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characterized by sluggish international demand

and unrest in the international currency and
money markets. These factors further impeded the
restructuring of the Finnish economy and com-
pounded the problems associated with the credibi-
lity of economic policy.

Although the recession in the world economy
continued, Finland's exports developed favourably
as a result of a substantial improvement in compe-
titiveness. Underlying this improvement were the
devaluation of 1991, a reduction in indirect labour
costs, pay settlements involving no contractual wage
increases, a fall in roundwood prices and a marked
improvement in productivity. The change in the ex-
change rate led, however, to the emergence of a se-
rious dichotomy in the economy and a worsening in
unemployment.

The weakening of the markka deepened the
domestic recession more than might have been ex-
pected on the basis of the experience of past deca-
des. It worsened the prospects for output in the do-
mestic sector on account of a rise in import costs
and reduction in consumers' purchasing power. The
devaluation also increased financing costs both as a
result of large exchange rate losses and a rise in in-
terest rates. Both short-term and long-term interest
rates were, in real terms, more than 2V percentage

I n 1992, Finland's economic environment was
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points higher after the devaluation of 1991 than
they had been before.

Owing to the depressed state of domestic de-
mand, the cost pressures generated by import prices
and by taxes and public sector charges have only
partially shown up in domestic prices; a significant
part of the rise in costs has instead been reflected in
a squeeze on companies' profit margins. While Fin-
land's rate of inflation has stayed below the inter-
national level, bankruptcies in the domestic sector
have increased and unemployment has risen. The
difficulties encountered by small and medium-sized
companies in the domestic sector have been a ma-
jor factor behind the growth of unemployment and
banks' credit losses.

After the devaluation of November 1991, the
Bank of Finland sought to bring down interest rates
by restoring confidence in the exchange rate. Given
a fixed exchange rate, the possibilities of the cen-
tral bank to influence market confidence, currency
flows and market interest rates through its own ac-
tions alone are, however, virtually non-existent. For
most of the year, the markets showed little confi-
dence in the prospect of balance being restored to
the central government budget, despite several de-
cisions on major spending cuts by the Government.
The Bank of Finland concluded currency swap
agreements with European central banks and sup-



_..ported the exchange rate through currency sales. In_ .

addition, the central government borrowed heavily
abroad. Interest rates nevertheless remained high,
and the markka was the first European currency to
be floated, in early September.

The floating of the markka helped to keep
conditions in Finland's financial markets fairly sta-
ble when tensions within the EMS intensified after
mid-September. But because of the rapid growth of
foreign debt, there has been no room in economic
policy — even after the decision to float — to relax
the tight rein on government spending. Market
confidence in economic policy increased after the
Government decided, in October, to take steps, in
addition to those already announced, to reduce
the budget deficit and after a pay settlement was
reached under which wages were also to be kept
unchanged for the second year of the current agree-
ment period. The differential between short-term
domestic market interest rates and their European
counterparts disappeared completely, and the gap
with respect to long-term rates narrowed signifi-
cantly. This, in turn, made it possible to cut the
base rate with effect from the beginning of 1993.

In principle, the floating of the markka pro-
vides the central bank with some room for manoeu-
vre and autonomy in interest rate policy, provided it
is accepted that the exchange rate could weaken
further. In Finland, however, the leeway in policy
is severely limited by the growth of foreign debt,
the sheltered sector's vulnerability to exchange rate
risks and the inflationary pressures that have al-
ready built up as a result of the devaluation. Low
inflation is also a key goal of economic policy now
that the markka is floating.

To ensure the availability of adequate foreign
financing, it will be necessary to pursue a policy
that safeguards the country's creditworthiness. This
implies the need for low inflation and fiscal con-
solidation. When, in the course of time, demand
starts to recover, an acceleration of inflation would

halt_the current process of cost adjustment and .

strengthening of exports and would add a perma-
nent risk premium to domestic interest rates. It
would then be necessary to conduct a highly re-
strictive economic policy for a long period of time,
with adverse consequences for employment.

The year 1993 will be a very difficult one for
the economy. The slump in domestic activity will
continue and no improvement is expected in the
employment situation. There will be extremely lit-
tle room for manoeuvre in economic policy. None-
theless, everything possible should continue to be
done to lower the level of interest rates. Above all,
it is essential that the final decisions concerning the
Government's plan for balancing the budget over
the medium term should be taken as quickly as
possible. Only in this way can we avert the danger
of being forced to tighten budgetary policy stitl
further in 1993. Moreover, it is important that the
run-up to next autumn's wage talks should not be
marked by any overdramatization or uncertainty
that would push interest rates higher. The re-emer-
gence of turbulence in the money market would
have disastrous consequences for employment.

The application for EC membership implies
the acceptance of the economic policy objectives
entailed by integration. The objectives appear to be
demanding in the light of Finland's history and the
current economic situation. However, it should be
borne in mind that Finland is not committing itself
to something that is not in its own immediate eco-
nomic interests. Even if Finland were to remain
outside the EC, adjustment of the economy and of
economic policy would be unavoidable and in ac-
cord with the country's interests.

St i
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The economy remained weak in 1992

After a severe recession in 1991, the export indus-
tries recovered in 1992. By contrast, the recession
in domestic markets deepened further (Chart1).
Though the devaluation of November 1991 contrib-
uted to the rapid revival in exports, it also depressed
domestic demand and exacerbated the position of
companies dependent on domestic markets. The out-
put of these companies declined, employment weak-
ened drastically and financial difficulties mounted.
The central government deficit grew sharply, and in-
creasing credit losses and falling asset values weak-
ened bank profitability. In order to safeguard the
banks' solvency, the state had to provide them with
financial assistance, which further increased the
central government's borrowing requirement. The
measures taken to curb the growth of central govern-
ment debt proved to be inadequate and this, together
with the deterioration in the economic situation,
continued to undermine in the external value of the
markka. The measures aimed at improving the cen-
tral government's fiscal position announced by the
Government in mid-October and the reaching of a
pay settlement involving no change in negotiated
wages eventually calmed the money and foreign ex-
change markets, and interest rates fell towards the
end of the year.
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The recession in the industrial countries con-
tinued and currency disturbances increased

The western industrial countries remained in reces-
sion, despite the fact that the United States, Japan
and the United Kingdom have eased monetary poli-
cy significantly since 1991. The recession was pro-
longed by the high indebtedness of companies and
households, falling asset values and the difficulties
encountered by banks. Economic growth in Europe
was also dampened by the high level of interest
rates. This, in turn, was due to the increase in the
general government budget deficit and inflationary
pressures in Germany caused by reconstruction in
the eastern part of the country. In the summer, inter-
est rates also rose in response to the rejection of the
Maastricht Treaty in the Danish referendum, as the
result was judged to endanger the plans for Europe-
an economic and monetary union. Uncertainty in the
money and foreign exchange markets became so in-
tense prior to the French referendum in September
that the European Community's Exchange Rate
Mechanism (ERM) broke down, despite interven-
tion by central banks. In mid-September, the pound
sterling and the Italian lira were floated and the
Spanish peseta was devalued. However, calm was
restored to the currency markets only briefly, and to-
wards the end of November uncertainty mounted
again. Despite massive support, the Swedish krona

9
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had to be floated, and Spain, Portugal and Iceland
devalued their currencies. In December, the Norwe-
gian krone was also floated.

In most European countries interest rates fell
after September's currency crisis, but the uncertain-
ty prevailing in the foreign exchange markets wors-
ened the economic atmosphere. Despite a modest
recovery in activity in the United States, total out-
put in the OECD area grew by only 1'2 per cent
in 1992, and, for example, in the United Kingdom
and Sweden output declined for the second year in
succession. World trade nevertheless increased by
about 5 per cent. This was partly due to the expan-
sion of the developing countries' trade. Finland's
export markets grew by some 4 per cent.

Improved competitiveness boosted exports

In addition to the recovery in export markets, the
upturn in Finnish exports benefited from a marked
improvement in price competitiveness (Chart2).
In keeping with the two-year incomes settlement
reached in November 1991, contractual wages were
kept unchanged in 1992, and the social security con-
tributions of employers in the private sector were
lowered slightly. As there was heavy labour shed-
ding, unit labour costs in manufacturing dropped by
nearly 10 per cent. Furthermore, the markka's 12.3
per cent devaluation in November 1991 and more
than 10 per cent depreciation after it was floated im-
proved price competitiveness in relation to Finland's
main competitor countries by some 30 per cent on
average in 1992 compared with the previous year. In
addition, the contraction in domestic demand led to
efforts to increase sales abroad.

The volume of total merchandise exports ex-
panded by 9 per cent, and so Finland was able to
regain part of the share of world trade it had lost in
previous years. There was also an upturn in the vol-
ume of exports of services. Because of subdued
market conditions at home and abroad, foreign
trade prices rose by only just under half the change
in exchange rates. The export unit value index rose
by 6 per cent and the import unit value index by 10
per cent, so that the terms of trade weakened.

The value of merchandise exports increased
by 16 per cent, partly as as a result of the weaken-
ing in the exchange rate. Among the main product
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..groups,. the biggest increase was recorded by ex-

ports of metal and engineering industry products.
Exports of electrical machinery and equipment and
cars increased by one-third in value. The value of
exports of the basic metals industry grew by one-
fifth and that of exports of the chemicals industry
by one-sixth. By contrast, exports of forest-based
products continued to be hampered by global over-
supply; both volumes and prices rose only slightly,
and, for example, the value of pulp exports re-
mained at the previous year's level.

As regards the geographical distribution, ex-
ports to EC countries inreased by one-fifth. Exports
to Russia and other parts of the former Soviet Un-
ion remained at a low level owing to the region's
worsening economic problems.

Industries in the domestic sector
in great difficulties

The recovery in exports was not sufficient to offset
the deepening in the recession in the domestic sector
where the unavoidable adjustment to the overheat-
ing and rise in indebtedness that had occurred at the
end of the 1980s continued. Though profitability in
the export industries improved, many companies
were still operating at a loss. The contraction in do-
mestic demand contributed to the weakening in the
income of companies supplying domestic markets.
There was a further substantial fall in the volume of
output in, inter alia, construction and many service
sectors, such as wholesale and retail trade. Profit-
ability was squeezed by the heavy debt burden, high
interest rates and a marked increase in companies'
debt-servicing costs on their foreign currency loans.
Moreover, producers could not pass the higher cost
of imported inputs through in full to domestic prices
because of the recession. The decline in output, low
level of capacity utilization and rise in financing
costs led to a drop in business fixed investment
(Chart 3). Housing investment decreased by 17 per
cent.

As the profitability of companies in the do-
mestic sector weakened and bankruptcies increas-
ed, the amount of non-performing loans and credit
losses increased sharply. This, in turn, bore down
heavily on bank profitability. The Government
strengthened the banks' capital structure both
through a direct infusion of capital and via the
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earlier in the year. By these actions it sought to pre-
vent a reduction in credit supply. Borrowing by the
private sector nevertheless decreased on account of
poor profitability and economic uncertainty. More-
over, the fall in asset values and increase in credit
losses made banks cautious about advancing new
credit.

The deepening in the recession in domestic
markets was also clearly reflected in the household
sector. Heavy unemployment and the large stock of
debt accumulated in the late 1980s, together with
the high level of interest rates, weakened the po-
sition of the household sector; households' real
disposable income declined by nearly 4 per cent
(Chart 4). Economic uncertainty led to an increase
in household saving, and this, in turn, depressed
domestic demand still further. Private consumption
decreased by over 5 per cent, after having already
declined by almost 4 per cent in the previous year.
Sales of consumer durables fell by one-fifth for the
second year in succession.

Households also reduced their indebtedness to
a slight extent; the stock of both consumer credits
and housing loans started to decline. More and
more households were unable to service their loans,
and this was a minor factor contributing to the
banks' credit losses. The recession in the housing
market deepened further. The number of new
dwellings completed was 15000 fewer than in
1991, and starts were down clearly from the previ-
ous year. Similarly, dwelling prices continued to
fall. In October 1992, prices of old dwellings for
the country as a whole were about 20 per cent low-
er than a year previously and about 45 per cent be-
low their peak in spring 1989. Production costs in
the construction sector were also lower than in the
previous year.

