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Monetary policy and economic outlook

ecent developments indicate that the world'én the euro countries. The present stance of monetary

economic problems have not abated. Thpolicy is therefore consistent with economic growth

Brazilian crisis was a further reminder of theand price stability in the euro area.

vulnerability of the economic situation in  Finland entered Stage Three of Economic and
emerging markets. Though there are already signsidonetary Union in a favourable position. The cur-
an incipient recovery in several Asian economiegent conjunctural situation seems to be developing
Japan’s economic difficulties continue to cloud thenore or less in step with the business cycle for the
world economic outlook. While the US economyeuro area as a whole; the risk of overheating in the
continues to expand at a more robust pace than eeconomy, which still last year was giving cause for
pected, the slowdown in economic activity in the eurconcern, has receded. Moreover, Finland’s inflation
area is largely in line with expectations. rate is in line with the price stability objective. The

The rate of increase in consumer prices in the eusingle monetary policy suits Finland’s current eco-
area has decelerated further. In December the annaaimic situation very well.
rate of inflation was 0.8 per cent, as measured by the While the single monetary policy can make an
Harmonized Index of Consumer Prices (HICP). Buimportant contribution to promoting stable economic
price developments are mixed. The low rate of infladevelopment, it alone cannot guarantee this. Mon-
tion is mainly due to declines in prices of importecetary policy is formulated on the basis of conditions
goods, particularly energy and other commaoditiegprevailing in the whole euro area. Therefore it can-
In contrast, prices of services — which tell more aboutot react to the special needs of particular countries
domestically generated price pressures — have beenregions. In the context of monetary union, each
rising for some time now at an annual rate of abogiarticipating country has a key role to play in secur-
2 per cent. On balance, there is no threat to priceg stable monetary conditions and vigorous eco-
stability in the near term. nomic growth through fiscal policy and the function-
The combination of price stability and economidng of labour markets. It is important for the whole

slowdown in the euro area enabled the Europeauro area that all the participating countries respect
Central Bank (ECB) to set its main refinancing ratethe objectives laid down in the Stability and Growth
the key rate used for steering movements in shorf®act. Given that the general government fiscal posi-
term market rates, at a very low initial level. But thigion in several euro countries is still weak, the objec-
low level means that there is little room for manoeutives set for fiscal policy in the coming years should
vre in monetary policy in the euro area, even if thee clearly more ambitious than at present.
economic outlook should deteriorate. Real three- Despite fiscal consolidation in recent years, cen-
month interest rates, estimated by means of the HIGRal government finances in Finland are still in defi-
were just over 2 per cent in February, almost ongt. Moreover, there will be pressures at work in the
percentage point lower than a year ago. Similarlynedium term that will increase expenditure and re-
real long-term interest rates were in the region aluce revenue. Population ageing will be the main
3 per cent, more than one percentage point beldactor contributing to increased spending needs. In-
their level a year earlier. Both short and long-ternternational tax competition, tax harmonization and
interest rates are currently very low in comparisofighter taxation of labour will reduce revenue. More-
with international interest rates and historical levelsver, the sensitivity of the budget to the business cy-
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collapse of the real, high real interest rates and un-

Chart 1. certainty about fiscal policy have weakened demand
. . and growth prospects in Brazil in the longer term.
h . L .

ﬁ, f,:: B:,'ﬁzz asrtuaitggusehold saving rate The deterioration in Brazil's growth prospects and
Index, 1990 = 100 % the tensions this has given rise to in financial mar-
400 kets in some other Latin American countries has had
350 ‘ an adverse impact on economic developments
300 LAL2 throughout South America and thus also on US ex-

250 R VA Some Asian economies with fixed exchange rates,
200 7 /‘*' such as Hong Kong and China, have come under pres-
150 sure as a result of the Brazilian crisis. Loss of confi-
100 L= 1 dence in the financial system could also check Asia’s
incipient recovery. The risks faced by the banking

7
6
5
A ports to the region.
3
2

52 i system in the euro area have also increased, espe-
1990 91 92 93 94 95 95 97 98 cially in banks that are heavily exposed to Brazil.
e ey e — Economic growth in the United States has re-
2. Saving rate” (right-hand scale) mained robust, underpinned by domestic demand,
* Per cent of households’ disposable income. particularly private consumption. Good employment

developments and monetary easing have helped to
sustain consumer confidence. The favourable devel-
opments in the United States have softened the im-
pact of the financial market disturbances on the
cle implies a need for a stronger structural balance giobal economy.
Finland than in many other EU member states. Thus The economic situation in the United States nev-
the present Government'’s stated aim of achievingettheless gives cause for concern because the house-
sizable surplus for the general government sectbpld saving rate has fallen to a very low level and the
deserves to be supported. The new Government titatrrent account deficit has widened. At the same time
takes office after the parliamentary elections in Marckhare prices have climbed to high levels (Chart 1).
will be well advised to continue the efforts of its twoThe longer these trends continue the greater is the
predecessors to strengthen the fiscal position of thiisk of a sudden reversal, leading to sharp fall in the
general government sector and eliminate the defiditollar, a decline in share prices and a drying up of
in the central government sector. growth, if consumer confidence collapses.
Economic growth in the euro area is expected to
slow in the near future. The slowdown is likely to be
Continuing instability in short-lived, however, as world trade is forecast to re-
the world economy cover in the second half of this year and in 2000.
Growth in the euro area will also be sustained by strong
Instability in the world economy has increased agaidlomestic demand, which makes a very important con-
in recent months. The spread of the economic aridbution to overall growth. There are already signs
financial crisis to Brazil led to turbulence in globalthat the economic situation is stabilizing in Southeast
financial markets, weakened the prospects for worldisia and Japan. The risk of a larger than expected
economic growth and increased uncertainty about tiséowdown in economic growth still exists, however.
future. The immediate reactions of international curFhe Brazilian economic crisis could have a greater
rency and financial markets to the almost 40 per cetitan expected impact on the global economy, the Japa-
devaluation of the Brazilian real were neverthelessese economy could sink further into recession and
muted. consumption growth, which has driven total output
Indeed, calm seems to have returned to markegsowth in the United States, could come to a halt, if
following the nervousness of last summer. But ththere is a sudden weakening in consumer confidence.
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Calm developments in interest rates
and exchange rates in the euro area Chart 2.

Monetary aggregates for the euro area

The transition to the single monetary policy took plac y

without any major problems. Both the euro’s ex:
change rate and interest rates have been reasonc
stable. The exchange rate of the euro against the d
lar has weakened by about 7 per cent since the
ginning of the year, mainly because the econom 55

7.0
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6.0

news from the United States has been better th. 5.0 A
. 1 A
expected and the economic outlook for the euro are 5 A
: 7 3 V
has weakened to some extent. The euro has also we

. . . 4.0
ened in effective terms, in part because the poui \24
sterling and the Swedish krona have strengthenc °°

. Y NN P D
along with the dollar. _ . 1997 1998 1999
Short-term market interest rates in the euro are
. . 1. M3: 12-month percentage change
were sllghtly over 3 percentin January—February. Tt 2. M3: 12-month percentage change, smoothed by means
market expectation is that rates will move even lowe 3, By e g

as evidenced by fact that interest rates on forward cc

tracts in the euro area have fallen below actual mark

rates. Recently, market expectations of a decline

short-term rates have eased to some extent.

Confidence in the euro has been reflected in a

decline in long-term euro interest rates. The Germamnual basis and the three-month moving average of

ten-year government bond yield has fallen to abothe twelve-month growth rate was 4.7 per cent. In

4 per cent. This represents a decline of 150 basis poigtsnuary the rate of growth accelerated slightly and

since the beginning of 1998. Part of this fall can béhe three-month moving average rose to 4.9 per cent.

attributed to the greater uncertainty in internationafhe reference value set by the Governing Council of

financial markets, which has increased investors’ irthe ECB for the growth of the broad monetary aggre-

terest in the euro area. The yield on US governmegate is 4% per cent, measured as a three-month mov-

bonds has fallen by just under 100 basis points singty average. Consequently, the rate of growth in the

the beginning of last year. As a result, the differentiahoney stock has been close to the reference value

between long-term bond yields in the euro area ar{chart 2).

the United States has reached record proportions.  However, it is worth noting a number of special

Differentials between long-term bond yields infeatures that attach to this seemingly stable trend of

the euro countries have remained following the starhoney growth. One of them is that the growth rate of

of Stage Three. They are at roughly the same levedsoad money has diverged from that of credit aggre-

as they were last summer. Thus the ten-year yield grates. Credit growth in the euro area has been sub-

Finnish government bonds is still around 20 basistantially faster than that of the broad monetary ag-

points higher than the comparable German yield. gregate. In January the twelve-month growth rate of
credit to the private sector was 9.4 per cent. Over the
long term a very close relation has prevailed between

Divergent trends in the growth of the rate of growth of credit and broad money. There
monetary and credit aggregates in is a risk that the pick up in the rate of growth of credit
the euro area will gradually find its way through to the growth of

the money stock.
The growth of the money stock in the euro area has Two factors explain a large part of the difference
been stable in recent months. In December the brobdtween the growth of credit and monetary aggre-
monetary aggregate M3 grew by 4.5 per cent on ayates. First, the increase on the assets side of the con-
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deposits similar to that experienced in Finland dur-
ing 1996.

Chart 3. In Finland the rate of growth of deposits included
in the monetary aggregates for the euro area has been

S i L R T slower than the euro area average. Deposits grew by

450 M billion 3% per cent in Finland in the course of 1998. The
growth of credit has accelerated significantly since
400 /-Z- spring 1998 and the rate of growth now exceeds the
550 N average for the euro area by a clear margin. The stock
‘\ of both markka lending and total lending in Finland
300 —=f—— T~ VA grew by about 12 per cent (more than FIM 30 bil-
1 ——— — lion) in the course of 1998 (Chart 3).
250 The growth in the credit stock in 1997 still con-
200 sisted almost entirely of borrowing by households
since firms used mainly internally generated funds
150 to finance their investment. A clear change occurred
1990 91 ,92 % % % 9% 9T 9% in the demand for credit in 1998. The growth of lend-
1. Markka lending . . .
2. Markka and foreign currency lending ing to households continued at a brisk pace, and par-

ticularly new lending for housing purchases reached
record levels. The stock of housing loans grew by
FIM 13 billion in the course of the year to more than
FIM 110 billion. A new feature was that lending to
firms also turned up, and the stock of lending to firms
solidated balance sheet of the MFI sector in the eugsew by about 14 per cent (about FIM 11 billion) in
area is mainly due to growth of credit to the privatéhe course of the year.
sector. Growth of credit to the public sector and of In line with developments in the euro area, the
the acquisition of securities has been appreciabfyrowth rates of credit and deposits in Finland seem
slower. Second, on the liabilities side of the baland® be diverging. The reasons are to some extent the
sheet, the growth of external liabilities — which arsame as for the euro area as a whole. Banks’ balance
not included in the monetary aggregates — has besineets are very liquid, reflecting developments dur-
considerable. The external liabilities of banks in thang the preceding few years when credit demand was
euro area grew by over EUR 200 billion in the courssubdued and the total amount of deposits grew very
of last year, which is almost as much as the growth afiodestly. The rapid growth of credit on banks’ bal-
M3 in the euro area in 1998. ance sheets in the course of last year largely corre-
The rate of growth of narrow money could als@ponds to the contraction in certificates of deposit
become a potential risk from the point of view of thend debt securities. At the same time the share of
stable growth of broad money. The euro area’s namonresidents’ deposits in Finland has increased, but
row money aggregate grew by about 10 per cent fo a lesser extent than in the euro area on average.
1998 and the rate of growth is clearly acceleratingdowever, there are signs that the growth of deposits
Overnight deposits (current accounts etc), in particus gradually accelerating in Finland as well.
lar, are growing at a rapid pace while the share of Underlying the acceleration in the rate of growth
fixed-term deposits is decreasing. Thus the public iof credit in the course of last year was the fall in lend-
the euro area seems to be willing to hold an increaisig rates to record low levels. The decline in lending
ingly large amount of its funds in a more liquid fornrates is due to both relatively easy monetary policy
than before. This could portend a change in consumand heightened interbank competition. The abolition
behaviour. On the other hand, the differential betweesf stamp duty on loans in 1998 also made it easier to
the rate of interest payable on overnight deposits ameplace existing loans with new ones. At the same
fixed-term deposits narrowed in the course of 1998 ime consumer confidence in continuing favourable
This could well reflect a shift in the composition ofeconomic developments has remained strong, accord-
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ing to various confidence indicators. An interesting
feature of recent developments is that the dema
for business loans has also grown sharply, in spite Chart 4.

declining business confidence indicators. . .
Harmonized Index of Consumer Prices

