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62nd Annual Report

submitted to the Annual General Meeting
of the Bank for International Settlements
held in Basle on 15th June 1992

Ladies and Gentlemen,

| have the honour to submit herewith the sixty-second Annual Report
of the Bank for International Settlements for the financial year which began
on 1st April 1991 and ended on 31st March 1992.

The net profit for the year amounted to 119,460,160 gold francs,
after transfer of 3,650,285 gold francs to the Provision for Exceptional
Costs of Administration and 11,000,000 gold francs to the Provision for
Modernisation of Premises and Renewal of Equipment. This compares with
a net profit for the preceding year of 114,892,783 gold francs.

The Board of Directors recommends that, in application of Article 51
of the Bank’s Statutes, the present General Meeting should apply the sum
of 32,460,160 gold francs in payment of a dividend of 200 Swiss francs per
share.

The Board further recommends that 26,100,000 gold francs be trans-
ferred to the General Reserve Fund, 3,000,000 gold francs to the Special
Dividend Reserve Fund and the remainder of 57,900,000 gold francs to the
Free Reserve Fund.

If these proposals are approved, the Bank’s dividend for the financial
year 1991-92 will be payable to shareholders on 1st July 1992.



|. Weaker growth than widely expected

The economic downturn, which has lasted longer than was foreseen a year
ago, spread to more countries in the course of 1991 as activity weakened
in Japan and Germany — the two industrial economies which were still
growing strongly early last year. With overall output growth of less than
1% (see the table on page 5) 1991 saw the weakest economic expansion in
the industrial countries since 1982 and for the first time in eight years the
unemployment rate rose, reaching 7%2% by the end of the year. Chapter I
of this Report examines a number of special factors that may help to
explain why most assessments of near-term economic prospects in the
industrial countries had been too optimistic. Private sector debt burdens,
aggravated by sharp declines in real asset prices, seem to have played the
biggest role. In addition, household and business confidence failed to sustain
the recovery that set in after the cessation of hostilities in the Gulf and fell
to new lows during the second half of 1991. At the same time, the earlier
onset of recession in countries with large current account deficits tended
to reduce international imbalances last year. One notable exception to this
improvement, discussed in Chapter |V, was the sharp rise in the Japanese
surplus.

The sluggishness of activity led to an easing of macroeconomic policies
in a number of countries, most notably the United States, Australia and
later Japan. Elsewhere, however, as described in Chapter V, monetary
policy was not directed towards achieving counter-cyclical goals, even
when the unexpected weakness of demand became apparent. Germany,
Italy and some other European countries experienced strong inflationary
pressures that ruled out any relaxation of monetary policies. Other
monetary authorities gave priority to their exchange rate objectives even
though this meant accepting tighter policies than were considered desirable
on domestic grounds. On the fiscal side, even automatic stabilisers were
only allowed to operate sparingly, lest financial markets should deduce that
fiscal consolidation no longer figured as prominently on the supply-side
agenda. As elections approached, however, this resolve weakened a little
more recently in some countries.

The lack of major macroeconomic policy reactions in many countries
no doubt reflects the widespread loss of belief in short-term stimulation as
being either effective or worthwhile, considering the harm it can do to
medium-term objectives. It may also reflect a basic confidence that the
downside risks are limited and that the danger of an imminent worldwide
depression is slim. This confidence rests on fairly solid ground: recent struc-
tural improvements have not been reversed; profitability in manufacturing



has not dipped too sharply from the healthier levels attained in the second
half of the 1980s. Some cyclical decline in demand, even if closely synchro-
nised across countries, must be regarded as normal, particularly after such
a long, strong and equally synchronised upswing between 1983 and 1990.

A positive aspect of the current situation is the way in which inflation
in a number of countries has responded to reduced demand pressure. In
the United States the rate of consumer price inflation has recently been
the lowest since 1986, the best year after 1965; in Canada one has to go
back three decades to find a level similar to the present one. In the United
Kingdom and Sweden the current rates of price increase over the last
twelve months have been less than half those of only two years ago. In
Australia and New Zealand prices scarcely rose at all last year. The “odd
man out” is Germany, with the highest inflation rate among the Group of
Seven countries after Italy. All these rates are in part distorted by tax
measures, changes in mortgage rates or energy prices, but they do suggest
that “stagflation”, the unresponsiveness of inflationary pressure to weak-
ness in economic activity, is in most countries not a serious threat at
present, although inflexibility in many labour markets remains a problem.

Another feature of economic events in the period under review
provides some further comfort against the background of mainly bad news.
Most encouraging is the recovery in those Latin American countries which
in recent years have adopted firm anti-inflation policies and structural
reforms. Such policies have long been in place in many Asian countries
where real growth remained high last year despite the recession in the
industrial countries. At the same time, real per capita income continued to
fall in Sub-Saharan Africa and, as a consequence of the war in the Gulf, real
output growth weakened considerably in the Middle East.

There can, however, be little doubt that the present slowdown in the
industrial world has compounded the difficulties faced by those countries
in the process of transition from centrally administered to market
economies. The violent break-up of Yugoslavia and the disintegration of the
Soviet Union have added a further turn to this most dramatic story, in
which the good news at the core, of freedom and economic initiative
regained, is constantly in danger of being overwhelmed by a multitude of
problems that demand urgent solutions. Chapter |l describes the difficulties
encountered by the eastern European countries, with real output falling
even further and unemployment rising steeply.

The economics of the transition is difficult enough in itself. Structural
reform is almost by definition a slow process, even more so when no stone
can be left unturned. The most important domestic issue examined in
Chapter Il is the fiscal situation, which is in danger of getting out of hand
in almost all of these countries, with revenue and expenditure following
their own sharply divergent trajectories. Macroeconomic policy is severely
hampered by having to work with newly adopted instruments which cannot
function properly in underdeveloped markets. At the same time, policy-
makers cannot fall back on the old policy mechanisms if they want to
create room for markets to develop further. This often amounts to trying



World output growth!

Country groups and regions  |1984—86(1981-86| 1987 | 1988 | 1989 | 1990 | 1991
GDP | average
as % of percentage changes in real GDP
total
Seven major countries 59.0 27| 33| 45| 33| 25 1.0
Other industrial countries? 12.7 23| 32| 35| 36| 27| 05
Developing countries 18.5 34| 40| 43| 34| 34| 35
Major oil producers? 6.4 06| 05| 17| 3.0| 44| 23
Other developing countries 121 51| 60| 57| 36| 28| 4.1
Africa and Middle East 1.8 32| 34| 45| 10| 3.0 31
Asia 6.6 7.0 | 8.1 92| 54| 52 5.4
of which: NIEs* 1.6 75121 | 95| 63| 67| 7.2
Latin America 37 25| 33| 01| 16 |-14| 22
Eastern Europes 9.8 30| 18| 3.7 | 1.7 |[—4.1 |-168
World 100.0 28| 33| 43| 32| 21 |- 04
Memorandum item:
World, excl. eastern Europe 28| 34| 44| 34| 27| 14

1 Average growth rates for the seven major and other industrial countries are calculated using 1989
GDP weights and exchange rates and other averages using 1984—86 GDP weights and exchange
rates, including all countries with 1989 GDP of at least US$0.1 billion. 2 Including the countries
listed in the table on page 29, Iceland, Luxembourg and Malta. 3 OPEC members, Mexico and
Trinidad and Tobago. # The newly industrialised economies: Hong Kong, Singapore, South Korea
and Taiwan. 5 National output figures converted at non-commercial exchange rates.

Sources: IMF World Economic Outlook, OECD National Accounts, UN Yearbook, World Bank
Atlas and World Debt Tables, national data and BIS estimates.

to square the circle. Opening domestic markets to international compe-
tition and giving local entrepreneurs the chance to exploit the opportu-
nities offered by world markets is an essential element in this process. The
steps being taken towards trade policy reform and currency convertibility
in the former communist countries, as well as in China, are discussed in
Chapter IV.

But even a sound economic strategy may not be enough. The political
process of transition requires broad popular support because the reforms
in eastern Europe are of a democratic nature. People in these countries do
not, and in fact cannot, compare their present experience with what might
have happened had the old regimes managed to retain power; they tend to
compare it with some earlier period before the utter failure of socialism
was so starkly exposed. This distorted perception brings mounting diffi-
culties on the political front the longer it takes for economic growth to be
resumed. Outside financial assistance may be required in substantial quan-
tities just to provide the glimmer of hope needed to sustain the political
momentum.

In these circumstances, however, important lessons may be drawn
from the simultaneous transition under way in eastern Germany, where,
almost as if under conditions of a controlled experiment, outside help is
available in abundance on all levels — financial, managerial, technical and
administrative — where there are no language barriers, where a sound new
legal framework and a sound currency are in place, and where experienced



macroeconomic policy-makers are at work — and yet the transition process
is running far from smoothly. It is true that one has to set against all these
unquestionable advantages the not inconsiderable disadvantages largely
absent in the other former socialist countries. Perhaps the greatest of
these, apart from the huge revaluation implied in the move to monetary
union, is the explosion in expectations as a consequence of political union.
What the frustrations of the transition process in Germany reveal,
however, is that outside help, no matter how abundant, offers no panacea
for rapidly overcoming the legacies of socialism: state ownership of the
means of production; technological backwardness in all but a few areas;
the decay of the infrastructure, industrial equipment and the housing stock;
the complete neglect of the environment; the seriously distorted price
structure; and the total lack of marketing skills. All these are formidable
obstacles to an early resumption of growth under conditions of a market
economy, to which outside assistance, of whatever kind, cannot provide a
quick solution.

The form of assistance which can contribute most to the transition
process and to stimulating economic growth in the eastern European coun-
tries is the offer of unimpeded access to western markets. Most industrial
countries have in recent years strayed further from the free trade ideals
they profess to uphold while many developing countries have taken decisive
measures to open their economies. The Uruguay Round has been the most
drawn-out of any GATT trade negotiations. Resistance to further recip-
rocal concessions seems to be stiffening all the time. Regional trading
arrangements, which have become an important feature in world trade
relationships, distract attention from the global scene. This issue is
discussed in some detail in Chapter IV and is taken up again in the Conclu-
sion. It is of the utmost importance, not only for the countries in transition
but for the economic prosperity of the world as a whole. In this respect
not just the former socialist countries but all countries should embark on a
transition to free and more open market economies. Market distortions
and barriers to competition are as harmful in the international context as
they are on a national level.

Can we assume that what applies to goods markets applies equally to
financial markets, or do questions of financial stability and/or the efficacy of
monetary policy suggest the need for special regulation? This is an issue to
which special attention is devoted in this Report —in Chapter V with regard
to the monetary policy transmission mechanism, more broadly in Chapter
VI, which addresses certain aspects of structural changes in financial
markets in a longer-term perspective, and finally in the Conclusion. There
can be no unequivocal answer: there clearly is a role for regulators and
supervisors, and not just in the narrowly defined banking sector but also in
other sectors of the financial services industry. The question is where to
draw the boundaries between government intervention and market forces,
and it is one to which different countries have traditionally given somewhat
different answers. Yet increasingly globalised financial markets have made it
imperative to coordinate national efforts in this area. The Basle capital



ratios are a result of such coordination. They have attracted some crit-
icism, but few would argue that it would be safe to let banks operate with
much less capital than these ratios require. Of course any regulatory
framework has to be adapted to new market developments; having first
focused exclusively on credit risks, the Basle ratios will in time have to be
modified to incorporate market risks of various kinds, which technically is
not an easy task.

1991 saw an absolute decline in the international banking aggregates,
for the first time since these data have been available. This, however, is not
a reflection of a “credit crunch” in international lending. It largely concerns
the interbank business of Japanese banks and more generally suggests a shift
in banks' strategies away from “expansion at any price” to a rebuilding of
profit margins. Bond yields showed a high degree of independence from
domestic short-term interest rates but considerable interdependence
across national borders. The result — depending on the stance of monetary
policy — was very steep or sharply inverted yield curves (see Chapters V
and VI). There is no doubt that domestic inflation expectations have a
major influence on national bond yields, but they should not always be
assumed to be the dominant force when short and long-term rates diverge.
The puzzle of high “real” interest rates is addressed in Chapter Il, although
it has to be admitted that experience in 1991 did not allow much analytical
progress to be made in this area. Equity markets, which in 1987 and to a
lesser extent in 1989 had exhibited close interlinkage, very much followed
their own courses in 1991 after their synchronised rise at the end of the
Gulf war. Links with the cyclical situation in the countries concerned — and
in particular with corporate profit positions and prospects — can only be
detected if allowance is made for fairly long lags, of several years in fact
(see Chapter VI).

Real estate prices have been under unusually severe downward
pressure in a number of countries, adding a new page to the history of
asset price inflation and how it relates to inflation in general, to speculative
bubbles and to the overall economic situation. Real estate price deflation,
if that is what it should be called, might be considered to be a new
phenomenon in the post-war economic history of the industrial countries,
although declines in commercial property prices following the inflationary
excesses of the 1970s were in some countries also on a major scale. No
doubt it required a large dent in the inflation trend for asset price deflation
to become a possibility. If not contained, it could not only have further
repercussions on financial institutions in the countries concerned but also
affect the prospects for full economic recovery. Given the lack of relevant
past experience, it is difficult to assess the potential danger of a vicious
circle of declines feeding on declines. But it should be remembered that the
industrial economies have not ceased to be more inflation than deflation-
prone, and that earlier fears of deflationary spirals invariably proved to be
unfounded.

There has been no notable trend in major exchange rate relationships
over the period under review as a whole. This is perhaps surprising given



the marked divergence of monetary policies. Within the period, however,
the US dollar did undergo a relatively large cycle of appreciation and
decline. Intervention was undertaken towards the peak of this cycle and
again early this year as the dollar rose once more. Although they showed
significant growth, capital flows were not of a nature to plunge the
exchange markets into turmoil. Within the EMS no realignments occurred
and periods of pressure due to speculation on parity changes were rela-
tively brief. The Maastricht Summit had only short-term effects on financial
markets. It seemed that they decided not to jump to conclusions but to
take their time in assessing the implications for the EMS in the intermediate
stage. This impression may not be in line with widely accepted hypotheses
about adjustment speeds in financial markets. The Treaty provisions on
monetary union are, however, more than simply an item of news which
the markets can quickly digest. They comprise a very complicated set of
possible courses of action dependent on a number of conditions, and at this
stage it is very difficult to say which countries will be able to meet these
conditions or how strictly they will be applied.

The Treaty represents agreement on the bare bones of economic and
monetary union and many important matters have yet to be decided.
Strangely, the fact of having reached this basic consensus does not seem to
have made it any easier to resolve the remaining issues. Those governments
that were committed to achieving agreement on the principle were not
unhappy about the lack of public debate in their countries prior to the
Maastricht Summit and did little or nothing to stimulate it. Having managed
to spring the programme on a largely unprepared public they are now faced
with debate and dissension very late in the day. This has cast some doubt on
the prospects for implementation, although parliamentary opposition to
ratification of the Treaty has not lined up in force in any member country.
As is explained in some detail in Chapter V, a monetary union between
economies as divergent in certain respects as those of the EC member
countries, even if the convergence criteria are strictly applied, is an under-
taking attended by many uncertainties which may well give rise to different
views once a debate focusing on the concrete implications gathers
momentum.

The structure of the Report has been modified somewhat compared
with that of recent years. The following three chapters discuss economic
developments in different groups of countries and balance-of-payments
developments as before. The next chapter examines monetary policy from
both a national and an international perspective. There then follows a
chapter dealing with financial markets in all their aspects, including the
exchange markets, and summarising developments in real estate markets.
As in the past, the international financial markets as covered by BIS statis-
tics are discussed in a separate chapter. Finally, this year a special chapter
looks at structural changes in financial markets and their implications.



Weak growth in
1991

Il. Developments in the industrial countries

Highlights

The economic downturn that began in 1990 continued throughout last year
and widened to include virtually the entire industrial world. Nearly one-
third of the countries remained in recession, the rapid expansions in
Germany and Japan came to an end, and there were slowdowns in several
European countries whose performance in 1990 had been comparatively
favourable. Overall, the downturn has been more moderate than those of
the early 1980s and mid-1970s, in large part because domestic inflation
pressures as well as the preceding rise in oil prices were less severe.
However, inflation has become a serious concern in Germany and remains
a concern in several other major European countries. Efforts to contain
inflation, together with the constraints on interest rates arising from
the EMS exchange rate regime, played a role in keeping real interest
rates throughout Europe at high levels. Furthermore, financial strains and
imbalances largely accumulated during the previous expansion have been
unusually prominent in this cycle, and continuing widespread public sector
budget problems have limited the scope for fiscal stimulus. Together these
factors suggest that the forces restraining demand, while less severe than in
past cycles, have nonetheless been stronger, more persistent and more
widespread than foreseen a year ago.

Business cycle developments

Real growth in the industrial countries as a whole averaged only 0.9% in
1991, its weakest overall pace since 1982, and in nearly all countries was
considerably slower than in 1990. Last year was also marked by an end to
the booms in business investment in Europe and Japan, rising unemployment
and serious constraints on macroeconomic policies in many countries.
Output continued to decline during all or most of 1991 in the United
Kingdom, Australia, Sweden, Finland and New Zealand. And while the
recessions in the United States, Canada and Switzerland appeared to have
ended, there was little or no growth over the four quarters of the year.
With the exception of the United States, the downturns in these countries
were largely the product of previous over-expansion and resulting
inflationary pressures that had forced the authorities to impose stringent
monetary restraint. The downturns typically began several quarters before
the Gulf conflict and in Australia and Finland have equalled or exceeded
those of earlier post-war cycles in severity. The downturn in the United
States has been comparatively mild but the weakness in activity has lasted
longer than expected. Activity did begin to recover in the spring of last



year both in the United States and in Canada but subsequently faltered, in
part because consumption revived less than had been anticipated.

Important new sources of weakness emerged last year as the rapid
expansions in Japan and Germany came to an end. Japan's aggregate output
growth decelerated sharply throughout 1991 and came to a halt in the last
quarter, while activity in western Germany fell over the second half of the
year. The slowdown in Japan primarily reflected the deceleration of business
and housing investment from the exceptionally rapid pace of the preceding
five years. Personal income growth, employment, interest rates and other
fundamental demand determinants were more favourable than in most
other countries. However, the continuing weakness of real estate and
stock prices and the sharp fall in business confidence beginning in late 1991
heightened concern as to how serious the slowdown in activity might
become.

The downturn in western Germany, while somewhat accentuated by
mid-year tax increases, also reflected a significant reduction in underlying
demand strength. In particular, demand from the new Linder, which was a
major contributor to growth in 1990 and early 1991, decelerated consider-
ably as the boom in household accumulation of consumer durables cooled
and as the public outlays that have been the primary support to regional
spending began to slow. The slowdown in government expenditure reflected
temporary supply constraints on infrastructure investments, and probably
to some degree the stabilisation of eastern Lander output beginning around
mid-1991. Slowdowns in the growth of business investment in the second
half of 1991, and of exports in the last quarter, contributed further to the
deceleration in aggregate German demand.

The change in Germany’s growth trend has potentially important
implications for other European countries. During 1990 and until around
mid-1991, much of the rapid growth in spending in Germany was diverted
to its European partners as capacity constraints in the western Lander
became increasingly stringent. In large part as a result, the exports of other
European countries grew quite rapidly and provided a substantial boost to
overall demand growth. This support was a significant factor in the compar-
atively favourable growth performances during 1990 of Belgium, Austria
and the Netherlands, whose exports to Germany amount to at least one-
tenth of their total output. In most European countries, the stimulus from
exports to Germany seems to have outweighed the effects of rising
interest rates during this period.

During 1991, growth slowed considerably in Austria, Belgium and
the Netherlands, declined further in Spain and Portugal and remained quite
sluggish in France and Italy. Much of the slowdown was attributable to
decelerating investment, as exports in most cases continued to increase
fairly strongly through the first half of the year. However, export growth
began to slow noticeably in the second half of the year, in large part as a
result of a sharp deceleration in Germany's imports. Thus the growth stim-
ulus provided by Germany to the rest of Europe appears to have progres-
sively weakened during 1991.
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The continued and spreading weakness of economic activity in the
industrial countries led to a marked deterioration in labour market condi-
tions last year, which probably contributed to the widespread decline
in consumer confidence. With the important exception of Japan, total
employment in most countries either stopped growing or declined. The
average unemployment rate of the industrial countries increased, by nearly
1 percentage point, for the first time since 1983. In general, unemployment
rates have risen by less than during the downturn of the early 1980s and

1



remain below the peaks reached at that time. However, quite substantial
increases have occurred in a number of countries, particularly those still in
recession, and unemployment rates in Ireland, Australia and several Nordic
countries are now at their highest levels in over three decades.

Largely as a result of falling oil and other commodity prices, average
inflation for the industrial countries fell to 4.1% over the twelve months of
1991, compared with 5.7% the previous year. There was little change in
core inflation for the group as a whole, however. Nonetheless, a number
of individual countries did achieve substantial reductions in inflation and
underlying cost pressures from previously high levels, most notably the
United Kingdom and Australia, where wage increases were nearly halved,
as well as Canada, Sweden, Finland and Iceland. Core inflation rates also
stabilised or fell modestly in the United States, Japan and a number of other
countries, but in most cases they remained significantly above their average
of 1986—88. However, underlying inflation pressures in western Germany
strengthened further in 1991, largely as a result of the marked acceleration
in wage increases since 1989.

With inflation pressures easing or contained at moderate levels, the
authorities in the United States and Japan took explicit steps to reduce
interest rates substantially in 1991. Nominal short-term rates in the United
States fell by more than 2%2 percentage points during the year, to their
lowest level in nearly twenty years, while short-term rates in Japan declined
by nearly 2 percentage points. By the end of 1991 real long-term interest
rates in both countries were at their lowest point since the early 1980s.
Interest rates also fell significantly in Canada and Australia as well as in the
United Kingdom in the first half of 1991. Signs of a revival in housing invest-
ment in Canada and in the United States suggested that the lower rates
were beginning to stimulate aggregate activity.

In continental Europe interest rates declined by considerably less than
in the United States or Japan and real long-term rates remained high by
historical standards. In Germany short-term interest rates rose further as
efforts to contain inflation continued. In most other European countries
short-term interest rates, which generally were fairly close to those in
Germany, either remained unchanged or fell only slightly. Substantial
declines to levels significantly below those in Germany would have been
inconsistent with the maintenance of the exchange rate configuration to
which nearly all the European countries are now formally or informally
committed. Reductions in central bank lending rates in France and Sweden
later had to be partly reversed, and cuts in the base lending rate in the
United Kingdom were halted, largely because of such considerations. In
effect, nominal interest rates have become closely synchronised in the
European countries, so that France and some other countries with compar-
atively low inflation now have higher real interest rates than Germany.

There have also been significant constraints on the budget policies of
many of the industrial countries. The average general government budget
deficit of the group reached nearly 2.5% of GDP in 1991, roughly % of
a percentage point greater than in the previous year and almost 1.5

12

Some progress
on inflation

Lower interest
rates in

North America
and Japan ...

... but little
change in
continental
Europe

Limited budget
flexibility



Consumer price inflation
Countries 1981—85|1986—89| 1990 1991 1992
Dec. June ‘ Sept. | Dec. March
annual averages percentage changes over previous year!
United States 5.5 3.6 6.1 4.7 3.4 3.1 3.2
Japan 2.8 0.9 3.8 3.4 2.7 2.7 2.0
Germany 3.9 1.0 2.8 3.5 3.9 4.2 4.8
France 9.6 3.0 3.4 3.3 2.6 3.1 3.2
Italy 1%.9 5.6 6.4 6.9 6.2 6.0 5.5
United Kingdom 7.2 5.1 9.3 5.8 4.1 4.5 4.0
Canada 7.4 4.4 5.0 6.3 5.4 3.8 1.6
Australia 8.3 8.1 6.9 3.4 3.8 1.5 1.7
Austria 4.9 1.9 3.5 3.8 3.2 3.1 4.1
Belgium 7.0 1.8 3.5 3.6 2.5 2.8 2
Denmark 7.9 43 1.9 2.9 1.8 2.3 2.6
Finland 8.5 4.7 4.9 4.2 3.3 39 2.8
Greece 20.7 16.6 22.9 18.9 18.2 18.0 18.3
Ireland 12.3 33 2.7 3.1 3.5 3.6 3.7
Israel 195.4 25.5 17.6 19.3 20.9 18.0 173
Netherlands 4.2 0.3 2.6 3.3 4.4 4.9 4.2
New Zealand 12.0 10.2 4.9 2.8 2.2 1.0 0.8
Norway 9.0 6.8 .4 3.5 33 2.9 2.5
Portugal 23.2 10.8 i i 12.6 10.2 9.6 8.5
South Africa 14.0 155 14.6 15.2 15.4 16.2 15.8
Spain 12.2 6.4 6.5 6.2 5.7 55 6.9
Sweden 9.0 5.2 10.9 10.3 8.3 8.1 2.6
Switzerland 4.3 1.8 5.3 6.6 5.7 5.2 4.9
Turkey 38.3 53.6 60.4 64.9 66.9 1 78.7
Average? 7.0 3.7 5.7 5.0 42 4.1 39
! Quarterly figures for Australia, Ireland and New Zealand. 2 Calculated using 1989 GDP weights
and exchange rates.
Source: National data.

percentage points higher than in 1989. The deterioration resulted largely
from the weakness of economic activity. Except in Germany, budgets
generally provided only very modest stimulus or, as in France, Canada and
a number of other countries, restrained activity by partially offsetting auto-
matic stabilisers with spending limitations or tax increases. Furthermore,
current budget plans suggest that, except in the United Kingdom and to a
lesser extent France and Italy, budget policies will be somewhat more
restrictive in 1992 than in 1991, as longer-term fiscal consolidation
programmes now planned in the United States, Canada and a number of
other countries are implemented.

The present cycle in comparison with earlier downturns

Last year marked the third general downturn in economic activity in the
industrial countries since the 1960s. Comparison with the past confirms
that the present slowdown has generally been milder than those of the
mid-1970s and early 1980s, in large part because the factors, particularly
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inflation, that led to the earlier downturns have been more favourable in
the present cycle. Nonetheless, the slowdown has lasted longer than
expected in some countries and the overall constraints on demand now
appear to be somewhat greater than had been anticipated. Two factors
appear to be primarily responsible. First, structural adjustments to private
sector financial burdens and imbalances in the United States, the United
Kingdom and several other countries have restrained demand more than in
earlier cycles. Second, inflation in Europe, while much improved on average
in comparison with the last two decades, remains or has become an impor-
tant concern in several key countries, most notably Germany. This situa-
tion, along with the constraints imposed by the EMS, has kept European
real interest rates at high levels, despite the weakness in activity.

The previous two business cycles, beginning in 1974 and 1980 respec-
tively, were both initiated by sharp increases in oil prices, but the down-
turns that followed were quite different in character. The first, following
the nearly fourfold rise in oil prices in 1973, led within several quarters to
a sharp decline in output in virtually all the industrial countries except
Canada, which in most cases as well as overall was the most severe of
the post-war era. However, the downturn was generally followed within
roughly a year by fairly robust recovery. In contrast, the economic down-
turns in 1980 and 1981 following the tripling of oil prices in 1979—80 were
typically milder, but activity, and especially domestic demand, remained
weak for much longer. Growth during 1980—82 was the weakest of any
comparable post-war period. Domestic demand growth in the industrial
countries averaged less than 0.3% annually in the three years after 1979,
compared with an average of 1.3% in the three years following the first oil
shock. The weakness was especially protracted in Europe, most notably in
Germany, where domestic demand remained below its 1979 peak until
1985.

By comparison with the two earlier periods, the present economic
downturn has so far been moderate in most respects. Output in the indus-
trial countries as a whole rose in 1991, whereas it fell in 1975 and 1982.
The recessions in the United States and Canada have been about half as
deep as in 1980—82, although those in Australia and Finland have been
exceptionally severe.

The downturns in the major demand components have also generally
been noticeably milder than previously. In particular, business investment
and consumption remained stronger through 1991, both on average and in
most individual cases, than in the two earlier cycles; with some important
exceptions, the same observation applies to housing investment. Further-
more, the slowdown in business investment follows an exceptionally strong
boom in Europe and Japan over the latter half of the 1980s. Investment
spending during this period, which increased by nearly half in Europe and by
almost two-thirds in Japan, was much stronger than in the expansions
preceding the 1974—75 and 1980—82 recessions.

There are some important exceptions, however. In the United
Kingdom, the United States and France consumption has been somewhat
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weaker in relation to aggregate activity than in past cycles. Automobile
sales in the United States, many European countries and Japan have been
stagnant or in decline for as much as two years. Housing in the United
Kingdom and several Nordic countries has been exceptionally depressed, as
has commercial real estate investment in the United States, the United
Kingdom, Australia and Norway.

Two other differences compared with the earlier cycles help some-
what in explaining why the pronounced rebound seen after 1975, and
briefly in 1980, has not occurred in the present instance. Fluctuations in
inventory investment, which often in the past significantly affected the
timing and strength of the turnround in activity, generally have been less
pronounced, particularly in the United States but also to a considerable
degree in the other larger countries. The reduction in volatility in this
demand component is substantially a reflection of tighter inventory
management arising in part from relatively high real interest rates. More-
over, personal saving rates have generally been less variable in recent years
than in previous cycles. In contrast, saving rates generally rose prior to the
cyclical peaks preceding the 1974 and 1981-82 recessions, but then began
falling several quarters after the downturn began, providing an impetus to
consumption that was largely absent in 1991. The United Kingdom is an
important exception, however. The household saving rate there has nearly
doubled since 1988, after falling by more than one-half over the preceding
seven years. Largely as a result, consumption has been particularly weak.

The relative mildness of the present downturn mainly reflects the fact
that the rise in oil prices and domestic cost pressures that were the key
factors shaping the previous recessions have been less severe, at least in
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overall terms. In particular, the increase in oil prices in 1990 was substan-
tially smaller than in 1973 and 1979 and was quickly reversed; thus the
impact on real incomes was very slight and only temporary. Prices of other
basic commodities have also not risen as they did earlier, and in some cases
have fallen considerably.

Even more important is the comparative moderation, with important
exceptions, of underlying inflationary pressures before the current down-
turn. Prior to both the 1974 and 1980—82 recessions, there was a marked
build-up in domestic cost pressures that led to monetary restraint and sharp
increases in interest rates, greatly aggravating the downturn. Cost pres-
sures were particularly severe in Japan prior to the first oil shock, and that
country’s downturn was the worst in its post-war history. However, policy
began to ease in most countries fairly soon after the 1974 downturn and
the recovery was later further reinforced by major fiscal expansions in
Europe and Japan. By the late 1970s underlying domestic cost pressures in
the largest industrial countries, except Japan, were as great as or greater
than in the early 1970s and more entrenched. In response, monetary policy
in the United States and most major European countries continued to
restrain activity for much longer than in the previous cycle. In Japan, and
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somewhat later in Europe, demand was further weakened by extensive
fiscal consolidation to reduce the budget deficits and curb the rapid growth
of public debt.

In general, the inflation pressures that were a key factor in the
prolonged weakness of the early 1980s are now considerably less severe.
Core inflation rates and underlying cost pressures before the present
downturn were significantly lower on average in most individual countries.
Largely as a result, monetary restraint and interest rate increases were less
pronounced, and the authorities in the United States and to some extent in
Japan have been able to take steps to lower interest rates somewhat
sooner than in the previous cycle. Furthermore, as in the past, the down-
turn has typically been particularly severe in those countries with the most
serious inflation problems.

Two aspects of the present situation are potentially more problematic
however. First, financial strains and imbalances arising from high debt
burdens, deteriorating asset quality and falling asset prices have been
considerably more prominent in the present slowdown than in earlier
cycles. The analysis at the end of this chapter suggests that, except to some
degree in the United States, credit supply constraints have not as yet had a
noticeable impact on aggregate spending. Particularly in Japan, however,
credit constraints could become a more serious impediment to activity
should falling asset prices lead to a substantial further deterioration in finan-
cial institutions’ balance sheets. The analysis also suggests that relatively high
private debt burdens, especially in the household sector, along with falling
real estate and stock prices, have added to and prolonged the weakness in
demand in several major countries. In particular, the rise in the saving rate
and the exceptional weakness of consumption and the housing market
in the United Kingdom appear to derive in part from efforts by households
to reduce their debt to more manageable levels. Similar, if somewhat
less severe, balance-sheet adjustments have been occurring in the United
States, as well as in Norway and Sweden. There is considerable uncertainty
in all these countries as to how far the adjustments will go. Furthermore,
the exceptional weakness in the commercial real estate sector in the
United States, Australia, Norway and, to some degree, the United
Kingdom is substantially the result of a build-up of excess capacity fuelled
by the relatively abundant availability of credit during the earlier expansion.

Second, inflation has become a more serious overall cause of concern in
Europe than is suggested by the aggregate performance, largely because of the
problems in Germany. In particular, wage and labour compensation increases
in Germany during 1991 were nearly as high as the peak reached in the
early 1980s. The historical record, based on the experiences of numerous
industrial countries, indicates that substantial reductions in underlying wage
and cost pressures have nearly always been accompanied by significant and
prolonged slowdowns in real output growth. Moreover, inflation in
Germany has been less responsive to slowdowns in growth than in other
major industrial countries. Admittedly, conditions now may be more
conducive to restraining wage pressures than in the past. In particular,
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inflation and cost pressures in Germany are more recent and probably less
entrenched. Nonetheless, historical experience would suggest that several
years of growth well below potential could be required to bring wage infla-
tion back to the levels prevailing during the second half of the 1980s.
The monetary restraint prompted by the build-up of inflation pres-
sures has led to a considerable rise in nominal interest rates in Germany
over the last few years and to parallel increases in France, Italy and other
countries participating in the narrow band of the EMS exchange rate mech-
anism. Nominal interest rates in Europe are much more closely linked than
in earlier cycles as a result of the broadening of the EMS and the greater
mobility of financial flows among its members. As is shown in the graph
below, real interest rates have also risen appreciably. Admittedly, real
interest rates are difficult to measure precisely, and their true level was
almost certainly higher during the 1970s and the early 1980s than is indi-
cated in the graph because much of the acceleration in inflation in those
periods was unanticipated. Nonetheless, the current level of real interest
rates in Germany and most other continental European countries, espe-
cially those with the lowest inflation, does appear to be noticeably high by
historical standards, and significantly higher than during the downturns of
1980—82. Real rates in these countries are also higher than in the United
States and Japan, and the gap has widened in the last twelve months.
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* Gross operating surplus (value added less employee compensation) divided by the capital stock.

Source: OECD Economic Outlook (figures for 1990 and 1991 are partly estimated).

The effects of real interest rates on spending are difficult to assess.
Real interest rates were persistently high during the 1980s in comparison
with both the 1970s and, in most countries, the 1960s. Nonetheless, as
noted earlier, the second part of the decade saw the strongest and most
extended boom in business fixed investment in both Europe and Japan since
the 1960s. The coincidence of strong investment and high real interest
rates is probably attributable in part to the significant rise in profit rates
during the 1980s shown in the graph above. Particularly in Europe and Japan
investment during the 1980s was also stimulated by efforts to save labour
and otherwise reduce costs in order to maintain international competitive-
ness as exchange rates appreciated. Investment in Europe was further
boosted by business preparations for the development of the single market.

Nonetheless, the weakening of investment in most European coun-
tries, which in many cases preceded the slowdown in activity in Germany,
suggests that real interest rates may now be exerting a greater restraint on
spending than during much of the latter half of the 1980s. Several factors
that traditionally have been important in investment decisions, in particular
profit rates and business confidence, have deteriorated noticeably in the
last year, although in most cases they remain more favourable than in the
last downturn. The resilience of investment, given these conditions and the
persistence of high real interest rates, is a key factor in the medium-term
outlook for the European economies.

Developments in individual countries

The three largest economies

The recession in the United States apparently ended in early 1991 but there
was no genuine recovery. Growth, led by consumption, briefly rebounded
in the spring but stalled later in the year as consumption weakened again.
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Developments in real GNP/GDP and demand components:
major industrial countries

Countries and GNP/ | Total Demand components Memo:
periods GDP! |domesticl pe Tpybjic[ Total | Stock | Nec | Private
demand | ;. spend- |private{changes*|exports* non-n'zs.ll-
con- |ing%3 | fixed df?::';
sump- invest- 1
tion ment? Myosts
ment?
percentage changes
United States
1982—89 average 3.7 39| 37| 32| 44 0.2 -0.3 3.2
1989 2.5 191 19| 15| 0.4 0.3 0.6 2.2
1990 1.0 0.5 1.2 3.2 1.6 =0.7 0.6 1.2
1991 —-0.7 —1.3.|—=0.1 0.9 [-7.6 -0.3 0.7 —6.7
1991 Q IV3 0.4 0.1 0.5 |—1.6 | =57 0.9 0.3 —=7.1
Japan
1982—89 average 4.3 45| 38| 14| 84 01| -02 9.6
1989 4.8 58| 43| 0.1 125 0.2 -0.9 16.5
1990 5.3 55| 43| 33|107| -02| -03| 124
1991 4.4 30| 26| 37| 33 0.1 1.4 6.2
1991 Q IVs 32 1.9 30| 42 |-1.8 0.1 1.3 1.5
Germany
1982—89 average 2.5 25| 22| 12| 34 0.3 0.2 4.7
1989 39 27| 2% |14 7.4 0.4 1.2 8.5
1990 4.7 4.7 | 4.6 2.5 9.7 —=0.3 0.1 10.5
1991 3.2 30| 25| 09| 7.4 —0.1 0.3 8.6
1991 QIVs 0.9 16| 10| 34| 28 —0.3 —-0.6 0.2
France
1982—89 average 2.5 26| 25| 23| 3.0 00| -02 3.9
1989 4.1 37| 33| 08| 7.6 0.2 0.3 7.8
1990 2.2 26| 29| 22| 27 -0.1 —0.4 43
1991 1.1 091 14| 42 |—21 -0.5 0.2 | —21
1991 Q IV3 1.8 09| 21 31 |—-1.7 -0.7 0.9 -3.9

For footnotes and sources see the table opposite.

Business investment declined in 1991, although exports continued to grow
and housing activity began to revive in the second quarter.

The continued sluggishness of the US economy largely reflects adjust-
ments that began well before the 1990 downturn. Consumer spending,
particularly on housing, automobiles and other durables, has been
restrained by efforts to reduce debt burdens accumulated during the prior
expansion. Corporate reorganisation and other structural factors have led
to proportionately greater and more widespread permanent job losses
in the present cycle, particularly in services — a development which has
probably contributed to the surprisingly low level of consumer confidence.
Similarly, much of the stagnation in business investment over the last twelve
months reflects the protracted decline in spending on business structures
that began in 1985. The weakness in this demand component is primarily
attributable to substantial overbuilding earlier in the decade; investment
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Developments in real GNP/GDP and demand components:
major industrial countries (continued)

Countries and GNP/| Total ‘ Demand components Memo:
periods GDP' |domestic| b Tpublic| Total | Stock | Net | Frivate
demand | 0 spend-| private |changes*|exportst|"" 5"
con- | ing?3 | fixed df?::jl
sump- invest- .
tion ment? i
ment3
percentage changes
Italy®é
1982—89 average | 2.8 3.3 30| 27 32 00| —03 n.a.
1989 3.0 30| 36| 0.9 46| —03| —-01 5:2
1990 2.2 24| 28| 1.3 33| —02 —03 31
1991 1.4 23| 28| 1.7 0.9 01| —0.9 0.7
1991 Q IV5 1.5 28| 27| 14 38 04 | =13 6.3

United Kingdom
1982—89 average | 3.5 44| 46| 1.0 8.6 02| =11 9.8

1989 2.3 33| 35| 3.0 5.0 -0.3 —1.2 8.1
1990 1.1 —0.1 08| 35| - 39 -0.7 1.3 | = 14
1991 =23 =31 |—1.7 | 0.9 | —10.7 —0.6 1.2 | =119
1991 Q IV5 —1,5 —1:6i[=1,3 | &4 | = Gk 0.4 0.6 | —10.4
Canada
1982—89 average | 4.1 47 | 42| 24 6.5 04| —07 5.5
1989 2.5 38| 32| 3.6 5.2 0.1 - 6.0
1990 0.5 02| 13| 36| — 46 -0.9 08| - 32
1991 =1;5 =[0.5: =11 22 1— 39 0.4 —Q.5 | = 1.9
1991 Q IV3 -0.2 14 |-08 | 1.0 4.1 0.9 -1.4 3.2
Average’
1982—89 average | 3.6 38| 35| 2.4 5.8 02| —0.3 6.1
1989 33 33| 28| 12 6.5 0.2 0.0 8.8
1990 2.5 23| 24| 3.0 4.0 -0.5 0.3 5.9
1991 1.0 05| 09| 15| — 1.6 =0A 06| — 0.2
1991 Q I3 1.1 0.9 | 12| 03| — 25 0.4 03| — 22

T GNP for Japan and Germany. 2 Public consumption and public fixed investment. 3 For Germany
(1991 Q V) and lzaly (all years), public spending comprises public consumption only, total private
fixed investment includes public investment and private non-residential fixed investment comprises
machinery and equipment only. 4 Percentage point contribution to GNP/GDP growth. 5 Change
over four quarters. & Average for 1982—89 based on accounts at 1980 prices. Individual years 1989
to 1991 based on 1985 prices. 7 Weights proportional to GDP and demand components in 1989.

Sources: OECD and national data.

in business structures could remain depressed for some time further
since commercial vacancy rates are still high by historical standards.

Exports, which increased by nearly 7% in real terms over the four

quarters of 1991, were an important exception to the overall weakness
of demand. Their strength reflects significant market share gains in the
industrial countries, owing in large part to the relatively favourable compe-
titive position of US export industries and to a pick-up in imports of Latin
American countries.

Apart from exports, prospects for recovery depend largely on a

revival in household spending spurred by lower interest rates. Continued
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signs that core inflation was declining and ongoing weakness in the
economy prompted a considerable relaxation of monetary policy in 1991.
Market interest rates eased substantially, and by the end of 1991 longer-
term interest rates, including mortgage rates, were at their lowest levels in
nearly five years. The decline in interest rates reduced household debt
service burdens and allowed a greater proportion of applicants to qualify
for housing loans. Partly as a result of the lower servicing burdens, house-
holds and businesses were able to lower their debt levels somewhat in
1991.

The scope for budgetary stimulus to the economy has been quite
severely limited by the high federal budget deficit, which reached 4.8% of
GDP in fiscal 1991, close to the peak of 5.2% recorded in fiscal 1986.
Apart from payments to replenish the bank deposit insurance fund, the
increase over fiscal 1990 was primarily attributable to the weakness of
economic activity, and the deficit is expected to rise substantially in fiscal
1992 for the same reason. The contribution to economic activity in 1991
provided by the federal budget was somewhat less than in the aftermath of
earlier downturns. Further budget consolidation over the next few years is
mandated by the terms of the 1990 budget agreement. Moreover, federal
budget restraint has been significantly reinforced by tax increases and
spending reductions in many states, whose fiscal positions are considerably
worse than in past cycles.

Economic activity in Japan slowed progressively and more abruptly
than expected during 1991, to its slowest pace since 1986. Net external
demand accounted for more than one-third of the increase in aggregate
output; domestic demand growth over the four quarters of 1991 was the
lowest since 1983. The slowdown largely reflects the inevitable cooling of
the exceptionally strong investment boom mentioned earlier. Housing
investment began to decline from exceptionally high levels in 1990 and its
continued fall in 1991 reduced aggregate output growth by nearly ¥4
percentage point. Business investment, which grew at an average annual
rate of more than 10% from 1988 to 1990, decelerated sharply in 1991.
The weakness in demand became more widespread later in the year as
consumption as well as exports slowed noticeably and the accumulation of
inventories, which had risen markedly in relation to sales, began to decel-
erate. Significant inventory reductions are expected to depress aggregate
spending for much of 1992.

Nonetheless, many of the fundamental conditions underlying demand
continue to be relatively favourable. There has been very little slowdown in
either employment or household income growth. Corporate profits have
fallen, but from previously quite high levels. More importantly, the inflation
and budget situations are significantly better than in most of the other
industrial countries. Consumer prices rose by less than 3% in 1991, and
wage increases continued to be moderate even though labour market
conditions remained tight by historical standards. Wage settlements negoti-
ated in the spring of 1992 were somewhat lower on average than in the
previous year. With inflation apparently contained, the authorities were
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able to reduce interest rates considerably. Long-term interest rates fell
below 5.5% in early 1992, lower than in any other major industrial country
and the lowest in real terms since the early 1980s. The scope for fiscal
support to activity has also been somewhat greater than elsewhere. The
general government budget remained in surplus and the central government
deficit, while higher in fiscal 1991 than originally projected owing to the
slowdown in activity, was nonetheless comparatively modest. The general
government budget contributed a moderate net stimulus to growth in
1991; however, the proposed budget for fiscal 1992 provides little or no
further discretionary economic stimulus, despite a substantial increase in
public works spending concentrated in the first half of the year.

The greatest uncertainties concerning Japanese economic prospects
are the financial situation and the extent of the deceleration in investment.
Aggregate spending in 1991 does not appear to have been significantly
affected by the sharp slowdown in bank lending, mainly because alternative
funds available to larger corporations remained ample. However, there is a
risk that activity could be more seriously affected if substantial further
declines in real estate or equity prices were to lead to a more serious
credit constraint. How much further the adjustment in capital investment
will proceed is particularly difficult to gauge. Housing investment has been
declining faster than during the more protracted downturn in the early
1980s, but remains well above its historical trend. Enterprise surveys
conducted in early 1992 project a significant decline in investment, particu-
larly in manufacturing, for the 1992 fiscal year. However, surveys taken the
year before understated the strength of business investment and past expe-
rience suggests that outlays could be stronger were the overall economic
outlook to improve.

In western Germany the slowdown in growth, while amplified by the
effects of income and excise taxes imposed at mid-year, nonetheless
reflects a genuine weakening of underlying demand. In particular, industrial
production fell during 1991 and employment stopped growing. As already
noted, the deceleration in growth was essentially due to changing condi-
tions in the eastern Lander and their consequences for fiscal policy, as well
as to the inflation situation. Up to about the middle of last year, rising
public expenditure on the new Linder fuelled a spending boom that was
largely directed to western German and other European producers. This
stimulus receded in the course of 1991, and demand was further weakened
by slowdowns in exports to other countries and in business investment.

Primarily as a result of the stabilisation of output in the new Linder
and the tax increases, the general government budget deficit rose less in
1991 than in 1990. Nonetheless, the general government deficit was 3.1%
of western German GDP in 1991, nearly as high as the ratios recorded by
western Germany in the early 1980s. Moreover, interest rates remained
high, and short-term rates increased during 1991, as monetary policy was
progressively tightened in the effort to contain inflation. By the end of
1991 long-term interest rates appeared to be almost as high in real terms as
in the early 1980s. The degree to which the rise in interest rates dampened
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activity is somewhat unclear. Total investment rose by 2.8% during the four
quarters of 1991, but the pace was considerably slower than in the previous
two years. Furthermore, virtually all of the increase occurred in the first
quarter, as capital spending fell over the remainder of 1991.

The prospects for interest rates, and to a large degree for the overall
economy, have come to depend critically on wage developments. Wage
rate increases averaged nearly 7% last year, close to the peak reached in
1980—81. Productivity growth in the western German economy has aver-
aged slightly less than 2% over the last decade, so that continued wage
growth at last year’s pace would imply an underlying inflation rate some-
what higher than the 4% recorded last year. Settlements negotiated at the
end of last year and in early 1992, notably in the steel industry, suggest that
the acceleration in wage growth may be coming to an end. However, the
settlements also do not represent any significant moderation from the
current trend in average wages, and the extent of wage restraint in future
agreements remains highly uncertain. Capacity utilisation rates in 1991
remained above the previous peak in 1979 as well as the level at which
wage inflation began to decline in the early 1980s.

The situation in eastern Germany. Almost one year following unifica-
tion, industrial activity in the eastern Lander levelled off at about two-
thirds of its 1990 average and then apparently began to improve somewhat
in the latter half of the year. There was a noticeable increase in manufac-
turing orders and a revival in construction orders as well as activity.
Employment, however, continued to decline, and recent business surveys
suggest that further declines are likely. The officially recorded unemploy-
ment rate rose to nearly one-sixth of the labour force in early 1992 as a
number of employment subsidy schemes came to an end.

The end of the decline in activity effectively meant that production
had fallen to the level supported by the very large transfer payments from
the Federal Government. The net payments amounted to more than one-
half of the total GNP of the eastern Linder. Subsidised government credits
were chiefly responsible for the rise in foreign orders received by eastern
German manufacturers, and public infrastructure investment was the main
source of the pick-up in construction.

Despite some encouraging progress, output in eastern Germany
remains depressed because its formerly state-run enterprises are generally
not competitive in an international environment. Genuine recovery will
depend on large and sustained improvements in productivity and product
quality in the core industries. This process will entail massive investment
over many years before the gap in productivity vis-a-vis western Germany
can be closed.

Significant, if somewhat uneven, progress has been made over the last
year in establishing the institutional basis for development of the eastern
Lander. The new legal framework governing private property and commer-
cial activities is now in place, although the provisions governing the restitu-
tion of property remain a source of uncertainty in some areas. Nearly
1,300 of the more than 5,000 industrial firms originally held by the Treu-
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Selected economic indicators of Germany's new Liander

Items 1990 1991 1992
Hil Year | HII Ql
percentage changes over preceding year

Industrial output -19.5'| -—36.4 —35.1

Gross fixed investment n.a. n.a. 37.0 G

Cost of living 1.92 21.33 21.4 15.14

Wages/worker in industry n.a. 61.05 40.7¢

Wages/hours worked in industry n.a. 87.95 71.5¢

levels

Gross fixed investment/GNP (%) 22.6 335 34.6

GNP/domestic demand (%) na. 55.0 .

Total employment (millions) 8.5 75 7.3

of which: Short-time workers’” (%) 20.0 21.3 17.8 .

Unemployment rate (%) 6.38 10.4 11.7 15.54

Memorandum items: as a percentage of western Germany's GNP

GNP 7.8 7.4 8.5

GNP/employee n.a. 30.0 n.a.

' December relative to the third quarter of 1990. 2 December relative to 1989. 3 December to
December. #March. * January to December 1991 at annual rate.  © June to December 1991 at
an annual rate. 7 As a percentage of total employment. ® Fourth quarter.

Source: National data.

handanstalt have been transferred to the private sector. However, the
majority are relatively small and most of the difficult task of restructuring
and privatising the major industrial enterprises remains.

There has been a large and growing amount of capital investment,
corresponding over the last twelve months to more than 30% of the
region’s GNP. A significant start was made on infrastructure investment, as
the public authorities spent DM 45 billion on transport, communications
and related facilities in the new Lander in 1991. These infrastructure outlays
represented nearly 60% of total capital spending in the new Linder for
that year. Private investment, supported by substantial government subsi-
dies, has also increased markedly. Recent surveys indicate that as much as
one-sixth of total private investment in the Federal Republic could go to
projects in the eastern part of the country in 1992.

Despite the encouraging response to date, the incentives to invest in
the eastern Lander are limited by a number of factors and in one important
respect probably have deteriorated. Ambiguities regarding the restitution
of property to former owners and enterprises’ liability for existing pollu-
tion remain sources of uncertainty for prospective investors. The privati-
sation agreements in many cases restrict firms' latitude to reduce the
workforce in the course of restructuring, which to some degree limits the
return on investment, at least initially.

A potentially more serious problem is presented by the sharp
increases in wages over the last year. Preliminary figures indicate that wages
per worker in industry rose by roughly 60% during the year. To some
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extent, the rising wages reflect attempts to offset consumer price
increases, which exceeded 20% in 1991, owing mainly to the curtailment
of rent and other subsidies to the personal sector. However, agreements
have been negotiated in the banking industry and a number of other sectors
to achieve parity or near-parity with western German wages within a few
years.

The gap between wage scales and productivity in the core industries
has thus almost certainly widened. This trend could become an increasingly
serious impediment to sustained investment in the eastern Lander, particu-
larly as wages are significantly lower in several other member countries of
the European Community. Furthermore, the greater imbalance between
wages and industrial productivity also implies that the public outlays
required to support industry and employment at any given level and to
maintain investment incentives have increased.

Other large industrial economies

Both the United Kingdom and Canada made significant progress in 1991 in
reducing the inflation pressures that were the primary causes of their
recessions, but neither was able to generate any sustained recovery.
Growth resumed in both France and /taly but became increasingly sluggish,
due in part to the continuing restraint from high real interest rates and the
slowdown in Germany.

Major private sector financial adjustments considerably deepened and
prolonged the recession in the United Kingdom, which has been the longest
of its post-war history. The reversal of the boom in real estate prices and
exceptionally high household debt burdens were important factors behind
the severe and protracted weakness of personal consumption and housing
investment. Likewise, corporate financial burdens, aggravated by excess
capacity in certain areas, have been major contributors to the severe
contraction in commercial real estate investment.

There was, however, marked progress in establishing the fundamental
conditions necessary for recovery. While the decline in consumer price
inflation last year was somewhat overstated as a result of falling oil prices
and interest rates, there was nonetheless a substantial underlying improve-
ment. By the end of 1991, negotiated wage increases were generally in the
4—59% range, about half the average of the previous year. With the moder-
ation of inflation, the authorities were able to lower short-term interest
rates by nearly 3 percentage points in the first half of 1991, and long-term
rates came down by more than 1 percentage point. The differential
between interest rates in the United Kingdom and Germany had been all
but closed by the end of last year. Despite an increase in the central
government deficit to over 1% of aggregate output, the budget provided
essentially no discretionary stimulus to the economy last year. However,
the proposed budget for fiscal 1992 contains a significant amount of stim-
ulus and is expected to further increase the deficit.

The favourable effects of the decline in interest rates were most
evident in the business sector, where financial deficits fell and the liquidity
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of manufacturing enterprises improved somewhat. There was a significant
rebound in business confidence in 1991 and surveys taken later in the year
suggested that business investment might begin to revive in 1992. However,
while the financial position of households has also improved, how much
further their balance-sheet adjustments will go is uncertain.

There was some recovery in domestic demand in Canada beginning in
the spring of 1991. Housing revived and there was a modest pick-up in
business investment. However, consumption remained sluggish and external
demand declined as the US recovery stalled. Consequently, there was virtu-
ally no growth in output after the second quarter.

Private sector financial imbalances have had only a modest impact on
the recession, particularly in comparison with the 1981-82 downturn,
when excess capacity in the energy sector was a serious problem. The
reduction of inflation and continued budget consolidation have been the
key preconditions for sustained recovery and considerable progress was
made in both areas in 1991. Average wage increases began to decelerate
markedly. Consumer prices excluding food, energy and indirect tax
increases rose noticeably less in 1991 than in the previous year and were
within the range implied by the Bank of Canada’s longer-term inflation
objectives. Partly as a result, interest rates fell substantially, in real as well
as nominal terms, and the differential vis-a-vis rates in the United States
narrowed appreciably. Furthermore, the central and general government
budget deficits, although higher in 1991 than the preceding year due to
the economic downturn, nonetheless improved significantly on a cyclically
adjusted basis. Considerable further budget consolidation is planned for
fiscal 1992. Thus the domestic foundations for a recovery have been
substantially established, but the prospects hinge to a large degree on a
revival of growth in the United States.

