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1 Introduction

Euro Banknotes in Circulation
and the Allocation of Monetary Income
within the Eurosystem

Banknotes in circulation are traditionally the most important liability item in the balance
sheet of central banks. The launch of euro cash created the need to treat this item in new
way to reflect the joint liability of all Eurosystem members — the ECB and all national
central banks (NCBs) of the euro area — for euro banknotes. In this context, the
implications of banknote migration expected both within and outside the euro area, as
well as its potential impact on the distribution of profits among the euro area central
banks, were subject to extensive discussions already before the cash changeover.

A major challenge for the Eurosystem has been the fair allocation of monetary income.
This is the income accruing to the individual NCBs in the performance of their monetary
policy functions. In particular, this income — traditionally referred to as seigniorage
income — includes income derived from assets held against notes in circulation and deposit
liabilities to credit institutions.

The experience of the first five years after the cash changeover shows that the
combination of all relevant aspects of the Eurosystem’s banknote circulation and
seigniorage income rules has ensured a fair allocation of monetary income, the functional
integrity of the Eurosystem,” and thus the fulfillment of the objective stipulated by Article
32 of the Statute of the European System of Central Banks®> (ESCB).

JEL classification: E52, E58
Keywords: Seigniorage, monetary income, banknotes, liability base.

into and Withdrawnfrom circulation by

the NCBs.?

Judging from the balance sheets and
financial reports* of central banks in
the euro area, the economic signifi-
cance of the changeover to the euro
did not become fully apparent until
banknotes and coins were introduced
on January 1, 2002. The important
change was that since that date bank-
notes in circulation, as reflected in the
balance sheets of the euro area NCBs,
have no longer corresponded with the

net balance g( banknotes physically put

comments.

? See Scheller (2003, p. 131).

In the run-up to the launch of
euro cash, sceptics® had warned that,
in view of expected cash migration
flows, income positions might shift
to the detriment of certain members
of the Eurosystem. The fact that such
predicted distortions have not oc-
curred is primarily attributable to
the forward-looking implementation
of the provisions stipulated under
Article 32 of the ESCB Statute that

The authors would like to thank Birgit Erdelmeier and lan Ingram as well as Ernest Gnan for their valuable

3 Consisting of the NCBs of all EU Member States and the ECB.

All balance sheet and profit and loss account items mentioned in this paper reflect the format and nomenclature
laid down in the “Guideline of the ECB of 10 November 2006 on the legal framework for accounting and
reporting in the European System of Central Banks”(ESCB), ECB/2006/16; see Annex IV in particular. The
accounting provisions laid down by this guideline, infact the world’s only multilateral and central bank-specific
framework for financial reporting, are recommended by the IMF for central bank accounting alongside the
International Financial Reporting Standards (IFRS).

> Euro banknotes arefullyfungible within the euro area, i.e. they may be exchangedfor value at any euro area

NCB, irrespective of the original issuer.

® See Sinn and Feist (2000), Bini Smaghi and Gros (2000) as well as Gros (1998) in detail.
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were designed to ensure fair alloca-
tion at all times.” The cornerstone of
this regime is the proportional share
of euro area NCBs in the ECB’s fully
paid-up capital (relative capital share):
The relative capital share determines
the banknote allocation key in line with
which the total value of euro bank-
notes in circulation (excluding the
ECB’s share) is allocated among the
NCBs and thus accounted for in
the NCBs’ balance sheets. Further-
more, the banknote allocation key also
governs the reallocation of overall
monetary income arising from bank-
notes in circulation (seigniorage in-
come®).

However, ongoing efforts to ob-
serve the fairness principle have led
to an operationally complex regime.
While the (rejallocation regime is pre-
cisely defined in the ESCB Statute, its
implementation and balance sheet
presentation are complex for two rea-
sons. First, the income” to be pooled
for reallocation needs to be calculated
on the basis of earmarked assets, taking
into consideration various intra-Euro-
system balances arising from the ap-
plication of the banknote allocation
key. Second, the fact that the key for
subscription of the ECB’s capital has
to be adjusted every five years10 and
also following any enlargement of the
euro area entails repeated adjust-
ments.

