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EXPERIENCE WITH MANAGING THE EXCHANGE RATE OF

THE MARKKA WITHIN THE CURRENCY BAND

by Olli-Pekka Lehmussaari, M.Pol.Sc.
Central Bank Policy Department

Bank of Finland

he breakdown of the sys-

tem of fixed exchange

rates in 1971 resulted ina
major change in the interna-
tional monetary system. Since
the Bretton Woods system was
unabie to provide the kind of
exchange rate changes neces-
sary for a stable international
economy, the need for a new
means of exchange rate man-
agement arose. By March
1973, many countries had
adopted a free float, while oth-
ers had pegged their exchange
rates to another currency ortoa
basket of currencies.

Finland was one of the first
countries to adopt a basket peg
arrangement in  the early
1970s. Over the years, the sys-
tem has, however, undergone
considerable evolution, and its
role as an instrument for mone-
tary and exchange rate policy
has changed significantly.

This article discusses the
Fnnish experience with pursu-
ing foreign exchange policy
based on a basket-pegging
system. First, the past and
present characteristics of the
system and the institutional
framework are described.
Next, the role of exchange rate
policy is discussed in the light
of the changing monetary en-
vironment. Finally, recent ex-
perience with managing the
exchange rate is assessed and
the degree of monetary policy
autonomy is considered.

THE FINNISH

BASKET SYSTEM

With the failure of the par
value system and the system of
central rates, the Bank of Fin-
land was also forced to aban-
don the fluctuation limits it had
set for the exchange rate of the
Finnish markka against the US

dollar. Already in the early
1970s, the Bank had begun to
calculate the effective ex-
change rate for the markka
reflecting the average change
in the exchange rates of the
currencies of Finland’s main
trading partners. Effective ex-
change rate indices of various
types were judged to be useful
indicators in analyzing the ef-
fects of exchange rate changes
on the economy.

Increased volatility in the in-
ternational exchange markets,
coupled with the relatively
large share of foreign trade in
Finland's GDP, contributed to
the authorities’ concern about
the competitiveness of the Finn-
ish export sector. The author-
ities’ determination to conduct
stability-oriented policies led
the Bank of Finland to adopt a
policy of stabilizing the Finnish
markka in relation to an aver-
age of the exchange rates of
the currencies included in the
index. This policy proved suc-
cessful, and the markka was
one of the most stable curren-
cies in effective terms within
the OECD area during the pe-
riod 1974—76, with the mark-
ka fluctuating by only 2 to 3 per
cent against its basket.

The basket-pegging system
was formalized in the amend-
ment of the Currency Act
which came into force on No-
vember 1, 1977. Finland was
among the first countries to
define the exchange rate re-
gime in terms of a currency
index'. Finland was also

among the first countries to
incorporate the definition of an
index in legislation. According
to the amended Act, the par
value of the Finnish markka
was officially replaced by a
new concept, the external
value of the markka (see Puro
1978 and 1984).

The amendment stipulated
that the external value of the
markka was to be calculated in
terms of a currency index
number. In addtion, the Act
vested the Council of State (Gov-
ernment) with the power to de-
fine the basis for calculating the
index number and the fluctua-
tion limits of the index number.

According to the Currency
Act, the Bank of Finland is re-
sponsible for keeping the cur-
rency index within its fluctuation
range, or band. While the Bank
of Finland is free to manage the
exchange rate within the band,
decisions concerning any rea-
lignment of the currency band,
including a change in its width,
are made by the Government
onthe basis of a proposal by the
Bank of Fnland that is put for-
ward by the Bank's Parliamen-
tary Supervisory Board. The
Government can either ap-
prove the proposal as it stands
or reject it.

Perhaps one of the most
crucial aspects of calculating
effective exchange rates is the
choice of weights. Ideally, the
weight structure should reflect
the objectives of economic
policy. Choosing a peg can be
viewed as a problem of mini-

