enables 55-year olds to receive sup-
port on a continuing basis until they qualify for old-
age pension, has contributed to the very low employ-
ment rate of this age group. Several studies show that
there is a clear link between the level and duration of
unemployment compensation and the level of unem-
ployment in the economy.

The combined effect of taxation and income-
related social benefits gives rise to ‘incentive traps’,
where accepting a job results in a reduction in net
income. In Finland this is essentially a problem ex-
perienced by families. Some progress has been made
in eliminating incentive traps for low-income fami-
lies5 , but there are still few incentives for an unem-
ployed person with children to earn extra income by
taking a part-time job, for example.

A solution put forward to deal with this problem
is to target income tax cuts on low-income groups.
The scope for such action is limited, however. For
one thing, the taxation of low-income groups has al-
ready been reduced to a level where the major com-
ponent of the remaining tax wedge consists of vari-
ous insurance-based payments such as contributions
to earnings-related pension schemes, unemployment
insurance contributions and accident insurance pre-
miums. Restricting cuts in these payments to low-
income groups would require a change in the very
principles on which the social insurance system is
founded. In some countries the incentive problem has
been addressed by applying a negative income tax

4 One of the conditions for receiving labour market support
under the present rules is that a young person must
participate in vocational training. In addition, extension of
earnings-related unemployment compensation after 500
days now requires a prior employment spell of 10 months
as opposed to six months previously. On the other hand,
the level of compensation for earnings-related
unemployment security has been raised to some extent.
5 In Finland, local taxes levied on low-income groups have
been reduced mainly by increasing the earned income
allowance. Where municipalities have not been reimbursed
for the resulting loss in revenue by means of government
transfers, this has weakened their financial position and
may therefore have led indirectly to a rise in the local tax
rate.

3 Even if net income from gainful employment is less than
social security, in the longer term there may nevertheless
be a financial incentive to work as far as, for example,
accumulation of pension rights and future career prospects
are concerned. This explains why some people choose to
work even though the immediate effect of this is a drop in
net income.
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(eg earned income tax credit in the United States),
whereby central government funds are used to sup-
port the low paid. Assessments of the success of these
initiatives are contradictory.

Another problem is that targeting tax cuts on low-
income groups could generate incentive traps in
higher income groups. In fact, this is just what has
happened in recent years. Whereas the incentive prob-
lems faced by low-income groups have diminished,
they have, if anything, worsened for those in the mid-
dle-income groups. Recent studies show that, for a
significant proportion of the population, taxes and a
reduction in income-related support still eat up all
additional income in practice. For example, the de-
pendency of labour market support and general hous-
ing support on a spouse’s income may, together with
a high marginal income tax rate, result in a situation
where there is virtually no financial incentive for the
spouse to work unless the monthly salary exceeds
FIM 15,000.6    The long-term implications of such a
situation for work and training incentives are poten-
tially disastrous.

For those in the highest income groups, growing
international tax competition and the increasing mo-
bility of well-educated labour are undermining the
conditions for maintaining tax rates at their present
high levels. Targeted tax concessions are already be-
ing used to attract foreign labour to Finland. In the
future, it will be increasingly difficult to keep highly
skilled Finnish workers in Finland.

Therefore there needs to be a further reduction in
the tax wedge in all income groups. Tax cuts and so-
cial benefit reforms alone are not a panacea for the
unemployment problem, and it will take years be-
fore their effects are felt. They nevertheless have an
important role to play in increasing work incentives.

Employment protection

Employment protection, which refers to the regula-
tion of hiring and firing in the labour market, is not
particularly strict in Finland. It is close to the aver-
age for OECD countries and it has for long been
among the least restrictive in the EU area. Although

Finland’s relative position in Europe has changed in
recent years with liberalization of employment pro-
tection in many EU countries, Finnish employment
protection still cannot be described as exceptionally
strict. According to an OECD study, regulation of
permanent employment contracts, in particular, is
lenient by European standards whereas regulation of
the use of fixed-term contracts and their renewal is
relatively strict. This has been a factor curbing the
growth of fixed-term contracts in the private sector,
in particular.

Studies have not found a clear link between em-
ployment protection and the level of unemployment.
A high level of employment protection has, however,
been observed to reduce dismissals and new hirings,
and thus to affect the structure of unemployment.
Employment protection reduces the risk of those in
work becoming unemployed but makes it more dif-
ficult for those without jobs to find work. Fewer peo-
ple lose their jobs but at the same time spells of un-
employment become longer and the share of the long-
term unemployed grows. So employment protection
deepens the division between insiders and outsiders,
increases the risk of exclusion among outsiders and
makes it more likely that unemployment becomes
structural.

Employment protection may also affect the struc-
ture of production. By impeding the mobility of la-
bour it can hamper the flow of labour and skills into
potentially more productive uses, resulting in lower
productivity and lower wages.

Employment protection is probably not a major
cause of unemployment in Finland, and therefore a
reduction in the general level of employment protec-
tion should not be seen as a solution to the problem.
But in a situation where a significant proportion of
the labour force faces exclusion because of the ef-
fects of other factors, there is a case for also consid-
ering targeted employment protection reforms as a
way of activating these groups. Here priority should
be given to relaxing regulations affecting fixed-term
contracts and young jobseekers.

Wage bargaining and
wage structure

Collective bargaining in Finland is characterized by
a high unionization rate and a relatively high degree

6 The example cited refers to a couple with two children
living in the greater Helsinki area who receive the maximum
compensation for general housing support and where one
of the parents is on labour market support.
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of centralization. A widely stated objective in wage
bargaining is the pursuit of ‘solidaristic’ or egalitar-
ian wage developments, and this has gained even
more prominence in the centralized agreements
reached in recent years. The egalitarian objective is
evident, for example, in convergence of wage in-
creases (including absolute increases) across sectors,
the widespread application of extension practices,
low-pay and equality allowances and mechanisms for
reviewing earnings developments.

The Finnish labour market system has managed
to generate incomes settlements that have helped the
country to maintain its international competitiveness,
also during the economic upswing of recent years. In
contrast to past experience, wages have not soared to
unsustainable levels even during periods of strong
growth. Continuation of slower wage growth than in
competitor countries on average would further im-
prove external competitiveness in the future and thus
increase employment to some extent in the exposed
or tradeables sector of the economy. But, given the
very large external surplus, unemployment is not now
a primarily competitiveness problem, and therefore
there is no reason to seek a solution in a lower aver-
age wage level than at present.

A more serious concern from the standpoint of
employment is that the Finnish collective bargaining
system leaves relatively little room for flexibility in
relative wages. As wage agreements determine pay
increases for each worker, wage flexibility within the
sector covered by the agreement is only possible
through positive wage drift, ie wage increases in ex-
cess of negotiated increases. The wage bargaining
process is far more flexible in, for example, Germany,
where collective agreements typically fix only the
aggregate amount of pay increases and largely leave
it to the employer to decide how this sum is to be
divided among individual workers. Intersectoral wage
flexibility in Finland is limited not only by a central-
ized bargaining system but also by the widespread
practice of including earnings guarantees and low pay
allowances in wage agreements.

Another factor limiting the scope for wage flex-
ibility in Finland is that agreements are typically ne-
gotiated on the basis of the employer’s industry and
not the worker’s occupation. This practice can, on the
one hand, lead to the creation of artificial wage links
between different occupational categories in the same
sector and, on the other hand, to unjust intersectoral

differences in wages for employees in the same oc-
cupational category. There is no justification on em-
ployment grounds for paying people with the same
skills different wages according to whether the in-
dustry in which they work is doing well or badly. In a
well functioning labour market the compensation a
worker receives depends on the demand for the skills
he or she has to offer in the economy as a whole, not
on the profitability of a particular industry.7

The pronounced regional and occupational dis-
parities in Finnish unemployment support the view
that relative wage flexibility is inadequate. For ex-
ample, a study conducted by the European Commis-
sion on the basis of 1997 figures shows that in Fin-
land that year there was an exceptionally heavy con-
centration of unemployment among the poorly edu-
cated and young people. The regional dispersion in
unemployment was one of the highest in Europe,
comparable to that in Germany (strong east-west dis-
tribution) and Italy (North v. South).

The shift to a regime of low inflation and low
nominal pay increases may have increased wage struc-
ture rigidities. In recent years a growing proportion
of wage increases has taken the form of negotiated
increases whereas the market-based component of
wage formation contained in wage drift has clearly
diminished. Thus the wage bargaining system has
come to wield an increasingly strong influence on
actual developments in relative wages.

Wage flexibility would not necessarily improve
as a result of a shift from central to union level in
collective bargaining. Wage differentials across sec-
tors would probably increase, but it is unclear whether
this would have a positive impact on employment.
On the other hand, the average rate of increase in
wages could pick up, with adverse consequences for
employment. Regardless of the level at which incomes
negotiations take place, it would be desirable if, in
future, an increasingly large proportion of pay in-

7 It has been argued that sectoral differences in productivity
growth imply the need for sectoral differences in wage
developments that reflect productivity growth. This
argument is not entirely valid. In conditions of flexible wage
and price formation, sectoral differences in productivity
growth show up primarily in differences in price
developments for the products concerned; for example,
prices of mobile phones fall as productivity in their
manufacture increases. Productivity differences should be
reflected in wages only to the extent that they bring about
changes in the demand for different kinds of skills in the
labour market.
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creases consisted of market-based components agreed
at local and individual level.