7 See Scheller (2003, p. 530—533) in detail.
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Following an explanation of the
regulatory framework (section 2),
section 3 of this paper clarifies the
Eurosystem’s accounting regime for
euro banknotes in circulation. In this
context, it is shown how the corre-
sponding figures have developed in
the balance sheet of the Oester-
reichische Nationalbank (OeNB) since
2002. On this basis, sections 3 and 4
refer to the intra-Eurosystem bal-
ances that arise from the application
of the banknote allocation key and
explain how monetary income relates
to the monetary assets reflected in
NCBs’ balance sheets. In addition,
section 4 demonstrates how the key
for the allocation of monetary income
applicable since 2002 functions and
shows on the basis of the OeNB’s
balance sheet how financial effects
were kept neutral for the distribution
of monetary income, particularly by
smoothing the net balance of euro bank-
notes put into and withdrawn from circu-
lation. Section 5 concludes.

2 Regulatory Framework

As set forth in Article 16 of the ESCB
Statute,'" the Governing Council of
the ECB has the exclusive right under
Article 106 of the Treaty establishing
the European Community to autho-
rize the issue of banknotes within the
Community. To this effect, the Gov-
erning Council of the ECB decided in

8 For the definition of this term, see Scheller (2003, p. 530).

32—34; above all p. 34).
' Under article 29.3 of the ESCB Statute.

See subsection entitled “Cash, monetary policy and central bank pr(ﬁts”in Deutsche Bundesbank (2002, pp.

' The ESCB Statute was published as a “Protocol on the Statute of the European System of Central Banks and the
ECB” annexed to the Treaty establishing the European Community and has since been adjusted by the Treaty of

Amsterdam and the Treaty of Nice.
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2001 that the ECB and the — then
12 — euro area NCBs would issue
euro banknotes as legal tender from
January 1, 2002."” The ECB’s share of
total banknotes in circulation was set
at 8%, whereas the remaining 92%
are to be allocated to the NCBs in
proportion to their paid-up shares
in the capital of the ECB (see also
section 3.1). However, the physical
issue — actually putting banknotes
into circulation and withdrawing
them from circulation, as well as
any physical handling” — occurs only
through NCBs. This division of re-
sponsibilities' as well as the disclo-
sure of the ECB’s share call for bal-
ance sheet adjustments within the
Eurosystem (section 3).

Since euro banknotes in circula-
tion constitute a key element of the
regime governing the allocation of
monetary income within the Euro-
system, the decisions of the ECB’s
Governing Council based on Article
16 of the ESCB Statute of 6 Decem-
ber 2001 on the issue of euro
banknotes (ECB/2001/15) and those
based on Article 32 on the allocation
of monetary income to the NCBs of
participating Member States from the
financial year 2002 (ECB/2001/16)
onward should be seen as a “twin so-
lution.”” In the end, monetary in-
come is basically redistributed via

(remunerated) intra-Eurosystem balan-
ces created by the application of the
banknote allocation key.

Table 5 shows the capital shares
and banknote allocation keys that
were valid until December 31, 2006,
and those which apply from January
1, 2007," onward, respectively.

3 Balance Sheet Presentation
of Euro Banknotes

This section first clarifies the balance
sheet presentation of euro banknotes
in circulation and the adjustment of
physical circulation levels via intra-
Eurosystem balances. After illustrat-
ing the development of banknotes in
circulation since 1999, the impact on
the OeNB’s annual accounts is de-
scribed in detail.

3.1 Banknotes in Circulation versus
Banknote Liabilities Allocated
to NCBs

Euro banknotes are issued by the ECB
and euro area NCBs, whose number
stood at 12 at end-2006 and now
stands at 13 since Slovenia joined the
euro area on January 1, 2007. To re-
flect the joint liability of the Eurosys-
tem, the total value of euro banknotes
in circulation is allocated on the last
working day of each month among
the members of the Eurosystem in ac-
cordance with a banknote allocation

12 Decision of the ECB of 6 December 2001 on the issue of euro banknotes (ECB/2001/15), Official Journal of
the European Union (0]) L 337, 20.12.2001, p. 52—54. This decision was recently amended by the Decision of
the ECB of 15 December 2006 (ECB/2006/25) as a result of capital key adjustments (owing to accessions and

Article 30.5).
" Decision of the ECB (ECB/2001/15, Article 3.1).

14 According to this concept, the ECB’s share is put into circulation through the NCBs, in proportion to the relative

capital key.

" Decision of the ECB (ECB/2001/16, recitals 6 to 9).

' On January 1, 2007 the capital shares and banknote allocation keys were readjusted on the accession of the
Romanian and Bulgarian NCBs to the ESCB and owing to the switch of Slovenia to the euro and Banka
Slovenije’s concomitant accession to the Eurosystem. For a current overview of shares see www.ecb.int.
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key determined by
Council of the ECB."