12-month change, %

Price stability in the euro countries 50
25 A

Inflation in the euro area has eased further. As mee 2
ured by the HICP, the twelve-month rate of increas 20 A 1 - 7T
in consumer prices edged down to 0.8 per cent 15 Lﬁ
December 1998 after having been 0.9 per cent
November and 1 per cent in October. The slowingi ' S
inflation was mainly due to the decline in prices o' 5
imported goods. Prices of energy and industrial prc
ducer goods continued to fall. Prices of services 0.0
. . . . . 1997 1998 1999
which describe the domestic component of inflatior .
rose throughout 1998 at an annual rate of about 2 f L I e et e
cent (Chart 4). 3. Total index for Finland
Finland’s rate of inflation also eased in the fina
months of 1998. The twelve-month rate of increas
slowed from 1.8 per cent at the beginning of 1998 to
0.8 per cent in December and further to 0.5 per cent
in January 1999. The fall in prices of imported goodEconomic growth in
was the main factor behind this development. Earthe euro countries continues at
ings growth has not given rise to inflationary presa reduced pace
sures. Nominal earnings rose by 3.5 per centin 1998
and so the increase in unit labour costs was notic&he slowdown in world economic growth is begin-
ably smaller than the growth of labour productivity.ning to have a more pronounced effect than before
According to the survey of consumer confidencepn economic growth in the euro countries. The rate
consumers’ expectations that prices would remaiof growth of euro area real GDP accelerated to over
stable strengthened throughout 1998. In January 199%er cent on average in the first half of 1998 but
consumers expected prices to rise by 1.3 per cent ouben slowed to 2.7 per cent in the third quarter. Do-
the following twelve months. mestic demand remained robust and private consump-
There are no significant upward or downwardion, in particular, grew strongly, as predicted by the
pressures on prices in the euro countries. The riskgengthening of the consumer confidence indicator
to price stability have remained broadly unchangedhroughout the autumn. Investment also grew con-
There could be downward pressure on prices if theséderably. Inventories, in particular, increased at a
are further falls in prices of imported goods or prorapid pace in the first three quarters of 1998 and their
ducer prices as a consequence of a delayed recoveupsequent adjustment to the level of demand slowed
of the world economy. On the other hand, increasesitput growth in the euro area in the final quarter of
in real earnings in the euro area could exert upwafd®98 and in the opening months of the current year.
pressure on prices if current pay claims are accepted. The economic sentiment indicator for the euro
Moreover, the weakening in the exchange rate of trerea, which comprises the industrial, construction and
euro could push up domestic prices in the euro arezonsumer confidence indicators as well as stock price
developments, turned down in the middle of 1998.
The indicator nevertheless started to rise again to-
wards the end of the year along with the recovery in
share prices. The decline in the industrial confidence
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pensating for the weaker performance of industrial
production and exports.

Chart 5.
Confidence indicators for the euro area Economic developments in
10 Finland are in line with those in
5 the euro countries
N, A |
5 / \'\ [ ,)( The Finnish economy is continuing to grow but at a
e 1/ \ f \ slower pace than last year. Consumption and invest-
s / /"\,r\\ ,-j ment are still fairly buoyant. However, demand for
o / / 2 \M\,\/ ,N‘/ exports has weakened and so the growth of total out-
put is expected to slow to close to the average growth
25 | rate for the euro countries.
-30 At present the growth of total output is being
1994 1995 1996 1997 1998 1999 driven by domestic demand and by the electrical and
1. Industrial confidence indicator electronics industries, more especially the latter. The

2. Consumer confidence indicator X
growth of total output slowed considerably towards

the end of 1998 from the peak growth figures reached
in the first half of the year. The economy neverthe-
less grew by nearly 5 per cent for the year on aver-
age, which was slightly more than anticipated in the
autumn. Although industrial production grew clearly
indicator for the euro area came to halt in Decembeir the latter months of the year, this was due entirely
January. Industrial confidence and outstanding ordets vigorous growth in the manufacture of telecom-
nevertheless decreased throughout 1998 and this wasnications products. Without the contribution of this
mirrored in a slowdown in the growth of industrialsector, industrial production would have declined.
production. In the current year, however, there hav@apacity utilization has fallen since the early sum-
been signs in some euro countries that the trough mmer and shortage of capacity is no longer a factor
now have been passed, and export orders are increasastraining production. The industrial confidence
ing again. Notwithstanding this, industrial producindicator fell almost continuously in 1998. Industrial
tion is likely to remain sluggish in the early monthsonfidence concerning the general economic situa-
of this year. According to the annual business sention nevertheless turned up slightly around the end
ment survey of the European Chambers of Commera#, the year, although order books weakened further.
firms’ growth expectations have weakened but ddnventories of manufactured goods have increased
mand for labour is expected to increase because siightly. With the rise in inventory levels, wholesale
growth in the service sectors. In the construction seand retail price expectations have started to weaken.
tor, economic prospects improved in the course of Economic growth is being sustained by domestic
1998 and the construction confidence indicator hademand, in addition to the electrical and electronics
risen above its long-term average (Chart 5). industries. Retalil sales have continued to increase at
Consumer confidence in the euro area has coa-steady pace, and car sales, in particular, have con-
tinued to improve and in January 1999 it reached itthued to grow at rapid pace. Consumer confidence
highest level since 1990. The rise is mainly due to ameakened slightly in the autumn but recovered at the
improvement in consumers’ expectations about thend of the 1998 and at the beginning of the current
current and future economic situation. Contributinggear. When the questions on the general economic
to the improvement have been the good employmesituation are excluded, the confidence indicator has
situation, an increase in real earnings, low interesieclined only slightly since the summer. Activity in
rates and the stock market recovery. The strengthethe construction sector remained buoyant last year
ing in private consumption seems to be largely conand demand was good both as regards new produc-
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tion and repairs and renovation. On the basis of ne@xpected to decrease only slightly further in the cur-
building permits, construction activity will continue rent year. When the cyclical effect is eliminated, there
to expand at a moderate pace despite the fact thanot expected to be any structural improvement in
confidence in the construction sector concerning thgeneral government fiscal positions for the euro area
economic situation has recently weakened to sonas a whole in the course of the current year.
extent. Production in agriculture and forestry fell be  Under the Stability and Growth Pact, general gov-
about one-third in 1998 as a result of a poor graiarnment deficits should remain below the ceiling of
harvest. 3 per cent of GDP even in recessions. According to
In spring 1998 the volume of exports of goodshe stability programmes published by member states,
still seemed to be expanding vigorously despite theeficits in the core euro area countries will shrink to
fact that exports to Southeast Asia fell by roughly about 1 per cent of GDP in the first years of the new
half. In the summer, however, it became clear thamillennium. But a marked slowdown in economic
there had been a pronounced change of trend in egrowth could prevent achievement of the favourable
ports. The slowdown in the growth of exports iglevelopments foreseen in the programmes. Without
mainly due to weaker demand and global oversupphgmedial fiscal policy action, there is a danger that
of manufactured goods, which has led to heightenagkneral government deficits, particularly in the core
competition. In addition, exports to Russia decreasaxuntries, could widen to close to the reference value,
by more than one-third in the second half of 1998 which case confidence in the stability programmes
from their level in the early part of the year. The food¢ould weaken.
and printing and publishing industries were hit par- In Finland developments in the fiscal positions
ticularly badly by the contraction in exports. The comef the general and central government sectors have
petitiveness of the export sector has remained gobeéen slightly better than anticipated last autumn.
despite the strengthening of the euro. Export perfornRevenues from corporate tax and indirect taxes have
ance varies considerably between sectors. The elégereased by notably more than forecast. In the sta-
trical and electronics industries, in particular, standility programme for Finland published in Septem-
out from the rest of the export sector and their expobter 1998, the general government sector was pro-
performance is expected to remain good. jected to shift into a clear surplus in 1998, and pre-
Employment has continued to develop in a faliminary data point to a surplus equivalent to 1 per
vourable fashion. At the end of 1998 the number afent of GDP. According to the programme, the gen-
employed was 2 per cent higher than a year earlieral government surplus will widen to 2.4 per cent of
and the unemployment rate had fallen to just over 1BDP in the current year. Although the fiscal position
per cent. of the general government sector in Finland is rea-
sonably good in comparison with many other euro
countries owing to the surplus of social security funds,
Improvement in the fiscal position of  the stability programme expects central government
the general government sector finances to remain in deficit. A large central govern-
is slowing ment debt, the prospect of rising expenditure on pen-
sions and health care over the medium term and pres-
The improvement in the fiscal position of the gensures for tax harmonization brought about by the sin-
eral government sector continued in 1998 as planngte market all imply the need to aim for larger sur-
and, thanks to a combination of strong economipluses, especially in central government finances.
growth and low interest rates, general government

fiscal deficits shrank in several euro area countries 1 March 1999
even more than had originally been forecast. But
owing to the slowdown in economic growth and am Key words: inflation, monetary policy,

pause in implementing necessary reforms, deficits are economic situation
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Finland’s financial markets and the year 2000

by Tuula Hatakka, Economist

Financial Markets Department and

Ari Voipio, Information Systems Auditor
Financial Supervision Authority
—

n the early years of computers and digitatuptions. These could occur already in 1999, but they
technology, only two digits were used to represergre more likely after the millennium change.
the year in order to save expensive and limiteGontingency plans are needed to deal with situations
memory and thus minimize costs. At the changsuch as an extended breakdown in communications
of the millennium, this software will be unable to telllinks or payment delays caused by the failure of a
whether ‘00’ refers to the year 1900 or 2000 withoutustomer’s IT systems.
reprogramming. The so-called ‘millennium bug’, or
Year 2000 (Y2k) Computer Problem, has worldwide
implications that impact on all sectors of the economjdentifying software
albeit with varying degrees of intensity. In some casdé$at needs to be updated
the software has already been written so that the year
is now represented using four digits or so that onlylost software and systems using only two digits to
minor changes are required. In other cases entirepresent the year need to be reprogrammed or
systems need to be replaced because there is neplaced; otherwise a significant part of them will
economic interest in updating outdated software analfunction or fail altogether. Identifying all the areas
because the technical know-how to do it is lacking. that need to be updated is difficult. Testing is the only
The whole financial sector is highly dependensure way to do this.
on IT and communications links. In Finland, financial ~Testing is carried out using dates from the next
markets are largely automated. Banks, in particulamillennium. This requires that all tests are performed
have massive IT systems whose smooth operatioma separate test platform or, if this is not possible,
depends on a number of external links: for exampleutside normal business hours, eg at weekends or
they have IT links with other banks in Finland andluring the night.
abroad, securities clearing and settlement organi- IT systems are also embedded in other systems,
zations, customers, service providers and authoritieg the air conditioning of the premises on which IT
of various kinds. devices are located, access control systems, vault
If Year 2000 related disruptions are to be minidoors equipped with time-release locks and lifts.
mized, management of banks and other financidlheir operation also needs to be verified by testing
industry firms must be committed to carrying througlor some other appropriate method.
their Y2k projects. However, it is not enough that an
institution’s own systems are Y2k compliant; the parties
concerned also have to work together to secure théitternational cooperation
interconnections by eg testing links. Similarly, all
financial industry firms must ensure, as far as they caRreparations for the Year 2000 have been discussed
that insufficient preparation on the part of customersy various international fora, eg at G7 meetings and
service providers or infrastructure providers does noinder the auspices of the European Commission
give rise to insuperable problems in their own operations————
Even if Y2k projects are implemented according The European Commission submitted a communication
to timetable and all tests are successful, contingeng&‘;W the European Union is tackling the Year 2000

. A . . mputer Problento the European Council in December
plans are still needed to deal with potential disigos.
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a press statement released in September 1997, thanmer. In addition to interbank connections,
Bank for International Settlements (BIS) urgecdtonnections between banks and the Bank of Finland,
financial market participants to check the Y2KHEX and the APK will be tested. Many banks are
compliance of their applications, test it and draw uplso providing testing facilities for vendors of home
contingency plans to deal with potential disruptionsand office banking software and for customers who
The BIS websitéincludes Year 2000 Pagesuse electronic banking services.
containing country tables on timetables for testing Successful joint testing requires that internal tests
payment and settlement systems. are conducted carefully. Each participant is respon-
The Joint Year 2000 Count{ly2k Council) was sible for the Y2k compliance of its own applications.
set up by financial markets supervisors in spring 1998these malfunction, multilateral testing is hampered.
to further the Y2k preparations of the financial The focus of banks’ and other financial firms’
industry. It has published documents dealing mainlgfforts in the current year is on contingency planning,
with supervisory aspects of planning Y2k predin addition to testing. This will enable them to deal
parations, testing and minimizing the effects ofvith any unforeseen problems that may arise, mainly
disruptions. at the beginning of 2000, either because they have
The Global 2000 Co-ordinating Groupras not been uncovered in tests or because firms
established to promote cooperation between financidlemselves have been powerless to prevent them.
market participants (banks, securities firms an&roblems may also arise because there is not enough
insurance companies) on Y2k related issues. It héisne to correct all errors.
published guidelines for firms on its website on topics
such as Year 2000 self-assessment, testing, contingen-
cy planning etc. Role of the Bank of Finland and
the Financial Supervision Authority