The volume of total domestic demand con-
tracted by 5.7 per cent in all. The volume of im-
ports nevertheless remained unchanged as the re-
vival in exports led to a substantial increase in im-
ports of raw materials. Gross domestic product
declined by 3.5 per cent. Manufacturing output in-
creased by 4 per cent, and so its share in total out-
put started to expand, reversing the downward trend
that had continued throughout the 1980s.
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Chart 5.
LABOUR MARKET, WAGES AND PRICES
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‘Unemployment at recordlevels

The recession in the labour-intensive industries sup-

Chart 6. lying domestic markets led to a sharp reduction in
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Inflation remained low

Despite the depreciation of the markka, prices did
not rise significantly. This mainly reflected the
slackness of demand in goods and labour markets.
A fall in world market prices and subdued market
conditions at home helped to contain the rise in im-
port prices; they increased by only 11 per cent be-
tween October 1991 and October 1992 even though
the markka's value in relation to European curren-
cies declined by 25 per cent during the same period.
Import prices did not rise markedly until the autumn
following the renewed weakening of the markka.
Another factor, along with higher import prices,
contributing to the rise in consumer prices was the
measures taken in the public sector. Their computed
effect was about 2Y/2 percentage points, but only
about just over half of this is estimated to have been
passed through to prices in 1992 owing to the weak-
ness of demand. Inflation was also dampened by a
marked slowdown in the rise in labour costs. The 12-
month rate of increase in consumer prices slowed
from 3.9 per cent in December 1991 to 2.1 per cent
in December 1992 (Chart 5).

In keeping with the comprehensive incomes
policy agreement reached in November 1991, con-
tractual wages were kept unchanged in 1992. As,
moreover, wage drift was minimal on account of
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the slack demand for labour, the level of earnings
of all wage and salary earners rose by 1.8 per cent
on average from the previous year (Chart 5). Real
wages fell by 2 per cent.

External balance improved

Reflecting the rapid recovery of exports and decline
in domestic demand, the trade surplus grew to FIM
12.2 billion in 1992 (Chart 6). The deficit on the ser-
vices account narrowed markedly, amounting to
FIM 6.5 billion. The increase in foreign debt and de-
preciation of the markka led to a rise in investment
income payments abroad; net interest payments rose
to FIM 23.8 billion. There was no change in the def-
icit on the transfers account. The current account
deficit shrank by about FIM 4 billion from the pre-
vious year and totalled FIM 22.8 billion (4.6 per cent
of GDP). As a result of the current account deficit

Domestic economic performance

and the rise in the value of foreign currencies caused
by the markka's depreciation, Finland's net foreign
debt rose to FIM 235 billion (48 per cent of GDP).

Consolidation of central government
finances the main concern of fiscal policy

The main aim of fiscal policy was to redress macro-
economic imbalances and reduce the general gov-
ernment deficit. However, the central government's
budget deficit and borrowing requirement both grew
sharply in the course of the year. The greater-than-
expected deterioration in economic activity not only
reduced tax revenue but swelled expenditure, both
on unemployment benefits and financial support for
the banks. One-third of central government expendi-
ture had to be covered by borrowing. The trend growth
of central government indebtedness seemed unsus-
tainable as far as the years ahead were concerned.

average

m

Exports 1.9 1.6 1.6 -6.7 9.1
Private investment 2.7 16.3 71 -22.6 -16.0
Private consumption 34 4.2 0.2 -3.7 -5.3
Total domestic demand 38 7.4 -0.3 -8.1 -5.7
—of which: public 3.4 1.8 5.6 2.1 -1.3
Imports 4.6 8.8 -0.9 -12.1 0.4
GDP 3.0 5.4 0.3 -6.4 -3.5
e e T ]
Earnings 85 8.9 9.2 6.3 1.9
Export unit value index 3.2 7.5 -1.2 03 6.3
Import unit value index 0.8 35 17 2.3 10.5
Terms of trade 2.3 3.9 -2.8 -1.9 -3.8
Consuimer prices 56 6.6 6.1 41 2.6
—December to December .. 6.5 4.9 3.9 2.1
Unemployment rate, % 5.1 35 35 7.6 13.1
per cent of GDP
Gross investment 25.3 30.3 28.4 21.6 18.3
Gross saving 22.7 25.3 23.4 16.3 13.7
Current account = financial balance -2.7 -5.0 -5.0 -5.3 -4.6
—business sector -5.2 -8.3 -9.3 -7.2 -4.9
~financial institutions 4.3 49 6.1 6.3 49
—households -1.7 -4.7 -3.1 1.2 4.1
—public sector 0.0 3.1 1.3 -55 -8.8
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On 5 April, in response to the crisis that had =~
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emerged in the money and foreign exchange mar-
kets, the Government announced an economic pol-
icy package aimed at cutting central government
spending by FIM 10 billion (2 per cent of GDP) in
1993. Many of the proposed cuts were such that
they would curb central government expenditure in
subsequent years as well.

In order to enhance the credibility of econom-
ic policy the Government published the 1993 budg-
et proposal already in June. The proposal sought to
support the restoration of equilibrium to the econo-
my and to improve the financial position of both
the central government and the rest of the public
sector by reducing the growth of statutory expendi-
ture components. The budget provided for spending
cuts of FIM 7.5 billion in 1993 on top of those al-
ready announced. Excluding support for the bank-
ing sector, total expenditure was estimated to de-
crease by 2 per cent in real terms. The central gov-
ernment's net financing requirement was estimated
to decline in 1993.

In the course of the summer, it became appar-
ent that unemployment and hence also the central
government's financing requirement were growing
faster than expected. To calm the financial markets,
on 6 August, the Government published an eight-
point programme in which it asserted that econom-
ic policy was based on a fixed exchange rate and
was aimed at reducing the general government
budget deficit. In the same context, the Government
announced that it would safeguard the functioning
of the banking system under all circumstances.

Market doubts about the state of public fi-
nances led to the decision to float the markka. This,
however, failed to restore the confidence of the
foreign exchange market in economic policy, and
in mid-October the Government proposed further
measures for consolidating public finances. The
Government announced that the proposed cuts in
expenditure and increases in revenue were designed
to reduce the structural deficit in the central gov-
ernment budget in the period 1993-1995. The Gov-
emmment proposed that changes be made to the al-
ready clearly restrictive budget for 1993 it had sub-
mitted to Parliament in September. It was estimated
that the changes would trim the central government
deficit by a total of FIM 8.5 billion, of which FIM
5.3 billion represented additional cuts and FIM 3.2
billion additional revenue. Excluding support for
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the banking sector, central government expenditure
was estimated to decrease by 5 per cent in real
terms. Expenditure is estimated to fall by FIM 16
billion in 1994 and by FIM 20 billion in 1995. The
package also includes far-reaching proposals con-
cerning pension insurance, which, if implemented,
would have long-term savings effects on central
government expenditure.

At the end of November, in connection with
the incomes policy negotiations and facing the
threat of a general strike, the Government had to
abandon some of its planned savings for 1993. The
resulting shortfall was, however, covered by vari-
ous increases in employees' social security contri-
butions, and so there was no change in the target
for reducing the central government deficit.

In 1992, the central government revenue defi-
cit grew to FIM 42 billion ( 8.5 per cent of GDP).
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The net financing requirement, which also includes
central government lending and other financial
investments (incl. capital support for banks),
amounted to FIM 73 billion (Chart 7). The central
government's gross debt grew to FIM 175 billion at
the end of 1992 (36 per cent of GDP).

A change of vital importance as regards the
conduct of fiscal policy was an amendment to con-
stitutional law which enabled laws providing for
cuts in central government spending to be passed
by a simple majority in Parliament. Among other
measures taken in 1992 to enhance economic effi-
ciency and the public sector's fiscal position were
the introduction of new competition legislation and
the reform of the state-aid system for local govern-
ment. Capital taxation was reformed and restric-
tions on foreign ownership of Finnish shares lifted
with effect from the beginning of 1993,
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Monetary and exchange
rate policy

A state of nervousness prevailed in the foreign ex-
change and money markets in 1992, and it was char-
acterized by heavy pressure against the markka. Fol-
lowing the devaluation in November 1991, the Bank
of Finland's prime objective was to create conditions
that would be conducive to a fall in interest rates.
However, it proved difficult to restore confidence,
and the effort was further hampered by the continu-
ing deterioration in the economic situation. The
markets remained unsettled despite the fact that
price competitiveness improved markedly, the Gov-
ernment made far-reaching decisions concerning
spending cuts and bilateral swap arrangements were
agreed between the Bank of Finland and other Eu-
ropean central banks. Uncertainty increased in the
latter part of the summer in response to the restless-
ness in European currency markets.

As confidence in the country's economic pol-
icy and in the markka's external value had not — de-
spite the above measures — been restored by the be-
ginning of September, the markka's fixed parity in
relation to the European Community's accounting
unit, the ECU, was abandoned and the currency
was allowed to float for an unspecified period. The
decision to float the markka was seen as the best al-
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ternative because, under the prevailing conditions,
the defence of a fixed exchange rate would have
been difficult and expensive for the economy. The
decision did not, however, mark the abandonment
of the objective of keeping the value of the curren-
cy as stable as possible.

The publication by the Government in mid-
October of a multi-year programme for the consol-
idation of central government finances calmed the
markets and the currency outflow was reversed.
The markka's external value remained fairly steady
for the rest of the year. Domestic interest rates de-
clined as market confidence increased and rates
abroad came down.

A restless year in the foreign exchange
and money markets

Interest rates declined in the early part
of the year —but only temporarily

Following the devaluation of November 1991, the
maintenance of a stable exchange rate continued to
be a prime objective of the Bank of Finland. At the
same time, allowance was made for the fact that
any pressures against the currency would be reflect-
ed in interest rates and the foreign exchange re-
serves.

YEARBOOK 92



In the opening weeks of 1992, the markka's
exchange rate against the ECU stabilized around
the midpoint of the currency band. Currency had
started to flow back into the country, thus paving
the way for a decline in domestic interest rates. In
early February, it began to be clear that Finland
would apply for membership of the European Com-
munities and the Government made a decision in
principle to curb the growth of public spending.
Market interest rates declined further (Chart 8). The
Bank of Finland allowed rates to come down and
the differential with respect to foreign rates to nar-
row (Chart 9). Nevertheless, at the end of February,
the currency outflow resumed and interest rates
rose again.

Restlessness in the markets increased
at the end of March

In March, the Government and the Bank of Finland
announced a comprehensive plan for supporting the
banks. The plan sought to ensure that the banks'
burgeoning credit losses would not restrict lending.
It also included a proposal to raise the base rate by
"one percentage point to 9.5 per cent with effect from
the beginning of May (for details of the support
package and the interest rate decisions, see p. 28).
In the same context, the interest rate paid on banks'
cash reserve deposits was raised by one percentage
point.

The markets responded positively to the an-
nouncement, but the effect proved to be short-lived.
Market unrest intensified following a public dis-
agreement between Prime Minister Esko Aho and
the Governor of the Bank of Finland, Rolf Kullberg.
Afier consulting with the President of the Republic,
the Governor announced his intention to retire the
following summer.

The announcement only served to increase
uncertainty and nervousness in the markets. The
Bank of Finland supported the markka by selling
foreign currency and allowing interest rates to rise
(Chart 10). One-month HELIBOR rose to nearly 17
per cent and three-month HELIBOR from 12.8 per
cent to 13.4 per cent. Despite the Bank's interven-
tion in the currency market and the rise in interest
rates, the markka weakened markedly against the
ECU.

On 5 April, the Government announced an
economic package providing for cuts in central
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was strengthened by the fact that the constitutional
amendment being prepared at the time would make
it possible for the Government to implement nearly
all the measures involved without the support of the
opposition in Parliament.

On the same day, Governor Kullberg an-
nounced that, because of the inflamed situation re-
garding economic policy, he had asked the Presi-
dent of the Republic to relieve him of his duties im-
mediately. At the same time, it was announced that
the President had appointed Dr Sirkka Haméldinen,
a member of the Bank's Board of Management, as
the new Governor of the Bank of Finland.