It should be emphasized that greater relative wage
flexibility is not the same as increased wage differ-
entials. A move towards a more flexible wage forma-
tion process would not, for example, mean that wage
growth in the public sector would lag behind that in
the rest of the economy. In order to be able to meet
their obligations as regards service provision, public
sector employers must offer competitive wages un-
der all circumstances.

The comprehensiveness and high level of Fin-
land’s education system will help to maintain a rela-
tively even income distribution even under conditions
where market forces play a greater role in wage for-
mation. It nevertheless seems likely that a signifi-
cant improvement in employment among the less
educated will require reduction in labour costs at the
lower end of the wage scale. If there is reluctance to
do this by lowering the income level of these work-
ers, then costs will have to be cut by reducing the
size of the tax wedge (mainly by lowering insurance-
based payments) and by developing support systems
that provide incentives to work.

Future challenges

As more and more people in the age cohorts where
there is heavy unemployment retire during the cur-
rent decade, this will help to alleviate the country’s
unemployment problem. The unemployment figures
will improve as mass unemployment gives way to the
pensions problem. The burden placed on the economy
by the existence of a large passive population will
not diminish for some decades to come, however. As
long as the overall performance of the economy re-
mains good, no insurmountable difficulties are likely
to arise. But we also have to be prepared for the pos-
sibility that economy does not perform as hoped. A
recession that is more severe than a normal cyclical
downturn could require far greater adaptability on
the part of the labour market – and the economy as a
whole – than has been the case hitherto. A marked
rise in unemployment, combined with a rapidly age-
ing population, would seriously tax the capacity of
the welfare state.

It is obvious that there are some groups among
the unemployed who, for all practical purposes, are

beyond the reach of labour market incentives and
possibly also other labour market measures. Partly
for this reason the chances of structural reforms to
reduce unemployment in the short run are limited.
The importance of structural changes needs to be
assessed in the long run, however, when the indus-
trial structure and people’s behaviour have had time
to adapt.

Ensuring that labour market incentives and regu-
lation function effectively has a vital role to play in
efforts to keep as large a part of the active population
as possible in the labour market. This is not, how-
ever, the whole answer to the unemployment prob-
lem. Rather, a whole range of measures is necessary.
Adjustment to continuing structural change in the
labour market calls for action in the areas of educa-
tion and training and housing policy to foster work-
ers’ regional and occupational mobility. There is also
a need for active labour market policy, particularly
as regards supporting problem groups.

The social benefits system, employment protec-
tion regulation and the wage bargaining framework
are designed to protect citizens from economic risks
and to guarantee workers equal status as a negotiat-
ing partner. These arrangements are essential com-
ponents of the Finnish welfare society, but the pro-
tection they afford is fairly limited in a changing
economy. Ultimately, a worker’s best protection is a
high level of employment and the knowledge that
follows from this that there are always alternatives
available in the labour market. If the arrangements
created to protect workers end up by making it more
difficult for people to find employment, they defeat
the purpose for which they were originally intended.
Therefore it must be possible to review all existing
arrangements in an objective and unprejudiced way
and make reforms where necessary.

14 February 2001

■ Key words: structural unemployment,
social benefits system, taxation,
employment protection, wage
bargaining system, wage structure
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A
modern financial system is a network of fi-
nancial intermediaries, investment service
providers and marketplaces – linked together
by payment and settlement systems. Na-

tional systems, in turn, are parts of the network of
international financial systems.

Controlled and closely monitored risks are a nor-
mal part of operating in the financial markets. At
times, financial institutions may have to deal with
realizations of these operating risks. Because differ-
ent financial market participants are linked to each
other, serious disturbances can spread from one par-
ticipant to another and even to other systems, which
can prevent the financial system from accomplish-
ing its essential tasks, ie financial and payments in-
termediation, as well as the pricing of financial
claims. The possibility that such disturbances will
occur is referred to as ‘systemic risk’.

In terms of systemic risks, the key causal factors
and channels of financial contagion are the banking
sector and payment and settlement systems. The vast
majority of IMF member countries have experienced
some degree of banking crisis during the last 20 years.
The risks associated with financial systems have be-
come focal concerns along with the globalization of
financial markets. Based on experiences with finan-
cial crises of the 1990s, it has become apparent that
systems are most vulnerable when they are in the pro-
cess of change. In extreme cases, cross-border financial
contagion requires only that the economies be similar.

Monetary union and the onset of crisis

The framework for Finland’s monetary and economic
policies has changed since the start of monetary un-
ion. The new edifice has stabilized the environment
by eliminating exchange rate risk in transactions be-
tween Finland and other euro area countries, while

also reducing the likelihood of interest rate gyrations.
But monetary union has also brought new risks in
the form of a greater dependency on economic per-
formance and soundness of financial systems in the
larger euro area countries. Because monetary policy
is now aimed at the needs of the whole euro area, the
other tools of economic policy must be calibrated to
the specific needs of the Finnish economy.

Monetary union has increased the versatility of
the Finnish financial system and has reduced its de-
pendence on the banks. However, in the context of a
monetary union, a disturbance caused by a systemic
crisis can originate in other financial systems or in
structural developments or suboptimal functioning
within the various parts of the domestic financial
system. The biggest challenge for European regula-
tors and supervisors is to stay on top of the structural
changes that are integral to the evolution of financial
markets in connection with convergence across Eu-
rope. The sources of future disturbances may con-
tinue to change, inter alia, because of changes in sav-
ings-related behaviour, stock market developments,
population ageing, the growing importance of insti-
tutional investors, and technological progress.

Channels of contagion in
the banking sector

Banks occupy a central position in the Finnish finan-
cial system, and their problems can spread, via the
lending channel, throughout the economy. Banks ac-
cept repayable-on-demand funds from depositors and
lend them at long maturity to companies and house-
holds in need of financing. Besides deposits, banks
also issue debt instruments. Correspondingly, the
asset side of a bank’s balance sheet includes – be-
sides loans – debt instruments issued by other insti-
tutions, as well as shares. A bank’s balance sheet can
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be weakened by maturity mismatches between loans
and deposits or by fluctuations in asset prices. On
the other hand, a bank’s lending policy can lead to
credit losses that reduce its profitability and eventu-
ally its capital base. If the bank is a large one, such
problems can jeopardize the stability of the whole
financial system.

Finland’s banking crisis of the early 1990s was very
severe, relative to GDP, even by international stand-
ards. The underlying cause was the structural back-
wardness of the financial system, which had its roots
in a long period of tight regulation. Rapid deregula-
tion that coincided with an economic boom led to a
surge in borrowing from abroad. When the economy
turned down, capital flight caused a collapse in the
external value of the markka. This led to dramatic in-
crease in credit losses and a banking crisis. As a result
of the crisis, the Finnish banking sector has undergone
structural revamping via bank mergers, alliances and
closures. Because of the structural changes, the Finn-
ish banking sector is one of the most efficient in Eu-
rope; credit losses are at record low levels; and the
banks are generating excellent returns on capital. The
strong profitability, over a period of several years now,
has solidified Finnish banks’ balance sheets, which has
increased the banking sector’s ability to withstand dis-
turbances.

Because the Finnish banking sector is highly con-
centrated, the problems of a single bank spread quickly
to other banks. However, this domestic contagiousness
is now a less serious problem because the banks have
forged more extensive international connections. The
increased internationalization of banks implies greater
dependence on what happens in foreign financial mar-
kets. The increase in international linkages enables
more effective diversification of risks while also in-
creasing the likelihood that a disturbance in a foreign
country will spread to Finland.

The greatest challenge to the Finnish financial
system, in terms of its development and stability, re-
lates to dependencies associated with the structural
changes in progress in the financial markets. As a
result of mergers across national and sectoral bor-
ders, the concept of a Finnish banking sector is be-
coming blurred. Because of their size, multi-national
financial giants formed via cross-border mergers cre-
ate systemic risk. If such a large organization encoun-
ters problems, this can damage the financial systems
of several countries. A comparable risk linked to large

size is present in cross-sector mergers. As a result of
sectoral crossovers, disturbances can spread more
readily than before, eg between the banking and in-
surance sectors.

Besides alliances formed across sectors and coun-
tries, the banking sector is in the process of a techno-
logical transformation, which enables provision of
services without regard to location as well as devel-
opment of new products. Assuming that services can
be provided in a reliable manner via the Internet, this
type of micro-level networking will increase the ef-
ficiency of service provision, but it will also weaken
banks’ information-gathering ability, which is maxi-
mized when customer and bank maintain an ongo-
ing relationship based on personal contact.

Financial contagion via
the securities markets

Globalization has changed the way securities mar-
kets function and the channels of contagion in the
financial system. The fact that in 2000 price move-
ments in publicly quoted shares spread from one
marketplace to another, practically without any lag,
is just one of several indicators of how close the links
are between Finnish and international markets.

