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Implementation of monetary policy and Central Bank
instruments

The Central Bank’s monetary instruments were reviewed in the first half of 1998. Since then they have
remained unchanged. In effect, the 1998 review was the final stage in a process which began in 1984
when financial market restrictions gradually began to be lifted. The Bank’s instruments have been tai-
lored to match the building-up and evolution of financial markets over this period, and changed mone-
tary goals have also had a decisive impact on their development. In addition, the 1998 review took into
account the proposed instruments of the European Central Bank by virtue of Iceland’s membership of
the European Economic Area, and also the fact that these would become a kind of reference for other
central banks, reflecting the state of the art in central banking.

Historical overview period and in fact right through until 1993-1995 was
Ever since the Central Bank of Iceland was estalestrictions on foreign exchange transactions. When
lished in 1961 its main instruments have been intethe “Government of Restoration” took office in 1961
est rates, for the initial period both the Bank’s owiit deregulated foreign exchange transactions for
rates and those of other credit institutions. Untigoods and services, but other transactions, i.e. capital
1986, the Central Bank was authorised by law tmovements, remained subject to restrictions and
decide minimum interest rates for deposits and magovernment permits. Restrictions on capital move-
imum rates for lending, as well as rates of interest iments supported the government’s exchange rate pol-
its own transactions. This authorisation wagcy, even though the external trade and services
employed without exception until 1984, when interimbalance would eventually have an impact on the
bank rates were deregulated. Following the review @xchange rate of the krona.
the Central Bank Act in 1986, the abolition of the Unlike many central banks, especially in the
Usury Act in 1987 and the passing of the Interesteveloping countries, the Central Bank of Iceland
Rates Act of 1987, the Central Bank’s authorisatiohas never tried to target money supply. On several
to determine the minimum and maximum interesbccasions the Central Bank attempted to impose
rates of credit institutions was rescinded. This reformestrictions on lending by deposit money banks
led to a major shift in monetary policy implementa{DMBs). The outcome was no better than in other
tion, whereby the Central Bank had to rely on theountries. In general, the experience has been that
impact of its own interest rates on those of crediestrictions on lending primarily produce short-term
institutions in order to exert the required influence onesults and in an open financial environment they are
the level of domestic interest rates. futile, serving only to weaken the domestic financial
Another main monetary instrument during thissystem with respect to foreign competition.
- Monetary policy goals over the period 1961-1986
1. The author is the former Director of the Monetary Division at theWere not always clear. Political restrictions on inter-
Central Bank of Iceland. est rate flexibility, a soft exchange rate policy and
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Box 1 The development of organised financial markets

Securities marketceland Stock Exchange established inbecame market makers. An information system was
1985. In 1986 the Central Bank became the first markeintroduced for quoting and transmitting two-way quotes
maker on the ISE. T-bills were listed on the ISE in 1987for the USD, on which the Central Bank bases the offi-
with the Central Bank as their market maker. Housingcial reference rate that it records between 10.45 and 11
bonds were listed in 1989, with Landsbréf Securities agvery weekday morning. The number of participants in
market maker under an agreement with the then Statie forex market has dropped this year to five including
Housing Fund. The first equities were listed in 1990. Thethe Central Bank.

Central Bank ceased market making for treasury bonds 'Rréna market: An_interbank market for short-term

1996, when several market participants took over its role.

eposits and lending between credit institutions. The
W ERTLEF AL IS (Rt RIS AT an(rglarket was set up in June 1998. It operates on the basis

Housing Financing Fund invited tenders for market mak- f rules set by the Central Bank in cooperation with mar-

MU SR et Tl e Ce it UL et players. However, the Central Bank’s role is solely to

bonds. The Treasury Debt Management Agency also . . .
o . .. organise the market along similar lines to the stock
invited tenders to act as main market maker for T-bills in , L .
exchange’s organisation of the securities market. There