The purpose of the banknote al-
location key is to adjust the total value
of banknotes in circulation by two
factors. First, the total value of euro
banknotes in circulation is reduced
by 8% to account for the ECB’s share.
Second, the remaining 92% are dis-
tributed among the euro area NCBs
in proportion to their shares in the
ECB’s fully paid-up capital. The per-
centage resulting for the OeNB — its
relative capital share — has been
2.9002% (previously: 2.9095%) since
January 1, 2007. The amount estab-
lished with the capital share mecha-
nism (CSM) described here corre-
sponds to the OeNB’s share in the to-
tal value of euro banknotes in circula-
tion and is disclosed as the OeNB’s
banknote liabilities under “Banknotes
in circulation.”

The difference between the value
of euro banknotes allocated to the indi-
vidual euro area NCBs and the bank-
notes they have actually put into and
withdrawn from circulation gives rise
to (remunerated) intra-Eurosystem
claims or liabilities. If the net balance
of banknotes in circulation exceeds
the value of banknotes allocated to an
NCB, a corresponding “net liability
related to the allocation of euro
banknotes within the Eurosystem” is
disclosed. If, however, the net bal-
ance of banknotes in circulation is

the Governing

EUurRO BANKNOTES IN CIRCULATION
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lower, a corresponding net claim
arises. Overall amounts of interest
income and expense on these bal-
ances are cleared through the ECB as
single net amounts and disclosed as
“interest income” in the profit and
loss account.

Since the ECB itself does not
physically put banknotes into circula-
tion, it always discloses a net intra-
Eurosystem claim. The interest in-
come earned on this claim corre-
sponds to the seigniorage income that
the ECB derives from its 8% share in
the issue of euro banknotes.

The Governing Council of the
ECB has decided that the seigniorage
income of the ECB shall be due to the
NCBs in the same financial year it ac-
crues and distributed to NCBs as an
advance dividend on the second work-
ing day after the end of each financial
year."® It shall be so distributed in full
to the NCBs unless the ECB’s net
profit for the financial year is less than
its seigniorage income for the same
year. Furthermore, the Governing
Council of the ECB can decide to re-
duce the distribution amount propor-
tionally in respect of costs incurred
by the ECB in connection with the is-
sue and handling of euro banknotes
or to transfer part or all of the sei-
gniorage income to the ECB’s provi-
sion for foreign exchange rate, inter-
est rate and gold price risks.””?° In
the NCBs’ profit and loss accounts,

7 Decision of the ECB of 6 December 2001 on the allocation quonetar)/ income of the NCBs of participating
Member Statesfrom thefinancialyear 2002 (ECB/2001/16),0] L 337,20.12.2001, pp. 55-61, as amended

by ECB/2003/22,0] L 9, 15.1.2004, p.39.

"% Decision of the ECB of 17 November 2005 on the distribution of the ECB’s income on euro banknotes in
circulation to the NCBs of the participating Member States (ECB/2005/11). As with other net profits of the
ECB, this distribution is made on the basis of the relative capital key. The interest paid by NCBs on the ECB’s
claims against them in respect of its share of banknotes will usually be offset in the profit and loss account by

profit distributions for that year.

1 Decision of the ECB of 17 November 2005 amending decision ECB/2002/11 on the annual accounts of the
ECB (ECB/2005/12); replaced by ECB/2006/17 on January 1, 2007.

*0 See Scheller (2004, p. 129).
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seigniorage income distributed by the
ECB is disclosed under “Income from
equity shares and participating inter-
est.” With respect to 2005 and 2006,
the Governing Council of the ECB
decided to retain all seigniorage in-
come.

3.2 Development of Euro
Banknotes in Circulation and
Intra-Eurosystem Balances
since 2002

Since euro banknotes were first is-
sued on January 1, 2002, the levels of
circulation have steadily increased.
At end-2006, the value of banknotes
in circulation peaked at a historic
high of more than EUR 628 billion.
This means that circulation levels
have grown some 19% on average per

Chart 1 shows the development of
banknotes put into and withdrawn
from circulation by the Eurosystem
since the beginning of 1999. Until
2002, banknotes in circulation were
exclusively composed of national
banknotes from euro area countries.
In 2002, following the introduction
of euro cash, banknotes in circulation
comprised both national banknotes
and euro banknotes, with the share of
national banknotes in circulation fall-
ing significantly during the year.