Changes in share prices in international markets
have not directly caused major disturbances in the
Finnish financial markets, partly because domestic
banks have reduced their securities holdings. The
direct effects of disturbances are probably limited to
those institutions whose financial results depend on
the prices of shares other than their own. A wide-
spread precipitous decline in share prices could
weaken the financial results of such companies and
eventually jeopardize their solvency.

In Finland the effects of share price fluctuations
are probably for the most part indirect. From the lend-
er’s viewpoint, a weakening in a company’s future
prospects reduces the expected earnings on, and hence
value of, the company’s assets that would be eligible
for use as collateral. The lender should interpret
changes in market expectations as portents of increas-
ing uncertainty and raise his credit-risk premium. The
change in expected earnings will reduce the stability
of the financial system only if an important financial
market participant misreads the company’s prospects
and is hit by increasing credit losses. Another possi-
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bility (in principle) is that an important participant
in the international financial system runs into prob-
lems because of fluctuations in share prices and that
these problems spread to the Finnish system via
interbank connections.

Because of diversification, international institu-
tions’ portfolios include Finnish securities. If impor-
tant institutional investors encounter problems, this
can lead to portfolio adjustments and to large price
movements, even in the Finnish securities markets.
The channels of contagion may be even stronger if
international investors have inadequate knowledge of
how the Finnish markets operate.

Another result of structural changes in the mar-
kets is that innovations and new activities taken up
by traditional institutions may alter the nature of sys-
temic risk in the securities markets. Whether this will
increase the risks associated with such innovations
depends largely on how well regulators meet the chal-
lenges. Technical progress among market institutions
also has a significant impact on the market risks in-
herent in financial systems. As trading costs fall and
the amount and quality of information increase, mar-
ket efficiency improves. Cost reductions enable con-
nections with new market participants. Increased
connections mean greater efficiency and a higher
probability that systemic disturbances will dissipate
widely rather than seriously hurting a single market
sector or area.

Reliability of payment and
settlement systems

In view of the fact that all transactions connected with
financing agreements are executed via payment and
settlement systems, it is clear that the operability and
efficiency of the entire financial system is highly
dependent on these systems. As economic conver-
gence has progressed, the importance of large-value
payments has increased. Because of the destabilizing
effects of payment system disturbances, reliable ex-
ecution of large payments is imperative. Finnish pay-
ment systems have traditionally been technically ad-
vanced and highly reliable1 . The Bank of Finland’s

interbank payment system and the TARGET system
of the European System of Central Banks, which
executes euro-denominated payments, are both real-
time gross settlement systems. Payments executed via
these systems avoid the settlement risk inherent in
net settlement systems. In the context of monetary
union, problems encountered in European payment
systems may also affect Finnish systems more directly
than before. The TARGET system enables real-time
payment execution with central bank money through-
out the euro area, ie it provides a secure and efficient
pan-European mechanism for making payments.
Another large-value payment system is the European
Banking Association’s Euro 1 net payment system.

Maintaining credibility of payment systems also
places demands on retail payment systems. There are
two interbank retail payment systems in Finland: the
interbank payment system, PMJ, and the express and
cheque payment system, POPS. Last year improve-
ments were made in risk control for the two systems
as a result of cooperative efforts between the Bank
of Finland and the banks. A new law on netting, which
entered into effect in December 2000, will apply, in-
ter alia, to these systems and will ensure that netting
calculations are binding on the participants in the
event of bankruptcy.

Globalization and technical progress in trading
systems have meant that more transactions can be
handled in both payment and settlement systems. If
these systems are running at near capacity levels,
operating problems can arise if there is a sudden un-
expected increase in the number of transactions. En-
hanced competition in securities trading has induced
stock exchanges to form alliances. Increased coop-
eration inevitably includes settlement operations. As
trading becomes increasingly globalized, interna-
tional settlement institutions gain in importance.
Technical differences between systems pose a chal-
lenge for growing globalization of trading and coop-
eration between exchanges.

Management of systemic risks
in Finland

The tools for managing systemic risks in Finland can
be roughly broken down into two types on the basis
of whether they are primarily preventive or are used
to contain problems after they surface. The first type

1 See Leinonen, H, and Saarinen, V (1998), ‘Payment
system risks in Finland and the need for regulation and
supervision’, Bank of Finland Publications, A:101, Hel-
sinki.
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is represented by regulation, supervision and market
discipline and the second by safety nets based on leg-
islation. Such safety nets are also preventative since
they reduce the probability that a disturbance will
lead to a panic situation.

The operating framework for the financial system
derives from domestic and international financial leg-
islation and supervisory norms. Management of sys-
temic risks is facilitated by standards set or developed
in international fora, which are aimed at ensuring
banks’ solvency and the functionability of securities
markets and payment and settlement systems.

The tasks of different authorities are also set out
in the legislation. Preparation of financial market leg-
islation is primarily the responsibility of the Minis-
try of Finance. The Financial Supervision Authority
(FSA) supervises the activities, inter alia, of credit
institutions (incl. banks), securities and derivatives
exchanges, book-entry system participants, the Finn-
ish Central Securities Depository (APK), investment
firms, and mutual fund management companies. In-
surance companies are supervised by the Insurance
Supervision Authority. Broad oversight of financial
markets (incl. payment and settlement systems) falls
to the Bank of Finland, which, as a member of the
ESCB, is obliged to promote the same objectives at
EU level.

Supervisors of individual institutions (FSA and
Insurance Supervision Authority) must ensure that su-
pervised entities observe applicable legislation and
regulations, that their risks are kept under control, and
that they develop their risk management systems in
accord with market developments. The supervisors
must also see to it that these entities provide the mar-
kets with adequate information on their activities. In-
formed financial markets determine the availability and
cost of financing to a company and so increase insti-
tutions’ incentive to operate soundly and efficiently.
In order to have market discipline, supervised entities
must make their operations transparent and provide
the markets with comprehensive information on a con-
tinuous basis. International standards are one way to
promote transparent behaviour on the part of finan-
cial market participants and authorities.

Whenever a system participant faces a crisis, the
authorities’ job is to try to prevent the problem from
spreading to other parts of the financial system. The
existence of this type of safety net reduces the likeli-
hood that a disturbance will lead to a panic situation.

In practical terms, banking is crisis prone, since the
bulk of deposits is effectively payable on demand. In
order to prevent a run on deposits, Finnish banks be-
long to a deposit guarantee fund, which will cover a
depositor’s losses up to FIM 150,000 in the event a
bank failure. The authorities try to avoid direct fi-
nancial support of institutions. Their aim is to pre-
vent healthy institutions from failing because of a
lack of liquidity.

Future challenges

As market-based financial systems become more
widespread, the probability of systemic risk realiza-
tion can be reduced by enabling diversified and effi-
cient financial market behaviour. Through regulation
and supervision, a framework can be put in place that
will enable efficient operations and effective risk
management. At the same time, this will ensure that
markets receive sufficient information, and it will help
create incentives for financial institutions to strive
for greater soundness and efficiency. In this way, the
probability that systemic problems will arise can be
minimized.

In order to understand and control systemic risks,
it is crucial that we have the ability to evaluate devel-
opmental trends and the nature of structural changes.
Even a strong system can, over time, run into prob-
lems if financial institutions and authorities fail to
keep abreast of ongoing changes both within and
between systems. By employing the tools of up-to-
date regulation, supervision and market discipline,
the financial system can be given the room to de-
velop in a way that ensures economy-wide efficient
allocation of financial capital in all circumstances.

The framework for controlling risks in the Finn-
ish financial system fulfils today’s demands, but new
challenges are emerging in connection with globali-
zation, conglomeration and technological progress.
Meeting these challenges will, in most cases, involve
international cooperation.

8 February 2001

■ Key words: systemic risk,
financial contagion, financial markets,
regulation, safety net
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The Financial Supervision Authority and international cooperation

by Jaana SuihkoJaana SuihkoJaana SuihkoJaana SuihkoJaana Suihko, International Affairs Coordinator
Financial Supervision Authority

I
nternational cooperation in the regulation and
supervision of financial markets is becoming in-
creasingly important. The need for a harmonized
regulatory framework, common standards for

supervision and enhanced information exchange is
growing continually. The pressure for greater con-
vergence  of regulatory and supervisory practices is
being driven by three forces. First, the regulation and
supervision of multinational financial conglomerates
offering financial services on a cross-border and
cross-sectoral basis pose a growing challenge to regu-
lators and supervisors and calls for targeted coop-
eration. Secondly, convergence of regulation and
supervision is a necessary condition for a level play-
ing field, where all financial institutions, investment
firms and issuers can compete fairly in markets
throughout the European Union, regardless of their
home-country jurisdiction. Thirdly, there is a desire
to give investors and consumers better opportunities
to benefit from the provision of services on an EU-
wide basis. This requires the adoption of common
practices in cross-border business and provision of
investment and banking services and a more consist-
ent approach to consumer and investor protection.