October 2000, when the Central Bank plans to give up . .
this function. a_re currently 7 marl_<et participants, i.e. the.fou'r commer-
cial banks, two savings banks and Kaupthing investment
Foreign exchange markeA foreign exchange market bank. Trading takes place with maturities ranging from
was instituted in May 1993, operating under rules set byne day, one week, one month, 3 months, 6 months to 12
the Central Bank. The obligation of holders of foreignmonths. Market participants make live, indicative two-
exchange permit holders to surrender currency was aboWay quotes for all maturities within the course of the day
ished at the same time. Initial market participants weren an on-line information system based on Reuters.
the three commercial banks, Icebank (savings banks) ardinimum bid amounts are defined and a maximum inter-
the Central Bank. The exchange rate of the krona wasst rate spread of 0.25 percentage points is set for lend-
fixed at daily meetings at the Central Bank, with unre-ing with a duration longer than one month. Trading takes
stricted interbank trading outside meetings. The forexplace through deposits in current accounts with the
market was restructured in spring 1997, when the partic€entral Bank, which settles trades in accordance with
ipants, then numbering five besides the Central Bankdirectives from market participants.

slack fiscal stance led to high inflation in both thembalances therefore still remained in the financial

1970s and 1980s. The kréna gave way and would bearkets®

either devalued or allowed to slide, creating alternat- When legislation was reformed in 1986 there

ing periods of a firm exchange rate and depreciavere still no active financial markets in Iceland apart

tion.2 In order to rebuild the financial system afteffrom the traditional deposit and lending markets.

the significant deterioration of financial stocks andviarkets for money, securities and foreign exchange
assets following the inflation of the 1960s and 1970syere non-existent. Admittedly, the Iceland Stock

general indexation was authorised in 1979, initiallfexchange (ISE) had been established in 1985, but
on long-term instruments and soon afterwards amegligible trading had taken place there. To stimulate
short-term deposits and lending. Indexation entailetading in treasury bonds, the Central Bank started
greater interest rate flexibility, while the base rate foacting as a market maker for them at ISE. This action
indexed liabilities remained subject to Central Banky the Bank began to generate indications about the
decisions until 1986. Despite extensive indexationmarket yield for indexed treasury bofigghich soon

2. Described in Andersen, Palle S. and Mar Gudmundsson (1998),
“Inflation and Disinflation in Iceland”, Working Papers, 1, Central 3. See Jonsson, Bjarni Bragi (1998), “Verdtrygging lansfjarmagns og
Bank of Iceland. vaxtastefna & Islandi”, publication no. 3, Central Bank of Iceland.
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became a reference for credit institutions in decidindgeveloped in total demand and generated sizeable
interest rates on indexed borrowing and lendingunemployment. It has also been argued that indexa-
Initially, the Central Bank did not intend to have dion of financial obligations contributed to the grad-
direct impact on treasury bond yields, although aswal realisation by the labour movement that it was
net seller or buyer it obviously could do so, giveriutile to insist on large nominal wage rises, which
how shallow the market was at this time. Net Centrainly led to a wage-price spiral. Household indebted-
Bank trading in treasury bonds has mainly been imess had grown sharply in the 1970s with the index-
equilibrium and the Bank has not aimed to exert aation of an increasing part of credit system lending.
impact on yields apart from the period 1994-199Mterest rates on unindexed lending also kept pace
when it attempted to consolidate a reduction in intewith inflation. Thus inflation exerted an increasing
est rates on indexed liabilities by buying bonds witleffect on the financial position of indebted house-
treasury guarantees. The Bank’s experience of suhblds, raising their payments burden and dampening
intervention was not encouraging. It transpired that
the market had deepened so much that the Cent
Bank lacked the resources to have a permane

impact on yields there. Under Art. 15 of the Central Bank Act, the Bank
decides, after consultation with the government, how

o - . the value of the Icelandic krona against foreign curren-
The sharp disinflation which took place around 199 cies should be determined. Thus exchange rate policy is

Cre_ated new conditions _for, 'mp!ementmg econo_m' the joint decision of the government and the Central
policy. In part, the drop in inflation could be attrib- Bank.