Preparation of the financial industry The Bank of Finland is responsible for the oversight
in Finland of payment and settlement systems. Oversight is
concerned with systems as a whole, and not with
Most Finnish banks began their Y2k preparations imdividual participants in the system. Without
good time, even though this coincided with theithorough joint testing and contingency planning, the
efforts to adapt to another historic change, ie thgear 2000 could pose a serious risk to the functioning
changeover to the euro. The banks completed mast systems and thereby the stability of the entire
of the necessary software updates for the Year 20@i@ancial system. The Bank of Finland is actively
in the course of 1998. The Helsinki Stock andnonitoring the progress made by banks and securities
Derivatives Exchange Ltd (HEX), the centralclearing and settlement organizations in implementing
securities depository Suomen Arvopaperikeskus Oeir Y2k projects.
(APK) and a number of securities market participants The Bank of Finland’s settlement account system
postponed part of their preparations until the currefBoF-RTGS) is used for effecting, inter alia, interbank
year because of euro-related changes to their Bettlements, securities trade payments and TARGET
systems. The banking industry will conduct internapayments. The BoF-RTGS system is scheduled to be
and multilateral tests during the spring and earlyeady for joint testing in spring 1999. The European
Central Bank will organize the Y2k testing of
TARGET in summer 1999 in cooperation with the
national central banks. The Bank of Finland is also

® The Joint Year 2000 Council consists of representativesoordinating the joint testing of the national currency
of national banking, insurance and capital marke,

supervisors and their international organizations. néupply sy§tem. . . )
secretariat operates in connection with the Basle The Financial Supervision Authority (FSA)

Committee on Banking Supervision on BIS premises igupervises the Y2k preparations of Finnish banks,
Switzerland (http://www.bis.org). investment firms and other supervised entities as part
* http://www.global2k.org of its normal supervisory duties. Authorizations to

2 http://www.bis.org
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conduct business are granted and withdrawn by tlaém of the seminar was to increase the participants’
Ministry of Finance. The FSA may propose thaknowledge of potential problem areas and to prepare
authorization be withdrawn or restricted if aground for cooperation. Following this seminar, the
supervised entity no longer fulfils the authorizatiorBank and the FSA organized meetings with the Y2k
criteria. This situation may arise if, for example, theoordinators of banks, HEX and the APK, and more
IT systems of a supervised entity fail or it is obviousneetings are scheduled to take place at regular
that they will not function after the millennium intervals in the course of the current year. In addition,
change. the FSA, HEX and the APK organized a Y2k seminar
In a statement issued in December P9%ie FSA for securities market participants in August 1998.
urged the supervised entities to make preparations
for the changes required by the Year 2000 and to
regularly publish information on the progress madReadiness of the financial markets
in implementing their Y2k projects. Following the
release of the statement, the Year 2000 issue hBise deadlines for completion of Y2k projects cannot
figured prominently in on-site inspections, survey®e postponed. The aim is to correct or replace all
and other aspects of supervision. The progress mau@n-compliant software. The parties concerned intend
by major banks and securities market participants to safeguard the operation of critical systems by
implementing Y2k projects was last monitored ircarrying out joint tests in early 1999. They are also
autumn 1998. The next round of inspections, whichreparing contingency plans to deal with any dis-
will focus on testing, is due to take place this springuptions.
The FSA's inspections are based on recommendations Banks and other firms in the financial industry
on Year 2000 related supervision issued by the Baslell incur almost immediate income losses as a result
Committee on Banking Supervisfoithe FSAis also of any disruptions that occur in connection with
represented in a national Year 2000 cooperation groppyment, trading and brokerage transactions. The
set up by the Ministry of Finance. smooth operation of payment systems is critical for
In a notification issued in summer 1998, the FSAhe entire economy. Ensuring the continued smooth
instructed supervised entities to include a section danctioning of banking facilities is essential for
their Y2k readiness in their annual reports. Sommaintaining public confidence in payment systems.
banks complied with this requirement in their last Banks and other financial market participants have
interim reports of 1998. HEX and the FSA issued made considerable progress in their Y2k preparations.
corresponding recommendation to all listed firms ilResources that were previously needed to deal with
a joint letter at the end of 1998. the changeover to the euro and the experience gained
The Bank of Finland and the FSA have activelyfrom that exercise are now being harnessed to address
endeavoured to promote cooperation between mahe Year 2000 Problem. Delays in responding to this
ket participants and the dissemination of informatiochallenge in some sectors of the economy pose a
on the extent of potential Year 2000 problems. lgertain degree of risk to the smooth functioning of
June 1998 the Bank of Finland and the FSA organizele financial markets at the turn of the millennium.
a seminar for banks, HEX and the APK on the Y2Banks will be powerless if the rest of the economy
preparations of payment and settlement systems. Tfadls to implement the bulk of the necessary changes
or if the overall infrastructure of the economy and
society breaks down. This makes it all the more
important for those parties whose preparations are

s Decision-makers, information systems and the year 2008€ll advanced to share their experience with others.
— a challenge for financial market participangsttp://

www.rata.bof.fi/english/publications/publication_series/

statements/k00897Il.pdf). 15 January 1999

6 The year 2000 — A challenge for financial institutions

and bank supervisorand Supervisory Cooperation on . :
Year 2000 Cross-Border Issugietp://www.bis.orglpubl/ ™  Key words: Year 2000, IT system, testing,
index.htm). contingency planning
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Balance of payments and capital flows

by lorma Hietalahti, Economist
Monetary Policy Deparment

Bank of Finland
——

n the euro environment, the external balance aurrent account amounted to FIM 37.3 billion, rep-
the Finnish economy no longer plays the role ofesenting some 5.6 per cent of total output (Chart 1).
an indicator of the state of the economy as it didince 1995 the current account surplus has been in
in the era of the markka and independent morthe region of 4 to 6 per cent of GDP, one of the high-
etary policy. With the onset of Stage Three of EMUest levels in the EU member states. Only in Belgium
on 1 January 1999, Finland’s national balance of pagnd the Netherlands has the current account surplus
ments lost its importance for monetary and exchange relation to GDP been higher than in Finland.
rate policy. Developments in Finland’s current ac- Thanks to the large current account surplus, there
count and capital flows have hardly any impact owas a further decline in the level of Finland’s exter-
euro exchange rates and interest rates. nal indebtedness in 1998. The financial balance of
Compilation of Finland’s national balance of paythe private sector remained large while the public
ments will nevertheless continue in the euro envi-
ronment as the national balance of payments still ha<s
an important part to play in describing the financia
position of the Finnish economy. The financial bal
ances of the private and public sectors, the sum
which is the counterpart of the current account, re
main focal points of interest from the point of view

of monitoring. il G
Finland’s balance of payments is compilec Trade account and current account
monthly, both in the traditional way as a statement ¢ 12-month moving total
the economic transactions of the economy with th - FiM billion
rest of the world and separately vis-a-vis the rest « 50
the euro area and vis-a-vis the countries outside tl
euro area. The European Central Bank (ECB) pul 40
lishes monthly and quarterly balance of paymeni % 1 1
statistics for the euro area vis-a-vis the rest of th  2° m
world. 10 m W
o /
-10 y"’
Current account surplus 20—
remained large in 1998 -30

1992 1993 1994 1995 1996 1997 1998

The balance of payments for 1998, the last to be cor L e

piled during the era of independent monetary polic)
was characterized by the same developments as
previous years. The external balance strengthen
further, despite the fact the rate of growth in export
slowed towards the end of the year. The surplus ¢
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The current transfers balance remained in deficit, in
part because contributions to the EU exceeded re-
ceipts.

Chart 2.

No improvement in the net

Services account and international investment position

investment income account

12-month moving total despite the Surplus on
; FiMbilion current account
0 - Owing to the major impact that shares and other eg-
5 MMMMM uity securities have on the balance of payments, the
1 International Monetary Fund draws a clear distinc-
i tion between the concepts ‘net international invest-
-15 /v’\w‘ ment .p_osition' and ‘net external debt’. All equity
20 ol securities are exgluded fr.om net external debt.. _
—\2 /_/"\/ Finland’s net international investment position
-25 // (NIIP) is negative since the country’s external liabili-
30 ties exceed its assets. The NIIP showed a negative
1992 1993 1994 1995 1996 1997 1998 balance of FIM 473 billion at the end of 1998
1. Services account (Chart 3). Fluctuations in share prices have a very pro-

2. Investment income account X X
nounced impact on the NIIP because net portfolio

investment in shares constitutes the largest single item
in the NIIP. Portfolio investment by nonresidents in
Finnish shares together with a rise in share prices have
led to a marked deterioration in the NIIP in recent
years (Chart 4).
At the end of 1998 the market value of nonresi-
dents’ holdings of Finnish shares stood at FIM 425
sector deficit shifted into surplus. Within the EU aredhillion, of which Nokia alone accounted for FIM 286
the development of financial balances in Sweden arullion. Nonresidents held 76.6 per cent of Nokia’'s
the United Kingdom has been similar to that in Finshares at the end of last year. The market value of
land in recent years. shares held by nonresidents rose by a full 120 per
The surplus on the trade account amounted tent in 1998.
FIM 56.9 billion in 1998, an increase of some FIM5 When shares and other equity securities are ex-
billion from the previous year (Chart 1), even thougleluded, however, the NIIP has improved steadily in
the growth in the volume of exports of goods tapereckcent years thanks to the surpluses on current ac-
off towards the end of the year. A major reason fozount. This interest-bearing, ie debt securities, com-
the slowdown in export growth was slackening deponent of net external debt decreased by FIM 22 bil-
mand and global oversupply of manufactured goodkon in 1998, amounting to FIM 138 billion at the
The price competitiveness of the export sector rend of the year.
mained good last year, despite the appreciation of
the euro. The fall in world commodity prices con-
tributed to a fall in the value of imports. Capital outflows have exceeded
Of the other items in the current account, the incapital inflows in recent years
vestment income account weakened to some extent
despite a further decrease in interest payments 8ecause of the large current account surpluses in re-
interest-bearing external debt (Chart 2). The deteent years, capital outflows have exceeded capital
rioration in the account was due to an increase inflows. The overall pattern of capital flows has re-
dividend payments on shares held by nonresidentaained broadly the same during this period. The bulk
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of capital outflows has consisted of redemptions ¢
foreign loans and foreign direct investment by Finn
ish companies. Bonds, in particular, have been r
deemed at a rapid pace. In 1995-1998 net redernr
tions of bonds amounted to approximately FIM 4!
billion. The current account surpluses have enable
the private sector to repay a very large proportion ¢
its external liabilities.

Debt repayments over the last few years have le
to a rapid fall in Finland’s net external debt. The ex
ternal debt at end-1998 was at the same level as
the end of the 1980s, ie equivalent to about 20 p
cent of total output. At present, the central goverr
ment is the only sector that has substantial extern
debt in net terms. In contrast, the external assets a
liabilities of the private sector virtually offset each
other. At the end of 1998 companies had net liabili
ties in the region of FIM 30 billion while financial
institutions had net assets totalling approximatel
FIM 20 billion (Charts 5 and 6). Ten years ago thi
central government had only a low level of net extel
nal debt whereas the net external liabilities of th
private sector were growing at an alarmingly rapit
pace.

The central government’s net external debt he
remained large in recent years, even though the ce
tral government has covered its net borrowing requir
ment almost entirely from domestic sources (Chart 4
The net external debt decreased by FIM 11 bhillio
in 1998, amounting to FIM 175 billion at the end of
the year. The central government’s serial bonds he
in book-entry form were converted into euro-denomi
nated securities from the beginning of 1999.

Foreign direct investment by Finnish companie:
has expanded at an accelerating pace over the |
few years. Direct investment has been heavily cor
centrated in the EU area, with Sweden and the Net
erlands being the major host countries. At the end «
1997 the EU accounted for 66 per cent of outstan
ing foreign investment by Finnish companies. Inwart
direct investment has been substantially lower the
outward direct investment in recent years.

The MeritaNordbanken and Stora Enso merge
explain the exceptionally large figures for direct in-
vestment and inward portfolio investment in 1998
The capital flows in connection with the Merita-
Nordbanken merger were recorded as entries of eqt
size in the inward and outward direct investment a
counts. The capital flows in connection with the Store
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Chart 3.
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Enso merger were recorded as entries of equal size
in the outward direct investment account and the in-
ward portfolio investment account. Capital outflows
related to direct investment amounted to almost FIM
50 hillion in net terms last year, which was about
three times the corresponding amount in 1997. Simi-
larly, portfolio investment by nonresidents in Finn-
ish shares increased from FIM 21 billion to FIM 47
billion.