In the same context, the Bank of Finland con-
cluded swap agreements with the central banks of
Sweden, Norway, Denmark and Germany. Under
these agreements, the central banks of these cotiii-
tries undertook to lend the Bank of Finland their
own currency for a specified period in order to fi-
nance currency outflows caused by an acute curren-
Cy crisis.

The Parliamentary Supervisory Board of the
Bank of Finland extended the interest rate powers
of the Bank's Board of Management for an indefi-
nite period. Under these powers, the call money
credit rate levied on the banks could, if necessary,
be raised to 40 per cent, implying a maximum pen-
alty rate of 80 per cent.

Markets calmed but foreign exchange reserves
did not increase

The measures taken by the Government calmed the
situation but were insufficient to reverse the curren-
cy outflow. At the end of March, the Bank of Fin-
land's net foreign exchange position (including its
forward position) amounted to FIM 31.2 billion.
During the first reporting week of April, the re-
serves fell to FIM 17.9 billion. The continuing un-
certainty throughout the spring and summer is re-
flected in the fact that the foreign exchange re-
serves for the third reporting week of August were
still below the level they had been prior to the dis-
turbance in April. The reserves were maintained al-
most entirely by the central government's capital
imports. Domestic companies and banks, as too
foreign investors, ran down their markka claims.
After the April crisis, interest rates fell only
slightly. In an effort to reduce uncertainty, the Gov-
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ernment brought forward the preparation of its budg-
et proposal for 1993. One of the fears in the mar-
kets was that the wage negotiations in the autumn
would prove to be difficult. Moreover, the local
elections in October were expected to increase po-
litical tension. The uncertainty present in expecta-
tions was particularly evident in six-month interest
rates, which were the highest of all in June and Ju-
ly. There was clearly uncertainty in the economy
regarding the sustainability of the exchange rate.
Anxiety was heightened by the fact that the Bank
of Finland's foreign exchange reserves remained at
a relatively low level.

In order to reduce uncertainty concerning the
adequacy of foreign exchange reserves, the Bank of
Finland negotiated an extensive network of bilateral
swap agreements with the central banks of all the
EC countries in the early summer. These substan-
tial currency support agreements were announced
on 15 July. The permanent network of swap ar-
rangement thus created replaced the existing fixed-
term agreements with Germany and Denmark. The
swap agreements with the Norwegian and Swedish
central banks remained in force. In addition, similar
arrangements had been agreed with the central
banks of Austria and Switzerland. Thus the net-
work of swap arrangements covered the central
banks of all EC and EFTA countries except Iceland.
The announcement calmed the markets, and nearly
all interest rates fell by about one percentage point
to between 13.3 and 13.6 per cent.

A few days after the announcement, there was
public discussion on the economic policy pursued
and on support for the banks. This was reflected
immediately in the money and foreign exchange
markets: interest rates rose again and the currency
outflow accelerated.

There was also restlessness in the internation-
al markets. The rejection of the Maastrict Treaty in
the Danish referendum held in June, together with
concern about the outcome of the French referen-
dum due to be held in September, sustained uncer-
tainty in the money and foreign exchange markets
throughout the latter part of summer. The increase
in the Bundesbank's discount rate in mid-July also
pushed interest rates up in other European coun-
tries. Underlying the problems of the European
Monetary System (EMS) were pressures that had
been building up for some years. Many countries
had for long been conducting economic policies
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-that were at-odds with the EMS's exchange rate ob-

jective.
Markka floated

The currency outflow accelerated towards the end of
the summer, even though the Bank of Finland al-
lowed the tender rate to rise and raised the rate itself
on two occasions through fixed-rate tenders (for de-
tails of the liquidity system, see p. 34). Uncertainty
was also reflected in market interest rates: the dif-
ferential between three-month HELIBOR and the
corresponding ECU rate widened to four percentage
points in early August.

As a result of currency sales undertaken in
support of the markka, the Bank of Finland's net
foreign currency position weakened and was below
FIM 20 billion at the end of August. The Bank of
Finland made use of the swap arrangements con-
cluded with other central banks for the first time,
raising currency support loans to the value of FIM
1.9 billion. The purpose of the move was to ensure
room for manoeuvre in monetary policy and to pre-
vent market reactions based on concern about ex-
ternal liquidity.

The markka's rate against the ECU was kept
stable throughout the first week of September. On
Friday, 4 September, the money market was ner-
vous: interest rates fluctuated and the spread be-
tween bid and offer rates widened. One-month
HELIBOR stayed above 18 per cent and three-
month HELIBOR close to 17 per cent. The reasons
for the nervousness were the Government's budget
proposal — due to be published that afternoon — a
rise in Swedish interest rates and unrest in other in-
ternational currency markets. The Bank of Finland
supported the markka by selling foreign exchange.

The Bank decided to raise additional currency
support loans but refrained from other measures in
order to see how the markets would react to both
the budget proposal and the communiqué to be is-
sued by EC ministers at their weekend conference.
The EC countries decided to uphold the existing
exchange rates and to use all available means to
support EMS currencies.

The information on the budget and news from
the EC conference were not enough to calm the
Finnish markets. On Monday, 7 September, interest
rates rose sharply. The Bank of Finland injected li-
quidity into the money market and supported the
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ing to nearly FIM 5 billion, but currency flowed out
of the country. The interest rate on one-month
maturities climbed above 20 per cent and that on
three-month maturities touched 17.3 per cent.

There was nothing on the horizon in the com-
ing days or weeks that would have calmed the sit-
uation. On the contrary, nervousness was expected
to continue all the way up until the French refer-
endum. Thus, it was felt that further increases in
interest rates would not, under the circumstances,
calm the markets or reverse the currency outflow. It
was uncertain whether defending the markka by re-
course to swap arrangements would have been suc-
cessful in these conditions and it might have been
very costly to the economy. Hence, it was decided
to float the markka. An announcement to that effect
was issued on Tuesday, 8 September, just before
the markets opened.

In September, up until the decision to float, a
total of FIM 22 billion worth of foreign exchange
was sold, of which forward sales accounted for
FIM 12 billion. Currency support loans were raised
to the value of FIM 10.6 billion, and the Bank of
Finland's net foreign exchange position showed a
liability of some FIM 8 billion.

The floating of the markka meant that there
was no longer an explicit intermediate target for
monetary policy; the fixed exchange rate had pro-
vided explicit guidelines for the formulation of pol-
icy. Slow and stable price developments neverthe-
less remained the ultimate objective of monetary
policy. The Bank of Finland reaffirmed that this
was still the ultimate goal but did not announce a
new intermediate target. In practice, success in
achieving the ultimate goal is monitored by a num-
ber of indicators, such as base money and other
monetary aggregates, interest rates and exchange
rates. The instruments of monetary policy remained
the same as before.

October's programme of spending cuts
calmed the markets

After the markka was floated, its value declined by
some 11-13 per cent and remained fairly steady for
the rest of the year (Chart 11). Domestic firms re-
patriated their foreign currency receivables; in con-
trast, foreign investors continued to unwind their
markka positions. The foreign exchange reserves
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grew-only slowly, however; because of repayments.-

of banks' and companies' debts and of the Bank of
Finland's currency support loans.

In September, interest rates turned down, part-
ly because of declines elsewhere in Europe. In mid-
October, on the eve of the local elections, the Gov-
emnment announced its plan for measures to im-
prove the balance in public finances in the period
1993-1995. The programme of spending cuts calm-
ed the markets and paved the way for a reduction in
interest rates.

Immediately after the programme of spending
cuts was announced, short-term interest rates fell
by about 1Yz percentage points and long-term rates
by Y2 percentage point. By the end of the year, the
differential between short-termn domestic and ECU
interest rates had virtually disappeared. The decline
in long-term rates was slower, however, and the dif-
ferential with respect to foreign rates was still some
2'/2 percentage points. This was a reflection of con-
tinuing inflationary expectations and hence uncer-
tainty about the future value of the markka.

At the end of November, the tensions which
led to the floating of the Swedish krona and
brought pressure to bear on the currencies of other
small European countries further unsettled the in-
ternational money and currency markets. They had
little impact on domestic interest rates or the mark-
ka's external value, however. Once the threat of a
general strike in connection with the wage nego-
tiations had receded and an agreement had been
reached, long-term interest rates, in particular, de-
clined and the markka remained steady until the
end of the year.

The decline in long-term interest rates also
paved the way for a cut in the base rate. The Bank
of Finland lowered the base rate by one percentage
point, to 82 per cent, with effect from 1 January
1993.

Following its decision to float the markka, the
Bank of Finland purchased foreign currency in or-
der to rebuild its foreign exchange reserves and re-
pay currency support loans. It was considered im-
portant to build up the reserves both as a means of
dampening sudden swings in exchange rates and as
a necessary — albeit not the only — condition for a
return to fixed exchange rates.

As interest rates fell and the foreign exchange
reserves grew, the Bank of Finland absorbed large
amounts of liquidity through CD deals. As a result,
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rose by some FIM 8 billion to FIM 15 billion in the
period from 1 September to 30 November. Some of
the liquidity was tied up in the form of cash reserve
deposits in the last months of the year. The cash re-
serve requirement was raised in steps from 3.7 per
cent to 5.5 per cent in the period from October to
December. The rate of interest paid on cash reserve
deposits was cut by one percentage point at the be-
ginning of 1993. Cash reserve deposits amounted to
FIM 13.1 billion at the end of 1992.

Bank lending declined

The deepening of the economic recession together
with high interest rates restrained the public's will-
ingness to borrow in 1992. On the other hand, grow-
ing credit losses and shrinking asset values induced
banks to tighten their collateral requirements, thus
restricting the supply of credit. Despite the financial
assistance the banks received, the demand for credit
was 5o subdued that the total amount of outstanding
loans, which had already stopped growing in the
previous year, began to decline markedly in 1992.
Markka bank lending fell by almost 5 per cent and
foreign currency lending by some 10 per cent
(Chart 12). The depreciation of the markka after it
was floated increased the markka value of outstand-
ing foreign currency loans, which amounted to some
FIM 100 billion at the end of the year. The public's
markka deposits with banks declined by almost 1
per cent, whereas the stock of foreign currency de-
posits increased.

There was also a change in the structure of
markka borrowing. Only the public sector in-
creased its borrowing in 1992. Companies, house-
holds and financial institutions raised loans in sub-
stantially lower amounts than in 1991. The reces-
sion was clearly reflected in the amount of compa-
nies' new markka borrowing, which declined by
over 15 per cent. Households reduced their borrow-
ing by some 20 per cent. Both housing loans and
consumer credits were raised in smaller amounts
than in the previous year.

The average interest rate on new markka bank
loans rose along with market rates in the course of
the year, although towards the end of the year rates
on new loans also turned down. In the early part of
the year, the rise in the average interest rate on
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on consumer credits (Chart 13). Companies' profit-
ability problems and debt restructurings were also
reflected in interest rates. The average rate on loans
to companies remained practically unchanged in
the early part of the year, being about one percent-
age point below the average rate on loans to house-
holds.

The banks' own reference rates, the most im-
portant of which are the prime rates applied by
Postipankki and by OKOBANK and the coopera-
tive banks, followed market rates with a lag. The
average rate on loans tied to a reference rate rose by
almost 2 percentage points in the course of the year.

Capital market marked by uncertainty

In 1992, the share market was almost as quiet as in
the previous year, although activity in the secondary
market picked up somewhat in the final quarter.
Share prices fluctuated considerably in the course of
the year. Prices declined up until autumn but started
to rise after the markka was floated. There were no
public offerings of new shares in 1992 (Chart 14).
Total turnover on the stock exchange was boosted by
the fact that some securities broking firms began re-
porting their bond transactions on the stock ex-
change. Overall, turnover on the stock exchange in-
creased substantially on the previous year.