'In the 1970s, Norway and Sweden participated in the European Common Margins

Arran

ement (the 'snake’) which was the predecessor of the EMS. Sweden withdrew

from European currency collaboration in August 1977 while Norway left the snake in
December 1978. Both of these countries adopted a basket-pegging system similar to
that of Finland. Recently, Norway redefined its currency index and started to express
the krone's value in terms of the ECU. Austria was also among the first countries, if not
the first, to express the external value of its currency in terms of the major western
European currencies. Over the years, however, currency after currency was eliminated
from the basket, until the deutschemark became the key currency for Austria in 1976.
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mizing the instability of policy
objectives, such as the terms
of trade, the real effective ex-
change rate or inflation, that
results from changes in third
currencies. However, uncer-
tainty concerning the rele-
vance of the underlying eco-
nomic mode! and its stability,
together with a wide range of
economic policy objectives,
have complicated the task of
determining the ideal distribu-
tion of the weights of the cur-
rencies included in the cur-
rency index. As a result, in
many countries, the choice of
weights has ultimately been
determined by practical con-
siderations, rather than by
what is desirable from the
theoretical point of view. Ac-
cording to the Currency Act,
the official currency index in
Finland is based on bilateral
trade weights. Although bilat-
eral trade weights may have
some theoretical shortcom-

ings. they are clearly defined,
relatively stable and readily
calculated.

The currencies included in
the index are those of the
countries whose trade has ac-
counted for at least 1 per cent
of Finland's commodity im-
ports and exports in each of
the preceding three calendar
years. The index weights are
adjusted quarterly on the basis
of average trade shares over
the previous two years.

At present, 14 currencies
are included in the currency
index. In late 1983 Parliament
passed an amendment to the
currency Act, which came into
force on January 1, 1984. The
Soviet rouble was removed
from the index and since then
the calculation of the index
number has been based only
on convertible currencies. In
addition, the arithmetic aver-
age method used for calculat-
ing the index was replaced by

the geometric average method
{see Puro 1984).

The currency index is calcu-
lated using exchange rates
measured in terms of domestic
currency per unit of foreign
currency. Hence arising index
reflects a weakening in the
markka. Thus, for instance, if
the US dollar appreciates
against the other basket cur-
rencies, then the markka de-
preciates against the dollar
and, at the same time, appre-
ciates against the other cur-
rencies so that the index re-
mains unchanged. The relative
movements in the markka
rates of the basket currencies
will depend on the weighting
scheme used.

Since the introduction of the
currency index, adjustments of
the index have been relatively
frequent. There have been
discrete adjustments on eight
occasions, four of which in-
volved changes within the

CHART 1.

BANK OF FINLAND CURRENCY INDEX (1982 = 100)
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band 2. In addition, the width of
the band has been changed
three times. In September
1979, the band was widened
from its initial width of +21/4
per cent to £3 per cent. In
connection with the October
1982 devaluation, the band
was changed back to +21/4,
but widened to £3 per cent
again in November 1988,
Despite the potential for
fluctuation within the band, the
currency index was not al-
lowed to move to any signifi-
cant extent in the period up to
mid-1985, except when it was
discretely adjusted (Chart1).
Between discrete  adjust-
ments, daily movements in the
currency index were very
small. Therefore, the introduc-
tion of the currency index and
fluctuation limits did not result
in any marked shift in the ex-
change rate regime away from
one of fixed rates towards one
of limited flexibility, although it
allowed for flexibility in bilateral
exchange rates. Develop-
ments in some of the most
important bilateral exchange
rates are shown in Chart 2.

COMPETITIVENESS-

ORIENTED EXCHANGE

RATE POLICY

In the 1970s and early
1980s, decisions on discrete
adjustments in the currency
index were to large extent

2|n addition, the fluctuation limits were
lowered by about 2 per cent on January
30, 1980 with no change in the currency
index.

based on developments in
competitiveness, while interest
rate policy was mainly geared
towards demand manage-
ment and structural objectives.
This was made possible by the
extensive use of capital con-
trols. Discrete changes in the
index were seen to be consist-
ent with stabilization policies
aimed at achieving better in-
ternal and external balance.
Although the adjustments in
the index were mainly carried
out in order to safeguard the
competitive position of Finnish
export industry, exchange rate
policy was also used in an
attempt to insulate the econ-
omy from accelerating interna-
tional inflation. With this goal in
mind, the external value of
markka was raised in 1979
and 1980.

The last major discrete
change in the external value of
the markka that was largely
motivated by concern about
competitiveness was carried
out in 1982. During the
summer and autumn of 1982,
pressures against the markka
started to build up. Two devalu-
ations in Norway, as well as
increasing uncertainty con-
cerning Sweden'’s foreign ex-
change policy, resulted in a
heavy capital outflow, and be-
tween mid-September and
early October 1982 the Bank
of Finland had to intervene in
the foreign exchange market
on a large scale in support of
the markka. In order to counter
the speculative pressures, the

CHART 2.