Monitoring the competitiveness of
the economy and financial flows
has assumed greater importance in
the euro environment

One of the key areas of concern for monitoring in the
euro environment will be the corporate sector, which

will face increasingly keener competition in the con-

text of monetary union. Pressures that previously
found their way through to national exchange rates
will henceforth find expression in share prices and
risk premia on corporate debt. Share prices depict
investor confidence in companies’ performance. In

the future, they will also reflect market confidence,

or lack of it, in the economic policies pursued by a

country; before confidence was manifested mainly
in the form of exchange rate pressures. Country risk
will also be evident in the level of interest rates on

government debt.

The real significance of balance of payments sta-
tistics is becoming less clear-cut in certain respects,
despite the birth of the euro area. The use of balance
of payments statistics for monitoring purposes is com-
plicated by the existence of large multinational com-
panies that are not tied to any particular country and
whose operations extend across national borders.
Statistical classification problems arise in connection
with these companies because the balance of pay-
ments is based on national currency borders. Strict
adherence to currency borders may mean that the
balance of payments fail to provide a true picture of
the full scale of operations of multinational compa-
nies. This compilation problem reduces the useful-
ness of and need for national balances of payments.

The problems caused for compilation of balance
of payments statistics by multinational companies
have given impetus to a new approach to monitoring
such companies. Essentially, the idea is to construct
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indices that can be used to monitor multinationabalance of payments for January 1999 and for earlier

companies on an industry basis. Nokia and Kvaerngeriods. As from July the ECB, in cooperation with

are examples of companies that are highly multindhe Statistical Office of the European Communities

tional, and it is therefore natural to compare ther(Eurostat), will start publishing a quarterly balance

with their competitors in the same industry acrosef payments for the euro area. This quarterly publi-

the whole spectrum of their operations. cation will include a more detailed breakdown of in-

The country breakdown of the trade account wilvestment income and the main items of the financial

be another key area for monitoring. The breakdowaccount.

of host countries for direct investment by Finnish Consequently, Finland and the other member

companies gives an indication of business strategyates will each compile a national balance of pay-

in the new competitive environment. ments vis-a-vis the rest of the euro area and vis-a-vis
countries outside the euro area. The ECB will then
aggregate these figures to obtain the balance of pay-

Euro area balance of payments in ments for the euro area as a whole. Only the current

preparation account for the whole euro area can have any effect
on the euro’s exchange rate against the major curren-

In theory, the balance of payments for the euro areges. According to preliminary data, Finland’s cur-

as a whole is the sum of the balances of paymentsreht account vis-a-vis the rest of the euro area has

its member states. In practice, however, bilateral badbeen slightly in deficit in recent months while the

ance of payments data are not fully compatible, reurrent account vis-a-vis other countries has shown

sulting in discrepancies in the euro area balance afsizable surplus.

payments. For this reason, the euro area balance of

payments is compiled by aggregating the balances of 15 February 1999

payments of the individual member states vis-a-vis

countries outside the euro area.

The ECB will publish euro area balance of pay=a Key words: balance of payments,
ments statistics using this methodology for the first current account, capital flows,
time in April. These monthly figures will include the external debt, trade account
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Public finances in the euro area: growth shocks and structural factors

by Helvi Kinnunen, Economist
and Pasi Kuoppamdki, Economist
Economics Department

Bank of Finland
——

n the run-up to the start of the Third Stage o$ures caused by population ageing. In addition, the

EMU nearly all EU member states made majoroom for fiscal adjustment in different countries is

adjustment efforts in order to reduce their pubevaluated under different average tax rates.

lic deficits. In 1995 only three member states had
deficits that were below the 3 per cent limit whereas
at the end of 1997 only one country exceeded tifsustainability of public finances:
limit. However, the margin by which public deficits baseline case
were below the reference value was quite small in
many countries. Furthermore, only in four membe€alculations based on the intertemporal budget dy-
states was the debt ratio below the reference valugamics provide a simple tool for analysing whether a
Even though strong economic growth and lower ingiven fiscal policy will keep public finances on a
terest rates in 1998 seem to have led to further irsustainable pathFiscal policy is defined to be sus-
provement in public finances, most of the countriesinable if it leads to a stable or decreasing govern-
which entered monetary union at the beginning ahent debt ratio in the long run. If the debt ratio is on
1999 did so with a deficit of more than 2 per centan expanding path, this indicates that the current
This indicates that these countries still have some waplicy must be tightened sooner or later. In the budget
to go before they meet the medium-term objective afynamics framework, the difference between the in-
the Stability and Growth Pact. The risk of unsustairterest rate and the growth rate, the primary balance
able development in public finances cannot be eXthe difference between revenues and expenditures
cluded in the event of unfavourable economic condexcl. interest payments) and the debt ratio determine
tions. Moreover, structural factors such as populdhe condition for sustainability. A sustainable debt
tion ageing will place an extra burden on public fiposition requires a primary fiscal surplus in the me-
nances in most member states in the longer term. Prdgim to long run, when the interest rate is higher than
sures deriving from international tax competition anthe real growth rate of the economy. The size of the
the need for tax harmonization will limit the roomrequired surplus varies according to the difference
for fiscal policy in countries where there are heavypetween the real rate of interest and the real rate of
pressures to lower the average tax rate. growth and according to the magnitude of the debt

This article is based on a study by Kinnunen andatio and the primary balance. Variation in the growth
Kuoppamaki (1998) analysing the budgetary situarate and interest rate produces different debt paths
tion and sustainability of public finances in Finland

and four major euro area countries, Germany, France

: : 1 The idea of sustainability is based on the dynamic gov-
ltaly and Spain. The article analyses the effects %"nment budget constraint. In terms of GDP ratios, it can

growth and interest rate variation and structural fagre expressed a&b =g + h -t (-6)b = d + (r-6)b,
tors on budgetary balance. The analytical framewonkhereAb denotes the change in the government debt ra-

; ; ; 10, g is government spending, h is transfers, t is govern-
is based on the intertemporal budget dynamics, Wh'(ﬁﬁent revenues, r is the real interest rate, d denotes a pri-

makes it possible to demonstrate long-run outcomesary deficit andd is the GDP growth rate. The dynamics
under various growth and interest rate assumptiorgf. public sector finances are discussed in more detail by

; ; ; lanchard (1990). The calculations require that the inter-
This framework is supplemented by assuming gro t rate exceeds the growth rate. If this is not the case, the

shocks and taking exogenously into account cost pregrstainability condition does not hold.
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and different requirements as regards the adjustment
of fiscal policy. This budgetary arithmetic also pro- 12ble 1. Tax gaps
vides a convenient tool for assessing the fiscal policy . ;,.. ..
constraints laid down in the Stability and Growth
Pact. Sustz.ai.nability -04 52 -
The sustainability calculations cover the period Stability Pact 1.9 1.5
from 1998 to 2005. Projections are based on the as-
sumption that the actual fiscal position for 1997, cor-
rected for one-off measufesvill prevail in the fu- sustainability and balanced budget conditions
ture. In the baseline calculations, macroeconomi@able 1). They describe how much the tax rate should
developments were assumed to be uniform acrobe changed to achieve the stated goals, ie sus-
countries, with real GDP growth of 2.5 per cent, attainability and the Stability Pact criteria. Given the
inflation rate of 2 per cent and a long-term interest997 expenditure level, the tax rate should be in-
rate of 4 per cent. creased by nearly two percentage points in France
Continuation of the fiscal policy that prevailed inand Germany in order for these countries to achieve
1997 would lead to declining deficit ratios in all coun-and maintain a balanced budget; tax pressure is less
tries, but it is difficult to achieve the objective of thesevere in Spain.
Stability Pact under the given assumptions and ini- These results are subject to many reservations.
tial conditions (Chart 1). Only Finland and Italy seenfirst of all, actual growth and interest rates could dif-
to be able to achieve a balanced budget on average significantly from the baseline assumptions. Sec-
in the period 2000-2005. France, Germany, and taoadly, the primary deficit for 1997 may not be a valid
lesser extent Spain, may encounter problems in meateasure of feasible fiscal policy. For example, if the
ing the Stability and Growth Pact criteria in the mestarting point were the average primary deficit dur-
dium term. The debt ratio declines in all countrieing the period 1980-90, the projections for Italy and
except France, where it increases slowly. This folSpain would not be quite as favourable as was found
lows directly from the fact that France had a primarfere. In Italy the primary balance began to deterio-
deficit and the other countries a primary surplus imate in the early 1960s and led to a deficit in excess
1997. The decline in the debt ratio is most rapid inf 10 per cent of GDP by the mid-1980s. In France
Finland and Italy. the primary balance has been weak owing to a sig-
Tax gap indicators provide a more accurate piaiificant expansion in public spending from the early
ture of the pressures on fiscal policy caused by tH®70s until the mid-1980s, which was not matched
by increased revenues. Thus the 1997 French budget
seems slightly tighter than it has been on average.

2 The key element of the Pact is a 3 per cent upper limit daompliance with EMU criteria was partly achieved
the deficit and a medium-term objective of a governmertyy sizable one-off measures. The German fiscal po-

budget that is roughly in balance. This is meant to ensuge;; - . : ; ; :
that there will be enough room for automatic stabilizers tgﬁ'on in 1997 ,'S close to the hlstorlcal_average. In
operate in normal business cycles. The Stability andinland the primary surplus for 1997 is about the

Growth Pact allows the deficit to exceed the limit onlyaverage for 1980-90.
temporarily under severe economic circumstances. Moreover. the results would be different if the

3 The data series for general government are based on @ge-off measures become permanent — as has been

National Accounts. In the case of Finland, the social sehe case in the past for some taxes that were initially
curity funds had to be treated separately because their s

plus reduces public debt only when they invest in goverrﬁ{tende to be tempqrary. Thus, if the starting point
ment securities. In recent years these funds have investédhe actual balance, ie one-off measures are assumed

me ffnt’illjorpart Oflth?ift_assets inbgov%mmetrr]ut bonds; hg;nt@ become permanent, this increases the size of the
e following calculations are based on the assumption,; - - .
thatin the future this share will diminish. albeit only siowly PTiMary surplus in all countries and the French pri
One-off measures are defined as deficit-reducing meagary deficit also turns into a surplus. However, the
ures that are effective for a limited period and which irFrench deficit ratio does not show any clear signs of
some cases imply a burden on future budgets. Estima

are based on the European Monetary Institute’s Convéts_%appearlng even in the better case. The latest pre-

gence Report 1998. liminary figures, which indicate that the general

Germany ltaly ~ Spain France Finland

0.4 -3.5
1.8 -20

_._L
w
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Chart 1.
Baseline projections and deficit and debt ratio under different growth and interest rates

Deficit ratio under different growth and interest rates, per cent of GDP
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Debt ratio under different growth and interest rates, per cent of GDP
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government balance in Finland was already positiviie point of view of the Stability Pact concerns growth
in 1998, imply that the baseline estimates would bghocks, which may have harmful effects on fiscal
more favourable for Finland and Spain also. For abalances lasting several years.
the other countries the situation seems to be much
the same as in 1997.