Activity in the capital market focused on the
bond market. The need for financing led to an in-
crease in markka bond issues by the central govern-
ment and local authorities (Chart 15). The central
government raised FIM 13 billion and the local au-
thorities nearly FIM 3 billion in this way. Liquidity
in the bond market improved substantially. The
commencement of the primary dealer system for
benchmark government bonds improved the func-
tioning of the secondary market for these bonds and
increased their liquidity (for details of the primary
dealer system, see p. 34).

High interest rates and slack investment dis-
couraged companies from raising debt capital; new
bond issues amounted to only just over FIM 7 bil-
lion, or about the same as in 1991. Bond issues by
banks and other financial institutions plunged by
about 40 per cent to FIM 15 billion. The problems
besetting the banks dampened investors' interest in
banks' long-term debt.
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Structure of foreign debt changed -

In 1991, the size of Finland's private foreign debt
had reached major proportions by international stand-
ards. By contrast, the central government's foreign
debt was still relatively small. However, as the
growth in its financing needs, which started in 1991,
continued at a rapid pace in 1992, the net financing
requirement increased to more than FIM 70 billion.
Of this amount, about three-quarters was covered by
borrowing from abroad. Since, at the same time,
banks reduced their outstanding foreign debt, the
structure of Finland's foreign debt changed signifi-
cantly. The share of the central government in net
foreign debt increased from 29 per cent to 48 per
cent.

The banks' foreign debt declined to some FIM
25 billion. This was partly due to the fact that banks
and companies found it more difficult to obtain
loans from abroad. The reduced availability of
credit was due to the downgrading of the banks'
own credit ratings as well as heavy borrowing by
the central government and other Nordic countries.

The banks repaid some FIM 12 billion worth
of the foreign currency loans which they had raised
on behalf of companies. This sum corresponds to
the total amount of five-year bullet bonds issued
in 1987. By contrast, the amount of foreign cur-
rency loans raised directly by companies abroad
remained practically unchanged. The amount of
short-term trade-related credits grew, whereas in-
vestments abroad were of the same order of magni-
tude as in 1991.

The structure of foreign debt also changed in
that the share of foreign currency debt increased
and that of markka debt decreased. The bulk of
capital imports was in the form of portfolio invest-
ment, ie sales of securities. These consisted primar-
ily of sales abroad of foreign currency bonds by the
central government, which amounted to some FIM
49 billion in net terms. Sales of markka bonds and
Treasury bills amounted to only FIM 0.8 billion. At
the end of the year, foreigners held markka bonds
and Treasury bills amounting to FIM 15.7 billion,
which was FIM 4.4 billion less than a year earlier.

Capital was exported from Finland in large
amounts in 1992 as banks hedged their forward ex-
change sales. Companies purchased forward ex-
change from banks, especially in early April and
from late July to early September when the markka
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Financing of the current account, FIM million

I n m v -V

Trade balance 4974 2059 2 258 4142 4169 | 12628
A. CURRENT ACCOUNT —-26 696 -8 133 -6 736 -3 528 -4 381 | -22777
B. CAPITAL IMPORTS 20 292 6 491 5687 -2 638 3987 | 13528

Loans (non-negotiable) 12107 -1 281 754 -238 3034 2269

Direct investment -5 300 -1 149 -121 -1067 -1225 | -3562

Portfolio investment

(shares and bonds), net 38 375 3737 11774 6 333 14921 | 36765

Other capital transactions -24 890 5184 -6 720 -7666 | -12743 |-21945

RESERVES -6 404 -1 641 -1 049 -6 165 -394 | -9249

Memorandum item:

Central government's capital

transactions, net 22 839 8 004 15673 8613 18335 | 50625

was floated. Between the beginning of August and
8 September, domestic companies purchased for-
ward currency from the banks to the equivalent of
FIM 17.8 billion in net terms. During the same pe-
riod, foreigners sold forward markkaa totalling near-
ly FIM 9 billion. During the final quarter, when the
markka was floating, firms unwound their forward
positions.

Heavy capital flows caused swings in the
Bank of Finland's foreign exchange reserves in the
course of the year (Chart 16). Between 9 September
and the end of the year, the reserves increased by
FIM 3.9 billion. There was still some FIM 2.3 bil-
lion worth of currency support loans outstanding at
the end of the year, but the reserves were FIM 9.2
billion below their level a year earlier. Thus capital
imports were not sufficient to finance the current
account deficit.

Currency Act amended

The decision to float the markka provoked some dis-
cussion on the interpretation of section 2 of the Cur-
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rency Act. In its existing form, the Act authorized
the Bank of Finland to temporarily disregard the
fluctuation limits in the event of a major disturbance
in the foreign exchange markets. To make it more
precise, the Act was amended on 13 November so
as to allow the Government to extend the right to
float the markka for an unspecified period on the
recommendation of the Bank of Finland. The Gov-
ernment may also cancel the Bank's right if condi-
tions in the money and foreign exchange markets so
permit. Before such a cancellation, however, the
Government must seek the opinion of the Bank on
the matter. The Bank would then be obliged to either
propose new fluctuation limits or to resume observ-
ing the limits in force prior to the float.

It was not possible to restore the markka's
fixed parity in the autumn. Ending the float would
have required that there were no factors on the
horizon likely to cause disturbances and that the
foreign exchange reserves had grown to the point
where a fixed exchange rate could be effectively
defended. Fixing the exchange rate was also hin-
dered by continuing uncertainty in Europe.
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Nordic central banks revised

Just before the end of the year, the Nordic central
banks decided to revise their agreement on mutual
currency support. The updating of the agreement
marked a continuation of the long-standing cooper-
ation between the Nordic central banks in foreign
exchange policy. The new agreement entered into
force on 1 January 1993 for an indefinite period. It
represents a substantial enlargement of the previous
agreement, which had been in force since the begin-
ning of 1984. Under the new agreement, the central
banks of Norway, Sweden, Finland and Denmark
can obtain currency support from the other Nordic
countries up to the equivalent of ECU 2 000 million;
for Iceland's central bank, the limit is ECU 200 mii-
lion. Each bank is also obliged to provide support up
to the equivalent of ECU 1000 million; for Iceland,
the obligation is ECU 100 million.

According to the agreement, the participating
central banks are also obliged to treat requests for
support in excess of these amounts in a positive
spirit. Currency support is conditional on the bor-
rowing country's undertaking intervention and mon-
etary policy measures to stabilize the value of its
currency prior to using such support.

Financial markets

Bank profitability weakened

The public's growing debt-servicing problems were
reflected in banks' operations in many ways in 1992.
The combined amount of non-performing and other
non-interest-bearing claims and claims arising from
bank guarantees, which had totalled FIM 40 billion
at the end of 1991, almost doubled in the course of
1992 (excluding write-offs on outstanding loans and
guarantees). These problem loans were a burden on
the banks' interest margin. The increase in company
bankruptcies was reflected directly in the growth of
banks' credit losses. Banks' write-offs on loans and
guarantees amounted to over FIM 21 billion in 1992
(Chart 17). The collapse in collateral values com-
pounded the banks' problems.

As a result of the growth of non-performing
loans and the high costs of funding, banks' net in-
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vious year. Moreover, the decline in securities trade
reduced banks' other income. The banks were not
able to cover these losses in income by cutting op-
erating costs.

During the last two years, the Bank of Finland
and the Government have sought in different ways
to safeguard the stability of the banking system and
the banks' ability to lend. The first such measure
was the Bank of Finland's takeover of Skopbank
in September 1991 in order to preserve the bank's
liquidity and restore confidence in its operations.
The Bank of Finland found itself obliged to assume
this role because no other authority with a mandate
to carry out such an operation existed at the time.
The Bank of Finland subscribed FIM 2 billion
worth of new Skopbank shares and acquired 52.91
per cent of the bank's share capital. At the sarie
time, problem assets totalling FIM 12 billion were
transferred from the bank's balance sheet to sepa-
rate asset management companies owned by the
Bank. One of these asset management companies,
Scopulus Oy, purchased FIM 1.5 billion in capital
certificates issued by Skopbank in April 1992. In
March 1992, the Government decided to provide
the banking sector with a capital injection totalling
FIM 8 billion. In addition, the state established the
Government Guarantee Fund to take care of banks
in difficulty. The Fund has, in fact, borne the re-
sponsibility for supporting the banking system
since May 1992.

Support for the banking system

Already at the beginning of 1992, it was clear that
banks' losses would grow substantially during the
year and that their solvency would weaken signifi-
cantly. When a bank's solvency ratio weakens to a
point that is close to the minimum level laid down
in the Deposit Bank Act, the bank's creditworthiness
weakens and hence its funding costs rise. In order
to keep its capital at the prescribed level, the bank
must either reduce its net claims or off-balance-
sheet commitments or it must raise new equity capi-
tal from the market. A reduction in bank lending
would further depress economic activity.

In order to head off the threat of such a credit
crunch, the Government set up a working group in
January to prepare proposals for safeguarding and
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improving the banks' ability to-operate effectively.
Dr Sirkka Himiildinen, then a member of the Board
of Management of the Bank of Finland, was asked
to chair the group, which published its programme
for supporting the banking sector in March.

Nearly all banks received a capital injection

To strengthen the banks' solvency, the state offered
to make available a total of FIM 8 billion for invest-
ment in banks' capital. All banks, regardless of their
capital ratios, were offered the capital injection in
proportion to their risk-weighted assets.

The banks were given two dates by which
they were required to announce whether they would
accept the offer. By the first closing date, in mid-
August, four commercial banks and 53 savings
banks had applied for a total of FIM 4.6 billion in
capital support. Two commercial banks, 14 savings
banks and 57 cooperative banks applied for a total
of FIM 3.3 billion by the closing date for the sec-
ond offer in December.

The capital provided by the state is eligible for
inclusion in a bank's core (Tier 1) capital. If a bank
has resources available for profit distribution, it
must pay a rate of return on the capital injection
which initially corresponds to the state's own refi-
nancing costs. Later, the rate of return rises in
steps. The state is entitled to convert the capital into
the bank's voting shares if the bank fails to pay in-
terest for three years running or its capital ratio
falls below the legally prescribed minimum.

A bank may use the capital injection, together
with its own share capital, to cover its losses only
after its distributable equity capital and reserve
fund have been used up. In the case of bankruptcy,
the capital provided by the state ranks behind oth-
er debt but ahead of all shares. The bank can pay
dividends only after paying the total interest due on
the capital injection.

Non-symmetric changes made in loan and
deposit rates tied to the base rate

The support package for the banks also included a
percentage point increase in the Bank of Finland's
base rate to 9.5 per cent with effect from 1 May.
However, the Bank of Finland requested that only
interest rates on low-interest loans be raised; ie the
increase did not apply to loans with interest rate of
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12 per cent or-over.- that lend-
ing rates between 11 and 12 per cent be raised to no
more than 12 per cent.

The aim was to reduce the gap between inter-
est rates on loans tied to market rates and those tied
to the base rate. Despite a substantial rise in market
interest rates, the base rate has remained virtually
unchanged for many years. This has led to a situa-
tion where the interest rates on most loans tied to
the base rate have become very low compared to
rates on loans granted in recent years.

A large proportion of interest-subsidy loans
were among those loans to which the rise in the
base rate applied. The state assumed responsibility
for 50 per cent of the additional interest costs on
most interest-subsidy loans. In addition, the state
granted a 50 per cent guarantee on outstanding
interest-subsidy and interest-ceiling loans that had
not previously been guaranteed by the state. Thus
banks' capital was made available for other lending.

The adjustment in the base rate was aimed at
widening the banks' interest rate margins, which
had been squeezed. As deposits have increasingly
shifted into high-interest accounts, banks' markka
funding has become more expensive. It was consid-
ered of vital importance that banks' funding costs
should not be raised in connection with the base-
rate rise. Thus, interest rates on tax-exempt depos-
its were kept unchanged by amending the law on
the tax relief of deposits and bonds as well as the
law on income and wealth taxes. The maximum
tax-exempt interest rate on transactions accounts
was set at 4.5 per cent, and the link with the base
rate was severed.