In France and Italy private debt burdens and related problems seem to
have been relatively moderate. Activity was increasingly affected during
1991 by high real interest rates and, later in the year, by the slowdown in
Germany. Growth in France was positive in 1991 but relatively sluggish.
Consumption growth was somewhat faster than in most of the other
major countries, although slower than in the previous two years. Activity
was also supported by a fairly strong expansion in exports for much of the
year. Underlying conditions for growth remained comparatively favourable.
In particular, inflation pressures were quite subdued and core inflation
remained among the lowest in the industrial world. Although the general
government budget deficit rose to 1.9% of GDP in 1991, largely as a result
of the weakness of activity, it was still significantly lower than the industrial
country average. The budget was moderately contractionary in 1991 but is
expected to be somewhat stimulative in 1992.

Nonetheless, demand conditions worsened as the year progressed.
Exports decelerated considerably in the final months of 1991. Consumer
confidence, which was already quite low prior to the current downturn and
had been in decline for a number years, fell further to its lowest level since
the early 1980s. The unemployment rate rose in 1991 for the first time in
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nearly five years, to just below 10%, although employment did increase
moderately.

The decline in business and housing investment that began in 1990 also
continued throughout last year, although there was some revival of housing
activity in the second half. While the weakness of investment in part
reflects the slowdown in overall activity, the exceptionally high level of real
interest rates may have been an important factor. With nominal long-term
interest rates nearly 6 percentage points above the underlying rate of infla-
tion, real long-term interest rates are now at their highest for over twenty
years, and higher than in any of the other major industrial countries.

Aggregate output in ftaly grew by 1.4% in 1991, although this
outcome is somewhat deceptive as industrial production has declined fairly
continuously since 1990. Nonetheless, consumption growth was nearly as
strong as before the Gulf war and business equipment investment also
increased substantially during the year.

The inflation and government budget situations remain quite serious
and together with the slowdown in Germany raise some doubt as to
whether growth can be sustained for much longer. Inflation, although down
substantially from the peaks reached earlier in the 1980s, has changed little
since 1989 and has been significantly above the rates of most of Italy’s main
trading partners. Wage increases, particularly in the public sector, acceler-
ated appreciably in 1991. The combination of relatively high inflation and a
stable nominal exchange rate in the EMS has led to a considerable decline
in the country’s industrial competitiveness. The deterioration was largely
responsible for the marked slowdown in exports that began in 1990, and
whose effects are manifest in the fall in industrial production.

Furthermore, while the budget's net impact on activity has been
restrictive, consolidation has proved quite difficult. The Government's
target for deficit reduction in 1991 was not achieved, despite tax increases
and other corrective measures taken at mid-year. Current plans for
balancing the primary budget, excluding interest payments, in fiscal 1992
are based on a significant recovery in activity. In any case, additional and
intensified monetary and budgetary restraint will be needed for some time
if the criteria for participation in European monetary union are to be met.

Other industrial countries

The overall performance of the smaller industrial economies in 1991 was in
many respects similar to that of the larger seven. Growth slowed and aver-
aged about 0.5%. The downturn in investment was particularly marked but
consumption was also weak in many countries. As in the larger economies,
performances were shaped to varying degrees by efforts to reduce infla-
tion, high real interest rates, budget consolidation, adjustments of private
financial imbalances and, in Europe, growth in Germany.

Sweden, Finland, Switzerland, Australia and New Zealand remained in
recession last year but made significant progress in reducing inflationary
pressures. The downturn in Finland, which has been much more severe than
in any other industrial country, was considerably aggravated by falling
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Changes in real GDP and fixed investment
in other industrial countries

Countries 1989 Real GDP! Real gross fixed investment

GDPin 1980 1989 | 1990 | 19912 | 1980—| 1989 | 1990 | 19912

billions 88 88

of US

dollars percentage changes
Australia 284 3.3 4.1 12| =24 3.3 | 103 - 71 [F11.5
Austria 126 1.7 3.7 4.6 3.0 1:d 5.4 6.5 5.0
Belgium 153 1.6 38 3.7 1.4 0.4 | 14.6 7.4 1.7
Denmark 106 2.3 0.8 1.7 1.0 24 |=0i6 — 0.5 2.1
Finland 116 33 5.4 0.4 | —6.2 34| 141 |— 49 |—-17.0
Greece 54 1.5 35| —-01 1.2 =19 | 100 48 |— 21
Ireland 34 2.7 6.4 7A 21 | =21 | 158 9.5 |- 4.7
Israel 44 3.3 1.6 51 5.2 1.3 | —48 | 17.1 | 45.0
Netherlands 224 | 13| 42| 39| 21 19| 46| 42|-04
New Zealand 42 2.3 0.4 1.4 | —-22 5.5 9.3 1.3 |-17.0
Norway 90 2.8 0.6 1.8 1.9 34| -39 |-26.6 1.0
Portugal 45 2.2 5.5 4,2 2.0 2.0 8.3 7.3 2.8
South Africa 89 15| 23|-05|-06|—-28| 51 |-17 |- 84
Spain 380 2.6 4.8 3.6 2.4 36| 13.8 6.9 1.6
Sweden 190 | 2.1 24| 04 |-11 28| 118 |- 09 |- 7.3
Switzerland 177 1.8 3.9 22| —05 | 4.4 5.8 2.2 |- 28
Turkey 79 5.3 1.9 9.2 1.5 49 | -1.0 | 141 |— 1.0
Average? = 2.4 3.6 2.7 0.5 2.5 8.3 1.5 |=Z.5

1 For Turkey, real GNP. 2 Preliminary. 3 Calculated using 1989 GDP weights and exchange rates.
Sources: OECD and national data.

commodity export prices and especially by the contraction of 65% in trade
with the former Soviet Union; this contraction alone accounted for more
than one-quarter of the 6% drop in Finland’s output in 1991. There was
substantial progress in reducing wage pressures, particularly in Australia,
Finland, New Zealand and Sweden, where a wage restraint agreement
between government and industry had considerable success. Growth in
Ireland, where inflation has been fairly modest, fell markedly in 1991 as
demand from the United Kingdom declined sharply. Largely as a result, the
unemployment rate rose considerably and along with that of Spain
remained the highest in the industrial world.

Growth in Austria, Belgium, the Netherlands and Norway was higher
than the industrial country average in 1991. However, a marked decelera-
tion in fixed investment in Belgium and the Netherlands, and in inventory
accumulation in Austria, led to a significant slowdown in aggregate output
growth from 1990. External demand accounted for nearly all the growth in
Denmark and Norway, although domestic demand in Denmark continued
to recover modestly from earlier downturns. Net external demand also
contributed somewhat to growth in the Netherlands but fell slightly in
Austria and Belgium. Demand in these three countries, and to a lesser
extent in Denmark and Norway, is relatively dependent on exports to
Germany and thus potentially vulnerable if the slowdown there should
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persist. Real interest rates in these countries are also fairly high and
constrained by exchange rate objectives. Inflation in most cases has
remained quite moderate. Denmark’s membership of the EMS and struc-
tural reforms over the last few years seem to have significantly affected
wage behaviour, as wage pressures have continued to ease. However,
wages have accelerated markedly over the last two years in the Nether-
lands, and consumer price inflation during 1991 rose to nearly 5%, although
partly as a result of increases in fuel taxes and in ceilings on medical charges
and rents. Moreover, wages in Austria have also accelerated noticeably.

Growth in Spain and Portugal was also higher than the industrial
country average in 1991, although slower than in 1990. Business investment
decelerated sharply in Spain and consumption growth slowed somewhat.
Activity has been decelerating gradually since 1988 as the stimulus to
housing and consumer spending provided by the extensive financial deregu-
lation of the late 1980s has abated. Furthermore, monetary policy has been
tightened since 1990 in an effort to reduce inflation. Structural improve-
ments, particularly in labour mobility and wage flexibility, remain a key to a
sustained reduction in inflation pressures as well as the full realisation of
Spain’s relatively high growth potential. In Portugal, domestic demand
continued to be relatively robust in 1991. However, persistent high inflation
has seriously eroded the country’s competitiveness, leading to a sharp fall
in export growth.

Problems in the banking sector and other financial strains similar in
certain respects to those in the United States and the United Kingdom
have also arisen in a number of the smaller economies. Large losses by
major banks in the Nordic countries led to a state takeover of the second
and third-largest institutions in Norway, and government intervention in a
major bank in both Sweden and Finland. The financial problems do not
seem to have seriously affected spending, probably because loan demand
was already weak, particularly in Sweden and Finland. Investment demand in
Norway, and to some degree in Sweden, has also been substantially weak-
ened by excess supply and falling prices in the commercial and residential
real estate sectors. Similar problems have arisen from the interaction of
financial liberalisation and high inflation in Australia during much of the
1980s. As in the United Kingdom, adjustments to these imbalances have
been an important factor in aggravating and prolonging the recession.

Many smaller countries either continued or began budget consolida-
tion efforts in 1991, with significant restraint on aggregate demand in
several cases. In Greece, the general government deficit fell but remained
nearly one-sixth of GNP. Output recovered somewhat but there was virtu-
ally no progress in reducing the country’s exceptionally high inflation.
Budget retrenchment in the Netherlands, where the general government
deficit fell by nearly 1 percentage point of aggregate output, was a signifi-
cant factor in the slowdown in real growth. Further but somewhat milder
restraint is planned for the 1992 fiscal year as part of a long-term effort to
reduce the high public debt ratio, which now amounts to almost 80% of
GDP. A long-term budget consolidation process also continued in Belgium,
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where public debt exceeds national output and interest payments amount
to nearly one-fifth of total government spending. In Sweden the central
government budget deficit increased sharply in 1991 and the general
government budget, which recorded a surplus of 3.9% of GDP for the
previous year, fell into deficit for the first time since 1986. However, the
new Government introduced spending cuts amounting to about 1% of total
expenditure, although the savings in the first year were substantially offset
by a temporary increase in funds for employment programmes and by the
abolition or reduction of several taxes.

Financial constraints on real activity

Financial strains have been unusually prominent in the present cycle and
there has been concern that two problems in particular may be significantly
restraining activity in a number of countries. One concern is that credit
supply constraints, prompted by a severe deterioration in asset quality and
low profitability in the banking sector, have been limiting spending enough
to add substantially to the overall weakness of activity. Among the coun-
tries in which bank balance sheets have been weak are the United States,
Japan, the United Kingdom, Australia, Finland, Norway and Sweden. A
second concern is that increased debt service burdens in the private sector,
aggravated in some cases by a decline in asset prices, may have initiated a
process of balance-sheet restructuring that has restrained expenditure.
Important definitional and statistical questions are involved in determining
to what degree a true “credit crunch”, a situation in which banks or other
lenders refuse loans or financing at their current lending rates to even
creditworthy customers with sound projects, is seriously holding back
growth in some countries. On balance, the available evidence suggests that
a reduction of the supply of credit appears to have played a comparatively
minor role in shaping economic developments during the last year, although
a restriction of the availability of credit remains a potential risk to growth
in some countries. There is more evidence that high debt burdens, partic-
ularly in the household sector, have contributed to weakness, at least in
the United States, the United Kingdom and several Nordic countries.

Credit supply constraints

The growth of bank credit to the private sector in many industrialised
countries (including the United States, Canada, Japan and much of northern
Europe), which had already fallen sharply prior to 1991, either declined
further or remained subdued last year. Much of the slowdown can be
attributed to the overall weakness of aggregate demand. However, in a
number of countries declining bank profitability and a deterioration in
balance-sheet positions have raised concerns that banks may have been
much more cautious in extending credit and that the resulting stringency
has added significantly to the weakness of activity.

In certain respects the potential vulnerability of economic activity to
credit supply restrictions is considerably less than in the past. Previous
sharp contractions in credit growth typically arose as a result of a rapid
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process of disintermediation. For example, monetary policy tightening in
the United States in the 1960s led to a sharp reduction in bank deposits
because of the existence of Regulation Q ceilings on deposit interest rates,
which restricted the ability of banks to undertake lending activity. Financial
liberalisation has removed these regulations and promoted competition
amongst financial institutions as well as the development of new financial
instruments. This, together with a major expansion of the commercial
paper and bond markets, has led to a corresponding reduction in the
dependence of some, particularly large, companies on the banking sector.
However, there is some evidence that alternative sources of finance have
not expanded as much for small to medium-sized enterprises. They are,
therefore, likely to be more vulnerable to restrictions on credit supply.

Despite the overall improvement in financial flexibility, a number
of factors suggest that bank credit restrictions in the United States and
some other countries may have become a serious constraint on certain
key spending components. As noted earlier, the markets for consumer
durables, housing and commercial real estate have been unusually weak in a
number of countries. Bank loan spreads over costs have widened, although
this is not untypical during periods of recession when the creditworthiness
of borrowers may deteriorate. In the United States, bank loan survey data
suggest that bank credit availability has been reduced as non-price lending
terms and conditions have tightened.

But even in the United States credit stringencies, while possibly impor-
tant in certain regions and sectors, seem to have had only a moderate
overall impact on activity. In particular, the weakness in the commercial real
estate sector appears to be directly attributable to excess capacity,
reduced demand arising from the overall weakness of activity and high debt
burdens. This view is further borne out by an analysis of external enterprise
financing in the United States.

External sources of finance, which in the United States contributed
around 50% of total investment expenditure in the first half of the 1980s,
and around 30% in the second half, fell sharply in 1990 and again in 1991.
Much of this decline was due to a contraction in bank borrowing.
However, this is consistent with both a fall in investment demand and a
reduction in the supply of credit. Some indication of the relative impor-
tance of these two factors may be derived from an examination of the
recourse made by enterprises to external sources of finance that are
alternatives to bank borrowing. In contrast to previous cycles, other short-
term sources of finance, including commercial paper issues, also appear
weak, suggesting that demand-side influences are very significant. More-
over, during the 1980s internal and external funds were more than suffi-
cient to finance corporate investment expenditure and stocks of liquid
assets rose substantially. These liquid assets provide a buffer in the event of
a restricted availability of bank loans. Despite the slowdown in credit
growth the net acquisition of liquid assets has remained positive. There has
been a trend reversal in share issuance — with positive net share issues in
1991 for the first time since 1983 — and a higher percentage of investment
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External financing of the US non-financial business sector

As a percentage of capital expenditures by the sector
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* Other loans, commercial paper and trade credit received.
Source: National data.

financed by bonds. Both developments are consistent with a restructuring
of corporate balance sheets as is discussed below.

Similar considerations suggest that credit supply constraints have not
been a significant influence in either the United Kingdom or Japan. In the
United Kingdom banking sector problems have not been so severe as to
have been a likely impediment to lending growth. Although there is some
evidence that banks have tightened their lending criteria, there is little to
suggest that they have done so more than would be warranted in the light
of the position and prospects of the corporate sector. In Japan, where bank
lending has traditionally been an important source of external funds for
the corporate sector, financial deregulation over the past few years has
increased the range of instruments available, both domestically and in
foreign capital markets, reducing the dependence on banks. For example,
the commercial paper market established in 1987 has expanded rapidly. The
slowdown in credit growth has not led to unusual weakness in corporate
expenditure in either the United Kingdom or Japan, except in the real
estate sector. In Japan a ceiling was applied from the spring of 1990 until
the end of 1991 to the growth of lending to the real estate industry but this
is likely to have speeded up the adjustment already taking place rather than
caused the weakness in this sector.

Banking problems have been more severe in several Nordic countries.
The impact of a sharp contraction in bank credit growth has nonetheless
been cushioned by several factors. The most important have been large
companies’ ready access to foreign sources of finance and the willingness of
governments to intervene to ensure the continued supply of credit. In
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Norway, for example, state funds have been used to strengthen bank
capital. In May 1992 Sweden’s Government announced plans to acquire the
remaining privately-owned shares of the country’s second-largest, state-
controlled bank.

On balance, the widespread reduction in credit growth appears to
have been more a demand than a credit supply phenomenon. Although
there has been some credit supply influence on real activity in the United
States, it has not been significant in aggregate terms. Rather, credit demand
has generally been weak. Nevertheless, credit supply constraints could
represent a potential risk to activity in some countries, most notably Japan
and some Nordic countries, should investment demand prove to be
stronger than is currently anticipated or should asset prices continue to fall,
weakening the banking sector further.

Private sector debt burdens

High private sector debt burdens were a more serious and widespread
constraint on real activity during 1991. One aspect of this is the increase in
liquidity problems which has accompanied the growth of liabilities, in partic-
ular where income flows have been reduced by a slowdown in economic
activity, real interest payments have risen sharply and a fall in asset values
has caused a significant decline in net wealth. In some countries these prob-
lems have led to a process of balance-sheet restructuring and to a period of
subdued expenditure. In some instances there has also been an increase in
saving rates. Debt levels rose substantially in a number of industrialised
countries in the 1980s, but the adverse impact of higher debt burdens has
been particularly apparent in the United States, the United Kingdom,
Australia and several Nordic countries. Financial consolidation has taken
place in both the household and corporate sectors, but the main influence
on real activity appears to have derived from household sector adjust-
ments. Private sector debt also rose sharply in Japan but there is no
evidence that this has so far been an impediment to economic growth.
The household sector has been most affected in those countries, such
as the United States and the United Kingdom, where interest payments (or
income gearing) have risen substantially and where net wealth has either
not risen or has declined. In much of continental Europe and Japan there
has been less of an impact on expenditure either because interest payments
have been lower or levels of net wealth have been higher. Rapid growth in
purchases of consumer durables and housing was widespread during the
1980s, financed to a large degree by borrowing. The interaction of an
easing of constraints on housing finance and favourable tax treatment of
interest payments stimulated a rapid expansion in mortgage debt in a
number of countries. However, increases in asset values — notably equity
prices and residential property prices —in general more than kept pace with
the increase in liabilities. In consequence, net wealth/income ratios tended
to rise in the major industrialised countries, with the exception of the
United States and Canada. This rise in net wealth relative to income was
strongest in Japan, but a more modest increase was also recorded in the
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United Kingdom, France and Germany. More recently, the ratio of net
wealth to income has fallen back from the levels reached towards the end
of the 1980s but the decline has not reversed the increase of earlier years.
Consumers’ expenditure has been more subdued in the United Kingdom,
where net wealth has declined sharply, and in North America, where net
wealth/income ratios remained broadly constant throughout the decade.

Changes in household sector income gearing, measured by gross
interest payments as a proportion of disposable income, have underpinned
the desire to restructure balance sheets. Following financial deregulation
there was a trend increase in gearing, accentuated by a tightening of mone-
tary policy in some countries in response to growing inflationary pressures
in the late 1980s. Household income gearing reached particularly high levels
in the United States and the United Kingdom. Reductions in interest rates
since 1990 have begun to ease the debt service burden, as has the repay-
ment of consumer debt. In the United Kingdom the saving ratio, which
declined markedly between 1985 and 1988, has since recovered sharply, as
it has in Sweden. In Norway the household saving rate turned positive in
1989 for the first time since the abolition of quantitative credit controls for
private banks in 1984.

There have been similar developments in the corporate sectors of
these countries. A number of arguments have been advanced to suggest
that the corporate sector may have been more willing to take on debt
because of tax legislation, improved risk management or the prospect of
increases in economic efficiency. The effects of higher leverage also depend
in part on whether the changes have occurred in industries which are more
vulnerable to a downturn in economic activity or in non-cyclical industries.
The significance of higher debt levels for the corporate sector may be
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illustrated by reference to the ratio of net interest payments to pre-tax
income. In Canada, the United States and the United Kingdom income
gearing has risen. Higher debt levels have meant that interest payments in
relation to income have been higher than in previous cycles. Corporate
restructuring has been particularly apparent in the United States, facilitated
by lower corporate bond rates and a buoyant stock market, which has
supported a resurgence of share issues. In contrast, corporate income
gearing declined in Japan and Germany in the course of the 1980s, although
there has been some modest increase since 1988.
In conclusion, in most countries the credit slowdown appears to have
reflected more a decline in the demand for borrowing than an inordinate
reluctance of banks to grant new credits. The more dominant financial
influence on real activity has been high private sector debt levels. In 1991
the process of restructuring balance sheets contributed to lower household
and enterprise expenditure. It is unclear to what extent financial deregula-  Financial factors
tion and innovations in financial instruments and technology during the past have increased
ten years may permanently support higher debt levels. There is, therefore, ~Uncertainty
considerable uncertainty as to the cyclical impact that higher private debt
levels might have on economic recovery and its timing. There also remains
some risk that credit conditions could become a more serious constraint
on economic activity in certain countries should investment demand prove
stronger than is currently anticipated prior to any significant improvement
in their banking sectors.
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lll. Developments in other countries

Highlights

Real output performance in the developing countries and the NIEs last year
was marked by very large differences, reflecting the influence of slow
growth in the industrial countries as well as the effect of domestic develop-
ments and policies. The Asian countries, being only marginally affected by
weaker world trade, recorded rapid output growth and in Latin America
domestic demand recovered strongly. By contrast, the Middle Eastern
countries were adversely affected by the Gulf war and in Sub-Saharan
Africa real per capita income declined for the third consecutive year.

The impression of large regional or country differences also extends
to developments in inflation, foreign trade, balances of payments and
external debt. The rate of inflation declined dramatically in Latin America
while in other developing countries it remained mostly high or even accel-
erated somewhat. Overall, the current account deficit of the developing
countries widened sharply as the result of large transfer payments from
Middle Eastern oil producers, strong import growth in Latin America and
a general weakening of export demand and the terms of trade. At the
same time, financing conditions eased significantly and a number of the
most heavily indebted countries made progress in reducing the burden of
excessive external debt.

1991 was a difficult year in eastern Europe as the fall in real output
accelerated and rates of unemployment rose steeply in the course of the
year. One reason for the disappointing outcome was the large and unex-
pected decline in exports to the former Soviet Union, which exacerbated
the effects of the dismantling of the CMEA trading system. In several coun-
tries output and demand were also adversely affected by the disintegration
of production and distribution systems and to reduce the risk of excess
demand pressures fiscal and monetary policies were kept restrictive.

While near-term prospects for a return to positive growth are gener-
ally poor, progress has been made in some areas. Despite large once-for-all
price increases following price reforms and the abolition of subsidies as well
as clear signs of cost-push pressures, most countries managed to reduce
the rate of inflation in the course of last year. Moreover, to be discussed in
greater detail in Chapter IV, current account imbalances were generally
smaller than predicted, partly because of significant increases in exports
to western countries. However, to sustain the progress made budgetary
reforms are urgently needed as widening fiscal imbalances pose a serious
risk to monetary stability and the long-run rate of inflation.
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Real output, inflation and trade in the developing countries
and the NIEs

Despite the recession in the industrialised countries and the slowdown in
world trade, real output growth in the developing countries and the newly
industrialised economies (NIEs) was largely unchanged last year. There
were, however, major regional differences in average growth performance
and in underlying causes and problems (see the table opposite). The most
pronounced improvement was registered in Latin America as several
countries, having been through a period of reducing budget imbalances and
inflation, experienced a marked strengthening of domestic demand. The
Asian countries once again outperformed those of other regions, but there
were larger differences within the region than in earlier years with some
countries having entered the early phase of a cyclical upswing while others
experienced slower growth because of anti-inflation policies or weaker
exports. In Africa the pattern of low growth and stagnating or falling per
capita incomes continued, whereas many countries in the Middle East faced
unusually difficult problems due to the effects of the war in the Guilf,
changes in oil prices and various financial shocks.

Coinciding with steady overall real growth there was a marked decline
in the average rate of inflation. However, this was entirely due to develop-
ments in Latin America. In Asia average inflation increased slightly as a
number of countries encountered capacity bottlenecks and tight labour
markets. Inflation also rose in Africa and the Middle East, reflecting the
effects of lax fiscal policies and higher import prices.

A number of factors played an important role in shaping trade and
current account developments in the NIEs and the developing countries last
year. The two most basic ones — export markets and commodity prices —
were largely adverse. Export markets weakened sharply as real import
growth in the industrial countries slipped to less than half the average rate
of the preceding ten years (5%4%). Falling output in eastern Europe and the
former Soviet Union was a further unfavourable influence. While domestic
demand picked up somewhat in the developing countries, its effect on
export growth was too limited to compensate for the slack in the industrial
countries. Export prices (in US dollars) of the developing countries declined
once again. Following a drop of nearly 7%2% in 1990, non-fuel commodity
prices fell by 3%2% in 1991, with a particularly sharp decline in prices of
cyclically sensitive commodities. The end of the Gulf crisis also brought a
rapid downward correction of oil prices, only briefly interrupted in late
1991, taking the level almost back to that just prior to the Gulf conflict.

There were, however, other and more favourable factors. Perhaps
the most important of these was the greater ease of financing current
account transactions. A number of Latin American countries in particular
benefited from larger inflows of capital which enabled them to increase
imports and reduce interest arrears. The inflows included foreign direct
investment, short-term capital, repatriation of flight capital and some
modest return to the international capital markets. In addition, the signifi-
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GDP growth in developing countries and the NIEs

Countries and |1984—86 Per capita

country groups | GDPin | 1981-86| 1987 | 1988 | 1989 | 1990 1991 | 1981-91

billions | average average
of US$ percentage changes

Africa 250 2.2 1.6 3.7 3.5 1:9 2.5 -0.6
Nigeria 62 0.2 1.8 9.8 6.1 5.2 4.2 —-0.7
Sub-Saharan
countries 109 1.6 2.0 2.7 2.2 1.2 0.8 =1.5

Middle East 488 05| —0.2 0.7 2.5 4.5 0.4 —2.1
Egypt! 55 75| 6.4 4.0 3.0 2.6 23 3.0
Iran? 173 4.5 | =14 | =65 43 10.1 9.5 0.2

Asia 950 6.6 7.8 8.9 5.5 5.4 55 5.0
China 237 10.5 10.2 1.1 3.8 4.8 7.0 7.3
India® 216 5.2 4.5 9.4 5.0 4.0 2.0 3.0
Indonesia 82 4.3 4.9 5.8 1.5 7.4 6.4 3.3
Malaysia 31 39 5.3 9.1 8.6 9.8 8.8 34
Philippines 32 =13 4.8 6.2 5:9 24| —1.0 -0.9
Thailand 40 5.4 9.5 13.2 12.0 10.0 7.9 5.7
NIEs 208 7.5 12.1 9.5 6.3 6.7 7.2 6.6

Latin America 732 1.4 2.8 1.0 12 0.6 3.1 —0.8
Brazil 236 3.7 36| —0.0 33| —4.0 1.2 —-0.6
Mexico 163 -0.7 1.7 1.4 34 4.4 3.6 —0.5
Argentina 74 0.2 25| =29 |—4:4 0.4 4.5 -2.0
Chile 17 —0.4 57 7.4 10.0 2.1 5.0 1.6
Peru 22 0.5 83| —83 |[—-11.9 | —46 2.0 —-2.9
Venezuela 58 0.2 4.5 63 |— 738 5:3 9.2 =17

All countries® | 2,420 34| 40| 43| 34| 34| 35 1.2

1 Fiscal year. 2 Year beginning 21st March. ? Calculated using 1984—86 GDP weights and

exchange rates.

Sources: IMF World Economic Outlook, UN Commission for Latin America and the Caribbean and

national data.

cant decline in world interest rates, especially short-term rates in the
United States, reduced interest payments of developing countries by more
than $5 billion. Since interest rates in many developing countries rose,
capital inflows were further spurred and exchange rates came under
upward pressure, leading in a number of instances to a decline in competi-
tiveness. Finally, economic reforms, including trade liberalisation, privatisa-
tion and deregulation, produced greater openness to foreign trade and
investment. In the short run trade balances have deteriorated because the
measures mainly favoured imports. However, in the longer term these
reforms are likely to prove beneficial and raise investment incentives and
export potential.

Developments in the NIEs

Last year the four NIEs went through different phases of the business
cycle. South Korea and Singapore recorded slower growth due to consoli-
dation policies and weakening exports respectively, while Taiwan and Hong
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Kong were in the early phase of an upswing. The main impetus in Taiwan
stemmed from a turnround in business fixed investment and stronger
exports, reflecting lower nominal wage increases, the effects of earlier
direct investment in ASEAN countries and buoyant activity in Southern
China. This last factor was even more important in Hong Kong, with manu-
facturing firms employing around 3 million workers in Southern China,
compared with less than 0.7 million in Hong Kong. As a result, the annual
growth of real GNP may have exceeded that of real GDP by about 2
percentage points over the last two years.

In South Korea a shift in policy priorities in favour of reducing inflation
and strengthening the external position was instrumental in significantly
reducing the growth of business fixed investment as monetary policy was
tightened and construction permits made subject to stricter controls.
Helped by a depreciation of the nominal exchange rate and falling unit
labour costs, real export growth rose slightly. However, because of a slow
deceleration in the growth of domestic demand, the contribution of net
exports to GDP was again negative and the current account deficit rose to
almost 3%:% of GDP. In Singapore demand management policies changed
little since the rate of inflation remained stable at a low level and the
surplus on the external current account rose. Output slowed because of
weaker demand in major export markets, which in turn reduced business
fixed investment. Moreover, a contraction in offshore banking activities
and reduced turnover in the foreign exchange market, following very high
rates of expansion during the previous five years, caused a setback in the
financial services industry.

Real output and inflation in the developing countries

Despite lower export demand and a terms-of-trade deterioration of more
than 5%, real output growth in Latin America rose to 3% last year. For
the first time since 1987 per capita income did not decline. The average
rate of inflation fell significantly from nearly 1,600 to less than 200% (see
the table opposite). Several countries, which in 1990 had experienced infla-
tion rates of 1,000% or more, managed to suppress or eliminate the main
sources of inflation. The rate of price increase also declined significantly in
those countries which in 1990 had recorded inflation rates in the 25—30%
range.

This favourable outcome was due in large measure to the policies
pursued during the previous three years, when a number of countries
adopted reform measures aimed at creating more favourable conditions for
sustainable growth. Throughout the region monetary and fiscal policies
were tightened and steps were taken to scale back the role of the public
sector by privatising state enterprises and reducing government regulation.
Financial sectors were liberalised, interest subsidies were cut or eliminated
and in most countries real interest rates are now positive. Finally, there was
a general move towards promoting export-led growth, including the adop-
tion of more competitive exchange rate policies and the partial removal of
export taxes and import restrictions.
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Inflation in developing countries and the NIEs

Countries and 1980—85| 1986 | 1987 | 1988 | 1989 1990 1991

country groups average

percentage changes in consumer prices

Africa and Middle East 11.5) 11.5| 165 | 19.0| 17.5| 140 | 185
Egypt 140 | 239 | 197 | 176 | 213 | 168 | 19.8
Nigeria 18.7 5.4 10.2 38.3 51.0 7.4 15.07

Asia 75| 124 | 125 | 185 | 13.5 9.0 9.5
China 4.1 7.0 8.8 20.7 16.3 2.1 34
India 9.3 8.7 8.8 9.4 6.2 9.0 12.01
Indonesia 9.7 5.9 9.2 8.0 6.4 7.5 I
Philippines 20.5 0.8 38 88 | 105 | 127 | 18.0
South Korea 71 2.8 3.0 71 5.8 8.6 9.5
Thailand 4.9 1.8 2.5 3.9 5.4 5.9 6.0

Latin America 128.5 | 91.5 | 130.0 | 292.0 | 910.5 | 1,568 | 193.0
Argentina 322.5 90.0 | 131.5 | 343.0 | 3,080 | 2,314 | 172.0
Brazil 149.0 | 150.0 | 219.0 | 582.0 | 1,325 | 3,118 | 428.0
Mexico 60.5 86.2 | 131.8 | 114.2 20.0 26.7 22.7
Peru 102.0 T8 85.8 | 667.0 | 3,399 | 7,482 | 410.0

All countries? 45.0 35.5 49.5 | 101.0 | 286.0 | 482.0 67.5

1 Estimated. 2 Calculated using 1984—86 GDP weights and exchange rates.

Sources: IMF International Financial Statistics and World Economic Outlook and national data.

Initially, the reorientation of policies entailed high economic and social
costs, with per capita incomes declining by a cumulative 3%:% during
1988—90 and unemployment increasing throughout the region. Gradually,
however, the new policies appear to have strengthened confidence among
international and domestic economic agents. Net capital inflows nearly
doubled last year and for the first time since 1981 there was a net transfer
of resources to the Latin American region. In addition, the recovery of
domestic demand was led by business fixed investment, in part financed by
capital inflows. Finally, signs of lower risk premia on financial assets and a
reduced need for massive changes in policy instruments to signal policy
intentions became noticeable.

These positive signs were particularly evident in Mexico and Chile,
which have pursued policies of consolidation and restructuring for several
years. In Mexico a combination of incomes policies and a tight fiscal policy
has contributed to reducing inflation and raising the growth of business
fixed investment. Even excluding privatisation revenues, the public sector
deficit declined last year, implying that the rise in the external deficit
reflected a growing saving shortfall in the private sector. In Chile the
growth of real GDP recovered last year as policies were gradually relaxed
in response to lower inflation. Despite a budget surplus, the now indepen-
dent Central Bank faced considerable problems in restraining money supply
growth and finally resorted to a revaluation of the peso to stem the inflow
of foreign capital. Real GDP accelerated even more sharply in Venezuela,
reflecting an expansionary fiscal policy and large-scale investment in the oil
sector. Argentina recorded the highest growth rate since 1986, as the
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abolition of wage indexation combined with the introduction of currency
convertibility and fiscal and monetary reforms helped to dampen inflation
expectations. Peru relied on strict monetary and fiscal policies and struc-
tural reforms in bringing hyperinflation under control.

In Brazil it is still unclear whether the tenth major reform since 1979
will have lasting success in reducing inflation and reversing the fall in output.
Real GDP growth amounted to only 1.2% in 1991 and the rate of expan-
sion declined in the course of the year. The public sector financial surplus
(operational concept) appears to have been maintained last year, but the
fiscal target was overshot because of excessive state and local government
spending. A process of deregulation and opening the economy to foreign
competition has also started, but the influence of the public sector is still
large and several privatisation projects have failed. Finally, while the rate of
inflation fell significantly compared with 1990, monthly price increases
accelerated during the second half of 1991 and averaged 25% in the first
quarter of this year. All in all, it appears that the authorities have succeeded
in gradually tightening fiscal and monetary policies. However, in the absence
of a political consensus in favour of structural reforms and of a clear
“break” in inflation expectations, the initial effects of these policies have
mainly been to reduce real output and employment.

Overall, the macroeconomic performance of the Latin American
countries last year was a significant change from years of high inflation and
low or negative output growth. Nonetheless, recent achievements should
not be extrapolated mechanically. A number of previous reforms were
successful in their initial phase but later aborted because fundamental imbal-
ances had not been removed. The lower inflation observed last year was
also influenced by temporary measures and/or an appreciating currency,
and the return to positive growth partly reflected once-for-all effects
of lower prices. Consequently, near-term growth prospects depend on
consolidating the inflation gains through more comprehensive stabilisation
measures. Secondly, in many cases the policy reforms and the reduction in
inflation have been accompanied by a marked decline in the income share
of wage earners. In fact, the extent of the distributional changes has been
such that a resurgence of real wage claims cannot be excluded. In Mexico
real wages have fallen by over 20% since 1980 compared with a 5%
decline in per capita real income. In Peru the redistribution effects have
been even more pronounced, with the erosion of real wages, at 60% since
1980, more than twice the fall in per capita income. Finally, even where
policies appear to have been most successful, the costs have been high,
creating a risk of “reform fatigue” before the gains have been consolidated.
In Chile the 1981 level of per capita real income was not regained until
1989 and in Bolivia per capita real income is still more than 20% below the
level of 1980.

In the Middle East 1991 was a year marked by significant differences in
terms of macroeconomic developments, principally because of the effects
of the Gulf war. Iran has experienced a strong recovery over the last two
years, partly reflecting higher oil revenue but also as the result of disman-
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tling a previously centralised system. Output growth was also strong in
Saudi Arabia, even though war-related costs may have been as high as 40%
of GDP, of which less than half was compensated by additional oil revenues.
One problem with considerable repercussions in the Gulf states was the
closure of the Bank of Credit and Commerce International (BCCI). In
other countries large demographic changes during and after the hostilities
caused serious adjustment problems. In Jordan and Yemen the return of
migrant workers swelled the rate of unemployment to over 25%. In addi-
tion to the social costs involved, losses of workers’ remittances will pose
serious medium-term problems, although in the short run domestic demand
and output were probably boosted. Egypt may have gained most from the
war economically, even though returning migrant workers added further to
an already high number of unemployed and the loss of workers’ remit-
tances exacerbated the decline in real household income. Transfers from
the Gulf states, combined with a substantial easing of the foreign debt
burden (see page 49 below) helped to improve the external balance and
reduce the budget deficit. Moreover, the rate of inflation was held below
20% owing to a marked tightening of credit policy. Steps were also taken
last year to strengthen the financial sector, including the removal of
interest rate ceilings and the abolition of the dual exchange rate system,
the introduction of Treasury bill auctions and stricter guidelines for evalu-
ating loans.

Several countries in Africa were also adversely affected by the war in
the Gulf and by the closure of BCCI. In addition, social and political unrest
was widespread across the continent, severely affecting output and foreign
trade. These disturbances should be seen against the background of a
decade of falling per capita incomes (more than half of the population in
Sub-Saharan Africa is now living in “absolute poverty”), rising unemploy-
ment, low and falling investment and a growing debt burden. The problems
facing African countries are numerous but four principal obstacles to faster
growth stand out: a lack of export diversification and high sensitivity to
terms-of-trade changes; population growth of nearly 3% per year and
an even faster expansion of the labour force; low domestic saving; and
inadequate structural and demand management policies. These problems are
most evident in low-income countries relying on non-oil commodity
exports, but are also illustrated by developments in Nigeria, where oil
accounts for more than 95% of total export revenue. During 1980—87
per capita real income fell by over 25% and a large budget surplus turned
into a deficit. Last year, following the decline in the price of oil, GDP
growth weakened and a rising budget deficit was largely financed by bank
credits, causing the credit target to be widely exceeded. Influenced also by
higher domestic energy prices, the rate of inflation more than doubled,
with a further acceleration early this year.

High output growth led by domestic demand and foreign direct invest-
ment has characterised recent developments in several ASEAN countries.
Last year, however, saw some modifications to this pattern, as rising
external deficits, shortages of skilled labour, infrastructure bottlenecks and
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inflationary pressures forced some countries to take restrictive measures.
In Indonesia a tighter monetary policy (including stricter limits on offshore
borrowing and real interest rates of over 15%) dampened the growth of
domestic demand and contained the rate of inflation and the external
deficit. In Malaysia, too, a more restrictive monetary policy helped to
dampen the acceleration of inflation despite a tighter labour market.
Nonetheless, fixed capital spending again rose sharply and has now added
almost 25% to real GDP over the last three years. At the same time,
reflecting growing financial imbalances in both the private and the public
sector, the external deficit rose to 10% of GDP. Low domestic saving is
also a problem in Thailand and the same is true of the Philippines, where a
national saving rate of only 16% is much too low to finance the invest-
ments required to absorb the rapidly growing labour force. Last year the
Philippines registered a fall in real output, partly owing to a series of natural
disasters but also as a result of tighter fiscal and monetary policies. These
policies were instrumental in reducing the budget and external deficits,
whereas the rate of inflation only started to decline towards the end of
the year.

The two largest countries in Asia recorded major differences in
economic performance and some of their long-run problems remained
unresolved. In China GDP growth accelerated, spurred by a robust expan-
sion in industrial output and all domestic demand components. In India, by
contrast, GDP growth fell to only 2%, reflecting stagnation in the indus-
trial sector and a more restrictive fiscal policy. Another element of strength
in China was its export performance (see Chapter |V), whereas in India a
progressively widening trade deficit and falling foreign currency reserves
induced the Government to devalue the currency in July and to introduce
partial convertibility early this year. These measures formed part of two
policy packages aimed at opening up the economy to foreign competition
and deregulating and privatising the domestic economy. So far, however,
the reforms have done little to reduce the weight of the public sector. This
is also the case in China, where loss-making state enterprises have been a
major cause of budget overruns. However, unlike in India, where private
saving has been stagnating and a major part of the budget deficit is financed
by bank credits, the budget deficit in China has not posed a major risk to
inflation or to the external balance as personal saving has increased to over
10% of GDP.

Trade and current account developments in the developing countries

The overall current account deficit of the developing countries (other than
the NIEs) widened sharply in 1991 (see the table opposite). The largest
deteriorations were in the trade account and in the traditionally large
surplus on unrequited transfers, which shrank by almost $17 billion.

To a large extent, these overall developments can be explained by a
massive deterioration in the Middle East. This was directly related to the
aftermath of the Gulf conflict, which in addition to lower fuel prices left
the region with disrupted trade relationships, extensive damage and, since
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Current account balances of developing countries’

Country groups

Current account balance of which

Trade balance Interest payments
1989 [ 1990 [ 1991 | 1989 [ 1990 [ 1991 [ 1989 [ 1990 [ 1991
in billions of US dollars

Latin America

Fuel-exporting

Developing countries —459 |—23.5 |—-908 | 21.0 | 514 93| 796 | 809 | 752
Africa =B |— 44 |— 86— 2.3 29 |— 09| 115 124 | 124
Asia =239 | =170 =17 | =189 | —12:8 =113 | 163 171 173
Middle East - 7.2 21 [—45.7 | 129 | 31.6 9.7 | 121 12.6 9.9

Memorandum items:

developing countries? —-11.2 46 [—59.7 | 49.0| 789 | 419 | 294 | 29.3| 256
Non-fuel-exporting

developing countries —34.9 |—28.2 | —31.0 | —28.0 | —27.5 |—32.5 | 50.1 | 51.7 | 49.7
NIEs 24,1 14.5 9.9 19.3 7.5 2.8 5.7 4.8 5.0

- 61 |— 42 |-194 | 293 29.8 11.8 | 39.7 | 388 | 356

1 Other than the NIEs.
and services.

Sources: IMF World Economic Outlook and national data.

2 Countries whose exports of fuel accounted in 1984—86 for over 50% of their exports of goods
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these countries did not benefit from the financial contributions of Germany
and Japan, the costs of financing the war. Increased oil shipments, mainly
from Saudi Arabia and Iran, did not suffice to compensate for these losses,
and export growth in other countries remained depressed. In addition,
reconstruction required a rise in imports, while war-related payments
inflated the deficit on unrequited transfers to almost $30 billion. In Saudi
Arabia alone, the precipitous rise in imports and transfer payments is esti-
mated to have widened the current account deficit from just over
$4 billion in 1990 to more than $20 billion last year.

Although the Gulf conflict also affected the external accounts of
a number of countries in Africa, their position was mostly determined
by adverse market developments. Dependent on cyclically sensitive
commodity exports, many African countries saw export growth slow and
their terms of trade deteriorate significantly (see the table overleaf).

In Latin America the combined current account deficit widened
substantially to over $19 billion last year, entirely as a result of a lower
trade surplus. By contrast, the decline in world interest rates provided
significant relief. Interest payments in relation to exports of goods and
services fell to just over 21%, compared with about one-third in the early
1980s.

Weakened by currency overvaluation and the unsustained implementa-
tion of stabilisation policies, export growth in Latin America was subdued
throughout the 1980s, while imports gradually recovered from their
dramatic fall in the early part of the decade. Nevertheless, many Latin
American countries did take measures to strengthen export performance
and increase the efficiency of their economies. Policies included a move to
more competitive exchange rates, the dismantling of protective trade
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Indicators of foreign trade of developing countries’
Country groups Periods Export | Import | Terms
volumes | volumes | of trade
percentage changes, annual
averages
Developing countries 198589 8.6 07| — 74
1990 5.3 3.8 4.7
1991 3.9 80| — 53
Africa 1985-89 3.6 0.9 =153
1990 55 4.4 7.2
1991 4.0 1.2 | =92
Asia 1985—89 1.1 14| — 41
1990 11.0 A58 | = Ak
1991 3 I 8.5 - 0.1
Middle East 1985—-89 10.6 —3.8 —~13:4
1990 —0.5 11 16.3
1991 —3.8 2.5 -10.0
Latin America 198589 5.0 38| — 42
1990 4.6 60 — 11
1991 352 156 | — 52
Memorandum items:
Fuel-exporting developing countries? 198589 9.0 =29 | =137
1990 3.1 6.4 15.8
1991 0.8 9.7 | —10.8
Non-fuel-exporting developing countries | 1985—89 8.2 32| - 34
1990 6.9 1.9 | — 32
1991 6.2 6.7 ~ 1.2
NIEs 1985 -89 15.5 18.0 2.2
1990 6.2 10.5 = 53
1991 13.4 18.5 1.0
! Other than the NIEs. 2 Countries whose exports of fuel accounted in 1984—86 for over 50% of
their exports of goods and services.
Sources: IMF World Economic Outlook and national data.

barriers, greater openness to export-oriented foreign investment and,
more generally, attempts to diversify exports.

Last year's surge in imports has to be seen as the outcome of the
reform efforts and the recovery in domestic demand rather than as a
continuation of the economic imbalances that characterised the early
1980s. At the same time, the weakness of the region’s main export
market, the United States, explains much of the sluggishness of export
growth, though a lack of productive capacity following years of low invest-
ment activity also played a role. In addition, the upward pressure on real
exchange rates caused by rising capital inflows stimulated import growth
while dampening that of exports. Weak export demand also contributed to
a 4Y2% drop in the dollar price of exports, leading to a terms-of-trade loss
for the seventh year in succession.

This pattern was visible in most Latin American countries last year,
with particularly strong import volume growth registered in Argentina,
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Mexico and Venezuela. In Brazil and Chile, however, the picture was some-
what different. Both exports and imports grew modestly in Brazil, while in
Chile import growth was also weak, largely because of the delayed effects
of earlier adjustment policies.

Although the overall current account position of Asia (excluding the
NIEs) changed very little last year, developments in individual countries
differed markedly. Large and widening deficits in Thailand, Indonesia and
Malaysia contrasted with a narrowing deficit in India and a high surplus in
China. Many Asian countries showed remarkable resilience in the face of
the recession in the Anglo-Saxon countries and the growth slowdown in
other industrial economies, as intra-regional trade continued to expand
rapidly. Overall growth in Asia hardly slowed, providing Asian exporters
with buoyant markets in neighbouring countries that partly compensated
for the more sluggish markets elsewhere. Export volumes expanded by
around 11%, unchanged from the rates recorded in preceding years.
However, sustained rapid growth also implied a quickening pace of import
growth.

Prime examples of countries with continuing robust growth in exports
and imports were Thailand and Malaysia. Exports, mainly manufactured
goods, have to a large extent been driven by export-oriented foreign
direct investment. However, in conjunction with buoyant domestic
demand, these inflows led to a sharp rise in imports and current account
deficits widened to between 8 and 10% of GDP. China, too, experienced
a very strong increase in trade flows, with both exports and imports
expanding by close to 20% in current dollar terms (see Chapter IV). Else-
where, domestic and external imbalances forced countries such as the
Philippines, India and Indonesia to restrain import demand through tighter
domestic policies or import restrictions. As exports in these countries
grew only slowly, trade and current account positions showed little
improvement.

External debt of the developing countries

Last year a number of the most heavily indebted middle-income developing
countries made clear strides forward in their attempt to achieve a lasting
solution to the problems of excessive external debt that have plagued them
for nearly a decade. At the same time, many of the poorest countries were
no closer to moving onto a path of sustainable economic growth and some
other nations, notably those in the former Soviet Union and eastern
Europe (see page 65), encountered debt service difficulties which show no
signs of being resolved quickly.

For the developing countries as a whole aggregate external debt
increased slightly in dollar terms. There was, however, no change in the
debt/export ratio and some improvement occurred in the geographical
pattern of indebtedness. A number of dynamic developing countries, partic-
ularly those in Asia capable of meeting additional debt service obligations,
stepped up their external borrowing whereas the heavily indebted middle-
income countries, notably those implementing coherent adjustment

47



programmes, were able to achieve a modest reduction in their external
debt. Another salutary development was the substantial inflow of capital on
a voluntary basis to several previously troubled debtors, particularly in Latin
America. Because of these inflows, there was less need for new money
packages and rescheduling as sources of external financing.

Mexico, the first country to implement an officially supported
programme of debt reduction, attracted foreign capital in a variety of
forms and added considerably to its foreign exchange reserves. Inflows of
portfolio and direct investment totalled about $12 billion, and issues in the
international securities market amounted to $9 billion. The repatriation of
flight capital has been put at more than $5 billion.

Argentina and Brazil made progress in dealing with their debt problems
and, like Mexico, received substantial foreign direct investment. In April of
this year Argentina reached agreement on an outline accord with its bank
creditors covering $11 billion of medium and long-term debt and $8 billion
of arrears. The accord provides for a range of options similar to those
contained in earlier Brady Initiative programmes. Funds to support this
programme will come from the IMF and other official creditors.

Brazil, which owes more to foreign creditors than any other devel-
oping country, is seeking to restructure its medium and long-term debt to
official and private creditors. In February this year agreement in principle
was reached with the Paris Club for the rescheduling of $23 billion of debt
owed to official bilateral creditors. Shortly before, the IMF approved a
$2.1 billion standby credit, part of which is to be used for bank debt and
debt service reduction.

India’s recent experience illustrates how timely and coordinated action
by national authorities and international financial institutions can avert a
liquidity crisis and enable a country to remain current on its external debt
obligations. In the first half of 1991, as a result of concerns about political
stability, the growing burden of external debt and the authorities’ commit-
ment to appropriate economic policies, the previously steady inflows from
bank creditors were reversed, and the country had to draw heavily on its
international reserves, which dropped to the equivalent of only about three
weeks of imports in August. India then announced a radical change in its
development strategy, forsaking its inward-looking approach in favour of
one based on gradual liberalisation and the reduction of the role of the
state in commercial and industrial activity. In support of this strategy and to
resolve the payments crisis, the IMF and the World Bank made funds avail-
able, and by March this year the reserves had risen to a more comfortable
level. However, India’s external debt has grown steadily in recent years and
now amounts to well over $70 billion, making it one of the largest debtors
among the developing countries. Moreover, debt service burdens have risen
since much of the newly contracted debt is not on concessional terms.

Elsewhere efforts to deal with existing debt problems have been labo-
rious. In the summer of 1991 the Philippines became the first country to
reach preliminary agreement on a second debt relief package under
the Brady Initiative. However, the IMF programme targets on which this
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agreement was based were not met, and a revised arrangement had to be
negotiated with the banks. The agreement, which was finalised in February
1992, covers virtually all of the remaining $5 billion of eligible commercial
bank debt. Creditors may choose among a cash buyback, the conversion of
existing loans into collateralised bonds bearing low rates of interest and the
provision of new money.

Negotiations between Nigeria and its bank creditors on more than
$5 billion of debt were also protracted. Agreement was finally achieved in
December 1991 only after all interest arrears were cleared through cash
payments. The country has not received funding from official sources for
its debt reduction package. Instead it intends to use its own resources. At
the end of 1991 its official reserves amounted to $4.4 billion, equivalent to
over half a year of imports. The agreement in principle worked out with
the banks provided for buybacks at a 60% discount, conversion of debt at
par into collateral bonds and new money, but the new money option was
not taken up by the banks.

The experience to date demonstrates that debt and debt service
reduction can be a useful supplement to comprehensive and sustained
programmes of structural adjustment and macroeconomic stabilisation.
Some of the potential problems anticipated when debt reduction was first
proposed have not proved insurmountable. For example the “free rider”
problem, which arises when an existing creditor declines to participate in a
programme but benefits from any increase in the creditworthiness of the
debtor, has been minimised by taking into account the prices prevailing in
the secondary market and ensuring that there are sufficient options to
meet the varying needs of different creditors. Moreover, creditors have
not been reluctant to extend spontaneous new loans to countries with
debt reduction programmes in place. There are three main reasons for this.
Firstly, such programmes reduce transfer risk by making it less likely that
administrative restrictions will be imposed. Secondly, debt reduction in
connection with privatisation programmes has helped to reduce fiscal
deficits and the distortions associated with excessive state ownership.
Thirdly, and most importantly, debt relief has been provided within the
context of medium-term policies that have improved the debtor countries’
underlying economic performance.

One indication of the success of debt relief is its extension in 1991
to cover the official debt of selected lower-middle-income countries.
Although official creditors have assisted troubled debtors by providing
funds after commercial lenders became reluctant to increase their expo-
sures, the members of the Paris Club of official bilateral creditors had long
been unwilling to grant relief in the form of outright debt reduction to any
but the poorest and most troubled debtor countries. In the spring of 1991
agreements in principle on official debt and debt service reductions were
reached with two middle-income countries, Egypt and Poland. The main
difference from earlier Paris Club arrangements is that the entire stock of
eligible outstanding debt is covered and reductions of up to 50% in the net
present value of these countries’ official bilateral debt are envisaged. Debt
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relief is to be phased over a period of years and is conditional on a multi-
year agreement with the IMF being worked out and observed. Egypt also
received relief on $14 billion of official bilateral debt from the United
States and some Middle Eastern countries in compensation for its contribu-
tion to the Gulf war.

A further new development in this field was the call at the 1991
London Summit for additional debt relief on a case-by-case basis for the
poorest, most indebted countries. Although these countries had received
concessions under the terms agreed in Toronto in 1988, the relief provided
so far has been limited and, unlike many of the middle-income debtors,
most of these countries are at present unable to cope with their debt
burdens. Further assistance will be provided in the form of substantial debt
or debt service reductions on the official bilateral debt of countries under-
taking adjustment programmes supported by the IMF and World Bank.

Developments in eastern Europe

1991 was a far more difficult year for the eastern European countries than
had been expected. The fall in real output steepened and in some countries
the cumulative decline since 1989 reached 30—35%, with poor prospects
of a near-term return to positive growth (see the table opposite). Despite
continued overmanning, the fall in output was accompanied by a sharp rise
in unemployment, albeit with wide variations across regions and sectors
within each country. Even for those still employed living standards declined
sharply as the liberalisation of prices last year led to very large once-for-all
price adjustments, while incomes policies restrained the rise in nominal
wages. Against this background there have been clear signs of reform
fatigue and growing social unrest, in some cases taking the form of armed
conflict.