The FSA focuses on
cooperation between authorities at
European level

The most important fora for the international coop-
erative efforts of the Financial Supervision Author-
ity (FSA), the body responsible for supervision of
financial markets and participants in Finland, are in
Europe. They comprise the Forum of European Se-
curities Commissions (FESCO), which is composed
of the national securities supervisors of all the coun-
tries in the European Economic Area (EEA); the
Banking Supervision Committee (BSC) of the Euro-

pean System of Central Banks (ESCB), which brings
together senior officials of EU central banks and
supervisory authorities; the Banking Advisory Com-
mittee (BAC) of the European Commission, which
comprises representatives from ministries of finance,
central banks and banking supervisory authorities
from all the member states; and the Groupe de Con-
tact, an informal forum for EEA banking supervi-
sors. One of the main tasks of these bodies is to draw
up common principles for the regulation and super-
vision of banking and securities markets. They also
provide a forum for exchange of information on re-
cent developments in national markets, supervisory
issues and national regulations and guidelines and
for discussion of important international trends and
developments in financial markets. In addition to
these high-level fora, cooperation takes place in nu-
merous expert working groups operating under their
auspices.

FESCO: the FSA’s main forum for
cooperation in the regulation and
supervision of securities markets

FESCO was set up in 1997 in response to challenges
to develop the EU’s single market in financial ser-
vices. Its aim is to foster market integrity and trans-
parency and establish clearer rules on investor pro-
tection. In its work, FESCO focuses on developing
common standards for harmonization of securities
regulation in Europe and promoting practical coop-
eration between supervisory authorities in the super-
vision of securities markets. FESCO standards com-
plement EU directives or cover areas where no frame-
work legislation exists at EU level. At the request of
the European Commission, FESCO also participates
in the preparation of EU directives by conveying the
views of supervisors. FESCO has adopted an active

1SUIHKO.p65 14.3.2001, 14:4121



22 BANK OF FINLAND

and practically oriented approach in cooperation be-
tween European securities supervisors and in its work
on complementing securities market regulation.

So far, FESCO has published the following stand-
ards:
– European Standards on Fitness and Propriety to

Provide Investment Services;
– Market Conduct Standards for Participants in an

Offering, which is applicable to issuers, manag-
ers, underwriters and other investment firms in-
volved in offerings and includes e.g. standards
on the handling of confidential information;

– Standards for Regulated Markets under the In-
vestment Services Directive (ISD), which is ap-
plicable to stock exchanges and other regulated
markets and lays down conditions for, inter alia,
access to the market and listing; and

– Implementation of Article 11 of the ISD: Catego-
rization of Investors for the Purpose of Conduct
of Business Rules, which establishes clearer
grounds for application of investor protection
rules to different groups of investors by dividing
investors into two groups, professional investors
and retail investors. FESCO has also published a
report, A European Passport for Issuers, that it
submitted to the European Commission. The pa-
per sets out proposals for common standards that
would facilitate EU-wide offerings. In addition,
FESCO has, at the Commission’s request, pre-
pared a paper as a basis for a proposed directive
on prevention of market abuse.

A FESCO experts group is currently drawing up com-
mon standards on stabilization and allotment in con-
nection with public offerings of equities. Stabilization
refers to action that an investment firm involved in
an offering is allowed to take, under certain circum-
stances, to prevent an excessively large fall in the price
of an equity after the commencement of trading. The
allotment standards deal with the practices to be ap-
plied in the allotment of equities to investors, espe-
cially in cases where an issue is oversubscribed. The
experts group is chaired by Mr Kaarlo Jännäri,
Director General of the FSA.

The FSA is also a member of the International
Organization of Securities Commissions (IOSCO).
IOSCO is a global organization, with members from
more than 90 countries. The FSA participates in the
work of the IOSCO in the annual conferences and in

its capacity as a member of the organization’s Euro-
pean Regional Committee.

Plans to set up a Securities  Committee under the
European Commission are still pending owing to dis-
putes between the Commission, the Council and the
European Parliament over areas of influence. In the
meantime, the High Level Securities Supervisors
Committee (HLSSC) is functioning as a cooperative
body under the Commission until an official com-
mittee has been established by a directive. Although
the HLSSC has no formal duties, it assists the Com-
mission in the preparation of directives. Representa-
tives of the Finnish Ministry of Finance, the Bank of
Finland and the FSA participate in HLSSC meetings.

Various committees discuss
current issues in the field of
banking regulation and supervision

Finland is represented on the European Commission’s
Banking Advisory Committee (BAC) by the Minis-
try of Finance, the Bank of Finland and the FSA. The
BAC’s main task is to assist the Commission in the
preparation of EU legislation on credit institutions
and to provide advice on other issues related to bank-
ing regulation and supervision. The BAC also assists
the Commission in  the implementation of banking
directives. Recently, the BAC has been involved in,
inter alia, drafting amendments to the capital adequacy
directives for credit institutions and investment firms
and in preparation of a directive on the regulation and
supervision of financial conglomerates.

Representatives of the Bank of Finland and the
FSA participate in the meetings of the Banking
Supervision Committee (BSC) of the ESCB. The BSC
assists the ESCB in its tasks related to supervision of
credit institutions and financial stability. As part of
this work, the BSC assesses trends in European bank-
ing and financial systems and the effects of economic
developments on the banking sector. Recent publi-
cations by the BSC include Mergers and acquisitions
involving the EU banking industry – facts and impli-
cations and EU banks’ margins and credit standards.
The BSC also assists the European Central Bank in
drafting opinions whenever the European Commis-
sion, the Council of the European Union or EU mem-
ber states consult the ECB on proposals for Commu-
nity or member state legislation on the financial ser-
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vices sector. In addition, the BSC promotes exchange
of information between banking supervisors and cen-
tral banks at a general level (not related to individual
institutions), for example on financial stability and
on cooperation in the areas of oversight of payment
and settlements systems (the responsibility of cen-
tral banks) and prudential supervision of institutions
(the responsibility of banking supervisors).

The Groupe de Contact was established in 1972
as a forum for multilateral cooperation between bank-
ing supervisors from EEA countries. Its purpose is
to promote cooperation and exchange of information
related to practical issues in banking supervision. The
Groupe de Contact is the only EU-wide forum where
supervisors exchange information on individual in-
stitutions. These discussions are strictly between
Groupe de Contact members and strictly confiden-
tial. In addition, members of the group compare and
endeavour to bring about convergence of banking
supervisory practices. Members also exchange infor-
mation on current banking supervision issues in their
respective countries and produce reports commis-
sioned by the BAC and BSC, for example on the
solvency and profitability of the banking sector.

The International Conference of Banking Super-
visors (ICBS) is held at two-yearly intervals and the
arrangements for the conference are coordinated by
the Basel Committee on Banking Supervision (see
below). Finland is represented at the conference by
the Bank of Finland and the FSA.

The future of financial supervision in
Europe

The possible reorganization of financial supervision
in Europe has been a major topic of debate among
supervisors, particularly since the start of EMU. The
quickening pace of integration in the single market
poses a challenge to supervisors. This raises the ques-
tion as to whether centralized supervision would be
a more effective way to supervise international fi-
nancial markets. The prevailing view seems to be that,
for the present at least, there is no need for centrali-
zation of banking, securities or insurance supervision
in a pan-European organization. Rather, it is more
important to ensure that there is adequate coopera-
tion between supervisors. This was the conclusion
drawn by a working group (the Brouwer group)

chaired by Henk Brouwer, Deputy Governor of the
Dutch central bank. The group was set up under the
aegis of the Economic and Financial Committee of
the Council of Economic and Finance Ministers
(Ecofin) to determine whether the existing regula-
tory and supervisory structures in the EU can safe-
guard financial stability.

Recently, much has been done to clarify the divi-
sion of labour between the various bodies for coop-
eration in the field of banking regulation and super-
vision, especially following the publication of the
Brouwer Report. The aim of these efforts is to clarify
the tasks and objectives of each body so as to avoid
unnecessary duplication of work and also to ensure
coverage of all segments of the financial sector. Ex-
change of information and cooperation between the
various fora are necessary for promoting financial
stability. The fora regularly exchange a wide range
of information on their ongoing work, with the ex-
ception of confidential information on individual
institutions.

Another  working group set up by Ecofin, the
Committee of Wise Men on the Regulation of Euro-
pean Securities Markets, chaired by Alexandre
Lamfalussy, has assessed the present state of regula-
tion and supervision in European securities markets
and the need for improvement.

Harmonized regulation and
supervision in Europe

The framework for regulation and supervision at na-
tional level is based on EU directives and on inter-
pretations and codes of conduct jointly agreed by
regulators and supervisors. Directives are binding
legal instruments, the provisions of which member
states are required to implement in their national leg-
islation. This is in contrast to common interpretations
and codes of conduct, which each supervisory au-
thority undertakes to apply as far as it can within the
limits of its powers (eg FESCO standards). Super-
visors in member states need to have the same powers
if convergence of supervisory practices in the EU is
to advance to the maximum possible extent. Much
still remains to be done in this regard.
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Need for global standards to
underpin financial stability

While there is a need for common rules for the regu-
lation and supervision of financial markets in the EU,
pressure is also mounting for the introduction of com-
mon rules at global level. Mergers within the finan-
cial services industry and the interest of investors
extend beyond EU borders. Besides IOSCO and the
ICBS, there are a number of other global fora for
international cooperation. They include the Basel
Committee on Banking Supervision (Basel Commit-
tee), which is composed of representatives of the
G-10 countries, and the Joint Forum, which brings
together banking, securities and insurance supervi-
sors representing the Basel Committee, IOSCO and
the International Association of Insurance Supervi-
sors (IAIS). Although the FSA, either because of re-
strictions on membership or for resource reasons, is
unable to participate directly in the activities of all
these fora, it nevertheless endeavours to take the prin-
ciples and recommendations approved by these bod-
ies into account in its own activities.