The maximum rate on tax-exempt 24-month
deposits was lowered from one to two percentage
points below the base rate. Thus, the maximum
rates on tax-exempt deposits did not change despite
the rise in the base rate. At the same time, the law
on the tax relief of deposits and bonds was extend-
ed for one year to the end of 1993.

The law on the tax relief of deposits and
bonds was amended once again in October so as to
enable banks to offer customers the opportunity to
make 36-month tax-exempt deposits until the end
of 1993 at a maximum interest rate of one percent-
age point below the base rate. In addition, the right
to offer 24-month deposits was extended until the
end of 1994.
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In order to support bank profitability, the Bank's
Parliamentary Supervisory Board decided to raise
the rate of interest paid on banks' cash reserve de-
posits by one percentage point from the beginning
of April. After the change, the rate was two per-
centage points below three-month HELIBOR, but
not less than 8 per cent. In December, it was decid-
ed to cut the rate payable on these deposits. With
effect from the beginning of 1993, the rate is three
percentage points below three-month HELIBOR,
but not less than 8 per cent.

Government Guarantee Fund established

In its report, the working group set up to consider
ways of improving the banks' operating conditions
recommended that the state should set up its own
bank guarantee fund without delay, a matter that
had, in fact, already been under consideration. The
Act on the Government Guarantee Fund entered in-
to force in April and the Fund commenced opera-
tions at the beginning of May. In the same context,
the minimum contribution payable by banks to
their own guarantee funds was raised fivefold to
0.05 per cent of their combined balance sheet total,
the maximum contribution was doubled to 1 per cent.

The Fund's Board of Management comprises
representatives of the Ministry of Finance, the
Banking Supervision Office, the Bank of Finland
and the member banks. The Fund's support meas-
ures are determined by a Section of the Board con-
sisting of representatives of the Ministry of Fi-
nance, the Banking Supervision Office and the
Bank of Finland. Practical matters are handled on a
part-time basis by a commissioner. As it has no per-
manent staff of its own, the Fund draws on the staff
resources of the Banking Supervision Office and
the Bank of Finland.

The Fund's task is to safeguard the stability of
deposit banking and safeguard depositors' claims.
In a statement issued on 6 August 1992, the Gov-
ernment confirmed that the state would act specifi-
cally through the Government Guarantee Fund to
safeguard the stability of the banking system.

The Government Guarantee Fund has the au-
thority to grant support loans and guarantees to the
banks' own guarantee funds. It can also provide
support directly to a member bank by subscribing
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loans raised by the bank or provide other forms of

financial assistance. The Government Guarantee

Fund is permitted to borrow in order to finance its

operations. The combined sum of the support it

provides in the form of loans, guarantees and other
financial assistance must not exceed FIM 20 billion.

The conditions attached to support granted by
the Fund may be notably stricter than those at-
tached to the FIM 8 billion capital injection provid-
ed by the state because the Fund's support is intend-
ed expressly for banks in difficulty. The Fund can
only grant support if it is necessary for safeguard-
ing the stability of the banking system or deposi-
tors' claims on an individual bank. The conditions
attached to support are set on a case-by-case basis
but they must be based on the general principles re-
garding such support approved in October by the
Fund's Supervisory Board.

These general principles relate to various as-
pects of support: purpose of support, general re-
quirements applicable to support, forms of support,
application procedures and information required in
that context, handling of applications, financing of
support and supervision of compliance with the
conditions attached to support. Support measures
are subject to the following general requirements:
1. Bank support is to be open and public.

2. The attractiveness of bank support and the
commitment of public funds to such support
should be minimized. The owners of a bank
receiving support should be made financially
responsible to the greatest possible extent.

3. The terms and conditions of support should
promote efficiency and necessary structural
changes in the banking system.

4. The distortive effects of support measures on
competition should be minimized.

5. The public authorities must be assured the
possibility to supervise the reorganization of
a bank receiving support.

6. The terms and conditions of employment of
the management of a bank receiving support
must be reasonable.

These general principles are intended to serve
mainly as guidelines for the Section of the Fund's
Board and are thus not necessarily complete in
their coverage. The principles are also meant to
help ensure the consistency and fairness of support

programmes.
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Act on-the Government Guarantee Fund- - -
to be amended

The need to increase the Government Guarantee
Fund's borrowing powers and the emergence of cer-
tain problems in everyday decision making resulted
in a bill amending the Act on the Government Guar-
antee Fund being presented to Parliament at the be-

ginning of January 1993.
The bill provided for the transfer of responsi-

bility for the Government Guarantee Fund from
Parliament to the Government. The Banking Super-
vision Office and the Bank of Finland were no
longer to be required by law to have representatives
on the Fund's Board of Management; their partici-
pation in decisions regarding the granting of sup-
port had proven to be troublesome for reasons of
- incapacity.

The Government bill would also have in-
creased the Fund's authority to grant support from
FIM 20 billion to FIM 50 billion and allowed the
Fund to purchase assets from a bank receiving sup-
port via a separate asset management company
(bad bank).

Parliament refused to treat the bill as urgent,
a procedure which is comparable to that for amend-
ing constitutional law and subject to qualified-ma-
jority rules. Consequently, the Government present-
ed another bill arranging for the support to be fi-
nanced by means of a supplementary budget. In the
same context, a separate bill was prepared regard-
ing the administrative reorganization of the Gov-
ernment Guarantee Fund.

Support measures taken by
the Government Guarantee Fund

Government Guarantee Fund acquires
Skopbank from the Bank of Finland

The measures taken by the Bank of Finland to re-
structure Skopbank since the takeover of 19 Sep-
tember 1991 have been of the kind that the Govern-
ment Guarantee Fund would have been obliged to
undertake had it existed at the time. In June 1992,
the Parliamentary Supervisory Board approved a
deal whereby Scopulus Oy, owned by the Bank of
Finland, sold its holdings of Skopbank shares with
a par value of FIM 2 billion and capital certificates
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-with a-par value of FIM-1.5-billion-to-the Govern-

ment Guarantee Fund for a total price of FIM 1.5
billion. At the end of the year, the Fund provided
Skopbank with capital support totalling FIM 1.5
billion. The transfer of the ownership of Skop-
bank from the Bank of Finland to the Fund re-
flected the new division of responsibility follow-
ing the establishment of the Fund.

The Bank of Finland has incurred losses to-
talling FIM 4.3 billion in connection with the res-
cue of Skopbank. Of this total, FIM 2.6 billion
was written off in 1991 and FIM 1.7 billion was
capitalized in the 1992 balance sheet to be writ-
ten off later. In addition, some FIM 1 billion in
imputed interest income had not been received
by the end of 1992. There is still some FIM 9.5
billion in financing and over FIM 0.6 billion in
guarantees tied up in the Bank's own asset man-
agement companies.

Support provided to the Savings Bank of Finland

In June, the position of a number of savings
banks had become so precarious that their contin-
ued operation would have been impossible with-
out support from the public sector. Accordingly,
the Government Guarantee Fund decided to grant
a total of FIM 7.2 billion in capital support to the
Savings Bank of Finland (SBF), which was to be
formed through the merger of 41 savings banks.
SBF commenced operations in September. Be-
fore receiving the support, the bank had to submit
a restructuring programme to the Fund.

A condition laid down for the support was
that the SBF be reorganized as a limited compa-
ny and that its preferred capital certificates be
convertible into shares. After the bank had re-
established as a limited company in December,
the Government Guarantee Fund purchased SBF
shares, preferred capital certificates and subordi-
nated debentures. The Fund also acquired the
right to appoint its own representatives to the
SBF's administrative bodies. One representative
was appointed to the board of directors and five
to the supervisory board.

At the end of the year, the Government
Guarantee Fund provided the SBF with an addi-
tional capital injection of FIM 4.7 billion to ena-
ble the bank to meet international capital adequa-
cy requirements. Together with capital support
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SBF with assistance totalling FIM 11.9 billion. Of
this sum, shares account for FIM 2.9 billion, pre-
ferred capital certificates for FIM 7.1 billion, sub-
ordinated debentures for FIM 1.4 billion and the
support loan extended through the savings banks'
own guarantee fund for FIM 500 million. After
the share subscription, the Government Guarantee
Fund held some 99 per cent of the SBF's shares and
voting rights.

STS-Bank merged with Kansallis-Osake-Pankki

The Government Guarantee Fund also played an
active part in negotiations between Kansallis-
Osake-Pankki (KOP) and STS-Bank which led to
the sale by the STS Foundation of its holdings of
STS-Bank's shares to KOP at the end of November.
In the same context, the Fund and KOP signed a
letter of intent according to which they would joint-
ly set up an asset management company to manage
STS-Bank's problem loans, amounting to some
FIM 2200 million. It was intended that the Fund
would subscribe 90 per cent of the company's share
capital and KOP 10 per cent. But as Parliament did
not approve the amendment to the Act on the Gov-
ernment Guarantee Fund that would have enabled
the Fund to own shares in an asset management
company, this part of the merger agreement will
probably be renegotiated in the near future. The
joint guarantee fund of the commercial banks and
Postipankki Oy announced in November that it
would participate in the management of STS-
Bank's problems by making available its accumu-
lated resources, totalling some FIM 300 million.

Share of deposit rates tied to market rates
increased and pressure mounted on banks
to rationalize their operations

The slackening of economic activity and high inter-
est rates depressed the public's demand for credit
while the banks' problems restricted the supply. As
a result, bank lending to the public declined. The
banks' combined balance sheet total remained prac-
tically unchanged, despite the fact that the weaken-
ing of the markka raised the markka value of their
foreign currency assets and liabilities.

Virtually the only new bank loans that are still
tied to the base rate are interest-subsidy and inter-
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est-ceiling. loans. Consequently, .the. share. of new
lending tied to the base rate fell further in 1992

(Chart 18). An increasingly large proportion of new
lending was tied to banks' own reference rates. On
the other hand, the use of market-based HELIBOR
rates and long-term rates as reference rates dimin-
ished. The share of fixed-rate loans, mainly bills of
exchange, has remained fairly steady since 1990.
Though the share of outstanding loans tied to the
base rate has been declining continually, it was still
44 per cent at the end of the year.

The share of outstanding deposits accounted
for by market-based deposits subject to the with-
holding tax grew from the previous year (Chart 19).
The marked fall in deposits tied to the base rate in
May is due to the fact that, since 1 May, rates on
tax-exempt transactions accounts have no longer
been tied to the base rate. Rather, the maximum
permissible rate is prescribed in the legislation on
income and wealth taxes. With the entry into force
in October of the amendment to the law on the tax
relief of deposits and bonds, there was some move-
ment of funds from market-rate accounts into ac-
counts tied to the base rate.

The average spread between banks' uses and
sources of markka funds, ie the interest rate margin,
widened slightly in 1992 (Chart20). The interest
rate margin does not, however, indicate the effect of
interest rates on banks' net interest income because
the interest lost due to non-performing claims is not
reflected in it.

Improvements in banks' efficiency and reduc-
tions in their operating costs have grown in impor-
tance as bank profitability has weakened. In an ef-
fort to improve their efficiency, banks have cut
back excess capacity built up during the period of
regulation. In 1992, the number of bank branches
was cut by nearly 300 and the number of bank em-
ployees by some 3 000. Although the number of lo-
cal (cooperative and saving) banks was substantial-
ly reduced through mergers, the number of branch-
es declined by less than 10 per cent.

Operating conditions in
securities markets enhanced
The rules and regulations of the Helsinki Money

Market Center, which was established in June 1989
by the Bank of Finland, the state and the five largest
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commercial banks, were approved in October.1991, .

and the Center's clearing and settlement operations
commenced at the end of April 1992. The Center
provides custodial and clearing and settlement ser-
vices relating to book-entry securities. At present,
the system handles CDs and Treasury bills. The
Center plans to extend its operations to include
bonds in 1993.

The transfer of listed companies to the book-
entry system began in May 1992. In the course of
the year, the shares of eight listed companies were
transferred to the registration system of the Central
Share Register of Finland Co-operative. These
companies accounted for 35 per cent of share turn-
over on the Helsinki Stock Exchange in 1992. In
addition, one OTC company and one from the bro-
kers' list joined the system.