CURRENCY INDEX AND MAIN EXCHANGE RATES
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Bank of Finland allowed the
markka to depreciate by about
4 per cent within the band on
October 6, 1982. However, an
unexpectedly large devalua-
tion of the Swedish krona by
16 per cent on Ociober 8
forced the Finnish authorities
to further adjust the band itself,
resulting ina devaluation of the
markka by a total of about 9.5
per cent. Given the close eco-
nomic links between Finland
and Sweden and the similiari-
ties in the structure of exports,
it was felt that the devaluation
of the krona would otherwise
have given Sweden too much
of a competitive edge over
Finland.

During this period of “"com-
petitiveness-oriented exchange
rate policy” speculative at-
tacks against the markka were
carried out mainly through
"leads and lags” and, from
1980 onwards, also through
the forward exchange market.
Owing to extensive capital
controls, the number of specu-
lators was quite small, consist-
ing mainly of large companies.
But, the integration of interna-
tional financial markets, com-
bined with increased competi-
tion and technological change
within the banking sector, led
to increased exploitation of
regulatory loopholes. As a re-
sult, the effectiveness of capital
controls and domestic finan-
cial market regulation was
largely undermined, resulting
in new means of taking posi-
tions against the markka. This
development also prompted
the relatively rapid dereguia-
tion of domestic financial
markets and the removal of
capital controls.

THE CURRENCY INDEX

AS AN INTERMEDIATE

TARGET

Though the basket pegging
system undoubtedly contrib-
uted towards increased ex-
change rate stability, relatively
frequent adjustment of the
band partly mitigated the suc-
cess of stabilization policies. In
an economy with strong labour



unions and a history of fairly
high inflation compared with its
competitors, a clear inflation
anchor is needed if the high
costs of lost production and
unemployment are to be
avoided (see Akerholm 1989).
With the benefit of hindsight, it
appears that, under the com-
petitiveness-oriented  policy
regime, the currency index
could not provide a clear and
firm nominal anchor for the rest
of the economy. Domestic pol-
icies were not sufficiently ad-
justed to the exchange rate,
which added to devaluation-
inflation spiral and hampered
the authorities’ efforts to steer
inflation expectations.

In the 1980s, Finnish finan-
cial markets were gradually
deregulated. Finnish compa-
nies were permitted to use
foreign sources of financing at
an accelerating pace and in
the second half of the decade
most of the exchange controls
were removed.

With the deregulation of fi-
nancial markets and the remov-
al of exchange controls, the
role of exchange rate policy
has undergone major change.
It can no longer be separated
from domestic monetary pol-
icy: open market operations in
the domestic money market
influence interest rates and
thereby capital flows. These
flows, in turn, affect the ex-
change rate or the level of
foreign exchange reserves.

Nowadays, it is widely rec-
ognized that, under free capital
movements, the central bank
can, in principle, use only one
instrument to pursue monetary
policy: either the exchange rate
is pegged and interest rates are
left to be determined by the
interplay of market forces or the
central bank formulates its pol-
icy through monetary targets,
such as various concepts of
money stock, and allows the
exchange rate to float.

Perhaps the strongest argu-
ment today in favour of main-
taining a stable nominal effec-
tive exchange rate is its function
as a nominal anchor for eco-

CHART 3.

EXCHANGE RATE AND SHORT-TERM INTEREST

RATE DIFFERENTIALS
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nomic policy, and price stability
in particular. In other words,
exchange rate policy has
changed from being "competi-
tiveness-oriented” to  being
"price stability-oriented”. This
implies that, after the period up
to the early 1980s in which the
effective exchange rate was fre-
quently adjusted to serve the
needs of domestic policies, to-
day domestic policies must be
geared towards the exchange
rate.

Against this background,
the fixed exchange rate has
become an intermediate target
in the medium run, while in the
short run the index can fluctu-
ate within the band, reflecting
developments in interest rates
and capital flows. Hence, the
present arrangement in Fin-
land defines price stability as
the central target for monetary
policy, the targetted inflation
rate being the average rate of
inflation in the countries whose
currencies are included in the
currency index.