International standards on market and supervi-
sory practices can help to reduce market vulnerabil-
ity and make a positive contribution to economic
development. Standards are considered to enhance
regulation and supervision and increase transparency.
The FSA is currently engaged in evaluating the ex-
tent to which international recommendations have
been implemented by the FSA. The most important
standards from the FSA’s point of view are the IMF’s
Code of Good Practices on Transparency in Finan-
cial Policies, the Basel Committee’s Core Principles
for Effective Banking Supervision and IOSCO’s Ob-
jectives and Principles of Securities Regulation.

Long tradition of cooperation in
the Nordic countries

Nordic cooperation in the field of supervision dates
back to 1925 and embraces banking, securities and
insurance. The annual meetings of Nordic supervi-
sors and the Nordic Memorandum of Understand-
ing, which has been signed by the supervisory au-
thorities of Denmark, Finland, Iceland, Norway and
Sweden, form the basis for ongoing cooperation in
the area of practical supervision. This Memorandum

of Understanding has been complemented by an
agreement between Denmark, Finland, Norway and
Sweden on cooperation in the supervision of the
Nordea financial services group (formerly Nordic-
Baltic Holding), whose operations cover the entire
region made up of these four countries.

Memoranda of Understanding are
the foundation stones of
international supervisory cooperation

Memoranda of Understanding (MoUs) are a basic
component of international cooperation between su-
pervisory authorities. MoUs are agreements between
financial supervisors in two or more countries on the
principles to be applied in supervisory cooperation,
and they typically include practical provisions on, for
example, inspections of branches and the exchange
of confidential information between authorities.
A written agreement on the underlying principles of
cooperation is particularly necessary in cases where
a financial services company subject to supervision
conducts business in several countries. The FSA has
MoUs on cooperation in banking supervision with
twelve countries: Denmark, Estonia, France, Ger-
many, Iceland, Latvia, Lithuania, Luxembourg, the
Netherlands, Norway, Sweden and the United King-
dom. In addition, the Nordic countries have signed
an MoU on cooperation in the Nordic region (see
above). The FSA is also a signatory to a multilateral
MoU between FESCO members on cooperation in
the field of securities supervision. The purpose of
FESCO’s MoU is to  ensure that supervisors  cooper-
ate in, for example, investigation of insider trades and
price manipulation and in supervision of investment
services.

Working towards functioning financial
markets

National financial markets and practices in EU mem-
ber states still differ from each other to the extent
that complete harmonization of regulation and super-
vision at the present stage is neither feasible nor even
sensible. National authorities are best aware of the
special characteristics of the financial markets and
regulatory and supervisory needs of their own coun-
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tries. Markets and supervision go hand in hand, how-
ever; greater harmonization of regulation and super-
vision opens the way to increasing financial market
integration while integrating markets require greater
harmonization of regulation and supervision. Effi-
cient and reliably functioning markets are the goal of
all market participants, ie authorities, financial ser-
vices companies, investors and consumers. The role
of the authorities is to strike a balance between the
twin goals of promoting financial stability, on the
one hand, and efficiently functioning markets, on the
other. It remains to be seen whether these two goals
can be achieved, in other words whether the quantity
and quality of regulation and supervision are suffi-

cient to foster financial stability and confidence in
markets and, at the same time, whether the authori-
ties can provide financial services companies with
the opportunity to compete with each other on equal
terms. The financial authorities are committed to
doing their utmost to ensure that both goals can be
achieved.

26 January 2001

■ Key words: banking and securities
supervision, banking and securities
regulation, international cooperation
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Item

Commemorative coin for the FIS
World Nordic Championships in Lahti

On 25 January 2001 the Ministry of Finance decided
on the striking of a commemorative coin for the FIS
World Nordic Championships held in Lahti in Feb-
ruary 2001. The nominal value of the coin is FIM 25,
and the maximum number to be struck is 100,000. It
is a bi-metal coin, with a centre of aluminium-bronze
and an outer ring of cupro-nickel.

The skiing-inspired design is based on the pro-
posal of the sculptor Jarkko Roth. The coin weighs
20 grams and measures 35 mm in diameter. The ob-
verse features embossed texts in curvature form,
HIIHDON MM and 2001 LAHTI. On the right-hand
side there are ski tracks on an undulating landscape
forming a woman’s figure. The reverse features the

face value 25 MK and the text SUOMI FINLAND in
curvature form. In the centre there is a facial portrait
of a woman with tips of skis in hair.

The new coin went on sale on 12 February 2001, and
its price is FIM 25.
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The Eurosystem’s monetary policy instruments
14 Februrary 2001

Key interest rates

The main refinancing operations are the principal
monetary policy instrument used by the Eurosystem1.
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. From the begin-
ning of 1999 to June 2000 the main financing op-
erations of the Eurosystem were conducted using the
fixed rate tender procedure. At its meeting on 8 June
2000 the Governing Council of the ECB decided that,
starting from the operation to be settled on 28 June
2000, the main financing operations of the Euro-
system would be conducted as variable rate tenders,
using the multiple rate auction procedure. Further-
more, the Governing Council decided to set a mini-
mum bid rate for these operations. The minimum bid
rate was initially set at 4.25%, the same level ap-
plied for the previous fixed rate tender operations.
Since then the minimum bid rate has been raised
twice. Effective 11 November 2000, the minimum
bid rate is 4.75%. In the new procedure the mini-
mum bid rate signals the monetary policy stance,
which previously was indicated by the rate applied
to fixed rate tenders.

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 6 October 2000, the interest rate on the
Eurosystem’s marginal lending facility is 5.75% and
the overnight interest rate on the deposit facility
3.75%.

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-
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-à-vis the financial sector. Structural
operations can be executed through reverse trans-
actions, outright transactions or the issuance of ECB
debt certificates.

1 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 Uni-
on. 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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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
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 pur-
sues the aims of stabilizing money market interest rates
and creating (or enlarging) a structural liquidity short-
age. The reserve base of each credit institution is de-
fined in relation to liability items on its balance sheet.
The reserve base includes deposits, debt securities is-
sued and money market paper. However, liabilities vis-
à-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 in-
cluded in the reserve base and to which a zero reserve
ratio is applied comprise deposits with an agreed ma-
turity of over two years, repos and debt securities is-
sued with an agreed maturity 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. When the main financing operations
are conducted as variable rate tenders, the interest
rate on minimum reserves is determined on the basis

of the marginal interest rates applied in the tenders
held during the maintenance period in question.

 With effect from the beginning of 2001, the group
of institutions in Finland subject to the minimum re-
serve requirement was extended to include all insti-
tutions, in addition to deposit banks, that are author-
ized to operate as credit institutions. The purpose of
this change was to bring the definition of institutions
subject to the minimum reserve requirement into line
the practice applied in other euro area countries. A
list of the institutions subject to the Eurosystem’s
minimum reserve requirement is available on the
ECB’s website (https://mfi-assets.ecb.int).

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-
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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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Abstracts

Series E

Technological Transformation and Retail
Banking Competition: Implications and
Measurement
Jukka Vesala
E:20

■ Key words: banking competition, technological
change, delivery networks, monetary policy efficiency,
competition policy

The study analyses the effects on banking competi-
tion of the changes in banking delivery and infor-
mation collection technologies and of the rivalry from
outside the traditional banking sector. Key implica-
tions for monetary, regulatory and competition poli-
cies are also addressed.

Evidence is provided that liberalization increased
banking competition in Europe. In a mostly deregu-
lated environment, technology is argued to be of
major importance for competition. The study argues
against the prevalent spatial modelling of banking
competition due to the difficulty of representing re-
mote access and nonbank activity. Instead, a novel
two-stage model (delivery capacity, then loan and
deposit pricing decisions) is developed based on
multidimensional differentiation theory. According
to the results, benefits that clients derive from branch
or ATM proximity, additional outlets, or superior
service quality can maintain pricing power for banks.
Technological development reduces these benefits
and generates a permanent increase in competition.
The optimal sizes of branch and ATM networks de-
cline. Network cooperation reduces network sizes,
but is not necessarily harmful, as price competition
is stimulated.

An empirical implementation of the model is pre-
sented for the Finnish loan and deposit markets.
Banks’ pricing power is found to be entirely due to
their branch network differentiation and size in the
loan markets, and to exist mainly in household lend-
ing. In contrast, price coordination was found to like-
ly characterize deposit pricing. The ability to distin-
guish differentiation from collusion is a new contri-

bution. Banks’ pricing advantages were found to be
diminishing in all lending and especially deposit-tak-
ing activities, following the technological develop-
ment, which indicates reduced significance of
branches for clients.