uted to the changes that had taken place in the fine

cial markets, probably headed by the fact that inte The present exchange rate policy is based on a decision
est rates were now determined in the marketplac from February 11, 2000. Its main principles are:

since deregulation had led them to rise sharply. Oth
factors also had an impact, not least the slack th

Box 2 Exchange rate policy

Evolution of monetary poli€y

ReferenceA currency index based on the composition
of external trade in goods and services in the preceding

year. The index is reviewed annually and its composi-
Chart 1 tion is announced.
Annual real yield on banks' and savings
banks' selected lending forms 1980-1999

%

Central rate: The central rate of the currency index is
115.01.

Deviation bands:9% to either side. Thus the upper
limit of the currency index is 125.36 and the lower limit
104.66.

Official exchange rate of the krona

== Non-indexed secured loans | and the fluctuation band
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4. All Icelandic treasury bonds were indexed at this time. The issue ¢ 80
unindexed treasury bonds was not resumed until 1995.

eI I

5. Monetary policy and its framework in the 1990s are also discussed k JAJOJAJOJAJOJIAJOJAJOJAJOIAIOIAIOIAIOIAI
Gudmundsson, Mar and Yngvi Orn Kristinsson (1997) in “Peninga- o1 | 92| 03| o4 95| 96| o7 98] 9900
stefna & islandi & 10. aratugnurjarmalatidindi 44, pp. 103-128.
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the public’s willingness to win nominal wage risesand other players now undertake the role handled there
for which there was no economic justification. by the Central Bank in the market’s early years.

What this situation did was to establish a firmer The Central Bank has focused on reducing its
exchange rate immediately at the start of the 1990sperations in securities markets and divesting itself
In fact, a firm exchange rate was one of the underlpf the role of market maker for treasury bonds and
ing principles in the wage agreements which catarotes. The reason is that the Bank considers frequent
lysed disinflation. The krona remained stable fronntervention undesirable since it could impair the
1990 until November 1992 when it was devalued bgredibility of interest rate formation in these markets.
6%, primarily in response to devaluations by majoin turn, this could reduce secondary trading in these
trading countrie§.The krona was devalued by a fur-instruments and hinder primary sales. Furthermore,
ther 7.5% in June 1993 following a decision to cuthe Bank believes that the depth of the bond market
back fishing quotas. Neither of these devaluationis Iceland, as in other countries, prevents it from hav-
had any sizeable impact on domestic prices, singgg a permanent impact on interest rates.
they were made in a climate of economic contrac- In order to divest itself of market making in treas-
tion. Since the devaluation of June 1993, the centraty bonds, the Bank signed agreements in 1996
rate of the krona has remained unchanged and uhereby several members of the ISE undertook to
exchange rate has fluctuated around this rate depempearform this rolé These agreements prefigured the
ing on economic conditions and the tightness of theecision by the four largest bond market players to
Central Bank’s monetary stance. Exchange rate polindertake market making on their own terms in
cy since May 1993 has involved maintaining thespring 1998
exchange rate of the kréna within announced target However, the Central Bank does not rule out the
bands which are decided in consultation between tipe@ssibility of its own trading in treasury bonds on the
Central Bank and the government. Initially the zonéSE, although this would only happen following an
was 2.25% in either direction from the central ratead hoc decision by the Bank and then in order to
This was extended to 6% in autumn 1995 and finallgchieve specific monetary goals. In the present sce-
to 9% early in 2000. The currency reference wasario it is difficult to see under what conditions this
reformed in autumn 1995 with the introduction of aould prove necessary.
basket weighted against external trade in goods,
replacing the earlier basket comprised of the ECWMonetary policy channels
(76%), US dollar (18%) and yen (6%). Central Bank interest rates, or the repo yield, are its