3.3 Impact of the Eurosystem
Accounting Regime for
Banknotes in Circulation on the
OeNB’s Balance Sheet

The amount disclosed under the lia-
bility item “Banknotes in circulation”
in the OeNB’s balance sheet corre-

Chart 1

Development of Banknotes in Circulation in the Euro Area

from 1999 to 2006
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Source: Consolidated weekly statement of the Eurosystem

2l Since the focus of this paper is on accounting aspects, the reasons for this growth will not be analyzed. Instead,
only the facts underlying this development will be highlighted.
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Table 1

Value of Euro Banknotes in Circulation versus Euro Banknote Liabilities

EUR million

Banknotes in circulation disclosed on the OeNB’s balance sheet

December 31,2006

Net balance of euro banknotes put into and withdrawn from circulation by the OeNB 1,138

Adjustments arising from

OeNB liability related to the ECB'’s share of euro banknotes in circulation’ —1,462
OeNB claim related to the allocation of euro banknotes within the Eurosystem (CSM) 17139

Euro banknote liabilities allocated to the OeNB?
Source: OeNB.

16,815

! This amount corresponds to the OeNB's share of 8% of the euro banknotes in circulation that is disclosed on the ECB’s balance sheet.
2 This amount corresponds to 2.6765% (in accordance with the OeNB'’s banknote allocation key applicable as at December 31, 2006) of the

total of value euro banknotes in circulation.

Chart 2

Development of Banknotes in Circulation Disclosed

in the OeNB’s Balance Sheet from 1999 to 2006
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--- 100% correspond to the value of banknotes in circulation at the time of the euro cash changeover

Source: OeNB.

sponds to the OeNB’s share of total
euro banknotes in circulation within
the euro area as established in line
with the accounting regime described
in section 3.1. The starting point for
calculating that liability is the value of
banknotes that the OeNB physically
put into and withdrew from circula-
tion in the given period, as set out in
the Decision of the Governing Coun-
cil of the ECB of 6 December 2001
(ECB/2001/15).

Table 1 shows the relevant figures
for the OeNB as at December 31,
2006, based on a total value of euro
banknotes in circulation in the euro
area of EUR 628 billion.

Adjustments resulting from this
reallocation give rise to an intra-
Eurosystem claim for the OeNB at
end-2006, recorded in the OeNB
balance sheet as the asset item “Net
claims related to the allocation of euro
banknotes within the Eurosystem.”

MONETARY PoLICY & THE ECONOMY Q1/07
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Table 2

Euro Banknotes in Circulation Allocated to the OeNB (Annual Averages)

Annual average
euro banknote

Change

liabilities'
EUR million
2002
2003
2004
2005
2006

Average 2002 to 2006

Source: OeNB.
! See footnote 21.

8,887 -3,632 | -290
9913 +1,026 | +11.5
11,751 +1,838 | +18.5
13,618 +1.867 | +159
15218 +1,511 | +11.1
11,859 x | x

The share of euro banknotes allo-
cated to the OeNB has been increas-
ing in line with the total value of euro
banknotes in circulation within the
euro area. Chart 2 shows the devel-
opment of banknotes in circulation
disclosed in the OeNB’s balance
sheet?” since 1999; euro banknotes
have, of course, only been included
since 2002.

Table 2 shows the annual average
value of the liability item “Banknotes
in circulation” over the past five years.

4 Allocation of Monetary
Income within the
Eurosystem

According to the concept defined in
Article 32 of the ESCB Statute, the
monetary income of euro area NCBs
is pooled and then reallocated to the
NCBs in proportion to their share in
the fully paid-up capital of the ECB.*
Since the financial year 2003, the so-
called semi-direct method?* has been
used to calculate such income in line

with Article 32.2 of the ESCB Statute
and will be used at least until end-
2007.

In order to better describe the
process of allocating monetary in-
come, this section is divided into
three subsections. The first intro-
duces the regime for allocating mone-
tary income. The second provides a
detailed explanation of the smooth-
ing mechanism (compensatory amount)
introduced in connection with the
banknote allocation key (section 3).
The third and final subsection pres-
ents the financial impact on the
OeNB’s income.

The guiding principle of the pro-
visions governing reallocation is the
fair allocation of seigniorage income?’
arising from the use of monetary
policy instruments, irrespective of
which euro area NCB actually earns
this income. The pooled monetary
income of euro area NCBs is also
reallocated in line with their share in
the ECB’s fully paid-up capital.

22 In 2002 the OeNB disclosed both euro banknotes and Austrian schilling banknotes in circulation under this
balance sheet item. From 2003 it shows only euro banknotes in circulation under this item.