The effects of growth shocks on

public finances
Sensitivity of public finances to
growth and interest rate variation One obvious effect of the Stability and Growth Pact

is that it might hinder the operation of automatic sta-
The reactions of public finances to interest rate arallizers during recessions, especially if the budget is
growth variation differ between countries dependinglready in deficit before the shock. If a country is hit
on the magnitude of automatic stabilizers and the delby an asymmetric, country-specific economic distur-
level. The sensitivity calculations indicate that thdance, there is a danger that it might be induced to
response of the public debt and deficit ratios isndertake procyclical measures in order to avoid
stronger with respect to interest rate changes tharbiteaching the 3 per cent deficit ceiling.
is to growth changes. Small changes in the growth Recessionary shocks affect public finances
rate do not change the outcome significantly conthrough several channels. Most importantly, devia-
pared with the baseline (Chart 1). However, a GD#ons of growth from trend affect tax revenues and
growth rate that is one percentage point lower thaaxpenditures by increasing or decreasing taxes and
the baseline rate prevents the German debt-to-GBBcial security transfers. Debt-to-GDP ratios change
from declining. Budgetary conditions in Francebecause of the instant growth effect. Furthermore,
worsen, but budget positions in other countries suover a longer time horizon, the debt ratio is affected
vive the slowdown without reverting to a downwardy the intertemporal budget dynamics. Since revenue
spiral. and expenditure changes derive mainly from changes

Interest rate variation has the largest effect on thie unemployment, it is clear that the economy will
fiscal position in Italy, indicative of the fact that it isreturn only slowly to its pre-shock position. Thus la-
a highly indebted country (Chart 1). However, @our market hysteresis is also reflected in public fi-
strong positive primary balance prevents Italy froomances. This kind of effect is taken into account in
embarking on an explosive debt path. From the poithe following calculations by assuming that public
of view of the Stability Pact, an interest rate that isxpenditures and revenues as a share of GDP return
one percentage point higher than the baseline rdatethe pre-shock level in five years.
also causes problems for the fiscal balance in France A recessionary shock (zero growth) in 2000 would
and Germany. Finland would have no problem copead to temporary public finance problems in all coun-
ing with the higher interest rate. On the other hand tdes and continuous deficit growth in France. The
one percentage lower interest rate would shift thése in the debt-to-GDP ratio in Germany would not
deficit ratio on to a clearly declining path even irlevel off until 2004, and the shock would force the
France. In Italy the surplus would be nearly 3 pedebt ratio in France to peak at over 73 per cent in
cent in 2005, which is 1.5 percentage points high@005. All countries except France would be able to
than in the baseline projection. Clearly, a low interbring their deficits down slowly to 3 per cent within
est rate is the factor that can prevent fiscal balancge years. The situation would be most critical in
from deteriorating under conditions of slow growthFrance where the deficit ratio would rise to nearly 6
The results illustrate the interdependence betweg@er cent in 2000. Finland’s and Italy’s budgetary po-

public finances and interest rates in indebted cousitions would not come under serious attack, but in
tries. For example, there is a risk that a rise in thibe other countries excessive deficits would ensue
interest rate could easily push the deficit too high ifor several years (Chart 2).
terms of the objectives of the Stability Pact. In our A severe recession involving a 2 per cent decline
calculations this risk cannot be excluded in the casés output in 2000 causes a similar but more pro-
of France and Germany. Another critical issue fromounced reaction; ie a 4.5 percentage point shortfall
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from trend growth would lead to temporary problems
in public finances in all countries and continuous
deficit growth in France. The rise in the debt-to-GDP
ratio in Germany would not level off until 2004, and
the shock would force the debt ratio in France to peak  peficit ratios with no change in GDP
at over 75 per cent in 2005. All countries except in 2000
France would be able to bring their deficits down Per cent of GDP
slowly to 3 per cent within five years. Finland would 8
be able to reduce its deficit to less than 3 per cent in S
two years, which indicates that it could withstand even  ° a ~
a severe recession without significant risk of incur- ﬁ\ 1 - t
ring a penalty for an excessive deficit as defined in 3 7 // ‘ \\j —1
the Stability Pact. . \ N4 4\ / |
In summary, public finances in the countries stud- 5\\/ N
ied do not at present seem to be such that they could
withstand significant shocks. The room for fiscal dis- |
cretion is very limited in most of the countries, which _45
portends difficult problems in the event of a severe ~ 199192 93 94 95 96 97 98P 99°00°01° 02°03°04° 05°

Chart 2.

L\

growth shock. The long-run implication is that only ; I('t:‘elrmany
countries with a sound budget balance in ‘normal’ 3 S%Xin

. . . . . . 4. F
times and the political discipline necessary to main- & gi3any
tain primary surpluses will be able to absorb large

shocks.

Tax competition and budget balance  to the average level for the euro area (25 per cent of
GDP), this would imply an increase in tax-to-GDP

Country comparisons, which rely on very rough fisratios of about two percentage points in Germany and

cal policy indicators, do not necessarily tell us muclspain. By contrast, Italy and France would have to

about the constraints that policymakers actually facéwer their tax ratios by 3 and 2 percentage points

In fact the scope for fiscal policy also depends on thespectively. And Finland would have to reduce its

size and structure of the public sector. Measured ligix ratio by 8 percentage points.

the expenditure-to-GDP ratio, the public sector has Lower taxation would worsen fiscal balances in

been about 12 percentage points smaller in Spain theimland and Italy to the extent that budget balance

in Finland. The public sector is also relatively largeould not be achieved without spending cuts (Chart 3).

in France and Italy. These size differences are r&r Germany and especially Spain the situation is the

flected directly in differences in the tax burden. Theeverse, and France’s budgetary position would re-

average tax rate in Finland is about 8 percentageain difficult.

points above the average for the other countries, and

Italy and France also have high tax rates. On the other

hand, taxation is relatively light in Spain. Population ageing and sustainability

A potentially critical constraint for fiscal policy

is the pressure that tax competition could place dPopulation ageing poses a major challenge for pub-

tax rates in euro area countries. It is possible that thie finances in the future. In two or three decades, the

pressure to harmonize national tax rates across thaby boom generation will be retiring and leaving

euro area will increase with the changeover to theroductive work to smaller generations in most EU

single currency. Pressures for harmonization woulstates. The rising dependency ratio will place a bur-

require further adjustment efforts in highly taxedden on future generations because the funding rate

countries. For example, if tax ratios were to converg®r public pensions has been relatively low in most

BULLETIN 1 » 1999 23




Chart 3.

Deficit in baseline with a shift to a more uniform tax burden
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Table 2. Pension expenditures, per cent of GDP

Commission 1995 2000 2010 2020 2025 2030 2040
Germany 10.1 10.7 11.7 225 13.5 14.6 n.a.
Italy 183 15.3 16.0 17.2/17.7 17.8/18.6 18.1/19.4 17.8/19.7
Spain 9.9 10.0/10.1 10.0/10.6 10.1/11.2 10.1/11.5 10.3/12.0 n.a.
France n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Finland 14.0 13.4/14.8 14.6/17.4 16.5/17.9 16.8/17.9 17.1/17.9 n.a.
OECD 1995 2000 2010 2020 2025 2030 2040
Germany 111 11.5 11.8 12.3 n.a. 16.5 18.4
Italy 13.3 12.6 13.2 15.3 n.a. 20.3 21.4
Spain 10.0 9.8 10.0 11.3 n.a. 14.1 16.8
France 10.6 9.8 9.7 11.6 n.a. 183 14.3
Finland 10.1 ONb) 10.7 15.2 n.a. 17.8 18.0

Split figures (x/y) indicate (best/worst) scenarios.

countries and because ageing also typically increasese higher debt ratios compared with the baseline
health care costs. Moreover, as the population agegenario.
productivity tends to decline, resulting in a lower If the countries studied want to reduce their debt
output growth rate. There is some evidence that agetios, they will have to adjust their fiscal policies.
ing will lead to lower saving rates, thus putting upThe mechanical calculations used here are, however,
ward pressure on real interest rates. From the poitato rough to provide any measure of the necessary
of view of sustainability of fiscal policy, the questionadjustments in current fiscal policy. They do show,
arises as to whether prevailing fiscal policies can deowever, that there is some time — at least a decade —
maintained in the face of changing demographim which to reform pension schemes before the prob-
trends and fixed benefit shares. lems become acute.

The projected increase in pension expenditures
shows that ageing imposes the heaviest cost burden
on public finances in Finland and Italy and the lowConcluding remarks
est in Spain (Table 2). As above, a strong primary
balance is imperative for sustainable public finance§&iven a single currency, fiscal balances will certainly
Countries with a weak balance, ie France and Genave a more critical effect on economic developments
many, face exploding deficits when pension experthan has been the case so far. Under a common mon-
ditures start to increase soon after 2000, assumiegary policy, the ability of a single country to smooth
no additional measures are taken (Chart 4). By coout its economic cycles becomes more dependent on
trast, Italy, with its strong primary surplus, would bethe state of its government’s fiscal balance. The Sta-
able to pay off its debt by 2030. For Spain and Firbility and Growth Pact places a three per cent ceiling
land, the debt ratio stabilizes below 60 per cent afin fiscal deficits. A combination of a weak fiscal
GDP even under the simulated pension pressures. Farsition and a large structural deficit means that there
Finland, the greatest pension pressures occur afteill be no room for fiscal response during an eco-
2020, but some effects are already discernible byomic downturn. In the worst case, the countries may
2010. Under this scenario all countries except Italljave to react in a pro-cyclical manner to growth dis-

turbances.

- In this article we have analysed whether current
* The calculations utilize forecasts made by the Europediscal policies are sufficient to lead to government
Commission (Franco and Munzi 1997). These scenariggca| balances that are strong enough from the point
are based on national estimates and differ to some e>gte|}t - . o .
from OECD calculations (Roseweare et al. 1996), whicR! view of sustainability and the requirements of the
are made using model-based simulations. Our comput&tability and Growth Pact. The medium-term calcu-
tions add the increase in pension expenditures in |gations showed that the fiscal position prevailing in

iecewise linear manner to the expenditures in the basge- . .
ﬁne case. P $997, under given interest rate and growth assump-

BULLETIN 1 » 1999 25
- "



especially in Spain. Population ageing tends to in-
crease deficit and debt ratios in all the countries stud-
ied in the long run (after 2010). Maintaining sustain-

Chart 4. L .
able development of public finances would require

Long-run debt ratios more restrictive fiscal policies than in 1997, espe-

Per cent of GDP cially in France and Germany.
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Corporate insider trading and its regulation in Finland

by Juha Kasanen, Researcher
Research Department

Bank of Finland
——

t is considered important for the reliable andng on HEX. Another aim was to find out whether in-
credible functioning of a stock market that allsiders who work for listed companies are able to time
investors have the possibility to make investmertheir share trades better than investors on average.
decisions on the basis of the same public in- The present article is a based on this research. It
formation. In order to implement this principle andstarts by describing the main features of the rules on
prevent misuse of inside information, persons in Fircorporate insider trading and the manner in which
land who, in the course of their work, frequentlysuch trading is supervised in Finland. It then turns to
handle confidential corporate information are subeonsider share ownership by insiders and insider trad-
ject to disclosure requirements. Persons falling intmg on HEX. Finally, key findings of the research are
this category include managing directors, auditors arpresented.
board members of listed companies.
Public disclosure of share trades is based on the
Securities Markets Act. The primary aim of the AcRegulation of trading activity
is to ensure investors’ confidence in the fairness and
efficiency of the securities markets. Increased tran#ccording to the Securities Markets Act that entered
parency of trades is considered the best way of achigwto force in 1989, a person who obtains unpublished
ing this aim. Disclosure of insider trades has beeinformation on publicly traded securities that is likely
prescribed by law since 1989. Access to such infote have a material effect on the value of those securi-
mation has become increasingly easy as listed cotties is prohibited from using that information for his
panies have transferred their shares to the boo&wn benefit. Nor is an insider permitted to advise
entry system. others, directly or indirectly, on how they can use
Almost all shares on the main list of the Helsinkunpublished inside information for their own benefit
Securities and Derivatives Exchange (HEX) are nown trading securities. It is worth emphasizing here that
included in the book-entry system. All corporate inthe prohibition against misuse of inside information
sider trades in the book-entry system are aut@pplies to all investors, not only those who are em-
matically entered into an insider register, which employees of issuing companies. The penalty for mis-
ables close monitoring of these trades. Monitoringse of inside information is a fine or imprisonment
compliance with insider rules is the responsibility obf up to two years.
the Financial Supervision Authority (FSA). It does In connection with the amendment of the Securi-
this by issuing regulations on insider disclosure aniies Markets Act in 1996, the existing restriction on
registration and supervising compliance with thesisider trading was rescinded, since it was no longer
regulations. considered necessary. Previously, those subject to the
Although insider trading of shares of listed com+estriction could acquire securities only as long-term
panies is a topic of continuing public interest in many
countrigs, relatively little research has been done M asanen, J (1998Torporate Insider Holdings and Share
the subject. Trading in Finland Bank of Finland Discussion Papers
A research project was recently carried out at thEL/98 (in Finnish only); Kasanen, J (1998pare Trad-
Bank of Finland with the aim of determining the ing by Persons Subject to the Disclosure Requirement;

. L L Timing and ReturnsBank of Finland Discussion Papers
extent of share ownership by insiders and insider trage/98 ( in Finnish only).
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investments, which meant that at least six months hétte book-entry system, shares are not treated as share
to elapse between the dates of purchase and sale c&otificates. Instead share holdings and changes
compensate for the removal of the trading restrictiotherein are entered directly in book-entry accounts.
the definition of persons considered to be insides shareholder receives a statement showing details
was widened. The most important change was tlod his account balance just as a bank account holder
extension of the disclosure requirement to includeeceives a bank statement. Similar systems are in use
trades by persons who are under the guardianshipinfthe other Nordic countries.
an insider and corporate entities that are controlled The book-entry system, HEX clearing and settle-
by an insider. ment system and the insider register are linked to-
gether so that insider trades are published automati-
cally. The automatic insider register reduces the prob-
Insiders ability of human error, improves the reliability of in-
formation on insider trading and enables close moni-
The prohibition of misuse of inside information ap-toring of trades by the supervisory authorities.
plies to all investors, but the requirement to disclose With a few exceptions, all listed companies have
share trades applies only to those investors specifielanged over to the book-entry system and agreed
in the Securities Markets Act. The purpose of théhat the APK maintain the insider register. Informa-
disclosure requirement is to ensure that general trustn on trades by insiders of listed companies is au-
and confidence in the markets is maintained. Undéomatically transferred from the book-entry system
the Act everyone is entitled to easy access to detaileal the APK insider register system. Thus, unlike
information on insiders’ securities trades and, whem@ost other marketplaces which require disclosure,
necessary, extracts from and copies of registers mapublication of information on trades on HEX does
tained by companies. not require separate written notification. Information
on a change in ownership is public information for a
Ownership of shares or securities with share warrargeriod of twelve months.
is public information if When an insider takes up a position with a new
the owner is employed by the issuing company agmploygr, he is obliged t.o disclose information on
for example, managing director, board member dy's holdings of shares, options and convertible bénds.
auditor: This information is entered into the register kept by

. L ) the new employer. The insider must also provide simi-
the owner is employed by a broking firm or investy, - in¢ormation on persons for whom he acts as a

ment firm and his duties _mclude the processing Qo rdian or corporate entities over which he exer-
orders or research work in respect of shares; cises control. A period of two weeks is allowed for
the owner is an employee of the Central Securitigsrovision of such information. In the case of insiders
depository Suomen Arvopaperikeskus Oy (APK) oemployed by a listed company, this requirement ap-
HEX; plies only to shares issued by the employer whereas,
the owner is a corporate entity or foundation ifor €xample, brokers working for securities houses
which an insider exercises Contro”ing power, eiare requirEd to disclose all of their Shareh0|dings.
ther alone or together with another insider; or ~ Chart Lillustrates, in broad outline, how the pub-
the owner is employed by the FSA lic disclosure requirement is fulfilled in the book-

' entry system. It can be seen that the APK’s computer
applications are at the very the hub of the system.