Since 1993, the Central Bank has given growingnain instrument. These lending terms create the mar-
emphasis to price stability as its main monetary goginal credit yield for credit institutions and thereby
and played down the importance of the exchange ratmpact their deposit and lending rates. Thus a change
which it defines as an intermediate goal towards thia Central Bank interest rates as a rule leads to com-
main goal of price stability. Central Bank interest rateqarable changes in interest rates within the credit sys-
primarily those in its repo transactidngth credit insti-  tem with some lag® The impact of changes in Central
tutions, became its main instrument, while the impor-
tance of open-market trading in securities has gradua

diminished as the securities market has strengthera' In formal terms these were custody agreements whereby the Central
Bank assigned investment of part of its treasury bond portfolio to sev-

eral market players, in return for their operating as market makers for
specific categories of treasury bonds which were classified as bench-
6. Linkage of the Finnish markka, Swedish krona, Norwegian krone an ~ mark bonds.
sterling with the ECU broke down in autumn 1992 and these currencie9. Two of the market makers ran into difficulties in spring 2000 and noti-
fell against it. The real change in exchange rate was less than 6%, sir  fied the ISE of their intention to cease market making for treasury
the above currencies weakened against the Icelandic kréna too. bonds. The State Debt Management Agency and Housing Financing
7. Repos (repurchase agreements) involve trading in securities with ¢ ~ Fund reacted by inviting tenders for market making with their market
agreement to repurchase them after a specified time at a prior negoti. ~ Ponds. Market makers under these agreements are paid a commission
ed rate. In effect they function like lending with collateral in the secu- ~ ©On turnover.
rities themselves, the difference being that the “lender” retains ownei10. Credit market conditions can also mean that the Central Bank’s changes
ship of the securities during the contract period. in its interest rates are not transmitted to those of the credit institutions.
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Central Bank rate® due to substitution between

Box 3 Central Bank interest rate spectrum domestic and foreign markets.

Nominal interest vield Central Bank instruments after the 1998 revigw
Current accounts .................... 6.9% 7.1% Broadly speaking, the review of the Central Bank’s
Notes of Deposit..................... 10.9% 11.5% instruments in 1998 was founded on three view-
Required deposits.................... 9.7%  10.1% Points. Firstly, the Bank was eager to shed its regular
REDOS ovvveeoeeoeeeoeee oo i 11.4% direct trading with treasury paper in the secondary
i i market and see these markets able to operate without
Overnight lending................... 12.4% 13.1%

its day-to-day involvement. The Central Bank would
primarily enter these markets on an irregular basis, in
Bank rates is transmitted through two chanke@ne particular the market for T-bills on account of their
is the impact caused by a change in interest rates iomportance for the credit institutions’ liquidity. It
capital flows into and out of Iceland if external capitahnnounced the aim of abandoning market making for
transactions are unregulated. This impact can be rapidbills as soon as possible. This entailed that repos
but its effectiveness is highly dependent on exchangeould replace direct trading in treasury securities as
rate expectations. All things being equal a rise ithe main channel for the Central Bank’s liquidity
Central Bank rates contributes to an appreciation tfansactions with credit institutions. Secondly, the
the kréna, which serves to tighten economic restrairbank was interested in basing its monetary policy
Secondly, a change in interest rates has an impact measures above all on relaying clear messages about
consumption and investment, but experience shovts policy rates to the financial markets. Con-
that this is only felt after a fairly long lag. Iceland’ssequently, it was necessary to create a Central Bank
twin interest rate spectrum, rooted in the widespredecility for credit institutions to reduce the fluctua-
use of indexation in bond and deposit transactiontpns in money market interest rates resulting from
means that Central Bank interest rates do not havefhgtuations in their liquidity, for reasons including
straightforward an impact on domestic interest rates asllection of treasury revenues. Heavy swings in
in some other countries. The opening of externahoney market rates could create uncertainty about
financial markets also reduces the effectiveness tife level of interest rates that the Central Bank was
aiming for. Thirdly, the Bank wanted to contribute to
the creation of an interbank domestic currency mar-

Chart 2
Short-term yield 1993-2000 ket, which was ruled out for as long as the credit
% institutions’ had daily access to Central Bank repos.
227 7 Fourthly, the Central Bank wanted to harmonise

- ==Central Bank repoyield - - - - -
_ ==Yield on bank bills

access by different credit institutions to trading with
it, which until then had largely been confined to
DMBs.!* Finally, as mentioned earlier, the Bank
wanted to harmonise its facilities as far as possible
with those planned in the euro countries.