2 Income will not be reallocated provided the pooled amount for covering an annual loss incurred by the ECB is
fu]])//partia]])/ retained by the ECB under Article 33.2.

* Decision of the Governing Council of the ECB of 6 December 2001 (ECB/2001/16), recently amended by the
Decision of the Governing Council of the ECB of 19 May 2006 (ECB/2006/7).

7> See Scheller (2003, p. 530 {f) in detail.
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4.1 Regime for Allocating

Monetary Income within

the Eurosystem
The concept of monetary income
pursuant to Article 32 of the ESCB
Statute refers to the monetary income
that accrues to the euro area NCBs in
the performance of the Eurosystem’s
monetary policy function. As defined
by the ESCB Statute, the monetary
income of the euro area NCBs corre-
sponds to their annual income de-
rived from earmarkable assets held as
a counterpart against notes in circula-
tion and their deposit liabilities to
credit institutions (monetary base).”®
The monetary income so accrued is
reduced by expenses incurred due to
the use of liquidity-absorbing mone-
tary policy instruments. In particu-
lar, the Eurosystem’s minimum re-
serve requirements materially affect
the calculation of monetary income,
as the interest paid by NCBs to credit
institutions on their minimum re-
serve deposits reduces the income to
be pooled under Article 32.4 of the
ESCB Statute.

In addition, costs that may be
claimed by business partners in the
event of defined TARGET?” malfunc-
tioning are deductible from the mone-
tary income to be pooled. Interest to
be paid for the financial year and in-
curred in the context of the remuner-
ated intra-Eurosystem net liability
related to the allocation of euro
banknotes within the Eurosystem is
also deducted. Furthermore, costs

EurRO BANKNOTES IN CIRCULATION
AND THE ALLOCATION OF MONETARY INCOME WITHIN THE EUROSYSTEM

incurred in connection with the issue
of banknotes may also be deducted,
subject to a decision of the Governin
Council of the ECB under Article
32.4 of the ESCB Statute. However,
such a decision has not been made so
far.

Any income from monetary policy-
related refinancing operations (the
asset item “Lending to euro area credit
institutions related to monetary policy
operations denominated in euro,” mainly
arising from tender operations),
TARGET claims and other relevant
intra-Eurosystem balances™ are part
of the monetary income to be pooled
under the semi-direct method appli-
cable from 2003 to 2007. Gold hold-
ings equivalent to the share of each
euro area NCB in the ECB’s capital
are also taken into consideration, but
for the calculation of monetary in-
come a zero return is assumed for
gold, since gold effectively generates
no income.

Where the value of an NCB'’s ear-
markable assets exceeds or falls short
of the value of its monetary base, the
difference is offset by applying to the
value of the difference the average an-
nual rate of return on all euro area
NCBs’ assets earmarked for the cal-
culation of monetary income. The
average annual rate is calculated by
the ECB and has so far fallen just short
of the average annual marginal rate of
return on the Eurosystem’s main refinan-
cing operations.” The resulting amount
is added to the monetary income to

% For the definition of relevant income versus other income, see Scheller (2003, p. 533).

27 Trans-European Automated Real-time Gross settlement Express Transfer. TARGET is a real-time gross settlement
system for settling large-value euro-denominated payments, which consists of 16 national real time gross
settlement (RTGS) systems, the ECB payment mechanism and an interlinking component connecting the RTGS

S)/StemS.

2 In particular, this includes balance sheet asset items comprising remunerated euro claims equivalent to the transfer
(f foreign reserve assets to the ECB, as well as disclosed net balances related to the allocation qf euro banknotes in
circulation within the Eurosystem provided these are shown as a net claim in the relevantfinancia])/ear.

** Specifically, the latest available (marginal) rate for the Eurosystem’s main weekly refinancing operation.
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be pooled as income when the mone-
tary base exceeds the value of the
earmarkable assets. Conversely, the
result is deducted as an expense from
the monetary income to be pooled
when the earmarkable assets exceed
the monetary base.

The sum of income thus calcu-
lated is to be pooled by individual
euro areca NCBs following adjustment
for expenses incurred with regard to
the use of monetary policy instru-
ments (especially minimum reserve
balances) as well as for TARGET lia-
bilities and other significant intra-Eu-
rosystem balances. Finally, the aggre-
gate net income is reallocated to the
euro area NCBs in proportion to their
respective share in the ECB’s fully
paid-up capital.

The actual annual reallocation of
monetary income takes place retroac-
tively on the last working day in Janu-
ary of the following year through
TARGET payments among the euro
area NCBs.