THE EXCHANGE RATE

AND INTEREST RATE

DIFFERENTIALS

As noted above, in the pe-
riod up to mid-1985 daily

movements in the index re-
mained very small between
the dates of discrete adjust-
ments. As a result, the Bank of
Finland had to intervene con-
tinually in the foreign ex-
change market to keep the
equilibrium price of foreign ex-
change at the fixed rate.
Changes in excess supply of
or demand for foreign ex-
change brought about by for-
eign ftransactions were re-
flected in changes in foreign
exchange reserves. The li-
quidity effects of such changes
in the domestic money market
showed up in the banks' daily
position at the Bank of Finland
(see Suvanto 1990).

Following the deregulation
of financial markets, day-to-
day fluctuations in the index
have been permitted. Accord-
ingly, the band allows some
fluctuations in the external
value of the markka without
mitigating the fixed exchange
rate goal. When the Bank of
Finland started to tolerate
larger fluctuations in the index
in May 1985, the market
reacted calmly to this change
(see Akerholm 1987).

A limited degree of flexibility
in the index has weakened the




relation between bank liquidity
and capital flows. Also, the
need for intervening in the for-
eign exchange market has
diminished significantly. The
rapid emergence of a market
for short-term funds since
1986 has provided a means of
controlling bank liquidity.

Recent developments inthe
exchange rate and interest
rate differentials, measured as
the difference between do-
mestic rates and the weighted
average of foreign interest
rates, are shown in Chart3.
The exchange rate is defined
as the percentage deviation of
the currency index from the
mid-point of the band. Over the
past four years, the exchange
rate has remained below the
mid-point, except in early
1987, while the interest rate
differential has centred around
2 percentage points for var-
ious maturities.

After the currency unrest in
1986, which was partly the
result of the devaluation of the
Norwegian krone, confidence
in the markka was restored.
This was reflected in substan-
tial capital inflows in early
1987. Interest rates moved
steadily lower and the markka
strengthened to the point
where it almost hit the lower
(strong) edge of the then £21/4
per cent band in June 1988.
By that time, the differential
had shrunk to around 1 per-
centage point from 4 percent-
age points at the beginning of
1987. It was evident that the
economy was in the midst of a
boom. The driving forces be-
hind this development were a
continuing improvement in the
terms of trade and a surge in
consumer spending following
the deregulation of domestic
financial markets. As fiscal pol-
icy was not tight enough to
counteract these fundamen-
tals, pressures for the real ap-
preciation of the currency re-
mained strong, and the
markka stayed clearly below
the mid-point of the band.

In November 1988, the cur-
rency band was widened from

+21/4 per cent to £3 per cent,
which gave room for some
further appreciation of the
markka. Although it was hoped
that the widening of the cur-
rency band would help to
maintain higher interest rate
differentials because of higher
exchange rate risk, strong
capital inflows re-emerged in
the first quarter of 1989 lead-
ing to lower interest rates.

On March 16, 1989, the
currency band was shifted
downwards by about 4 per
cent. As a result, the markka
strengthened immediately and
interest rates rose steeply by
about 2 percentage points.
Within two weeks the ex-
change rate was again very
close to the strong edge of the
realigned band.

In autumn 1989, the markka
came under pressure on three
occasions. This pushed up the
interest rate differential from
around 2 to 2.5 percentage
points to 4 to 6 percentage
points, which was sufficient to
stem the capital outflow and to
prevent a weakening of the
markka.

Confidence was restored in
January 1990. During summer
1990 there was, once again, a
tendency for capital inflows,
which helped to the strengthen
the currency and brought the
interest rate differential back to
its "normal” ievel of around 2
percentage points.

Later in the year. the wors-
ening in the economic outlook,
together with uncertainty about
the government budget. con-
tributed to an upward drift in
domestic interest rates, with the
interest rate gap widening to
around 3.5 percentage pointsin
the fourth quarter of 1990.

THE CURRENCY BAND

AND LIMITED

MONETARY POLICY

AUTONOMY

Given the exchange rate
band, the liquidity effects of
open market operations in the
domestic money market are, in
the longer run, to a large extent
offset by capital flows. It is rec-

ognized that with full capital
mobility monetary policy is se-
riously restricted in trying to
affect domestic interest rates in
any significant degree since
open market operations could
be offset by a change in foreign
reserves. In other words, under
the present arrangement, the
central bank can, in the longer
run, only affect the composition
of the monetary base.