An important reform had been made to the for-
eign exchange market framework in spring 1997

JAJOJAJOJAJOJAJOJAJOJIAIJOIAJIOJIAIOD

1993 | 1994 | 1995 | 1996 | 1997 | 1998 | 1999 | 2000 | . o ) . .
12. In an ideal situation, i.e. an informed market with no trading costs and

free capital flows, an individual central bank has no scope for an inde-
pendent monetary policy if a fixed exchange rate policy is implement-
ed.

11. The impact of Central Bank rates on other interest rates is discussed 13. Central Bank of Iceland annual report 1998, p. 20.
Pétursson, Thorarinn G. (1996) in “Timardf vaxta og skammtimavaxta14. Facilities for market makers for treasury-guaranteed bonds was also
spar”,Fjarmalatidindi 43, pp. 169-183. open to securities companies.
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when market players took over the informal role thaBank in the foreign exchange market has decreased
the Central Bank had had as market maker. In effestibstantially and has become rare after the 1997
the Bank had been the sole market maker there eveform.
since the foreign exchange market was established in
1993, although this was an informal arrangemengredit institutions’ current accounts
and the introduction of new players substantiallffhe credit institutions’ current accounts with the
reduced Central Bank trading there. As a result @entral Bank serve a dual purpose. One is to act as a
this reform, interbank market trading burgeoned andepository for their liquid assets which are left over
sharper intra-day and day-to-day fluctuations werat the end of the day and cannot be invested more
seen. In the Central Bank’s opinion this was a posprofitably for shorter or longer periods. The other is
tive development and exchange rate movementisat they constitute settlement accounts for the cred-
reflected conditions in the foreign exchange market institutions’ transactions with the Central Bank.
more effectively than before. Under the new frameNetting between deposit institutions is handled
work, Central Bank trading in the foreign exchang¢hrough these accounts as well as settlements for
market was entirely confined to two types of operairading between them and their settlements with the
tion: direct interventions to impact the exchange rat€entral Bank. No overdraft is allowed on these
of the kréna and meeting the treasury’s currencgccounts and institutions which overdraw have to
requirements. borrow overnight with one-day retroactive penalty
The Central Bank has not revealed its policy fointerest. Interest terms on these accounts set the floor
foreign exchange market operations except insofar & overnight deposit rates in the interbank market,
it is compelled to defend the target zone set for ttence there is no need for players there to accept a
currency index. Central Bank operations in the forower rate of interest than is available on such
eign exchange market can serve a dual purpossccounts. Interest rates on current accounts are
defending specific exchange rate limits and dampeadvertised and announced in advance.
ing fluctuations in the exchange rate to prevent large
movements from producing an exaggerated respon@eernight borrowing
on the part of market players, i.e. to prevent panic i@redit institutions trading with the Central Bank are
the marketplace. Nor do central banks which targeintitled to overnight credit against securities which
the exchange rate as a monetary instrument custothe bank accepts as collateral. These securities are
arily jeopardise their exchange rate policies bthe same ones which qualify for repo transactions.
revealing their policies for market operationsNo ceiling is imposed on overnight borrowing for as
However, the Bank has immediately announced argng as credit institutions have securities which can
action it has taken.