Both this calculation — which is
based on the daily transfer of finan-
cial data from euro area NCBs to the
ECB — and the net payments of mone-
tary income among the NCBs result-
ing from the reallocation occur via
the ECB, which acts as a central clear-
ing house.

4.2 Compensatory Amounts
Adjusting Banknote-Related
Intra-Eurosystem Balances

In order to prevent sudden significant

changes in the relative income posi-

tions of individual NCBs compared
with the pre-cash changeover period,
the intra-Eurosystem balances cre-
ated by the allocation of banknote
liabilities are subject to a smoothing
mechanism™ in the first five years fol-
lowing the cash changeover year. This
mechanism is based on compensating
factors, which reflect the difference
between the average value of bank-
notes in circulation® in a reference
pezriod32 before the euro cash change-
over and the corresponding theoreti-
cal value calculated on the basis of the
banknote allocation key. These com-
pensating factors are progressively re-
duced to zero until, from the sixth
year after the cash changeover, the
income generated by banknotes in
circulation is distributed only in ac-
cordance with the banknote alloca-
tion key. The smoothing regime (in-
cluding a special provision for Luxem-
bourg), introduced in 2002 for the

OeNB and all other central banks

participating in the Eurosystem at the

time (i.e. except for Banka Slovenije®),

will terminate on December 31,

2007. By the same token, compensa-

%" Decision of the Governing Council of the ECB of 6 December 2001 on the allocation of monetary income to
NCBs of participating Member States from the financial year 2002 (ECB/2001/16), recently amended by the
Decision of the Governing Council of the ECB of 19 May 2006 (ECB/2006/7).

3! For the financial year 2002 only, a special rule was in_force until 31 December 2002. According to this, in
addition to euro banknotes, national (in this case, Austrian schilling) banknotes in circulation were also included
in the calculation of the total value of banknotes in circulation.

32 The start of the two-year reference period will always be the 30th month prior to the introduction of euro cash.
This means that the rgference periodfor Slovenia,jbr instance, rangesfrom July 2004 to June 2006. These rules
are to be applied accordingly to all NCBs joining the Eurosystem in future.

33 The smoothing adjustments will appl)/for Sloveniafrom January 1, 2007.
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tory amounts apply, however, for Banka
Slovenije from January 1, 2007, i.e.
the day it joined the Eurosystem, and
these compensatory amounts will be
progressively adjusted over the six>*
years ahead.

Each new entry to the Eurosys-
tem will give rise to new compensa-
tory amounts for a smoothing period
of six years each. The original plan
was to allocate all monetary income
fully in accordance with the ECB’s
capital key from 2008; now, of
course, compensatory amounts will
continue to apply for Slovenia beyond
that date. The compensatory amounts
to which every euro area central bank
is entitled in the six-year smoothing
period are offset in the balance sheet
by a nonremunerated counterpart of
the same amount.

The net intra-Eurosystem bal-
ances related to the allocation of euro
banknotes within the Eurosystem, as
adjusted for the compensatory amount,
are remunerated on a daily basis. The
remuneration rate used is the mar-
ginal rate for the main refinancing
operations.” As mentioned above,
the counterpart for offsetting the
compensatory amount does not incur
interest.

EurRO BANKNOTES IN CIRCULATION
AND THE ALLOCATION OF MONETARY INCOME WITHIN THE EUROSYSTEM

4.3 The OeNB’s Share of Monetary
Income Earned by the
Eurosystem in the Financial
Year 2005

For the OeNB, monetary income
earned, interest income or expense
on intra-Eurosystem balances arising
from the allocation of euro banknote
liabilities, the entitlement to ECB
seigniorage payments for 2005, and
the effects arising from transfers to
risk provisions’® made by the ECB are
as follows:

4.3.1 The OeNB’s Net Result from the
Allocation of Monetary Income
within the Eurosystem in 2005

According to the method described
in sections 4.1 and 4.2, the OeNB
contributed EUR 278 million to the
monetary income pooled by all euro
area NCBs, but was reallocated EUR
285 million in 2005.

The OeNB’s resulting net mone-
tary income of EUR 7 million reflects
the reallocation effect within the
Eurosystem, which is based on the
difference between the net contri-
butions of euro area NCBs and their
redistribution entitlements based on
their relative shares in the ECB’s
capital.

Table 3

Net Result of Monetary Income Pooled by and Reallocated to the OeNB

EUR million
2005

Monetary income
Deductions (especially interest expense)

644
-366

Net monetary income to be pooled
Reallocated monetary income

—278
285

Net result from reallocation

Source: OeNB.