The book-entry system and
disclosure

The book-entry system is a computer-based system————

of registers, which has replaced the need for shaserpjs requirement applies to all insiders, regardiess of
certificates and safekeeping facilities in Finland. Irresidence or citizenship.
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Chart 1.

Disclosure of insider trades in the book-entry system
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Table. Distribution of insider holdings according to position held in the company,
December 1997, FIM 1000

Position Number Total Mean Median Combined

ownership holding holding holdings of

five largest
owners
Managing director 62 462 396 7 458 121 429 819
Chairman of the board of directors 55 287 232 5222 16 195 601
Member of the board of directors 311 1072 131 3 447 0 650 122
Deputy member of the supervisory board 14 11 775 841 (0] 11762
Member of the supervisory board 263 116 567 443 1 61056
Chairman of the supervisory board 22 9 003 409 1 8 853
Deputy managing director 30 11985 400 50 9 405
Deputy member of the board of directors 18 498 28 o 484
Auditor 81 2227 27 (0] 2227
Deputy auditor 24 82 S (o] 802
Chief auditor 23 (o} (o} (o} (o}

Supervision of trading activity tion of FIM 390 billion. Nokia was by far the largest

company, its market capitalization accounting for
In Finland the FSA is responsible for supervisin@1.6 per cent of the total. Nokia accounted for 41.9
compliance with insider regulations. The FSA's tasber cent of the total turnover on HEX in 1997.
is to issue regulations on publication of information In 1997 insider holdings and trades accounted for
by insiders and maintenance of insider registers amdvery small proportion of total market capitaliza-
to monitor compliance with these regulations. tion and turnover on HEX, the respective percent-

The FSA's system for monitoring trades is up t@ages being about 2 per cent and 1 per cent. There

date and based on flexible IT applications. Detailediere, however, major differences between compa-
information concerning all trades on the stock exnies. Only in a few companies did insiders have stakes
change can be accessed via the FSA's workstaticeimounting to over 35 per cent of total market capi-
This information includes the trader’s name and thtlization, whereas in 25 listed companies insiders
price and number of shares traded, etc. Besides imeldings amounted to less than 0.1 per cent.
formation on specific trades, the FSA can also quickly The bulk of insider holdings are owned via com-
find out the persons who are under the guardianshg@anies under insiders’ control. These so-called con-
of a particular trader or the corporate entities that ateolled companies own much more than individual
controlled by him or eg all the share trades carriepgersons on average and they trade shares much more
out by him during a given period. For each share tradactively. Controlled companies own about 60 per cent
more than 50 items of trade-specific information aref all shares owned by insiders and account for al-
recorded in the insider register system. Within thenost 90 per cent of insider trades.
FSA's monitoring system, it is possible to combine Generalization of these key figures on insider
or classify share trades using any datum as a seafwidings and trading activity to cover all insiders does
key. The FSA's monitoring system is being continunot give an accurate overall picture of insider hold-
ously developed and automated. One focal area iofgs and trading activity on HEX. Listed companies
this development effort is the rapid combining of——————
trades in the derivatives and cash markets. 3 The findings reported in this section are based on the

situation at 31 December 1997.

. , .

Insmjers ov_vr]er3sh|p and 4 At end-1998 there were 91 companies on the HEX Main

tradlng activity List, with a market capitalization of FIM 765 billion;
Nokia's share was 48.9 per cent. In terms of turnover,

: kia accounted for 56.6 per cent of the total. Finnish
At the end of 1997 there were 80 companies on 5%, Be° TR DEARS o SSn B 18 L L lion
HEX Main List, with a combined market capitaliza-in 1997).
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employ about 1 500 insiders. Over a half of these de used here first to separate a share’s price move-
not own any of their employers’ shares. Among thosments into the part that is due to movements in the
who do own such shares, ownership is highly cortetal market (systematic risk) and the part that is com-
centrated. About 45 insiders (3 per cent) own somgany-specific (unsystematic risk). Next, statistical
80 per cent of all shares owned by insiders. methods are used to determine whether the company-
Trading among insiders is also highly concenspecific part of the after-trade return on insider trades
trated. The vast majority (over 80 per cent) of insidéiffers significantly from normal returns.
ers do not trade their employers’ shares at all. This The findings suggest that insiders are not any more
concentration is further illustrated by the fact thasuccessful in their trades than investors on average.
about 1 per cent of insiders accounted for over BReturns on insiders’ share trades were randomly dis-
per cent of insider trades in the period 1 August 199%6ibuted, nor was there any statistically significant
— 31 December 1997. causal relationship found between share returns and
Managing directors of Finnish listed companiesnsider trades. The findings suggest that insiders do
owned on average FIM 7.5 million worth of sharesiot generally benefit from an information advantage
in their own companies at the end of 1997. Theda trading their companies’ shares. However, the find-
holdings were highly concentrated. According to thégs do not rule out the possibility of individual in-
situation at the end of 1997, managing directors aftances of misuse of inside information.
11 listed companies owned over FIM 1 million worth ~ The statistical results are not surprising nor are
of their employers’ shares. By contrast, 26 managinipey at odds with an informal analysis of the time
directors owned less than FIM 50 000 worth of suckeries data. At the start of the research project, sev-
shares, and 20 of them had no holdings at all. eral charts were constructed, each including a share
Among board members of listed companies, aprice time series and the associated insider share trade
erage holdings were FIM 5.2 million. The data indates. Chart 2 is one such example. Merely by look-
cluded 23 companies in which the chairman of thimg at the chart, the impression is gained that there is
board owned shares amounting to less than FINo systematic relationship between share returns and
10 000 and seven in which the chairman owned shariesider trades.
worth more than FIM 10 million. Analyses of excess returns were carried out for
The data on listed companies covered 138 audhe entire stock market and on a company-by-com-
tors, only seven of whom owned shares in a conpany basis. The longest time period tested for excess
pany that they audited. returns was six weeks. For insider trades, the 17-
month period 1 August 1997 — 31 December 1998,
was studied. Allin all, there were some 2 000 trades,
Returns on insider trades with a combined value of about FIM 1.6 billion. The
data were obtained directly from the FSA's monitor-
Another aim of the research was to ascertain whethigig system.
insiders were able to time their share trades better Since certain econometric problems attach to the
than investors on average. If this were the case, onmdelling of excess returns, several different meth-
might well suspect that much of insider trading i®ds were employed in analysing insider share trades,
based on inside information. including residual analysis of the market model and
If insiders were to systematically trade shares othe Granger causality test. The results obtained for
the basis of inside information, this would be reflectethe various tests were similar, thus providing sup-
in insiders’ after-trade returns. One would expect thaport for the reliability of the findings.
after an insider purchase, the price of the shares.in

question would rise faster than the average price rise

P ; The results from this research are similar to those from
and that, after an insider sale, the price would fajlecent work based on data on foreign stock exchanges;

faster than the average price fall. see eg Eckbo, E and Smith, D (1998), ‘The Conditional

One way of analysing insiders’ after-trade returngerformance of Insider Trades’, Journal of Finance, Vol
; : : . i1l No 2 or Lakonishok, J and Lee, | (1998Y)e Insiders’
Isto Carry oult an event stqdy: This method, which IL‘Flrades Informative National Bureau of Economic
used widely in econometric literature and researciResearch, Working Paper 6656.

BULLETIN 1 » 1999 31




of total turnover on HEX. According to a study by
Lakonishok and Lee (1998), insiders account for

Chart 2.
about 2 per cent of the value of trades on the New
Insider trades and share price York Stock Exchange, ie twice as much as for HEX.
100 E oo 12 000 The findings of this research suggest that insider
90 | 10000 share trading is not a particularly important factor as
80 | regards the reliability and credibility of share trad-
i ing on HEX. This conclusion is founded primarily
o on three findings of the research on which this article
60 | is based:
. The proportion of the total capitalized value of
g HEX that is owned by insiders and corporate entities
40 t ~Z0EIE under their control is quite small; ie some 2 per cent
30 S Y at end-1997.
2/8/96 10/11/96 18/2/97 29/5/97  6/9/97 15/12/97 The proportion of insider trades on HEX is very
- The chart §h0\(l\ll(s the iEts(ijc)igr trades for oneof small, ie some 1 per cent of total turnover during the
e companies (Kesko InCluded In the study, together . . . . .
with an |nﬁ|catork0f m%vemeni[l_shin thle compabny’s share perIOd StUdIed.ThUS InSIdel’ tradlng can nOt be con-
price on the stock excl ange. e columns above 1 1 i N
the share price curve indicate share purchases by insiders sidered to play an important rolein determmlng share
while the columns below the curve indicate share sales by prices.
insiders. The figures next to the columns refer to L. . .. X
the numbers of shares bought or sold. As statistical tests indicate that the timing of in-

sider share trades is no better than that for investors
on average, it seems unlikely that insider trades are
generally based on inside information.
Despite the findings of the research project re-
Concluding remarks ported here, individual instances of misuse of inside
information are always possible. In order to study
The research data indicate that insiders own somes@ch cases, a different approach is required, ie one
per cent of the capitalized value of shares listed danvolving the testing of systematic excess returns. The
HEX. Ownership is, however, very unevenly distrib+SA's system for monitoring trades is under continu-
uted. The majority (56 per cent) of insiders do nobus development so as to enable the swift and effec-
own any shares issued by their employers and 83 pgere analysis and combination of data from different
cent of them do not trade in such shares. There wegeurces. The aim is to ensure that the FSA can inter-
about 120 insiders (7 per cent of all insiders) whosesne more effectively in the event of possible indi-
trades exceeded FIM 100 000. The concentration efdual cases of misuse of inside information.
trading is well illustrated by the fact that about 1 per
cent of the insiders carried out some 60 per cent of 29 January 1999
the trades, in value terms. It is apparent that the regu-
lation of insider share trading affects a very small

group of persons, since very few of them activelw Key words: corporate insider,
trade shares. insider trading, inside information,
It is difficult to find bases for international com- disclosure, insider holdings

parisons regarding the above figures. However, ac-
cording to sector data published by the Securities and
Exchange Commission (SEC), the relative share of
US companies owned by insiders is about twice the———

corresponding figure for insider ownership of Finns For 23 of the companies, the proportion of market
ish companies. Owing to reporting differences, a dicapitalization owned by insiders was less than 0.1 per cent.

rect co_mparlson "?’ not possible. In terms of Shar7“3For24 of the companies, insiders accounted for less than
value, insider trading accounts for about 1 per cent1 per cent of total turnover.