There were four main reasons for the dismal and disappointing perfor-
mance. In the first place, the hoped-for supply response did not materialise
because of delays in implementing structural reforms, inadequate infrastruc-
tures, shortages of raw materials and foreign exchange and a breakdown
of the production and distribution systems in the absence of reforms or as
a result of social unrest and outright civil war. Secondly (see Chapter V),
in countries outside the former Soviet Union these factors were
compounded by external shocks due to the unexpected collapse of their
major export market and large terms-of-trade losses following the disman-
tling of the trade and payments system of the Council for Mutual Economic
Assistance (CMEA). The direct aggregate impact was profound, though
difficult to quantify. Because of the dependence on exports to the former
Soviet Union and on cheap sources of energy, a substantial part of industry
became unprofitable. Thirdly, to reduce the risk of a wage-price spiral,
fiscal and monetary policies were significantly tightened or kept restrictive
and incomes policies aimed at restraining nominal and real wage growth
further curtailed domestic demand. Finally, notwithstanding a marked
decline in the rate of price increase over the last twelve months (see
the table on page 52) various cost-push factors tended to keep inflation
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Developments in real GDP!
Countries 1981-86| 1987 | 1988 | 1989 | 1990 | 1991
percentage changes, annual averages
Czechoslovakia 2.3 2.4 2.6 14| — 04| —16.0 (—23.0)
Hungary 1.5 4.1 -0.1 0.2 — 33| — 8.0 (—19.0)
Poland -0.8 2.0 4.8 03| —-11.6| — 9.0 (—12.0)
Albania 3.4 2.0 2.0 20| =100 | —21.0 (—=50.0)
Bulgaria 3.7 6.1 2.6 -1.9 | —11.8 | —23.0 (—28.0)
Romania 3.6 0.7 =0:5 =59 | = 74| —13.5 (—22.0)
Soviet Union? 3.0 1.6 4.4 25| — 23 | =170 (—~ 8.0)
Yugoslavia* 1.1 =144 =17 0.6 | — 85| —15.0 (—20.0)
Average’ 3.0 1.8 3.7 1.7 | — 41| —16.8 (—11.0)
OECD countries 2.7 33 4.4 3.3 2.6 0.9 (— 0.5
! For the Soviet Union, changes in net material product up to 1989. ? Preliminary or estimated;
figures in brackets refer to industrial production. 3 Data for 1981—90 refer to the former Soviet
Union and those for 1991 to the CIS. “Including Croatia, Slovenia and Bosnia-Hercegovina.
5 Weighted average, based on 1984—86 output and non-commercial exchange rates.
Sources: OECD Economic Outlook and Main Economic Indicators, UN Economic Commission for
Europe, Vienna Institute for Comparative Economic Studies and IMF International Financial
Statistics.

relatively high. A slow adjustment of employment to the fall in output
meant that labour productivity declined sharply and the growth of unit
labour costs accelerated despite nominal wage moderation. Higher import
prices, especially for energy, created additional cost pressures, while
continued non-competitive behaviour by state enterprises was a further
source of inflation.

There were, however, wide differences in the extent to which these
underlying factors, and especially the external shocks, affected individual
countries. The very large relative price shifts associated with the disman-
tling of the CMEA trading system complicate a precise calculation of the
external shocks, but changes in exports and imports (measured in US
dollars) give a tentative impression of their relative size and of the adjust-
ments undertaken in each country. On this basis it appears that two of the
countries most advanced in the transformation process (Czechoslovakia
and Hungary) were able to partly offset the effects of the collapse in
CMEA trade by exporting more to the western world. Poland had
recorded a similar increase in 1990, whereas last year the dominating
feature was a surge in imports, mainly from western countries.

In a second group of countries — Bulgaria, Romania and later Albania —
where the reform process started only last year, all four adverse factors
were present. In adjusting to the internal and external demand shocks
these countries were severely hampered by shortages of raw materials and
intermediate goods and by the collapse of the central plan before an alter-
native system could be put in place. Given the scarcity of foreign exchange
reserves and limited access to foreign credit, they were also forced to
meet the loss of export revenues by cutting imports, thus further aggra-
vating the shortages. Forces of political and economic disintegration were
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dominant in parts of the former Soviet Union and Yugoslavia, particularly
during the second half of the year when civil unrest escalated into open war.

Developments in the countries at an advanced stage of transition

Hungary was the first among the eastern European countries to adopt
reform measures. Although recent macroeconomic indicators might
suggest a gradual deterioration in economic performance, progress has
been made in a number of areas. Despite the collapse of CMEA trade and
large terms-of-trade losses, the surplus on current account rose further.
This outcome, mainly due to increased exports to western countries,
points to a successful adjustment of relative prices to conditions in the
world market. In addition, foreign direct investment has progressively
increased and last year total capital inflows amounted to almost 5% of
GDP. As a result, foreign exchange reserves rose sharply and continued to
grow during the early months of 1992. At the same time, net external
indebtedness registered a significant decline.

After a gradual acceleration in the annual rate of inflation until 1991,
efforts to reduce inflation have shown positive results more recently.
A tight monetary policy combined with wage restraint has significantly
reduced the inflationary effects associated with the adjustment of domestic
prices to world market prices and the removal of subsidies. Indeed, the rise
in price inflation last year was largely confined to the first quarter, when
subsidies were cut, while for the remainder of the year the monthly rates
of inflation were limited to 1-1%2%.

Major progress has been made in reforming and strengthening the
financial sector and in broadening the range of monetary policy instru-

Developments in consumer prices (CPl) and nominal wages (W)
Countries 1980— | 1986 | 1987 | 1988 | 1989 | 1990 | 1991 [19921.2
85
percentage changes, annual rates
Bulgaria CPI 1.0 2.6 2.7 2.4 6.4 | 26.3 [480.0 | 73.3
W 3.3 51 4.3 i 4 8.8 | 36.0 {150.0 =
Czechoslovakia  CPI 20| 05| 041 0.1 15| 10.0 | 58.0 | 10.8
W 1.8 1.5 2.0 2.3 2.3 3.7 | 16.5 =
Hungary CPI 67| 53| 82| 165 | 17.0 | 28.3 | 350 | 247
A% 7.1 7.4 89 | 11.0| 17.0 | 20.0 | 23.5 =
Poland CPl | 325 | 17.7 | 25.2 | 60.2 [251.1 |585.0 | 70.4 | 38.1
W 282 21.1 | 21.5 | 84,0 |283.0 |365.0 | 76.5 -
Romania CPI 5.0 20| 0.5 2.9 0.6 | 4.7 |165.0 |265.0
A% 4.8 1.0 0.5 2.5 4.0 | 10.6 |122.0 o
Soviet Union CPI 1.0 20| 1.3 06| 20| 47| 950 N
w 2.4 3.0 3.6 8.4 9.5 | 14.2 | 70.0 =
Yugoslavia CPl | 47.5 | 89.8 [121.0 |194.1 | 1,240 |583.0 |118.0 [303.0
W | 42.5 [105.0 |112.5 [170.5 | 1,586 [421.0 | 81.0 -
1 Preliminary. % Change over twelve months to March.
Sources: IMF International Financial Statistics, UN Economic Commission for Europe, Vienna

Institute for Comparative Economic Studies and national data.
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ments. Government guarantees have partly reduced the risks on banks’
outstanding stock of non-performing loans and limits on banks' dividend
payments serve to strengthen capital adequacy ratios. Despite increases in
private sector demand for money, mainly attributable to the break-up of
large enterprises, the National Bank has held the growth of money
balances below that of nominal GDP. Finally, as a direct effect of the
reform policies, private enterprises have absorbed about half the workers
laid off from state enterprises. Output in private enterprises is also rising
but is still only partly reflected in official GDP statistics.

Among the difficulties encountered in 1991 mention should be made
of delays in the privatisation process owing to legislative problems and of
inflationary pressures attributable to the non-competitive behaviour of
state enterprises. Other negative features were the fall in fixed investment
and the rapid rise in unemployment. The budgetary situation also worsened
as revenue declined in step with economic activity while expenditure rose,
and the speed of the deterioration appears to have accelerated in the first
quarter of this year. Finally, the policy of maintaining international compet-
itiveness through an adjustable exchange rate increasingly faced a dilemma:
on the one hand, with an annual rate of price increase of 35% it was
difficult to maintain a fixed nominal rate for very long; on the other hand,
adjusting the nominal rate to stabilise the real effective exchange rate
risked fuelling inflation and inflation expectations.

Exchange rate problems were also experienced in Poland last year.
A fixed rate against the US dollar had served as one of the principal
measures to anchor inflation expectations following the 1990 reform
programme. However, the maintenance of a fixed nominal rate became
increasingly difficult as the rate of inflation remained well above that of
Poland’s major trading partners. As is discussed in Chapter IV, the currency
was devalued several times, but despite these adjustments the current
external account deteriorated last year, with exports declining while the
volume of imports, influenced by a strong revival in private consumption,
increased by over 40%.

The growing external imbalance was not the only sign that price liber-
alisation and stabilisation policies are not sufficient to transform a previ-
ously centralised system into a market economy. The financial position of
the state enterprises worsened drastically and the number of firms which
had lost creditworthiness rose from less than 600 to almost 3,000 in the
course of 1991. In addition, even though the state enterprises hesitated in
adjusting their workforce to the fall in output and about one-quarter of the
workers laid off found employment in the private sector, the rate of unem-
ployment climbed to almost 12% (see the table overleaf). Reflecting the
erosion of enterprise profits, the absence of alternative revenue sources
and rising expenditure, especially on social security, the general government
financial balance deteriorated sharply and bank credits to the public sector
boosted the money supply by nearly 50% (see the table on page 55).
Another problem was that the tax-based incomes policy gradually lost its
effectiveness as state enterprises granted wage increases above the norm,
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Unemployment rates

Years Bulgaria | Czecho- | Hungary | Poland | Romania | Yugoslavia| Soviet
slovakia Union

registered unemployed as a percentage of the tortal labour force,! end of period

1989 0.0 0.0 0.6 0.1 0.0 15.4 n.a.
1990 1.5 1.0 1.7 6.1 0.4 17.8 n.a.
1991 10.1 6.6 7.5 115 3.1 20.5 0.8
1992 Q| 12.5 6.5 8.9 1.9 4.6 20.82 n.a.

! For Romania, the former Soviet Union and, up to September 1991, Bulgaria and Hungary, as a
percentage of the dependent labour force. 2 January.

Source: National data.

while leaving the resulting rise in tax liabilities largely unpaid. As a result,
real wages rose by 2—3% in 1991, which, together with declining produc-
tivity, aggravated price pressures and the fall in enterprise profits. Finally, as
a further result of the worsening profit situation and possibly also reflecting
a certain “crowding-out” effect of the rise in bank credits to the govern-
ment, the ratio of fixed investment to GDP declined to 18%, after having
risen in 1990.

In response to growing social pressures arising from the disappointing
developments last year, the Government in February proposed modifica-
tions to the reform course, but was unable to find a majority in Parliament.
An austerity budget calling for higher state-controlled prices and large cuts
in subsidies and other expenditure has been submitted to Parliament for
this year. A deficit, limited to 5% of GDP with about one-third to be
financed by the National Bank, is seen as a principal anchor of stabilisation
policies. However, two expenditure measures adopted by Parliament in
May have considerably worsened the prospects of meeting the budget
target and the conditions for further debt relief.

A major price reform was introduced in Czechoslovakia early last
year, but the underlying legislative measures had already been adopted
earlier and foreign trade had been partly liberalised in 1990. The price
reform was accompanied by stabilisation policies with two principal aims:
containing inflationary pressures and safeguarding the balance-of-payments
position. The authorities further relied on a fixed nominal exchange rate to
anchor inflation expectations and a tripartite agreement, aimed at reducing
real wages by 10%, alleviated the risk of a wage-price spiral.

The outcome should be seen against the initial conditions, which
differed from those in Poland and Hungary. On the one hand, given a low
level of foreign debt and a history of stable fiscal and monetary policies, the
need for measures to correct inherited financial imbalances was small. On
the other hand, there was virtually no private sector and the industrial
base, heavily dependent on subsidised energy and exports to former CMEA
countries, was very exposed and vulnerable to changes in relative prices
and patterns of trade. In the event, the rate of price increase quickly
subsided following a once-for-all adjustment early in the year. Despite
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Changes in domestic credit and real money balances’

Countries and items 1980-852 | 1988 | 1989 | 1990 | 1991
as a percentage of the broad money stock, annual averages
Czechoslovakia
General government -1.1 3.0 13.7 8.8 - 4.6
Public enterprises 5.2 2.9 —1.8 0.3 26.0
Private sector 0.4 0.8 0.3 0.6 0.6
Total domestic credit 4.5 6.7 12.2 9.7 22.0
Real money balances 4.6 11.0 3.1 -16.2 —16.5
Hungary
Central government 0.8 6.8 15.6 0.5 6.2
Public enterprises } 8.7 4.3 1.1 12.6 21.1
Private sector? ' 0.3 9.0 10.3 1.5
Total domestic credit 9.5 11.4 35.7 234 28.8
Real money balances -1.0 -10.2 —2.6 - 31 - 6.8
Poland
General government 6.0 10.4 48.0 —=13.9 21.6
Public enterprises 17.2 37.8 70.0 94.6 27.0
Private sector 2.4 4.9 7.3 20.4 14.5
Total domestic credit 25.6 53.1 125.3 101.2 50.05
Real money balances —6.4 = 37 —6.0 =325 - 7.0

! Changes in the broad money stock less changes in consumer prices (fourth quarter to fourth
quarter). ?For Hungary, 1982—85. I Preliminary. 4 Including local governments. % Including
balancing items.

Sources: IMF International Financial Statistics and national data.

terms-of-trade losses and a steep fall in exports, the current account regis-
tered a small surplus.

However, the costs were high, with real GDP falling by 16% and the
balance-of-payments surplus mainly resulting from weak domestic demand
and lower imports. Reflecting large regional differences in industrial struc-
tures, the rise in unemployment was uneven, which heightened social and
political tensions. Furthermore, the process of industrial restructuring
barely got under way. In fact, because energy subsidies were partly main-
tained, the smallest output losses were recorded in the energy-intensive
sectors and, overall, energy consumption per unit of output rose further.
Finally, the ratio of fixed investment to GDP fell to only 10%2%, which is
hardly sufficient to cover replacement investment. The exceptionally poor
investment performance may reflect uncertainties pending the large privati-
sations scheduled for this year. A certain “credit crunch” effect was prob-
ably also present. Even after budgetary measures to partly relieve banks of
their stock of bad loans and strengthen capital adequacy ratios, they
remained very cautious in their lending policies. This can also be seen from
the sharp rise in inter-firm credits during the first months after the price
reform.

The reform process in these three countries has been accompanied by
improvements in household saving, which may have important implications for
their potential ability to finance future investment (see the table overleaf).
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Developments in household saving'

Countries 1982 | 1985 | 1987 | 1988 | 1989 | 1990 | 1991
as a percentage of nominal GDP

Czechoslovakia 2.2 22 2.4 1.9 1.7 | —06 1.6

Hungary 18 3.7 3.3 3.5 2.2 6.2 6.6

Poland 3.6 3.7 2.6 4.6 4.2 53 6.6

Group of

Seven countries 8.0 7 6.4 6.2 6.2 6.8 7.0

1 Estimated as changes in deposits of households and private enterprises, including foreign currency
deposits adjusted for exchange rate movements. For Hungary saving also includes changes in
securities holdings and for the Group of Seven countries saving is measured as gross household saving
according to national accounts. 2 Partly estimated.

Sources: UN Economic Commission for Europe, OECD National Accounts and national data.

The turnround in household saving was particularly pronounced in Hungary
and would be even larger if saving were measured as changes in net assets,
as households took advantage of a fiscal measure facilitating repayment of
mortgages on favourable terms. The rise in the estimated saving rate may
reflect uncertainty linked to rising unemployment, but it could also be the
result of a wider range of financial investment opportunities as household
acquisitions of securities have grown sharply in Hungary. The more modest
saving increase in Czechoslovakia should be measured against the steep fall
in households’ real income and appears to reflect a build-up of precau-
tionary balances.

In Poland, the rise in household saving was not sufficient to accommo-
date a widening budget deficit and a worsening financial position of the
enterprise sector. Nonetheless, developments in Poland are especially note-
worthy. Prior to the reform process there were widespread fears of a
substantial "monetary overhang” and the fact that household saving was
positive in 1990 and rose last year would indicate that this overhang has
been eliminated. In addition, foreign currency deposits had accounted for
almost 60% of household deposits at the end of 1989 and posed a potential
threat to financial stability. However, by the end of last year the share of
such deposits had fallen to 40%, pointing to increased confidence in the
domestic currency and in the outlook for inflation.

Countries in the early stages of transition

In Bulgaria the reform process started late and because it has taken place
under extremely unfavourable external and internal conditions the costs in
terms of lost output and rising unemployment have been severe. Under the
influence of shortages of foreign exchange and a rapid disintegration of the
former centralised system economic performance had already deteriorated
sharply in 1990. Output declined, open inflation accelerated and suppressed
inflation increased even more. A steep rise in the budget deficit, largely
financed by central bank credit, combined with price controls and short-
ages of consumer goods, led to a marked increase in monetary balances
held by households. Moreover, with 80% of exports going to former
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CMEA countries and 60% to the former Soviet Union, Bulgaria was hard
hit by the dismantling of the CMEA trading system and the collapse of the
Soviet market. The direct effect of the terms-of-trade loss and the fall in
exports may account for about half of the decline in GDP last year and was
compounded by the continued scarcity of foreign exchange, which forced
the authorities to compensate for the drop in export revenue by
suppressing imports. While a price reform and accompanying stabilisation
measures were adopted in 1991, and a financial reform is also being imple-
mented, a plan for further structural measures was only approved by the
Parliament in April this year.

The reform package launched early last year was broadly similar to
those adopted in Czechoslovakia and Poland: the elimination of virtually all
price controls and subsidies; restrictive fiscal and monetary policies; and a
tripartite agreement to curb wage growth. The short-term results were
also similar, though more pronounced: an initial price surge followed by a
sharp decline in the rate of inflation; large cuts in real wages; and the
elimination of excess demand and the monetary overhang. However, in
one important respect the reform programme differed from those of
other countries, as Bulgaria introduced a floating exchange rate, deter-
mined in an interbank market for foreign exchange. Following some initial
volatility, the exchange rate stabilised at around Leva 18-20 to the US
dollar, compared with an average rate of 2.65 in 1990.

Romania liberalised prices in three stages starting in November 1990.
A tight monetary policy, used as the principal nominal anchor, helped to
dampen the effects of the decontrol of prices. However, because struc-
tural reforms have not yet been adopted and probably also reflecting the
gradual liberalisation of prices and the absence of incomes policies to curb
nominal wage growth, the monthly rate of inflation has remained above
5%. Moreover, the decline in real wages last year led to considerable social
unrest and frequent work disruptions. As part of the reform process
government expenditure has been sharply reduced but, unlike in most
other countries, the cuts have mostly affected government investment.
Another feature of fiscal policy in Romania has been the absence of major
imbalances in the past. In fact, banks' stock of non-performing loans has
largely been absorbed by writing down government net assets.

Countries in various stages of disintegration

Signs of a system beyond repair and of a worsening economic performance
have been evident in the former Soviet Union since 1985 but the situation
deteriorated dramatically last year. Real output may have fallen by some
17°% and the decline was felt in virtually all republics (see the table
overleaf). Shortages of final goods as well as intermediate inputs and raw
materials were widespread as food products were withheld from the state
distribution system, imports were curtailed to conserve foreign exchange
reserves and the rouble progressively lost its value as a medium of
exchange. In addition, enterprises hedged against future price increases by
building up inventories of intermediate goods rather than delivering to
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Soviet republics: basic economic indicators (1988 data)
Republics Popula-| Per |Output|Monthly| Wages |Redistri- Memo items

tion | capita per | wages |per unit| bution Out- | Prices

income [ em- of of 2
(| put
ployee output | taxes
% of indices, average = 100 ratio percentage
total changes
1990914

Armenia 1.1 79 83 91 109 | 1.55 |—12.0 | 84.0
Azerbaijan 2.5 71 92 79 86 | 1.05|— 05| 865
Belarus 3.6 17 107 95 89 | 110 |— 3.0 | 80.0
Estonia* 0.6 117 111 117 105 | 1.35 (—1711.0 | 212.0
Georgia* 1.9 86 83 84 101 | 1.10 | —=23.0 | 59.0
Kazakhstan 5.8 74 80 99 123 1.40 (—10.0 | 83.0
Kirgizstan 1.5 53 71 84| 117 | 150 |- 20| 88.0
Latvia* 0.9 119 107 106 99 | 1.20 (- 8.0 | 1720
Lithuania* 1.3 110 100 103 102 | 1.20 |—13.0 | 245.0
Moldova 1.5 81 84 83 99 | 115 |—120 | 97.5
Russian Federation 51.4 119 i 108 97 | 090 |— 9.0} 900
Tajikistan” 1.8 43 70 80 115 1.35 |— 9.0 103.0
Turkmenistan 1.2 61 80 92 15| 1.30 |— 6.0 | 845
Ukraine 18.0 90 87 90 | 103 | 095 |— 95| 840
Uzbekistan 6.9 48 69 82 117 | 140 [— 1.0 | 830
" Measured as the shares of tax revenue retained by the republics relative to their shares of net
material product. 2 Real GDP or real net material product. ? Preliminary. * Not members of
the CIS.
Sources: Commission of the European Communities, IMF, OECD and World Bank, special reports.

downstream producers. A partial decontrol of prices led to a doubling of
retail prices. With the growing loss of financial and monetary control in
conditions of widespread shortages, suppressed inflation is likely to have
increased even more. Due in part to higher subsidies to close a widening
“gap” between wholesale and retail prices but mainly as a result of the
increasing fiscal autonomy of the republics, the general government deficit
rose to some 20% of GDP. Most of the shortfall was financed by the
central bank and, given also massive increases in credits to state enter-
prises, domestic credit expanded by around 100%. As further evidence of
worsening financial imbalances, household savings deposits increased by
some 175%, aggravating an already large monetary overhang.

In the course of 1990 all fifteen republics had declared themselves
independent and various attempts to agree on a new union treaty met with
little success. The process of political and economic disintegration acceler-
ated after the failed coup attempt last August. Towards the end of the year
three of the largest republics formed a Commonwealth of Independent
States (CIS) and they were joined later by eight other republics. In
December the Soviet Union formally ceased to exist, but a formal agree-
ment on the extent of cooperation and policy coordination between
members of the CIS has not yet been reached, creating major uncertainties
over the future reform process and near-term economic developments. So
far the most significant step has been the liberalisation of most prices in
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Russia in January this year, followed more hesitantly by other states. This
led to a price jump of 300—400%, eliminating the monetary overhang but
not immediately relieving the shortages. In fact, a further decline in output
appears to have taken place well ahead of any reform measures. In an
attempt to stabilise the economic situation, a tentative budget agreement
was also reached for the first quarter, calling for tax increases and large
expenditure cuts. However, subsequent tax concessions and expenditure
measures have severely eroded the government financial position. Similarly,
following an initial tightening of credit conditions by the central bank,
lending to state enterprises has been significantly increased. This was done
to ease the problem of inter-firm debts, which have risen from less than
R. 50 billion to almost R. 900 billion in just four months.

Given its size, stabilisation in Russia is obviously crucial for bringing the
financial deterioration in the CIS to a halt. Stabilisation policies also need to
be adopted by other states, but a number of them are in a less favourable
position to take the necessary measures and sustain the costs involved. This
is particularly true in states with low per capita incomes which in the past
benefited from the redistribution of income via the Union budget and from
subsidised imports of energy and other raw materials. As is discussed in
Chapter IV, another urgent task is to prevent a breakdown of trade within
the CIS. Indeed, the high degree of inter-republican division of labour
underlying earlier trade patterns makes it essential to coordinate reform
measures and macroeconomic policies.

To date, however, agreement on even the most vital reform measures
has been virtually absent. In fact, in the wake of the general disintegration
individual states as well as large enterprises have experimented with the use
of coupons and several successor states have announced their intention of
issuing their own national currencies. In the case of Ukraine the decision to
issue coupons was prompted by disruptions in the production and distribu-
tion of banknotes and by the more rapid liberalisation of prices in Russia
which led Russian residents to cross into Ukraine to buy goods. Initially
coupons could be used only together with roubles but subsequently multi-
use coupons were issued and made the only means of payment. In March
this year the Parliament approved a plan calling for the introduction of a
separate Ukrainian currency.

While political events dominated economic developments in the
former Soviet Union they literally paralysed those in Yugoslavia. Trade
between the individual republics had already been disrupted before the
outbreak of hostilities and it virtually collapsed during the second half of
1991. Moreover, because of a sharp drop in export revenues, low foreign
exchange reserves and the imposition of trade sanctions, there was no
possibility of replacing domestically produced raw materials and interme-
diate goods by imports. The resulting shortages, combined with a break-
down of transport and communications, were the main reasons for an
overall output fall of 15%. This is no more than the declines recorded in
other eastern European countries, but it needs to be seen in a longer-term
perspective as parts of the infrastructure and numerous private homes have
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Yugoslav republics: basic economic indicators (1990 data)

Republics Popula- | Exports | Per | Average Memo jtems
i = (Capita | Wages |y seriall  Real Prices Real | Unem-
WOSEBIA | feome output | GDP wages |ployment
countries
% of total indices, percentage changes %
average = 100 199091 end-1991
Croatia 19.7 20.9 132 112 | —28.5 | —23.5 | 123.0 | —-21.5 18.0
Slovenia 8.2 351 241 133 | =125 | —13.0 | 118.0'| — 9.0 11.5
Bosnia-Hercegovina 19.0 12.5 68 80 | —24.0 }
; =210 | 116.0 | —16.5 22.1
Serbia and others 53.1 N5 83 92. | —17.5

Source: Vienna Institute for Comparative Economic Studies.

been destroyed. Moreover, coming on top of the economic deterioration
during the 1980s, this latest decline reduces the level of real per capita
income in Yugoslavia to that of 1972.

With Slovenia and Croatia becoming independent in October 1991 and
Bosnia-Hercegovina in April this year Yugoslavia has ceased to exist in its
previous form but the final outcome is still uncertain. The immediate
outlook is bleak, especially in the areas where the dinar is still the currency
in use. Following the introduction by Slovenia and Croatia of their own
currencies (in October and December respectively) other republics,
notably Serbia, received a large inflow of dinars. Moreover, because federal
expenditure last year was almost entirely financed by credits extended by
the National Bank, inflation accelerated sharply during the second half of
1991 and may return to the three-digit rate recorded only three years
ago. In all states there is a serious risk of food shortages and, with war
destruction and a 30% fall in fixed investment, capital shortages could raise
unemployment above the 20% rate reached in 1991. Future patterns of
trade between the republics will also have a significant impact on overall
economic developments. Although the inter-republican division of labour is
lower than in the former Soviet Union, internal trade in all cases accounts
for a larger share of output than trade with other countries. A solution
to this problem is crucial to Croatia (see the table above), which has not
only suffered severe war damage and a significant loss of revenue
from tourism but was also heavily dependent on trade with former CMEA
partners.

Common trends and unresolved issues

Despite differences in the initial conditions and in the nature and timing of
the reform process, certain common trends could be observed among the
eastern European countries last year. Firstly, the rate of inflation is still very
high in most countries but mainly because of cost pressures and the uncom-
petitive behaviour of state enterprises. The price reforms do not appear to
have triggered a wage-price spiral, largely owing to tight fiscal and mone-
tary policies. Indeed, a typical feature has been that about six months after
the price reforms entered into effect inflation had fallen significantly and
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a mid-course correction was made, relaxing the overall policy stance.
Secondly, fixed investment has declined by nearly 40% since 1988 in coun-
tries outside the former Soviet Union. In most cases the decline can be
related to the erosion of profits, difficult borrowing conditions and uncer-
tainty with respect to future developments and policies, although there
have also been cuts in government investment. Thirdly, following an initial
improvement in the budget, all countries have experienced a rapid rise in
government borrowing requirements. This is mainly the result of a steep
rise in social security expenditure combined with falling revenues, reflecting
a tax structure highly dependent on profits in the weakened state enter-
prise sector and/or not compatible with market-determined prices (see
below). Finally, notwithstanding progress in reforming the financial sector
and establishing central bank independence, financial markets are still
too underdeveloped to absorb large budget deficits. Consequently, all
reforming countries have seen a rise in bank credit to the public sector
and, as a result of this, either upward pressure on money supply growth or
“crowding-out” of credit to the private sector.

On balance these broad trends can all be traced to two areas where
reform measures have so far been absent or subject to major delays:
the restructuring or privatisation of state enterprises and reform of the
level and structure of government revenue and expenditure. Plans for
privatisation have been adopted or proposed in most countries but their
implementation will take time. Plans for fiscal reforms have also been
adopted or proposed but more is urgently needed, given the steep rise in
budget deficits last year and the risk this poses to anti-inflation policies.

The need for fiscal reform

Budgetary policies under central planning. Under the former centralised
system budgetary policies were primarily geared to meeting distributional
and allocational targets. Little attention was paid to stabilisation except to
eliminate shortages of particular goods or the effects of supply shocks. A
large share of expenditure was devoted to subsidising basic consumer goods
and loss-making state enterprises, while the share of social transfers was
relatively small, since most social services were provided by enterprises
(see the table overleaf). On the revenue side profit, payroll and turnover
taxes were the major sources, whereas personal income taxes were non-
existent or very low. The tax system contained numerous disincentives and
had large price-distorting effects. Another main feature was its lack of
transparency and the absence of predetermined fixed rates. In fact, the
profit tax was often decided in a bargaining process between individual
state enterprises and the central authorities. Moreover, the turnover tax
was essentially set as the difference between producer and retail prices,
with adjustments in specific rates frequently used in an attempt to clear
markets. Because most taxes were imposed on state enterprises collection
was simple and tax arrears and evasion were rare. In most countries local
governments had little autonomy and the budgets were generally balanced.
By contrast, state enterprises tended to run large financial deficits and
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Indicators of budgetary developments'

Hungary

ltems Bulgaria Czechoslovakia
1988 | 1990 | 1991 [ 1988 | 1990 | 1991 | 1988 | 1990 | 1991
as a percentage of GDP

Total expenditure 58.4 71.3 45.9 60.1 58.3 47.0 63.3 58.2 61.1
Subsidies 17.6 16.1 3.5 13.0 14.0 4.2 11.8 8.9 8.2
Social security 10.1 13.0 12.1 1.7 12.0 15.0 15.4 17.5 24.0
Investment 5.4 43 n.a. 8.6 5.5 5.0 7.7 4.1 4.7

Total revenue 56.9 57.6 324 57.7 58.9 45.9 63.3 58.0 56.7
Income and profits 252 ‘125 15.0 25.2 | 205 18.1 9.9 8.7 10.4
Goods and services 11.6 9.7 5.7 16.8 17.5 13.2 21.9 16.3 14.2
Social security 9.5 9.6 n.a. 6.7 14.3 11.2 13.7 19.8 20.0

Net lending ~4.5: | =137 | —13.5| =24 06| —1.1 00| —-02| —43

For footnotes and sources see the table opposite.

accounted for a major share of bank lending, notably during the second half
of the 1980s.

Major challenges of fiscal reform. Virtually all countries face an urgent
need for budgetary reform, the most challenging task being to reduce not
only the fiscal deficits but also the size of the public sector relative to GDP.
In addition, stabilisation instruments, including a market for government
debt, need to be developed and intergovernmental fiscal relations have to
be restructured as state enterprises are privatised and local governments
granted more autonomy. Finally, the timing of the various reforms is crucial
as there is a high risk of growing expenditure needs coinciding with or
preceding falling revenues.

Even excluding state enterprises, government expenditure relative to
GDP in most eastern European countries has been well above the ratios
recorded in OECD Europe. When the comparatively low levels of per
capita income are taken into account there is a clear need to reduce
expenditure if punitive tax rates are to be avoided. As recent developments
have shown, reducing subsidies can provide large once-for-all savings, but
this alone will not be sufficient as growing expenditure needs are bound to
appear in other areas. Social expenditure will increase in step with rising
unemployment and the transfer to central or local governments of services
previously provided by enterprises. Expenditure on salaries and pensions
may also rise if real income levels are to be restored and the growing
wage differential vis-a-vis the private sector reversed. In addition, future
increases in public debt would have to be financed at market interest rates,
whereas in the past most of the public debt was held by the central banks
at low or zero interest. Moreover, government capital expenditure needs
to be raised in order to tackle the problems of underdeveloped infrastruc-
tures and environmental damage. Finally, the burden of non-performing
loans still lodged with the banks and/or in the form of inter-firm credits
may eventually have to be alleviated via the budget. Several countries have
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Indicators of budgetary developments? (continued)

Items Poland Romania OECD
Europe?
1988 | 1990 | 1991 | 1988 | 1990 | 1991 [ 1989
as a percentage of GDP
Total expenditure 482 | 352 | 465 | 39.0| 420 | 31.0 | 476
Subsidies 16.0 7.5 5.5 0.5 7.5 5.7 2.0
Social security 11.2 n.a. n.a. 7.9 8.6 73| 19.0
Investment 7.0 4.0 3.0 16.8 8.4 32 3.0
Total revenue 46.9 | 39.0| 43.0 | 449 | 417 | 290 | 454
Income and profits 148 | 170 11.2 5.5 n.a. na. | 16.0
Goods and services 13.1 6.5 69| 174 n.a. na. | 145
Social security 6.9 1.2 20.1 6.3 n.a. n.a. 12.2
Net lending =13 38| —35 59 | =03 =20 =22

! For several countries the figures are not comparable across years because of substantial changes in
definitions and in the structure of the budget accounts. 2 Estimated.

Sources: IMF International Financial Statistics and Government Finance Statistics; OECD Country
Surveys of Czechoslovakia and Hungary, Economic QOutlook and National Accounts; and national

data.

already taken steps in this direction and accepted a worsening of the net
financial position of the government sector.

Two of the most serious weaknesses of existing tax systems are their
high dependence on enterprise profits and, as exemplified by the turnover
tax, their incompatibility with market-determined prices. To remedy the
second problem most countries plan to replace the turnover tax with a
value added tax, but to date only Hungary (in 1988) has implemented such
plans. Reducing the dependence on enterprise profits may prove even
more difficult. It requires not only a shift of the burden of taxes from
enterprise to household incomes but also an extension of the tax adminis-
tration to cover households and private enterprises, including the adoption
of an unambiguous definition of profits and accounting rules for deprecia-
tion and deduction of interest payments. The reliance on social security
contributions may also have to be reduced. Faced with growing expen-
diture needs, several countries have recently increased contribution rates
to 50% or more, and the resulting rise in unit labour costs has eroded
enterprises’ international competitiveness.

To raise the efficiency of public services in step with the move
towards a market economy, intergovernmental fiscal relations will have to
be redesigned. At the same time, to maintain overall financial stability it is
crucial that a higher degree of fiscal autonomy for state and local govern-
ments does not lead to loss of monetary control. In countries with a
federal structure the distribution of expenditure decisions and revenue
between the central government and the authorities of individual republics
or states is the most important issue. In the former Soviet Union one
reason for the loss of financial control in 1991 was that several republics
incurred large deficits disregarding the inflationary consequences. At the
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same time, taxes were withheld from the central government, leaving the
latter with bank credits as the only source of finance. Developments
in Czechoslovakia last year also illustrate the problem of maintaining
an overall restrictive fiscal policy stance in a federal structure, as the
unexpected deficit was entirely the result of increased expenditure by the
governments of the two republics, while the central and local government
budgets were in surplus. In countries with a non-federal structure the main
issue concerns the distribution of expenditure functions between central
and local governments. This should be decided on efficiency criteria and the
risk of losing overall control is less than in the former group of countries.
A final problem concerns government relations with state enterprises. In
the past state enterprises provided many public services and there was no
clear distinction between profit taxes and income transfers to the govern-
ment or between gross income and income net of replacement costs. In
future the general government will have to meet additional expenditure
and find alternative revenue sources to finance it.

The timing of expenditure and tax reforms. The timing element is
probably the most important aspect of the reform process. While govern-
ment financial balances normally worsen in periods of recession, the speed
with which government borrowing requirements have increased in
1990—91 suggests that the deterioration is not just cyclical. Indeed, while
subsidy cuts and increases in revenue from profits helped to stabilise
budgets during the initial phase of reforms, these gains were mainly of a
once-for-all nature. In the years ahead expenditure needs are likely to
increase far more rapidly than the revenue side can be restructured, so
that additional borrowing would seem unavoidable. Consequently, during
this phase it is important that markets for government debt should be
developed in order that budget deficits do not endanger monetary objec-
tives and revive inflationary pressures.

In the medium term, the containment of government borrowing
requirements and a rise in saving is essential. The experience of industrial
countries and of most developing countries clearly shows that stabilisation
policies which are not supported by sound fiscal policies will eventually fail.
In addition, because of the need to modernise and expand the capital stock,
ratios of investment to GDP will have to increase in all eastern European
countries. While part of this increase may be financed by capital imports, it
has proved helpful in maintaining financial stability if 80—90% of investment
is met by domestic saving. Finally, while past saving ratios in eastern Europe
have not been low by international standards, most of the saving was by
the public sector or reflected involuntary saving by the household sector.
With the move towards a market economy, private sector saving will
depend on incentives. Recent trends in Czechoslovakia, Hungary and
Poland are encouraging, but very little is known about the behaviour of
retained profits, which in most industrial countries account for the bulk of
national saving. It is, therefore, vital that the underlying fiscal balances be
strengthened and that governments make a substantial contribution to
aggregate saving.
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External debt of the former Soviet Union and eastern Europe

The gradual dissipation of central control, serious disruptions in production
and a sharp deterioration in the current account led to debt service
difficulties in the Soviet Union in the course of 1990. Arrears accumulated
on debts owed to suppliers and commercial banks, which became highly
reluctant to extend new credits. In an attempt to meet its liquidity needs,
the country compressed imports in 1991 but was still unable to honour its
debt service obligations. At the turn of the year both official and bank
creditors granted a postponement of the payment of principal until March,
which was later extended.

Another issue which had to be resolved was how to apportion among
the successor states the $65 billion of external debt in convertible
currency of the former Soviet Union. In negotiations with major western
creditors in the autumn of 1991 Russia and seven of the smaller republics
declared themselves to be jointly and severally responsible for the debt of
the former Soviet Union. In other words, each party to the agreement
undertook to service the debt in the event that one or more of the
successor states failed to do so. The remaining republics were reluctant to
sign the memorandum of understanding, which implied that debt service
payments would be made through an entity subject to Russian control.
Only when this feature was modified did Ukraine, the second largest
republic, accept the terms of the agreement. The Baltic states have stated
that they were never legally incorporated into the Soviet Union and cannot
be held responsible for its debts.

The successor states of the Soviet Union also face the question of
how to deal with their external claims and liabilities in non-convertible
currencies. Most of the Soviet Union’s debts in non-convertible currencies
arose as a result of the earlier CMEA trading arrangements, which enabled
several of the smaller members of this bloc to build up sizable transferable
rouble balances. It is not possible to determine with any accuracy just
how large these balances are. Estimates of a total of $15 to 20 billion in
non-convertible debt obligations of the former Soviet Union are at best
indicative. Moreover, the complex political and economic relationships
among the countries of eastern Europe mean that there are a whole range
of countervailing claims.

Elsewhere in eastern Europe, Bulgaria and Poland attempted to
resolve their debt service difficulties. Faced with a contraction of nearly
one-fifth in its convertible currency exports and hit particularly hard by the
collapse of CMEA trade and strife in the Middle East, Bulgaria had already
declared a moratorium on the payment of principal in March 1990, which
was subsequently extended to the payment of interest. Since then the debt
burden has become heavier as arrears have accumulated and real GDP has
fallen. The country has, however, met its IMF targets and has sought to
restore normal relations with its creditors. In 1991 the Paris Club agreed to
reschedule $0.6 billion of official bilateral credits, and negotiations are
under way to conclude an agreement relating to the almost $10 billion of
commercial bank debt.

65



In contrast to Bulgaria, most of Poland’'s $47 billion of debt is owed to
official creditors. For this reason relief on bank debt would not greatly
reduce the country's debt burden, and official creditors have agreed in
principle that substantial and exceptional concessions are justified.
However, one condition for obtaining these concessions is that Poland and
its bank creditors reach agreement on how to deal with $11 billion of bank
debt. These negotiations have been protracted owing to emerging signs of
reform fatigue in the country and the reluctance of the banks to establish
new precedents.

In contrast to the developing country debt crisis of ten years ago, the
debt problems of the eastern European countries and the successor states
of the former Soviet Union do not constitute a serious threat to the
soundness of the international financial system. A large proportion of
banks’ claims are officially guaranteed and provisions have been built up.
Exposures are thus not large relative to the banks’ reserves and capital.
Moreover, exposures are not heavily concentrated, though there are signif-
icant variations across countries in the amount of bank claims, with banks
in Europe having a notable share.
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IV. International trade and payments

Highlights

The pattern of global trade last year was marked by much slower growth
in the industrial countries and by the effects of market-oriented reform in
some other parts of the world. Recession in the United States and the
United Kingdom contributed to a reduction in what had been the largest
current account deficits. And the continuation of the German boom until
about mid-year turned the largest surplus into deficit.

Real exchange rate changes have also affected current account posi-
tions. The maintenance for several years of a lower real dollar rate has
made an important contribution to the steady reduction of the US deficit.
By contrast, the sharp real appreciation of the yen that took place from
early 1985 to late 1987 has not been sustained, a factor that has played a
role in the marked slowdown of import penetration in the Japanese
market. Furthermore, there are signs that substantial real appreciation
over recent years in a number of European countries, in Canada and in
South Korea has tended to aggravate current account deficits.

Economic reform in Latin America in general, and trade liberalisation
in particular, has attracted greater inflows of foreign capital and supported
a sizable expansion in income and imports. Asian countries continued to
liberalise imports, and the area remained an important source of dynamism
in world trade. China’s integration with the world economy has proceeded
apace and has provided a striking example of just how far-reaching the
stimulus of foreign trade can be.

The countries of eastern Europe have had to cope with the need to
replace command economy barter with market-oriented trade. Consider-
able progress has been made; those that maintained competitive exchange
rates did best. Reform in Russia and in some of the other new states of the
former Soviet Union has been set in the same direction; they face a
formidable challenge in developing efficient trade and payment regimes to
facilitate mutual trade and integration with the world economy.

The awakening of so much of the developing world to the benefits of
free trade places a special responsibility on the countries in the industrial
world to open their markets. Yet trade policies in many industrial countries
have in many ways become more restrictive in recent years. By early May,
no agreement had been reached in the much-delayed Uruguay Round.

Capital flows have remained very large, with cross-border flows into
foreign equities setting new records: heavy foreign investment in Japanese
shares was a key feature of developments last year. Developing countries
again received a larger share of global direct investment as flows to Asia
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and Latin America rose sharply while flows to the industrial world fell.
Many countries in the developing world also enjoyed improved access to
international capital markets — through bond issues and by attracting
foreigners to invest in local stock markets.

The developing world also made large additions to reserves. The
Group of Ten countries, however, saw a substantial decline as a major
off-market transaction extinguished reserves. There was a tendency to
invest relatively more in dollar instruments.

World trade

Developments

The dollar value of world trade rose by less than 2% last year, compared
with 13% in 1990. The real growth rate also fell, but by much less than that
of world output. For the year as a whole, the economic slowdown in
western Europe and Japan, and recession in the Anglo-Saxon world,
reduced industrial countries’ import volume growth from about 4%2% in
1990 to less than 2%2% last year. At the same time the end of special barter
trading arrangements cut the volume of imports of former CMEA
members by almost one-fifth.

In striking contrast, the developing world saw an acceleration in trade,
with import volumes rising by about 15% in Asia and Latin America. As
described in more detail in Chapter Ill, Asia continued to be the most
dynamic area, while major liberalisation measures permitted rapid import
expansion in several Latin American countries as real income growth
resumed in the wake of macroeconomic reform and a lighter burden of
external debt servicing.

The cyclical downturn in the industrial countries combined with
continued high output of some primary products created excess supply
conditions that reduced the dollar prices of non-oil commodities by 5%.
The underlying trend of oil prices was also weak, particularly since the loss
of capacity in Iraq and Kuwait was rapidly offset by increased production
elsewhere. Indeed, in late 1991 and early 1992 OPEC production reached
its highest level for over a decade, putting significant downward pressure
on oil prices. To support prices, an OPEC agreement in mid-February 1992
sought a 5% cut in production. 1991 also saw average dollar export prices
of manufactured goods stabilise. The net result was a small deterioration in
the terms of trade of the developing world as a whole (excluding eastern
Europe and the former Soviet Union); fuel exporters lost rather more.

The spectacular growth in Asian developing countries’ trade has
increased their share of world trade from a little less than 9% in 1980 to
15%2% by 1991. This shift has been reflected in a marked redirection of
much of the industrial world’s trade. US imports from the Asian developing
countries, for instance, now exceed imports from Canada, western Europe
or Japan, a striking reversal of the 1980 pattern. In the European Commu-
nity, too, the trade share of Asian developing countries has doubled over
the course of just ten years: together with Japan they now represent the
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Indicators of world trade

World trade and output Import volume by selected groups
volume growth'! of countries (1985=100)
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1 Excluding eastern Europe and the former Soviet Union. Output growth as measured by
percentage changes in real GDP. 2 Hong Kong, Indonesia, Malaysia, Singapore, South Korea,
Taiwan and Thailand.

Sources: IMF and national data.

Community’s main non-EC source of imports and have become almost as
important an export destination as the United States.

Trade policies

In recent years many countries outside the industrial world have taken
radical measures of trade liberalisation. The clear successes of those coun-
tries that pursued policies designed to make the most of the opportunities
available on world markets, and the failure of those that relied instead on
autarkic policies of import substitution, had created a climate of opinion
distinctly favourable to liberalisation. More competitive exchange rates, a
greater openness to foreign direct investment and reduced external
protection have been the major ingredients of this policy shift. Over the
last five years no fewer than seventeen Latin American countries have
taken unilateral action to liberalise trade. Nowhere was the change in
policy greater than in eastern Europe and in Russia after decades of rigid
autarkic control of foreign trade. A number of Asian countries have also
liberalised imports. All told some fifty-one countries in the developing
world have announced unilateral — and often far-reaching — trade liberalisa-
tion measures during the past five years.

These reforms, which have been actively encouraged by industrial
countries, will only bear full fruit if markets in the industrial countries
themselves become more open to exports from the developing world; the
more rapidly this support is offered, the less will be the risk of policy
reversal. At present many of developing countries’ potential exports are
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among those goods most protected by industrial countries — agricultural
products, various semi-finished manufactures, clothing and textiles.

Policy in many industrial countries has in recent years increasingly
strayed from the free trade ideal that motivated progressive and muiltilat-
eral trade liberalisation during much of the post-war period and which was
rewarded by decades of unprecedented prosperity. Four aspects of this
have been important: there has been a tendency for liberalisation to be
negotiated in a regional, rather than global, context; agricultural produc-
tion and trade have become increasingly divorced from comparative advan-
tage; more and more trade in manufactured goods has been “managed” by
various devices designed to limit competition and restrict consumer choice;
and the growing trade in services has remained outside the GATT.

Most important among the regional trade arrangements are the single
market programme of the European Community and the prospective
North American Free Trade Area. Such agreements can benefit consumers
by increasing competition within the trading bloc and by permitting the
exploitation of economies of scale. Yet they tend to divert demand from
more efficient producers in the wider world unless accompanied by
vigorous measures to reduce barriers to trade with third countries. The
importance of such “outside-area” trade for a number of regions often
identified as potential trading blocs is illustrated by the trade patterns
shown in the table opposite. Not only is trade between these regions large,
but in many cases it has also grown more rapidly than intra-regional trade.
The fact that trade flows have not usually tended to cluster regionally
suggests that underlying forces of comparative advantage have much more
global roots.

A policy of lowering barriers within regional trading blocs may
increase the temptation to erect higher barriers to outside-area goods as a
way of compensating enterprises for having to accept more intense intra-
bloc competition. Such dangers underline the need to ensure that regional
trading agreements extend more open access as widely as possible. Many of
the directives adopted under the single market programme have indeed
sought to do just this. Yet a recent agreement between the European
Community and Japan extended “transitional” limits on Japanese car
exports to Europe until 1999, and may have included tacit understandings
which further impede competition.

Agricultural policies in most industrial countries insulate domestic
markets from the influence of world prices. Present policies have their
roots in the early post-war period, when memories of food shortages were
fresh and when a large proportion of the population was still employed in
agriculture. All this has been radically changed by many years of steadily
increasing productivity in agriculture and very slowly rising consumption.
Full-time agricultural employment has fallen steeply, and is now relatively
small; excess production has replaced the earlier shortages and huge stock-
piles of food have been accumulated; and previous net importers of major
groups of agricultural commodities have become exporters. The European
Community has attempted to dispose of its surpluses by subsidising agricul-
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“Managed”
trade

Direction of trade in 1990 (1975 figures in parentheses)’

Reporting areas

Percentage share in reporting areas’ total trade?

European EFTA NAFTA Eastern Rest of the

Community Asia world
European Community|59.2 (51.4) | 10.0 (9.4) | 8.4 (8.7) | 7.3 (3.6) [15.1(26.9)
EFTA 59.4(51.7) [13.3(17.0) | 7.9 (7.0) | 7.7 (3.9) |11.8(20.4)
NAFTA 18.3(18.6) | 2.8 (2.5) |37.6(36.2) |26.7(15.6) | 14.6 (27.1)
Eastern Asia 16.0(12.0) | 2.6 (1.9) |26.9(24.8) |37.6(28.0) | 16.8(33.3)

Memorandum item: annual average trade growth, in percentages?

European Community 11.4 10.8 10.1 15.6 6.2
EFTA 8.1 11.0 16.1 6.0
NAFTA 10.4 14.1 L7t 4
Eastern Asia 16.0 8.6

! The prospective North American Free Trade Area (NAFTA) comprises Canada, Mexico and the
United States. Eastern Asia includes the ASEAN countries (except Brunei), China, Hong Kong,
Japan, South Korea and Taiwan. There are no data on direct Taiwanese trade with China and Mexico.
2 Total trade equals the sum of merchandise exports and imports.  ? 1975-90.

Sources: IMF Direction of Trade Statistics and national data.

tural exports to third countries, a policy that has provoked the United
States to retaliate by increasing the subsidies given to its own exports in
certain selected markets. Such conflicts have intensified the downward
pressures on food prices in world markets, which have remained very
depressed (in real terms they are now about one-half of what they were in
the 1970s). Not only have these policies severely squeezed natural food
exporters (including a number of poor developing countries), but they have
also become increasingly costly to industrial countries. OECD calculations
put the total costs of supporting agriculture — subsidies to producers and
the implicit cost imposed on consumers by making them pay more than
world prices — at about $320 billion last year, the equivalent of almost 2%
of GDP in the OECD area.

Recent years have seen a steady drift to “managed” trade in manufac-
tured goods, often on a purely bilateral basis. The measures in place take
many guises. Anti-dumping measures often mask attempts to protect
domestic producers from more efficient foreign competitors. The number
of anti-dumping investigations notified to the GATT was almost twice that
of the previous reporting year; in many cases, the formal imposition of
anti-dumping duties is made unnecessary by bilateral deals to restrict
exports. Explicit market-sharing arrangements govern about half of trade in
textiles, clothing and steel. “Voluntary” restraints limit the export of cars
and electronic goods, mainly from Japan. Various minimum price arrange-
ments — informal as well as formal — impede trade in memory chips. More
recently, special import “targets” have been negotiated: Japan agreed in
January this year to double annual imports of car parts from the United
States by 1994/95; a recent agreement envisages a 20% foreign share of
the Japanese computer chip market.

Such measures restrict consumer choice, inflate costs and raise prices.
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By allowing some enterprises to be quite relaxed about their own ineffi-
ciencies, a vital force for greater productivity in the medium term is
considerably weakened. Contrary to popular myth, they do little to
promote domestic output and employment as a whole as measures that
protect one industry inevitably hurt others — through exchange rate appre-
ciation and by inflating costs. Restricting Japanese exports, to cite the most
important case, contributes to an undervaluation of the yen which makes it
much more difficult for unprotected producers to compete with Japanese
goods, effectively protects some Japanese producers, and may bring about
little or no net reduction in Japan's external surplus.

It is difficult to overstate the extent to which such measures under-
mine the multilateral trading system, distort the allocation of resources,
weaken investment and act as a drag on the growth of the world economy.
Large countries and companies are able to secure discriminatory prefer-
ences for their own goods at the expense of others. The lack of trans-
parency of the newer forms of protectionism makes it even harder to
galvanise the consumers and voters who are indirectly made to pay. And
the scope of international dispute settlement procedures is reduced.

Trade in services now represents one-fifth of current account transac-
tions but remains outside the GATT framework. The trend towards a
service-based economy in recent years and rapid technological progress in
some areas have greatly increased the potential benefits of freer trade —
particularly as many services (e.g. air travel, telecommunications) are still
dominated by domestic monopolies in many countries and sometimes
governed by international associations of producers that seek to maintain
high prices and limit competition.

The Uruguay Round of trade negotiations, launched in September
1986, was set an unusually ambitious and wide-ranging agenda that sought
squarely to address many of these issues. Unfortunately, it has proved
more difficult and contentious than any other GATT round. The original
completion deadline of December 1990 passed without agreement. There
was a further stalemate between the main participants in December 1991,
with agricultural policy apparently the main sticking point. It appears,
however, that some progress had been made with tentative agreement on
easing restrictions on textile and clothing trade; on tightening GATT rules
on grey-area protective measures (anti-dumping, subsidies, etc.); on the
respect of intellectual property rights; and on dispute mechanisms. The
Director-General of the GATT proposed the principle that all agricultural
non-tariff barriers be converted into tariffs and then progressively lowered.
He also proposed cuts in the value of subsidised agricultural exports and in
domestic support prices. Negotiations were still continuing in early May.

Current account developments in the industrial countries
and the Asian NIEs

Last year cyclical conditions again had a powerful impact on trade and
current account developments in the industrial countries. While nearly all
countries were affected, the degree of the slowdown in activity varied
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Relative domestic demand and real effective exchange rates

United States Western Germany
Japan — United Kingdom
—— Other European countries'!
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115 115

110 110

105 /\\ 105

/J 100 = 100
7o | .
N/j

95 95
\\’. 90 90
| | | 85 | | 85

Real effective exchange rates3 (1978 =100)

140 f__ 140
120 f \’\/"//\ 120
" 100 e — =
8o| 1 80

|

| I
85 87 89 91 85 87 89 91

Note: Averages have been calculated using 1989 GDP weights and exchange rates.

! Austria, Belgium, Denmark, Finland, France, Greece, Ireland, Italy, the Netherlands, Norway,
Portugal, Spain, Sweden and Switzerland. 2 Total domestic demand relative to average demand in
the other industrial countries (indices, at constant prices). 3 Nominal effective exchange rates
adjusted for movements in relative unit labour costs.

greatly, with many deficit countries — notably the Anglo-Saxon countries
and Sweden — in recession for most of the year. By contrast, domestic
demand remained relatively buoyant in Germany and Japan until mid-year.