Technological development, growing nonbank
activity, deepening capital markets and weakening
price coordination are found to enhance the efficien-
cy of monetary policy transmission into lending (and
deposit) rates. The results are relevant for the com-
mon euro area monetary policy, since they show the
dependence of the transmission on particular struc-
tural and competitive conditions of the banking sys-
tem. Finally, deregulation of deposit interest rates
insulates loan rates from changes in deposit rates and,
contrary to what is often argued, does not make loans
more costly.

Discussion papers

Re-engineering Payment Systems for
the E-world
Harry Leinonen
17/2000

■ Key words: payment systems, settlement systems,
RTGS, payment system integration

Payment systems are undergoing rapid changes
stimulated largely by technological progress. Distrib-
uted network technology, real-time processing and
customers’ willingness to use electronic banking in-
terfaces will further reshape payment systems dur-
ing the coming years. Internet and e-commerce will
have a major impact on payment systems.

This paper presents the current developmental
trends. It analyses the need to develop payment stand-
ards and the content of payment instructions in or-
der to fully automate the payment process. Since in-
terbank settlements comprise an essential part of
payments, they should be made an integral part of
the payment process within the Internet environment.
With cross-border payments increasing in impor-
tance, any new developments should take an inter-
national perspective.
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Payment system development requires coopera-
tion between the banks and other participants in-
volved. In order to build the necessary consensus,
banking industry organizations as well as central
banks and other regulators will need to work togeth-
er to re-engineer the present payment systems, mak-
ing full use of the possibilities created by modern
technology.

Business Activities Open to Credit
Institutions:  A Legal Perspective
Markku Lounatvuori
18/2000

■ Key words: credit institutions, activities of credit
institutions, banks, banking

In Finland the business activities of banks have tra-
ditionally been restricted, and this is still the case.
Today, the restrictions apply also to other credit in-
stitutions. Lawmakers have not lately undertaken a
comprehensive analysis of the rationale for such re-
strictions, nor has there been a great deal of public
discussion of the issue in Finland.

In this paper I attempt to show that numerous
changes in the operating environment – viz. deregu-
lation of financial markets, rapid development of the
information society, and EU membership – argue for
the need to re-evaluate whether it is still necessary
to restrict these activities in the same way as before.

I cite regulations that currently restrict credit in-
stitutions’ business activities and present viewpoints
that I feel have underpinned the drafting of those
regulations. I also attempt to evaluate whether these
viewpoints should now be given the same weight as
was given at the time the regulations were drawn up.
I also point out certain factors that, in my view, have
come to light as changes have occurred in the oper-
ating environment and that may provide a strong ra-
tionale for rescinding these restrictions. In this same
context, some comments are also made on related
regulation in the EU and United States. My rationale
for a re-evaluation also relies on the view expressed
in the United States that banking and commercial
activities should be kept separate.

I end the paper with a call for public discussion
on how regulation and recent business trends can be
harmonized. The present situation regarding super-

vision and regulation of credit institutions is not sus-
tainable. The Financial Supervision Authority – the
body charged with supervising financial markets and
participants in Finland – repeatedly encounters situ-
ations in which it is torn between two demands: the
good of society vs the letter of the law.

Evolution of Retail Payments in Finland
in the 1990s
Jussi Snellman
19/2000

■ Key words: retail payments, electronification, ATMs,
Internet banking

During the 1990s the availability of location-specific
retail payment services in Finland declined substan-
tially, but at the same time there was a surge in de-
velopment of self-service methods. These new meth-
ods, which make use eg of mobile phones and the
Internet, dramatically increased the availability of
payment services that are not tied to location. More
traditional forms of payment still exist; for example,
the use of cash remains significant. In Europe there
are marked differences between countries with re-
spect to the use of different payment methods. Gen-
erally, the use of cashless payment instruments has
increased during the last ten years, but it seems that
payment patterns are still not converging to similar
structures.

The development of the Finnish retail payment
system has long roots, and several factors – eg the
salary bank arrangement of the 1960s and the severe
banking crisis of the early 1990s – have influenced
the development of the current Finnish payment sys-
tem. In the retail payments area, new technologies
are developing rapidly. The success of new forms of
payment  (based eg on mobile phones) in gaining
general acceptance may depend on changes in the
nature of consumption. If customer demand increas-
ingly shifts toward virtual goods and services, the
demand for new types of payment methods such as
electronic money may increase substantially.
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Are Expansions Cost Effective for
Stock Exchanges?
A Global Perspective
Iftekhar Hasan – Markku Malkamäki
20/2000

■ Key words: stock exchanges, mergers, regional
alliances, economies of scale.

This paper investigates the existence and extent of
economies of scale and scope among stock ex-
changes. Evidence from 38 exchanges in 32 coun-
tries and 4 continents around the world for the years
1989–1998 indicates the existence of significant
economies of scale and scope. The degree of such
economies however differs by size of exchange and
region. The largest stock exchanges show an increas-
ing trend of cost effectiveness. Exchanges in North
America and Europe report substantially larger
economies of scale than those in the Asia-Pacific
regions.

The Effects of Competition on Banks’ Risk
Taking with and without Deposit Insurance
Juha-Pekka Niinimäki
21/2000

■ Key words: deposit insurance, insurance guaranty
funds, bank and insurance regulation, moral hazard,
credit rationing, financial fragility

We consider the joint effect of competition and de-
posit insurance on risk taking by banks when the
riskiness of banks is unobservable to depositors. It
turns out that the magnitude of risk taking depends
on the type of bank competition. If the bank is a
monopoly or banks compete only in the loan mar-
ket, deposit insurance has no effect on risk taking.
In that case the banks are too risky but extreme risk
taking is avoided. In contrast, introducing deposit
insurance increases risk taking if banks compete for
deposits. Then, deposit rates become excessively high
and force the banks to take extreme risks. Regarding
the effects of increasing competition when there is
deposit insurance, the results imply that deposit com-
petition encourages risk taking but loan market com-
petition does not. Our results can be extended more
generally to insurance guaranty funds

The Term Structure of Real Interest Rates:
Theory and Evidence from UK Index-Linked
Bonds
Juha Seppälä
22/2000

■ Key words: term structure of interest rates, general
equilibrium, default risk, term premia, index-linked
bonds.

This paper studies the behaviour of the default-risk-
free real term structure and term premia in two general
equilibrium endowment economies with perfect mar-
kets but without money. In the first economy there are
no frictions as in Lucas (1978) and in the second risk-
sharing is limited by the risk of default as in Alvarez
and Jermann (2000ab). Both models are solved numeri-
cally, calibrated to UK aggregate and household data,
and the predictions are compared to data on real inter-
est rates constructed from the UK index-linked data.
While both models produce time-varying risk or term
premia, only the model with limited risk-sharing can
generate enough variation in the term premia to account
for the rejections of expectations hypothesis.

Consumption and Uncertain Access
to the Asset Market
Leena Rudanko
23/2000

■ Key words: consumption, liquidity constraints,
permanent income hypothesis

This paper presents a new approach to modelling
credit restrictions by considering uncertain access to
the asset market. The asset market and the stochastic
process governing access are considered fully exog-
enous and independent of income. The model gen-
erates stable debt trajectories for a broader array of
interest rate levels than the one corresponding to the
agent’s rate of time preference. The agent exhibits
excess sensitivity of consumption to current period
income, even for low probabilities of constraints.
Because this sensitivity is inversely related to the
maturity of debt contracts, the availability of long-
term debt contracts reduces the income-sensitivity
of consumption. A very tractable approximative Euler
equation for the model is presented.
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Cross-Border Performance in
European Banking
Iftekhar Hasan – Ana Lozano-Vivas –
Jesús T. Pastor
24/2000

■ Key words: efficiency, technology, competition,
regulation

Recent cross-country comparisons of bank efficiency
have been based on pooled estimates of banks across
countries and have typically assumed a common fron-
tier and that differences in performance among banks
are primarily due to disparities in certain country-
specific aspects of banking technology. This paper
argues that such comparisons of performance must
take into account cross-country differences in eco-
nomic conditions, demographics, and regulatory
structures (environmental factors). Using a sample
of banks from ten leading European countries, this
paper provides detailed evaluations of the efficiency
of banks in each country that operate both within
and outside their own environments. The results in-
dicate that adverse (advantageous) environmental
conditions are a positive (negative) factor for the
home banking industry and that technical efficiency
is a significant deterrence to foreign competition.

BOFIT Discussion Papers

Novgorod and Pskov in the 1990s
Laura Solanko – Merja Tekoniemi
14/2000

■ Key words: Russia, regions, Novgorod, Pskov

This paper examines two regions of the Russian Fed-
eration, Novgorod and Pskov, to compare how dif-
ferences in economic policy affect economic devel-
opment. Despite common histories, geography and
natural resources, Novgorod committed early on to
policies that would attract foreign investments in pro-
duction. Pskov, on the other hand, withdrew into pro-
tectionist policies until it was clear that efforts to in-
crease domestic and foreign investment levels were
needed. Using available statistics, we consider the
reasoning that led these regions down such distinctly
different economic policy paths – and consequences
of these choices.
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Finland in brief

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 60o and 70o

north, Finland has warm summers and cold winters.
Helsinki on the south coast has an average maximum
temperature of 21o C (70o F) in July and –3o C (25o F)
in February.