In connection with the bank support pro-
gramme, a bill was passed in spring 1992 abolish-
ing the 1 per cent stamp duty levied on share trans-
actions on the stock exchange with effect from May
1992. The stamp duty was also lifted in respect of
transactions in derivatives (options and futures). Fi-
nally, in November, the stamp duty was abolished
in respect of the sale of securities on the OTC list.

In the summer, a primary dealer system for
benchmark government bonds was established in
Finland. At the end of June, five Finnish commer-
cial banks (Kansallis-Osake-Pankki, OKOBANK,
Postipankki, Skopbank and Union Bank of Finland)
concluded an agreement with the State Treasury
covering arrangements for the issue of government
bonds and the maintenance of a secondary market.
The banks, in their role as market makers, under-
took to participate in tenders of benchmark govern-
ment bonds, ie serial and Housing Fund bonds, and
to quote binding two-way prices to each other and
binding bids to customers. In August, an agreement
was signed by the Bank of Finland and the primary
dealers on the code of conduct to be observed in the
secondary market for government bonds. In setting
up the market making arrangement, the State Treas-
ury, the primary dealers and the Bank of Finland
sought to increase liquidity in the Finnish bond
market.

New system for regulating bank liquidity
introduced in July

With effect from 3 July, the Bank of Finland's call
money facility was replaced by a new liquidity sys-
tem (Chart 21). The liquidity system comprises call
money deposits and liquidity credits. Under the
new system, the interest rates on both deposits and

-credits are now closer to market rates and move in

line with changes in the latter. Moreover, the matur-
ity of liquidity credits can range from one day to
four weeks, as determined by the Bank of Finland.

The rates on both call money deposits and li-
quidity credits are tied to the tender rate, which is
determined in the Bank of Finland's money market
tenders. The tender rate is based either on the
banks' bidding in terms of both rates and quantities
of liquidity or it is set by the Bank of Finland
(fixed-rate tender), in which case the banks bid for
quantities only. The current tender rate, the margins
for deposit and credit rates and the maturity for li-
quidity credit are displayed continuously on elec-
tronic information systems.

Initially, the call money deposit rate was set at
one percentage point below and the liquidity credit
rate at one percentage point above the tender rate.
As a result, the call money deposit rate rose from 4
per cent to 13.5 per cent, which increased the
banks' incentive to hold deposits at the Bank of Fin-
land. This effect was reinforced by the banks' ex-
pectations that interest rates would rise in the au-
tumn. The volume of call money deposits grew to
over FIM 10 billion after mid-August and remained
at a high level until the beginning of September.

In order to reduce the volume of call money
deposits, the Bank of Finland widened the spread
between the call money deposit and tender rates;
initially, at the end of August, to two percentage
points, and later, on 3 September, to five percentage
points. After the markka was floated, banks' call
money deposits fell to within the range of FIM 1-3
billion; as a result, the spread between the call
money deposit rate and the tender rate was reduced
to three percentage points in late October.

Initially, the maturity of liquidity credits was
seven days, but the Bank lengthened it to 14 days
on 10 August and then shortened it again to seven
days in mid-October. Liquidity credit was used in
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the latter part of the year-and also in the unstable
conditions that prevailed in early September. Hence,
the system has functioned, as intended, solely as a
last-resort source of financing for the banks.

Legislation governing financial institutions
revised again

The Financial Activities Act, which regulates finan-
cial activities pursued on a professional basis, came
into force at the beginning of 1992. Professional
activities in this context refers to the provision on
own account of financing that has been acquired
from the public and is repayable (incl. credit card
financing, factoring and hire purchase financing).
The Act does not, however, apply to financial activ-
ities pursued by deposit banks, which are covered
by the Deposit Bank Act. The pursuit of financial
activities for professional purposes requires a li-
cence. Under the Financial Activities Act, the cap-
ital adequacy of a credit institution engaged in fi-
nancial activities is determined on the same basis as
that of deposit banks. The Act will probably be in
force only temporarily. When the European Eco-
nomic Area (EEA) agreement comes into force, the
activities of all credit institutions, including deposit
banks, will be regulated by a new law governing
the activities of credit institutions.

A commission of review on financial legisla-
tion is preparing the law on credit institutions and
the reform of certain related laws, as well as the
law governing the activities of foreign credit and fi-
nancial institutions in Finland. In its report pub-
lished in January, the commission recommended
that all credit and financial institutions be brought
under a single law that would provide for uniform
treatment of all financial activities pursued on a
professional basis. This law, which is to replace the
Deposit Bank Act, which came into force on 1 Jan-
uary 1991, and the Financial Activities Act, which
entered force one year later, will bring Finnish fi-
nancial legislation into line with EC directives as
required by the EEA agreement. The law, which is
scheduled to enter into force simultaneously with
the EEA agreement, incorporates the principles of
the single licence and home country supervision.
The main changes concern the setting of more pre-
cise licensing requirements, easing of ownership
restrictions, accounting, unification of supervision
and limitation of customer risk.
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costs for banks. Claims on Finnish insurance insti-
tutions are to be transferred from the second risk
category to the fourth category. For savings banks
and cooperative banks, in particular, this will mean
a need for additional capital as they have insured a
part of their outstanding loans through mutually-
owned insurance companies. The need for addition-
al capital also arises from a change in the classifi-
cation of the adjustment reserve by which it will be
transferred from core (Tier 1) capital to supplemen-
tary (Tier2) capital as well as by a reduction in the
amount of reserves that can be counted towards
capital. Banks that fail to meet EEA capital adequa-
cy requirements when the agreement comes into
force will be given until 1 January 1995 to comply
with the new regulations.

According to the Government's bill on credit
institutions the combined total of a credit insti-
tution's large exposures to individual customers
would be limited to eight times the institution's own
funds. The exposure to an individual customer is
considered large if it amounts to at least 10 per cent
of the institution's own funds. The financial effects
on banks of limiting their large exposures is diffi-
cult to estimate. Adjustment problems will, how-
ever, be alleviated by a fairly long transition period
extending until the end of 2001. For small banks,
the transition period runs until the end of 2006.
Small banks, as understood here, are banks whose
total capital is at most FIM 43 million. '

The bill provides for an easing of restrictions
on credit institutions' ownership rights. Under the
current Deposit Bank Act, a bank's right to own
shares or other equity in a non-banking firm is lim-
ited to 10 per cent of the firm's total equity or asso-
ciated voting rights. The bill on credit institutions,
by contrast, allows a credit institution to hold more
than 10 per cent of the equity of a firm that is not
a credit institution as long as the holding does not
exceed 15 per cent of the institution's own funds. In
addition, the institution's total holdings in such
firms cannot exceed 60 per'cent of its own funds.

There are no restrictions in the bill on foreign-
ers' rights to own shares in Finnish credit institu-
tions. However, the Banking Supervision Office has
to be informed in advance in the event that a single
owner is about to acquire shareholding or voting
rights of at least 10 per cent in a credit institution.
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spect between domestic and foreign purchases. The
Banking Supervision Office will, however, be en-
titled to intervene in an acquisition after the event
if it is likely that the change in ownership would
hinder the institution's ability to operate according
to sound and prudential business principles.

A law on the activities of foreign credit and fi-
nancial institutions in Finland is to take effect at the
same time as the law on credit institutions. The law
contains the principles set out in the EEA agree-

"ment according to which only those credit institu-

tions domiciled outside the EEA would need a
Finnish licence to establish branches in Finland.
Credit institutions from EEA countries will be able
to establish branches in Finland without a separate
licence. Moreover, only credit institutions from

services in Finland.

An amendment to the Bookkeeping Act en-
tered force at the beginning of 1993. The old pro-
visions of the Act may, however, still be applied in
respect of accounting periods ending at the latest
on 30 April 1993. The rules regarding financial
statements were brought into line with EC legisla-
tion. The law also applies to banks and other credit
institutions, but special rules governing these insti-
tutions are included in the law on credit institu-
tions.

In November, a law enabling the conversion of
savings banks into limited banks came into force.
According to the law, a savings bank can be con-
verted into either a limited liability savings bank or
a commercial bank. The aim of the law is to pro-
vide savings and commercial banks with equal op-
portunities to raise capital. The share capital of a
savings bank re-established in this way is formed
from the savings bank's original capital and reserve
fund. The bank's shares are assigned to one or more
foundations, whose primary purpose is to promote
saving. The principles and special features of sav-
ings banks' operations were changed only to the ex-
tent necessary.

Securities market legislation developed
Foreigners obtained the right to acquire units in
Finnish unit trusts when the amendment to the Unit

Trust Act came into force at the beginning of 1992.
This gave foreigners the possibility of investing in-
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directly in restricted .shares. The.new . Unit. Trust
Act, which complies with the EC directives on un-
dertakings for collective investment in transferable
securities, is due to come into force at the same
time as the EEA agreement.

Changes in securities market legislation ne-
cessitated by the EEA agreement were specified in
a report issued by the committee on securities trade
in December 1991.

The working group on marketplaces complet-
ed its work in April 1992. Its report examined the
notion of public trading from the standpoint of
market development and legislative change. The
group recommended that the major part of the rules
regarding disclosure requirements for issues and in-
sider information be extended to cover the money
market. The Securities Market Act contains provi-
sions that limit the public trading of listed securi-
ties to a single domestic marketplace. The group
recommended the abolition of these provisions as
well as the provisions that prevent a stock exchange
from organizing public trading in securities other
than those listed on the stock exchange. It was fur-
ther recommended that the right to act as an inter-
mediary in the marketing of offers concerning se-
curities be restricted to securities brokers. It is the
aim that these recommendations be effected togeth-
er with those of the committee on securities trade.

It is intended that all legislative recommenda-
tions regarding securities markets come into force
concurrently with the EEA agreement.

Capital taxation overhauled

According to the revised income tax law which
came into force at the beginning of 1993, capital in-
come is distinguished from earned income for pur-
poses of taxation. For the most part, capital income
is taxed at a flat rate of 25 per cent. The same rate
is also applied in corporate taxation.

The withholding tax on interest income is to
be raised in steps to 25 per cent. The timetable for
implementing the increases was brought forward:
the withholding tax on deposits was raised from 15
per cent in 1992 to 20 per cent already from the be-
ginning of 1993, and will be raised further to 25 per
cent from the beginning of 1995. Transactions ac-
counts, on which the maximum interest rate pay-
able is 4.5 per cent, remain tax-exempt. The with-
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‘holding tax law became permanent from the begin-

ning of 1993.
Reorganization of financial supervision prepared

In December 1991, the Ministry of Finance ap-
pointed a working group to prepare a proposal con-
cerning the regulations needed for the establish-
ment of a supervisory authority for the financial
markets — financial supervision — as recommended
by the committee on financial conglomerates. In
April 1992, the Ministry assigned the group the ad-
ditional task of preparing the legislative proposals
needed for linking the functions of the Banking Su-
pervision Office to the Bank of Finland. The ad-
ministration of financial market supervision was to
be organized so as to be completely independent of
the Bank's other functions. The working group gave
an interim oral report to the ministerial committee
on economic policy in June. After that, the group
focused on drafting proposals, in the form of a
Government bill, for regulations concerning the
linking of the functions of the Banking Supervision
Office to the Bank of Finland, in accordance with
the position on this issue taken by the ministerial
committee on economic policy. _

In its report completed in September, the
working group recommended that the overall su-
pervision of the financial markets be centralized at
the Bank of Finland. A special unit, called financial
supervision, would be established under the auspices
of the Bank and the Banking Supervision Office
would be disbanded. In December, the Government
presented a bill to Parliament based on the working
group's proposal.

The purpose of linking the Banking Supervi-
sion Office to the Bank of Finland is to ensure that
the resources available for the supervision of finan-
cial markets be allocated to those areas that are
judged important and essential. Another aim is to
clarify the division of responsibility between the
Bank of Finland and the Banking Supervision Office
and to improve the efficiency of decision making.