Although some special factors helped, the improved competitive posi-
tion of the United States has nevertheless made an important contribution
to the sharp reduction in the US external deficit. It has also provided some
support to US economic activity in the face of a sharp decline in domestic
spending. In other cases, however, poor or deteriorating international
competitiveness may have impeded deficit reduction: Canada, Finland, Italy,
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The US current account

ltems 1987 1988 1989 1990 1991
Year | QIV!
in billions of US dollars
Current account —160.2 |—126.2 |—106.3 |— 921 - 86| 41.2
Trade balance —159.5 | —127.0 |—115.9 |—108.1 | —73.6 | —74.6
Net investment income 7.6 5.3 2.7 11.9 9.4 0.9
Other services 6.3 10.4 22.4 26.4 35.9 38.3
Transfers — 147 |— 149 |— 155 |— 22.3 19.7 | — 5.6
Memorandum items:
Qil imports 42.9 39.6 50.9 62.1 51.4 48.8
Non-oil trade balance? =114.1 |— 76,4 |— 55.2 |— 37,7 | —=13.9 | —17.0

percentage changes

Export volumes 10.0 19.3 11.8 7.4 7.6 9.0°
Import volumes 4.2 4.0 4.4 1.8 0.3 523
Terms of trade = 3.2 {2 |— 10— 30 1.0 6.0

T At a seasonally adjusted annual rate. 2 At constant 1987 trade unit values. 3 Change over
fourth quarter 1990.

South Korea, Sweden and the United Kingdom have suffered from substan-
tial losses in competitiveness in recent years.

United States

The US current account deficit narrowed sharply to near-balance last
year, partly because a number of transitional factors were particularly
favourable. The largest single factor was the payment of $42.5 billion by
Kuwait, Germany, Japan and several other countries to defray the costs
associated with the Gulf war. In addition, the trade deficit shrank by almost
$35 billion in 1991, the biggest drop ever, narrowing further in the early
months of 1992. Moreover, the surplus on non-factor services rose from
its already high level in 1990 (see the table above).

Although a $11 billion drop in oil imports — reflecting a decline in
prices as well as in demand — contributed to the reduction in the trade
deficit, the main factor was a further narrowing of the non-oil deficit. With
the non-oil terms of trade largely unchanged, this was entirely due to
volume developments: non-petroleum imports were virtually flat while
export growth remained buoyant.

Non-agricultural export volumes rose by 8%2% last year, well above
the growth in world markets. The most recent surge in US exports, much
stronger than those recorded during earlier US recessions, owes much to
the sustained real depreciation of the dollar. The improvement in competi-
tiveness brought about by the steep nominal depreciation of the dollar
from early 1985 to late 1987 was by and large maintained during the
following four years (see the graph on page 73). It is estimated that by the
end of the decade US unit labour costs in manufacturing were significantly
below those in both Japan and Germany. This strong competitive position
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has led to sizable increases in the US share of world markets in recent
years. The growth of capital goods exports, which now represent a record
45% of US non-agricultural exports, was particularly vigorous. Exports to
the OPEC countries, Latin America and the Asian NIEs greatly outstripped
those to the industrial countries.

The sluggishness of US domestic demand held non-oil import volume
growth to less than 1% last year. Imports reacted strongly to demand
conditions, initially falling significantly before rebounding sharply in the
middle of the year when US demand recovered hesitantly and when a
reconstitution of inventories of consumer goods (excluding vehicles) took
place. Automobile imports fell. One medium-term influence of some
importance is that Japanese car manufacturers are increasingly producing in
the United States: last year their US production was around 1.4 million
units, compared with a little over 2 million direct exports.

Price competitiveness also contributed to the widening surplus on
non-factor services transactions. Following average annual increases of
almost 15% in the preceding five years, service receipts grew by a further
8'2% last year, with earnings from foreign tourists up by 12%. At the same
time, imports of foreign services remained largely unchanged.

Japan

The gradual reduction in Japan’s current account surplus that had marked
the period 1987—90 was abruptly reversed last year. The trade surplus set
a new record at over $100 billion, with the bilateral surpluses vis-a-vis EC
countries and with South-East Asia each rising by about $9 billion. An
increase in the deficit on transfers — partly to the United States for Gulf
war-related expenses — provided only a partial and temporary offset to the

The Japanese current account

Items 1987 1988 1989 1990 1991
Year ] QIVv1
in billions of US dollars

Current account 87.0 79.6 57.2 35.8 72.9 91.42
Trade balance 96.4 95.0 76.9 63.5 103.0 118.82
Net investment income 16,7 21.0 23.4 23.2 26.7 21.8
Other services | —22.4 | —323 | —389 | —454 | —44.3 | —45.5
Transfers - 37| — 41| — 42| - 55| —125| - 3.72

Memorandum items:
Qil imports 27.4 25.8 29.8 41.3 37.8 40.0
Non-oil trade balance? 63.0 49.0 44.8 46.4 45.9 53.6

percentage changes

Export volumes 0.3 5.1 3.8 55 3.0 2,34
Import volumes 9.3 16.7 7.8 58 3.0 1.8
Terms of trade 2.2 23| — 42| - 61 8.5 19.14

T Atanannual rate. 2 Seasonally adjusted. 3 At constant 1985 trade unit values. * Change over
fourth quarter 1990.
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growing surplus. By the first quarter of 1992 the current account surplus
was running at an annual rate of almost $115 billion, about 3% of GNP.

The widening of the trade surplus reflected two factors. Firstly, the
terms of trade improved by 8':% as Japanese exporters allowed dollar
prices to rise as the yen appreciated, rather than stabilise them as they had
done on previous occasions. Dollar import prices, by contrast, hardly
moved, mainly because the prices of fuel and raw materials, which account
for about one-third of Japanese imports, weakened in 1991. The second
factor was that the 1991 import figures in the balance-of-payments
accounts included an estimated $15 billion drop in gold imports that largely
reflected a sharp decrease in Japanese residents’ investments in gold.
According to customs statistics, which count gold only when actually
shipped, non-oil import volumes grew by 4%, a little faster than exports,
leaving the trade balance expressed in constant prices largely unchanged.

With real income growth and capital spending slowing, imports of
highly income-elastic goods (luxury goods and cars) and of machinery and
equipment decelerated sharply. This hit especially EC exports to Japan,
which fell by almost 10%. The fact that the volume of imports grew almost
exactly in line with the expansion of domestic demand for the second year
running — after growing twice as fast over the period 1986—89 — suggests
that the effects of the earlier yen appreciation have worn off.

Slower growth in most industrial countries and increased production
by Japanese subsidiaries abroad reduced export growth. Exports to South-
East Asia, however, continued to expand vigorously in the wake of the
investment boom in the region: the South-East Asian countries now take
almost one-third of Japanese exports, and have displaced the United States
as Japan's most important export market.

Weakening domestic demand also affected Japan’s balance on services.
Japanese overseas travel spending, depressed by the Gulf crisis in the first
half of 1991, failed to pick up much in the second half: expenditure fell by
4% for the year as a whole, after having risen at an average annual rate of
almost 40% between 1985 and 1990. Together with a $3%: billion increase
in net investment income, reflecting Japan's growing stock of net foreign
assets, the slowdown in service imports reduced the overall invisibles deficit
(excluding transfers) after several years of sizable widening.

Western Europe

German unification stood at the centre of current account developments
in Europe last year. It gave a powerful stimulus to domestic demand in
unified Germany: with close to full capacity utilisation in the western part
of the country and uncompetitive enterprises in the east, this extra
demand could only be satisfied by a sharp increase in imports and a diver-
sion of German goods from export markets. Higher German imports
enabled other European countries to partly offset a significant weakening
in their own domestic demand growth. As the year went on, however,
domestic demand in Germany slowed down, leading to a very sharp fall in
import growth.
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...leads to a
German deficit

Signs of reversal

The German current account

ltems 1987 1988 1989 1990 1991
Year QlIvt
in billions of US dollars

Current account 46.2 50.7 57.5 46.5 | —19.7 | —15.62
Trade balance 68.6 78.2 76.2 69.9 21.3 34.02
Net investment income 4.0 5.2 11.8 17.3 17.8 16.6
Other services - 66| —99| —73| —-122| —158 | —222
Transfers —19.8 —22.8 =232 —28.5 —43.0 —44 02

Memorandum items:
Oil fmports 16.9 14.7 16.1 22.1 22.1 235
Non-oil trade balance’ 55.2 58.2 60.7 36.5 4.6 11.2

percentage changes

Export volumes 2.9 6.7 8.2 1.4 1.4 34
Import volumes 54 6.4 7.3 11.5 13.4 4.6
Terms of trade 38| =01 | - 27 151 —22 1.0¢

Note: The memorandum items refer to western Germany only; the other figures include the
external transactions of the former GDR from July 1990.

! Atanannual rate. 2 Seasonally adjusted. ? At constant 1980 trade unit values. 4 Change over
fourth quarter 1990.

For the first time since 1981 Germany’s current account was in deficit
last year, largely because of the sudden shrinking of the trade surplus (see
the table above). A sharp decline in the traditional surplus with other EC
countries accounted for about one-half of this shift. A second important
factor was the $14 billion increase in transfer payments, reflecting contri-
butions towards Gulf war costs, payments to the former Soviet Union for
troop withdrawals and an increase in transfers to the EC budget.

The $49 billion reduction in Germany's trade surplus last year was due
almost entirely to the demand effects of unification; the real effective
exchange rate of the Deutsche Mark has changed little (see the graph on
page 73). But after demand pressures reached a climax during the first half
of 1991, the deterioration in the trade account halted, and began to be
reversed. A major factor was a 40% real rise in the year to the second
quarter of 1991 in imports of cars and other consumer goods, the demand
for which had been long suppressed in eastern Germany. As households
progressively came up against credit limits in the course of the year,
however, this boom began to peter out and imports weakened.

Similarly, the stagnation of exports up to mid-year reflected the diver-
sion of German output to the booming domestic market. The steep drop
in eastern German exports to former CMEA partners upon the expiry of
trading accords at the end of 1990 and the discontinuation of export subsi-
dies also depressed exports. However, the considerable cooling of domestic
demand around mid-year appears to have prompted German enterprises to
seek foreign outlets for their output.

The turnround in Germany's current account balance brought its net
accumulation of foreign assets to a halt. With the interest rate differential
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in favour of German assets widening in 1991, net investment income
received from abroad was virtually flat for the year as a whole and
weakened in the course of the year. As the balance on other services also
deteriorated, mainly as a consequence of rising travel expenditure abroad,
the earlier surplus on services all but disappeared last year.

The current accounts of most other countries in Europe improved
significantly in 1991, their overall deficit falling by about $30 billion. The
United Kingdom accounted for much of this swing: a prolonged recession
lowered the volume of imports and reduced the UK current account deficit
to less than 1% of GNP. The economic downturn also produced a marked
deceleration in continental European import demand. Import volume
growth was about 2% last year, compared with an average of 7%2% in the
previous four years. Recession reduced imports in Finland (by 17%),
Sweden (by 7%) and Switzerland (by a little over 1%). Only in Spain did
import growth remain close to the rates recorded in 1990 despite a weak-
ening of domestic demand.

Given the importance of intra-European trade, the slowdown of
import demand depressed most European countries’ exports. Moreover,
there is some evidence that changes in international competitiveness are
beginning to influence export patterns. The stability of most nominal
exchange rates in Europe since the last general realignment of EMS parities
in January 1987 has been associated with sizable changes in real exchange
rates. Because the lowest inflation rates over this period as a whole were
typically recorded in surplus countries, their real exchange rates tended to
fall relative to the more inflation-prone deficit countries. Among the latter,
Italy, Spain, Sweden and the United Kingdom have suffered a significant loss
in international competitiveness: all but Spain (where labour costs are still
low by international standards) lost export market share last year. The
decline suffered by manufacturing industry in /taly was particularly sharp
and does much to explain why the country was one of the very few in
Europe not to experience an improvement on current account: the deficit
grew to almost 2% of GDP. By contrast, a number of years of low infla-
tion have improved competitiveness in France, which increased manufac-
tured exports by more than any other large European country in 1991.

The rising stock of net foreign liabilities and changes in international
interest rate differentials increased the net investment payments of ltaly
and Spain. The ltalian deficit on investment income account reached
$17 billion last year, double what it had been only two years earlier.

Other industrial countries

There were certain similarities in the economic conditions confronting
Australia, Canada, New Zealand and South Africa last year: in all domestic
demand was very weak and the terms of trade deteriorated. Yet only
Canada recorded a further widening in its current account deficit, now
the largest among the industrial countries. South Africa's surplus rose to
2Y2% of GDP, while the Australian and New Zealand deficits narrowed.
For the second year in a row, South Africa’s strong export perfor-
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Current account balances of the industrial countries and the Asian NIEs

Countries and areas Current account balance of which

Trade balance Balance on investment
income
1989 | 1990 [ 1991 | 1989 [ 1990 [ 1991 | 1989 | 1990 [ 1991
in billions of US dollars

Industrial countries — 78.6 [—100.0 | —15.4 |- 39.5 |— 43.8 09 |— 7.9 |-10.4 | —16.6
United States -106.3 |— 92.1 | — 8.6 |[-115.9 |—108.1 | —73.6 27| 11.9 9.4
Japan o 35.8 72.9 76.9 63.5| 103.0 | 234 | 232 | 26.7
European Community 6.6 |— 7.9 | —53.8 0.8 |— 4.7 | =357 |— 1.6 |~ 1.6 | —15:3
BLEU! 3.6 3.6 4.0 08 |— 0.3 0.6 1.3 0.7 1.5
Denmark - 09 1.5 22 2.4 4.6 49 |= 44 (= 56| — 5.3
France — 4 = | —&1 |= 107 |—13.7 | =102 |= @3 |[— 32 | — 48
Germany 575 | 465 | —19.7| 762 | 699 | 213 | 11.8| 17.3| 17.8
Greece —= 26 |= 35| =14 |= 74 |=102 | =103 |= 1.5 |= 16| = 1.7
Ireland 0.4 0.9 1.9 3.3 3.0 32 |—45|—48|— 5.0
[taly = 10.7 [— 142 | —19.2 |— 2.2 0.7 04 |— 83 |—134|-17.0
Netherlands 8.1 10.5 9.3 8.2 10.4 11.9 1.3 1.1 1.0
Portugal 02|—- 02| —-08|—- 49 |— 68| —78|—-07|—-02 0.0
Spain = 109 =168 | =160 (= 245 |—29.6 | =317/ |= 30 |= 3.8 = 45
United Kingdom — 334 |— 265 | — 8.0 [— 40,4 |— 32.7 | —18.0 6.7 5.9 2.7
Other European countries |[— 1.0 |- 2.5 57 |- 99 |—11.0| —104 2.0 11| = 62
Austria 0.1 10| —-03|—- 66|— 80| —-120(—11|—11|— 1.8
Finland — 58 [— 67| =359 | 02 08| —20(—29|—37|— 40
Iceland = 01— 0.2 =03 0.1 0.1 0iR |= 02 | = D3 | — 0.3
Norway 0.2 3.9 5.0 3.8 7.8 90 |— 26 |— 27 |— 28
Sweden - 34 |- 65| —-20 3.7 4.0 68 [— 22 |— 41 |— 4.0
Switzerland 7.0 8.6 89 |- 65|— 61| —49| 127 149 | 148
Turkey 1.0 |— 2.6 03 |- 42| 9.6 |—F3 |=1F|= 18— 21
Other industrial countries |- 35.1 |- 33.3 | —31.6 8.6 16.5 17.6 | —34.4 | —39.0 | —37.2
Australia - 179 |- 152 | 103 |- 40| 00| 3.4 (-122|-13.9|-13.4
Canada - 175|-188 | -234| 60| 94| 6.4 |-17.9|-205|-201
New Zealand - 13 |- 16| —06 1.0 0.8 15 |= AT | = 19/ | = 1.7
South Africa 1.6 2.3 2.7 5.6 6.3 63 (= 26 |= 27| = 2.0
Asian NIEs 241 14.5 9.9 19.3 1:5 2.8 2.7 4.7 6.2
Hong Kong sazf 35 25 10|- 03|-17| na| na| na
Singapore 2.5 2.4 42 |- 25|~ 51 | — 41 0.2 1.3 1.8
South Korea S |= 22y =88 46 |- 20| -1 |=AF |—10|- 06
Taiwan 1.4 10.8 12.0 16.2 14.9 15.7 3.8 4.4 5.0

! Belgium-Luxembourg Economic Union. 2 Balance of trade in goods and non-factor services.

Sources: IMF, OECD, national data and BIS estimates.

mance reflected a big rise in manufactured exports, which now account
for almost 20% of non-gold exports — some 5 percentage points higher
than in 1987. At the same time financial constraints continued to oblige the
authorities to restrain demand growth to contain imports. All this helped to
improve the current account and reduce external debt, which today
amounts to less than 20% of GDP, compared with 43% in 1985.
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A sharp decline in domestic expenditure compressed import demand in
both Australia and New Zealand. By contrast, export volume growth in
both countries picked up markedly, helped by recent improvements in cost
competitiveness as well as stronger import demand in Asia. Australia had its
first sizable trade surplus for a decade.

There has been a major deterioration in Canada’s international com-
petitiveness: in the five years to the end of 1991 the real effective
exchange rate (based on unit labour costs) rose by about one-third. This
has inevitably affected the country’s trade performance: the volume of
manufactured exports grew by just over 3% a year during the period
1987—-91, 12 percentage points less than import growth in partner
markets. Last year the US recession and weak commodity markets were
additional important factors behind the decline in the trade surplus. Net
external liabilities stood at about 40% of GNP by the end of 1991; net
investment income payments abroad amounted to $20 billion last year.

The Asian NIEs

Last year saw a further narrowing in the combined current account surplus
of the Asian NIEs. At almost $10 billion, this surplus amounted to less than
2% of GDP last year, down from $31 billion (over 10% of GDP) at its peak
in 1987. Most of the change last year was accounted for by a widening of
the South Korean deficit to more than 3% of GDP; as recently as 1988,
the country had a surplus of 8% of GDP.

Export volume growth rose sharply in both Taiwan and Hong Kong;
with the pace of fixed investment also quickening, there was a sizable
increase in imports. In Taiwan, exports and imports rose by around 15%,
widening the trade and current account surpluses. The momentum of
Taiwanese exports was aided by a 45% increase in indirect exports to
China sent via Hong Kong. The buoyancy of trade with China was even
more important for Hong Kong, as re-exports from its manufacturing
operations across the border rose sharply, while purely domestic exports
stagnated (see the table on page 91).

The legacy of the 1987-90 period, when wage increases, labour
unrest and exchange rate appreciation severely eroded the economy’s
competitiveness, has continued to damage South Korea'’s external perfor-
mance. The volume of imports rose by about 17% last year, nearly twice as
fast as exports, and the trade deficit widened by about $5 billion. Cyclical
weakness in the industrial world depressed demand for electronic goods
produced in Singapore, but strong activity in neighbouring countries
(notably Malaysia) sustained overall export growth until late 1991. The
trade deficit narrowed while the current account surplus increased.

Eastern Europe: trade, convertibility and exchange rates

Reorientation of trade to the West

Already beginning to disintegrate in 1990, the CMEA barter trading system
effectively ended in the course of 1991, entailing for all eastern European
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countries huge increases in the prices of oil and gas supplied by the former
Soviet Union. Higher prices and the need to settle in hard currency forced
most eastern European countries to curtail energy consumption drastically,
a trend reinforced by sharp declines in domestic demand and in industrial
production virtually everywhere. For the area as a whole (excluding
eastern Germany), the volume of oil imports from the Soviet Union fell by
almost one-half (see the table on page 87).

The second consequence of the CMEA’s demise was a collapse in
Soviet demand for goods from eastern Europe. The central Soviet authori-
ties were confronted with an acute foreign exchange crisis and attempts to
agree on special bilateral arrangements to maintain some trade with the
Soviet Union in general came to little.

This change made it all the more urgent for eastern European
countries to begin to reorient their economies after years of virtual
isolation from international markets. With the exception of Yugoslavia
(which had redirected its trade towards the West much earlier), their share
of OECD markets had fallen steadily for many years (see the graph on
page 90). Moreover, the structure of their exports was heavily biased
towards goods with a low income elasticity of demand: more than two-
thirds of their exports were agricultural goods, raw materials or semi-
finished manufactures, often the products most heavily protected by
OECD countries.

But these handicaps have not prevented a sharp increase in exports
to the industrial world. The dollar value of eastern European exports
(excluding former Yugoslavia) to OECD countries rose by about 10% in
1991, following an 18% rise in 1990. Measured against the growth in indus-
trial country imports — see the table overleaf — this performance suggests
that eastern Europe’s market share increased again last year.

To some extent, however, exports may have been “overstimulated”
by a combination of factors that may not recur. As enterprises in command
economies typically held excessive stocks, the dishoarding of inventories on
the liberalisation of prices may well have inflated exports. Secondly, the
absence of hard budget constraints may have allowed the export of goods
at below-cost prices. Thirdly, the depth of the recession throughout the
region left little alternative but to export to the West.

Those countries that maintained international competitiveness during
1991 fared much better than those that did not. Low inflation meant that
Czechoslovakia retained much of the competitiveness gained by devaluation
in 1990, whereas Poland did not. Czechoslovak exporters were the most
successful in 1991: their exports to industrial countries rose by about one-
quarter, with an apparent strengthening in the second half of the year.
Poland, by contrast, managed only a modest increase. Hungary, which
suffered a much smaller loss of international competitiveness than Poland,
saw exports grow by 15%.

Competitiveness also appears to have influenced the cross-country
pattern of imports from industrial countries. Polish imports rose by
about one-half, with a particularly vigorous demand for consumer goods
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Eastern European trade with the industrial world

1988 | 1989 | 1990 1991
Year' | QI | QU [ Qm [QIv!
in billions of US dollars, at annual rates

Exports
Former Soviet Union 202 | 223 | 27.2 | 265 | 29.6 | 26.9 | 24.3 | 25.3
Former Yugoslavia 8.8 9.7 | 11.7 | 10.8 | 12.0 | 11.0 | 10.5 9.6
Other eastern Europe 17.7 | 18.9 | 224 | 24.7 | 24.2 | 23.0 | 25.6 | 26.3
Bulgaria 0.7 0.8 1.0 1.2 1.2 1.2 1.3 1.1
Czechoslovakia 37| 40| 47| 59| 541 53| 64| 6.9
Hungary 39| 44| 55| 63| 63| 62| 63| 6.5
Poland 5.5 5.9 8.6 9.0 9.4 8.2 9.4 9.2
Romania 3.9 3.8 2.6 2.3 2.2 24 2.2 2.6

Imports
Former Soviet Union 21.7 | 25.6 | 23.8 | 22.0 | 20.5 | 19.4 | 23.7 | 251
Former Yugoslavia 89 (101 139|105 141 | 111 | 92| 7.9
Other eastern Europe 16.3 | 18.2 | 22.0 | 28.4 | 28.9 | 27.3 | 28.7 | 28.2
Bulgaria 2.4 2.4 1.6 1.7 1.6 1.5 1.7 1.8
Czechoslovakia 36| 37| 49| 59| 69| 55| 57| 57
Hungary 40| 47| 54| 64| 65| 68| 63| 62
Poland 50| 62| 7.7 121|125 | 11.6 | 124 | 12.0
Romania 1.3 1.2 2.4 2.3 2:3 1.9 2.6 2.5

Balance
Former Soviet Union -15|-33| 34| 45| 91 75| 06| 0.2
Former Yugoslavia -0.1 (—-0.4|-22| 03 |-21|-01| 13| 17
Other eastern Europe 14| 07| 04 =37 |—-47|—-43|-31|-19
Bulgaria -1.7 |—-1.6 |—-0.6 |-0.5 |-0.5 [-0.3 [-0.4 [-0.7
Czechoslovakia 01| 03|-02| 00|-18|-02| 07| 1.2
Hungary -0.1|—-03| 01]|-01|—-02(-06]| 00| 0.3
Poland 0.51-=0.3 09]1-31|—31|—-34|—31|—28
Romania 26| 26| 02| 0.0(-0.1 0.2 (—-0.4| 0.1

Memorandum item: 1990=100

Industrial country fmportﬁ 76.9 | 83.6 |100.0 |101.2 |104.6 | 98.8 |101.4 | 99.2

Notes:

(i) Figuresare based on OECD c.i.f. imports data converted to f.o.b. by multiplying by 0.96.

(i) The trade of eastern Germany is excluded.

(iii) Bilateral trade between the former Soviet Union and Finland is excluded.

(iv) The quarterly data are at annual rates and (except for Romanian exports) are seasonally
adjusted. They may not add up owing to rounding.

! Partly estimated. 2 Industrial country imports weighted according to importance as a market for
eastern European exports.

Sources: OECD, German Federal Statistical Office and BIS estimates.

concentrated in the first half of the year: this virtually wiped out Poland’s
sizable convertible currency trade surplus.

Yugoslavia’s trade balance, which had deteriorated sharply in 1990 in
the wake of a huge real appreciation of the dinar, may have improved
during 1991 as the civil war and foreign embargoes disrupted trade. Heavy
short-term capital outflows and the servicing of foreign debt led to a loss
in reserves of about $3 billion.
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Convertibility and exchange rate policy

Under the old command economy system, official exchange rates were
grossly overvalued and foreign trade transactions rigidly controlled. Trade
liberalisation and decisive movement towards current account convertibility
have therefore been key elements in the reform process of virtually all
former CMEA countries.

Quantitative import restrictions have been reduced everywhere;
however, domestic industry continues to be protected by tariffs which vary
considerably from country to country. Most direct export subsidies have
been removed. In a few cases, where domestic food and raw material
prices remain controlled, export restrictions remain in place. The move to
liberal trading arrangements has been both rapid and radical: the trade
regimes now in operation in Czechoslovakia, Hungary and Poland compare
favourably with those in a number of industrial countries.

Rapid progress towards trade account convertibility has transformed
the international economic landscape of eastern Europe. By early 1991
Czechoslovakia, Hungary, Poland and Yugoslavia all had currencies that
were almost fully convertible for domestic enterprises’ purchases of
foreign goods. To encourage foreign direct investment, most countries
have also adopted rather liberal rules for the repatriation of profits and
dividends. The restrictions that have remained in force typically concern
services (e.g. foreign exchange allowances for travel abroad) and capital
flows. In general, domestic enterprises have to surrender foreign exchange
earnings and non-residents’ use of domestic currency bank accounts
remains restricted. Moreover, differences between the official and parallel
exchange rates have generally remained modest.

Among the other countries in transition to market economies,
Bulgaria abolished multiple exchange rates in February 1991. At first,
Romania maintained a dual exchange rate system, restricting access to the
official exchange rate to “essential” industrial inputs. Although exchange
rates were in principle unified in November 1991 on the basis of the
auction-based interbank market rate (one-third of the official rate), the
effective rationing of foreign currency continued.

Nevertheless, the speed and extent of the move to convertibility in
eastern Europe has been all the more remarkable for the very different
domestic economic situations confronting policy-makers. Both Poland and
Yugoslavia introduced trade account convertibility at a fixed nominal
exchange rate in the face of extremely high rates of domestic inflation. In
both countries households at the outset held much of their savings in
foreign currency bank accounts; moreover, foreign currencies were being
used for many domestic transactions.

Confronted with accelerating inflation (prices were rising by over
40% a month), the Yugoslav authorities had decided to make the dinar
convertible at an exchange rate of Din. 7 to the Deutsche Mark at the
beginning of 1990. A sizable current account surplus helped to sustain this
exchange rate commitment. However, continued rapid domestic inflation
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led to a doubling of the real effective exchange rate by the end of 1990
(see the graph opposite). As the current account veered into deficit,
exchange controls were tightened. Two substantial devaluations in the first
half of 1991 failed to reverse this real appreciation in any durable way.
Thereafter, the intensification of civil war — with its attendant shortages
and runaway inflation — and the adoption of separate currencies by Slovenia
and Croatia made the official exchange rate more and more a fiction. A
series of devaluations in 1992 took the official exchange rate from Din. 13
to 200 to the Deutsche Mark by April; with inflation out of control, the
dinar was much cheaper in parallel markets.

Polish policy differed from that in Yugoslavia in that the move to
convertibility was accompanied by a massive devaluation of the zloty: the
new official exchange rate was set below even that prevailing in the parallel
market. Although this tactic made the exchange rate easier to defend in
the months immediately after the introduction of convertibility — the
$1 billion international stabilisation fund arranged to support it was not used
— the improvement in competitiveness that resulted was quickly undone by
continued high inflation. Indeed, the choice of such a low exchange rate
made inflation worse. The net result was that by late 1990 the real
effective exchange rate was higher than it had been before the devaluation.
The authorities nevertheless resisted pressures for devaluation until May
1991, and maintained the principle of a fixed nominal exchange rate until
October, when a crawling-peg policy was adopted, allowing a monthly
depreciation of up to 1.8%. But this shift in policy did not reverse the huge
real appreciation of the last two years. In early 1992 the real effective
exchange rate, about 40% higher than in 1989, was still rising because of
rapid domestic inflation; a further devaluation followed in February.

Czechoslovakia’s move to convertibility at the beginning of 1991 was
preceded by three substantial devaluations during 1990. The authorities also
chose a fixed nominal rate, defined against a basket of currencies, a
commitment that has been maintained. Quite unlike the case of Poland, the
real depreciation of the currency in 1990 was only partly reversed last year
as domestic inflation — after the one-time adjustment to prices early in the
year — remained much lower thanks to the maintenance of tight fiscal,
monetary and wage restraint policies.

Hungary, which had been making progress towards convertibility for
many years, has also maintained a fixed nominal exchange rate, with peri-
odic adjustments. However, the devaluations — 15% in January 1991 and a
further 5.8% in November — have been significantly smaller than the
country’s inflation differential vis-a-vis its trading partners: by the end of
1991, the real effective exchange rate had risen to almost 20% above its
average 1989 level. The 1% depreciation in March 1992 reflects the new
policy of smaller and less predictable adjustments.

By contrast, a chronic shortage of reserves led Bulgaria to float the
exchange rate on the abolition of the old multiple exchange rate system.
The liberalised exchange rate rapidly rose to well above the rate previously
prevailing in the parallel market.
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Real effective exchange rates: Poland and Yugoslavia
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Note: The dotted lines indicate devaluation, with the magnitude shown. The shaded areas represent

periods of fixed nominal exchange rates; Poland has had a crawling peg since mid-October 1991. The
graph for Yugoslavia is not extended beyond July 1991, when civil war disrupted the economy.

Sources: National Bank of Yugoslavia, IMF and BIS estimates.

One notable common feature of eastern Europe’s experience is that
introducing a substantial measure of convertibility while defending, at least
for a while, a fixed nominal exchange rate proved easier than feared at
the time — even when countries were sliding dangerously close to hyper-
inflation. But maintaining a fixed nominal exchange rate did not provide
the hoped-for inflation discipline when not supported by restrictive fiscal
policies or by rigorous incomes policies. In both Poland and Yugoslavia,
domestic inflation, though subsiding, was still sufficiently strong to cause
real exchange rate appreciation of over 100% in the first twelve months or
so of fixed nominal rates.

Such volatility in the real exchange rate has inevitably confused the
international price signals given to domestic agents — consumers as well as
producers — and has impaired the domestic economy’s responsiveness
to international markets. In particular, a serious overvaluation makes the
transition to a market economy a slower and more painful process.

Soviet Union: disintegration and trade

Trade, capital flight and the rouble

Much uncertainty surrounds trade developments in the Soviet Union
last year. International Energy Agency statistics, summarised in the table
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opposite, suggest that the volume of oil exports to the OECD countries
fell by about one-quarter as oil production suffered serious disruption. With
oil prices on world markets much lower last year than in 1990, the value of
Soviet exports declined. However, imports fell more steeply so that the
Soviet Union's surplus with the industrial world appears to have increased.
Convertible currency earnings were also boosted by obliging former CMEA
countries to pay hard currency for energy previously exported at grossly
undervalued prices. Attempts to honour debt service obligations led to a
marked compression in imports; imports from eastern Europe fell steeply
as the authorities sought to retain virtually all hard currency earned from
exports. Barter transactions were also banned in order to keep potential
export earnings free to service external debt. By the end of 1991 it had
become clear that the central authorities would be unable to meet foreign
debt repayments and a postponement was agreed with foreign creditors
(see Chapter IlI).

There were further, at first hesitant and then radical, steps towards
correcting the overvaluation of the rouble. In November 1990 a new
commercial rate of about R. 1.7 to the dollar (one-third the official rate
of R. 0.55) was set for many, but not all, current account transactions;
this rate was retained for most of 1991. A special tourist exchange rate,
already introduced in November 1989 at one-tenth the official rate, was
sharply devalued during 1991, falling to below R.100 by the end of the year.
Finally, the exchange rate that emerged in the very thin auction market,
also opened in November 1989, fell from R.9 at the first auction to around
R.23 by the end of 1990 and to about R. 170 by the end of 1991.

The spread between the commercial exchange rate and those available
in other markets thus widened dramatically as the year progressed, making
exporters reluctant to surrender their foreign exchange at the commercial
rate. The incentives to understate export earnings, keeping the difference
in bank accounts abroad, therefore grew. At the same time uncertainty
about the future of the Union became more acute. These factors limited
the supply of foreign exchange to the central authorities, and a major flight
of capital abroad appears to have taken place.

At the beginning of 1992, there was a radical freeing of foreign trade:
imports were liberalised and export quotas generally limited to energy
products. The reforms also included a devaluation of the commercial
exchange rate to R. 110. However, the authorities continued to operate
a system of multiple exchange rates; for example, exporters have to
surrender two-fifths of export earnings at twice the commercial rate (viz.
R. 55 to the dollar). In the first few months of 1992, market-influenced
rates were highly volatile and differed sharply from the various official
rates; exporters continued to withhold foreign currency from the authori-
ties. In late April, however, the Russian government announced its intention
to unify the various exchange rates by mid-year. The government also
announced that it intends subsequently to stabilise the external value of the
rouble, while at the same time allowing a wide margin of fluctuation around
any central rate or path. To support these policies, the Group of Ten
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Oil production and trade' of the former Soviet Union

1988 | 1989 | 1990 | 1991 [ 1992Qn
in millions of barrels per day

Production 12.6 12.3 11.5 10.4 9.6

Apparent consumption 8.9 8.8 8.4 8.3 8.2

Exports 3.7 3.5 31 2.1 1.4
of which to:

OECD countries? 2,24 2.02 1.98 1.50 0.90

Non-OECD Europe? 1.25 1.20 0.90 0.50 0.40

1 Excluding re-exports of crude oil of non-Soviet origin. 2 Estimated. 3 Including eastern
Germany. * Almost entirely eastern Europe.
Y y P

Source: International Energy Agency.

announced in late April its willingness to contribute to a $6 billion rouble
stabilisation fund through the activation of the General Arrangements to
Borrow.

The inter-republican predicament

External problems have been compounded by special difficulties arising
from the Soviet Union's disintegration into fifteen republics. The central
planners’ legacy is an economy marked by extreme specialisation and
monopoly: in many cases only one or two enterprises, or even factories,
were responsible for producing a specific commodity for the whole Union.
This specialisation cut across republican boundaries and bred an extraordi-
narily high degree of inter-republican trade, with exports to other republics
often amounting to 40—50% of GDP (see the table overleaf). Such special-
isation applied also to the location of transport facilities — notably harbours
and pipelines — so that those republics where the facilities are located may
seek to extract very high usage fees.

At the same time the planning process made little provision for the
export of manufactured goods outside the Union. Typically, the Soviet
Union exported those goods whose export was almost inevitable given
natural resource endowments: oil, other raw materials and semi-finished
goods such as metals. Republics without such resources exported little
outside the Union. The main exporter to the outside world was Russia —
with plentiful supplies of oil and gas.

Because Russia supplied the other republics with energy at a fraction
of world prices and provided a ready market for their output of, usually
poor quality, manufactured goods, the republics were further insulated
from the realities of international markets. Putting trade between the
republics on a normal commercial basis — at world prices and open to
competition from the rest of the world — would result in huge terms-of-
trade gains for Russia, and sizable losses for almost all other republics. The
potential medium-term benefits to Russia of a transition to world prices are
still larger: the country’s excessive domestic energy consumption could be
reduced, production stimulated and exports increased. The other republics
would lose. Belarus and the Baltic states, heavily dependent on Russia for
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Trade patterns of the former Soviet republics’

Exports Trade balance
Inter- Abroad Total At Adjust- T At
republican domestic | mentto | world
prices world prices
prices
as a percentage of GDP
Former Soviet Union 21.1 5.4 265 — 5.8 6.0 0.2
Russia 13.0 6.2 19.2 —1, 2 12.0 5.8
Ukraine 28.2 4.8 33.0 | — 2.1 01| — 20
Belarus and Moldova 48.9 4.2 53.1 23| —-121| - 9.8
Baltics? 45.5 4.4 49.9 -10.7 —-12.1 —22.8
Caucasus? 41.8 24 442 | — 16| — 85| —10.1
Asiat 28.1 3.4 31.5 —13:5 0.6 —12.9

"In 1988. The calculations assume that the ratio of GDP to net material product (NMP) is the same
for all republics. Area averages calculated using 1988 NMP weights. 2 Estonia, Latvia and Lithuania.
3 Armenia, Azerbaijan and Georgia. *Kazakhstan, Kirgizstan, Tajikistan, Turkmenistan and
Uzbekistan.

Source: IMF et al., A Study of the Soviet Economy.

energy, would be especially hard hit, and virtually all republics would face
large trade deficits — often in excess of 10% of GDP.

This predicament creates many demanding challenges for economic
policy. The need to adjust to terms-of-trade losses will require restrictive
macroeconomic policies to reduce domestic absorption, higher energy
prices to encourage energy saving and perhaps real exchange rate depreci-
ation to stimulate external demand. The initial imbalances are so large and
the isolation from world markets has lasted so long that the benefits of real
exchange rate depreciation will take more time to come through than
in market-oriented economies. This points to the need for transitional
external finance to sustain current account deficits while adjustment poli-
cies are being pursued. In April 1992, the governments of the major indus-
trial countries announced their intention to support a package of some
$18 billion of external financial assistance to Russia, and to examine similar
measures for the other republics.

The second challenge is the need to agree on rules to govern trade
between the republics as well as with the outside world. Adopting world
prices will be essential for efficient and non-discriminatory trading. The
general case for trade to be as free as possible is reinforced not only by
their extensive mutual interdependence but also by the dominance of
domestic monopolies in many markets. The major contraction in inter-
republican trade that began last year appears to have accelerated in the
early months of 1992; much trade at present is still that agreed between
governments, usually on the basis of earlier central plans, and is not yet the
product of genuine inter-enterprise commerce. Moreover, there has been
increasing evidence in recent months of barriers being erected to trade
between the republics.

Finally, there is a need to develop means of payment for trade that are
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acceptable to all parties. A stabilisation of the rouble’s value and progress
to external convertibility may in principle enable the rouble to fulfil this
function. However, a number of republics have announced their intention
to introduce their own currencies, and this may eventually erode the
rouble area. One response would be to ensure that the new currencies
become convertible at least for most international trade purposes. If this
proves infeasible or undesirable in the short term, one possibility would be
a special clearing system for settling mutual trade, partly with convertible
currency and partly with credit. Such a system helped to put intra-
European trade on a multilateral basis during the 1950s, when most
European countries faced an acute shortage of dollars that prevented an
early move to convertibility. A payments mechanism would not provide an
easy option as credits extended would have to be repaid; its operation
would presuppose stable domestic currencies, and thus the maintenance of
rigorous macroeconomic policies; and it would require other measures to
address the structural trade imbalances between the republics. But it would
be preferable to the bilateralism that is becoming a hallmark of inter-repub-
lican trade at present.

China's growing role in world trade

The importance of China in world trade has grown enormously during the
last decade or so, with particularly large increases in exports seen in both
1990 and 1991. Industrial country statistics suggest that Chinese exports to
the OECD countries rose almost fourfold between 1985 and 1991, when
they exceeded $ 50 billion; as the value of imports has hardly risen, China’s
trade with the industrial world has swung to large surplus (see the table on
page 91). Official Chinese statistics put the current account surpluses in the
last two years at around $10 billion annually; at end-1991 foreign exchange
reserves stood at almost $43 billion, up from $17 billion two years earlier.
However, there were signs that continued strong import demand and some
deceleration in exports were, towards the end of 1991 and early in 1992,
beginning to reduce the surplus.

At the same time, the commodity structure of exports has been
transformed. As recently as the mid-1980s Chinese exports consisted
largely of raw materials or semi-finished manufactured goods, but by 1990
finished manufactured goods accounted for almost 60% of total exports
(see the right-hand side of the graph overleaf). China’s success stands in
marked contrast to the very poor performance registered by former
communist countries in Europe in earlier years. This strong performance is
the fruit of the gradual liberalisation of foreign trade initiated in 1978, a
deliberate policy of attracting foreign direct investment and the develop-
ment of a competitive exchange rate. And the proximity of Hong Kong
helps to account for the speed of the transformation.

The grip of central planning on trade was progressively loosened in
two ways. First, control over trade was decentralised, with local govern-
ments and domestic enterprises being given increasing responsibility.
Extremely rigid foreign exchange controls were relaxed, and exporting
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enterprises permitted to retain a share of their foreign earnings. Over time
this share rose, leaving more than half outside central control by the end of
the 1980s. More and more enterprises were granted foreign trading rights:
whereas before 1978 trade was determined by the centre and was in the
exclusive hands of twelve foreign trade corporations, by the late 1980s
many thousands of domestic enterprises were engaged in international
trade and the bulk of exports was outside the central plan.

The second plank of policy was greater openness to foreign direct
investment. At first, such investment was restricted in a number of ways:
joint ventures were to be the main vehicle and could be located only in
areas designated as Special Economic Zones. Foreign enterprises were also
required to balance their foreign exchange accounts, a requirement that
impeded profit repatriation and deterred investment designed to cater for
the domestic market. Moreover, poor infrastructure and difficulties in
dealing with the state bureaucracy limited the attractiveness of investing
in China. Over time these restrictions and difficulties have been eased:
wholly-owned foreign enterprises were permitted, the authorisation
process was streamlined and the infrastructure improved.

The requirement to balance foreign exchange accounts was much
eased by the development of a limited foreign exchange market in late
1986. This took the form of special Foreign Exchange Adjustment Centres
(FEACs) where foreign enterprises could swap local for foreign currency at
more market-related rates, effectively creating a dual exchange rate struc-
ture. From early 1988 domestic enterprises were allowed to convert their
foreign exchange retention quotas in the FEACs. Although domestic access

China’s foreign trade in an international comparison

China Eastern Europe! Soviet Union
Market shares? Percentage of finished goods in exports?
12 60
\ 4
y/ 9 sy 45
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' Excluding Yugoslavia. 2 Percentage share of developing countries' exports of manufactured
goods to industrial countries. 3 Share of finished manufactured goods in total goods exports to
industrial countries. The shaded area indicates world average share.

Source: OECD Foreign Trade by Commaodities, Series C.
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China: trade and payments statistics

1980 | 1985 | 1989 | 1990 [ 1991
in billions of US dollars

Current account 07| -11.4 —4.3 12.0 10.0
Trade balance -0.1 | =131 -56 9.2 8.9
Exports 18.2 254 43.2 51.5 59.6
Imports 18.3 38.2 48.8 42.4 50.7
Direct investment, net 0.1 11 2.6 2.7 n.a.
Inflow n.a. 1.7 3.4 3.5 43
Outflow n.a. 0.6 0.8 0.8 n.a.

Memorandum items:
Trade with industrial countries?

Balance —5.2:| —10.8 L2 20.7 27.3
Exports 8.1 13.8 34.3 41.9 53.3
Imports 13.3 24.6 24.4 21.2 26.1

Exports of Hong Kong
Domestic exports 13.7 16.7 28.7 29.0 29.7
Re-exports from China 1.7 4.4 24.1 30.9 40.6
Other re-exports 4.4 9.1 20.3 22.3 28.2

! Preliminary and partly estimated. 2 Based on OECD countries' trade data. Import dataonac.i.f.
basis adjusted to f.o.b. by subtraction of an 8% f.0.b./c.i.f. margin. In most cases, the Chinese share
of Hong Kong's re-exports is re-allocated to China.

Sources: Asian Development Bank, IMF Balance of Payments Statistics, OECD Monthly Statistics of
Foreign Trade, World Bank World Tables and national data.

to the FEACs remained subject to administrative control (and could there-
fore be manipulated to influence the centres’ exchange rates), the volume
of transactions rose steadily. For most of the period 1987—89, when the
authorities held the official exchange rate constant, the yuan traded in
these centres at a very large discount. The black market rate was lower
still. But two substantial devaluations of the official rate in December 1989
and November 1990 reduced these differentials. The fact that the differ-
ence between these rates and black market exchange rates had, by late
1991, narrowed to less than 10% raises the possibility of unifying exchange
rates. In real effective terms, the official exchange rate had been cut to
about one-third of its pre-reform level. Nevertheless, increasing infla-
tionary pressure in early 1992 has tended to widen the differential between
market and official exchange rates.

An acceleration in the pace of foreign direct investment in the 1980s
— from virtually nothing at the beginning of the decade to around
$3—4 billion annually in recent years — has played a major part in the expan-
sion of foreign trade. Hong Kong has accounted for more than half of
this foreign direct investment as Hong Kong companies have transferred
manufacturing operations to Guangdong province to take advantage of low
labour costs.

By 1990 Hong Kong's re-exports from China had overtaken Hong
Kong's own direct exports (see the table above). In addition, almost all
trade between Taiwan and China — which is also growing rapidly — and most
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Sino-Japanese trade goes through Hong Kong. Moreover, Hong Kong's
banks have been the main suppliers of financial services to China. In short,
Hong Kong has been able to seize the opportunities presented by China’s
controlled opening to the outside world in order to develop a service-
oriented economy in the space of relatively few years. At the same time
China has become the major foreign investor in Hong Kong, with around
$10 billion invested, mainly in the service sectors.

Nonetheless, China’s trading regime is still characterised by a mercan-
tilism that ill suits a major trading nation. It makes little sense for a capital-
poor but labour-abundant economy to export capital by running large and
persistent current account surpluses. Moreover, the complexity of subsidies
and discretionary benefits granted to exporters makes it impossible to
judge to what extent exports are being over-promoted, and sold at below
their true cost. And imports are still constrained by an opaque web of
quantitative controls. During the last decade successive bouts of excess
demand have led to the (mostly temporary) retightening of controls, often
in a very non-transparent way. Furthermore, the absence of hard budget
constraints for much of the large-scale state sector is associated with an
excess demand for imports that has to be contained by administrative
controls. Nevertheless, the Chinese authorities, encouraged by the fruits
of trade reform, have announced their intention to radically reduce import
licensing requirements during 1992, and to further open the economy. Such
steps will need to be accompanied by domestic reforms if policy is to be
able to address the lack of effective macroeconomic control that has
blighted Chinese economic performance.

Major capital movements

Direct investment

Foreign direct investment from industrial countries fell by about one-fifth in
1991. Japanese investment, especially in the United States, was sharply
curtailed. The recession and the associated property market slump in the
United States were significant depressive influences. Also, Japanese car
manufacturers appear to have virtually completed a major relocation of
production: their production in the United States is set to overtake direct
exports by 1993. Another possible factor is that the apparently poor return
on Japanese direct investment in the United States may have prompted a
reassessment of the likely benefits of continued heavy investment. US
balance-of-payments statistics put losses on Japanese direct investment at
$1.3 billion in 1991, following a smaller loss in 1990 and poor earnings in
previous years. In simple terms of measured profitability, then, Japanese
investors have as yet little to show for the more than $80 billion worth of
direct investment built up by the end of 1990; other objectives — such as
defusing protectionist sentiment — may have been behind the recent direct
investment boom.

Foreign direct investment in European Community countries held up
relatively well in the face of the weakness in economic activity. As much
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Global pattern of direct investment
1975-79]1980-84]1985-89| 1990 | 1991-
in billions of US dollars, annual averages
Total outflows 35.3 424 | 1349 | 2224 | 1773
Industrial countries 34.7 41.0 | 1284 | 209.5| 1655
of which: United States 15.9 9.6 22.8 334 29.5
Japan 2.1 43| 238 480 307
European Community 14.2 209 | 594 97.5 | 80.5
Developing countries 0.6 1.4 6.5 12.9 11.8
of which: Asia 0.3 0.8 5.6 11.2 10.3
Latin America 0.1 0.2 0.4 1.1 1.0
Total inflows 26.9 52.6 | 117.6 | 179.6 | 157.9
Industrial countries 19.9 36.2 98.1 | 148.7 | 115.2
of which: United States 6.1 18.6 48.2 37.2 22.2
Japan 0.1 0.3 0.1 1.8 1.4
European Community 11.4 14.2 38.4 85.9 67.7
Developing countries 7.0 16.4 19.5 30.9 4.7
of which: Asia 1.9 4.7 10.8 19.9 25.7
Eastern Europe 0.0 0.1 0.1 0.5 2.3
Latin America 3.6 54 5.7 7.8 12.0
* Partly estimated.
Sources: |MF Balance of Payments Statistics and World Economic Outlook, Inter-American
Development Bank, national data and BIS estimates.

European direct investment tends to go to other European countries, this
probably reflected a continued trend to increased intra-European mergers
and investment in the context of European integration. Although the
United Kingdom remained the most popular destination in Europe, UK
inflows fell by $12 billion — in part because of the severity of the recession.
Inflows into the continental members of the Community fell less sharply to
around $46 billion. Investment in France set a new record of more than
$11 billion, while that in Spain fell appreciably. Perhaps surprisingly, foreign
direct investment in Germany amounted to only $3 billion last year —
suggesting that foreign enterprises were not playing a major part in recon-
struction in eastern Germany.

In marked contrast with the industrial world, direct investment in
developing countries grew strongly again last year. Three features stand
out. Investment in the rapidly growing Asian economies continued to be
buoyant, much of it coming from the higher-income areas, notably the four
NIEs, and going to lower-income countries — mainly China, Indonesia,
Malaysia and Thailand. A second, rather newer, feature was a revival of
foreign investment in Latin America. A major liberalisation of trade policies,
greater openness to foreign investment and the gearing of macroeconomic
policies towards stabilisation all contributed to the creation of a more
favourable climate for foreign investors than had existed for many years.
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Portfolio capital movements in industrial countries
1975-79|1980-84)1985-89| 1990 | 19911
in billions of US dollars, annual averages
Total outflows 12.4 418 | 176.8 | 151.6 | 277.6
of which: United States 5.8 58 9.5 28.5 46.2
Japan 26| 138| 899| 397| 743
European Community 3.8 18.9 62.6 79.8 | 144.0
Total inflows 25.0 57.8 186.0 159.1 388.7
of which: United States 4.6 16.7 59.2 2.9 52.3
Japan 3.0 11.9 23.3 34.7 115.3
European Community 8.5 1727 70.4 94.4 | 173.7
Memorandum item:
Equity inflows? 3.7 10.8 31.4| —16.0 90.1
of which: United States 1.5 3.4 87| —14.5 9.2
Japan ~0.2 3.5 -9.1| —13.3 46.8
European Community 2.2 2.1 22.7 11.5 32.1
1 Partly estimated. 2 Group of Ten countries except Italy plus Australia, Austria, Finland, Norway,
Portugal, South Africa and Spain.
Sources: IMF Balance of Payments Statistics, national data and BIS estimates.

The third, most recent, trend is increased investment in eastern Europe.
Hungary was the most successful, attracting some $1% billion in 1991,
more than four times as much as in the previous year. Nonetheless, total
foreign direct investment in eastern Europe as a whole remains relatively
low. :

Portfolio capital

Cross-border securities investment reached a new record last year, with
aggregate inflows rising by almost 150% (see the table above). Identified US
and UK outflows into foreign equities each rose to over $30 billion last
year after only modest investment in 1990. Overseas investors, undeterred
by the pessimism that apparently haunted domestic investors, placed an
unprecedented $47 billion in Japanese equities after being net sellers to
the tune of some $13 billion the previous year. The US stock market also
benefited from a favourable swing in sentiment as foreign investors put in
almost $10 billion after taking out almost $15 billion in 1990. Finally, foreign
portfolio investment increased in a number of markets in developing coun-
tries; the privatisation of state enterprises attracted funds to Latin
America.

Net investment in foreign bonds also rose appreciably. The increase
in investment in US paper reflected a strong revival in foreign non-bank
investors’ purchases of US Treasury securities. Investment in German and
Japanese domestic bonds set new records; the issue of bonds abroad by
Japanese corporations rebounded strongly, but remained well short of the
very heavy issuance rates seen in 1989. Foreign purchases of Canadian and
Spanish bonds also rose sharply.
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Capital accounts: United States, Japan and Germany
Items 1988 1989 1990 1991 1991
HI [ Hn
in billions of US dollars
United States
Capital account 89.9 | 123.3 63.6 [ —16.1 | —22.9 6.8
of which:
Direct investment 41.5 | 372 38| =723 | — %2 |- 31
Securities’ 387 | 460 | —256 6.1 150 | — 89
Banks, other than above 13.9 12.1 153 | —11.6 | —25.7 14.1
Statistical discrepancy — 92| 184| 63.5|— 31| —46 1.4
Net official monetary
movements? 36.3 | —17.0 28.6 247 2.8 21.9
Japan
Capital account —64.1 | —81.9 [ —=56.7 | —90.0 | —44.4 | —45.6
of which:
Direct investment —34.7 | —45.2 | —46.3 | —29.4 | —18.6 | —10.8
Securities —66.7 | —28.0 | — 5.0 | 41.0 95| BT
Banks, other than above 44.5 86| —136 | —93.5| —22.9 | -70.6
Statistical discrepancy 28| =220|-209 |- 78| —33|— 45
Net official monetary
movements? -155 | 247 | 209 | 17.1 15.5 1.6
Germany
Capital account? -69.9 | —67.5 | —39.6 | 194 74 122
of which:
Direct investment -10.3 |- 75| —-208|—186 | — 7.7 | —10.9
Securities* ~43.7 | — 44| — 24| 238| - 31| 269
Banks, short-term —-104 | —303 | — 1.0 23.1 339 —10.7
Other private, short-term| —12.5 | —=27.4 | —11.3 35 | — %9 8.3
Net official monetary
movements? 19.2 100 | — 6.9 0.3 43| — 4.1
! Including US Treasury securities. 2 Changes in gold and foreign exchange reserves less changes in
- liabilities to foreign monetary authorities. Valuation effects are excluded. A minus sign indicates an
increase in official assets. 3 Including the statistical discrepancy. 4 Including official domestic
borrowers' notes.
Source: National data.

Financing of major imbalances

The combination of a widening in Japan’s current account surplus, lower
Japanese foreign direct investment and the much stronger overseas
appetite for Japanese equities might have been expected to put strong
upward pressure on the yen. One important offsetting factor, however,
was that Japanese banks in effect exported capital to the tune of some
$93 billion for the year as a whole; as can be seen from the table above,
outflows were very heavy in the second half of the year. This took the
form of a large contraction in external liabilities and reflected several
factors. Weaker demand for bank loans at home reduced the incentives
for Japanese banks to raise funds abroad. Secondly, the decline in long-
term capital outflows — notably direct investment and bank loans — was
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associated with a simultaneous contraction in short-term bank financing
flows. One of the more remarkable features of the international financial
landscape during the second half of the 1980s — the massive import of
capital through Japanese banks — was thus decisively reversed.