Finland has a population of 5,171,302 (31 Decem-
ber 1999) and an average population density of 17 per
square kilometre. The largest towns are Helsinki, the
capital, with 551,123 inhabitants, Espoo 209,667, Tam-
pere 193,174, Vantaa 176,386 and Turku 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. Follow-
ing 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 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 623 (EUR 105) billion in basic values in
1999, 1.3% was generated in agriculture, hunting and
fishing, 2.4% in forestry, 27.3% in industry, 5.7% in
construction, 12.4% in trade, restaurants and hotels,
9.3% in transport and communications, 3.5% in fi-
nance and insurance, 17.6% in other private services
and 20.5% by producers of government services. Of
total employment of 2.3 million persons in 1999, 6.1%
were engaged in primary production, 27.5% in indus-
try and construction and 66.4% in services.

In 1999 expenditure on the gross domestic product
in purchasers’ values amounted to FIM 722 (EUR 121)
billion and was distributed as follows: net exports 8.2%
(exports 37.5%, imports –29.3%), gross fixed capital
formation 19.1%, private consumption 50.4% and gov-
ernment consumption 21.5%. Finland’s tax ratio (gross
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taxes including compulsory employment pension con-
tributions relative to GDP) was 46.1%.

Average annual (compounded) growth of real GDP
was 4.7% in the period 1950–59, 5.0% in 1960–69, 3.7%
in 1970–79, 3.6% in 1980–89 and 1.7% in 1990–99.
Finland’s GDP per capita in 1999 was USD 25,056.

Foreign trade. EU countries absorb the bulk of
Finnish merchandise exports. In 1996–2000 their aver-
age share was 55.5%. Over the same period, Finnish
exports to other European countries (including Russia)
accounted for 18.5% and to the rest of the world for
26.0%. During the same period the regional distribu-
tion of Finnish merchandise imports was quite similar
to that of exports: EU countries accounted for 58.3%,
other European countries for 17.4% and the rest of the
world for 24.3%.

In 2000 the share of forest industry products in to-
tal merchandise exports was 27.1%, the share of metal
and electrical products 55.7% and the share of other
goods 17.2%. Raw materials and intermediate goods
and energy together accounted for 53.1% of merchan-
dise imports, capital goods for 24.0% and durable and
non-durable consumer goods for 22.9%.

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 penniä (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 two) 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 (31 October 2000). Finland has three
major groups of deposit banks with a total of about
1,540 branches. In addition there are six smaller banks
and banking groups. The commercial banks have a to-
tal 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 repre-
sentative offices in Finland.

Financial markets. The total stock of domestic
credit amounted to FIM 745.3 (EUR 125.3) billion at
end-September 2000 and was broken down by lender
group as follows: deposit banks 56%; insurance com-
panies 6%; pension insurance institutions 17%; other
credit institutions 11%; central and local authorities and
social security funds 10%.

In the money market, the total value of instruments
outstanding was about FIM 125.5 (EUR 21.1) billion
at end-December 2000; bank certificates of deposit ac-
counted for 62% of the total and Treasury bills, com-
mercial paper and local authority paper for the rest.

At end-December 2000 there were 108 companies
on the Main List, 32 on the Investors’ List and 17 on
the NM List of the HEX, Helsinki Exchanges. At end-
December 2000 total market capitalization was FIM
1,876.5 (EUR 315.6) billion for the Main List, FIM
8.3 (EUR 1.4) billion for the Investors’ List and FIM
5.8 (EUR 0.97) billion for the NM List. Domestic
bonds and debentures in circulation at end-December
2000 amounted to FIM 306.8 (EUR 51.6) billion; gov-
ernment bonds accounted for 79% of the total. Share
turnover on the HEX, Helsinki Exchanges amounted
to FIM 1,351 (EUR 227.2) billion in 2000.
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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

– a brief 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
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1 Gold and gold receivables 462 462 462

2 Claims on non-euro area residents denominated
in  foreign currency 8,447 8,450 8,484

2.1 Receivables from the IMF 692 655 700
2.2 Balances with banks and security investments,

external loans and other external assets 7,755 7,794 7,783

3 Claims on euro area residents denominated
in foreign currency 859 802 729

4 Claims on non-euro area residents denominated
in euro – 0 0

4.1 Balances with banks, security investments and loans – 0 0
4.2 Claims arising from the credit facility under the ERM II – – –

5 Lending to euro area credit institutions related
to monetary policy operations denominated in euro 454 517 2,050

5.1 Main refinancing operations 394 117 1,650
5.2 Longer-term refinancing operations 61 400 400
5.3 Fine-tuning reverse operations – – –
5.4 Structural reverse operations – – –
5.5 Marginal lending facility – – –
5.6 Credits related to margin calls – – –

6 Other claims on euro area credit institutions denominated
in euro 4 4 4

7 Securities of euro area residents denominated in euro – – –

8 General government debt denominated in euro – – –

9 Intra-Eurosystem claims 768 769 768
9.1 Share in ECB capital 70 70 70
9.2 Claims equivalent to the transfer of foreign currency reserves 699 699 699
9.3 Claims related to the issuance of ECB debt certificates – – –
9.4 Claims related to TARGET and correspondent accounts (net) – – 0
9.5 Claims related to other operational requirements

within the Eurosystem – 1 0

10 Other assets 615 586 593

Total assets 11,610 11,590 13,090

Balance sheet of the Bank of Finland, EUR million

     2000                 2001
31.12. 26.1. 23.2.

 Assets

Totals/sub-totals may not add up because of rounding.
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     2000                 2001
31.12. 26.1. 23.2.

Liabilities

1 Banknotes in circulation 2,982 2,636 2,598

2 Liabilities to euro area credit institutions related
to monetary policy operations denominated in euro 2,475 1,552 1,643

2.1 Current accounts (covering the minimum reserve system) 2,475 1,552 1,520
2.2 Deposit facility – – 122
2.3 Fixed-term deposits – – –
2.4 Fine-tuning reverse operations – – –
2.5 Deposits related to margin calls – – –

3 Other liabilities to euro area credit insitutions
denominated in euro – – 0

4 Liabilities to other euro area residents denominated
in euro 1 1 1

4.1 General government – – –
4.2 Other liabilities 1 1 1

5 Liabilities to non-euro area residents denominated
in euro 194 83 24

6 Liabilities to euro area residents denominated in foreign currency – – –

7 Liabilities to non-euro area residents denominated
in foreign currency 299 199 122

7.1 Deposits, balances and other liabilities 299 199 122
7.2 Liabilities arising from the credit facility under the ERM II – – –

8 Counterpart of special drawing rights allocated by the IMF 200 200 201

9 Intra-Eurosystem liabilities 167 1,608 3,137
9.1 Liabilities related to promissory notes backing the issuance of

ECB debt certificates – – –
9.2 Liabilities related to TARGET and correspondent accounts (net) 167 1,608 3,137
9.3 Liabilities related to other operational requirements within the Eurosystem – – 0

10 Other liabilities 747 766 820

11 Revaluation account 1,070 1,070 1,070

12 Capital and reserves 3,475 3,475 3,475

Total liabilities 11,610 11,590 13,090
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1. Finland: key economic indicators

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

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 Central Bank.

12-month percentage change

1. M3 for the euro area
2. Deposits and other liabilities

of Finnish monetary financial
institutions included in M3

Sources:
European Central Bank and
Bank of Finland.

3. Monetary aggregates for the euro area

4. Growth of the money stock in the euro area and Finland

0.0

0.5

1.0

1.5

2.0

2.5

3.0

3.5

4.0

1

2

%

1997 1998 1999 2000 2001

3

4

5

6

7
%

1

2

3

1997 1998 1999 2000 2001

-5

0

5

10

15
%

2

1

1997 1998 1999 2000 2001

C02-C03.p65 16.3.2001, 15:283



C4 BANK OF FINLAND

5. Eurosystem interest rates and money market rates

1. Marginal lending rate
2. Main refinancing rate /

minimum bid rate
3. Eonia rate
4. Deposit rate
5. 1-month Euribor

Sources:
European Central Bank and
Reuters.

Bank of Finland interest rates
until end-1998

1. Marginal lending rate (liquidity
credit rate until end-1998)

2. Deposit rate (excess-reserve
rate until end-1998)

3. Main refinancing rate /
minimum bid rate
(tender rate until end-1998)

Source:
European Central Bank.

1. USA: fed funds target rate
2. Japan: discount rate
3. United Kingdom: base rate
4. Eurosystem: main refinancing

rate (German repo rate until
end-1998)

Source: Bloomberg.

6. Eurosystem (Bank of Finland) interest rates

7. Official interest rates
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8. Euribor rates, daily values

1. 1-week
2. 1-month
3. 3-month
4. 6-month
5. 12-month

Source: Reuters.

Helibor rates until end-1998

1. 1-month
2. 3-month
3. 12-month

Source: Reuters.

1. Finland
2. France
3. Italy
4. Largest differential

Source: Reuters.