Survey of monetary instruments Chart 3 ]
Broadly speaking, Central Bank instruments can K %Money market interest rates 1998-2000
divided into two categories: Standing facilities an¢ 22

== Credit institutions' current accounts

open market operations. After the 1998 reform, th °7 acentralBank ovemightlending |~~~
Interbank overnight lending (REIBOR O/N)

Bank has four standing facilities, i.e. curren
accounts, an overnight lending facility, certificates g
deposit and required reserves. The open market op
ations available to the Bank involve outright transag
tions in the bond, T-bill and foreign exchange mai
kets, and repo auctions.
As mentioned earlier, the Central Bank has hary
ly been active in the bond market since 1995 but
. . MAMJ JASONDJ FMAMJ JASONDJFMAMJ JASO
still a market maker for T-bills, although an end tq 1998 1999 2000
this arrangement is now in sight. Trading by th
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Box 4 Overview of Central Bank instruments

Fixed trading formats: base which is tied for one year or more: 1.5%. The

Current accountsDeposits of credit institutions’ undis- emainder: 4%.

posed assets. Settlement accounts for netting betwedfaintenance periodfrom the 21st of each month to the
DMBs and in interbank trading, including trading with 20th of the following month.

the Central Bank. Interest rates on these accounts forpyifiment: The average deposit in the account shall
the floor for overnight interest rates in the interbank maryeach the specified required deposit amount.

ket, Interest:Rate advertised in advance by the Central Bank
Overnight lending:Provided on the request of credit and posted monthly.

institutions, guaranteed with the same collateral that

qualifies for repo transactions. Overnight interest rateg\jarket actions:

form th iling for overnight r in the interbank mar- . o
iR R I S = a Securities market tradingtimited to treasury-guaran-

ket. . - .

et - ) _ teed securities. The Central Bank is still the market
Certificates of deposit/aturity 90 days. Sold on request maker for T-bills but rarely trades in treasury bonds.

of credit institutions. Unlisted securities but qualify for

repo trading. Their role is to create a floor for three-
month money market yields.

Foreign exchange market operatiorigregular and not
announced in advance, only afterwards. Their role is to
back up the Central Bank’s exchange rate policy.

Required reservesObligatory for credit institutions . .

. Repos: Weekly auctions of 14-day repurchase agree-
which are not dependent on the treasury budget authori- o "
sation for their operations ments. Qualified securities are treasury-guaranteed paper

P ' with active market making on the ISE, according to a list

The required reserves base is the balance sheet total leg$ertised by the Central Bank. Auctions can be either
equity, interbank liabilities and certain items. Based Oryor fixed prices or where the total amount of agreements
the position at the end of the preceding month. on offer is announced. Fixed-price auctions have been
Required reserves ratidhe part of the required reserves the rule so far.

be accepted as collateral. Overnight interest rates ang a fixed rate of interest and are not listed on the

announced in advance. They form the ceiling folSE. They are sold at the credit institutions’ discre-

overnight lending in the domestic interbank marketion but the Central Bank reserves the right to

since credit institutions have no need to borrowemove them from sale without notice. Certificates

overnight at a higher rate unless they have no secuoi deposit serve a dual purpose: to create a floor for

ties which qualify as collateral. yields on three-month money market options and to
Through the interest rates on its current accounensure the constant availability of treasury-guaran-

and overnight lending, the Central Bank establishéeed money market paper tied for three months.

the floor and ceiling, or a corridor, for overnight rates

in the interbank market and thereby prevents exceRequired reserves

sive fluctuations in them. Excessive interbank inteRequired reserves are an obligation on the part of

est rate fluctuations could have a disruptive effect atredit institutions to maintain a specific amount in

credit and securities markets and create uncertairttyeir current accounts with the Central Bank, relative

about the Central Bank’s monetary policy. to a given balance sheet aggregate for the institutions
subject to this obligation.
Certificates of deposit Extensive changes were made to the required