The pattern of German capital flows also changed markedly from
the first to the second half of last year. The positive yield differential of
German over US bonds — of about 1 percentage point at the beginning of
the year — narrowed early in 1991. As exchange market sentiment also
tended to favour the dollar until mid-year, foreign investment in German
bonds was unusually depressed, while German investment in foreign bonds
was sustained. As the traditional net direct investment outflow survived
German unification, the substantial deficit on current and long-term capital
account put downward pressure on the Deutsche Mark, and the accounts
were balanced only by sizable short-term inflows through the banks.
However, the factors weighing down on foreign investment in German
bonds were reversed in the second half of the year when the long-term
differential widened markedly: overseas demand for German bonds proved
strong enough to offset the current account deficit.

With the US current account virtually balanced in 1991, net official
inflows of almost $25 billion, mainly taking the form of increased foreign
official assets in the United States, went together with net private
outflows. One significant development was that US direct investment
abroad exceeded foreign direct investment in the United States for the
first time since 1980. In addition, US net purchases of foreign securities
reached a record $46 billion in 1991, but still fell short of private foreign
purchases of US securities; this may mark a new trend as US financial insti-
tutions appear to be diversifying into foreign assets.

International reserves

The growth of total non-gold reserves was $51 billion last year, compared
with $120 billion in 1990. Developing countries as a group experienced
large accruals, with sizable increases in a number of the heavily indebted
middle-income countries. Group of Ten holdings fell for the first time since
1984; there was a further $15 billion decline in the first quarter of 1992,
which was, however, more than accounted for by exchange rate effects.
By type of reserve asset, a notable feature was the increase in IMF reserve
positions and holdings of official ECUs. The proportion of official reserves
held in the form of bank deposits declined.

Although the 5.6% growth in non-gold reserves was only about a third
of the rate in the preceding year, it was still well above the nominal growth
of world trade. Excluding the effects of exchange rate changes, the expan-
sion came to 5.3%. With countries’ physical stocks of gold held as reserve
assets virtually constant (see Chapter VI), the decline in the value of official
gold holdings was almost entirely due to the 9.6% fall in the market price
of gold.

One striking feature last year was that the non-gold holdings of the
United States, Germany and Japan all fell significantly. This was the first
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Changes in global reserves

Areas and periods Gold Foreign IMF SDRs | Official | Total
exchange | reserve ECUs | non-gold
positions reserves
in millions in billions of US dollars at current prices!
of ounces

Group of Ten countries

1989 —4.4 - 85 25.8 -0.9 —0.5 = 23.3
1990 —1.4 - 7.8 514 2.8 1.9 =0.7 55.4
1991 =19 —28.0 —36.1 3.9 0.1 1.7 —30.4
Amounts outstanding? 725.6 256.4 311.5 28.9 22.7 54.5 417.6
Other developed countries
1989 0.5 - 05 6.7 0.3 0.1 0.2 7.3
1990 0.7 — 05 30.7 =01 - 1.3 31.9
1991 2.1 — 22 121 0.2 -0.2 2.8 14.9
Amounts outstanding? 79.3 28.0 146.0 3.8 2.4 12.7 164.9
Eastern European countries?
1989 0.5 0.1 2.3 = 0.1 = 2.4
1990 =23 - 1.0 - 8.0 = —0.1 = - 81
1991 0.3 — 0.2 = 1.8 - 0.2 - - 1.6
Amounts outstanding? P 2.7 18.0 = 0.2 - 18.2
Newly industrialised economies*
1989 0.1 - 0.1 5.2 0.2 - - 5.4
1990 =] =104 6.1 0.1 —~ = 6.2
1991 =| = 15:2 =< > = 15.2
Amounts outstanding? 13.9 49| 1296 0.4 0.2 = 130.2
Developing countries
1989 -2.0 = 1.8 1.4 —-4.2 0.1 = 7.3
1990 0.9 - 09 371 =215 0.2 - 348
1991 -1.6 = 4.9 53.8 —-0.9 0.3 = 53.2
Amounts outstanding? 113.1 40.0 226.0 3.9 39 - | 2338
Total
1989 —5.3 -10.8 51.4 —4.6 —0.2 -0.9 45.7
1990 =241 =403 117.3 0.3 2.0 0.6 120.2
1991 =11 —35.8 43.2 3.2 0.4 4.5 51.3
Amounts outstanding? 939.6 332.0 831.1 37.0 29.4 67.2 964.7

! Gold reserves valued at market prices. 2 At end-1991. ? Albania, Bulgaria, Czechoslovakia, Hungary, Poland, Romania,
the former Soviet Union and former Yugoslavia; data for Albania, Bulgaria and, for 1989, the former Soviet Union relate to
deposits with BIS reporting banks. 4 Singapore, South Korea and Taiwan.

time since the advent of floating that the three principal reserve currency
countries all experienced a decline in their reserves in the same year. The
main reason was that the impact on reserves of coordinated intervention
undertaken to influence the dollar exchange rate, which tends to push US
and other countries’ reserves in opposite directions, was swamped by
other transactions.

US, German Having more than quadrupled in just four years, US foreign exchange
and Japanese reserves were by mid-1991 at levels believed by the authorities to be well
reserves

in excess of prospective needs. To cut them back without disrupting the

all decline : . : '
market, the United States engaged in a series of bilateral off-market
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operations with two other central banks. It exchanged the equivalent of
over $8.5 billion in foreign currencies for US dollars, thereby reducing
international reserves.

These off-market transactions cut Germany's reserves by $5.5 billion.
Contributions to the costs of the Gulf war and occasional dollar sales in the
late spring offset interest income and other receipts so that German
reserves contracted by 7% in 1991. In the case of Japan, the $7.7 billion
decrease in foreign exchange reserves occurred largely in the spring when
the dollar was appreciating sharply and Japan’s Gulf war contributions were
being transferred.

The reserves of a number of EC member countries were influenced
by developments within the EMS. Faced with a widening current account
deficit and declining capital inflows, Italy drew heavily on its reserves. The
contraction was concentrated in the spring and also in the late autumn
when the lira dropped sharply from near the top of the narrow band to
well below the mid-point. In volume terms there was a further $2 billion
fall in the first quarter of 1992. ERM pressures also lay behind the declines
in the official reserves of France and Denmarl, whose currencies remained
in the lower half of the narrow band throughout 1991.

By contrast, high interest rates in Spain continued to attract capital in
amounts well in excess of those needed to finance the current account
deficit. The peseta reached the top of its 6% ERM fluctuation band early in
the year and reserve holdings expanded by more than a quarter. Although
Portugal joined the ERM only in April 1992, it also experienced large capital
inflows, and its reserves grew by more than 40%.

As sterling was in the middle or lower part of the wider band
throughout 1991, the expansion of UK reserves cannot be attributed to
excessive upward pressure on the exchange rate. Instead it reflected a
variety of special transactions. In the first quarter the proceeds of a large
ECU bond issue were taken into the reserves. Other countries’ payments
towards the cost of the Gulf war and receipts relating to privatisation also
boosted official assets.

Norway and Finland, which chose to link their currencies to the ECU
in 1990 and 1991, experienced notable declines in reserves. In Norway the
decrease reflected intervention in support of the krone following large
short-term capital outflows from financial institutions. The sharp contrac-
tion in Finland was due to heavy intervention in support of the markka both
in the first half of the year and just prior to the 12% devaluation of the
central rate vis-a-vis the ECU in November.

The overall contraction of the aggregate non-gold reserves of the
eastern European countries conceals wide differences among individual
countries. Thanks to strong current accounts and inflows of capital, both
Hungary and Czechoslovakia added substantially to their reserves. On the
other hand, after having reached a post-war peak of over $5 billion in
October 1990, Poland's official assets declined by a fifth as the current
account swung into sizable deficit.

The two countries in the process of disintegration suffered severe
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Official non-gold reserves by country!

Countries and areas Changes Amounts
ndin
1989 1990 W |
in billions of US dollars
Developed countries 30.6 87.3 —-15.5 582.5
United States 26.8 8.7 = 5.6 66.7
Other Group of Ten countries - 3.5 46.7 —-24.8 350.9
Japan -12.8 =5.5 - 6.4 72.0
Germany 2.4 6.8 — 4.4 63.0
Italy 12.1 15.9 —14.0 48.7
United Kingdom —9.3 1.1 6.0 41.9
France =50 121 — 54 31.3
Switzerland 1.0 3.9 —iQ:2 29.0
Sweden 1.1 8.4 0.3 18.3
Netherlands 0.5 0.9 0.4 17.8
Canada 0.7 1.8 - 1.6 16.3
Belgium 1.5 1.3 0.5 12.6
Other developed countries 7.3 31.9 14.9 164.9
of which: Spain 4.4 9.7 14.7 65.8
Portugal 4.9 4.5 6.2 20.6
Norway 0.5 1.6 ~ & 13.2
Finland — 1,3 4.5 - 2.0 7.6
Denmark —- 4.4 4.2 - 3.2 7.4
Eastern European countries? 2.4 =g - 1.6 18.2
of which: Poland 0.3 2.2 - 0.9 36
Hungary @2 -0.2 2.2 3.3
Czechoslovakia 0.6 =14 2.1 3.2
Former Yugoslavia 1.8 1.3 = 2:8 2.7
Newly industrialised economies? 5.4 6.2 15.2 130.2
of which: Taiwan — 0.7 —0.8 10.0 82.4
Singapore 3.3 7.4 6.4 34.1
Developing countries 7.3 34.8 53.2 233.8
of which: China - 0.6 11.6 14.1 43.7
Mexico 1.1 35 7.9 17.7
Thailand 3.4 3.8 4.2 17.5
Venezuela 1.0 4.2 2.3 10.7
Argentina - 1.9 3.1 2.1 6.6
Egypt 0.3 1.2 2.6 53
India = T =23 2:1 3.6
Philippines 0.4 ] 2.3 3.2
Tortal 45.7 120.2 51.3 964.7
Memorandum item: reserves as a percentage of total imports
The 15 “Baker" countries 18.8 25.5 323

! Including official ECU positions.

2 See the table on page 97 for group definitions.

losses of reserves. Yugoslavia saw its external assets plummet by more than
50%. Accurate information on the exchange reserves of the Soviet Union
and its successor states is not available. Total deposits by residents of the

99



former Soviet Union at BIS reporting banks stood at nearly $9 billion at the
end of 1991, but only a small fraction of this can be presumed to be under
the direct control of the monetary authorities. Some of the deposits may
reflect the capital flight noted earlier in this chapter. Another part may
have resulted from the transfers needed to ease the capital and funding
difficulties of Soviet banks’ foreign affiliates.

In the Asian NIEs, very strong reserve gains by Taiwan and Singapore
more than offset a small decline in South Korea. Taiwan's official assets,
which grew by 14% last year, are now the largest in the world. This rapid
expansion in reserves created problems of monetary control as the author-
ities found it difficult to offset the impact on domestic liquidity.

The exceptionally large build-up of reserves in the developing world
helped to alleviate shortages of international liquidity that had impeded the
process of reform and structural adjustment in some countries. Although
reserve growth was widespread, the increases were recorded mainly by
the middle-income countries, some of which had protracted debt service
problems. The poorest countries — which cannot borrow freely in the
international market — still face severe liquidity constraints.

The single largest reserve gain in the developing world was recorded
by China; its massive current account surplus allowed an addition to
reserves that exceeded Taiwan's and came second only to Spain’s. Inflows
of capital led to the accumulation of reserves in Mexico, Thailand and
Venezuela. The growth of India’s official assets over the year conceals huge
drawings around mid-year, when the country had to deal with a severe
liquidity crisis, and a subsequent rebuilding of reserves (see Chapter lll).

As regards the composition of reserves, the steady increase in the
share of foreign currency in non-gold reserves, which had persisted
unabated for seven years, came to a halt in 1991. This can be attributed to
the off-market transactions, which extinguished foreign exchange reserves,
and to the expansion of reserve positions in the IMF and official ECUs.

As the 85% majority needed for approval of the June 1990 proposal
to raise members’ quotas by 50% has not yet been reached, last year's
increase in IMF reserve positions arose mainly because of expanded lending
by the Fund — the first increase in its total credit outstanding since 1985.
This reflected the extension of the IMF’s operations beyond traditional
balance-of-payments support to the provision of funds for debt and debt
service relief and the promotion of the process of transition in eastern
Europe. At the end of 1991 the Fund had fifty programmes in place
compared with forty-three at the end of the preceding year.

Holdings of official ECUs, created through swaps between EMS
member countries and the European Monetary Co-operation Fund, rose by
$4.1 billion. Since the price of the gold used in the revolving swaps
declined, the increase reflected an expansion in the dollar holdings of the
EMS member countries. A further $0.4 billion was created as a result of
very short-term financing operations. Evaluated at constant prices, the
expansion in official ECUs amounted to less than $3 billion.

Last year saw signs of a move back towards the reserve investment
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The composition of official foreign exchange reserves!

Items Changes Stocks
at end-
1987 1988 1989 1990 1991 1991
in billions of US dollars
Total 142.7 48.9 54.1 84.2 42.5 | B31.1
Dollar reserves 103.3 3.8 43| 36.2 | 30.2 ) 462.1
of which held:
In the United States 538 | 401 | —4.1| 29.7 | 258 316.6
With banks outside
the United States? 151 | —6.1 2.7 9.6 8.3 | 107.6
Non-dollar reserves 39.4 | 451 498 | 48.0 | 12.3 | 369.0
of which: Held with banks? 26.1 | 24.7 93| 16.6 |—29.5 | 124.3

Memorandum item:
Identified reserves in:

Deutsche Mark 19.3 | 21.8| 23.4 95 |— 21| 1524
Japanese yen 7.8 4.6 | 10.6 | 16.1 7.7 | 86.4
Private ECU 1.4 8.1 73| 137 23| 386
Pound sterling 1.3 4.0 2.3 4.3 54| 300
French franc 0.7 1.8 2.7 7.6 | 101 | 27.5

! Estimated from IMF and BIS sources. Changes computed at constant (end-of-period) exchange
rates. Valuation effects are excluded. 2 Deposits by official monetary institutions with banks
reporting to the BIS. Includes all deposits with these banks by China, Albania, Bulgaria and, up to
1989, the former Soviet Union.

patterns of earlier decades, with dollar reserves increasing more than those
in other currencies and with funds being shifted from bank deposits to
Treasury bills and other securities. This expansion in dollar holdings was
partly a consequence of the geographical pattern of reserve growth. The
developing countries recorded unusually large increases in international
liquidity and showed a preference for dollar instruments. Unlike the
European countries participating in the ERM, they do not generally see a
need to hold the currencies of their neighbours for intervention purposes.

Calculations suggest that about $26 billion in dollar reserves was
placed in the United States directly, whereas estimated official holdings of
dollars with banks outside the United States expanded by only about
$8 billion. The shift away from the banking system as an outlet for official
reserves was even more pronounced for other currencies. Official holdings
of non-dollar currencies held with BIS reporting banks declined by almost
$30 billion, the largest falls being for the Deutsche Mark ($13 billion) and
the yen ($9 billion). The general narrowing of the spread between rates on
commercial bank deposits and Treasury bills may explain the apparent shift
in the pattern of reserve holdings in favour of securities.
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V. Monetary policy:
domestic and international aspects

Highlights

1991-92 was a period of stark contrasts in the conduct of monetary policy
and in international monetary coordination. Monetary policy was eased in
the United States and Japan in an effort to support economic expansion but
was tightened in Germany in a struggle against inflationary forces. In a
number of countries asset price cycles together with strong debt accumula-
tion have raised the question of whether monetary policy should respond
to such developments. A further question is how changes in monetary
policy transmission mechanisms following deregulation and financial innova-
tion in the 1980s may have affected the policy options of central banks and
their ability to achieve objectives with respect to inflation and economic
growth.

Although concern about short-run constraints on monetary autonomy
in individual European countries increased during 1991, the Heads of State
and Government of the EC countries reached agreement in December on
plans for establishing a monetary union by the end of the decade. The
Maastricht Treaty lays down the primary objective of price stability, and the
organisation of an independent European System of Central Banks. It sets
out convergence criteria for inflation and government budget and debt
positions which countries must meet before joining the union. Risks
remain, however, with respect to the achievement of the proclaimed
objective and satisfactory overall economic performance.

Explicit initiatives aimed at coordinating policy in the major countries
were conspicuously absent last year, because policy-makers did not in
general think they were required. However, international consensus on the
need for continuing structural reforms and for raising the rate of saving in
the industrial economies in the medium term was reaffirmed. Cooperation
and the exchange of information in international forums continued and may
provide a basis for closer policy coordination should the need re-emerge.

Monetary policy in 1991-92

Interest rate policies in the largest economies

Divergences in short-term interest rate policies pursued in the United
States, Japan and Germany over the past year mainly reflected differing
business cycle situations. However, central bank policies were conditioned
by country-specific developments in the financial and labour markets and by
judgements about the relative priorities to be attached to sustaining output
and restoring price stability. The continued easing of policy in the United
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States reflected the Federal Reserve's desire to overcome perceived
constraints on the pace of the economic recovery resulting from over-
extended debt positions and tight credit supply conditions. The high level of
asset prices and tight labour market conditions contributed to the Bank of
Japan's caution in encouraging declines in market interest rates in early
1991. Bundesbank policy clearly took into account the threat to price
stability posed by large wage claims and the unification-related government
budget deficit.

A steep decline in the US federal funds rate between December 1990
and April 1991 had been designed to restore the economy to a moderate
expansion path consistent with reduced inflation by offsetting the impact of
financial constraints. Signs that the economy was faltering prompted a
further sharp easing of monetary policy between June and December 1991
in a quick succession of steps aimed at counteracting a weakening of busi-
ness and consumer confidence. By April 1992 the federal funds rate stood
4%, percentage points lower than in mid-1990.

In Japan, with the pace of economic growth slowing and consumer
price pressures abating in the course of 1991, monetary policy was geared
to facilitating a “soft landing”. The Bank of Japan accommodated declines in
short-term market rates as from June 1991, lowering its discount rate in
four stages between July and early April 1992. Short-term yield curves
suggest that each of the changes had long been expected in the markets.

Although aggregate demand pressures in Germany also eased as from
the spring of 1991, the inflation outlook deteriorated after mid-year under
the influence of wage settlements averaging nearly 7% in 1991 and further
large claims for the 1992 wage round. The Bundesbank increased its official
rates in three stages between February and December, providing scope for
a limited rise in the day-to-day market rate, which generally remained close
to the lombard rate. The December increase, after the conclusion of the
Maastricht agreement, contrasted with a full percentage point reduction in
the Federal Reserve discount rate announced the next day.

Short-term interest rate policy interacted with a markedly different
pattern of developments in long-term interest rates. In the United States a
slow response to declines in short-term rates followed by a rebound in long
rates in early 1992 gave rise to concern about the ability of easier mone-
tary policy to stimulate the economy. The decline in long rates in Germany
in two stages, each closely following a tightening of monetary policy, was
widely interpreted as a sign of confidence that inflation would be kept
under control. The subsequent firming, however, was a clear indication that
in globalised financial markets developments in bond yields in different
countries are somewhat synchronised.

The exchange rate effects of divergent monetary policies were not
unwelcome. In fact, the exchange markets were seen everywhere as an
important transmission channel of monetary policy. Divergent policies
clearly contributed to the depreciation of the US dollar in July—December
1991, which was not inconsistent with domestic objectives in the major
countries. The Federal Reserve accepted some weakening of the dollar as
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potentially helpful in promoting the growth of US exports. The Bank of
Japan regarded a gradual strengthening of the yen as a useful means of
fostering external adjustment. The Bundesbank appeared to view apprecia-
tion of the Deutsche Mark against the dollar as helping to moderate cost
inflation.

The slowdown in credit expansion in the United States and Japan was
reflected in the broad monetary aggregates. To a degree reduced monetary
growth could be viewed as supporting the case for an easing of policy.
However, the timing and magnitude of policy changes was influenced mainly
by ongoing developments in the economy and in consumer and business
confidence. In Germany a credit-led acceleration in monetary expansion in
the course of 1991 was a consideration in the tightening of policy in
December.

Interest rate policies in other EMS countries

Between January and April 1991 countries participating in the EMS exchange
rate mechanism with narrow fluctuation bands — France, Belgium,
Denmark, Ireland and Italy — took advantage of the weakness of the
Deutsche Mark to encourage declines in policy-influenced market interest
rates. Short-term rates in France, Belgium and Denmark converged fully
with German rates, as had rates in the Netherlands much earlier.

In Belgium and the Netherlands, where the central bank’s policy was
to keep exchange rate fluctuations against the Deutsche Mark within a
much narrower range than the ERM band required, money market rates
remained very close to.German rates. Symbolising close monetary policy
coordination, synchronised increases in official interest rates took place in
August and December in Germany, the Netherlands, Belgium, Denmark
and — outside the EMS — Austria, which continued to keep fluctuations of
the currency's DM exchange rate within a very narrow range. Official

104

... and monetary
and credit
aggregates

Monetary policy
in narrow band
ERM countries



Short-term
interest rate
relationships
in the ERM

interest rates in Italy and Ireland were also increased in December. In view
of the slowdown in domestic economic activity the Bank of France
permitted the French franc to remain close to the lower limit of the ERM
band and encouraged small independent declines in French short-term
interest rates, reducing its money market intervention rates in two stages
in March and October. On each occasion three-month market rates subse-
quently rose in relation to German rates. The attempt to lower rates
unilaterally may actually have contributed to a weakening of confidence. In
December the official money market intervention rate was raised to its
early 1991 level. Late in the year, particularly after a devaluation of the
Finnish markka touched off market discussion of other exchange rate
commitments, money market rates in ltaly, Denmark and Ireland also rose
sharply.

At times in 1991 three-month interest rates in Belgium, the Nether-
lands, France and Denmark all fell below German rates. This situation did
not prove lasting, however, even though current rates of increase in
consumer prices in most of these countries had fallen below that in
Germany. Short-term interest rates in ERM countries are now closely arbi-
traged through Euro-currency markets. In the absence of any indication
that the authorities might decide to translate current inflation differentials
into an upward realignment against the Deutsche Mark, money market
participants had little incentive to bid interest rates on other ERM curren-
cies far below rates on DM instruments. German rates tended to set a
floor for rates in other countries. In principle there was scope for market
forces to bring about a small appreciation against the Deutsche Mark of
currencies which stood in the lower part of the ERM band. The prospects
for such an appreciation did not appear good, however, in cases where

Money market rates and government bond yields in EMS countries

Countries Three-month interbank rates’ Bond yields?
Levels Differentials? Levels
Dec. | Dec. | April [March| Oct. | Dec. |March | March | March
1989 | 1990 | 1991 | 1992 | 1991 | 1991 | 1990 | 1991 | 1992
end of month, in percentages

Germany 83| w2 9z | 98 87| 86| 81
Netherlands 8.8 9.5 9.2 9.6 |—0.06 | 0.09 8.8 8.8 8.5
Belgium 10.4 | 101 9.2 9.8 |—-0.03 | 0.02 9.9 9.4 8.9
France 11.4 | 101 9.3 | 10.2 |-0.22 | 0.64 9.6 2.1 8.8
Denmark 12.1 | 10.4 9.9 | 10.2 |-0.16 | 0.27 | 10.5 9.4 8.9
Ireland 121 | 11.5| 10.2 | 10.7 | 0.75 | 1.08 | 10.4 9.3 8.8
Italy 126 | 124 | 11.3 | 119 | 153 | 2.20 | 123 | 11.4 | 11.0
United Kingdom | 15.2 | 14.0 | 11.8 | 10.8 | 0.99 | 1.27 | 12.5 [ 10.1 [ 9.9
Spain 16.2 | 153 | 13.5| 126 | 312 | 335 | 14.8 | 12.7 | 11.3
Portugal 13.8 | 13.6 | 142 | 13.5 | 4.73 | 453 | 15.2 | 15.2 | 125
Greece 18.3 | 27.1 | 18.3 | 22.0 |13.63 |18.63

1 For Greece, one-month interbank rate; for Portugal, Treasury bills. 2 For Portugal, all issuers.
# Vis-a-vis Germany.

Source: National data.
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governments scarcely concealed their desire for lower interest rates. An
interest rate policy in France in early 1992 which permitted the French
franc to move up closer to the position of the Deutsche Mark in the ERM
band seems to have contributed to narrowing short-term interest rate
differentials between France and Germany over time.

Monetary policy convergence and confidence in ERM commitments
were also reflected in falls in long-term interest rates between early 1991
and the spring of 1992 in all narrow band ERM countries.

At times in early 1991 a counter-inflationary monetary policy in Spain,
which kept the peseta close to the top of its broad ERM band, seemed to
be hindering declines in short-term interest rates in the United Kingdom
and France. The situation was relieved in the summer by a decline in peseta
interest rates, encouraged partly in the light of an easing of domestic infla-
tionary pressures. In early 1992, after a slight rise in Spanish money market
interest rates, the peseta and sterling were again at opposite limits of their
wide ERM bands. On balance the wide band commitment proved consistent
with substantial declines in both short and long-term interest rates in the
United Kingdom last year. In Portugal, which joined the ERM in April 1992
with a central rate which implied a market rate in the upper half of the 6%
band, interest rates declined considerably in 1991—-92.

Interest rate policies in other industrial countries

Following the introduction of an ECU currency peg in place of a trade-
weighted currency basket in Norway in October 1990, independent
national commitments to stabilise the ECU exchange rate of the Swedish
krona and the Finnish markka were announced in May and June 1991
respectively. While the exchange rate regimes of the three countries have
converged, the specified fluctuation margins around the central rate still
range from +/—1.5% in the case of Sweden to +/—3% in that of Finland.
The new standards, adopted without parity changes, were interpreted in
the markets as being more rigorous than those they replaced. In each case
a substantial decline in interest rates ensued. The impact of a loss of policy
credibility was seen subsequently, however, when, against a background of
external disturbances and difficulties in concluding a national wage agree-
ment, three-month money rates in Finland rose to around 20%. After the
Finnish markka was devalued by 12.3% against the ECU they retreated a
little but surged up again in early April 1992. In that month long-term
interest rates in Finland were as high as before the adoption of the ECU
standard. Three-month interest rates in Sweden rose to peaks of nearly
16% in December and 122% in April 1992 but, with the Riksbank’s deter-
mination to resist a devaluation of the krona established, fell to 11%2% in
late April 1992; long-term rates declined to 10%.

In Switzerland policy-induced declines in money market rates in
December underwent a sharp correction in early 1992 when the DM
exchange rate of the Swiss franc came under strong downward pressure.
By late March three-month rates were back to early 1991 levels. Although
Swiss franc bond yields remained below German rates, a situation which has
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prevailed for at least thirty years, the experience seems to confirm that a
floating currency cannot always be expected to provide a large margin for
manoeuvre for the monetary policy of a small open economy.

A comparatively large decline in short-term interest rates was encour-
aged in Canada as from the spring of last year against the background of
severe recession and a sharp fall in the rate of inflation. Long-term rates
fell more than yields in the United States. Short-term interest rates were
also lowered substantially in Australia in 1991. The fact that in February
1992 long-term interest rates in Canada and Australia stood at levels similar
to bond yields in Norway and Sweden serves as a reminder that interna-
tional interest linkages to larger markets may influence long-term interest
rates under any exchange rate regime.

The effectiveness of monetary policy

The economic slowdown, accompanied, in some countries, by financial
strains, raises the question of how actively monetary policy should respond
to such a situation. Can a substantial lowering of short-term interest rates,
by alleviating debt burdens and arresting falls in asset prices, effectively
stimulate economic recovery! What might be the implications for price
stability over various time horizons!

Differing approaches to policy and the transmission mechanism

Central bank assessments of the advantages of different approaches to
monetary policy have clearly begun to diverge. To some extent the differ-
ences seem to be related to views about the expectational and other chan-
nels through which monetary policy affects economic activity and the price
level, and the length and variability of the lags involved. In some countries
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substantial changes in the monetary policy transmission process have
occurred in recent years following deregulation and financial innovation.
They have affected the roles played by interest rates, asset prices, mone-
tary and credit aggregates and the exchange rate. Some of the changes
have evidently increased the divergences between the types of constraint
countries seem to face in formulating monetary policy.

In recent years monetary policy in the industrial world has been based
on the view that a commitment to price stability would achieve the most
satisfactory overall economic results. In the late 1980s improved inflation
and growth performance generally went hand in hand but in some countries
an asset price cycle and rising debt burdens eventually contributed to
protracted recession. Financial innovation and the debt cycle also distorted
some monetary aggregates which had been used to define a medium-term
counter-inflationary course. In general monetary policy was reformulated
more in terms of exchange rates or a medium-term commitment to price
stability. Even so, some central banks now consider that, in a context of
sharp declines in current inflation rates, policy can safely be geared more to
promoting a recovery in output and employment.

It had never been assumed that stable policies would obviate the need
for interest rate adjustments in response to external or domestic distur-
bances which increased or reduced inflationary potential. In some countries
the effect of declines in money market interest rates on economic activity
in the short run and inflation in the longer run may have become weaker
and less certain in a context of falling asset prices and high debt burdens. A
few central banks have concluded that larger declines in short-term interest
rates were therefore justified. In other countries, however, domestic infla-
tionary pressures or the desire to meet exchange rate commitments have
argued against declines in interest rates which were not supported by gains
in the credibility of exchange rate commitments. In varying degrees, the
limited scope for further declines in exchange rate risk premia vis-a-vis the
Deutsche Mark, combined with stronger cross-country interest rate link-
ages following the removal of exchange controls, can be seen as having
narrowed the margin for manoeuvre in interest rate policy in many
European countries. Fundamentally, however, the constraints have been
viewed as an integral part of medium-term policies to which monetary
authorities remain strongly committed.

In the United States, where, even more than in other large
economies, most widely used models still suggest that changes in policy-
determined interest rates influence inflation mainly by affecting economic
activity in relation to productive potential, the Federal Reserve could point
last year to the effect of the recession in moderating inflationary pressures.
Given the size of the economy, the comparatively limited impact of import
costs on the inflation rate and relatively flexible labour markets, exchange
rate transmission mechanisms could also still be viewed as operating mainly
through effective demand. More than elsewhere, monetary policy could be
expected to influence inflation with a long lag and it could be hoped that
any adverse effect would be minimised if policy were tightened quickly
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enough when the economy began to recover. Past experience has not been
encouraging in this respect, but given the risk that falling asset prices could
further weaken financial institutions, policy was directed mainly at encour-
aging business and consumers to spend.

In Japan monetary policy was increasingly geared to supporting
economic activity last year. Interest rate policy in Canada continued to be
adjusted, in the light of exchange rate developments, with the objective of
influencing monetary conditions. Since February 1991, however, it has
operated within a framework of a published time path for reducing inflation
which is designed to provide an anchor for inflation expectations.

In most European countries the conduct of monetary policy has
continued to take close account of expectational and cost influences on
the inflation rate transmitted through the exchange rate. In several coun-
tries falls in asset prices and debt accumulation have been impeding
economic recovery but central banks have concluded that a stable mone-
tary policy course is needed to strengthen confidence. In Europe a stable
course could readily be defined in terms of exchange rates, given the
importance of the exchange rate in the monetary policy transmission
mechanisms and the comparatively low inflation standard set by a core of
original narrow band ERM countries.

Developments in Germany over the past two years serve as a
reminder, however, that shifts in government budget positions and
behaviour in still rigid labour markets can also significantly condition mone-
tary policy transmission processes — even if policy is kept on a course
designed to stabilise inflation expectations. The Bundesbank provided clear
signals of its intention to pursue a non-accommodating monetary policy. As
demand pressures began to ease it became increasingly clear that the
consequences for future developments in output and prices would depend
upon the responses of unions and employers.

Economic openness and downward real wage rigidity are among the
reasons why central banks in most core ERM countries have long based
their monetary policies on exchange rate commitments. In some countries
which have forged closer links with the EMS or the ECU in recent years
economic and financial structures are different but exchange rate based
policies could nevertheless help in getting high rates of inflation down.
Whether, in a climate of lower inflation, some of the countries may begin
to reconsider exchange rate options which they at present exclude remains
to be seen.

Interest rate transmission mechanisms

The liberalisation of controls over interest rates, credit-granting and
domestic and cross-border financial activities weakened traditional liquidity
constraints on consumers and businesses in many countries. In the new
environment financial market prices and exchange rates were expected to
be the main channels for transmitting monetary policy to the economy. In
some countries the increases in debt ratios and asset prices following
deregulation seemed, at the time, to be enhancing the potential impact of
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rises in interest rates on consumption and investment. It was recognised
that some of the effects depend on expectational responses, which are not
easily predictable, and that a weakening of confidence could occur if asset
prices were perceived to have overshot or debt burdens came to be
viewed as excessive. The question of how effective declines in short-term
interest rates might be in reviving confidence received relatively little atten-
tion. Last year, however, concern developed, particularly in the United
States, about whether a weakening of the impact of monetary policy on
long-term interest rates and on interest rates charged by financial institu-
tions was reducing its impact on borrowing, lending and economic activity.

Interest rates applied by financial institutions. In many countries
increased competition between banks and other financial institutions and
the development of new market instruments such as money market funds
and commercial paper have led to a considerable increase in the proportion
of bank liabilities which are remunerated at market-related interest rates.
For city banks in Japan this proportion rose from around 10% in 1980 to
over 70% by 1990. In the United States, the United Kingdom and France
there has been a substantial rise in the share of new instruments as well as
in that of traditional sight, time and savings deposits which yield returns
related to market rates. Banks in Japan, the United Kingdom and the
United States have also adopted more flexible practices for adjusting prime
lending rates. In the United States variable interest rate contracts have
been used in a substantial proportion of new housing loans. Differentials
between bank prime (or average) lending rates and money market rates
have become smaller and less variable since the early 1980s in France, the
Netherlands and Germany.

Increased responsiveness of interest rates on deposits to market
interest rates has weakened transmission mechanisms that relied upon
changes in this differential to influence the ability of deposit institutions to
lend. The influence of changes in market interest rates on the banks’ profits
and willingness to lend has decreased in France, where the proportions of
bank liabilities and assets bearing market interest rates are now similar. In
the United States a weakening of the influence of monetary policy on the
availability of funds for housing investment following the deregulation of
deposit interest rates and the growth of mortgage securitisation in the
1980s was thought, until recently, to have been fully offset by a strength-
ening of other interest rate effects on aggregate demand, especially those
operating via the exchange rate.

During the past two years, however, the financial pressures experi-
enced by US banks have induced them to attempt to improve their profit
margins both by reducing lending charges by less than the fall in money
market rates and by bidding less actively for deposits. The margin between
bank prime rates and three-month CD rates seems to have remained
considerably higher in 1991—92 than in previous periods of monetary policy
easing. Interest rates charged by banks on personal loans declined even less.
To this extent part of the fall in the federal funds rate was not passed on.
In Japan banks continued to adjust their short-term prime lending rates
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flexibly in relation to money market rates, generally bringing them down in
advance of declines in the official discount rate. There are indications that
banks in Japan, the United Kingdom, France, Norway and some other
countries selectively raised margins in respect of certain types of lending, in
response to pressures on their own profitability and a deterioration in the
credit standing of borrowers.

Long-term interest rates. In the United States, where housing and
other construction activity is sensitive to changes in long-term interest
rates, the impact of monetary policy is heavily dependent on the response
of long rates to changes in short rates. A comparison with similar phases of
previous business cycles suggests that the slope of the US yield curve was
unusually steep in March 1992, though the level of bond yields was lower
than in the other periods shown in the graph. Particularly to the extent
that this slope can be attributed to a belief that the Federal Reserve would
take whatever action was necessary to support recovery, it suggests an
inherent constraint on the effectiveness of activist policies. Risk premia
paid by many private bond issuers increased during the recession, as a result
of the downgrading of financial and non-financial firms. In Japan, where
bond yields declined steeply in 1991—92, long-term prime lending rates fell
substantially.
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In Germany the yield curve was flat or inverted in 198992 for the first
time since 1981-82, when monetary policy had succeeded in restoring
confidence only after short-term interest rates had risen to levels far above
those prevailing recently. Although bond issues normally account for only a
minor share of enterprise financing in most European countries, bond yields
may play a role in investment planning. Interest rates on a large proportion
of new credit granted by financial institutions for housing and industrial
investment are linked to bond yields and seem generally to have been
adjusted downwards last year, even in EMS countries in which short-term
rates rose.

Asset prices and debt

The huge increases in the value of private assets and debt in many countries
during the 1980s were widely viewed as potentially increasing wealth and
income effects on expenditure of changes in interest rates. One question is
whether monetary policy contributed to the asset price cycle and rises in
debt burdens. A somewhat different one is whether monetary policy should
seek to offset the effects of debt burdens and falling asset prices.

The rise in debt ratios in the personal and business sector during the
1980s in the United States was not primarily attributable to monetary
policy, though expectations that continuing inflation would relieve debt
burdens must have been an influence. Debt accumulation was not associ-
ated with generalised rises in asset prices on the scale seen in some other
countries. The ratio of private financial assets to GNP remained below the
peaks recorded in the late 1960s. As from about 1985 house prices rose on
average by somewhat more than the general price level but commercial
property prices fell continuously in real terms. Overinvestment in commer-
cial construction and the resulting loan losses of financial institutions were
largely attributable to tax incentives which were subsequently reversed,
competitive pressures faced by banks and inadequate supervision of savings
institutions empowered to undertake new types of lending. The rise in
corporate debt was associated with retirement of equity, particularly in
conjunction with highly leveraged mergers and buyout activity, which
contributed to the need for corporate sector balance-sheet restructuring.

Taking the view that monetary policy should actively seek to coun-
teract the effect of accumulated debt on developments in the goods and
labour markets, the Federal Reserve began to ease policy in early 1989 well
before the recession set in. The further lowering of short-term interest
rates in 1990 and 1991 was designed not only to stimulate expenditures
normally sensitive to interest costs but also to facilitate financial restruc-
turing and to alleviate interest burdens.

Large rises in personal sector debt/income ratios during the 1980s in
Japan, the United Kingdom and Sweden probably made personal spending
more sensitive to changes in interest burdens. Accompanying rises in
personal sector assets largely reflected increases in the value of housing,
which generally do not contribute to a cash income flow. In the United
Kingdom house ownership became much more widespread with the privati-
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Source: National data.

sation of council houses and the personal sector as a whole actually moved
into a net debtor position in respect of claims bearing variable interest
rates. Notable rises in household debt took place in the 1980s following
deregulation in France and ltaly but, as in Japan, a far larger rise in house-
hold financial assets was also recorded. Equilibrium debt positions are likely
to have increased, but in varying degrees debt burdens and interest
payment commitments came to be regarded as excessive when asset prices
turned down and prospects for income growth deteriorated.

A steep rise in the corporate debt ratio in Japan during the 1980s
largely reflected equity-related borrowing partly used to finance an accu-
mulation of financial assets. Corporate debt ratios rose substantially during
the 1980s in the United Kingdom and some Nordic countries, but else-
where in Europe any increase was generally modest. In many cases an
improved corporate self-financing capacity may even have made enterprise
investment less responsive to the cost of borrowing.

To point to changes in asset prices and debt ratios as elements in the
monetary policy transmission mechanism raises a further question as to
how reliable the effects are likely to be, particularly in the short run. Diffi-
culties in applying interest rate policy to restrain inflationary booms which
become reinforced by expectations of rising asset prices have been experi-
enced over the years in many countries, most recently, for example, in
Spain, Portugal and Greece. The asset price booms in the United Kingdom,
Sweden and Canada in the 1980s seem to have been partly attributable to
delayed or insufficient tightening of monetary policy, and monetary
restraint eventually contributed to bringing them to an end. Central banks
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in these countries interpret their experiences as indicating the unpre-
dictability of the responses and consider that to attempt to adapt monetary
policy to stimulating a quicker economic recovery risks further under-
mining confidence.

Monetary aggregates in the transmission mechanism

In some countries deregulation and financial innovation undermined mone-
tary targeting strategies intended directly to influence inflation expec-
tations, mainly by blurring the concepts of liquidity reflected in narrow
aggregates. In others, where broad aggregates were used, the main
problem was the asset price boom, which in the United Kingdom, for
instance, was accompanied by intense competition among banks and
building societies to expand their assets and liabilities. Broad concepts of
the money stock which continue to serve as targets in Germany and some
other countries remain sensitive to portfolio shifts induced by changes in
market interest rates. To the extent that these shifts precede responses in
the economy, the aggregates can be used as leading indicators. Typically,
however, movements in the broad money stock are influenced more by
contemporaneous developments in bank credit, their main counterpart in
bank balance sheets. As a result broad monetary aggregates often reflect
changes in credit conditions which are related to current developments in
economic activity. By the same token, however, they at times also provide
supportive evidence of unusual developments in the banking system or debt
positions in the economy.

Even in some countries where the demand for broad aggregates is not
highly stable in econometric terms, their income velocity may be suffi-
ciently predictable to justify the setting of targets based on the estimated
growth of output or productive potential and norms for the inflation rate.
Deviations from the targets can be indicative of the strength of potential
inflationary pressures. This may not be so, however, when aggregates with
a previously stable relationship to economic activity and inflation respond
to developments in the credit markets which strongly affect banks’ incen-
tives to bid for deposits. If, as in the United States in 1990 and 1991,
unusual changes in the opportunity costs of holding money balances
thereby take place, there is no general presumption that central bank
attempts to offset changes in velocity will be consistent with controlling
inflation in the medium term. A course consistent with medium-term price
stability has to be identified in some other way.

In the United States a long-standing tendency for changes in M;
growth to lead rates of change in credit granted by deposit institutions and
economic activity has become less reliable in the last two years. In retro-
spect the slowdown in Mz growth in the summer of 1991 might have been
interpreted as presaging the subsequent weakening of economic activity
but the slow growth of bank credit was clearly the major influence on the
relationship between broad money and income growth. The response of
M2 to declines in short-term market interest rates was blunted by a
lowering of deposit rates while the steep yield curve and the attractive
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Monetary and credit aggregates:
objectives and rates of expansion

United States Japan | Germany | France
M: | M: [ TDNs [My+CDs| M, M;
fourth quarter to fourth quarter, in percentages
1991 Objective! 21462 1-5 |42-8'% 2-3 3-52 5-7
Outcome 2.8 1.2 4.5 2.2 5.2 4.2
1992 Objective! 214—6 1-5 |4142—81 ca. 23| 31A—51A 4-6
United Italy Spain | Portugal | Greece | Switzer-
Kingdom land
MO M; ALP s M; CBM
December to December, in percentages*
1991 Objective’ 0—4 5-8 7-11 ca. 12 14-16 2
Outcome 2.2 8.9 121 15.2 11.75 1.4
1992 Objective! 0-4 5-7 8—115| 12-16 [ 9-125 1

Note: TDNS = total domestic debt of non-financial sectors; M0 = wide monetary base; ALP = liquid
assets held by the public; L—=rtortal liquidity held by non-financial residents; CBM=central bank
money stock.

1For TDNS in the United States, monitoring range only; for M3+ CDs in Japan and CBM in
Switzerland, projection only; for L—in Portugal, guideline only. The figure shown for Switzerland for
1992 is a medium-term norm only. 2 Revised from 4—6% in July 1991. 3 Second quarter to
second quarter. 4 For the United Kingdom, twelve-month periods ending in March of the following
year; for Switzerland, fourth quarter to fourth quarter. 5 New concept.

Source: National data.

returns offered by bond and stock mutual funds encouraged a shift of
deposits into capital market investments. Another factor, allowed for in a
lowering of the targets for M3 for 1991 and 1992, was the taking of the
assets of savings institutions onto the balance sheet of the Resolution Trust
Corporation where they were financed by Treasury securities in place of
deposits.

Close relationships between developments in broad money and in
bank credit have previously been observed in other countries. In Japan, as
in the United Kingdom, developments in broad money tracked the asset
price and credit boom in the 1980s and the downturn in credit expansion
and in the growth of household wealth in the last two years. Interest rate
differentials that attracted funds into postal savings deposits, which are not
included in M2+ CDs, contributed to the slow growth of that aggregate.
Last year M4 growth in the United Kingdom moved into line with the
growth of nominal GDP.

Changes in M3 growth in Germany over periods of several months or
a year have generally given fairly reliable indications of future changes in
economic activity and the price level. In recent years a source of uncer-
tainty has been the extension of the Deutsche Mark to eastern Germany.
Concern about the resulting high levels of money balances was reflected in
a lowering of the Bundesbank’s 1991 target for M3 growth at mid-year. In
view of the subsequent credit-led acceleration of M3 growth the target for
1992, which was calculated on the basis of an unchanged 2% norm for
inflation, implies a strict monetary policy.
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Monetary and credit aggregates and GDP

Fourth quarter to fourth quarter changes, in percentages

Broad meney stock! 1 Nominal GDP?
Credit to the private sector? [ Real GDP?

United States Germany
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1 For the United States, My; for Japan, My+ CDs; for Germany, Ms; for the United Kingdom, Ma.
I Credit from banks, savings institutions and the central bank. 3 For Japan, GNP,

Source: National data.

Monetary aggregates continue to serve as indicators of developments ...and other
in the transmission mechanism and to play a role in the presentation of EC countries
policy even in some countries which rely mainly on exchange rate objec-
tives as a monetary policy anchor. In France and Italy rates of broad money
and credit expansion in 1991 seem fairly high considering the slowdown in
the growth of nominal GDP. In Spain, given the strength of the peseta
within the broad ERM band, as well as in Portugal and Greece, where some
exchange controls remain in effect, monetary aggregates have continued
to perform a useful indicator function. Still high rates of monetary expan-
sion last year in these three countries (after allowing for the effect of tax
changes which privileged government securities in Greece) testified to
continuing inflationary pressures.
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Credit in the monetary policy transmission process

Credit constraints were expected to play a reduced role in the transmis-
sion mechanism in a deregulated environment, although there was clearly a
possibility that lenders would tighten credit conditions in recession.
However, over the past two years credit aggregates in most countries have
responded mainly to a weakening of credit demand, partly due to concern
about debt positions.

A contraction in credit to the private sector from deposit institutions
in the United States last year reflected a further fall in savings institutions’
assets combined with a modest 4.0% rise in commercial bank credit, essen-
tially accounted for by investments in government securities. Mortgage
borrowers had access to securitised loans and many businesses obtained
funds through bond and stock issues. However, non-bank financial interme-
diaries, many of which normally lend to small or lower-rated businesses,
tightened their lending conditions as a result of their exposures in the
commercial real estate and low-rated bond markets.

The Federal Reserve's senior loan officer surveys show the
percentage of banks reporting a tightening of credit conditions decreasing
as from January 1991 though most banks continued to state that conditions
remained tight. The overhang of bad loans and the continued decline in real
estate prices kept sound US banks unusually cautious in contracting new
loans, particularly for real estate. The bank supervisors' capital require-
ments were not the main influence — by September some 96% of banks
were in a position to meet the 8% standard which is to apply under the
Basle capital accord from the end of 1992, though the remaining banks
accounted for some 9% of total banking assets. In addition to lowering
reserve requirements and removing a 25% limit on the share of bank
holding companies’ tier 1 capital taking the form of non-cumulative
perpetual preferred stock, the Federal Reserve acted together with other
US supervisory authorities in an effort to allay public concern that bank
examination might be contributing to over-restrictive bank lending atti-
tudes. Joint statements by the supervisory authorities in March and

Growth in bank lending for specific purposes’

Items and years United | Japan | United |Germany| France | ltaly |Sweden
States Kingdom

December to December at an annual rate, in percentages

Business? 1983—90 6.5 7.7 18.0 6.3 10.0 15.0 19.5

1991 —4.0 2.4 6.3 14,4 6.2 14.4 1.0
Housing? 1983—90 | 143 | 19.0 | 149 5.0 9.1 - =
1991 3.3 4.4 4.3 6.1 5.5 - -
Individuals* 1983—90 8.6 14.6 16.4 7.3 22.5 20.4 13.1
1991 —4.1 6.1 3.6 133 | —26 344 | —16.3

! For France, credit system; for other countries, banks only. 2 For the United States, commercial
and industrial loans. 3 For the United States and Japan, real estate loans; for France, including loans
for property development. * For Japan, ltaly and Sweden, including housing loans.

Sources: National data and BIS estimates.
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Growth in bank credit to the private sector!
December to December, in percentages

France | Nether- | Belgium | Spain | Portugal | Switzer- | Australia

lands land

1982—84 trough? 5.23 1.3 2.8 4.3 21.5 3.7 10.9+
1990 11.0 6.5 7.6 10.2 13.7 8.8 7.3
1991 5.5 6.9 7.9 12.8 24.4 5.1 -1.6

ltaly | Canada | Sweden | Norway | Finland |Denmark| Greece
1982—84 trough? 9.6 =4.7 7.8 13.3 16.1 11.0 17.3
1990 15.4 8.1 3.6 3.3 14.1 34 16.5
1991 15.2 6.3 —%5 —1.4 5.3 2.1 16.2

" Including credit from savings institutions and the central bank. 2 Lowest December to December
rate of increase during the period. 31986. 4 Twelve months to June.

Source: National data.

October made clear that performing real estate loans should not be
written down because of currently inadequate collateral values. Banks not
meeting the capital standards but with programmes to reach them were
authorised to continue to make new loans.

In the absence of clear evidence that business activity was being
impeded significantly by restrictions on credit availability, central banks in
most other countries viewed as acceptable, in the circumstances, a
tendency for banks to apply conservative assessments of creditworthiness
or to seek to widen margins in response to experience of loan losses.

A retrenchment in banks’ real estate lending following strong growth
during the 1980s in the United Kingdom, Sweden and Switzerland largely
reflected belated recognition of the accumulated exposure to the sector,
given widespread declines in real estate prices. Competition from non-bank
financial intermediation had not prevented a strong expansion in other bank
loans to enterprises during the 1980s in Japan and many European coun-
tries. Though in some cases provisioning or write-offs directly affect the
measure, slow growth or falls in banks’ business lending in 1991 were
attributable mainly to companies’ reduced external financing needs and
unwillingness to borrow. Corporate recourse to the bond markets
increased in the United Kingdom and Japan. A slowdown in borrowing from
insurance companies was also indicative of weak credit demand in Japan.
The Bank of Japan took advantage of the situation to abolish its long-
standing window guidance restrictions on bank lending.

Japanese banks responded to the pressure on their capital positions
caused by falling share prices mainly by reducing interbank claims. The
capital positions of large UK banks remained comfortable. The Bank of
England encouraged financial institutions to adopt a collective supportive
attitude towards companies facing temporary difficulties and drew atten-
tion to the potential impact on house prices of the disposal of repossessed
properties. In France, credit stringency was largely confined to lending to
individuals.
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Commercial bank credit grew very slowly or contracted in Sweden,
Norway, Finland and Australia, but credit from other financial institutions
served as a partial offset and the slowdown in broad credit aggregates can
largely be attributed to weakness in credit demand.

Credit expansion accelerated in Germany in 1991 under the influence
of a deterioration in enterprises’ self-financing capacity. Part of the rise was
accounted for by credit for reconstruction in eastern Germany granted
under government-subsidised programmes. Credit expansion also remained
remarkably strong last year in Italy, Spain, Ireland, Portugal and Greece.

Uncertainties in the present situation

In the United States, where a slowdown in private debt accumulation began
in 1989, the process of balance-sheet retrenchment has proved protracted.
Declines in interest rates and rises in share prices facilitated restructuring
of household and corporate balance sheets last year but lower debt service
burdens and mortgage borrowing costs failed to stimulate a quick resump-
tion of new borrowing to finance spending. The rebound in bond yields and
the rise in the effective exchange rate of the US dollar in early 1992 threat-
ened to weaken two channels through which monetary ease had previously
begun to operate. In the United Kingdom, Canada and Australia, where
substantial declines in interest rates took place last year, private sector debt
positions also became better aligned with realistic expectations for income
and asset values. Whether the remarkable reduction in current inflation
rates recorded in some of these countries can be maintained and whether
the deterioration in government budget positions which has taken place in
recession can be reversed when recovery takes hold remains to be seen.

Falls in share prices in late 1991 and early 1992 in Japan tended to
counter some of the effects of declines in interest rates. The falls could,
perhaps, be interpreted as a correction of previous speculative rises.
Nonetheless, it is uncertain how economic activity will respond to the
easing of monetary policy and moderately expansionary budget measures.
In Germany uncertainties surround the speed with which planned invest-
ments in eastern Germany — many of them subsidised and not very interest
rate sensitive — will be implemented. The economic outlook depends on
wage settlements and budgetary retrenchment, which will essentially deter-
mine the burden to be borne by monetary restraint.

The operation of the EMS and plans for European monetary union

Current problems in the operation of the EMS

During the past two years, while the political process directed towards
cementing the achievements of the ERM into a monetary union was
advancing, dissatisfaction with the operation of the mechanism has
increased.

Concerns have been expressed that economic and social change in
Germany following unification might fundamentally weaken Germany's
ability to serve as an inflation anchor and that other countries would not be
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able to assume that role. Inflation in Germany has risen considerably since
1987 to levels higher than in a number of other ERM countries. Divergent
budgetary, wage and overall economic developments in Germany have also
highlighted the limited scope available to other ERM countries for adapting
policies to support domestic economic activity.

Developments in Germany have given a direct stimulus to economic
activity in other EC countries. In eastern Germany the collapse in output
exceeded most forecasts but consumption was supported by government
income transfers equivalent in 1991 to about one-half of GDP. With a huge
rise in demand from eastern Germany placing pressure on productive
capacity in western Germany, German imports from other EC countries
increased, at a time when economic activity was slowing down, by the
equivalent of 0.6% of their GDP in 1991, according to EC Commission
estimates. The increase ranged from nearly 1% of GDP in Belgium and the
Netherlands and 0.7—0.8% in France, Ireland and Denmark to 0.4—0.5%
in the United Kingdom, Spain, Greece and Portugal.

The rise in long-term interest rates in Germany in 1990 evidently
reflected market expectations that neither government nor private
consumption would yield ground to a prospective rise in private and public
investment. It is generally assumed that rates rose in real terms. Yet the
Deutsche Mark subsequently remained generally weak on balance against
other floating currencies. In the absence of nominal exchange rate adjust-
ments it changed little in real effective terms on average against other
European currencies.

That wages and prices in most other European countries did not
quickly respond to rises in wages in Germany was fortunate but may reflect
the limited integration of labour markets in Europe. In ERM countries
where inflation rates remained below the German rate and began to
contribute to improvements in competitiveness, a virtuous circle of
domestic adjustment seemed to have appeared.

The other side of the coin was nominal interest rates which could not
in general be brought below German rates and seemed high in relation to
recent domestic inflation rates. Yet the interest rate constraint varied from
country to country. |t appeared most direct in the case of Belgium, the
Netherlands, Denmark and France where nominal interest rates were
closest to German levels. These countries had benefited substantially from
the surge in exports to Germany. By late 1991, however, this stimulus
seemed to have tapered off. These were also the countries which had
invested most over the years in building up the credibility of their exchange
rate commitments. They faced the largest potential inflation and interest
rate costs of a loss of credibility of their ERM exchange rate commitments.
The margins by which interest rates in France, Denmark and more particu-
larly Italy exceeded German rates in March 1992 suggested that there was
some scope for bringing rates in these countries down by gearing domestic
policies to strengthening credibility further. Interest rates in the United
Kingdom stood %2 to 1 percentage point above German rates in April 1992.
In northern European countries which had adopted ECU standards credi-
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bility premia remained higher. Spain, Portugal and Greece continued to face
difficulties stemming from inflows of funds attracted by relatively high
nominal interest rates needed to counter domestic inflation. These coun-
tries have scope for lowering rates as inflationary pressures ease.