BANK OF FINLAND




ltem

The Bank of Finland’s assessment of The Bank of Finland decided last year that assets
credit risk associated with collateral would be accepted in tier two only if they had been
awarded an acceptable credit rating by a rating

The Bank of Finland grants credit to its counterpartiesgency. At the same time the Bank decided that it
only against adequate collateral. This also applies teould not reimburse companies for the expenses
the Bank’s credit operations within the frameworkncurred in obtaining a rating. Ratings may be
of the European System of Central Banks (ESCBawarded by either domestic or foreign rating agencies,
As from the beginning of 1999 the collateral basprovided that certain criteria are met. These criteria
for ESCB credit operations was widened so that thaclude, inter alia, publicity of ratings, good
same assets are now eligible for use as collateraiedictive power and comparability with international
throughout the euro area. In order to ensure the equakdit ratings. Rating agencies must also be as
treatment of counterparties and enhance operationatiependent as possible of the companies rated.
efficiency, eligible assets must also fulfil certain  The Bank of Finland made a decision on domestic
criteria that are uniform throughout the euro area. Aating agencies in December last year. The studies
the same time, however, efforts have been made darried out in support of the decision revealed that
take account of the special features of the membBwun & Bradstreet Finland Oy was in a position to
states’ financial markets, as evidenced above all start making extended credit risk assessments meeting
the national tier two lists of eligible assets. the criteria set by the Bank of Finland. Two other

Eligible assets must also meet certain minimurfinnish companies, Finnvera Oyj and Vakuutusosake-
credit standards that are jointly approved by thghtid Garantia, also indicated their willingness to make
respective national banks and the ECB. Nationalredit risk assessments fulfilling these criteria. If the
central banks may base their assessment of the crgatibposed rating services of these companies meet the
risk that attaches to underlying assets on, inter aliepnditions laid down by the Bank of Finland, the Bank
ratings published by market rating agencies or on theiill be prepared to use the rating services of these
own corporate analyses. companies as well in assessing credit risks.
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Monetary Policy Instruments

Key interest rates of the Eurosystem ket operations and provide the bulk of refinancing to
the financial sector.
The Eurosystem comprises the ECB and the eleven The longer-term refinancing operationare
national central banks participating in Stage Threkquidity-providing tender operations with a monthly
of Economic and Monetary Union. The mainfrequency and a maturity of three months. These
refinancing operations are the principal monetargperations aim to provide counterparties with
policy instrument used by the Eurosystem. Changesliditional longer-term refinancing. In these opera-
in the interest rate applied in the main refinancingons, the Eurosystem does not, as a rule, intend to
operations signal the stance of the Eurosystem&end signals to the market and therefore the operations
monetary policy and have a major impact on thare normally executed on the basis of variable-rate
shortest money market rates. Since 1 January 198hders.
the interest rate applied to the main refinancing Fine-tuning operationare executed on an ad hoc
operations has been 3 per cent. basis in order to smooth the effects on interest rates
The Eurosystem uses the rates on its standig unexpected liquidity fluctuations in the market.
facilities to bound overnight market interest rates. Theine-tuning operations are executed by the national
interest rates on the marginal lending facility and theentral banks primarily as reverse transactions, but
deposit facility are set separately by the Eurosysterthey can also take the form of outright transactions,
Since 22 January 1999 the interest rate on tHereign exchange swaps and the collection of fixed-
Eurosystem’s marginal lending facility has been 4.&erm deposits.
per cent and the overnight interest rate on the deposit Structural operationsre executed with the aim
facility 2 per cent. of adjusting the structural position of the Eurosystem
vis-a-vis the financial sector. Structural operations
can be executed through reverse transactions, outright
The Eurosystem'’s transactions or the issuance of ECB debt certificates.
open market operations

Open market operations play an important role in ththe Eurosystem’s standing facilities
monetary policy of the Eurosystem. They are used
for the purposes of steering interest rates, managifidne standing facilities are intended to bound
the liquidity situation in the market and signallingovernight interest rates, provide and absorb overnight
the stance of monetary policy. Open markeliquidity and signal the general stance of monetary
operations are normally executed by the nationglolicy. Two standing facilities are available: the
central banks. Open market operations can be dividetarginal lending facility and the deposit facility.
into four categories according to their purpose:  Counterparties can use the marginal lending facility
The main refinancing operationare weekly to obtain overnight liquidity from the national central
liquidity-providing operations executed by thebanks against eligible assets. The interest rate on the
national central banks on the basis of tenders and witlarginal lending facility provides a ceiling for the
a maturity of two weeks. They play a pivotal role inovernight market interest rate. Counterparties can use
pursuing the purposes of the Eurosystem’s open maie deposit facility to make overnight deposits with
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the national central banks. The interest rate on tlaaily reserve holdings over a one-month maintenance

deposit facility provides a floor for the overnightperiod. Institutions’ holdings of required reserves are

market interest rate. remunerated at the rate of the Eurosystem’s main
refinancing operations.

The Eurosystem’s
minimum reserve system Counterparties to the Eurosystem'’s
monetary policy operations

The Eurosystem’s minimum reserve system applies

to credit institutions in the euro area and primarihAll institutions subject to the Eurosystem’s minimum

pursues the aims of stabilizing money market interestserve system may access the Eurosystem’s standing

rates and creating (or enlarging) a structural liquiditfacilities and participate in the Eurosystem’s main

shortage. The reserve base of each credit institutioefinancing operations and longer-term refinancing

is defined in relation to liability items on its balanceoperations. The Eurosystem may, however, limit the

sheet. The reserve base includes deposits, dahtmber of counterparties for fine-tuning operations

securities issued and money market paper. Howevend structural operations.

liabilities vis-a-vis other institutions subject to the

minimum reserve system are not included in the

reserve base. Liabilities included in the reserve bagessets eligible for the Eurosystem’s

are subject to either a 2 per cent reserve ratio or talaonetary policy operations

zero reserve ratio. Liabilities included in the reserve

base and to which a zero reserve ratio is appligdnder the ESCB/ECB Statute, all the Eurosystem’s

comprise deposits with an agreed maturity of overredit operations must be based on adequate

two years, repos and debt securities issued with aollateral. The Eurosystem accepts a wide range of

agreed maturity of over two years. securities, issued by both public sector and private
In order to pursue the aim of stabilizing interessector entities, as underlying assets for its operations.

rates, the Eurosystem’s minimum reserve syste#list of assets eligible for the Eurosystem’s monetary

enables institutions to make use of averagingolicy operations is available on the ECB’s website

provisions. Compliance with the reserve requiremerghttp://mfi-assets.ecb.int).

is determined on the basis of the institution’s average

BULLETIN 1 » 1999 35
- "



Recent Bank of Finland research publications
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publications is available from

the Bank of Finland, Document services/
Address register, PO.Box 160,
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Discussion Papers Abstracts
ISSN 0785-3572
1/99 Discussion Papers
Anne Brunila — Juhana Hukkinen — Mika Tujula
Indicators of the Cyclically Adjusted Budget Bal- Indicators of the Cyclically Adjusted
ance: The Bank of Finland’s Experience1999. 30 p. Budget Balance:
ISBN 951-686-603-4. The Bank of Finland’s Experience
Anne Brunila — Juhana Hukkinen — Mika Tujula
2/99 1/99

Olli CastrénAccountability of the ECB and a _ _
Government’s Incentives to Rebel against the Cyclically adjusted government budget balances have
Common Monetary Policy in EMU. 1999. 20 p. become increasingly popular as a means of analys-

ISBN 951-686-604-2. ing the fiscal situation and changes in policy that re-
sult from the intentional actions of the government.
3/99 As the actual budget balances are affected both by

Atso Andersen — Mikko Niskanen — Sami Ylaoutinergyclical factors (‘automatic stabilizers’) and struc-
Euroopan pankkien kehitysnakymia(Future Pros- tural (‘discretionary’) measures, they may not, in
pects for European Banks). 1999. 28 p. ISBN 951eneral, be very useful when seeking to assess the
686-605-0. orientation of underlying fiscal policy and possible
structural imbalances in the budget balance. The prob-
lem however is that there is no generally accepted
method of calculating cyclically adjusted (structural)

BOFIT Discussion Papers budget balances. The results tend to be fairly noisy
ISSN 1456-4546 and sensitive to the method of calculation. The pur-

pose of this article is to highlight these issues by re-
1/99 viewing three estimation methods used by the Bank

Tuomas Komulainer€urrency Crisis Theories — 0f Finland — GDP smoothing based on the Hodrick-

Some Explanations for the Russian Cas&999. 43 s. Prescott trend estimation method, the production

ISBN 951-686-900-9 (print), ISBN 951-686-901-7function approach and Blanchard’s method — and the

(online). corresponding estimates of the cyclically adjusted
budget balances for Finland.

m Key words: fiscal policy, cyclically adjusted
budget balance
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Accountability of the ECB and acquisition activity and analyses the level of bank
a Government’s Incentives to Rebel against  profitability, solvency and efficiency. In terms of
the Common Monetary Policy in EMU overall financial stability foregoing structural change
Olli Castrén in banking is inevitable, because a macroeconomic
2/99 shock in Europe, in addition to having repercussions

on the real economy, could weaken the profitability
This paper considers how the ‘true’ common monef European banks. On the other hand increasing
etary policy that is conducted by the ECB under vareompetition for market share in the euro area might
ous sources of uncertainty will differ from the policyincline some individual banks toward excessive risk-
that was agreed in the Maastricht Treaty, and hotaking and in turn lead to even larger losses.
the uncertainties may induce a representative gov-
ernment to criticize the common monetary policym Key words: financial system, EMU, banks
Acquiring information about the transmission mecha-
nism, and revealing that information as well as infor-
mation about the ECB reaction function, is incentive
compatible for the ECB both directly and indirectly. BOFIT Discussion Papers
The direct effect means that the ECB’s own welfare
is decreasing in uncertainties. The indirect effect Currency Crisis Theories —
arises because less uncertainty reduces the risk of Some Explanations for the Russian Case
criticism from individual governments. The risk of  Tuomas Komulainen
criticism is the larger, and consequently the indirect 1/99
incentive to reduce uncertainty is the higher, the larger
are the leftward shifts in national political preference3he paper examines currency crisis theories and ap-
from those that prevailed when the Maastricht Treatglies them in searching for the main causes of the
was signed. The model also provides an explanatidtussian crisis. We first study the determination of
for the ECB’s choice of a monetary policy strategyhe exchange rate and then the first and second gen-
that incorporates elements of both monetary targetration theories on currency crisis and finally the re-

ing and inflation targeting. cent theoretical discussions of the Asian crisis. The
main reason for the Russian crisis was the long-stand-
m  Key words: monetary uncertainty, ing federal budget deficit. During the last years the
monetary strategy, EMU deficits were financed mainly via short-term domes-

tic debt. This created expectations of government
insolvency and central bank financing. Moreover,

Euroopan pankkien kehitysnakymia the Russian economy has its own basic weaknesses,
(Future Prospects for European Banks) which render the country incapable of growth and
Atso Andersen — Mikko Niskanen — prone to crisis. The Asian crisis was a trigger for the
Sami Ylaoutinen Russian crisis. Lower prices for Russian export prod-
3/99 ucts, inadequate financial regulations and lack of in-

formation in emerging markets in general are factors
European internal markets and deregulation aexplaining this contagion effect. But the main mis-
among the factors that have given rise to certain preskes that led to the crisis were those of the Russians
sures for change in the banking industry in continerthemselves — the federal budget deficits. Thus the
tal Europe. Stage Three of EMU is expected to servepair work should also start from there.
as a catalyst for such changes. This discussion paper
analyses prospective structural changes, accesses mcKey words: currency crisis, Russia, budget,
tors behind current and future banking mergers and contagion
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Finland in brief

Land, climate and population ation. The Prime Minister is Mr Paavo Lipponen of the

Finland covers an area of more than 338 000 squaB®cial Democratic Party.

kilometres. The total area is slowly increasing because of Finland is divided into 452 self-governing municipali-

the steady uplift of the land since the last glacial era. Thees. Members of the municipal council are elected by uni-

country shares frontiers with Sweden in the west, Norwayersal suffrage for a period of four years.

in the north and Russia in the east and has a coastline . .

bordered by the Baltic Sea in the south and west. Agriculnternational relations

tural land accounts for 8 % of the total area, forest aninland became a member of the BIS in 1930, the IMF in

other wooded land for 68 % and inland waters for 10 %4948, the IBRD in 1948, GATT in 1950, the UN in 1955,

Located between latitudes%@nd 70 north, Finland has the Nordic Council in 1955, the IFC in 1956, IDA in 1960,

warm summers and cold winters. Helsinki on the soutBFTA in 1961, the ADB in 1966, the OECD in 1969, the

coast has an average maximum temperature ©iC21 IDB in 1977, the AfDB in 1982, the MIGA in 1988, the

(70° F) in July and —BC (23 F) in February. Council of Europe in 1989, the EBRD in 1991 and the
Finland has a population of 5 159 646 (31 DecembetU in 1995.

1998) and an average population density of 17 per square Citizens of the five Nordic countries, Denmark, Fin-

kilometre. The largest towns are Helsinki (Helsingfors)land, Iceland, Norway and Sweden, have enjoyed a com-

the capital, with 546 317 inhabitants, Espoo (Esbojon labour market, a passport union and reciprocal social

204 962, Tampere (Tammerfors) 191 254, Vantaa (Vandagcurity benefits since the mid-1950s.