9. Euribor rates, monthly values

10. Differentials between ten-year yields for Germany and
selected euro area countries
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11. International three-month interest rates, daily values

Interbank rates

1. United States
2. United Kingdom
3. Japan
4. Euro area

Source: Reuters.

Interbank rates

1. Sweden (Stibor)
2. Norway
3. Denmark
4. Finland (Euribor)

Source: Reuters.

Yields on ten-year
government bonds

1. Germany
2. United Kingdom
3. Japan
4. United States

Source: Reuters.

12. Three-month interest rates in the Nordic countries, daily values

13. International long-term interest rates, daily values
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14. International three-month interest rates, monthly values

Interbank rates

1. United States
2. United Kingdom
3. Japan
4. Euro area

Source: Reuters.

Interbank rates

1. Sweden (Stibor)
2. Norway
3. Denmark
4. Finland (Euribor; Helibor until

end-1998)

Source: Reuters.

Yields on ten-year
government bonds

1. Germany
2. United Kingdom
3. Japan
4. United States

Source: Reuters.

15. Three-month interest rates in the Nordic countries, monthly values

16. International long-term interest rates, monthly values
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17. Yields on Finnish benchmark government bonds

1. Bond maturing on
12 November 2003, 3.75%

2. Bond maturing on
15 March 2004, 9.5%

3. Bond maturing on
18 April 2006, 7.25%

4. Bond maturing on
25 April 2008, 6%

5. Bond maturing on
25 April 2009, 5%

6. Bond maturing on
2 February 2011, 5.75%

Source: Reuters.

1. 5 years
2. 10 years

Source: Reuters.

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

Source: Banks.

18. Yields on five and ten-year Finnish government bonds

19. Bank reference rates in Finland
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20. Bank deposit rates in Finland
The tax treatment of  deposits
changed on 1 June 2000.

1. Rate on tax-exempt
transaction accounts
(upper limit)

2. Average rate on fixed-term
deposits subject to
withholding tax

3. Average rate on cheque
and transaction accounts
subject to withholding tax

4. Average rate on tax-exempt
cheque and transaction
accounts

Source: Bank of Finland.

1. Rate on new lending
2. Average lending rate
3. Average deposit rate

Source: Bank of Finland.

1. New housing loans
2. New consumer credits
3. New study loans

Source: Bank of Finland.

21. Bank lending and deposit rates in Finland

22. Interest rates charged by Finnish banks on new lending to households
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23. Stock of bank lending in Finland

Interest rate linkages, percentages

1. Linked to base rate
2. Fixed-rate
3. Linked to Euribor

(Helibor until end-1998)
4. Linked to 3 and 5-year

reference rates
5. Linked to reference rates

of individual banks
(prime rates etc)

6. Other

Source: Bank of Finland.

Interest rate linkages, percentages

1. Linked to base rate
2. Fixed-rate
3. Linked to Euribor

(Helibor until end-1998)
4. Linked to reference rates of

individual banks
(prime rates etc)

5. Other

Source: Bank of Finland.

The tax treatment of  deposits
changed on 1 June 2000.
1. Tax-exempt cheque and

transaction accounts
2. Cheque and transaction

accounts subject to
withholding tax

3. Other taxable cheque and
transaction accounts

4. Tax-exempt fixed-term accounts
and other accounts

5. Fixed-term accounts and
other accounts subject to
withholding tax

6. Other taxable accounts
7. Foreign currency accounts

Source: Bank of Finland.

24. Stock of bank deposits in Finland by interest rate linkage

25. Stock of bank deposits in Finland by tax treatment
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26. Liabilities of Finnish monetary financial institutions included in
monetary aggregates for the euro area

12-month percentage change

1. Items included in M1:
transaction accounts
(=overnight deposits)

2. Items included in M2:
all deposits except fixed-
term deposits of over 2 years

3. Items included in M3:
M2 deposits plus certain
securities and other items

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

Sources:
European Central Bank and
Bank of Finland.

12-month percentage change

1. Lending by euro area banks to
euro area residents

2. Lending by Finnish banks to
Finnish residents

Sources:
European Central Bank and
Bank of Finland.

27. Euro area and Finnish banks: growth of deposits

28. Euro area and Finnish banks: growth of lending
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29. Euro exchange rates against the US dollar and the yen,
daily values

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.

(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.

(ecu exchange rate until end-1998)

Rising curve indicates
appreciation of euro

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

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

Sources: European Central Bank
and Reuters.

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

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

1. Euro’s effective exchange rate
2. Finland’s narrow

competitiveness indicator

Sources:
European Central Bank and
Bank of Finland.

1999 Q1 = 100
An upward movement of
the index represents 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.

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

34. Competitiveness indicators for Finland
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35. Selected stock price indices in the euro area, daily values

29 December 2000 = 100

1. Euro area:
Dow Jones Euro Stoxx index

2. Germany: DAX index
3. Finland: HEX all-share index

Sources: Bloomberg and
HEX Helsinki Exchanges.

30 December 2000 = 100

1. Total euro area:
Dow Jones Euro Stoxx index

2. Germany: DAX index
3. Finland: HEX all-share index

Sources: Bloomberg and
HEX Helsinki Exchanges.

1. Market capitalization of all
listed shares (left-hand scale)

2. Market capitalization of
non-residents’ holdings
(left-hand scale)

3. Market capitalization of
non-residents’ holdings as
a percentage of total market
capitalization
(right-hand scale)

Sources: HEX Helsinki Exchanges
and Finnish Central Securities
Depository (APK).

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

37. Listed shares in Finland: total market capitalization and non-residents’ holdings
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38. Securities issued in Finland

End-month stock

1. Market capitalization of
shares

2. Stock of bonds, nominal
value

3. Outstanding money market
instruments

Sources:
HEX Helsinki Exchanges,
Bank of Finland,
Statistics Finland and
State Treasury.

End-month stock

1. Central government
2. Financial institutions
3. Companies
4. Other

Source: Statistics Finland.

1. Equity funds
(left-hand scale)

2. Fixed income funds
(left-hand scale)

3. Balanced funds
(left-hand scale)

4. Risk funds (left-hand scale)
5. All funds: net subscriptions

(right-hand scale)

Source: HEX Helsinki Exchanges.

39. Bonds issued in Finland

40. Mutual funds registered in Finland
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41. Central government revenue and expenditure in Finland

Excluding financial transactions
12-month moving totals, % of GDP

1. Revenue
2. Expenditure

Sources: State Treasury,
Statistics Finland and
Bank of Finland.

% of GDP

1. General government fiscal
position

2. Central government revenue
surplus,
12-month moving total

Sources: State Treasury,
Statistics Finland and
Bank of Finland.

% of GDP

1. General government debt
2. Central government debt

Sources: Statistics Finland and
State Treasury.

42. Public sector balances in Finland

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

Main sectoral financial
balances, % of GDP

1. Current account
2. General government sector
3. Private sector

Sources: Bank of Finland and
Statistics Finland.

12-month moving totals

1. Goods account, fob
2. Current account

Source: Bank of Finland.

12-month moving totals

1. Services account
(trade in goods, fob)

2. Income account

Source: Bank of Finland.

45. Finland: goods account and current account

46. Finland: services account and income account
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47. Regional distribution of Finnish exports

12-month moving totals,
% of GDP

1. Euro area
2. Other EU member states
3. Rest of world

Sources:
National Board of Customs
and Statistics Finland.

12-month moving totals,
percentage of total exports

1. Forest industries
2. Metal and engineering

industries (incl. electronics)
3. Other industry

Source:
National Board of Customs.

1990 = 100

1. Export prices
2. Import prices
3. Terms of trade

Source: Statistics Finland.

48. Finnish exports by industry

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

1. Net sales
2. Sales to non-residents
3. Repurchases from

non-residents

Source: Bank of Finland.

12-month moving totals

1. In Finland
2. Abroad

Source: Bank of Finland.

% of GDP

1. Net international investment
position

2. Net international investment
position of central government

3. Listed shares
4. Other items (excl. reserve

assets)

Sources: Bank of Finland and
Statistics Finland.

51. Finland: direct investment

52. Finland’s net international investment position
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53. Industrial confidence indicator in the euro area and Finland

1. Euro area countries
2. Finland

Source: European Commission.

1. Euro area countries
2. Finland

Source: European Commission.

Percentage change from
previous year

1. Industrial production
2. Gross domestic product

Source: Statistics Finland.

54. Consumer confidence indicator in the euro area and Finland

55. Finland: GDP and industrial production
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56. Unemployment rate in the euro area and Finland

1. Euro area countries
2. Finland

Sources: Eurostat,
Statistics Finland and
Bank of Finland.

Percentage change from
previous year

1. Euro area countries
2. Finland

Sources: Eurostat and
Statistics Finland.

January 1990 = 100

1. Housing prices (old two-room
flats; debt-free price per m2)

2. Stumpage prices
3. Consumer prices

Sources:
Finnish Forest Research Institute,
Huoneistokeskus,
Statistics Finland and
National Board of Customs.

57. Level of industrial earnings in the euro area and Finland

58. Selected asset prices in Finland
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