In countries which came to see their interest rates as exchange rate
constrained consideration of less rigid exchange rate approaches could not
have been encouraged by interest rate developments in some Nordic coun-
tries in late 1991 and early 1992. Most European countries consider some
kind of fixed exchange rate standard to be the only feasible option and are
aware that interest rate premia have often been higher under flexible
systems than under rigid ones. Yet in medium-sized countries the operation
of wage-price spirals induced by exchange rate depreciation may not be as
immediate or severe as in smaller countries, particularly in recession.

The scope for fiscal expansion in countries with large deficits or high
debt ratios is clearly limited. A few countries have more comfortable
budgetary positions but recent UK experience indicates a risk of deficits
rising more rapidly than expected in recession even if discretionary fiscal
stimulus is limited. It also points to some risk of adverse interest rate and
exchange market reactions. Developments in Germany illustrate the diffi-
culties which may be encountered in achieving consensus on expenditure
cuts and tax increases, even when the public is aware that there is a need
for burden sharing. Nevertheless, if budgetary and wage developments
which might permit a reduction in German interest rates are slow to
emerge, other countries may begin to rethink policies aimed at offsetting
the budgetary impact of automatic stabilisers as economic growth slows.
Some countries may be faced with increasing pressures to accept larger
deficits than are consistent with their budget consolidation programmes.

The Maastricht agreement

Following discussions in two Intergovernmental Conferences during 1991
EC Heads of State and Government, meeting in Maastricht in December,
reached agreement upon a draft treaty on European Union. It included
amendments to the Treaty of Rome necessary to implement a European
monetary union with permanently locked exchange rates and a single
monetary policy, leading to the adoption of a single currency.

If the Treaty as signed in February is ratified by member states in
the course of 1992 it could enter into force on 1st January 1993. Under a
protocol to the Treaty only the United Kingdom retains an option which
makes its entry into the monetary union conditional on a subsequent parlia-
mentary decision.

The Treaty lays down an ambitious programme. During the first stage,
which began in July 1990, all remaining restrictions on capital flows are to
be abolished and direct central bank lending to the public sector is to be
terminated. The currency composition of the ECU is to be frozen upon the
entry into force of the Treaty.

A transitional stage two will commence on 1st January 1994 when a
European Monetary Institute (EMI) will take over the functions of the
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Committee of Governors of the EC central banks. It will strengthen
coordination of member states’ monetary policies and make technical
preparations for stage three, but the ultimate responsibility for monetary
policy will remain with national authorities. Steps will be taken during this
stage to ensure that central banks gain full independence from other
national authorities.

The EMI is to be directed by a council consisting of the EC central
bank Governors and a full-time president. It could act as agent in managing
foreign exchange reserves of member states wishing to hold some of their
reserves with the new institution but would not operate in the exchange
markets on its own account. Its location is to be decided before the end of
1992,

Somewhat unexpectedly, the Heads of State and Government agreed
that a third and final stage of a full monetary union should begin no later
than 1st January 1999 for EC member countries judged eligible to partici-
pate, even if they do not constitute a majority. Should the Heads of State
and Government decide by qualified majority that a majority of member
states fulfilled the necessary conditions and that it was opportune to
advance the date, the union could be formed in 1997.

At the start of stage three exchange rates between participating
currencies would be permanently locked and a European Central Bank
(ECB) and European System of Central Banks (ESCB) would assume full
powers to formulate and implement a single monetary policy. The ECB
would be responsible for managing a single currency which would eventu-
ally replace national currencies.

The Treaty and the statute of the ESCB and ECB lay down price
stability as the primary objective of monetary policy and stipulate that
neither the ECB nor national central banks shall seek or take instructions
from Community institutions or member governments. The central bank
Governors of participating countries are to be members of the governing
council of the ECB together with a full-time executive board appointed by
the Heads of State and Government for non-renewable eight-year terms.

The ESCB would hold and manage most of member states’ official
foreign exchange reserves and conduct day-to-day exchange market opera-
tions, but the Finance Ministers’ Council (ECOFIN) would have responsi-
bility for the choice of the external exchange rate regime and the central
rate of the ECU against non-EC currencies, after consulting the ESCB
about the implications for price stability. In the absence of a formal system
Ministers could formulate “general orientations” for exchange rate policy
vis-a-vis non-EC currencies, without prejudice to the objective of price
stability. The ECB would have no specific operational responsibilities for
bank supervision but the ESCB would contribute to the smooth conduct of
policies pursued by the competent authorities relating to the supervision
and stability of the financial system. The ESCB would also promote the
smooth operation of payment systems.

The division of operational responsibility for monetary policy between
the ECB and national central banks and the questions of what instruments
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or intermediate objectives might be used were left open. Matters such as
the use which might be made of objectives for the monetary aggregates or
instruments such as reserve requirements and the type of market or credit
operations to be used for supplying bank reserves remain controversial.

The Treaty provides for surveillance of government budget deficits,
designed to ensure that fiscal policy is consistent with the monetary policy
objective of price stability. It includes numerical triggers designed to prompt
Commission investigation, and fines for member states failing to correct
excessive deficits. In line with the principle of “subsidiarity”, other aspects
of economic policy are left to the decisions of national governments.

Convergence criteria

The success of a monetary union is seen as depending on limiting participa-
tion to countries with low rates of inflation. Four principal criteria for
assessing the eligibility of member states to join stage three are laid down
in the Treaty and protocols. Numerical reference values are set out but
their application is qualified in various ways. Countries not eligible to join at
first would be given a derogation and could join later when judged to have
met the conditions.

The criteria for consumer price inflation and that for long-term
government bond yields, which would permit market judgements to play
some role in determining eligibility, do not set absolute standards. They lay
down maximum margins of 12 and 2 percentage points respectively over
the rates observed in at most three EC countries with the best inflation
performance over the year preceding the examination. An exchange rate
criterion calls for the observance of normal fluctuation margins within the
ERM without devaluation, at the country’s own initiative, against the
currency of any other member state over a period of two years. The
acceptability of government budget positions is to be assessed, in principle,
by whether the ratio of the planned or actual general government deficit
exceeds 3% of GDP and whether the ratio of government debt to GDP
exceeds 60%. Derogations may be granted, however, to the extent that
excessive deficits are temporary and that the ratio remains close to the
reference level, or that an excessive debt ratio is diminishing and
approaching the reference value at a satisfactory pace. Final judgements on
whether countries have achieved sustainable convergence are to be made
by the European Council on the basis of reports made by the Commission
and the EMI or ECB.

Implications of monetary union

Since the Hanover meeting of the European Council in June 1988 set up
the “Delors Committee” to study and propose concrete stages leading
towards economic and monetary union, proponents of monetary union
appear to have taken it for granted that its desirability had long been estab-
lished, even though two previous attempts to move towards union had
been quickly abandoned. Constrained by their exchange rate commitments,
some governments may have felt that they had lost monetary policy
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autonomy. However, to concede that the EMS has been an effective
anti-inflationary instrument while seeking ways of softening its constraints
may seem somewhat paradoxical. Sceptics assumed that the proposals
would again be shelved once the practical implications were realised. In
most countries the loss of national sovereignty first emerged as an issue
after the signing of the Treaty, when it became clear that most signatories
had committed themselves, and their successors, to rigid deadlines.

That a currency union would achieve price stability has been assumed
in some contributions to the discussion, including the case for monetary
union presented by the EC Commission. It includes benefits of exchange
rate stability and low inflation which have already been realised, or could be
achieved without moving to a single currency. Frequently quoted estimates
of potential savings in transactions costs for tourists and business would
have to be set against any implied further weakening of bank profitability
and the costs and risks of price rises and financial market disturbances
entailed in complex conversions to a common currency. Whether a mone-
tary union which is essentially viewed as a stepping stone to political union
should be presented as a necessary extension of the programme for
completing the internal market in the Community may seem questionable.

While institutional and legal arrangements could be laid down in
advance, the achievement of price stability would depend on the willingness
of the ESCB council to take appropriate decisions and on its ability to win
support for them in the economic circumstances and climate of public
opinion prevailing at the time. Given the much more limited scope of
agreement among Heads of State and Government on transferring political
competence to a union, considerable uncertainty attaches to the implica-
tions of monetary policy-making at the EC level.

That many of the technical, financial and economic difficulties entailed
in moving towards a common interest rate policy can be overcome, under
favourable conditions, has been demonstrated in a small core of ERM coun-
tries. It has been recognised that a smooth transition to a currency union
could not be achieved in countries which have not attained a high degree of
interest rate convergence. However, moving to a jointly determined
European monetary policy, even one decided by an institution in which
central banks with demonstrated anti-inflation credentials are represented,
may raise other questions. In many countries explaining monetary policy
decisions in terms of external constraints has been helpful in securing public
acceptance. In the absence of such standards of reference monetary policy
decisions may be difficult to agree upon and defend, particularly as levels of
structural unemployment will continue to differ from country to country.
However much room for manoeuvre in formulating monetary policy the
ECB proved to have in practice, the objective of price stability is inherently
vulnerable to any faltering of the political consensus in support of it.

Only limited attention was paid in the negotiation of the Treaty to the
dependence of monetary policy on exchange rate policy, which has
increased in recent years but which is not fully reflected in the statutes of
even the most independent central banks. Views about the desirability of
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EMS convergence indicators and EMU criteria

Criteria and Increase in Long-term General government
countries consumer prices'|  bond yield Net lending Groes dobt
1981 J 19912 | 1981 [ 19912 | 1981 J 19912 | 1981 19912
annual averages, in percentages as a percentage of GDP
Criteria’ 4.2 1.4 - 3.0 60
Germany 6.0 3.5 10.4 B6 |— 36 |— 3.6 36 46
France 13.4 30| 158 9.0 |= 1% |~ 1.5 24 47
Netherlands 5.8 3.2 | 122 89 |— 55 |— 44 50 78
Belgium 8.7 3:2 13.8 93 |—128 |— 64 [ 88 129
Luxembourg 8.6 3.4 8.7 82 |— 35 2.0 14 7
Denmarl 12.0 24| 193 | 101 |— 69 |— 1.7 44 67
Ireland 19.6 3.0 | 173 9.2 |—134 = 41 82 103
[taly 18.2 64| 206 | 129 |—-11.4|— 99 61 101
Spain 14.3 58| 158 | 124 |- 39 |- 3.9 23 46
United Kingdom 11.2 6.5 | 14.8 9.9 |— 2.6 |— 1.9 51 44
Portugal 202 | 11.7 = | {475 |= 93 |— 54 46 65
Greece 227 | 183 | 17.6 = =110, | =179 34 96
EC 121 5.0 15.1 104 |— 53 |— 43 43 62

1 Private consumption deflators. 2 EC Commission estimates. * Reference value. For consumer
prices and interest rates, 112 and 2 percentage points respectively above the average of the three
countries with the best inflation performance in 1991.

Source: EC Commission,

stabilising the exchange rates of the major world currencies differ. The
establishment of a European monetary union could actually tend to
strengthen pressures for stabilising the exchange rates of the union vis-a-vis
non-EMS currencies even in the absence of price stability outside the
Community.

The agreement to link convergence criteria with a rigid timetable
suggests some risk that political considerations could play a role in the
application of the standards. If pressures for lax application of the standards
resulted in the admission of countries before they met the criteria they,
and the union as a whole, could face large adjustment problems after
exchange rates were irrevocably fixed. But irrespective of whether a dilu-
tion of the standards eventually occurred, the convergence criteria framed
within a strict timetable could lead to difficulties of a different kind. If 1991
performance were to be assessed by the implied standards only three coun-
tries — France, Luxembourg and Denmark — would appear to qualify. Many
other countries fail to meet at least one of the standards by a substantial
margin. While there need be no presumption that all EC countries should
aim at meeting the standards by the time of the first examinations planned
for 1996 and 1998, it would seem possible that efforts to do so could
render exchange rate and, perhaps, budgetary policy in some countries too
rigid in the next few years.

The conventional macroeconomic argument that — credibility
considerations and wage-price links permitting — exchange rate changes can
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facilitate adjustment to disturbances which affect different countries
asymmetrically has not carried much weight in countries where indepen-
dent counter-cyclical policies have long been eschewed. The European
internal market programme is tending to increase the interdependence of
individual countries and also to promote the mobility of capital between
them. Capital mobility might compensate for immobility of labour in
promoting the medium-term development of low-income regions, which
many consider more important than an ability to adjust to short-term
disturbances.

Earlier plans for monetary union foundered following the 1973 and
1979 oil shocks. The difficulties faced then might be viewed, in retrospect,
as attributable mainly to divergent policy responses, an experience from
which lessons have been learned. Monetary union might be seen as limiting
exchange rate misalignments and interest rate disturbances by forcing
policy convergence even in the fiscal sphere and preventing beggar-thy-
neighbour exchange rate policies. Yet the possibility that large shocks with
asymmetric effects will occur in future cannot be ruled out. Conceivably,
financial pressures on exchange rates could increase as the effect of recent
liberalisation of exchange controls is felt more fully. Indeed, the persever-
ance of policy-makers in some countries may be tested if existing problems
cause economic growth rates to remain below expectations for an
extended period.

Though monetary union could contribute to promoting growth in
low-income countries, regional unemployment and large income transfers
within existing currency areas suggest that not all problems would be
solved. Demands for fiscal transfers made at Maastricht assume tendencies
in economic development which would favour central Community regions.
Initial responses to Commission proposals for increasing the Community
budget suggest that achieving political consensus to release the necessary
resources will not be easy. European experience with agricultural and indus-
trial subsidies and direct income supports may not seem encouraging.
Though some conditions would be very different, the experience of
German currency union suggests possible problems with European mone-
tary union to which little thought has so far been given. Wage and price
levels in the Community vary widely. The introduction of a common

Hourly labour costs in manufacturing in EC countries
1991 data in ECUs
Denmark | Germany | Luxem- Nether- | Belgium United
bourg lands Kingdom
Wages 12.4 10.6 9.8 8.6 8.3 7.8
Total 15.2 19.8 14.7 15.7 15.5 1.1
Italy Ireland France Spain Greece Portugal
Wages 1.7 7.4 6.9 6.8 3.3 2.2
Total 15.8 10.6 13.0 11.0 5.4 38
Source: National data.
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currency could lead to a tendency towards price level convergence. In
particular, any tendency for claims to be made for an equalisation of wage
levels in different EC member countries without regard to differences in
productivity could have unwelcome unemployment implications in relatively
low-income countries in the Community.

Global international policy coordination and cooperation

The period under review seems to have been characterised by a relatively
low level of policy coordination activity amongst the industrial countries.
Before reaching so strong a conclusion, however, it is necessary to take
account of the extent to which the world economic situation required a
high degree of explicit policy coordination. In fact, during 1991 and the
early months of 1992, neither international payments imbalances nor
exchange rate patterns were posing threats or pressures on the same scale
as those seen for example in the run-up to the Plaza Agreement. Policy-
makers were also necessarily preoccupied with other, novel, developments:
Germany’s situation was obviously unique; and all countries were
attempting, both individually and collectively, to react appropriately to the
ongoing transformations in eastern Europe and, especially, to the disinte-
gration of the Soviet Union.

In addition, international discussions and communiqués have in recent
years come to deal with a broader — and perhaps even more intractable —
set of issues than those customarily addressed. Thus the 1991 Group of
Seven Summit communiqué dealt with trade in drugs and the global envi-
ronment. The latter seems to be an issue increasingly occupying the minds
of policy-makers. They appear to be taking ever more seriously the possi-
bility that the continued pursuit of world economic progress based on the
combustion of hydrocarbon fuels may not be indefinitely sustainable.

Such considerations did not, however, prevent some concern being
expressed last year about the weakness of economic growth in the short
term. At first this seemed to be largely a concern of the US authorities; but
as the year progressed it gradually became apparent that world growth was
indeed falling below earlier expectations and forecasts. Thus in the first half
of 1991 the US authorities did not contradict reports that they had been
urging other countries, especially Germany and Japan, to lower their
interest rates. But with demand still relatively robust in these two coun-
tries, and with budgetary and wage pressures rising in Germany, they saw
little case for such action. On the contrary, continued monetary firmness
was judged appropriate in both. The situation in the foreign exchange
markets in the first half of 1991, with the dollar rising against both the yen
and the Deutsche Mark, added to the inappropriateness of interest rate
reductions. Indeed there were several bouts of internationally concerted
exchange market intervention designed to curb the dollar’s strength. By
the same token, exchange rate considerations did not inhibit the US
authorities from taking unilateral action to lower interest rates in April.
Later, as domestic developments were deemed to warrant, interest rates
were eventually lowered in Japan too. But in Germany, although the
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budgetary deterioration turned out to be somewhat less than had been
feared, wage pressures continued to mount and monetary growth acceler-
ated. Official rates were therefore increased further in late December,
despite signs that real demand pressures were abating and amid some
concern about the international repercussions, especially in Europe.

With the yen relatively weak, and with US fears about delayed global
recovery confirmed, certain bilateral meetings were held early in the new
year between the US and Japanese authorities. These were followed by
some joint action to support the yen, but in the area of macroeconomic
policy the joint announcement of a commitment to growth-oriented poli-
cies did not amount to a major new policy package. On the US side, the
serious state of the federal government finances precluded any major fiscal
stimulus, and in Japan the political situation was unsettled. Just before the
turn of the year, however, the Federal Reserve Board had surprised the
markets by lowering the US discount rate by a further full percentage
point. Again though, conditions in the foreign exchange markets had simply
added to the desirability, and the possibility, of taking a policy step which
was felt necessary on purely domestic grounds. Considerations of interna-
tional policy coordination were probably of relatively little significance.

On two policy matters, however, an international consensus was reaf-
firmed on several occasions during the period under review. The first was
the continuing need to pursue structural policy initiatives on the supply side
of the economy. Alongside this much stress was laid on the secular need to
raise the rate of saving. At the same time, there was also continued affir-
mation of the need for a setting of monetary and fiscal policies conducive
to a worldwide decline in real interest rates, the level of which was thought
to remain excessive. To some extent these concerns reflected expecta-
tions, or fears, of a large increase in the demand for capital on world
markets as a result of the transformations in eastern Europe and in the
former Soviet Union, in addition to the requirements of the developing
world and of environmental protection. And, insofar as the call for more
saving was directed at the public sector, it was also consistent with the
need for a sounder medium-term outlook for public sector deficits.

What was not entirely resolved, however, was a certain contradiction
between these obviously desirable medium-term aims and the state of the
world economy in the short term. For example, eastern Europe’s need for
capital, while no doubt potentially very large, was not making itself felt in
effective terms of any magnitude. Similarly, medium-term goals for fiscal
policy were found to be in some competition both with the workings of
the automatic budgetary stabilisers and, in some cases, with pressures to
introduce a degree of temporary fiscal stimulus. In addition, a period of
cyclical slowdown did not seem the most obvious time to encourage
increases in private saving, which could only remove more demand from
the system in the short term. Finally, there seemed to many to be a contra-
diction between the desire to increase private saving on the one hand and,
on the other, to reduce real interest rates.

Nevertheless, despite such question marks, the ongoing, implicit,
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degree of international policy cooperation should probably not be under-
estimated. A certain amount of de facto coordination is no doubt the
unannounced by-product of the ongoing exchange of information in inter-
national forums, ranging from the relatively explicit surveillance activities of
the IMF, through to the more informal arrangements in the monetary
policy field. Given also the absence of any major need to pursue new and
explicit policy coordination initiatives, the experience of 1991-92 need not
be seen as implying any significant decline in such coordination. It is perhaps
not so surprising however that, in the actual conditions of the recent
period, with the United States pressing for expansion, comment tended to
concentrate on the occasional and inevitable differences of view which did
emerge.
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VI. Domestic asset markets, exchange rates
and gold

Highlights

The ebb and flow of optimism about the likelihood of recovery, particularly
in the US economy, was often a major common factor affecting develop-
ments in domestic financial markets and in foreign exchange markets during
the period under review. Early in 1991 for example, as optimism soared on
the successful allied intervention in the Persian Gulf, there were also signs
that the US recovery was about to get under way. As a result, domestic
bond yields tended to fall less fast than during the previous half-year, and in
some countries even drifted slightly higher. In the second half of the year,
as these expectations were seen to be disappointed, long-term rates
resumed their decline. Finally, early in 1992 the outlook appeared to
improve again, and, in the United States at least, rates rose quite sharply
for a time, and the declines were checked in many other countries.

Buoyant expectations of recovery were also in part behind the fairly
universal jump in share prices early last year. Thereafter, however, national
stock market indices diverged, with those in the United States and the
United Kingdom at times reaching record levels, despite the continuing
sluggishness of these economies. On the other side the Japanese stock
market was mostly very weak after the early 1991 rise, and in the early
part of this year prices touched a level nearly 60% below their 1989 peak.

Many countries have experienced a pronounced property market
cycle in recent years and the downward phase of this cycle continued or
even intensified during the period under review. Japanese land prices fell for
the first time for seventeen years and particularly steep declines in
commercial property prices were recorded in the United Kingdom,
Australia and the United States.

In the foreign exchange markets the US dollar executed a complete
cycle of appreciation and depreciation against other major currencies
during 1991 and early 1992. Again, switches of opinion about the general
economic outlook and related interest rate expectations, especially in the
United States, seem to be one important explanation. In addition, in the
second half of the year the widening of the Deutsche Mark/dollar interest
rate differential continued, reaching record proportions, but without signif-
icant adverse effects on bilateral exchange rates. The yen strengthened
only moderately on average during the period, but the Swiss franc declined.
Early in 1992 the dollar began to rise once more for a time. In the EMS
exchange rate mechanism relatively calm conditions prevailed on the
whole. There was one particular period of tension towards the end of
1991, but realignments were avoided.
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The price of gold continued to decline during the period under review,
falling to its lowest level since 1977 in real terms, and since 1986 in nominal
terms. Total market supplies remained stagnant, but demand was dampened
by the recession and receding fears of inflation. With the exception of the
very temporary period of the attempted coup in August, events in the
Soviet Union tended to be bearish for the gold price. For a time there
were fears of possible large Soviet sales. But even after much lower
estimates of Soviet gold stocks were published, the worldwide relaxation
of tensions stemming from the collapse of communism in its original home
country seemed to weigh on the market. The volatility of the gold price
was also unusually low.

Long-term interest rate developments

The further relaxation of monetary policy in several major countries last
year found only a partial reflection in further declines in long-term interest
rates. In Europe one reason was of course the special situation in Germany,
together with the narrow linkage of interest rates in the EMS. In the
United States the markets also reacted very sensitively to any signs of
economic recovery, marking bond prices down whenever more hopeful
indicators were published.

Broadly speaking, events in the long-term bond markets during the
period under review can be divided into three main phases marked by shifts
in prevailing expectations about the likely course of economic activity. In
the first phase, which lasted from the end of the Gulf war in mid-February
until about the middle of the year, markets were pervasively influenced by
expectations of imminent global economic recovery. This was most clearly
seen in North America and in the United Kingdom, but recovery in these
economies was also thought likely to provide support for demand in the
world as a whole. During this phase bond yields tended either to creep
back upwards again or to decline more slowly than they had done in the
second half of 1990.

The second phase began in mid-year and coincided with the onset of
serious doubts as to whether a US recovery was indeed under way as had
been thought. With the exception of Switzerland, long-term yields declined
fairly generally and markedly during the second half of the year. This phase
lasted until roughly the end of the year and, in the United States especially,
was terminated by some fairly sharp reversals of the downward move-
ments in long-term rates. Between early January this year and late March
US long-term rates rose by more than 75 basis points. Even so, by the
spring, reversals such as this had not been sufficient to prevent the period
as a whole from being described as one of falling long-term rates in nominal
terms, thus continuing a trend which for many countries had begun at some
point during 1990. Again with the exception of Switzerland, by the spring
of 1992 long-term rates in virtually all industrial countries stood between
about 1 and 3% percentage points below their levels eighteen months
earlier. At the same time, there was, however, a tendency for current
rates of inflation to decline in most, though not all, countries. Thus,
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Long-term interest rates and differentials with short-term rates
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measured against current inflation rates, “real” long-term interest rates
showed less tendency to fall than did nominal rates.

Apart from a small and temporary fall in yields during the Gulf war,
long-term rates in the United States did not respond to the easing of offi-
cial short-term rates in the first quarter of last year. Instead, a post-war
recovery in consumer confidence, together with large Treasury refinancing
operations — which reached a new record in May — served to hold nominal
yields relatively flat until June, when they actually rose again. Positive signs
in the economy were one reason for this rise, and some observers
suggested that inflation expectations were worsening. Less than two
months later, however, unexpectedly weak economic indicators were
reported for July and yields began a more or less uninterrupted decline
which continued to the end of the year as confidence in the prospects for
recovery waned. The latter proved a stronger factor than occasional fears
about the outlook for the federal budget, and private borrowers took
advantage of the opportunity to refinance earlier, higher-cost borrowings.

This phase reached its culmination in December when particularly
disappointing employment data were published, and declines in market rates
at the longest maturities began to indicate that inflation expectations might
at last be undergoing a certain downward shift. This was followed by an
unexpectedly large reduction in the Federal Reserve discount rate. In the
long-term markets the immediate reaction was to mark bond prices higher
still, but in early January a sharp upward correction in yields began. The size
of the discount rate cut had apparently convinced many potential
borrowers that the trough of the interest rate cycle had been reached, and
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consequently new issuing activity rose sharply. The market was also able to
absorb a further rise in issues of high-yield non-investment-grade (junk)
bonds, which had already revived somewhat in 1991. There was also prob-
ably some reaction to the President’s State of the Union Address in which
a further deterioration in the federal budget deficit was acknowledged;
although the proposed budgetary stimulus package was kept very small, the
markets perhaps sensed an apparent downgrading of fiscal consolidation as
a policy priority. A little later in the first quarter, various indicators for the
real economy turned positive once more. The gap between long and short-
term rates widened further to a relatively high level of around 3%
percentage points in February and March. On the other hand, to the
extent that long-term interest rates, and indeed the exchange rate too,
react so speedily to any signs and expectations of an upturn, they would
seem likely to exercise a quasi-automatic dampening effect on the very
cyclical developments they purport to anticipate.

Long-term rate movements in Canada followed very closely those in
the United States, except that for a time at least they fell by rather more.
The recession in Canada has been deeper than that in the United States,
and very explicit commitments have been made by the authorities to
control inflation in the medium term. Long-term rates fell noticeably in
Australia too, where the recession has also been relatively severe.

Until the early months of this year movements in Japanese long-term
interest rates mirrored international trends very closely indeed, especially
those in US long-term rates. Indeed, during 1991 the differential with the
latter hardly changed. In addition to growing interlinkages between financial
markets, fundamental factors and expectations probably also played a role.
In the Japanese case it was the growing perception during the second half
of the year that the intended slowdown was in fact appearing. Similar
reasoning probably also helps to account for the failure of Japanese long-
term rates to follow the sharp upward jump in the United States during the
early months of this year. By that time it was becoming apparent that the
economic slowdown was steeper than had been expected, and already in
January the 1991 reductions in the official discount rate had helped to bring
short-term market rates back below long-term yields. However, the final
lowering of the official discount rate on 1st April 1992 was not followed by
any further declines in bond yields.

Qualitatively at least, long-term interest rates in Germany followed
the general downward trend during the period under review, though at a
slower pace. Although pressures on productive capacity began to ease in
the course of the year, concerns about the ongoing budgetary costs of
unification and about rising wage pressures were an influence on the
markets. In addition, short-term interest rates moved in the opposite direc-
tion as the Bundesbank reacted firmly to the perceived inflation risks (see
Chapter V). However, this determination to fight inflation, an outturn for
the public sector deficit considerably below original estimates and the
trends in long-term interest rates elsewhere seem to have had a certain
calming effect on the markets. Indeed, when official rates were raised again
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in late December, bond yields initially declined slightly, and a large issue for
the German Unity Fund was floated at a rate of 7.9%, roughly the same as
the market rates prevailing prior to the announcement of negotiations on
German monetary and economic union in February 1990.

In the rest of Europe long-term yields have also tended to decline
since early last year. In several of the narrow band ERM countries, move-
ments in rates were fairly closely correlated with those in Germany, and
especially in France, Belgium and Denmark the positive differential with
German rates tended to narrow. In France, the markets were apparently
influenced by further improvements in certain fundamental indicators,
notably the slowdown in the core inflation rate, as well as by the strength
of the authorities’ commitment to maintaining the franc’s position in the
ERM band. In Italy relatively high nominal yields combined with growing
confidence in the lira's position within the narrow band to attract the
interest of foreign investors last year. But more recently, in late March this
year, the announcement of a large overshoot of the budgetary target in a
period of pre-election uncertainty unsettled the markets somewhat.

In the United Kingdom, following fairly steep falls after sterling's entry
into the ERM in October 1990, long-term rates steadied early last year and
even rose somewhat between the spring and the middle of the year. This
was despite the fact that both short-term rates and inflation were falling
very rapidly, and that the recession was showing little sign of ending. In
addition to international trends, another factor on the other side of the
balance was the return of the authorities to the gilt-edged market early in
the year as the public finances swung back into deficit again. In 1991 as a
whole the central authorities issued a net £6.4 billion of marketable securi-
ties, compared with net repayments of £14.1 and 8.8 billion respectively in
1989 and 1990. Government issuing activity was particularly pronounced in
the second and third quarters. Early in the second half of 1991, the perfor-
mance of sterling in the ERM supported a fairly strong rally in the gilts
markets for a time. In March of this year, however, bond yields rose quite
sharply again, in part in line with international developments, but also
because of the announcement in the budget of a very large increase in the
public sector borrowing requirement, together with growing uncertainties
as to the outcome of the election. Following the surprise victory of the
governing Conservative Party, rates fell back sharply by a full percentage
point in April and remained at this lower level into May.

It was, however, outside the EMS countries that the two extremes in
European bond market developments were recorded in the period since
the beginning of 1991. In Sweden in the early months of this year, and in a
context of a sharp slowdown in inflation, yields occasionally touched levels
300 basis points below that at the end of 1990, while at the end of March
yields in Switzerland were on balance hardly changed at all over the same
period. The recession has of course been especially prolonged and severe
in Sweden, and the announcement in May last year of the pegging of the
krona to the ECU was followed by a particularly steep fall in rates as confi-
dence increased. The credibility of the authorities’ resolve to maintain this
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commitment was successfully demonstrated following the Finnish exchange
rate crisis in November (see page 153 below) and, after only a relatively
mild and temporary increase, yields fell to new lows in early 1992, well
below those on short-term instruments.

In Switzerland, in contrast to nearly all other countries, long-term
interest rates continued to fall between the spring and early summer of last
year, but then rose to reach a peak for the period in October, which was
in fact their highest level since April 1990. Nevertheless, although
narrowing slightly from July onwards, the differential between Swiss long-
term rates and those in Germany has remained decidedly negative despite
several years of unusually high inflation by traditional Swiss standards.

Equity prices

World stock market prices rose with remarkable speed and unanimity even
during, and then for a time after, the Gulf war early in 1991. Relief at the
success of the military operation, and optimism about the economic
outlook in general, seem to have been the main forces behind this rise,
which on average amounted to over 15% between mid-January and early
March. Thereafter there were no further general movements on anything
like this scale and the FT Actuaries World Index tended to drift gently
downwards between March and July, rising again for a time later in the
summer before undergoing a temporary period of weakness during the
fourth quarter. Nevertheless, in a somewhat longer perspective, world
equity prices have on average not yet wholly recouped the losses which
followed Iraq’s invasion of Kuwait in the summer of 1990.

For quite a number of individual countries, the average performance
of world equity markets broadly describes their own share market experi-
ence over the period under review. Some of the exceptions, however,
were to be found not only in the emerging markets in South-East Asia and
Latin America, but also in the world's three largest markets. In Japan,
despite a Gulf war rally which was soon reversed, and another, smaller one
in the autumn, share prices basically continued their spectacular decline,
reaching levels around 50% below their late 1989 peak early this year. In
the United States and the United Kingdom, on the other hand, stock
market performance tended to be stronger than average, with prices
reaching new records at times, a phenomenon which presented a striking
contrast to the current general economic situation in these countries. This
was not, however, out of line with experience in the past, and could of
course be interpreted as market confidence in the prospect of better times
to come, as well as a reaction to declining short-term interest rates. The
Australian market also recovered to its pre-August 1990 level, as did the
Paris bourse early in 1992.

Whereas other markets have on average largely retained the gains
made in the January—March 1991 rally, Japanese stock prices soon began to
weaken again, and by mid-year had shed all their earlier gains. In the back-
ground was of course the earlier excessive “bubble” in prices, which the
monetary authorities had made clear they intended to reverse, in this and
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other asset markets. Several other factors also weighed on the market: a  Several factors
stream of revelations of financial scandal led to cautiousness, especially on ~ Weigh

the part of small investors; large liquidations from various tax-sheltered —Simultaneously
investment vehicles were feared; it looked increasingly likely that the on t:etTokyo
coming wave of warrant bonds reaching maturity would not be refinanced o ——

by the exercise of the warrants; and, with the two-year minimum holding

period for investment trusts coming to an end for many who had invested

towards the top of the boom, a further spate of liquidations was feared.
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Nevertheless, as prices fell back further in the summer and as the govern-
ment bond market began to rally, foreign investor interest rose appreciably
and prices went up for a time in the autumn. However, a minor “crash” on
Wall Street in mid-November, combined with increasing pessimism about
the outlook for the real economy and corporate profits, brought on a
renewed downtrend through the winter. The package of macroeconomic
measures announced on 1st April this year was aimed both at the state of
the economy in general and, indirectly, at the weakness of the stock
market. However, the market saw little that was new in the package and
the initial reaction was that prices were marked sharply lower again, taking
the Nikkei index to its lowest level since early 1987 and more than 55%
below its peak.

In some contrast, US stock market prices moved up in two main
phases during the period under review to reach new record highs in combi-
nation with unprecedented levels of issuing activity. Share issuance rose to
more than $70 billion in gross terms for the year as a whole, peaking at an
annual rate of $108 billion in the fourth quarter as corporations sought to
de-leverage their balance sheets and reverse some of the earlier increase
in debt/equity ratios. Even so, as official interest rates were decisively
lowered in December and confidence in an imminent upturn was once
more fanned into life, prices rose quite sharply as did, a little later, the
dollar and the level of bond yields, all three being in part indications of the
same phenomenon. Nevertheless financial market opinion has constantly
seemed to get ahead not just of actual events in the real economy, but also
of business opinion more generally, which has been more guarded about the
strength and imminence of an upturn.

The market’s tendency to occasional bouts of volatility was demon-
strated again in relatively mild form when prices in New York dropped by
around 4% on 15th November. This was the third time that the Dow Jones
index had shown a daily fall of more than 100 points since October 1987.
Various factors came together to trigger the nervousness, in particular
fears concerning bank profits in the light of congressional discussions of
possible legislation to put a cap on credit card interest charges, and rather
vague concerns about possibly excessive fiscal reflation, with potential
adverse consequences for long-term interest rates.

The London stock market was not quite as buoyant as its US counter-
part, especially after the middle of last year. This was perhaps not surprising
given that it gradually became clear that the UK economy was experiencing
the longest, if not the deepest, recession in the post-war period. Never-
theless, gross issuing activity nearly trebled compared with 1990, though at
£10.8 billion it fell well short of the £15.9 billion recorded in 1987. Unlike
prices in the United States, London market prices regained their early
autumn peaks only after the surprise election result. Indeed, in October
and November they fell quite sharply on general concerns about the
economy and also about the strains then being experienced by sterling
in the EMS exchange rate mechanism. And although UK prices did follow
the general upturn around the turn of the year, they weakened again as
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uncertainty grew in the run-up to the general election. The result,
however, led to a sharp rebound in stock prices of about 7%2% in two
days, and by early May, following a cut in bank base rates, prices reached a
new record above their peak of the previous September.

Elsewhere in Europe there was a tendency for stock prices to drift
downwards last year after the Gulf war rally. The emergence of a slow-
down in the German economy, with its repercussions on other countries,
was no doubt an important factor in this development. In addition, markets
were also aware of the large budget deficit and strong wage pressures in
Germany and of the potential for political instability in eastern Europe and
the former Soviet Union. Nevertheless, like the bond market, the German
equity market evidently took heart in the end from the firm stance of
monetary policy. The latter raised the possibility that the peak in interest
rates might have been reached. Continental bourses therefore rose fairly
generally in early 1992, perhaps also benefiting indirectly from the uncer-
tain prospects in Japan as well as nervousness about the steepness of the
year-end rise in New York.

In real terms, and with a considerably longer perspective, the graph
above demonstrates the extent of the boom in the Japanese stock market
during the 1980s. It also reveals, perhaps rather surprisingly, that, while the
rise in real Japanese share prices between early 1982 and their 1989 peak
amounted to a multiple of 4%: times, the comparable figures for France and
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Germany were as much as 3% and 2% respectively. Those for the major
Anglo-Saxon markets were substantially lower. But perhaps the main differ-
ence is that in countries other than Japan the rise in real share prices during
the 1980s was in large part — and in the Anglo-Saxon countries virtually
entirely — a reversal of the falls seen in the 1970s. Thus, while their recent
fall has brought Japanese real share prices roughly into line with those else-
where in relation to their levels at the beginning of the 1980s, it still leaves
them appreciably higher than they were in the late 1960s and early 1970s.
Whether this means that Japanese equities are still overvalued or, on the
other hand, that those in Anglo-Saxon markets are undervalued, is of
course impossible to judge on such summary evidence. Qualitatively, at
least, their relative positions would seem to be justified in the light of
differences in economic growth over time: since 1970 GNP in Japan has
risen cumulatively about 1%2 times as much as it has for example in the
United States.

Real estate prices

The slowdown or decline in real estate prices intensified in many countries
during the period under review. And although in certain cases this was a
development desired, or even triggered, by the monetary authorities, it
nevertheless gave rise to varying degrees of concern. The key to this
paradox was of course that it had been the earlier sharp rise in prices which
had been the villain of the piece, a run-up which had to varying extents
been excessive, and which therefore almost inevitably implied some kind of
“boom-to-bust” cycle. The combination of deregulation of the financial
sector in many countries at a time of general economic upswing had
evidently produced overly optimistic investment appraisals, excessive credit
growth and, in some cases, outright speculative excess.

Some of the consequences of these developments are dealt with more
fully elsewhere in this Report. For example, in some countries the situation
has raised concern about the health of parts of the financial system. It has
also left behind several additional impediments to normal cyclical recovery:
excess capacity in commercial property clearly reduces or eliminates incen-
tives to investment in this area; and excessive indebtedness relative to
more sustainable levels of property prices is a further disincentive to
spending in corporate and household sectors alike.

Some of the more significant price developments last year occurred in
Japan, where, after an appreciable period of monetary policy tightening and
even outright curbs on bank lending for real estate purposes, prices finally
fell quite convincingly. Indeed, when it became clear that urban land prices
themselves had begun to fall (for the first time in seventeen years and for
only the second time in the whole post-war period), the Ministry of
Finance, in December, announced some relaxation of the lending restraints
which had been imposed in the spring of 1990.

In the United States the property price cycle is further advanced,
having had its origins in the US upswing of the first half of the 1980s, after
which prices had risen more modestly. Nevertheless, the downturn in
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Nominal property prices

Countries 1980— | 1985— | 1985 | 1986 | 1987 | 1988 | 1989 | 1990 | 1991
and cities 85 90
average|average
annual percentage changes’
Commercial

United States? 8 1 5 4 5 2 0| — 7| —18
Japan3.4 7 22 13 48 61 3 5 41 -7
United Kingd0m5 2 5 = 6 16 35 1] —24 | —20
Canada® n.a, 5 3 4 6 8 8| =3 |=1%
Australia? 18 11 11 17 40 30 6| —24 | —21
Denmark 10 3 21 17 0 3 1| =2 |=2
Sweden 6 21 12 27| — 8 49 | — 2 51| — 1

Stockholm?® 25 0| —35

Residential

New York 169 5 27 20 14 0 0| — 5| — 2w
Los Angeies Bl 11 3 8 8 22 5 14 (I
Tokyo* 4 19 3 22 69 0 7 71-9
London 141 13 16 23 24 24 2(—=7|-5
Paris!? 10 18 10 10 19 20 24 18 6
Frankfurt!? 4 5 -6 | =11 5 14 0 20 20
Milan n.a. 13 | na, 3 9 13 33 10 n.a.
Toronto* 74 14 16 38 25 26 3 -15| — 4
Brussels = 15 2 7 6 11 32 22 0
Copenhagen =15 =2 | na. 13|~ 4| —2|—8 2
Madrid 5 28 10 13 43 40 27 20 9
Stockholm 2 17 6 10 21 28 19 11 310
Sydney“‘ 5 11 1 14 25 5 | =13 | —10 8

1 Based on annual averages unless otherwise stated. 2 The North-East; fourth quarter to fourth
quarter. 3 Tokyo. 4 Twelve months to January of the following year. 5 Twelve months to
March of the following year. ¢ Fourth quarter to fourth quarter. 7 Sydney; twelve months to
December. 8 Small-sample estimates.  71981—85. 10 First three quarters. 1 1983—85.
12 Twelve months to June. '3 First quarter to first quarter. 4 1982—85. 1% 1980-84; break in
1985. 16 Twelve months to December.

Source: Various private real estate associations.

commercial property prices accelerated last year as some reports even
suggested that enough office accommodation might have been built in the
past decade to provide for all the likely increase in demand in the next.
Property markets were also aware of the overhang now in the hands of
the Resolution Trust Corporation, and which will continue to be sold off.
In October the supervisory authorities publicly encouraged banks to make
loans against commercial property and urged that such property be
revalued in line with its likely income-producing potential, without fear of
any supervisory reaction. In November, to back this up, bank examiners
were requested to look at a wide range of factors when evaluating
commercial real estate loans, rather than automatically forcing write-
downs and the establishment of loss reserves. In addition, the burden of
proof was reversed in that examiners were henceforth required to justify
any downgrading decisions.
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Tokyo 4.0 19.0 23.8 65.3 1.8 T2 7.0 | — 84
Osaka 4.6 2.2 4.6 19.8 321 53.9 68 | —21.3
Nagoya 34| 129 2.4 8.3 16.4 | 199 18.4 | — 5.1

Average 4.1 19.7 15.0 43.8 12i2 221 8.5 | —11.6
Rural areas 3.9 6.7 1.5 2.4 4.8 11.7 13.8 1.9
All areas 4.0 13.0 77 21.7 8.3 16.6 1.3 | — 4.6

* Twelve months to January of the following year.

Source: National Land Bureau of Japan.

Elsewhere, while real estate prices might well normally be expected to
show some sensitivity to the overall economic cycle — even to the point of
causing some financial strains during the downturn — an unusually large
number of countries seem on this occasion to have experienced a parti-
cularly pronounced cycle in property prices. In many, too, financial liberali-
sation had in preceding years combined with less unique factors such as
excessive credit growth, unsound investment appraisal and an unrealistic
climate of optimism. In the United Kingdom, for example, the downturn in
both residential and commercial property prices has been relatively severe
and, in the residential sector, prolonged. In this latter sector house repos-
sessions reached record levels last year, prompting concern that sales of
such properties might further weaken the housing market. The Govern-
ment attempted to assist the market both by a temporary abolition of
stamp duties on most house purchases and by encouraging mortgage
lenders to adopt measures to stem the flow of repossessed properties
onto the market. These measures included mortgage rescue schemes under
which distressed borrowers may become part-owners or tenants of their
dwellings.

In the commercial sector, notably in the London Docklands develop-
ment, the crisis took on international dimensions when the related financial
problems of a very large Canadian-based real estate investment firm came
to light in the spring of this year. Similarly, the fairly dramatic situation in
Sweden has been accompanied by problems of a like nature stemming from
Swedish firms' foreign property ventures. In Sweden itself, commercial
property prices, after rising at an average nominal rate of around 20%
during the period 1984—88, have since fallen, in some cases quite sharply,
and as a result strains have also emerged in various parts of the financial
sector. In the residential sector the price cycle was exacerbated, in the
upswing, by generous subsidies and mortgage interest relief against very
high rates of taxation. And in the downswing the cycle has begun to
reverse quite sharply as policy has moved away from such supports
and incentives, and, in particular, as tax reform has lowered the implicit
value of the tax reliefs which do remain. Certain of these features have
also been present to some extent in some of the property-related financial
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strains which have appeared in Norway and Finland. In Denmark the cycle
in the residential sector began earlier than in most other countries and
nominal house prices fell during the period 1987—90, before showing a
slight rise again last year. Some of the accompanying financial strains have
had to be met by exempting mortgage institutions from the EC capital
adequacy requirements. The property price cycle has also been pronounced
in Australia, though somewhat less so in Canada, despite the similar
severity of the recession in the two countries. Even Switzerland has not
escaped the phenomenon, as, following a boom in the residential sector, it
has been necessary to hold mortgage rates for some time at levels which
are very high by historical Swiss standards.

In some other countries, while prices have risen strongly in recent
years, at least in certain sectors, the cycle seems to be ending without
such sharp declines as elsewhere. The Paris market appears to be one
example of this, in part perhaps because of tighter planning controls and
less speculative activity in the upswing. Spain is another example, where
secularly higher prices may be justified to some extent by the adaptation of
the economy to EC membership and by the country’s relatively high
growth potential. Germany is possibly the most exceptional case in that the
problem did not arise in the first place. There has even been some acceler-
ation in the upward movement of prices against the international trend
during the past two years. For example, western German land prices rose
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on average by nearly 11% last year, after a year of relatively weak demand
in 1990. Such developments have clearly been related to the effects of
unification and to the consequently atypical position of Germany in the
international business cycle. The absence of an excessive property price
boom in earlier years was also no doubt related to the earlier consolidation
of financial deregulation in Germany and possibly to tighter monetary
policy in general.

Exchange markets

Developments in the major currencies

The salient feature of the exchange markets during the period under
review was that the dollar described a complete and pronounced cycle
against other major currencies during 1991 and the very early part of this
year despite a continuously increasing negative interest differential vis-a-vis
the EMS currencies. For a time at least, it also looked as though the cycle
might be going to repeat itself in 1992. Thus, again, the foreign exchange
markets demonstrated their capacity to move major exchange rates by
relatively large amounts in apparent disregard of the so-called "funda-
mentals” and, on occasion, in the face of clear signals from the authorities
in the form of exchange market intervention. Instead, as in the other
financial markets discussed in this chapter, the ebb and flow of sentiment
about the likelihood of recovery in the United States and related interest

Bilateral exchange rates of the US dollar
against selected currencies
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rate expectations seem to have been one important factor affecting
exchange market developments at times.

Following a further widening of short-term interest rate differentials
against it during the winter of 1990—91, the dollar touched a new trading
low against the Deutsche Mark (of DM 1.4430) on 11th February last year.
There had been several rounds of concerted intervention to try to check
this fall, but it was not until more buoyant economic indicators appeared
that a rebound began. This rebound was so rapid that, with the markets
threatening to become disorderly, the authorities intervened again several
times in March, but now to try to dampen the US currency’s buoyancy,
which nonetheless persisted despite further movements in interest differen-
tials against it. By the time the dollar did eventually peak in early July, it had
risen, since its trough, by 26% against the Deutsche Mark and by about
249% against sterling. Vis-a-vis the yen its rise was more modest, at around
9%. However, when the downturn came, reversing nearly all of the earlier
average effective gain, it was more uniform against the yen, the Deutsche
Mark and sterling, at 12, 18 and 15% respectively. Early in 1992, however,
the dollar summarily reversed its trend once more, and by March had
moved up by about 10% against all three currencies.

The rise in the dollar between February and July last year was in part
influenced by the same factors which were described earlier in connection
with other financial markets: optimism about a US recovery and soaring
confidence in the wake of the success of the military operation in the Gulf.
In addition, the rapidity of the allied victory, plus the willingness of other
countries to contribute to it financially, helped to dissipate earlier concerns
about the possible implications for both the US budget and the external
current account balance. The speed and extent of the dollar’s rise against
the Deutsche Mark, however, suggest that other factors may also have
been at work. For, despite Bundesbank-led intervention in both April and
June, and a further slight widening of the Deutsche Mark/dollar short-term
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interest differential, the Deutsche Mark continued to weaken against the
dollar much more than did the yen. The reasons may well have been on the
Deutsche Mark’s side, including evidence of the sharp deterioration in
Germany's trade balance, a growing appreciation of the scale of the prob-
lems in the eastern German economy, uncertainties regarding the possible
reintroduction of a German withholding tax, the worsening political situa-
tions in Yugoslavia and the Soviet Union, and, finally, setbacks for the
German Government in Lander elections.

The dollar continued to rise against the Deutsche Mark until it
reached a peak of nearly DM 1.84 on 5th July, when an unexpected drop in
US employment was announced and confidence in a recovery suddenly
began to weaken more decisively. The situation remained uncertain,
however, given that the Bundesbank did not raise interest rates as the
markets had been anticipating and as, a little later, another US labour
market indicator was published, apparently contradicting somewhat the
message of the June employment figures. The central banks, however,
seized the opportunity offered by the markets’ growing uncertainty, and by
the proximity of the Group of Seven Summit, and undertook several
rounds of concerted intervention, in which the US authorities also took
part on 12th July. This combination of events and display of official attitudes
proved decisive, and the dollar began to move downwards, a trend which
broadly persisted for the rest of the year. In addition, it was very soon
assisted by the start of a further noticeable upward movement in the
Deutsche Mark's short-term interest rate advantage, which by the end of
the year reached a new record of 5% percentage points. This was also
accompanied by some further widening of the long-term interest differen-
tial in its favour. The Summit communiqué published on 17th July reiterated
support for close international cooperation in the foreign exchange
markets, and the absence of intervention to stem the dollar's downward
movement reinforced perceptions that the authorities were generally satis-
fied with its decline. Indeed, when the dollar jumped sharply, but tempo-
rarily, on 19th August at the time of the attempted coup in Moscow, joint
intervention was undertaken by several central banks, before the US
markets opened, to steady it.

Against the yen the dollar’s decline in the second half of the year was
somewhat less than against the Deutsche Mark. This was not considered to
be particularly appropriate given Japan’s steadily mounting trade surplus as
the domestic economic slowdown began to emerge. Nevertheless, to try
to cushion this latter development, the Japanese authorities took advantage
of some of the yen's firmness against the dollar and lowered interest rates.
The yen's short-term interest advantage therefore tended to drift down-
wards on average from the early summer onwards. At the long-term end,
however, its interest disadvantage remained more or less stable throughout
1991 before increasing a little in early 1992.

Eventually the dollar reached lows of Yen 123 and DM 1.51 on 7th and
8th January respectively this year. In nominal trade-weighted terms this
brought it to within 1% of the low point reached the previous February.
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But just as nature is said to abhor a vacuum, so at times it seems do the
foreign exchange markets abhor the absence of movement. In apparent
reaction to these early 1992 lows the dollar suddenly rebounded again by
about 7%2% against the Deutsche Mark and by nearly 42% against the yen
in little more than a week as general expectations shifted once more. By
the middle of March these gains had swelled further to touch almost 11%
against the Deutsche Mark and nearly 9% against the yen. Furthermore, in
contrast to its rebound a year earlier, on this occasion the US currency also
rose against its Canadian counterpart following declining Canadian interest
differentials last year and, more recently, certain portfolio adjustments by
Japanese investors in response to the decline in the Tokyo stock market. In
nominal effective terms, this served to make the magnitude of the dollar’s
January—March rise this year similar to that between mid-February and the
end of March last year.

In sum then, the large downward adjustment of the US discount rate
and the upward adjustment of German official rates on 19th December
1991, the extent of both of which had taken the markets somewhat by
surprise, did not basically have a further weakening effect on the dollar. On
the contrary, by apparently removing uncertainties about future interest
rate trends, they appear to have prepared the ground for some turnround
in the US currency. It was felt that once these adjustments in official lending
rates had worked themselves through, the future trends in interest rates

could only be downward in Germany and upward in the United States.

These expectations of a movement of interest rate differentials in favour
of the United States were, moreover, underpinned once again by statistical
evidence of a US economic pick-up and rather clear signs of slowdown in
Germany and Japan.

In fact, German short-term market rates did not on the whole react
to the December rise in German official lending rates, while, after their
steep fall during the preceding five months, US short-term interest rates
showed only a small further decline. As a result, the short-term interest
differential in favour of the Deutsche Mark showed only a modest increase,
while, after the Japanese discount rate reduction at the end of December,
the yen's positive short-term interest rate differential vis-a-vis the dollar
narrowed further. In the field of more forward-looking interest rate
differentials, developments in favour of the dollar were rather more
pronounced. As the rise in German official lending rates helped to allay
inflation fears, German long-term interest yields eased markedly in January,
whereas US long-term rates turned up quite steeply. As a result the
Deutsche Mark’s ten-year interest premium over the dollar was nearly
halved within the space of a month, and that at very long term was elimi-
nated altogether. At the same time, the upturn of US long-term interest
rates led to a widening of their premium over long-term Japanese interest
rates.

The dollar’s sharp rise in January was at one point interrupted by joint
intervention by the Japanese and US authorities, who deemed a major
rebound undesirable in view of the mounting Japanese trade surpluses and
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related political tensions. Nevertheless, confidence in the dollar continued
to strengthen, and in February and early March further official dollar sales,
mainly by the Japanese authorities, did not seem to have much impact on
the markets. Although during this period the dollar’'s rise vis-a-vis the
European currencies was even more pronounced than against the yen, the
European authorities refrained from intervention. In view of considerable
domestic cyclical weakness, several European countries welcomed an
improvement in competitiveness, particularly vis-a-vis the yen; and in
Germany, where domestic inflationary pressures were the overwhelming
concern, the authorities seem to have considered the time not yet ripe for
such intervention, given the markets’ optimism about the US economy and
likely interest rate movements.

In the event, this optimism has not proved wholly justified. Indeed, the
US authorities nudged the federal funds rate down further early in April,
while concerns over wage pressures in Germany were accompanied by
some upward drift of German market rates during April and the early part
of May. Hence, the dollar, whose rise had already come to an end in March,
fluctuated thereafter against both the Deutsche Mark and the yen, before
weakening somewhat in mid-May — at least against the Mark — as the
German wage picture began to clear.