173 860 and Turku (Abo) 170 931. Having abolished most quantitative restrictions on
There are two official languages: 93 % of the populaforeign trade in 1957, Finland first took part in European

tion speaks Finnish as its mother tongue and 5.7 % Swediétee trade arrangements under the auspices of EFTA in

There is a small Lapp population in the north. Finnish is 2961. Finland’s free trade agreement with the EEC en-

member of the small Finno-Ugrian group of languages, whidered into force in 1974 and agreements for the removal

also includes Estonian and Hungarian. of trade barriers were concluded with several eastern Eu-
ropean countries as well. The agreement on the European
Form of government Economic Area (EEA) between the member countries of

Finland is a parliamentary democracy with a republicakBFTA and the European Union came into effect at the
constitution. From the twelfth century to 1809 Finland wa®eginning of 1994. Finland became a member of the Eu-
part of the Kingdom of Sweden. In 1809 Finland was arropean Union on 1 January 1995. Finland and ten other
nexed to Russia as an autonomous Grand Duchy with tB&J countries entered to Stage Three of EMU in 1999.
Tsar as Grand Duke. On 6 December 1917 Finland declared
her independence. The republican constitution adopted he economy
1919 remains essentially unchanged today. Output and employment. Of the gross domestic product
The legislative power of the country is exercised byf FIM 583 (EUR 98) billion in basic values in 1998, 2 %
Parliament and the President of the Republic. The swas generated in agriculture and fishing, 3 % in forestry,
preme executive power is vested in the President, who3§ % in industry, 5 % in construction, 12 % in trade, res-
elected for a period of six years. The President for thi&urants and hotels, 9 % in transport and communications,
current term, 1 March 1994 to 1 March 2000, is Mr Martté4 % in finance and insurance, 15 % in other private ser-
Ahtisaari. vices and 20 % by producers of government services. Of
Parliament, comprising 200 members, is elected biptal employment of 2.2 million persons in 1998, 6.5 %
universal suffrage for a period of four years. Followingvere engaged in primary production, 27.6 % in industry
the parliamentary elections of 1995, the seats of the vaand construction and 65.9 % in services.
ous parties in Parliament are distributed as follows: In 1998, expenditure on the gross domestic product in
Social Democratic Party 63; Centre Party 44; Nationgburchasers’ values amounted to FIM 676 billion and was
Coalition Party 39; Left Wing Alliance 22; Swedish Peo-distributed as follows: net exports 9 % (exports 40%, im-
ple’s Party 12; Green League 9; Christian League 7; Prports —31%), gross fixed capital formation 19 %, private
gressive Finnish Party 2; Rural Party 1; and Ecologicalonsumption 51 % and government consumption 22 %.
Party 1. Finland’s tax ratio (gross taxes including compulsory
Of the 18 ministerial posts in the present Governmer@mployment pension contributions relative to GDP) was
appointed in April 1995, 7 are held by the Social Demo46.9 per cent, which is somewhat below the average for
cratic Party, 5 by the National Coalition Party, 2 by théhe Nordic countries.
Left Wing Alliance, 2 by the Swedish People’s Party, 1 by  Average annual (compounded) growth of real GDP
the Green League and 1 by an expert with no party affilivas 4.7 % in the period 1950-59, 5.0 % in 1960-69, 3.7 %
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in 1970-79, 3.7 % in 1980-89 and 3.7 % in 1990-98nunity and the Statute of the European System of Central
Finland’s GDP per capita in 1997 was USD 24 537.  Banks and the European Central Bank. The latter law, the
Foreign trade. EU countries absorb the bulk of Finn- new Act on the Bank of Finland, integrates the Bank of
ish merchandise exports. In 1993-1998 their average shdfi@land into the ESCB. In performing the tasks of the
was 53.5%. Over the same period, Finland’s exports #©SCB, the Bank of Finland acts in accord with guidelines
other European countries (including Russia) accounted fand instructions issued by the ECB. Under the Treaty, the
20.6 % and to the rest of the world for 25.9 %. The reprimary objective of the Bank of Finland is to maintain
gional distribution of Finland’s merchandise imports inprice stability. The new Act did not change the division of
the same period has been quite similar to that of export&sponsibilities between the Parliamentary Supervisory
EU countries accounted for 56.4 %, other European cou@ouncil and the Board. The tasks of the Council are con-
tries for 19.6 % and the rest of the world for 24.0 %. nected with supervision of the Bank’s administration and
In 1998, the share of forest industry products in totabperations, administrative decisions and certain other re-
merchandise exports was 30.5 %, the share of metal agponsibilities. The Board of the Bank of Finland comprises
engineering products 45.8 % and the share of other gootfee Chairman (Governor) and a maximum of five (cur-
23.7 %. Raw materials and intermediate goods (incl. crudently three) other members, all of whom are appointed
oil) accounted for 56.3 % of merchandise imports, fuelby the President of the Republic upon a proposal from the
for 2.7 %, investment goods for 16.7% and consumptioB@ouncil. The Chairman of the Board is appointed for a
and other goods for 24.3%. seven-year term and the other members of the board each
Forest resources.Finland has abundant forest re-for a five-year term. The Bank of Finland has a head of-
sources but only limited amounts of other raw materialdice in Helsinki and 4 branch offices in other towns.
The growing stock comprises 1 937 million cubic metres, Other banks (31 Dec 1998). Finland has three major
of which 46 % is pine, 36 % spruce, 15 % birch and 3 %9groups of deposit banks with a total of about 1 600 of-
other broad-leaved species. fices. There are two big commercial banks with national
According to the National Forest Inventory for 1989-branch networks and seven smaller ones. The commer-
1994, the annual volume increment was about 75.4 mitial banks have a total of 11 foreign branches, subsidiar-
lion cubic metres. Over the same period the average aies and associate banks and 17 representative offices

nual drain was about 55 million cubic metres. abroad. There are 40 savings banks and 289 cooperative
. . banks, both with extensive branch networks. In addition,
Finance and banklng 6 foreign banks have branches and 6 foreign banks have

Currency. Finland had its own monetary system fromrepresentative offices in Finland.
1865 to 1998. The currency unit was the markka (plural Financial markets. The total stock of domestic credit
markkaa), which was divided into 100 pennia (singulaamounted to FIM 710 billion at end-September 1998 and
penni). During the last decades of this period the objeevas broken down by lender group as follows: deposit banks
tive of foreign exchange policy was to maintain a fixedb1 %; insurance companies 6 %; pension insurance insti-
exchange rate in relation to a given currency basket. Qutions 24 %; other credit institutions 9 %; central and
8 September 1992 the markka was allowed to float. Oocal authorities and social security funds 10 %.
14 October 1996 the markka joined the Exchange Rate In the money market, the total value of instruments
Mechanism of the European Monetary System. Since tleutstanding was about FIM 136 billion at end-December
beginning of 1999 Finland has participated in the singl&998; bank certificates of deposit accounted for 81% of
currency area, in accordance with the Treaty establishirige total and Treasury bills, commercial paper and local
the European Community. The conversion rate for thauthority paper for the rest.
markka, as confirmed by the Council of the European At end-December 1998 there were 91 companies on
Union on 31 December 1998, is 5.94573. With effect fronthe Main List, 40 on the Investors’ List and one company
the beginning of 1999 the currency unit used in Finland isn the Prelist of the HEX, Helsinki Exchanges. At end-
the euro, which is divided into 100 cent. The markka willDecember 1998 total market capitalization was FIM 764
however, remain as the national denomination of the eutnllion for the Main List, FIM 9 billion for the Investors’
until the year 2002, and during this time notes and coirisst and FIM 10 billion for the Prelist. Domestic bonds
denominated in markkaa will continue to be used. and debentures in circulation at end-December 1998
The Central Bank. The two new laws adopted in 1997 amounted to FIM 313 billion; government bonds ac-
and 1998 make Finnish legislation compatible with theounted for 78 % of the total. Share turnover on the HEX,
requirements of the Treaty establishing the European CorHelsinki Exchanges amounted to FIM 323 billion in 1998.
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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




Balance sheet of the Bank of Finland, EUR million

1999

Assets 29 Jan 26 Feb
1 Gold and gold receivables 389 389
2 Claims on non-euro area residents denominated

in foreign currency 7293 7068
2.1 Receivables from the IMF 945 789
2.2 Balances with banks and security investments,

external loans and other external assets 6348 6278
3 Claims on euro area residents denominated

in foreign currency 320 459
4 Claims on non-euro area residents denominated in euro 680 3848
4.1 Balances with banks, security investments and loans 680 3848
4.2 C(laims arising from the credit facility under the ERM Il 0 0
5 Lending to financial sector counterparties of euro area 1234 1644
5.1 Main refinancing operations 619 1191
5.2 Longer-term refinancing operations 611 452
5.3 Fine-tuning reverse operations 0 0
5.4 Structural reverse operations 0 0
5.5  Marginal lending facility 0 0
5.6 Credits related to margin calls 0 0
5.7 Otherlending 3 1
6 Securities of euro area residents denominated in euro 0 0
7 General government debt denominated in euro 0 0
8 Intra-Eurosystem claims 768 1873
8.1 Participating interest in ECB 70 70
8.2  (laims equivalent to the transfer of foreign currency reserves 699 699
8.3  C(laims related to the issuance of ECB debt certificates 0 0
8.4  Other claims within the Eurosystem (net) 0 1104
9 Other assets 602 623
Total assets 11286 15903
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1999

Liabilities 29 lan 26 Feb
1 Banknotes in circulation 2492 2463
2 Liabilities to euro area financial sector counterparties

denominated in euro 1030 1962
2.1 Current accounts (covering the minimum reserve system) 1030 1962
2.2 Deposit facility 0 0
2.3 Fixed-term deposits 0 0
2.4 Fine-tuning reverse operations 0 0
2.5  Deposits related to margin calls 0 0
3 Liabilities to other euro area residents denominated in euro 28 53
3.1 General government 0 0
3.2 Other liabilities 28 53
4 Liabilities to non-euro area residents denominated in euro 1520 7 544
5 Liabilities to euro area residents denominated

in foreign currency 0 0
6 Liabilities to non-euro area residents denominated

in foreign currency 99 115
6.1 Deposits, balances and other liabilities 99 115
6.2 Liabilities arising from the credit facility under the ERM || 0 0
7 Counterpart of special drawing rights allocated by the IMF 172 172
8 Intra-Eurosystem liabilities 2370 0
8.1 Liabilities related to promissory notes backing the issuance

of ECB debt certificates 0 0
8.2  Other liabilities within the Eurosystem (net) 2370 0
9 Other liabilities 29 47
10 Revaluation account 430 430
1 Capital and reserves 3116 3116
Total liabilities 11286 15903
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Charts
1. Key economic indicators
2. Price stability in the euro area and Finland
3. Monetary aggregates for the euro area
4. Growth of the money stock
5. Eurosystem interest rates and money market rates
6. Eurosystem (Bank of Finland) interest rates
7. Official interest rates
8. Euribor rates, daily values
9. Eurobor rates, monthly values
10. Differential between ten-year yields for Germany and selected euro area countries
11. International three-month interest rates, daily values
12. Three-month interest rates in the Nordic countries, daily values
13. International long-term interest rates, daily values
14. International three-month interest rates, monthly values
15. Three-month interest rates in the Nordict countries, monthly values
16. International long-term interest rates, monthly values
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consumer prices,
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5. Eurosystem interest rates and money market rates
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6. Eurosystem (Bank of Finland) interest rates
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8. Euribor rates, daily values
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Interbank rates
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14. International three-month interest rates, monthly values
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15. Three-month interest rates in the Nordic countries, monthly values
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Interbank rates
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17. Yields on benchmark government bonds
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18. Yields on five and ten-year government bonds
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20. Bank deposit rates
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23. Stock of bank lending
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26. Liabilities of Finnish monetary financial institutions included in
monetary aggregates for the euro area
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%

NN

1997

1999

1998

1999

12-month percentage change

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

2. ltems 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

12-month percentage change

1. Deposits of euro area
residents with euro area banks

2. Deposits of Finnish residents
with Finnish banks

12-month percentage change

1. Lending by euro area banks to
euro area residents

2. Lending by Finnish banks to
Finnish residents



29. Euro exchange rates against the US dollar and the yen,
daily values
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32. Euro exchange rates against the Scandinavian currencies
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35. Stock price indices in the euro area, daily values
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36. Stock price indices in the euro area, monthly values

Index

3

NA2

]

P/‘W

1993

1994

1995

1996

1997 1998 1298

2 March 1998 = 100

1. Dow Jones Euro Stoxx index
2. DAX index
3. HEX all-share index

31 January 1998 = 100

1. Dow Jones Euro Stoxx index
2. DAX index
3. HEX all-share index

37. Listed shares: total market capitalization and foreigners’ holdings
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38. Securities issued in Finland
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41. Central government revenue and expenditure
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44. Net lending by sector
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Main sectoral financial balances,
12-month moving total, % of GDP
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50. Non-residents’ portfolio investment in Finnish shares
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53. Industrial confidence indicator
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56. Unemployment rate
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