There are, however, some
arguments according to which
the currency band should give
the central bank some degree
of short-term autonomy in
managing domestic interest
rates despite free capital
movements. If, for instance,
economic fundamentals, such
as an improvement in the
terms of trade or expansive
fiscal policy, drive the ex-
change rate towards the
stronger edge of the band,
domestic interest rates should
show a tendency to increase.
The reason for this is that a
strengthening currency should
create expectations of a future
weakening of the currency
within the band, which, to-
gether with the interest rate
parity condition, should push
up domestic interest rates.
From this it also follows that a
widening of the currency band
should increase the effective-
ness of monetary policy. Also,
the potential for higher ex-
change rate volatility within the
band should increase the risk
premium associated with for-
eign transactions, which, in
turn, should give the central
bank more room for manoeu-
vre in monetary policy (see
Kontulainen, Lehmussaari and
Suvanto 1990).

In retrospect, it appears
gualitatively that the present
band arrangement has indeed
given some degree of policy
autonomy to the Bank of Fin-
land. As noted above, the aver-
age interest rate differential in
the post-1986 period has
tended to fluctuate around the
two percentage point level for
all maturities up to twelve
months.



Chart 3 reveals that each
time the interest rate differen-
tial has shrunk to around one
percentage point the markka
has shown a tendency to de-
preciate. Such episodes are
observed in late 1987,
summer 1988, early 1989,
summer 1989 and, again, in
summer 1990. On the other
hand, when the interest rate
differential has stayed at its
average level of two percent-
age points or above, the
markka has shown a tendency
to appreciate. This is espe-
cially true in summer 1987, in
spring and autumn 1988, as
well as in spring 1990.

Overall, the swings in the
the exchange rate, on the one
hand, and the interest rate dif-
ferentials, on the other hand,
exhibit negative correlation.
There are, however, important
exceptions. One occurred in
early 1987, when the Bank of
Finland had to intervene in the
foreign exchange market in
order to restore the exchange
reserves to an acceptable
level. The other is the period
from October 1989 to March
1990, when the markka was
under pressure and when a
return to "normality” was post-
poned by the six-week indus-
trial dispute in the banking
sector in early 1990. The third
exception occurred in autumn
1990, when the interest rate
gap widened and the markka
again showed a tendency to
depreciate.

Disregarding the excep-
tional periods, these observa-
tions suggest that the interest
rate differential that would
have kept currency flows in
equilibrium for most of the
post-1986 period is some-
where between 1 and 2 per-
centage points, or 0.5 to 1
percentage point below the
average actual outcome.

The tentative conclusion of
this inspection of historical
data is that the currency band
arrangement has made it pos-
sible for the Bank of Finland to
maintain an interest rate level
that is roughly one percentage
point higher than what would
have been possible in a fixed
exchange rate regime with full
credibility. Whether or not this
was of any major significance
for demand management pur-
poses is open to debate. In any
case, it did not prevent the
economy from overheating.

Inspection of Chart 3 also
reveals that both the day-to-
day and month-to-month vari-
ability of interest rate differen-
tials has been greater in the
period since late 1988 than
before, whereas exchange
rate volatility has remained
roughly constant. The widen-
ing of the band by 1.5 percent-
age points in November 1988
may have contributed to this
outcome, although the more
likely explanation is the in-
creased uncertainty about fu-
ture economic developments
as awareness of the imbal-
ances in the economy became
more widespread.

The fact that the fluctuations
have been limited to the lower
half of the band can be attrib-
uted to the trendwise move-
ment in the fundamentals in
combination with the limited
monetary policy independ-
ence. Because the central
bank has succeeded in main-
taining domestic interest rates
at a somewhat higher level
than would have been neces-
sary to bring currency flows
into equilibrium on average,
the exchange rate has been
driven towards the stronger
edge of the band.

March 1, 1991
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EXPERIENCE WITH THE BANK OF FINLAND’S CALL MONEY

FACILITY

by Jarmo Kontulainen, M.Pol.Sc.
Central Bank Policy Department

Bank of Finland

he arrangement where-

by banks entitled to cen-

tral bank financing are
able to obtain call money
credit from and make call mon-
ey deposits with the central
bank is part of the operational
mechanisms of central bank
policy'. Before 1987, the call
money credit facility was a key
instrument of central bank pol-
icy. Today, it plays a much
reduced — but nonetheless
essential — role as a source of
marginal financing for the
banking system and an outlet
for banks' excess liquidity.