Cross rates: the yen and the Swiss franc vis-a-vis the Deutsche Mark

Following its marked weakness during 1989 and the first half of 1990, the
yen recovered somewhat in nominal effective terms after mid-1990 and,
during the period under review, first consolidated and then moderately
extended its earlier gains. As noted above, the yen did lose ground against
the dollar during the first half of last year. But it did so to a considerably

Bilateral exchange rates of the yen and the Swiss franc
against the Deutsche Mark
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smaller extent than did the Deutsche Mark. Consequently, and especially
late in the first quarter, the yen went up quite sharply against the Deutsche
Mark and by early July had risen by nearly 18% compared with its level at
the beginning of 1991. One important contributory factor was no doubt
the rapid elimination of the German current account surplus. Given its fall
against the dollar, however, the yen's real effective value changed little
during the first half of the year.

In the second half, both long and short-term interest differentials
moved markedly against the yen. For example, vis-a-vis Germany the short-
term differential widened from about 1 percentage point in April to nearly
4 percentage points by the end of 1991. Hence, despite the resurgence in
Japan’s external surplus, the yen fluctuated without any clear trend during
the third quarter before actually reversing nearly half of its earlier gain by
the end of the year.

Despite further evidence of the Bundesbank's firm policy stance in
late December the yen began to recover again quite sharply against the
Deutsche Mark during January, as expectations grew that German interest
rates had peaked. Nevertheless, with Japanese short and long-term rates
further down, the full extent of the January gain was not maintained. In
real effective terms, early this year the yen was still slightly below its level
at the time of the Louvre Accord in February 1987.

In some contrast, the Swiss franc weakened almost continuously
against the Deutsche Mark during the period under review, and by early
May this year it had fallen some 10% since early 1991. Although the Swiss
currency’s “safe-haven” attributes were mildly demonstrated again during
the Gulf war and later during the coup attempt in Moscow, the collapse of
communism may well have helped to reduce the value of such a status.
Although domestic interest rates have been high for some time, they
have remained below those in Germany in spite of higher inflation. In early
1992 the Swiss currency came under severe downward pressure as the
short-term interest rate differential against Germany widened to over
2 percentage points and the franc fell almost to the low level seen a little
over two years earlier. The National Bank conducted several substantial
unilateral intervention operations, some of which, exceptionally, took the
form of Deutsche Mark sales, and market interest rates rose sharply
again. However, in early May the Swiss franc touched new lows around
93 centimes to the Deutsche Mark, levels not seen since 1981.

Developments in the EMS exchange rate mechanism

Given the further convergence of inflation rates in Europe, it was the
strains placed on German macroeconomic policy by unification which were
potentially the most important background factor affecting developments
in the EMS exchange rate mechanism during the period under review. With
their cyclical position quite different from that in Germany, most partner
countries would no doubt have preferred lower short-term interest rates
than those which were necessary to maintain ERM parities in the face of
high rates in Germany, especially as in many cases lower rates of inflation
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Positions of member currencies in the ERM bands
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served to emphasise the situation in real terms. This meant that there was
some tendency for countries, as it were, to test the limits of the parity
grid at times in order to secure the lowest rates compatible with its preser-
vation and with maintaining the policy credibility built up over many years.
However, during the first half of 1991, and to some extent again in the
early months of this year, external developments, such as dollar strength
and specific uncertainties about the Deutsche Mark, served to prevent
these strains from manifesting themselves as strongly as they might have
done. Only for a relatively short period at the end of last year — with the
dollar then in continuing decline — did the spread of narrow band currencies
reach its maximum of 2% percentage points.

During the early months of 1991 conditions in the ERM were relatively
free of tension despite Gulf war related instability elsewhere. Neverthe-
less, the spread of the narrow band widened slowly during the first quarter,

149



partly under the influence of changing interest differentials. The French
franc declined gradually, and the Italian lira recovered quite sharply until in
late March it emerged as the highest currency in the narrow band. After a
bout of weakness in February, which triggered some official intervention,
the pound began to rise towards the centre of the narrow band and in
April it strengthened further, influenced by the rising dollar and the simulta-
neous weakness of the Deutsche Mark. The other wide band currency, the
Spanish peseta, rose more strongly during the first quarter and in March
touched its upper limit against the French franc, occasioning fairly substan-
tial intervention by the French and Spanish authorities.

The peseta remained firm against the French franc from March to
mid-June, and the lira remained at the top of the narrow band for longer.
The peseta’s strength occasioned continued bouts of compulsory interven-
tion right up to mid-June despite a reduction of about 2 percentage points
in short-term Spanish interest rates. With the lira's spread against the
French franc continuing to hover around 2 percentage points, the Italian
and French authorities also conducted intramarginal intervention on several
occasions during this period. However, with the dollar rising strongly and
with concern growing about developments in eastern Germany, as well as
in the Soviet Union, the Deutsche Mark moved down quite sharply
towards, and then into, the lower half of the narrow band during late
March and April. And although it subsequently began to recover some-
what, it may well be that the Deutsche Mark's behaviour prevented the
spring/early summer tensions in the ERM from being greater than in fact
they were.

In mid-June the markets were suddenly swept by rumours that the
peseta was about to be taken into the narrow band of the ERM, and the
Spanish currency fell sharply. This effectively marked the beginning of a
calmer period in the ERM, especially as in late July the lira also declined
somewhat and the French franc edged higher following a rise in market
interest rates in France in early June and favourable inflation indicators.
Indeed, despite the dollar’s turnround in July, the spread of the narrow
band currencies declined from 2 to about 12 percentage points by the end
of that month. The pound came under some pressure as a result of political
concerns and expectations of further falls in interest rates, but it so
happened that the peseta’s decline had also served to lower the floor of
the wide band. On 15th August the Bundesbank led a concerted round of
increases in official interest rates, in which, however, neither the French,
Italian nor UK authorities took part. Nevertheless, conditions in the ERM
remained calm despite the fact that the French franc and the pound
continued to drift gently downwards. In early September the UK authori-
ties lowered interest rates, for the seventh time in 1991, as the economy
continued to be unexpectedly weak. The pound declined further, but later
in the month another bout of speculation flared up over the possibility of
the peseta moving to the narrow band and that currency fell sharply too.
Meanwhile the spread of the narrow band had begun to widen again,
reaching 2 percentage points once more in late October. However, as the
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Danish krone replaced the French franc at the bottom of the narrow band
the French authorities felt able to reduce official interest rates again on
17th October, and for a time French short-term rates even fell below
those in Germany. Shortly afterwards, the French franc began to come
under a certain amount of pressure.

This, however, was probably only one of the triggers of what proved
to be the main phase of tension experienced in the ERM during the period.
In the background, the dollar was continuing to fall, interest rates had
declined in Italy as well as in France, and there were expectations that
German interest rates would have to be raised further. Moreover, the crisis
surrounding the devaluation of the Finnish markka on 15th November
fuelled fears and speculation about a possible realignment within the ERM.
Thus, in addition to pressure on the French franc, there was a sharp fall in
the Italian lira and smaller declines in sterling and the peseta. All the while
the Deutsche Mark, together with the guilder and the Belgian franc,
continued to rise. The spread of both the narrow and wide bands
increased, there was substantial intervention, and in the second half of
November official interest rates had to be raised again in France and Italy,
despite the sluggishness of their domestic economies. The pound moved
down out of the narrow band for the first time since early February, in part
as a result of the dollar’s continuing decline.

In December, as these pressures persisted, sizable intervention was
undertaken again by France, Italy and Spain, and these countries, together
with Belgium, Denmark, the Netherlands and Ireland, were all obliged to
follow the Bundesbank-led increase in interest rates on 19th December.
Interest differentials against the Deutsche Mark widened again. Roughly at
the same time the spread of currencies in the narrow band reached its
permitted maximum, with the Belgian franc at the top and the Danish
krone at the bottom.
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Almost immediately in the new year, however, the tensions in the system
largely melted away. As in other markets the decisive moves in official
interest rates in late December apparently convinced exchange market
participants that German rates had probably reached their peaks. In addi-
tion, concern over wage pressures in Germany affected the Deutsche
Mark, which fell back within the narrow band by rather more than did the
two currencies which now shadow it most closely, the guilder and the
Belgian franc. More generally, the events of November and December had
clearly tested the resolve of the authorities and shown that they were
prepared to take the necessary steps to defend the ERM bands even when
such steps ran counter to domestic policy needs. Lastly, the pound may
have benefited somewhat from the dollar’s strength in February, something
which probably also contributed more generally to the lessening of tensions
in the ERM. At one point in February the Italian authorities took the oppor-
tunity to try to reconstitute their reserves and intervened to brake the
speed of the lira’s rise, before it fell back again in March owing to pre-elec-
tion nervousness and budgetary concerns, and intervention was undertaken
in the opposite direction. Between March and mid-May the French franc
continued to strengthen markedly, reaching its highest level in the system
during the period under review and permitting the French authorities to
engineer some easing of market interest rates.

Nevertheless, with UK short-term interest rates declining in January
and February the pound approached the lower limit of the wide band in
February. Spanish interest rates were reduced slightly and there was soon
upward pressure on UK rates, pressure which intensified as the election
approached. In March the pound had to be supported by intervention.
Following the surprise Conservative victory, the pound rose dramatically
and even reached the centre of the narrow band late in April, leaving the
Danish krone the lowest currency in the system. A cut in UK bank base
rates early in May had only a very temporary effect on the pound, and it
was soon back in the top half of the narrow band again.

On 6th April the Portuguese authorities abandoned their unilateral
linking of the escudo to an index of ERM currencies and took the
Portuguese currency into the wide band of the ERM, where it immediately
rose to its ceiling against the pound, before being checked by intervention
by the Bank of Portugal and by a cut in interest rates. Following the post-
election jump in the pound, the escudo rose sharply and in early May
emerged as the highest currency in the ERM.

The Swedish krona and Finnish markka

In 1991 the Swedish and Finnish authorities unilaterally pegged their curren-
cies to the ECU, as Norway had done in October 1990. In the Swedish
case, the decision taken on 17th May to peg the krona to the ECU with
+/=1%2% fluctuation margins led to large currency inflows and a sharp
decline in short and long-term Swedish interest rates together with a
strengthening of the krona. The shift from Sweden’s previous exchange
rate target vis-a-vis a trade-weighted currency basket also led to substantial
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purchases of US dollars against Deutsche Mark by Swedish private entities
seeking to readjust the composition of their net foreign currency liability
positions. A side-effect of the Swedish move to an ECU target was a bout
of downward pressure on the Finnish markka, based on speculation that
Finland would devalue its currency before following Sweden’s example and
pegging it to the ECU. In the event, on 7th June, the markka was pegged
unilaterally to the ECU without a devaluation, with a +/—3% fluctuation
margin, leading to a prompt easing of pressure on the currency and a sharp
decline in Finnish short-term interest rates, while at the same time it was
decided to abolish all remaining exchange controls.

Despite the linkage to the ECU, however, the markka soon became
the focus of recurrent downward pressure again, in part reflecting the
continued severity of the Finnish recession, widening interest differentials
against it and doubts about the acceptance of a recently concluded wage
agreement. These tensions came to a head in early November and, after a
temporary period of floating, culminated in a 12.3% devaluation of the
markka's central rate against the ECU on 15th November. The markka
crisis also generated very strong speculative pressures on the Swedish
krona, which abated only after an impressive display of firmness on the part
of the Riksbank. Since a 1 percentage point rise on 26th November did not
suffice to stem the outflows, the Riksbank increased its marginal lending
rate by a further 6 points to 17.5% on 5th December. This time the
market accepted the message and after only a few days this unusually large
increase in official rates could be partly unwound. The decline in Swedish
interest rates came to a halt in early April, however, as renewed pressure
on the markka again spilled over into the Swedish foreign exchange
market. Pressures on both currencies then eased again as Finnish and
Swedish official rates were once more raised sharply, and as the Bank of
Finland’s intervention resources were augmented through the activation of
swap and credit facilities with the other Scandinavian central banks, and the
Bundesbank extended similar assistance. In Finland, a package of macro-
economic stabilisation measures was also announced at this time.

Gold

Like most other commodities and many real and financial assets, the price
of gold continued to display considerable weakness during the period under
review. Although the supply of gold coming onto the market remained on
a plateau, the price tended to move downwards for the fourth year in
succession. Demand was muted by recession and the absence of a serious
threat of an acceleration of inflation in most industrial countries.

Supply. No significant change occurred in aggregate gold supplies in
1991. The modest increase in mine production and some net sales by official
holders were offset by the net repayment of gold loans and some contrac-
tion in overall supplies from the Soviet Union and China.

Despite the persistent weakness of the gold price, world mine produc-
tion continued to edge up last year as declines in some of the major
producer countries were offset by the further expansion of output by
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Estimated market sources and uses of gold
Items 1987 | 1988 | 1989 | 1990 | 1991

in metric tons

Production 1,385 | 1,550 1,680 |1,745 |1,780
Other suppliers* 300 | 260 | 300 | 350 | 300
Estimated changes in official gold stocks

through market transactions (— = increase) 95| =175 | 175 30 75
Net new gold loans 70 | 150 50 | 100 | —25
Total (= estimated non-monetary absorption) 1,850 (1,785 |2,205 |2,225 {2,130

* The former Soviet Union, China and some minor producers.

North American and several smaller producers. The relative strength of
mine output in the face of a further decline in gold prices was due in part
to earlier forward sales by producers. Such sales allowed some producers
to lock in to prices higher than those available in the spot market and to
keep some marginal mines in operation.

South African output dropped by 0.7% to 600 metric tons, bringing
total production to the lowest level in over thirty years. In Australia,
output also contracted, for the first time since 1980, in part because of the
introduction of corporate taxes on gold mining profits.

In both the United States and Canada there was a modest expansion
of production, but growth failed to match the high rates of the 1980s.
Elsewhere aggregate mine production continued to increase, though there
were sharp differences among individual countries.

The disintegration of the Soviet Union has important implications for
the gold market. Output in Russia and other republics producing gold,
notably Uzbekistan and Kazakhstan, appears to have been smaller than the
260—-310 tons reported for 1989 and 1990. The information available on
the net amount sold in the market is less solid, in part because of extensive
swap transactions. Nevertheless, sales clearly exceeded production, and
total official holdings in the former Soviet Union are reported to have
declined to only about 240 tons at the end of 1991. China increased its gold
production last year, but domestic use of gold expanded, and the country
appears to have been a net purchaser from the international market.

Outside the former Soviet Union official stocks of gold declined by 75
tons. Although holdings remained static in the great majority of countries,
increases in some, including South Africa, India, the Philippines, Algeria,
Czechoslovakia and Colombia, were more than offset by decreases else-
where. In the case of South Africa, the increase of 74 tons more than
compensated for a decline in its non-gold reserves. India recorded a year-
on-year accrual of 18 tons but used a large amount of gold as collateral in
the middle of the year to replenish temporarily its severely depleted
exchange reserves (see Chapter lll). Brazil, after building up its reported
official holdings steadily in the 1980s to a peak of 142 tons at the end of
1990, showed a decline of 79 tons in 1991. Canada disposed of 56 tons
within the context of its continuing gold sales programme.
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World gold production’

Countries 1953 | 1970 | 1980 | 1987 [ 1988 [ 1989 [ 1990 [ 1991
in metric tons
South Africa 371 (1,000 | 675 607 621 608 | 605 | 601
Share of world gold
production 49.1 | 786 | 70.2 | 43.8 | 40.0 | 36.1 | 34.7 | 33.7
United States 61 54 3 155 | 201 266 | 294 | 300
Australia 33 20 17| 111 | 157 | 204 | 243 | 234
Canada 126 75 52 | 117 135 160 | 167 | 177
Brazil 4 9 35 85 102 101 84 80
Papua New Guinea 0 1 14 34 37 34 34 61
Chile 4 2 9 23 27 29 33 33
Colombia 14 7 17 33 33 32 33 32
Philippines 15 19 22 40 39 38 37 3
Ghana 23 2| 11 12 12 15 17 | 26
Other countries’ 104 64 79 | 169 | 188 | 194 | 197 | 207
World total 755 (1,273 962 [1,386 |1,552 |1,681 (1,744 |1,782
Memorandum items: annual averages, in US dollars per ounce
Market price of gold
in current US dollars 35 36| 615 | 447 | 437 | 381 | 384 | 362
in constant US dollars?| 35 25| 200 | 105 99 82 79 71

1 Excluding the former Soviet Union, China and some minor producers. 2 Deflated by the US
consumer price index (1953 =100).

Sources: Consolidated Gold Fields PLC (London) and Gold Fields Mineral Services Ltd. (London).

Last year net repayments of gold loans reduced the supply coming to
the market. The interest rate on short-term gold loans declined from over
2% at the end of 1990, when the Gulf crisis added to uncertainty, to under
1% at the end of 1991.

Demand. Underlying demand for gold was weak last year. Recession
moderated industrial purchases while investment and speculative demand
was curtailed by the downward trend of the price of gold, by the absence
of any serious inflationary threat in the industrial world and by relatively
high real interest rates on liquid financial investments. Imports into Japan
and Taiwan, which had underpinned the market in recent years, did not
expand as rapidly as in the past. In some other parts of the Far East,
however, interest in gold was unabated.

Industrial demand for gold has been buoyed in the past few years by
the downward price trend, and total use for fabrication purposes has
tended to exceed mine output. Last year, however, recession took its toll
and held demand in check. Moreover, in the richer countries of the Far
East, the jewellery market seems to have reached a plateau. Financial liber-
alisation has enabled investors in Japan to achieve portfolio diversification in
ways that are less costly than holding physical gold. It has also allowed a
greater number of savers to obtain market-related rates on their financial
investments. Earlier restrictions on banks' retail deposit rates had been
circumvented by placing funds in gold investment accounts. The resulting
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spot and forward transactions increased Japanese ownership of gold —
though not necessarily physical imports — in the period when these
accounts were growing in importance. Once their popularity waned as
interest rate controls were relaxed and the gold price remained weak, gold
lost some of its lustre for Japanese retail investors.

Prices. At the beginning of 1991, gold staged a brief and surprisingly
timid rally in response to the prospect of war in the Middle East. The price
rose from $390 at the end of 1990 to breach $400 for just one day in
mid-January. Once it became clear that hostilities would be short-lived, the
underlying influences depressing the price reasserted themselves. Quota-
tions fell to a low of $358 in late February before climbing back to $367
in less than one week. Over the next two months prices edged down-
wards, reaching $351 at the end of April. Then in May, despite the
continued weakness of other commaodity prices, gold began to strengthen
and rose to over $370 in the second week of June. However, producers
took the opportunity to hedge future output during what proved to be the
sharpest price recovery in over a year. Quotations soon began to decline,
dipping steadily throughout the summer to a low for the year of $344 in
mid-September. It is noteworthy that the attempted coup in the Soviet
Union did not trigger sufficient safe-haven demand to reverse the trend. It
was only later in September that gold staged a minor rally. Buoyed by the
announcement that Russian reserves were much smaller than had been
widely supposed, the price climbed back to $371 in mid-December. Once
again the price strength proved transitory and quotations resumed their
downward trend, reaching a six-year low in dollar terms of $335 at the

Market price of gold in selected currencies
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Volatility in daily gold prices'

Years Number of days when Standard deviation of
price changes exceeded day-to-day

1% 2% percentage changes
1979—852 116 49 1.66
1986 69 23 1.18
1987 72 17 1.04
1988 41 12 0.78
1989 43 4 0.78
1990 55 14 0.96
1991 24 2 0.65
1992 QI 2 0 0.48

! London morning fixing, US dollars per fine ounce. 2 Annual average.

end of April this year. In yen terms, quotations at that time were the
lowest in thirteen years.

On the whole, the gold price was unusually stable last year. Both the
trading range and day-to-day volatility were clearly smaller than in earlier
years (see the table above). Partly as a consequence of this, turnover in
gold futures and options decreased sharply, falling to the lowest level since
1986. The reduction in price volatility observed last year is part of a longer-
term trend. In earlier decades the gap between cyclical peaks and troughs
in the gold price was far greater. Initially this reflected overshooting as the
price sought a new equilibrium after national authorities ceased in 1971 to
try to prevent the price from moving. High and variable rates of inflation
in earlier decades also caused large shifts in the price of gold, which was
seen as an inflation hedge.

Changes in market conditions played a role in imparting greater
stability to the gold price. Demand for jewellery purposes, by far the most
important industrial use, has proved to be price-elastic, and purchases have
tended to increase when the price has fallen. Secondly, the use of hedging
techniques by gold producers has become much more widespread. Forward
sales on rising prices, undertaken to reduce uncertainty about future
revenue, tend to restrain price rallies. Thirdly, the emergence of a number
of derivative instruments which allow highly leveraged positions to be taken
may have diverted some speculative demand away from gold, for which
delivery and storage costs are high. Finally, some major producers seek to
prevent wide swings in the price through their operations in the market.
Previously the Soviet Union was thought to engage in such operations, but
it is unlikely that moderating gold price fluctuations was a paramount
concern last year. South Africa continues to attempt to promote the
stability of the price without, however, presuming to be able to change its
direction.
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VIl. International financial markets

Highlights

1991 was a year of unparalleled contrasts in the international financial
markets. Following several years of buoyant growth, international banking
assets recorded the first ever absolute decline, while net of interbank rede-
positing the expansion in the credit aggregates slowed to an all-time low of
22%. At the same time, activity in the international bond markets reached
a new high and the markets for short and medium-term notes continued to
expand strongly. The downturn in banking activity was in large measure the
consequence of efforts by banks to improve their profitability and increase
their capital base as well as heightened perceptions of credit risks. There
was in particular a sharp cutback in interbank business, which was viewed as
having low returns and potentially large counterparty risks. In the interna-
tional securities market lower interest rates and an unprecedented volume
of bond redemptions underpinned the issuance of straight fixed rate bonds.
Activity was especially buoyant in ECUs and in a number of currencies with
relatively high yields. Owing to a rebound in the Tokyo stock market,
which proved to be short-lived, there was an increase in equity-related
issues until the early summer, but business stagnated thereafter. The market
for floating rate notes was subdued.

Financial innovation and competition remained major driving forces
behind the vigorous growth in derivative instruments traded on and off
exchanges and banks’ involvement in this area increased further. However,
last year saw policy concerns emerge with respect to the transparency of
over-the-counter market transactions and the potential systemic risks
arising from these markets.

Private use of the ECU continued to expand, with bank lending and
issuance of international securities rising to record levels. Activity in ECUs
appears likely to benefit further from the outcome of the Maastricht
Summit.

One notable feature last year was the turnround in banks’ business
with non-OPEC developing countries. Countries in Asia were again recipi-
ents of a large volume of bank credits, while several major Latin American
countries returned to the international securities markets, on a scale not
seen since the outbreak of the debt crisis. The growing recourse to
external finance has accompanied the process of liberalisation of domestic
financial markets — including last year the privatisation of many banks —
that is under way in many developing countries.
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Overview of market activity

Last year witnessed the first ever contraction in international banking
aggregates. The outstanding total of cross-border and local foreign
currency claims of the BIS reporting banks, which had grown at rates in
excess of 10% in each of the previous six years, decreased by $102 billion,
or 1%. This decline reflected an even sharper cutback in interbank business.
Net of the double-counting resulting from interbank operations, the
estimated volume of new credit intermediated by the international banking
system, at $85 billion, was less than one-fifth of the figure for 1990. There
was a pronounced slowdown in final lending to residents within the BIS
reporting area, who had been major borrowers from international banks in
previous years following the liberalisation of capital controls and financial
markets in several countries. However, new lending to outside-area coun-
tries, which were less affected by the recession in the industrial countries,
recovered somewhat.

Efforts by banks to strengthen their capital base, heightened percep-
tions of credit risks in financial markets, the general process of financial
restructuring and the cyclical situation appear to have been among the main
forces behind the downturn in international banking activity (see Chapter
VIII). In particular, banks increasingly perceived interbank activity as yielding
low returns while entailing potentially high counterparty risks. Moreover,
the deterioration in the quality of many banks’ assets encouraged a more
cautious attitude towards lending, which was on average reflected in the
higher spreads and shorter maturities for new internationally syndicated
credits.

Activity in international financial markets

[ Net international bank lending et

@ Gross bond issues '

mmm Net new bond financing 400

B Gross new Euro-note facilities

B Net new Euro-note placements
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Sources: Bank of England, International Securities Market Association (ISMA), Euroclear and BIS
calculations,
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Estimated net financing in international markets

Components of net international financing Changes' Stocks
at end-
1986 | 1987 | 1988 | 1989 | 1990 1991 1991

in billions of US dollars

Total cross-border claims of reporting banks?| 509.5 | 601.8 | 436.1 | 684.9 | 608.3 | — 56.4 |6,239.9

Local claims in foreign currency 147.7 | 163.0 | 74.8 | 122.2 | 105.9 | — 45.6 [1,257.3
minus: Double-counting due to redepositing

among the reporting banks 452.2 | 444.8 | 250.9 | 397.1 | 249.2 | —187.0 | 3,887.2
A =Net international bank lending? 205.0 | 320.0 | 260.0 | 410.0 | 465.0 85.0 |3,610.0
B =Net new Euro-note placements 134 | 234 195 6.9 | 32.0 33.7 | 1449
Total completed international bond issues 220.9 | 180.3 | 221.6 | 264.6 | 239.8 | 3189

minus: Redemptions and repurchases 63.2| 72.7| 826 | 89.2)|107.9| 1478

C = Net international bond financing 157.7 | 107.6 | 139.0 | 175.4 | 131.9 | 171.1 [1,651.4
D =A+B + C=Total international financing | 376.1 | 451.0 | 418.5 | 592.3 | 628.9 | 289.8 (5,406.3
minus: Double-counting* 81.1| 510 | 685 | 77.3| 78.9 34.8 | 606.3
E = Total net international financing 295.0 | 400.0 | 350.0 | 515.0 | 550.0 | 255.0 [4,800.0

' Non-dollar flow banking data are converted into dollars at constant end-of-quarter exchange rates, and non-dollar bonds at
rates ruling on announcement dates. Stock data are converted at current exchange rates. 2 Banks in the Group of Ten
countries plus Luxembourg, Austria, Denmark, Finland, Ireland, Norway, Spain, the Bahamas, Bahrain, the Cayman lIslands,
Hong Kong, the Netherlands Antilles and Singapore, and the branches of US banks in Panama. ?In addition to direct
cross-border claims on end-users, these estimates include certain interbank positions: firstly, claims on banks outside the
reporting area, the assumption being that these "peripheral” banks will not, in most cases, borrow the funds from banks in the
financial centres simply for the purpose of redepositing them with other banks in these centres; secondly, claims on banks
within the reporting area to the extent that these banks switch the funds into domestic currency and/or use them for direct
foreign currency lending to domestic customers; thirdly, a large portion of the foreign currency claims on banks in the country
of issue of the currency in question, e.g. dollar claims of banks in London on banks in the United States; here again the
assumption is that the borrowing banks obtain the funds mainly for domestic purposes and not for re-lending abroad.
4 International bonds taken up by the reporting banks, to the extent that they are included in the banking statistics as claims on
non-residents; bonds issued by the reporting banks mainly for the purpose of underpinning their international lending activities.

At the same time, banks stepped up their use of derivative instru- Further growth
ments, which can substitute for on-balance-sheet operations but involve of off-balance-
less credit risk. Measured against the international assets of BIS reporting Sheet activity...
banks, the identified outstanding notional value of derivative contracts on
interest rates and currencies can be estimated to have risen to nearly 100%
by the end of 1991, from 75% a year earlier. Although precise data are not
available on their direct involvement in derivatives, banks are the main
intermediaries in the over-the-counter markets. They are also active on
organised exchanges, accounting for well over one-third of outstanding
sales and purchases of the Euro-dollar interest rate contract, the financial
future with the largest volume of open positions.

The end of the uncertainties connected with the Gulf war and the ...and surge
ensuing decline in long-term interest rates on most currencies led many in bond issues

borrowers to refinance their debt in the bond markets and reduce their f;’”c’w'gg -
Y i S the end or the
recourse to bank credit. Expectations of further falls in interest rates Gulf war

boosted investors’ demand and contributed to the sharp expansion in bond
financing. The volume of new international bond issues completed soared
to $319 billion, one-third more than in 1990 and well above the previous
peak. Activity was particularly buoyant in the first half of the year, when a
number of very large issues were made by sovereign entities and the
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Impact
of developments
in Japan

Exceptional
contraction
in interbank
assets...

...due to
efforts to
strengthen
balance sheets

equity-related sector experienced a temporary revival. Only the issuance
of floating rate notes remained depressed throughout the year. Overall
issuing activity was, however, accompanied by a 37% increase in bond
redemptions, which reached a new peak of nearly $150 billion. As a result,
net international bond financing failed to match the all-time high recorded
in 1989.

At the shorter end of the maturity spectrum the net volume of funds
raised in the market for Euro-notes, at $ 34 billion, was slightly higher than
in the previous year. Within the total there was a further shift away from
short-term Euro-commercial paper towards the medium-term note sector.

The international financial markets were once again strongly influ-
enced by developments in Japan. Firstly, the decline in domestic property
prices and the ensuing problems of some non-bank financial intermediaries
reduced the demand for credit by Japanese residents, which in the
preceding years had been partly channelled through the international
banking system. Secondly, the depressed state of the Tokyo stock market
in the second half of 1991 limited the issuance of equity-related bonds. As
a result, Japanese corporations turned increasingly to the domestic and
international markets for straight fixed rate bonds. Thirdly, Japanese banks
pared their low-return interbank positions in order to improve their prof-
itability and meet the Basle capital adequacy guidelines. The decline in the
gross international banking aggregates last year was fully accounted for by
a 9% contraction in Japanese banks’ balance sheets. Finally, the weakness
of the Japanese equity markets also appears to have dampened speculative
activity in some yen-denominated derivative markets.

The international banking market

The decline in the gross banking aggregates was the net result of a 3%
contraction in the first half of the year, zero growth in the third quarter
and a 2% recovery — partly of a seasonal nature — in the fourth quarter.
The exceptional decrease in interbank claims within the reporting area was
concentrated in the major currencies (US dollar, sterling, Japanese yen and
Deutsche Mark), while in several other currency sectors, such as the
French franc, the ECU, the [talian lira and the Dutch guilder, interbank
activity remained brisk.

The pronounced contraction in activity in the international interbank
market was due in large measure to banks' efforts to comply with the
Basle capital accord and raise their return on assets. As already mentioned,
Japanese institutions, which in recent years had made the greatest use of
the interbank market as a source of funding and for position-taking,
were the most active in cutting back their interbank lines. Indeed, the
$145 billion absolute decline in interbank claims between Japan and other
inside-area centres more than fully accounted for the decrease in cross-
border interbank business, and virtually the full amount of the contraction
in foreign currency claims in local markets took place between banks in
Japan. The lower demand for interbank funding was also a consequence of
the reduction in syndicated lending activity, especially that for the financing
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Main features of international banking activity
Uses and sources of international bank credit Changes, excluding exchange Stocks
rate effects at end-
1988 | 1989 | 1990 | 1991 | ™7
in billions of US dollars
A = Claims on outside-area countries 18:5| — 157 | 119 7.5 | 7555
of which: On non-banks ~44 | =117 |- 96 |- 20| 39.0
B =International claims on entities within the reporting area | 496.4 | 793.8 | 680.8 |—100.8 | 6,593.6
(1) Claims on non-banks 159.9 | 229.7 | 284.4 | 104.2 | 1,851.4
(2) Banks' own use of international interbank
funds for domestic lending 856 | 167.0 | 147.2 |- 18.0 | 855.0
(3) Interbank redepositing 250.9 | 397.1 | 249.2 |—187.0 | 3,887.2
C =Unallocated 1.1 15.0 454 |- 8.7 148.0
D =A+ B+ C=Total gross international bank assets 510.9 | 807.1 | 714.2 |—102.0 | 7,497.2
E=D — B (3) = Estimated net international bank credit 260.0 | 410.0 | 465.0 | 85.0 | 3,610.0
A = Liabilities to outside-area countries 415 | 57.6 | 922 |- 126 | 725.4
of which: To non-banks 215 | 29.7| 377 |- 127 | 316.2
B =International liabilities to entities within the reporting area| 460.9 | 720.4 | 626.2 |~202.6 | 6,246.8
(1) Liabilities to non-banks* 66.2 | 158.1 | 175.7 | 13.6 | 1,264.4
(2) Banks' own supply of domestic funds to the
international interbank market 119.0 | 148.6 | 165.1 | 27.9 | 1,233.7
(3) Interbank redepositing 275.7 | 413.7 | 285.4 |—244.1 | 3,748.7
C =Unallocated 33.3 | 457 | 320 56.1 386.5
D =A+B + C=Total gross international bank liabilities 535.7 | 823.7 | 750.4 |—159.1 | 7,358.7
* As from 1990 including trustee funds channelled into the market via banks in Switzerland.
of mergers and acquisitions. Changes in the funding strategies of banks
were reflected in a narrowing of the spread between interest rates on
Euro-deposits and Treasury bill rates.
Within the smaller volume of new lending, final credits intermediated Marked
by the international banking system went primarily to the reporting area, slowdown
albeit to a lesser extent than in preceding years. Direct lending to non- ' bul:'“iss with
ot . iy : non-banks ...
banks within this area fell from nearly $285 billion in 1990 to just short
of $105 billion, while banks repaid $18 billion which they had channelled
from the international to their domestic markets. Ildentified claims on
outside-area countries increased by $8 billion, after declining by $14 billion
in the two preceding years. On the sources side of banks' balance sheets, ...but
new deposits by non-banks within the reporting area, at $14 billion, were resumption

only 8% of the amount recorded in 1990. At the same time, outside-area
countries drew down their deposits by $13 billion, while official monetary
institutions reduced their reserve holdings with the reporting banks by
$24 billion.

The nationality structure of international banking activity

Japanese banks’ domestic and foreign offices were responsible for more
than the whole of the $105 billion decrease in the current dollar value of
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Sharp reduction
in the
international
activities

of Japanese
banks ...

the international claims of reporting banks in industrial countries (adjusted
data are not available for individual nationality groups of reporting institu-
tions but exchange rate effects were not very large last year). Their share
in total outstanding positions slipped by a further 2.5 percentage points to
31% at the end of 1991, from a peak of 38% in 1988. The decline in the
international positions of Japanese banks last year is especially striking
when it is compared with earlier developments. Between the end of 1985
and the end of 1989 Japanese banks had expanded their international assets
at an average annual rate of nearly 30%, with 41% of this build-up being
accounted for by the growth of positions between related offices.
The main driving forces behind this strong growth had been competition
for market share and the arbitrage opportunities offered by the gradual

Types of international bank assets and liabilities, by nationality of banks*

Nationality Change in current dollars in 1990 Change in current dollars in 1991 Total
Total of which vis-a-vis Total | of which vis-a-vis stc;:ks
Related | Non- Non- Related Non- Non- | end-1991
offices | related | banks offices related banks
banks banks
in billions of US dollars
Japanese banks
Assets 152.9 7.5 49.9 31.6 | —190.0 -61.0 | — 98.4 —30.6 | 1,931.5
Liabilities 132.4 35.6 56.4 40.3 | —232.3 =53.2 | —159.2 -19.9 | 1,824.5
US banks
Assets =15:3 10.1 | —30.2 48| — 24 =222 | = 33 234 711.6
Liabilities = 3 143 | - 59 | —10.5 1.5 | —40.1 16.2 254 | 7437
German banks
Assets 163.9 36.8 85.0 41.9 29.6 146 | — 7.7 22.7 636.6
Liabilities 130.2 345 41.8 53.9 28.8 144 | — 1.3 15.7 485.5
French banks
Assets 122.3 39.3 49.8 332 | — 105 106 | — 3.2 -17.9 542.6
Liabilities 154.1 52.6 49.0 52.5 56 - 26| = 31 11.2 613.8
Italian banks
Assets 73.4 8.8 27.3 37.3 21.7 7%= 15 16.1 348.8
Liabilities 74.1 10.8 42.5 20.9 27.0 10.3 12.0 4.8 356.0
UK banks
Assets 25.2 0.0 20.8 44| — 125 - 4.9 | = 171 6.5 260.2
Liabilities 13.2 0.3 11.6 13 | = 9.6 - 26| — 42 — 29 312.0
Other
Assets 3229 88.3 | 129.5 | 105.2 59.4 7.1 21.6 30.7 | 1,715.5
Liabilities 378.3 77.7 | 1101 | 190.6 331 336 3.7 - 41 |1,748.2
Total
Assets 845.3 | 254.8 | 332.1 | 258.4 | —104.7 —45.7 | —109.6 50.6 | 6,146.8
Liabilities 880.2 | 225.8 | 305.5 | 349.0 | —145.9 —40.2 | —135.9 30.2 | 6,083.7

* The table shows the cross-border positions in all currencies plus the foreign currency positions vis-a-vis local residents of
banks in the following seventeen countries: Austria, Belgium, Luxembourg, Canada, Denmark, Finland, France, Germany,
Ireland, Italy, Japan, the Netherlands, Spain, Sweden, Switzerland, the United Kingdom and the United States (cross-border
positions in domestic currency only). The figures for US banks also include the cross-border positions reported by US banks’
branches in the Bahamas, the Cayman Islands, Panama, Hong Kong and Singapore. The international assets and liabilities in this
table are classified according to the nationality of ownership of the reporting banks. Non-bank positions include official
monetary institutions and, on the liabilities side, banks' issues of CDs and other securities.
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liberalisation of domestic financial markets, especially after the opening of
the Japan Offshore Market (JOM) at the end of 1986. In fact, a large
proportion of the funds exported by banks out of Japan were rechannelled
to domestic borrowers via foreign affiliates. More recently, the need to
comply with the new capital adequacy ratios, the elimination of many
distortions in domestic markets and a growing awareness of credit risks
have caused Japanese banks to revise their strategies. In 1990 they already
trimmed their cross-border lending out of Japan and cut back the positions
of their US affiliates, although at the same time they continued to expand
their presence in continental European centres.

In 1991 the further decline of the Tokyo equity market, which
reduced the value of latent reserves included in banks’ tier 2 capital, the
weakening of domestic credit demand and the abolition of the Bank of
Japan’s quantitative guidelines on yen-denominated lending to residents
precipitated a sharp adjustment. 45% of the total $190 billion contraction
in Japanese banks’ international assets last year took place on the local
foreign currency market in Tokyo, while another 38% was due to the
reduction in the books of their European affiliates. Over two-thirds of the
contraction was accounted for by a scaling-back of claims on non-related
banks and on non-bank customers. The decline in Japanese banks’ positions
in the international interbank market was larger on the liabilities side of
their balance sheets and, as a result, the outstanding net borrowing of
Japanese banks from non-related banks in the international market dropped
from $226 billion at the end of 1990 to a thirty-month low of $166 billion
at the end of last year.

The retrenchment by Japanese banks had a general impact on the
market, but a number of other influences also contributed to a slowdown
in the activity of banks of other nationalities. Following record growth in
1990, the international claims of French, Finnish and Swedish banks either
stagnated or declined. In 1990 the international assets of French banks had
increased by nearly 30% as French residents diverted a large volume of
domestic business to the international market in the wake of the disman-
tling of the remaining foreign exchange restrictions. As a result of the
lowering of reserve requirements in October 1990, however, there were
large-scale reflows to the domestic market and last year the international
claims of French banks fell by $11 billion. This contraction was more than
accounted for by an absolute decline in claims on non-bank entities. Last
year UK, US and Canadian banks scaled back their international lending as
they raised provisions for loan losses. After excluding certain off-balance-
sheet commitments reported by a few banks in London on their balance
sheets, the actual contraction in the outstanding international assets of
US banks can be estimated at about $30 billion. With the exception of
Austrian banks, all other nationality groups recorded a reduction in the
rate of growth of their international business, particularly in the
interbank market. The most significant slowdowns were recorded for
German (from 38 to 5%, ltalian (from 29 to 7%) and Danish (from 29 to
49%) banks.
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...and in most
major financial
centres

Developments in individual market centres

Banks in the United Kingdom, where Japanese institutions account for 30%
of external claims, and banks in Japan recorded the largest declines in cross-
border assets last year, primarily as a result of repayments of earlier
borrowings in dollars.

There were also sizable contractions in the outstanding claims of
banks in France, Switzerland and Canada, and in virtually all other centres
growth slowed down markedly. Banks in the United States represent the
major exception, owing to a revival in cross-border lending by the US
offices of non-US banks. As a consequence of the reduction in reserve
requirements in early 1991, banks in the United States tended to shift their
external assets from their IBF books to their onshore accounts.

Since the contraction in their external liabilities was much more pro-
nounced than that in their assets, banks in Japan moved from a $8 billion
net external liability position at the end of 1990 to a net creditor position

Developments in individual reporting market centres: assets

Positions Changes, excluding exchange rate effects Stocks at end-1991
of banks in 1990 1991 External positions in Local
External Local External Local | domestic | foreign | Positions
positions in posi.tions positions in positions currency | currency fori:ign
domestic| foreign | N |domestic| foreign ¢ o currency
currency [currency| '©"®'8" |currency|currency| 'Or¢!8N
currency currency
in billions of US dollars
United Kingdom 9.0 77.1 259 | —10.0 | —41.9 14.9 84.3 934.3 329.7
France 8.9 55.8 -2.3 58 | =216 | =999 72.4 336.4 67.5
Germany 29.6 42.9 30| — 6.4 16.6 1.3 234.8 148.3 9.1
Luxembourg 0.9 40.5 6.1 0.7 17.7 0.7 5.5 307.3 50.4
Belgium 1.9 20.9 4.9 32| — 1.6 1.7 17.2 181.7 5701
Netherlands 0.5 21.3 1.7 6.3 0.9 9.9 39.5 140.2 35.9
Switzerland 10.4 35.4 03| — 82 1.7 | —0:2 103.1 291.4 19.6
Sweden - 1.9 4.7 21.7 04| — 09| — 38 2.2 321 70.2
Other European
countries - 74 26.9 24.8 7.5 9.7 18.9 42.1 234.0 170.1
Total European
reporting countries 51.9 | 325.5 861 | — 10| —19.4 33.5 601.1 | 2,605.7 810.2
Japan: Offshore
market 18.6 34.0 25.0 31.5 | —50.0 | —21.0 263.0 230.0 71.0
Other 1.3 18.7 —-95 | —10.7 | — 6.7 | —56.6 205.5 243.9 347.6
United States:
IBFs —38.5 —6.2 0.0 —17.2 3.5 0.0 234.2 56.4 0.0
Other 15.2 1.4 0.0 18.8 1.8 0.0 279.8 16.7 0.0
Asian market
centres 221 115.32 " 0.9 — 6.22 i 7.81 833.12 -
Other centres? 0.34 68.7 444 — 0.74( — 1.0 | — 1.5¢ 3.84 659.0 28.54
Total 50.9 | 557.4 | 105.9 216 | —78.0 | —45.6 | 1,595.1 | 46448 | 1,257.3
" Hong Kong only. 2 Including Bahrain. 3 Including Canada. 4 Canada only.
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of nearly $97 billion a year later. This large net capital outflow through the
Japanese banking system was the counterpart to the country’s current
account surplus, the surge of foreign investment in Japanese long-term
securities and the lending to Japanese residents by the foreign affiliates of
Japanese banks. Last year witnessed a further $33 billion increase in the net
external liability position of banks in France owing to large reflows of
foreign currency funds from abroad and the growing recourse by French
banks to the international securities markets. Elsewhere, net foreign
currency borrowing by banks in Italy amounted to $13 billion, whereas
significant repayments on a net basis were made by banks in the Scandina-
vian countries. There was also a $11 billion reduction in the net external
asset position in Deutsche Mark of banks located in Germany.

Banks’ direct business with non-bank entities within the reporting area

The cyclical downturn in economic activity was the key factor in the

Large net capital
outflows
through banks
in Japan

Developments in individual reporting market centres: liabilities
Positions Changes, excluding exchange rate effects Stocks at end-1991
of banks in 1990 1991 External positions in Local
External Local External Local | domestic | foreign | POsitions
positions in positions positions in positions| currency | currency n
; = in : - i foreign
domestic| foreign o domestic| foreign Foce currency
currency [currency | '©"®'8" fcurrency|currency| 'OT€8N
currency currency
in billions of US dollars
United Kingdom 30.2 74.3 36.6 | —15.9 | —27.5 5.4 156.2 998.6 289.6
France 40.9 47.2 | —12.3 178 | — 1.2 | — 6.7 115.7 381.4 56.6
Germany 151 31.7 3.7 5.0 7.3 | = 06 129.2 106.7 10.1
Luxembourg 0.8 35.4 7.8 0.1 11.5 5.3 5.2 275.8 67.7
Belgium 2.3 131 82| — 17| — 44 2.0 20.8 188.5 49.4
Netherlands 2.0 18.1 4.3 42| — 25 0.8 28.5 120.0 34.0
Switzerland 15.4 27.4 76 | — 1.8 1.9 — 28 68.8 2481 62.2
Sweden - 04 21.8 40 — 01| — 68| — 1.3 4.0 89.2 11.0
Other European
countries 1.6 39.2 15.3 3.2 24.8 11.7 46.7 380.1 69.0
Total European
reporting countries | 107.9 | 308.2 75.2 10.8 3.1 13.8 575.1 | 2,788.4 649.6
Japan: Offshore
market 9.5 28.0 30.0 [ —25.5 | —34.0 | —38.0 118.0 248.0 52.0
Other - 6.1 156 | = 2.5 | =359 | =326 | =28 152.5 272 321.6
United States:
IBFs —16.4 | —4.3 0.0 | —20.0 4.6 0.0 297.8 60.9 0.0
Other 17.1 1.0 0.0 16.1 0.4 0.0 282.8 14.0 0.0
Asian market
centres 2.0 99.22 G 3.6 —23.82 = 16.31 755.42 5
Other centres? 0.74 844 0.94] — 1.64 28| — 0.34 8.4 679.5 11.34
Total 114.7 | 5321 | 103.6 | —52.4 | =795 | —27.2 | 1,450.9 | 4,873.4 | 1,0344
1 Hong Kong only. 2 Including Bahrain. 3 Including Canada. 4 Canada only.
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BIS reporting banks’ claims on non-bank entities in the Group of Ten countries

Claims on Changes, excluding exchange rate effects Stocks at end-1991
non-bank entities in Cross-border | Local positions Memo item: Cross- Local Memo
positions in foreign Domestic bank | border | positions | item:
currency credit” positions | in foreign | Domestic
1990 | 1991 | 1990 | 1991 | 1990 | 1991 curvency| bank,
credit
in billions of US dollars
United States 50.1 6.1 0.0 0.0 1.3 —920 278.2 0.0 | 4,337.5
Japan 63.7 441 84| —19.8 | 351.5 | 133.7 250.4 206.1 | 4,998.1
Germany 2.5 9.7 1.5 1.7 | 141.7 | 174.9 92.4 6.2 | 2,084.9
France 5.6 2.2 08| — 01| 1084 36.0 31.7 21.0 | 1,602.1
Italy 23.3 8.0 5.0 9.1 69.4 80.8 81.9 60.6 848.0
United Kingdom 10.8 5.6 8.5 16.2 | 127.2 55.4 60.3 148.7 | 1,167.6
Canada 8.3 3.3 4.2 | — 1.9 21:9 30.8 38.3 25.7 312.0
Netherlands 15.8 4.6 1.9 | 101 15.8 15.7 60.8 27.9 346.0
Sweden 4.9 1.5 17.9 | — 1 2.0 11.5 20.8 65.0 140.6
Switzerland 45| —13 1.4 0.2 26.7 17: 5 24.0 14.2 347.3
Belgium-Luxembourg 3.4 0.9 04| -12| 158 9.8 29.1 349 | 3207

* Excluding lending in foreign currency.

Marked
weakening of
credit demand
in the industrial
world ...

... particularly
in Scandinavian
countries ...

marked weakening of credit demand in the industrial world last year.
Following several years of very strong growth, non-bank entities inside the
reporting area cut back their new borrowing in the international market by
over 60%. The most dramatic decline was recorded for cross-border
lending to US non-banks. In 1990 $50 billion of new credits, largely from
non-US banks in the Caribbean offshore centres, had to some extent offset
the pronounced reduction in domestic bank lending. Last year, however,
cross-border credits to US residents amounted to only $6 billion.

Reflecting the slowdown in Japanese economic growth and the end
of the real estate boom, cross-border lending to Japanese entities, at
$44 billion, was 30% less than in 1990. The affiliates of Japanese banks in
the offshore centres in Asia continued to be the main source of these
external funds. At the same time, following the lifting of the ceilings on
yen-denominated domestic bank credit, Japanese non-banks paid back
$20 billion of foreign currency loans which they had taken up previously
from domestic banks.

In Europe, after several years of strong growth, borrowing by non-
banks externally or in foreign currency from domestic banks fell back
sharply in most countries. In France and Italy, where the portfolio adjust-
ments following the dismantling of capital controls appear to have run their
course, narrowing interest rate differentials vis-a-vis the Deutsche Mark,
the economic slowdown and a shift towards financing through the securi-
ties markets were the main forces behind the decline in non-bank recourse
to the international banking market. Indeed, banks’ cross-border lending to
Italian residents was channelled entirely through the Euro-lira market. The
severity of the recession and changes in exchange rate expectations
contributed to the abrupt turnround by non-banks from the Scandinavian
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countries, which, having borrowed $36 billion externally or in foreign
currency at home in 1990, paid back nearly $4 billion last year. The only
country in which non-banks recorded a vigorous expansion in borrowing
was Germany. Declining corporate cash flows in the face of strong
domestic investment demand were the key factor behind the continued
recourse to international bank credit. Reported new lending to UK non-
bank residents also rose strongly, but the majority of such credits related
to a build-up of certain off-balance-sheet commitments by a few banks.

On the sources side of banks' balance sheets, the growth of deposits
by non-bank entities came to a near-halt. Cross-border deposits by non-
banks from inside the reporting area stagnated, while local foreign currency
deposits increased by $13.3 billion (5%), or one-third as much as in 1990.
The only sizable expansion in cross-border deposits was recorded by
German residents ($11.6 billion), but it was on a much smaller scale than in
1990. More than the whole of this increase occurred in the first half of the
year, whereas later in the year German residents drew down their balances
abroad by $9.7 billion. Italian and UK residents built up their international
deposits by 12 and 6% respectively, much less than in 1990.

The $12 billion of withdrawals of Euro-dollar deposits by US residents
appears to have been due in part to the narrowing of the differential
between Euro-dollar deposit rates and domestic Treasury bill yields. More-
over, the lowering of reserve requirements in the United States in early
1991 reduced the attractiveness of Euro-dollar accounts relative to
domestic deposits. Japanese and Canadian residents also repatriated funds
from banks abroad.

... but increasing
borrowing by
German
non-banks

Stagnation
of non-bank
deposits

The international banking market as a deposit outlet for non-bank entities
in the Group of Ten countries
Liabilities vis-a-vis Changes, excluding exchange rate effects Stocks at end-1991
non-bank entities in Cross-border Local positions Memo item: Cross- Local Memo
positions in foreign Broad monetary | border | positions | item:
currency aggregates” positions |in foreign | Broad
1990 | 1991 | 1990 | 1991 | 1990 | 1991 currency | monecary
aggre-
gates*
in billions of US dollars
United States 221 | —12.2 0.0 0.0 60.0 65.5 272.8 0.0 | 4101.8
Japan -20 | - 59 4 | 241.4 91.0 17.7 w | 41225
Germany 28.8 11.6 21| —04 | 467 | 643 136.0 7.0 | 1,053.8
France 123 —-01| —-65| -09 77.8 17.9 447 11.5 991.0
Italy 7.3 3.2 0.9 1.0 | 101.4 | 123.5 33.8 5.6 | 1,209.0
United Kingdom 14.3 3.9 19.5 5.5 90.5 50.7 70.5 102.3 938.8
Canada 62| — 3.6 05| —0.5 19.6| 152 16.5 8.6 288.9
Netherlands 1.6 4.5 3.9 1.4 9.7 6.3 56.7 25.8 | 146.1
Sweden =0.1 0.6 0.6 | —0.1 10.8 4.8 5.0 4.9 119.6
Switzerland 10.6 0.2 6.6 | —06 8.1 9.0 67.5 54.1 284.8
Belgium-Luxembourg 7.5 | = 1.5 5.3 3.9 7 8.5 35.6 44.0 181.4
" Ma for the Netherlands, M3+ CDs for Japan, M4 for the United Kingdom, M3-overnight and term Euro-dollars for the United
States, total liquid assets for ltaly, M3 for other countries.
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Developments in business with countries outside the reporting area

After declining in 1989 and 1990, banks’ claims on countries outside the
reporting area edged up by $8 billion last year, while outstanding deposits
by this group of countries, which had surged by a cumulative $240 billion
over the preceding four years, fell by $13 billion. There was a sizable
volume of new credits to Mexico and to some Asian countries, but
identified claims on most other developing countries decreased. Indeed,
one salient feature, which is dealt with in further detail in the last section
of this chapter, was the contrast between banks’ credit relations with Latin
American countries other than Mexico, which continued to stagnate or
decrease, and the continuing buoyancy of activity in Asia.

Elsewhere in the developing world, there were major changes in
banks’ business with OPEC and non-OPEC countries in the Middle East.
With the exceptions of Iran, Saudi Arabia and Qatar, banks' claims on all
Middle Eastern countries declined. At the same time, nearly all countries
within the group reduced their deposits with the reporting banks.
However, Egypt and Jordan, which received a sizable volume of funds from
other Arab countries, increased their deposits and strengthened their net
asset positions vis-a-vis the banks. By far the largest decline in deposits was
recorded for Kuwait ($6.2 billion).

Several factors contributed to this downturn. The Gulf conflict left
countries in the region with extensive damage and huge reconstruction
costs. Moreover, they suffered from lower oil prices and, with the excep-
tion of Saudi Arabia, Iran and Oman, reduced crude oil shipments. The
repercussions of the BCCI affair disrupted banking business in several coun-
tries and affected the financial links between the major centres in the
region. Finally, in anticipation of possible United Nations economic sanc-
tions, Libya drew down its deposits by $1.9 billion in the fourth quarter of
1991. The withdrawals from banks in industrial reporting countries alone
were even larger ($2.5 billion).

The $1.7 billion decline in banks’ outstanding claims on eastern Europe
understates the retrenchment in lending to most of these countries. While
claims on the former Soviet Union rose on balance by $1.3 billion, they
would in fact have fallen by about $4 billion had it not been for a large
volume of officially guaranteed new credits, the bulk of which came from
Germany. The largest declines in claims were recorded vis-a-vis Hungary
($1.5 billion) and Czechoslovakia ($0.8 billion). Both countries reported
current account surpluses in convertible currencies, enjoyed substantial
capital inflows, increased their exchange reserves and added to their
deposits with the banks ($1.9 and 1.4 billion respectively). By contrast, in
the face of a sharp turnround in its current account balance and a dearth of
new credits, Poland's deposits with the reporting banks fell by $2.5 billion.