Credit institutions trading with the Central Bankreserves framework in Iceland in 1998 in connection
have the option of buying certificates of deposit fromwvith the reforms to the Central Bank’s instruments
it. The certificates are non-standardised bonds carrtxen. Until that time, required deposits only applied
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to DMBSs, entailed a demand for a specific deposit ttwo weeks. In effect the repos are auctioned and the
be maintained on a blocked account with the Centr@lentral Bank announces in advance whether it
Bank and only covered the DMBs' disposabléntends to buy or sell securities at these auctions.
domestic funds. The 1998 reform extended the scoperthermore, the nature of the auctions can vary
of required deposits to include all credit institutionglepending upon whether the Central Bank fixes the
other than those which are dependent on treaswield or the volume of repos, in which case yield is
budget funding for their activities. Also, the requireddetermined by auction trading. In the former case,
reserves base was extended to cover, broadly spetie total volume of agreements made depends on the
ing, balance sheet totals less equity and interbank liaids placed by credit institutions. The institutions
bilities towards those domestic institutions which arith access to repo agreements are the same ones
also obliged to maintain required deposits. These twsubject to required reserves, which in fact is a rule in
reforms aimed to level the field between credit instiall credit institution trading with the Central Bank.
tutions and prevented them from using foreigtuntil now, the Central Bank has only used the fixed
instead of domestic funds due more favourable treatield method in its auctions, with the advantage that
ment of foreign funds. Instead of having the requirethis then signals a clear message about the level of
amount blocked in Central Bank accounts, instituinterest rates. The other approach, i.e. fixing the vol-
tions are now obliged to maintain a minimum averume of agreements offered, could create some uncer-
age specified deposit during each period, from thainty about the yield at the auction, making it crucial
21st of each month to the 20th of the followingor the amount on auction to be correctly estimated in
month. Required reserves for each month are calcorder to produce the interest rate outcome that the
lated on the basis of balance sheet figures at the eBdnk aims for. On first impression it may appear
of the preceding month. The main purpose of allowrather risky to allow the total amount of Central Bank
ing credit institutions to meet an average requirefacilities to be determined by bids from credit insti-
deposit per period is to enable them to use this agwions, but it should be remembered that the Bank
buffer to counter liquidity fluctuations, which other-attempts to manage short-term yields rather than
wise would generate fluctuations in interbank markehoney stock, with the aim of exerting an impact on
interest rates. In Iceland, the arrangement for colleother interest rates, currency movements, exchange
tion of treasury revenues, for example, causes corate and demand in the economy. Its ultimate goal is
siderable fluctuations in the DMBSs’ liquidity posi- price stability. Theoretically it is irrelevant, assuming
tions from one month to the next. The reason is th#ttat demand for Central Bank facilities is a defined
VAT is collected every two months (with a due dateelationship, whether the interest rate or volume of
on the 5th of the montHy. Besides treasury collec- repurchase agreements is fixed. This means that
tions, many other reasons can underlie liquidity flucdemand for Central Bank base money should not
tuations. vary depending upon whether price or volume is
Two levels of required deposit are set: 1.5% fodetermined. A specific degree of demand corre-
disposable assets with an original tied term of orgponds to specific rates of interest and if supply of
year or more, and 4% for other disposable assets. repos were fixed these rates ought to be identical.
Interest rates on required deposits are advertised
and announced in advance, and lie between the c@enclusion

rent account and overnight rates. The next task in this area is to relieve the Central
Bank of its function as market maker for T-bills. As
Repos mentioned earlier, agreements are under preparation

Following the 1998 reform, Central Bank repo transbetween the Treasury Debt Management Agency and
actions take place weekly — every Tuesday — andarket players at ISE regarding their participation in
involve repurchase agreements with a maturity gfrimary sales of T-bills and secondary market mak-
R ing, i.e. a primary dealer arrangement. This will cre-
15. The required deposit period was selected with the aim of placing iate conditions for the Central Bank to puII out as
VAT due date midway between two halves of a deposit period. market maker of treasury bills. The system of facili-
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ties which the Bank established in 1998 has fungenerally shown the intended movements when the
tioned well. It appears to transmit the Bank’s interesEentral Bank has altered its interest rates. The impact
rate policy clearly to market participants and over thef the Bank’s policy rate on credit demand, however,
past two years the credit institutions’ unindexe@ppears less clear and is delivered with a greater lag.
interest rate terms and money market interest ratéhis is probably caused by the heavy weighting of
have by and large kept pace with Central Bank polindexation in the credit market, since real yield on
cy rates. Currency flows and the exchange rate hairelexed items does not follow the Bank’s policy rate.
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