In order to execute its functions, financial su-
pervision would have its own decision making or-
ganization. Supervisory principles would be deter-
mined by a three-member board of directors. The
board would consist of the head of financial super-
vision and two members selected by Parliament on
the recommendation of the Bank of Finland and the
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ity in respect of supervision would rest with the

head of financial supervision. Financial supervision
would be independent of the Bank of Finland's oth-
er functions with respect to decision making in its
own area of authority. As appeals against the deci-
sions of the present Banking Supervision Office
can be made to the Supreme Administrative Court,
the same right would apply in respect of decisions
made by the new financial supervision entity. Ac-
cording to the working group's proposal, the new
organizational structure for financial supervision
would come into force on 1 April 1993,

Need for legislative changes
in the Bank of Finland's status considered

A working group appointed by the Ministry of Fi-
nance investigated the changes that would be need-
ed in regard to the status of the Bank of Finland as
a result of Finland's possible membership of the EC
and participation in Economic and Monetary Union
(EMU). The plans call for a transition to EMU in
three stages in the course of the 1990s. The group
focused especially on the need for changes in the
legislation governing the Bank that is likely to arise
in connection with the European System of Central
Banks, which is to be established in the third stage.

The System will comprise the European Cen-
tral Bank and the national central banks. The Maas-
tricht Treaty places special emphasis on the inde-
pendence of the national central banks vis-a-vis
the political decision making process. The working
group noted that the Bank of Finland's current legal
status provides a good basis for adjusting to the re-
quirements set out in the Maastrict Treaty. In the
future, however, Parliament's indirect influence on
the Bank's decision making through the Parliamen-
tary Supervisory Board will have to be reduced.
Preparing for the creation of the European System
of Central Banks thus requires a clear delineation
of authority such that the Bank's decision making
would be centred in the Board of Management
while the Parliamentary Supervisory Board would
function as a supervisory body.

The working group recommended that further
preparatory work be done on the legislation govern-
ing the Bank of Finland. The task of the committee
set up for this purpose would be to prepare legisla-
tive changes necessitated by participation in the
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would also prepare legislation to replace the current
regulations pertaining to the Bank of Finland and
would consider ways in which the current complex
body of laws and regulations could be simplified.

Payment system developed

The functioning and efficiency of payment systems
in different countries and their arrangements for risk
management have attracted increasing attention in
recent years, especially in the EC. The development
of payment and clearing systems is considered to be
one of the prime tasks of central banks. According
to the Bank of Finland's regulations, the Bank's tasks
include the promotion of the reliability and efficien-
cy of payment systems. Special attention was paid
in the year under review to the security and sys-
temic-risk aspects of large-value payment systems.
Large-value payments occur mainly in interbank
and securities transactions.

During the year under review, four new users
joined the Bank of Finland's cheque-account sys-
tem for processing interbank payments on a real
time basis. It is noteworthy that two clearing cen-
tres for securities transactions were granted the
right to hold cheque accounts at the central bank.
The Helsinki Money Market Center joined the sys-
tem in May and the Helsinki Stock Exchange in
August.

As part of the development of payment sys-
tems, work was started on clarifying the central
bank's criteria for admittance to the Bank of Fin-
land's cheque-account system, on limiting access to
intraday credit and on collateral requirements for
borrowers. The Bank of Finland's own banking and
payment services systems were also modified in 1992.

The handling of currency was enhanced by
developing the arrangements for the distribution of
notes and coin. The sharing of costs between the
Bank of Finland and the banks was modified by
raising the banks' base amounts (the share of their
till-money holdings which they finance themselves)
with effect from 30 November (for details of main-
tenance of the currency supply, see p. 42). In order
to improve the efficiency of transactions involving
small payments, a new company — Toimiraha Oy —
was established to provide payment services based
on prepayment (stored-value) cards (for details, see
p. 43).
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International organizations

International Monetary Fund (IMF)

The Ninth General Review of Quotas came into
force in November 1992. Quotas were increased by
50 per cent on average. On 23 November, the Bank
of Finland paid the increase in Finland's quota of
SDR 286.9 million on behalf of the Finnish govern-
ment. Hence, Finland's quota increased to SDR
861.8 million (about FIM 6.2 billion).

Among the main issues addressed at the meet-
ing of the Interim Committee of the International
Monetary Fund in April were the economic situa-
tion in Russia and other countries of the Common-
wealth of Independent States and the preparation of
their applications for membership. By September,
when the joint annual meetings of the Fund and the
World Bank were held, most of these countries had
already become members. At the annual meetings,
the effectiveness of earlier economic programmes
pursued in other former socialist countries was as-
sessed. Other important topics discussed included
the inefficient coordination of economic policies in
the major industrial countries and the resultant
pressures in the international currency markets.

The International Monetary Fund supervises
technical assistance provided by the international
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community mainly in the areas of central bank pol-
icies and operations. The Bank of Finland, together
with the other Nordic central banks, funnelled a
substantial part of its technical assistance to the
Baltic states through the Fund. The Bank of Fin-
land's experts were also sent to many other coun-
tries in need of assistance.

At the end of August, the Managing Director
of the International Monetary Fund, Mr Michel
Camdessus, visited Helsinki in connection with his
visit to the Baltic states. In March and November, a
team of IMF officials visited Finland to review the
state of the Finnish economy. During these visits,
the effects of fiscal policy measures and the float-
ing of the markka were discussed.

Ms Sirkka Himiéldinen, who is Chairman of
the Board of Management of the Bank of Finland,
was elected as Finland's representative on the
Fund's Board of Governors after the resignation of
the former Chairman, Mr Rolf Kullberg. Mr Matti
Vanhala, Member of the Board of Management,
continued to serve as deputy member.

The Nordic countries have a joint representa-
tive on the Fund's Executive Board. Since 1 No-
vember 1991, the two-year position of Executive
Director has been held by Mr Ingimundur Fridriks-
son of the central bank of Iceland. The Bank of
Finland prepared the Nordic countries' joint state-
ments of opinion until the end of June. After this,
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assumed by the Norwegian central bank. Since the
beginning of November, Latvia, Lithuania and Es-
tonia have participated in the Nordic countries' con-
stituency and thus also in the joint preparation of
issues.

Bank for International Settlements (BIS)

The Bank for International Settlements continued to
focus its attention on financial arrangements relat-
ed to European integration. The monthly meetings
served as a forum for the exchange of information
on market developments and discussions on issues
related to the stability of the money and foreign ex-
change markets. The BIS maintains a data bank on
technical assistance provided to former socialist
countries in the field of central bank policy. Indus-
trial countries submit detailed reports to the BIS on
assistance that they have provided in this field.

Integration

The European Economic Area (EEA) agreed on by
the European Free Trade Association (EFTA) and
the European Community (EC) did not come into
force at the beginning of 1993 as planned because
Switzerland rejected the agreement in a referendum.
The Finnish Parliament approved the EEA agree-
ment in October and the President of Finland ratified
it in December. Negotiations on the revision of the
agreement were started at the beginning of 1993.

On 18 March, Finland submitted her applica-
tion for membership of the European Coal and
Steel Community (ECSC), European Economic
Community (EEC) and European Atomic Energy
Community (EURATOM) to the Council of the
European Communities. On 4 November, the EC
Commission issued a statement supporting negotia-
tions on Finland's membership.

Membership of the EC would also require that
the Bank of Finland join the European central bank
that is to be established at a later point of time. The
establishment of a joint central bank will greatly af-
fect the position of national central banks. This and
related issues were discussed at the annual meeting
of Nordic central bank governors.
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‘Bank of ‘Finland- participated—
along with other officials in the preparatory work
concerning the EEA carried out within EFTA and
jointly between EFTA and the EC and dealing with
the liberalization of capital movements, financial
services and ownership rights. Bank of Finland rep-
resentatives also participated in the work of EFTA's
Economic Committee and in discussions held be-
tween the Economic Committee and the EC Com-
mission.

The Bank of Finland was represented on the
consultative committee overseeing the progress of
integration in Western Europe and related negotia-
tions by Mr Kalevi Sorsa, Member of the Board of
Management; Mr Matti Vanhala, Member of the
Board of Management, served as deputy member.

The Bank of Finland was represented on the
commiittee set up by the Ministry of Foreign Affairs
to monitor the effects of integration on Finland by
Mr Esko Ollila, Member of the Board of Manage-
ment; Mr Matti Vanhala, Member of the Board of
Management, was the Bank's deputy member. Sev-
eral subcommittees worked under the monitoring
committee. The Bank of Finland was represented
on the subcommittees dealing with capital move-
ments, financial services, foreign ownership, taxa-
tion, cooperation in the compilation of statistics,
cooperation in economic and monetary policy and
administrative issues.

The possibility of closer cooperation in eco-
nomic and monetary policy between Finland and
the EC was investigated in the course of the year.
In keeping with an agreement reached between the
Bank of Finland and the Committee of Governors
of EC Central Banks, data on Finland were included
in the monthly report of the Committee's secretariat
starting in the autumn. Bank of Finland representa-
tives had discussions with secretariat representa-
tives in connection with the monthly meetings of
the Bank for International Settlements.

Other international cooperation

The Nordic Financial Commission (NFU) prepared,
inter alia, issues dealt with at the IMF. It sought to
agree on common positions that could serve as a
clear basis for the stand taken by Nordic countries
on matters handled by the Fund's Executive Board.
The principles and practical aspects of Nordic coor-
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dination for the IME were explained to representa-
tives of the Baltic countries on various occasions.
Mr Matti Vanhala, Member of the Board of Manage-
ment, served as chairman of the Commission until
the end of the year. The International Office of the
Central Bank Policy Department was responsible for
the secretariat tasks. At the NFU meeting held in
September, Mr Kjell Storvik, the Deputy-Governor
of the central bank of Norway, was elected chairman
of the Commission.

Within the Organization for Economic Coop-
eration and Development (OECD), the Bank of
Finland participated in the meeting of the Council
at ministerial level and in the work of, inter alia,
the Economic Policy Committee, the Committee
on Financial Markets, the Committee on Capital
Movements and’ Invisible Transactions and their
working parties.

The OECD reviewed the Finnish economy in
the summer. On the basis of this review, a country
report prepared by the secretariat was published.

The OECD's Economic Policy Committee fo-
cused its attention on issues concerning macroeco-~
nomic development and the coordination of eco-
nomic policies.

The Bank of Finland also. participated in
OECD meetmgs of experts dealing with the eco-
nomic situation in Eastern Europe.

The conclusion of the Uruguay Round of the
General Agreement on Tariffs and Trade (GATT)
was deferred several times during the year. In these
negotiations aiming at the liberalization of interna-
tional trade and some areas of services, an agree-
ment as recommended by the negotiators was final-
ly reached in November. However, it will take time
before the agreement reached in the negotiations is
finally approved.

Bank of Finland representatives participated
in groups of experts involved in the preparatory
work for the GATT negotiations in Finland. Mr Es-
ko Ollila, Member of the Board of Management,
represented the Bank on the GATT trade negotia-
tions committee; Mr Matti Vanhala, Member of the
Board of Management, served as deputy member.

The Bank of Finland organized a number of
training and other visits for experts from central
banks in the transition economies (former socialist
countries).
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Payments agreement-terminated

The payments agreement between Finland and Bul-
garia was terminated on 16 October 1992. Immedi-
ately after this, the effecting of clearing payments
was discontinued, the clearing accounts were closed
and there was a changeover to the use of convertible
currencies in trade between the two countries.

Finland's claims on Russia

At the end of the year under review, Finnish banks'
credit claims on Russia amounted to about FIM 5
billion. Overdue principal payments on credits to-
talled about FIM 1 billion. In addition, the Finnish
state had a special account claim of FIM 0.4 billion
and Finnish companies had claims of about FIM 2.1
billion consisting of arrears on cash and advance
payments. Altogether, claims based on agreements
with the former Soviet Union totalled about FIM 7.5
billion.

Negotiations on the repayment of official
credits, ie those advanced by Finnish commercial
banks or other financial institutions to the former
Soviet Union and guaranteed by the state as well as
those advanced by the state itself, take place in the
Paris Club. All creditors can participate in these ne-
gotiations. Finland is represented in the meetings of
the Paris Club by the Finnish Guarantee Board.