7

** The six-year rule is obtained from the special euro changeover year plus the five following years.
% Pursuant to decision ECB/2001/16, as amended by a decision of the Governing Council of the ECB of 19 May

2006 (ECB/2006/7).

% Decision of the Governing Council of the ECB of 17 November 2005 amending decision ECB/2002/11 on the
annual accounts of the ECB (ECB/2005/12); replaced by ECB/2006/17 on January 1, 2007.
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Table 3 shows the OeNB’s net re-
sult from the allocation of monetary
income for 2005.%

4.3.2 Impact on the OeNB’s Result for
the Financial Year 2005 Taking All
Relevant Components into
Consideration

The result of the pooling of monetary
income as explained above should be
seen in the context of payment flows
arising from the reallocation of
banknotes in circulation. For this rea-
son, this article presents in the fol-
lowing an overview of the financial
impact arising from the monetary in-
come regime in connection with the
remuneration of net balances related
to the allocation of euro banknotes
within the Eurosystem.

Table 4 shows the financial impact
for the OeNB, including all the rele-
vant financial components of the cur-
rent monetary income regime.

In 2005, the value of banknotes
put into and withdrawn from circula-
tion by the OeNB fell well short of
the value of banknotes allocated to
the OeNB and thus actually reported
in its annual accounts as banknotes in
circulation. The financial impact of
this development is reflected in the

interest income on the intra—Eurosys—
tem balances related to the allocation
of euro banknotes within the Euro-
system.

Table 4 also shows the financial
smoothing effect of the method de-
scribed in section 4.2. The smooth-
ing mechanism for the period from
2002 to 2007 offsets only past imbal-
ances (from July 1999 to June 2001)
via remuneration of the compensa-
tory amount.

5 Conclusions

Until euro banknotes were issued,
the disclosure of banknotes in circula-
tion did not require any special regu-
latory framework, as each central
bank was the sole institution autho-
rized to issue banknotes in its coun-
try and would not accept banknotes
issued by other central banks. This
meant that each NCB disclosed the
exact overall value of the banknotes it
had physically put into and withdrawn
from circulation, and no adjustment
was required. In the transitional pe-
riod between the establishment of the
Eurosystem on January 1, 1999, and
the introduction of euro banknotes
on January 1, 2002,”® the national
currencies of other euro area NCBs

Table 4

Overall Monetary Income

EUR million

Net result from the pooling and reallocating of monetary income

Remuneration of the intra-Eurosystem balances related to:
the ECB's share of euro banknotes in circulation (ECB seigniorage) =25

the allocation of euro banknotes within the Eurosystem (CSM) 144

7

the remunerated compensatory amount
Net income

Source: OeNB.

2005

153

37 As disclosed in the OeNB ‘s annual accounts.

38 This also applied to the dual phase when both national and euro banknotes were accepted as legal tender in

2002.
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had to be accepted for conversion (at
an already fixed irrevocable euro con-
version rate) pursuant to Article 52 of
the ESCB Statute and then had to be
repatriated to the issuing central bank
(where they would be finally de-
stroyed); yet ultimately this regime
did not affect the banknote liabilities
of the accepting central bank.

With the introduction of euro
cash as the Eurosystem’s single cur-
rency, these national procedures
could not be maintained since, in ad-
dition to euro banknotes withdrawn
by domestic commercial banks, each
euro area NCB is obliged to accept all
euro banknotes returned to it, irre-
spective of whether they were issued
by itself or by another euro area NCB.

In the absence of the now ap-
proved regime, banknote migration
would have obliged a single euro area
central bank to accept, in an ex-
tremely hypothetical case, liability
for the total value of euro banknotes
in circulation. Since, however, the
current legal framework™ limits the
liability of each NCB to its relative
capital share, it was necessary to pro-
vide, first, for a fair allocation of bank-
notes and, second, for smoothing pro-
cess that would
arising from the migration of euro
banknotes across national borders
within the EU both in accounting and
financial terms.

The same principle logically ap-
plies, third, to the income derived by
each NCB from its banknotes in cir-
culation (seigniorage income) and its
monetary policy instruments. Here,

offset imbalances

3 See recitals 7 and § of the Decision ECB/2001/15.

EurRO BANKNOTES IN CIRCULATION
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too, seigniorage income used to
accrue directly to each NCB before it
became an integral part of the Euro-
system, and was clearly distinguish-
able from the income of other central
banks with regard to the distribution
of dividends to shareholders and/or
the state. The financial consequences
of joint banknote issuance and with-
drawal were already acknowledged
when the establishment of the Eco-
nomic and Monetary Union (Treaty
of Maastricht) was approved and were
taken into account under Article 32
of the ESCB Statute. The Governing
Council of the ECB was authorized to
adopt all further measures for imple-
menting Article 32 in the Eurosys-
tem.