At the beginning of 1986, a
differential was introduced be-
tween the call money lending
rate and the call money de-
posit rate. Up to the end of
1986, call money credit was
the banks’ main source of cen-
tral bank financing. Until June
1989, the amount of call mon-
ey credit was regulated by
means of bank-specific quo-
tas. Since then, the only factor
limiting the use of call money
credit has been the rate of
interest charged on it.

Experience with the new
call money facility has been
obtained over a period of some
eighteen months. This has
been a time of major change
both in central bank policy and
the Finnish financial markets.

This article describes, in
general terms, the revisions
made to the call money facility
on June 16, 1989 and No-
vember 1, 1989 and the aims
of these revisions. It then goes
on to discuss the basic princi-
ples of the present call money
facility. The article concludes
by examining the call money
facility from the point of view of

1See the article by Suvanto in the
November 1990 issue of the Bulletin.

the operation of the interbank
overnight market.

REVISIONS OF THE

CALL MONEY FACILITY

OnJune 16, 1989, the Bank
of Finland revised the call mon-
ey facility by abolishing the call
money credit quotas of the
banks entitled to central bank
financing?2.

In connection with the revi-
sion, the call money credit rate
was raised to 15 per cent,
while the call money deposit
rate was kept unchanged at 4
per cent. In addition, the rules
governing the use of the facility
were modified so that banks'
indebtedness to the Bank of
Finland was restricted admin-
istratively. If a bank with ac-
cess to central bank financing
borrowed in the call money
market to the extent that the
moving average of its call mon-
ey position calculated for the
last 5 business days became
negative, it was required to
enter into discussions with the
central bank on the reasons
and the remedial action to be
taken.

The 5-day rule meant that a
bank which infringed it had to
subsequently make an offset-
ting deposit with the Bank of
Finland at the call money de-
posit rate. In other words,
banks were still able to borrow
temporarily at the call money
window, but permanent use of
the facility was not allowed.

2Under the previous arrangement, inter-
est was paid on call money deposits at a
rate of 4 per cent while interest was
charged on call money borrowing within
a bank's quota at a rate of 13 per cent.
The rate on borrowing in excess of quota
was 19 per cent. A bank’s quota was
equal to 10 per cent of the sum of its
equity capital, credit loss reserves and
cash reserve deposits. No quantitative
restrictions were imposed on the use of
call money credit.

Rather, banks were required to
cover any shortages in liquidity
by resorting primarily to the
interbank market.

Experience with the revised
system in the course of the
summer and autumn of 1989
nevertheless showed that
there was still room for im-
provement. In particular, it was
felt that greater flexibility in
applying the 5-day rule would
be beneficial from the point of
view of the operation of the
interbank market. Accordingly,
on November 16, 1989, the
5-day rule was modified so as
to allow the 5-day moving
average of a bank’s call money
position to be negative. But, in
that case, the bank was to be
charged twice the normal rate
for call money credit, i.e. 30
per cent at the current call
money credit rate. Hence, the
cost of call money credit was
set at a level which made bor-
rowing on a continuing basis
impossible.

PRINCIPLES AND
OBJECTIVES OF THE
CALL MONEY FACILITY
Demand for and supply of
liquidity in the money market
are ultimately brought into
equilibrium by means of trans-
actions involving credits and
deposits with a maturity of one
day. Trading in the overnight
market takes place after trad-
ing in other money market in-
struments finishes for the day.
First, banks even out differ-
ences in their liquidity through
interbank transactions. The
last liquidity smoothing trans-
action takes place via the
central bank’s call money win-
dow. A bank's net debit or
credit balance in its cheque
account with the Bank of Fin-

2



land constitutes its call money
credit or call money deposit at
the end of each business day.
Call money credits and depos-
its, as well as the associated
interest payments, fall due on
the following business day.

By providing banks access to
overnight credit, the call money
facility ensures that claims and
liabilities within the banking sys-
tem are settled and reduces the
banks' need to hold free re-
serves of their own. By altering
the cost of call money credit, the
central bank can influence the
amount of free reserves held by
banks. In principle, the banks
could arrange the last clearing of
the day without the assistance of
the central bank by accumulat-
ing enough free reserves of their
own. However, the central bank
can provide this service through
the banks’ accounts with the
central bank. As the authority
responsible for the money
supply, the Bank of Finland has
a cost advantage in creating the
reserves necessary for settle-
ment purposes. In particular,
holding extra reserves for the
eventuality of a liquidity crisis
would be costly for the banks.