The repayment of credits that are not guaran-
teed by the state are negotiated in the London Club.
Thirteen creditor banks have been invited to be par-
ticipants of the consultative committee of the Lon-
don Club, which represents about 600 commercial
banks. The committee is headed by Deutsche Bank.
The Nordic banks are not among the participants of
the consultative committee. In relative terms, Finn-
ish banks are the most exposed after Germany and
Austria. The Finnish banks' claims on Russia are
coordinated by Kansallis-Osake-Pankki.

In December 1992, both the Paris and London
Clubs agreed on the rescheduling of credits extend-
ed to the Soviet Union before 1991. Principal pay-
ments that were overdue or scheduled to fall due
between 5 December 1991 and 31 March 1993
were deferred for payment until 31 March 1993.
Negotiations on the rescheduling of remaining
claims are being continued.
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exchange reserves

In 1992, uncertainty in both the domestic and for-
eign markets influenced the strategy employed in
the investment of the foreign exchange reserves.
Thus emphasis was placed on the need to secure the
availability of reserves for intervention purposes.

As before, the Bank . of Finland's convertible
reserves were invested mainly in government secu-
rities, foreign currency deposits, gold and special
drawing rights in accordance with safety and li-
quidity requirements. The gold reserves remained
unchanged.

The most important investment currencies
were the US dollar, the deutschmark, the French
franc, the pound sterling, the Dutch guilder and the
Japanese yen. _

Investment was focused on Europe. Invest-
ments in ECU were gradually run down because
the liquidity of the ECU markets was expected to
weaken as a result of the changed outlook for Eu-
ropean integration. The decision to abandon the
markka's fixed rate against the ECU did not, as
such, lead to changes in the management of the for-
eign exchange reserves.

The main items of the convertible reserves at
the end of 1991 and 1992 and changes in the course
of the year are shown below:

Reserves Reserves Change
31 Dec 1992 31 Dec 1991

FIM million
Gold 2180 2180 -
Special drawing rights 564 932 -368
IMF reserve tranche 1732 1136 +597
Convertible currencies, net 24 940 29 336 -4 396
Total 29 416 33 583 -4 167

of the currency supply

The amount of currency in circulation remained vir-
tually unchanged in 1992. At the end of 1992, notes
in circulation amounted to FIM 13 209 million and
coin in circulation to FIM 1 299 million. During the
year, the amount of notes decreased by FIM 97 mil-
lion while the amount of coin increased by FIM 77
million. Commemorative coins accounted for FIM
257 million of the total coin in circulation. In rela-
tion to GDP, currency held by the public increased
while cash held in banks' tills decreased (Chart 22).

In November 1991, new notes were issued
(1986 Litt. A series). About 80 per cent of the 1000
markkaa notes in circulation had been replaced by
Litt. A notes by the end of 1992. The correspond-
ing figures for the other notes were as follows: 85
per cent of 500 markkaa notes, 60 per cent of 100
markkaa notes and 75 per cent of 50 markkaa notes.

At the end of 1993, a 10 markkaa coin will be
introduced to replace the 10 markkaa note. At the
same time, a new 20 markkaa note will be intro-
duced to avoid there being a large gap between the
highest-denomination coin and the lowest-denomi-
nation note. The front of the new note will bear a
portrait of the author Viiné Linna. Notes in the de-
nomination of 20 markkaa were used in all the bank-
note series between the 1860s and 1950s.

With the increased use of cash dispensers and
automated teller machines (ATMs), the shares of
different notes in circulation have changed. The
100 markkaa note, which is practically the only
note used in cash dispensers and ATMs, accounted
for 45 per cent of the markka value of notes in cir-
culation at the end of 1992, as against 40 per cent
at the end of 1987. Its share of the total number of
notes in circulation also increased from 35 to 41
per cent in the same period. The only other note to
increase its share is the 1000 markkaa note.

To commemorate the 75th anniversary of
Finnish independence, a gold coin in the denomina-
tion of 1000 markkaa and a silver coin in the de-
nomination of 100 markkaa were issued. The 1000
markkaa coin was the first gold commemorative
coin issued in Finland. The 1000 markkaa issue
comprised 35 000 coins and, in contrast to normal
practice, the coin was sold to the public through ad-
vance orders.
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The banks' base amounts, ie the share of their
till-money holdings which is not financed by the
Bank of Finland under the till-money credit agree-
ment, were increased with effect from 30 Novem-
ber by raising the combined total of base amounts
to 20 per cent of the total amount of currency held
by the public. In accordance with previous practice,
the base amounts, FIM 1 791 million in all, were
allocated to the banks in proportion to their out-
standing deposits in transactions accounts.

On the basis of the decision made by the Par-
liamentary Supervisory Board on 25 October 1991,
the Joensuu, Mikkeli, Pori and Rovaniemi branches
of the Bank of Finland were closed during the first
half of 1992. In addition, the Kotka branch will be
closed in 1993 and the Jyviskyld, Lahti and Vaasa
branches in 1994.

Toimiraha Oy established

In October, the Bank's Board of Management decid-
ed to set up a company called Toimiraha Oy as a sub-
sidiary of Setec Oy. Toimiraha Oy was established
with the aim of creating "an electronic purse”, an
electronic money system based on prepayment cards
for effecting small payments. Prepayment cards are
especially suitable for replacing the use of coins in,
for example, telephones, parking and public trans-
portation. The function of the company will be to
supply payment services related to prepayment cards
and to implement a safe electronic money system in
Finland. It is hoped that the introduction of a uni-
form system will help to avoid the costs associated
with several incompatible and overlapping systems.
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“Other Activities

Economic analysis
and research

In monitoring economic developments, special at-
tention was paid to the problems caused by the re-
cession, such as high debt levels, falling asset val-
"ues, bankruptcies and their effects on the financial
system. Future developments in the Bank's opera-
tional environment were assessed by means of eco-
nomic forecasts and medium-term calculations. The
macroeconomic model used in these forecasts and
calculations was also developed to apply to condi-
tions of floating exchange rates. For example, the ef-
fects of fiscal measures on interest rates and foreign
exchange rates were assessed.
In 1992, research and analysis focused on the
financial markets, economic policy and payment

systems, particularly issues related to international-

ization and integration of markets. In research on
financial markets,  priority was given to sectoral
analysis, issues related to the functioning, supervi-
sion and risk monitoring of markets and the central
bank's intervention and investment policies. In ad-
dition, studies were carried out on the banking cri-
ses in the Nordic countries and the measures taken
by governments to solve the crises. The research
project on the history of the Finnish financial mar-
kets was continued. Economic policy research fo-
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cused on the assessment of the objectives and ef-
fects of central bank policy and on topics related to
indebtedness in the economy, taxation and struc-
tural adjustment needs over the next few years. In
research on payment systems, attention was main-
ly paid to the development of the systems and the
central bank's role in this work, as well as to the
demand for payment instruments and notes and
coin, in particular.

During the year under review, a considerable
amount of research and analysis was carried out at
the Bank of Finland on the economies in transition
in Central and Eastern Europe. Special emphasis
was placed on monitoring and analyzing economic
developments in Russia and the Baltic states as
well as the process of change in their economic
systems. Studies were carried out on subjects such
as the dissolution of the Soviet Union, Russia's for-
eign trade, indebtedness, stabilization policy, pri-
vatization and financial and banking system. Stud-
ies were also made on Finland's trade with Russia
and on the economic reform in Czechoslovakia.
Both weekly and monthly summaries were drawn
up on the main events in the transition economies
to facilitate the monitoring of the current situation
in these countries.

During the year, a number of visiting re-
searchers worked at the Bank of Finland. They
came from, inter alia, the Baltic states, Central and
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Eastern European. countries -and. countries . of the
Commonwealth of Independent States.

Information, publications and
information services

The Bank of Finland's monthly English language
publication Bank of Finland Bulletin appeared 11
times. The Yearbook and Finnish Bond Issues ap-
peared in the early part of the year. Three publica-
tions were issued in series A, three in series B and
one in series C.' In Janyary, the Bank started to pub-
lish a monthly statistical review entitled Financial
Markets in place of the former Statistics on financial
and foreign exchange markets. The review includes
time series and tables on, for example, daily devel-
opments in the financial markets. Forty-three papers
appeared in the Discussion Papers series, which
comprises research and analytical work done by the
various departments of the Bank. A new publication,
Review of Economies in Transition, prepared by the
Bank's Unit for Eastern European Economies, ap-
peared seven times. It included studies and reports
on developments in the countries of Central and
Eastern Europe.

As a result of negotiations proposed by the
Bank of Finland, the various authorities producing
statistical data which influence the financial mar-
kets adopted uniform principles governing the pub-
lishing and handling of such data in their organiza-
tions. On behalf of all the authorities, Statistics Fin-
land informs the public in advance of the form in
which data on key economic variables are pub-
lished as well as their date of publication. At the
same time, the authorities specified the insider rules
applied in the handling of the data.

The amendment made at the beginning of
March to the act defining the grounds oni which the
state can collect fees also enabled the Bank of Fin-
land to start charging fees for its services. Thus, for
example, statistical services can be sold to large-
scale users and resale organizations against an an-
nual fee. The Bank of Finland entered into the first
such sales agreements with the Research Institute
of the Finnish Economy and Statistics Finland.

! A list of Bank of Finland publications in 1992 is included
in the Appendices.
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Administration and staff

The organization of the Bank's senior management
was streamlined as only five of the six posts on the
Board of Management and one of the posts of direc-
tor were filled at the end of the year under review.
Consequently, the overall organization was stream-
lined by bringing departments mainly under the di-
rect supervision of the members of the Board of
Management.

The financial markets crisis was reflected in
the organization of the head office. A special unit
was separated from the Financial Markets Depart-
ment to assist other authorities in the restructuring
of financial institutions.

The Bank's information service was also reor-
ganized at the beginning of September. The Infor-
mation Unit was separated from the former Infor-
mation Department to function directly under the
supervision of the governor. The other sections of
the former Information Department continued to
function under the new name of Publications Ser-
vices Department.

At the end of 1992, a total of 894 persons
were employed by the Bank of Finland. Staff at the
head office numbered 735 and that at the branches
159. The total number includes 48 persons on leave
of absence for various reasons and 77 persons on
fixed-term contracts. In the course of the year, the
number of persons employed by the Bank de-
creased by 15.

In staff training, special emphasis was placed
on training policies, management training and as-
sessment of training needs among other staff
groups. In addition, training continued to focus on
information technology and developing the profes-
sional skills of the Bank's economists. Expenditure
on training accounted for 2.9 per cent of the Bank's
total wage bill.

Data processing

In 1992, the main project was preparing the instal-
lation of the ATLAS system. The system will be
used for handling the investment of the Bank of Fin-
land's convertible reserves, the execution of pay-
ments in foreign currencies and the effecting, regis-
tering and monitoring of the Bank's domestic money
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1993,

live in respect of foreign exchange deals and depos-

its and foreign payments.

In May, the first phase of the clearing and set-
tlement system for money market trades was inau-
gurated at the Helsinki Money Market Center. The
wage and administration system started to use the
service centre of TT-Personnel Systems Oy. Be-
cause the time series database used mainly by the
Bank's economists was decentralized and trans-
ferred to the personal computer network, it was

extent that no new purchases regarding the cenlral
unit were necessary.

The office information system was upgraded
by the acquisition of new hardware and software.
Most of the 195 personal computers purchased re-
placed outdated equipment.

The focus of training in information technol-
ogy was on the use of the ATLAS system and on
training support persons in the relevant depart-
ments.
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Financial Statements

Balance sheet, FIM

ASSETS

Gold and foreign currency
claims (1)

Gold

Special drawing rights

IMF reserve tranche
Convertible currencies

Tied currencies

Other foreign claims (1)
Markka subscription to Finland's
quota in the IMF

Term credit

Claims on financial institutions (2)
Liquidity credits

Certificates of deposit

Securities with repurchase
commitments

Term credits

Till-money credits

Bonds

Other

Claims on the public sector (3)
Bonds

Loans to the Government
Guarantee Fund

Total coinage

Claims on corporations (4)
Financing of domestic