Prior to the coming into force of
the aforementioned regime for the
expected diverse consequences of
banknote migration and for the allo-
cation of monetary income, it was hardly
possible to meaningfully predict how
the many determinants would de-
velop. Nevertheless, expert working
groups40 of the Eurosystem managed
to create for both the balance sheet
presentation of euro banknotes in cir-
culation and the allocation of mone-
tary income within the Eurosystem a
fair and feasible regulatory frame-
work that is open to new entrants to
the Eurosystem and takes account of
the principles of fairness, neutrality
and equal treatment. The current
monetary income regime was ap-
proved by the Governing Council of
the ECB in December 2001 and is
binding at least until 2007.

* Committees in the Eurosystem are composed of experts from NCBs (see the corresponding section in the relevant

ECB annual report, e.g. 2005, p. 171). In collaboration with experts. from other areas qf expertise, the Accounting

and Monetary Income Committee (AMICO) was responsible for the development of the currently regulatory

framework.
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In 2007, expert working groups
will conduct a systematic*' review of
the current regime governing the
allocation of monetary income, fol-
lowing a mandate of the Governing

Council of the ECB in order to ensure
its future applicability in conformity
with the principles of fair allocation
and the functional integration of the
Eurosystem.

Table 5

Capital Shares of EU Central Banks

%

Subscribed capital Paid-up capital Banknote allocation key

as at from as at from as at from

December 31,| January 1, December 31, January 1, December 31,| January 1,

2006 2007 2006 2007 2006 2007
Deutsche Bundesbank 211364 20.5211 29.5652 29.5229 27.2000 271610
Banque de France 14.8712 14.3875 20.8016 20.6987 191375 19.0430
Banca d'ltalia 13.0516 125297 18.2563 18.0260 16.7960 16.5840
Banco de Espafa 7.7758 7.5498 10.8766 10.8616 10.0065 9.9925
De Nederlandsche Bank 3.9955 3.8937 5.5888 5.6017 51415 51535
Nationale Bank van Belgié¢/Banque Nationale de Belgique 2.5502 24708 35672 3.5546 32820 32705
Oesterreichische Nationalbank 2.0800 2.0159 2.9095 2.9002 2.6765 2.6680
Bank of Greece 1.8974 1.8168 2.6541 2.6138 24415 24045
Banco de Portugal 1.7653 17137 24693 24654 22715 2.2680
Suomen Pankki 1.2887 12448 1.8026 1.7908 1.6585 1.6475
Central Bank and Financial Services Authority of Ireland 0.9219 0.8885 1.2895 1.2782 1.1865 1.1760
Banka Slovenije X 0.3194 X 0.4595 X 0.4225
Banque centrale du Luxembourg 0.1568 0.1575 02193 0.2266 0.2020 0.2090

71.4908 69.5092 100.0000 100.0000 92.0000 92.0000
Bank of England 14.3822 139337 X X X X
Narodowy Bank Polski 5.1380 4.8748 X X X X
Banca Nationald a Romaniei X 2.5188 X X X X
Sveriges Riksbank 24133 2.3313 X X X X
Danmarks Nationalbank 1.5663 1.5138 X X X X
Ceskd ndrodni banka 14584 1.3880 X X X X
Magyar Nemzeti Bank 1.3884 1.3141 X X X X
Bulgarian National Bank X 0.8833 X X X X
Ndrodnd banka Slovenska 0.7147 0.6765 X X X X
Lietuvos bankas 0.4425 0.4178 X X X X
Banka Slovenije 0.3345 X X X X X
Latvijas Banka 0.2978 0.2813 X X X X
Eesti Pank 01784 0.1703 X X X X
Central Bank of Cyprus 0.1300 0.1249 X X X X
Central Bank of Malta 0.0647 0.0622 X X X X
28.5092 30.4908 X X X X

Total 100.0000 100.0000 100.0000 100.0000 92.0000 92.0000
ECB X X X X 8.0000 8.0000
Total 100.0000 100.0000 100.0000 100.0000 100.0000 100.0000

Source: OeNB, based on the corresponding legal acts of the ECB.

! See recital 11 of the Decision ECB/2001/16.
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