The basis for the operation
of the interbank overnight
market is the fact that the
banks’ willingness to borrow at
the call money window is con-
strained by the spread be-
tween the call money credit
rate and the call money de-
posit rate. The central bank’s
operations in the CD and for-
eign exchange markets have
an immediate impact on the
liquidity of the banking system.
Fluctuations in liquidity are
caused by factors relating to
the amount of currency in cir-
culation and capital move-
ments. In practice, fluctuations
in liquidity are ultimately re-
flected in the banks' call mo-
ney position and thus in the
marginal cost of short-term
central bank debt to banks.
The banks' call money position
is also reflected through the
market in the interbank over-
night rate. The call money de-

10 posit rate and call money credit

rate, as well as the penalty rate,
effectively set a floor and a
ceiling for the cost of overnight
money in the interbank market.

On account of the large
spread between the call money
deposit rate and the call money
credit and penalty rates, over-
night rates fluctuate markedly
according to the liquidity situa-
tion prevailing in the market. The
large interest rate spread never-

theless induces banks to
smooth out differences in their
liquidity efficiently.

Following the revisions, the
call money window now func-
tions more clearly than before
asaresidual source of financing
for the banking sector. This
makes it easier to attain targets
setfor the exchange rate, inter-
est rates and capital move-
ments. In addition, the prob-
lems associated with deter-
mining the call money credit
quotas for different banks were
eliminated with the revisions.

Owing to Finland's ex-
change rate regime, interest
rate policy has to be used
primarily for the management
of capital movements. it has
been endeavoured to use the
call money system to provide
the Bank of Finland with a
means to stave off speculative
attacks against the markka.
The characteristic of the sys-
tem whereby interest rates rise
automatically in situations
where the liquidity of the bank-
ing system is squeezed re-
duces the willingness of the
market to undertake specula-
tive capital transactions. At its
best, the system also acts as a
deterrent: a sharp rise in the
cost of call money credit en-
sures that the banks' willing-
ness to finance speculation
through the central bank's call
money window is fimited, since
it is costly to the banks,

THE OPERATION OF
THE INTERBANK
MARKET FOR
OVERNIGHT FUNDS
Depending on the amount
of money market instruments
and forward transactions ma-

turing on any particular day,
the Bank of Finland can, by
choosing either to undertake
or not to undertake new open
market operations, quickly af-
fect the banks’ net position at
the call money window.
Changes in the amount of li-
quidity in the market are re-
flected not only in the overnight
rate but also in CD rates (HELI-
BOR rates). Movements in the
overnight rate are discernible
above all in sharp fluctuations
in short-term rates for maturi-
ties of one to three months.

Ultimately, however, the vola-
tility of interest rates in Finland is
due to the currency index
system, an essential feature of
which is that the level of interest
rates is determined on the basis
of international interest rates.
From time to time, maintaining
the exchange rate within the
currency band causes relatively
sharp movements in interest
rates, irrespective of the ar-
rangements that exist for market
intervention.

Uncertainty always attaches
to banks’ daily liquidity man-
agement. A bank cannot know
for sure exactly what transac-
tions will pass through its ac-
counts in the course of a par-
ticular day. The size of a bank
affects its ability to forecast its
daily liquidity requirement. The
bigger the bank is, the less itis
affected by occasional trans-
actions. In the case of small
banks, however, delays in
even relatively minor pay-
ments may crucially affect the
bank’s ability to avoid breaking
the 5-day rule and incurring
penalty interest charges.

For big banks, infringement
of the 5-day rule most fre-
gquently occurs in situations
where the liquidity of the bank-
ing system as a whole is signif-
icantly reduced. There are also
differences among big banks:
for instance, the accuracy of
forecasting liquidity develop-
ments may differ from bank to
bank both as regards the esti-
mate of the bank’s own liquid-
ity and that of the entire bank-
ing system.



During the time the new call
money window arrangement
has been in operation, the
Bank of Finland has, as a rule,
kept the banks’ overall net po-
sition at the call money window
positive (Table and Chart 1). In
particular, the 5-day moving
average of the total banking
sec