Finally, banks’ new lending to developed countries outside the
reporting area amounted to a mere $0.5 billion. On a net basis sizable
inflows of new funds from the reporting banks were recorded for Portugal
($3.6 billion) and New Zealand ($1.5 billion). Outstanding claims and
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BIS reporting banks' business with countries outside the reporting area
Positions of banks vis-a-vis Changes, excluding exchange rate effects Stocks
at end-
1984 | 1985 | 1986 | 1987 | 1988 | 1989 | 1990 | 1991 1991
in billions of US dollars
Borrowing from reporting banks
Non-reporting developed
countries 5.2 7.3 7.2 4.8 2.1 2:9 6.0 0.5 149.3
Eastern Europe -0.1 57| 37| 23| 83| 93 9917 92.2
of which: former Soviet Union 1.6 3.7 3.6 0.3 55 75 |— 6.2 1.3 54.0
OPEC —2 0.2 0.5 2.2 5.4 57 |— 23 |— 46 1335
of which: Middle East 0.3 | -1.4 |- 0.9 2.2 4.5 7.6 |— 0.7 |- 6.7 54.1
Non-OPEC LDCs 9.7 | 1.0 3.1 2.2 | —2.4 |[-19.6 |- 5.7 | 13.3 380.6
of which: Latin America™ 53 .7 1.5 | =3.7 | =5.0 |-16.7 |-23.0 |- 0.9 186.4
Asia 4.8 8.1 2.6 7 3.9 03| 180 | 17.8 159.0
Africa 0.1 0902 |—-086|—-06 |- 1.8 0.0 |— 1.6 22.2
Middle East -04| 03|-08|-11|-07|-14|-07 | 20 12.9
Total borrowing 128 | 24.1 | 144 | 116 | 135 |- 1.7 119 | 75 755.5
Deposits with reporting banks
Non-reporting developed
countries 2.7 3.5 7.4 6.1 13.4 | 17.3 7.8 |— 35 106.6
Eastern Europe 43| 28| 02 |-07| 41| 02| 59| 13 22.1
of which: former Soviet Union 1.7 | 0.9 0.8 | —19 1.8 |- 07 |- 6.6 0.3 8.8
OPEC 4.0 6.6 —22.1 19.2 | 11.6 | 144 | 254 |—14.0 233.5
of which: Middle East 1.0 0.8 |-13.5 | 17.5 | 12.0 95| 180 |-17.6 180.3
Non-OPEC LDCs 19.3 57| 129 | 242 | 124 | 25.7 | 649 3.7 363.1
of which: Latin America* 10.1 0.4 0.7 6.7 34 46| 19.0 |- 2.9 115.4
Asia 98| 25| 131 | 140| 77| 165 | 346 | 2.1 174.9
Africa 1.0 1.4 0.0 1.6 1.5 7 3.7 |- 07 26.0
Middle East —-1.6 1.4 |— 0.9 1.9 | =0.2 2.9 7.6 1 46.9
Total deposits 303 | 18.6 |— 1.6 | 48.7 | 41,5 | 57.6 | 92.2 |-12.6 725.4
* Including those countries in the Caribbean area which are not classified as offshore banking centres.
liabilities vis-a-vis the former Yugoslavia fell by $1.7 billion and $2.9 billion
respectively. At the end of 1991 its deposits stood at only $4.9 billion, half
the level at the end of September 1990.
The syndicated credit market
The recession in the industrial world, the specific uncertainties and tensions
affecting international banking, and the receptiveness of the bond markets Reduced
had a strong impact on syndicated lending. Last year announced new facili- volume of
ties declined by 14% to $137 billion, and of this total $20 billion alone was "e“;_s)’"d'cate‘j
; : - ; ; credit
accounted for by jumbo credits arranged for Saudi Arabia, Kuwait and one facilities

US company. Terms on new lending hardened: average spreads rose to
77 basis points, the widest margin yet recorded, and the average maturity
of new facilities fell to an all-time low of five years and four months. Banks
also reportedly tightened covenants on new credits and required better
gearing ratios from borrowers. The shift away from highly leveraged trans-
actions was reflected in the low volume of facilities arranged for mergers
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and acquisitions, which shrank to less than $5 billion from $62 billion in
1989 and $29 billion in 1990.

Despite the overall unfavourable market conditions last year, there
was a marked resurgence in syndicated lending to developing countries,
with major financings being arranged for Indonesia, South Korea, Mexico
and Thailand. OECD countries received only two-thirds of new financing.
Very pronounced declines were recorded in new syndicated loan facilities
arranged for UK borrowers, which made greater recourse to bilateral
credits, and for Italian entities, which were temporarily shut out of the
market following a dispute over the status of government guarantees in the
case of a major insolvency proceeding. There was also a pronounced shift
by Canadian borrowers from the syndicated credit market to the interna-
tional bond market.

The international securities market

The short and medium-term note market

New placements of short and medium-term Euro-notes accounted for 17%
of the net volume of new funds raised in the international securities
markets last year, against 20% in 1990. At the shorter end of the maturity
spectrum, largely comprising Euro-commercial paper (ECP), the out-
standing volume of Euro-notes rose by 19% to $106.4 billion. Over 40%
of these net new placements were denominated in currencies other than
the dollar, with a considerable volume of issuance being in ECUs and ltalian
lire. Despite the strong growth last year, there were indications of a
consolidation in this market sector. Announced new programmes for the
issuance of short-term Euro-notes declined to $38 billion, the lowest level
since 1984. Moreover, net new placements of ECP were concentrated in
the first quarter, with activity tailing off thereafter. Intensified concern
about the credit standing of issuers tended to restrict the eligible pool of
new borrowers and contributed to the better performance of under-
written paper relative to ECP in the latter part of the year.

The further expansion in the market for short-term Euro-notes
contrasts with developments in many domestic commercial paper (CP)
markets. After several years of very rapid growth the volume of commer-
cial paper outstanding in domestic markets contracted worldwide, from
$813 billion at the end of 1990 to $771 billion at the end of 1991.
However, this decrease cannot be ascribed entirely to the recessionary
climate or interest rate factors. Instead, it is largely attributable to a
number of specific developments in individual countries. In the United
States the raising of the minimum credit rating for eligible investments in
commercial paper by money market mutual funds and heightened credit
risk sensitivities were key factors in the 5% contraction in outstanding
paper. In Japan, before 1991 issuers had tapped the market to exploit
arbitrage opportunities. Last year the narrowing of interest rate differen-
tials vis-a-vis other instruments reduced the scope for such strategies and
contributed to the 16% decline in outstanding commercial paper. In Spain
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Domestic and international markets for commercial paper and medium-term notes
Items Market | 1986 | 1987 | 1988 | 1989 | 1990 | 1991
OPening  amounts outstanding at end-year, in billions of US dollars'
Commercial paper markets
United States pre-1960 | 325.9 | 373.6 | 451.6 | 521.9 | 557.8 | 5281
Japan end-1987 - 13.8 73.8 91.1 | 117.3 99.0
France end-1985 37 7.6 10.4 22.3 31.0 308
Spain 1982 6.2 3.9 5.0 7.4 25.6 7.2
Canada pre-1960 | 119 | 149 | 21.0| 250 | 26.6 | 26.1
Sweden 1983 3.7 7.8 9.5 15.9 234 24.0
Australia? mid-1970s 4.1 7.5 7.9 1.1 10.9 12.2
United Kingdom 1986 0.8 38 57 5:7 7.5 7.0
Finland mid-1986 0.4 2.5 4.9 6.9 8.3 5.9
Germany early 1991 - = = = = 5.4
Netherlands 1986 0.1 0.9 1.0 0.8 2.0 2.6
Norway end-1984 0.9 2.1 1.7 2.0 2.3 2.0
Belgium 1990 - “ = - 0.1 0.3
Total domestic 357.7 | 438.4 | 592.5 | 710.1 | 812.5 | 771.3
Euro-commercial paper mid-1980s | 13.9 | 333 | 53.2| 585 | 703 | 796
Other short-term Euro-notes early 1980s 15.1 16.9 13.5 11.1 19.1 26.8
Total 386.7 | 488.6 | 659.2 | 779.7 | 901.9 | 877.7
Medium-term note markets
United States early 1970s 35.03| 50.03| 65.03| 75.9 99.7 | 1417
Euro-medium-term notes mid-1980s 0.4 2.6 5.6 9.6 21.9 38.5
! Converted at end-year exchange rates, except for Australia. 2 Amounts outstanding at end-June converted at end-June
exchange rates. 7 Estimated.
Sources: Euroclear and national authorities.

CP issuance had surged in 1990 owing to the imposition of ceilings on the
growth of domestic bank credit and to restrictions on foreign borrowing.
Following the lifting of these restrictions last year, the market expanded
at a much slower pace. Finally, in France the stagnation of the CP market
was due partly to a shift by investment funds (SICAVs) into negotiable
CD:s following the lowering of reserve requirements in the last quarter of
1990.

By contrast, the German CP market, in which the first issuing
programme was only announced in February 1991, recorded strong
growth. At the end of March 1992 DM 28.5 billion of programmes had
been established and DM 12.9 billion of securities had been placed in the
market. Unlike other domestic markets, such as that for sterling commer-
cial paper, the existing programmes of German borrowers have been
heavily utilised. A number of major companies have turned to the CP
market because of the lower cost of funding compared with borrowing
from domestic banks. Issuing activity has also been underpinned by the
attractiveness to investors of the high level of short-term Deutsche Mark
interest rates.

The market for Euro-medium-term notes (EMTNs) witnessed a
further very pronounced expansion last year. Announcements of new
programmes amounted to $54.2 billion, or nearly two and a half times the
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volume in 1990, and outstanding paper rose by 75%. While the growth in
the EMTN market reflected the general shift to longer maturities which
occurred in most domestic and international financial markets, other devel-
opments also played an important role. Firstly, financial intermediaries
committed themselves more fully to the market and attempted to widen
the spectrum of investors and issuers. Secondly, the market matured in
terms of issuance flexibility, increasing its competitiveness vis-a-vis private
placements of Euro-bonds. EMTN facilities benefited from their relatively
low cost once they had been established, as well as from the discretion
with which new issues could be placed and from the wide spectrum of
maturities available. The range of instruments issued under EMTN
programmes has also broadened to comprise floating rate notes, and many
new issues featured special embedded options. Finally, markets opened up
in several new currencies. As a result, 58% of net placements were in
currencies other than the dollar, whereas in 1989 the dollar had accounted
for over 80% of net new issues. Issuance was especially strong in Italian
lire, sterling, ECUs and yen.

The expansion of the EMTN market was mirrored in the domestic
markets. The US market for medium-term notes grew strongly last year,
with gross new issues by US entities expanding by 55% to $72 billion.
Elsewhere, domestic markets for medium-term notes have been opened in
the United Kingdom (1990) and France (1992), but issuance has been
modest.

The international bond market

Issue activity and turnover in the international bond market rose to record
levels last year. Announced new issues soared to $317 billion, or 31% more
than in 1990. The prevalence of expectations of declining interest rates and

Main features of international bond market activity

Components Years 1991 Stocks
at end-

1989 | 1990 | 1991 Ql Qll Qi Qv 1991
in billions of US dollars

Total announced gross new issues' 262.8 | 241.4 | 3167 | 914 | 834 | 756 | 663

Straight fixed rate issues 150.2 | 165.9 | 255.2 | 77.8 | 60.6 | 59.3 | 57.5

Floating rate notes 27.3 | 425 | 19.1 6.3 4.1 4.5 4.2

Equity-related issues? 852 | 331 | 424 74| 186 | 11.8 4.6

Total completed gross new issues 264.6 | 239.8 | 3189 | 839 | 815 | 687 | 848

minus: Scheduled repayments 57.7 | 86.8 1282 | 340 | 27.6 | 27.5| 39.0

minus: Early repayments 3.5 | 211 | 19.6 3.6 5.5 3.8 6.7

=Total net new issues 1754 (1319 [ 1711 | 463 | 484 | 374 | 39.0| 1,651.4

Straight fixed rate issues 89.7 | 80.5|142.7 | 41.7 | 334 | 266 | 41.0| 1,1585

Floating rate notes 11.0 | 28.3 3.2 2.5 2.1 0.7 | —20| 2105

Equity-related issues? 74.8 | 23.1 | 25.2 21| 129 | 10.1 0.0 2824

! Non-dollar bonds are converted into dollars at exchange rates prevailing on announcement dates. 2 Convertible bonds and

bonds with equity warrants.

Sources: Bank of England, ISMA and BIS.
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Yields of selected international bonds*
and Euro-dollar deposit rates

Wednesday figures, in percentages

Euro-dollar bonds

Euro-yen bonds

Foreign DM bonds 14
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Six-month Euro-dollar 12
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* Yields in annual terms for a sample of bonds with an average life of five years.

diminishing concern about the inflation outlook boosted investors' demand
for straight fixed rate bonds, whereas new issues of floating rate notes
(FRNs) contracted markedly. There was a revival in issuance of equity-
related bonds from the low levels recorded in 1990, but the bulk of new
offerings was concentrated in the summer following the short-lived
recovery of the Tokyo stock market.

A very sizable share of new issues replaced maturing or existing
bonds. Moreover, the volume of scheduled redemptions, which amounted
to $128 billion in 1991, is expected to increase further to about $190 and
270 billion in 1992 and 1993. One-quarter of the bonds maturing in these
years are equity-related bonds issued by Japanese entities in the late 1980s
which have not been converted into equity or whose warrants have not
been exercised because of the decline in the Tokyo stock market in the
past two years.

Straight fixed rate bonds. New issuing activity in the straight fixed rate
sector was 50% higher in 1991 than in 1990, while turnover volume in
secondary markets, which had declined somewhat in recent years, rose to
record levels. Activity was especially buoyant during the first quarter after
the uncertainties associated with the Gulf war had receded. In the US
dollar and sterling sectors investors’ demand was boosted by the prospect,
which in fact materialised, of falling interest rates and attendant capital
gains.

Several other developments contributed to the sharp expansion in

174

... owing in part
to increasing
redemptions

Unprecedented
volume of fixed
rate issues



Large-scale
borrowing by
governments

Buoyant
business in
non-traditional
currency
sectors

Subdued FRN
activity

issuance in the straight fixed rate sector. Firstly, governments and other
public sector entities stepped up their use of the international market,
accounting for 22% of total new announcements, up from 17% in 1990.
Secondly, new issues in “non-traditional” currencies expanded very
markedly. The volume of ECU bond issues doubled, with activity heavily
concentrated in the first quarter (see page 185). The strength of the
Canadian dollar until the end of the year, combined with high yields, fuelled
investor demand for Canadian dollar bonds. Other non-traditional Euro-
bond currency sectors, such as the French franc, the ltalian lira, the Dutch
guilder and the Spanish peseta, experienced vigorous growth rates of new
issuing activity well in excess of 75%. Regulatory changes, high yields and
the perceived stability of these currencies within the ERM were the main
factors contributing to the expansion of these sectors. Finally, Japanese
companies shifted their issuance in the international market from equity-
related bonds to straight fixed rate issues in yen.

Floating rate notes. The sharp contraction in new issues of floating
rate notes, from $43 billion in 1990 to $19 billion, reflected investors’
expectations that interest rates on many currencies would decline. More-
over, there was mounting concern regarding the credit quality of issuers, in
particular financial institutions, which account for about 70% of FRNs
outstanding. Despite the difficulties of the property market and the down-
grading of a number of financial institutions providing credit guarantees, the

Issuing activity in the bond market*
and the US dollar effective exchange rate

[ |ssues in US dollars (left-hand scale)
Issues in other currencies (left-hand scale)
Effective exchange rate (weekly averages; right-hand scale)

USS bn end1989 =100

40 108

* Straight fixed rate issues, on an announcement basis.
Sources for bond issue data: Bank of England and BIS.
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Type and currency structure of international bond issues

Sectors and currencies Announced gross new issues Net new issues Stocl:ls
at end-
1988 1989 1990 1991 1988 1989 1990 1991 1991
in billions of US dollars

Straight fixed rate issues 160.8 | 150.2 | 165.9 | 255.2 | 99.0 | 89.7 | 80.5 | 142.7 [ 1,158.5
US dollar 47.3 54.6 52.2 74.3 26.7 26.0 15.9 27.9 3497
Japanese yen 18.8 | 231 30.2 | 391 1.7 | 153 | 247 | 21.2 193.4
Swiss franc 18.2 5.7 15.5 135 0.9 =39 3.5 3.5 117.7
Deutsche Mark 21.2 9.4 7.3 121 14.0 6.2 1.3 4.7 1141
ECU 10.7 11.7 15.1 30.2 9.4 1.5 9.6 24.4 92.8
Pound sterling 11.8 11.9 9.5 17.2 10.5 10.9 7.8 14.8 78.2
Canadian dollar 13.2 10.9 6.3 22.5 11.8 10.0 1.7 14.0 60.1
French franc 3 4.6 7.8 16.4 2.0 4.2 6.0 14.7 38.9
Other 17.3 18.2 21.9 30.1 12.0 13.5 10.1 17.6 113.5
Floating rate notes 244 | 273 | 425| 1941 59| 110 283 32 210.5
US dollar 7.0 10.2 15.0 4.5 —9.2 —0.4 7.6 —4.9 110.8
Pound sterling 11.5 93| 10.8 7.6 9.9 7.3 7.0 4.6 48.2
Deutsche Mark 1.4 2.6 8.2 2.8 1.4 24,2 7.3 2.7 23.7
Other 4.5 5.3 8.4 4.2 38 1.8 6.4 0.8 27.9
Equity-related issues 42.0 85.2 331 42.4 341 74.8 23.1 25:2 282.4
US dollar 29.0 65.1 19.5 24.8 26.2 60.4 15.9 15.3 184.8
Swiss franc 8.3 13.6 8.2 7.0 4.3 8.8 4.0 24 54.3
Other 4.7 6.5 5.4 10.6 3.6 55 3.1 7.7 43.2

Sources: Bank of England, ISMA and BIS.

issuance of sterling mortgage-backed securities remained quite buoyant,
amounting to $5.1 billion, or $0.8 billion more than in 1990. Finally, the
secondary market for FRNs continued to be plagued by a lack of liquidity.
This was true particularly of the perpetual FRNs and variable rate notes
issued by banks.

Equity-related bonds. Despite a 30% increase last year, issuance of Uneven pace
equity-related bonds was less than one-half the record level attained in of equity-related
1989. Moreover, the share of new issues accounted for by Japanese enti-  1SSUes
ties, the dominant borrowers in this market, contracted to less than three-
quarters. Issuance was concentrated in the second and third quarters in the
wake of the rally on the Japanese stock market (see the graph on
page 136). Subsequently, the pronounced weakness of the Tokyo stock
market, and the scandals involving several financial institutions, brought
new issuing activity to a virtual standstill.

Last year also witnessed a resurgence of new share issuance in the Resurgence
international markets. The volume of equity raised internationally of international
amounted to $20 billion, or 50% more than in 1990. The major issuers share issues
were US companies seeking to restructure their balance sheets as well as
European and Latin American entities being privatised.

Borrowers in the securities markets worldwide

There were several similarities between overall developments in the inter-
national and domestic markets. The total volume of gross issues placed in
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the domestic bond markets also rose to record levels, from $2,230 billion
in 1990 to $2,600 billion in 1991. As in the international markets, the
volume of refinancings was very high and, in spite of the pronounced
increase in gross issuance, the total net volume of funds raised expanded by
only 9% to $1,157 billion.

The growth in net issues in domestic bond markets was more than
accounted for by public sector entities, whereas the net volume of funds
raised by private sector borrowers fell by 11% to $388 billion. Moreover,
last year private sector entities repaid on a net basis $13 billion taken up in
the domestic commercial paper and medium-term note markets. At the
same time, private sector entities made increasing use of the international
securities markets and as a result the share of international bonds and Euro-
notes in their outstanding borrowing in securities markets worldwide rose
to over 19%. Although there was a steep decline in the net volume of
funds raised by financial institutions, they remained by far the largest
private sector issuers of securities, taking up close to $310 billion worldwide.

Borrowers in various countries differed in the way they used the
international and domestic markets. In the United States, as result of the
recession and of balance-sheet restructuring, net issues by private sector
entities worldwide fell by over one-third. In their domestic market US enti-
ties redeemed a large volume of commercial paper but issued medium-term
notes. As the differential between interest rates in the US domestic CP and
the ECP markets narrowed markedly, US borrowers also turned to the
international market. The contraction in new borrowing in the US domestic
bond market was due to a sharp decline in funds raised by financial institu-
tions facing growing concern about their credit standing.

The financing pattern of Japanese borrowers differed markedly in

Issuing activity in the domestic and international bond markets

Currencies Domestic markets! International markets Amounts outstanding
at end-1991
Total of which: Total of which: Domestic |  Inter-
Public sector Public sector? national
1990 1991 1990 | 1991 | 1990 | 1991 1990 | 1991
net issues adjusted for exchange rate movements, in billions of US dollars
US dollar 5754 | 5266 | 386.4 | 387.7 | 394 | 382 69| 10.3 | 6,088.3 645.4
Japanese yen 120.5 1415 | 408 | 616 | 267 | 211 7.5 3.9 2,7371 202.4
Deutsche Mark 151.7 | 150.3 | 57.8 | 58.0 92| 112 2.3 0.8 | 1,112.7 157.7
Italian lira 64.3 118.0 | 59.2 | 104.4 6.0 9.3 2.4 4.2 847.8 24.4
French franc 38.5 335 | 16.6 | 184 78| 158 2.0 4.9 521.6 45.7
Pound sterling —197 131 |-17.5 | 144 | 162 | 21.0 2.0 4.7 259.8 138.2
Canadian dollar 23.3 321 17.8 27.7 1.6 14.0 | —0.2 5.5 345.2 62.1
Swiss franc 12.0 13.4 3.5 2.3 7.3 3.3 1.2 1.8 105.0 172.9
Other? 99.1 128.1 645 | 939 | 17.7 | 352 | 107 | 224 | 1,371.5 202.6
Tortal 1,065.1 |1,156.6 | 629.1 | 768.4 | 131.94| 171.14| 348 | 58.5 |13,389.0 | 1,651.4

1 OECD countries only, excluding lceland and Turkey.
4 Including net international issues of $3.6 billion in 1990 and $12 billion in 1991 by entities from countries for which domestic
bond issues are not included in the table. Of these net issues $3.1 and 7.3 billion respectively were issued by the private sector.

Sources: Bank of England, ISMA, national authorities and BIS.

2 Including international institutions, 3 Including the ECU.
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Issuance by private sector entities in the domestic
and international securities markets’
Countries Domestic markets International markets Memorandum items
and years Total of which Total of which Issues by Inter-
Com- Bonds Short- | Medium-| Bonds ﬁqam._‘ia! narquaf' 2
mercial term term el Rl
paper Euro- notes e
notes
net issues adjusted for exchange rate movements, in billions of US dollars in %
United States
1990 236.4 47,43 189.0 3.2 —-2.8 2.6 3.4 168.1 7.4
1991 144.7 5.83| 138.9 4.5 3.7 2.5 -1.7 53.2 7.1
Germany
1990 93.8 = 93.8 6.7 = = 6.7 100.1 2.5
1991 77 5.4 92.3 10.7 1.1 0.2 9.4 98.5 8.7
Japan
1990 99.8 201 79.7 38.7 1.0 0.4 37.3 77.24 27.4
1991 53.0 | —26.9 79.9 42.5 —0.1 =41 42.7 48.6% 27.4
France
1990 27.6 5.8 21.8 13.8 1.6 1.0 1.2 25.3 22.6
1991 15.2 0.1 15.1 20.6 27 13 16.7 27.1 25.7
United Kingdom
1990 =21 = =2.1 25.4 6.2 2.5 16.7 13.6 80.7
1991 =17 | — 04 —-1.3 301 4.2 2.9 23.0 11.1 84.5
ltaly
1990 5.2 = 5.2 6.7 1.3 0.3 51 11.0 21.1
1991 13.6 - 13.6 8.6 39 1.8 2.9 20.0 23.7
Sweden
1990 2.4 L f 15.4 6.4 2.7 = 37 25.4 14.4
1991 13.9 0.2 13:7 1.4 —1.6 0.6 2.4 14.6 13.2
Australia
1990 50 || = BT 5.7 5.0 0.8 3.3 0.9 5.94 70.9
1991 6.1 1.6 4.5 1.0 15 1.7 =272 5.64 66.3
Canada
1990 71 1.7 5.4 1.5 = 0.5 1.0 0.94 47.5
1991 28| = 0.6 4.4 6.2 = 0.3 5.9 —0.94 48.3
Other
1990 41.2 19.1 221 16.7 7 1.0 8.0 14.8 25.5
1991 28.5 1.4 271 6.4 —2.6 2.8 6.2 29.5 255
Total®
1990 535.1 5994 436.0 | 1241 18.5 11.6 94.0 | 4423 18.8
1991 3748 | —13.4 388.2 | 132.0 12.8 13.9 105.3 307.3 19.2
! Excluding equities. 2 As a share of total securities outstanding in domestic and international markets at end-year.
3 Including corporate medium-term notes. *Excluding issues of commercial paper in domestic markets. 5OECD
countries only, excluding Iceland and Turkey.
Sources: Bank of England, ISMA, Euroclear, national authorities and BIS.

1991 from the preceding year. The volume of funds raised by financial insti- ~ Shift in financing
tutions in the securities markets worldwide tailed off from $77 billion in  pattern of
1990 to $49 billion. Non-financial companies redeemed a sizable volume of ~Japanese entities
commercial paper in the domestic market, while expanding their bond

issuance worldwide. A shift to yen-denominated issues in the international

market was favoured by the reduction to only one month of the period
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that must elapse before Euro-bonds issued by Japanese borrowers can be
resold to Japanese investors.

Canadian, French, lItalian and UK private sector entities sharply
increased their recourse to the international securities markets. A large
proportion of the new issues in the international markets were in these
borrowers’ own currencies. Italian entities were the largest issuers in the
ECP market, whereas UK residents borrowed heavily in the international
bond market. In the case of French and Italian entities funds raised by banks
to strengthen their capital base accounted for a sizable share of such
borrowing.

The markets for derivative financial instruments

Financial futures and exchange-traded options

There were marked regional differences in activity in derivative instru-
ments traded on various organised exchanges last year. In Europe trading
volume expanded by nearly 40%, with the largest increases being recorded
in contracts linked to government bonds, of which a number of new ones
were introduced in 1990 and 1991. Among these, the most successful
contracts were the Swedish krona interest rate futures, the Italian govern-
ment bond futures traded on LIFFE, the long-term ECU interest rate
futures traded on the MATIF, the notional contract on peseta bonds and
the Danish government bond futures. At the shorter end of the maturity
spectrum open positions in contracts on short-term deposits denominated
in European currencies increased by 65%.

Turnover in futures and options in many other markets suffered a
setback. In Japan many market participants were led to unwind their posi-
tions in equity-linked derivatives as a result of the stagnation of the
domestic equity market, the losses incurred by many traders and the scan-
dals affecting some securities companies. Moreover, there was official pres-
sure aimed at curbing cash/futures arbitrage and limiting the introduction of
new equity-related derivatives. A 21% decline in the trading volume in
government bond futures was due partly to the greater stability of bond
yields.

A decline in turnover in the futures markets was also recorded for the
US exchanges. Lower volatility of long-term interest rates, a reduced
turnover in the cash government bond market and proposals to tax trans-
actions in futures contributed to this contraction. By contrast, open posi-
tions in options contracts on interest rate futures doubled.

A number of indicators suggest that exchange-traded derivatives have
grown in importance relative to the underlying cash instruments. Firstly,
trading in futures in many instances now exceeds that in cash markets. By
1991 in several government bond markets the value of turnover in futures
contracts exceeded cash transactions by a wide margin: for example, by
440 and 250% in the case of the French and German government bond
markets respectively. Lower transactions costs, greater leverage and higher
liquidity have been important factors in the substitution of futures trading
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Derivative financial instruments traded on organised exchanges worldwide

Instruments Annual turnover of contracts Open
positions at
1987 | 1988 | 1989 | 1990 | 1991 end-1991
in millions in billions
of US dollars
Futures on short-term interest rate instruments 29.4 | 33.7| 702 | 758 | 848 1,907.5
of which: Three-month Euro-dollar’ 23.7 | 252 | 46.8| 394 | 41.7 1,100.5
Futures on long-term interest rate instruments 116.3 | 122.6 | 130.8 | 143.3 | 149.7 250.7
of which: US Treasury bond? 69.4 | 738 | 728 | 782 | 69.9 29.8
Notional French government bond? 11.9 | 124 | 15.0| 16.0| 21.1 11.2
Ten-year Japanese government bond* 184 | 188 | 19.1 | 164 | 129 122.0
German government bond* =~ 0.3 5.3 9.6 | 12.4 20.2
Currency futures 208 | 221 | 27.5| 291 | 29.2 17.8
Interest rate options and options
on interest rate futures 29.3 | 305 | 39.5| 52.0| 508 1,072.4
Currency options and options on currency futures| 18.2 | 18.2 | 20.7 | 18.8 | 21.5 59.4
Total 214.0 | 227.1 | 288.6 | 319.1 | 336.0 3,307.8
of which: In the United States 161.4 | 165.3 | 198.1 | 205.7 | 199.7 2,004.3
In Europe 27.2 | 326 | 49.0| 61.0| 84.2 680.2
In Japan 18.3 | 188 | 23.7 | 336 | 30.0 390.5

! Traded on the Chicago Mercantile Exchange — International Monetary Market (CME-IMM), Singapore Mercantile Exchange
(SIMEX), London International Financial Futures Exchange (LIFFE), Tokyo International Financial Futures Exchange (TIFFE)
and Sydney Futures Exchange (SFE). 2 Traded on the Chicago Board of Trade (CBOT), LIFFE, Mid-America Commodity
Exchange (MIDAM), New York Futures Exchange (NYFE) and Tokyo Stock Exchange (TSE). ? Traded on the Marché a
Terme International de France (MATIF). 4 Traded on the TSE, LIFFE and CBOT. °® Traded on the LIFFE and Deutsche
Terminboérse (DTB).

Sources: Futures Industry Association, various futures and options exchanges and BIS calculations.

for dealing in the underlying instruments. Secondly, activity in the futures

markets has increasingly complemented traditional forms of banking

activity. The ratio of open positions in Euro-dollar futures to the

outstanding dollar-denominated interbank assets of BIS reporting banks

rose from less than 14% at the end of 1987 to 40% at the end of 1991. In

the international yen and Deutsche Mark markets, where futures first Banks’ greater
made their appearance in 1989, the ratio of outstanding futures positions to ~ recourse to
interbank claims stood at 34 and 18% respectively at the end of last year. traded
Moreover, banks expanded their own use of futures considerably. In partic- e
ular, between the end of 1990 and the end of 1991 Japanese banks more

than doubled their outstanding long and short open positions in the Euro-

dollar futures contract traded in Chicago to over 35% in relation to their

international interbank claims in dollars.

Interest and currency swaps

In 1990 the outstanding notional principal value of interest rate swaps Vigorous
increased by over 50% to $2,300 billion, and a further $760 billion of new growth of
swaps were arranged in the first half of 1991. There was also a further shift ©OTC derivative
towards interbank (inter-ISDA members) swaps, the share of which rose to markets

39% of interest rate swaps outstanding at the end of 1990. This growing

use of interest rate swaps as an asset/liability management tool was under-
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scored by the decline in the average original maturity of new interbank
swaps to only two and a half years during the first half of 1991.

The share of currencies other than the dollar, which had continued to
expand from 34% at the end of 1989 to 45% a year later, appears to have
tapered off in the first half of 1991. Among the major currencies, between
end-1989 and end-1990 the strongest growth in interest rate swaps was
recorded for the Swiss franc, sterling and the Canadian dollar. The growing
role of non-dollar currencies was associated with a shift in the geographical
and sectoral distribution of end-users of swaps, towards financial institu-
tions and governments in Europe and non-financial corporations in Asia.

The market for currency swaps, including cross-currency interest rate
swaps, also expanded. At the end of 1990 the outstanding notional principal
value amounted to nearly $580 billion, or 29% more than at the end of
the previous year. In many respects developments mirrored those in the
markets for interest rate swaps: the share of interbank business rose; in
relative terms there was a pronounced increase in swaps arranged between
non-dollar currencies; and the importance of US counterparties declined.
One major development has been the expansion of currency swaps
involving continental European currencies such as the ltalian lira and the
Swedish krona. Their growth has been stimulated by the lifting of capital
controls, the persistence of interest rate differentials despite greater
exchange rate stability vis-a-vis the ERM currencies and the rapid develop-
ment of Euro-bond and deposit markets for these currencies.

Data for other over-the-counter (OTC) contracts, such as caps,
floors, collars and swaptions, also suggest continuing vigorous growth. At
the end of 1990 the aggregate notional principal value of these instruments,
at $560 billion, was nearly equivalent to that of exchange-traded interest
rate options. Forward rate agreements (FRAs) appear to have expanded

Main features of the interest rate swap market

Components US dollar | Japanese | Pound |Deutsche| Other | Total
yen sterling | Mark

in billions of US dollars

Notional principal value!
of interest rate swaps
outstanding at end-1990 1,272.7 | 2319 | 2421 | 193.4( 371.5 |2,311.5
by counterparty:
End-user 779.9 105.8 142.0 115.0 259.4 | 1,402.0
Interbank? 492.8 | 126.1 | 100.1 784 | 112.1 | 909.5

Notional principal value?
of new interest rate
swaps in first half of 1991 448.0 73.5 62.6 48.4 | 129.6 | 762.1
by counterparty:
End-user 244.0 34.9 34.6 25.7 | 87.5| 4268
Interbank? 204.0 38.5 28.0 22.8 42.1 335.4

! Hypothertical underlying amount on which swap payments are based. 2Swaps between ISDA
members adjusted for double-counting of positions.

I_Source: International Swap Dealers Association Inc. (ISDA).
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Composition of new currency swaps in the first half of 1991

Currencies Total of which of which
notional | oainst US | against end- fixed/
amount®® | g jjar2 other user floating?
currencies?
in billions of US dollars
Japanese yen 50.4 33.6 16.8 29.2 23.2
Australian dollar 15.2 6.1 9.0 10.2 31
Swiss franc 37.8 16.8 21.0 231 15.3
Deutsche Mark 15.1 7.3 7.8 10.6 6.4
ECU 12.7 7.8 4.8 10.3 8.5
Pound sterling 13.2 8.5 4.7 10.2 5.7
Canadian dollar 12.0 10.8 12 10.4 6.8
Sub-total 156.3 91.0 65.3 104.0 69.0
Other 50.9 24.5 26.3 37.4 21.5
minus: Double-counting
of non-dollar swaps —~45.8 = —45.8 -33.0 -10.0
Total 161.3 115.5 45.8 108.4 80.5

T Hypothetical underlying amount on which swap payments are based. 2 Adjusted for double-
counting of positions reported by ISDA members.

Source: ISDA.

strongly since the end of the 1980s, although reliable estimates of the
overall size of the market are not available. It appears that for many banks
outstanding positions in FRAs approach those of their interest rate swap
books. However, in Japan there are still many limitations, and even certain
outright prohibitions, on the use of this instrument.

Changes in market structure and policy concerns

Financial innovation has remained a key feature of activity in derivatives. In  Growth of
addition to the introduction of several new instruments on organised new derivative
exchanges, last year saw the further extension of OTC financial products in ~ Markets....
a number of new areas. OTC equity-related derivatives, which typically
consist of swaps in which one stream of payments is tied to an individual
share price, a basket of shares or an equity index, have grown especially ... for equity...
rapidly and by the end of 1991 the outstanding notional value was estimated
by the International Swap Dealers Association (ISDA) at $125 billion.
The uncertainties connected with the Gulf war stimulated the use of
commodity swaps, which were described in last year's Annual Report. ...and
An increasing number of financial institutions, particularly in the United commodity
States, have been involved in these markets. Finally, end-user business OTC contracts
appears to have been increasingly driven by “structured products” which
generally carry highly complex option-like features tailored to the end-
user’s specific needs.
Last year witnessed growing competition — often with official encour-
agement — both between the OTC markets and organised exchanges and
among different exchanges. For example, in Europe the LIFFE and MATIF
exchanges contended for market shares in the ECU and ltalian lira bond
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futures contracts. And, as already mentioned, equity-related derivatives,
which have traditionally been traded on exchanges, have now become
more widely available as OTC instruments. However, there were a number
of derivative products which did not succeed in attracting business away
from their competitors; exchange-traded futures on swap contracts were
one notable example.

Competition has in many respects been helpful to the development of
the markets. It has stimulated product innovation and, as in the case of the
Italian and German government bond contracts initially traded only
offshore, has spurred the authorities to permit new markets to be opened
at home. Competition between markets has also led to improvements in
contract design, and in some instances new derivatives have enhanced the
liquidity of the underlying instruments. Nevertheless, the proliferation of
new products has given rise to some concern about the potential effects
on the integrity and smooth working of the financial system. Firstly,
exchanges may be led to attract business by raising or removing maximum
daily fluctuation limits or reducing margin requirements. Indeed, the
absence of margining has often been used to market OTC contracts.
Secondly, excessive competition may result in the mispricing of contracts,
especially when intermediaries take on highly complex credit exposures.
Finally, the proliferation of contracts, the fragmentation of markets and
the co-existence of disparate trading arrangements for similar products (for
example, screen-based and open outcry systems) may reduce the market
liquidity of certain instruments.

There have been several indications of heightened perceptions of the
potential credit risks inherent in these markets. The change in the spread
over Treasury securities of ten-year interest rate swaps, which in earlier
years tended to lie close to the spread of A-rated bonds but has more
recently moved closer to that of AA-rated bonds, appears to suggest that
only institutions with a high credit standing can be acceptable as counter-
parties to longer-term swaps. The declining maturity of new interest rate
swaps is also consistent with heightened risk perceptions.

The year under review also saw some regulatory concerns emerge
with respect to certain aspects of OTC derivatives trading. In some cases
these reflected a judgement that certain derivative activities are incompat-
ible with banks’ traditional business. For example, in the United States state
banks were required to seek approval for their involvement in commodity
and equity-linked derivative products. Other countries, in which banks are
prevented by regulation from dealing in or holding commaodities (usually
with the exception of gold and silver), have also considered placing restric-
tions on banks' involvement in commodity-linked derivatives, in part
because of the absence of natural hedging potential for such exposures in
their balance sheets. In other cases, concerns reflected a perception that
certain derivative techniques were applied in a deceptive manner. For
example, off-market or discount swaps, in which one counterparty pays a
rate considerably below prevailing market rates, amount in essence to
credit extensions but are not recorded as such on banks' balance sheets.
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A number of regulatory officials also expressed concern that the very
sizable growth of OTC transactions might harbour potential risks for the
financial system. This concern in part reflects a perception that the risks
involved in OTC derivative operations may not always be properly under-
stood and managed by all participants. Legal uncertainties and the lack of
transparency of the many dimensions of exposure in OTC derivatives
business, owing partly to the absence of a universally agreed accounting and
disclosure framework for many such transactions, were also cited as causes
for concern.

As the OTC derivative market has grown, bilateral netting of positions
between large players has become increasingly common. Market partici-
pants have long argued for recognition of netted exposures for purposes of
the calculation of capital adequacy requirements. Although properly
designed and legally recognised netting arrangements may reduce counter-
party exposures and settlement risk, and could contribute to lessening the
potential systemic implications of a major default, regulators have been
concerned that some schemes currently contemplated do not meet these
criteria. Following the publication of the Report on Interbank Netting
Schemes by a committee of senior central bank officials from the Group of
Ten countries in November 1990, which set out criteria for central bank
approval of such arrangements, a group of technical experts of the Basle
Committee on Banking Supervision has considered whether some forms of
netting might be recognised for capital adequacy assessments. The group
recently solicited the views of market participants on a number of unre-
solved supervisory issues. These consultations have been undertaken on the
understanding that they should not prejudge the recognition of netting
schemes for supervisory purposes.

The private ECU market

The private ECU market continued to evolve last year. In the banking
sector, the growth in reporting banks' outstanding ECU assets accelerated
from 14% in 1990 to 18%, while net new financing in the international
bond market rose by 135%, compared with 67% in 1990. At the shorter
end of the securities markets, the outstanding volume of ECU Euro-notes,
which had soared from $3.5 billion to $8.4 billion in 1990, advanced by a
further $4 billion. At the same time, turnover in the secondary market for
ECU-denominated securities rose by nearly 80%, and the ECU was increas-
ingly used in currency swaps and futures and options contracts. The strong
performance of the ECU appears all the more significant as bank credit,
and to some extent even bond issuing activity, in certain other major Euro-
currency sectors suffered a setback. As a result, for the first time in the
history of the narrowly defined Euro-market the ECU ranked first in terms
of both new bank credits and net new bond financing.

However, the increasing use of the ECU in private financial trans-
actions last year should be seen in relation to the strong expansion of some
of the smaller currency sectors of the Euro-banking and Euro-bond
markets. For example, a considerably higher rate of growth was recorded
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The private ECU market

Instruments 1986 1987 1988 1989 1990 1991 | Stocks
at end-
1991

in billions of US dollars

Total bank lending’

Gross 62| 111 | 23.4 | 246 | 249 | 356 |2395

Net? 5.0 8.0 | 12.0| 10.0| 18.0 20.0 | 85.0
International bond issues

Gross completed 6.3 84| 109 | 120| 17.6 | 32.6

Net 5.9 7.5 9.8 6.7 11.2 | 26.3 | 100.6
Net Euro-note placements 4.9 3.9 123
Domestic bond issues

Gross completed 1.7 2.1 84| 103 | 15.0 9.9

Net 1.7 21 8.4 8.7 13.8 6.2 | 54.0

Short-term domestic
Treasury bills and notes

Gross 0.0 2.0 83| 195 | 20.2| 187

Net 0.0 2.0 6.5 3.7 =24 —=2.0 9.2
Memorandum item:

Official holdings

of private ECUs! 1.1 1.4 8.1 73| 137 | 23| 386

1 Changes at constant end-of-period exchange rates. 2 Minus double-counting due to redepositing
among the reporting banks.

Sources: ISMA, Euroclear and national authorities.

by the French franc and the Italian lira markets, although in terms of abso-
lute size they remained much smaller than the ECU sector.

In the bond market newly announced ECU issues rose to a record
$33 billion. After allowing for redemptions, net ECU financing amounted
to $26 billion, representing a 35% surge in the volume of such bonds out-
standing. Transactions were heavily concentrated in the first few months of
the year, when a series of jumbo issues by sovereign entities and interna-
tional institutions was launched. The strong demand for these ECU securi-
ties was reflected in a widening of the spread between the theoretical and
actual yields on ECU bonds. Later in the year new issuance activity fell back
to the average of 1990, owing to market saturation and to uncertainties
concerning the future status of the basket. These uncertainties, which
increased with the approach of the Maastricht Summit, also affected the
secondary market for ECU bonds, where during the fourth quarter there
was a sharp increase in the spread between interest rates on bonds denom-
inated in ECUs and on those in other currencies. Following the Summit in
December, which called for the freezing of the ECU basket, spreads
returned to their previous levels and issuing activity rebounded.

At the same time, the rate of growth of outstanding issues of ECU
government bonds on domestic markets slowed down considerably, from
40% in 1990 to 13%. While the outstanding total of domestic ECU bonds
issued by Spain doubled, France, Greece and ltaly reduced net recourse to
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their own markets. Moreover, redemptions of ECU Treasury bills by ltaly
exceeded new issues. In enhancing their issuing programmes in the interna-
tional bond market, EC governments aimed at widening the range of
investors and promoting the homogeneity of instruments and conditions
over a broad spectrum of maturities.

In the banking sector there were two major developments. Firstly,
new credits to non-bank customers expanded strongly, accounting for 45%
of the increase in BIS reporting banks’ assets in ECUs. However, nearly half
of the total $16 billion of borrowing by the non-bank sector was accounted
for by Swedish residents, who switched a large proportion of their foreign
currency debt into ECUs following the linking of the krona to the ECU in
May 1991. ECU borrowing by ltalian and Spanish entities, the second and
third most important nationality groups of non-bank borrowers last year,
amounted to $1.8 billion and $1.3 billion respectively. Given the relatively
small exchange rate risks, residents of these two countries were attracted
by the lower level of ECU interest rates in comparison with those
prevailing on their own domestic markets.

The second important development in the structure of the ECU
banking market was the shift which took place during the year in the
combined net position of the BIS reporting banks. Their net liability position
first widened to $10 billion at the end of March 1991, from $2 billion at the
end of 1990. Subsequently, there was a sharp turnround and by the end of
the year the banks recorded a net asset position. These movements
mirrored the changes in the attitude of investors towards ECU deposits.
Non-bank deposits, which rose by $7 billion, or 27%, in the period to the
end of June, came to a standstill in the third quarter, when the controversy
over the standing of the “hard” or “frozen” ECU reached its climax. At
the same time, identified official deposits, which represent only a fraction
of the actual amount of ECU assets held by monetary authorities in market
instruments, rose by $1.7 billion (16%) in the first quarter of the year,
before declining by $3.6 billion in the subsequent quarters.

Developing countries and the international financial markets

Last year witnessed a pronounced increase in private capital flows to the
developing world. For the first time since 1986 the BIS reporting banks
recorded an increase in their outstanding net claims on Latin America and
several of the countries in the region regained access to voluntary financing
through the international financial markets. Asian countries, which for the
most part had been less affected by the debt crisis, continued to borrow
large amounts from the banks but at the same time added substantially to
their official reserve holdings. In Africa, however, short-term trade credits,
often backed by official guarantees, remained the only source of private
external financing for the majority of countries.

With heavy reliance on bank financing and little recourse to the inter-
national securities markets, the international financing of the Asian coun-
tries diverged greatly from the general pattern for 1991. In fact, excluding
Taiwan, since the end of 1987 these countries have borrowed $55 billion
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BIS reporting banks' credit relations with selected
developing countries'

Countries and Gross lending Stocks at Memo item: Ratio of|
regions (exchange rate adjusted changes) end-1991 gross banking debt
1988 | 1989 | 1990 | 1991 | Gross | Net | foexternaldebt
claims | claims end~1987l end-1991
in billions of US dollars in %

Latin America? | —4.3 |—18.6 |—31.0 | —1.3 | 208.8 | 65.0 58.4 48.6
Argentina 30 |— 54 |— 2.8 0.2 ] 30.9 9.9 60.3 55.0
Brazil -39 |— 55 |— 58| =59 61.0 37.6 65.5 51.7
Chile —1.8 [— 1.8 |— 0.:6:| —0.9 8.0 1.3 59.9 41.5
Mexico —3.6 |— 1.2 |=15.0 6.3 623 34.0 69.3 63.4
Venezuela 08 |—16|—73| —01| 178 | —6.9 72.2 521

Asia3 6.5 24| 252 | 21.2|1758 32.4 39.4 45.8
China 71 |= 05 .5 57| 37.0( —9.8 47.5 64.8
India 1.4 1.2 14| —1.3 12.4 7 19.5 16.4
Indonesia 0.9 1.6 7.6 4.5 342 | 22.8 37.1 47.2
Philippines —1.9 |= 26 |=— 04 | —0.9 8.7 3.9 48.2 28.5
South Korea | —2.0 1.2 4.1 6.7 | 39.1 | 287 72.7 93,2
Thailand 1.4 157 4.7 6.6 | 22.7 17.3 40.9 82.9

! Including OPEC countries. 2 Including those countries in the Caribbean area which are not
classified as offshore banking centres. * Excluding Taiwan.

from the banks whereas their net issues of international bonds and notes
have amounted to only $5 billion. Because of the banks' overall retrench-
ment in lending to the developing world, exposures to Asia have increased
in relative importance. By the end of 1991 they accounted for 34% of
banks’ claims on developing countries, as against 30% four years earlier.
Moreover, in most major Asian countries the share of external indebted-
ness accounted for by bank borrowing has risen markedly in the last few
years.

Commercial banks have no doubt been impressed in recent years by
the strong economic performance of Asian countries and their relatively
low debt and debt service ratios. At the same time, corporations and banks
from many Asian countries have found the international short and medium-
term credit markets easier to tap and sometimes cheaper than their often
underdeveloped domestic financial markets. This combination of factors has
been particularly important in the case of South Korea, which, having
reduced its external debt/GNP ratio from 53 to 14% between the end of
1985 and the end of 1990, was easily able to finance a deterioration in its
current account balance last year with only minor drawings on its foreign
exchange reserves. Similarly, a comparatively low debt burden combined
with liberalisation measures in the past two years contributed to a surge in
international bank credits to Thailand. Faced with an extremely tight
domestic monetary policy, Indonesian entities, especially banks, borrowed
heavily from BIS reporting banks in 1990 and 1991. However, last October
the authorities, confronted with a rapid deterioration in external debt
ratios, decided to impose a ceiling on domestic banks’ external borrowings.
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BIS reporting banks have also been willing to lend on a large scale to China,
which recorded strong export growth and made substantial additions to its
deposits last year.

The Philippines, the only Asian country engaged in debt relief negotia-
tions, stands out as a major exception to the rise in banks' claims on Asian
countries. Lending to India was also temporarily reversed in the first half
of 1991, when the country experienced acute domestic problems (see
Chapter Ill).

Between the end of 1987 and the end of 1990 the identified
outstanding claims of BIS reporting banks on Latin America fell by
$ 54 billion owing largely to debt conversions, outright loan sales, write-offs
and other debt reduction operations. As a result, the share of claims on
Latin America in banks’ total exposures to developing countries contracted
by 9 percentage points to 42%. Last year, however, witnessed a recovery
in banks’ business with Latin America. Moreover, improved prospects in
several countries, tight domestic monetary conditions and the relaxation of
exchange controls encouraged the repatriation of flight capital. Excluding
the impact of debt reductions on BIS reporting banks' outstanding expo-
sures, which can be estimated at $3.6 billion last year compared with
$26.6 billion in 1990, claims on Latin America rose by over $2 billion.

There was also a sizable expansion of net issues of publicised interna-
tional securities by this group of countries, from $3.5 billion in 1990 to
$5.6 billion. US and European institutional investors were attracted by high
yields and an improving economic performance. The largest issuers in the
international bond market were Mexican entities ($2.6 billion), which also
raised $0.3 billion through publicised Euro-note programmes. In addition,
Mexican financial institutions placed privately nearly $5 billion of CDs.
Despite the absence of an agreement on how to deal with unpaid debt and
accumulated interest arrears, Brazil and Argentina were also able to tap the
bond market, taking up $1.4 and 0.8 billion respectively. Investors have
been willing to purchase issues launched by these countries because in the
past bonded debt has benefited from effective seniority over normal loans.

The strong macroeconomic performance of several Latin American
countries also had a positive impact on average prices in the secondary
market for LDC debt. Between the end of 1989 and the end of 1991 the
secondary market prices of the traded debt of the fifteen “Baker” coun-
tries rose on average by 75%. Owing in part to the substitution of bonds
for bank debt, turnover in this market soared by over 50% to roughly
$100 billion in 1991, after having expanded steadily at a rate of 5 to 10% in
the two preceding years. There has also been an increase in the number of
market-makers and investors. As a result, liquidity has improved for some
types of debt and bid-ask spreads have narrowed. Brokers now operate in
the market and firm quotations can be obtained for selected instruments.

The proper functioning of the secondary market for LDC debt is of
considerable importance to financial market participants, the authorities
responsible for the institutions participating in the market and the
developing countries themselves. Despite the recent expansion of the
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market, prices are on occasion highly volatile, as they were in October and
in early November last year. Moreover, market practices are not standard-
ised and settlement procedures are complex. Owing in part to the hetero-
geneous nature of the debt instruments traded and the wide differences in
the creditworthiness of debtors, the market is segmented. For these
reasons, there appears to be an emerging consensus about the need for
common practices and codes of conduct, and for improvements in settle-
ment and clearing procedures.

In addition to modifying their domestic macroeconomic policies and
reassessing the role of external financing, many developing countries have
in recent years undertaken major efforts to reform and liberalise their
domestic financial systems. These measures, which in many respects
resemble the transformations in the developed world in the 1980s (see
Chapter VIIl), have included the lifting of administrative controls on
interest rates, the dismantling of credit allocation mechanisms, the freeing
of capital movements, the privatisation of large segments of the banking
system, the lowering of institutional barriers, the introduction of a broad
range of short-term money market instruments and the opening-up of
domestic markets to foreign financial institutions and investors. This
process was accompanied by a higher level of real interest rates in most
countries, thereby discouraging capital flight and spurring domestic capital
formation.

The process of financial liberalisation has started at different points,
proceeded at varying speeds and taken diverse guises. In Asia, apart from
Hong Kong and Singapore which already have very free and sophisticated
markets, Malaysia and the Philippines have advanced the furthest in the
process of deregulation since the mid-1970s. By contrast, Taiwan, in spite
of very sizable current account surpluses and a large net external asset
position, still maintains fairly extensive controls on its financial market and
on access to foreign investments by domestic residents. South Korea,
which began to loosen its controls on interest rates in 1988, last year
announced further measures which should lead to the complete liberalisa-
tion of all interest rates in four stages by the end of 1997. At the same time
the Korean authorities continued to liberalise access to foreign investments
by domestic residents and open up the Korean securities markets to
foreigners. In Latin America Argentina, Bolivia, Colombia, Ecuador,
Mexico, Peru and Venezuela have introduced important changes in their
legislation regarding foreign access to domestic financial markets.

The privatisation of banks and other financial institutions has been a
noteworthy element in many countries’ programmes for improving finan-
cial market efficiency. Argentina, Chile, Colombia, El Salvador, Mexico,
Peru, Uruguay and Venezuela have already sold off state-owned financial
institutions or plan to do so in the near future. In Mexico, the sale of eight
banks last year raised $7 billion, equivalent to about 3% of GDP. The
privatisation of Mexican banks has been accompanied by a widening of their
powers and a relaxation of exchange controls.

Finally, mention should be made of the development of domestic
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equity markets, which has been a major reason for large portfolio inflows
into some countries. The number of companies quoted on the most impor-
tant exchanges has risen rapidly, turnover has soared, the transparency of
the market has been improved and foreign access has been liberalised. In
addition, privatisation programmes have provided an ample supply of equity,
and both institutional investors and country funds have bought large
amounts of such paper. Moreover, with rates of return tending to exceed
those in the industrial countries in recent years, foreign investment in
emerging stock markets has increased. The great bulk of funds has gone to
markets in Asia, but more recently interest in Latin American equity
markets has also grown.

While these reforms promoting more open financial markets should
ultimately lead to greater efficiency in the intermediation of savings, the
experience of many developed countries in recent years suggests that the
process of deregulation can be accompanied by a heightened potential for
systemic risks. Moreover, several countries, including Thailand, Malaysia and
Chile, experienced periods of financial stress in the 1980s. The closure of
BCCI had widespread repercussions in the developing world last year. In the
light of these experiences many developing countries have been taking
steps to improve the supervision of their domestic banks and strengthen
the regulatory framework of their capital markets. Several developing
countries, especially in Asia and Latin America, have moved towards
adopting the Basle capital ratios, at least as far as on-balance-sheet business
is concerned. This will compel many banks to increase their capital base and
help to make the global financial market sounder and competitive condi-
tions more equitable.
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VIII. Structural aspects of financial markets and
prudential supervision

Highlights

The past ten years or so have seen momentous change in the structure of
the financial industry worldwide in the wake of deregulation and financial
innovation. They have also been a period of sharp contrasts, with an
unprecedented expansion in financial activity but considerable financial
strains, especially more recently. The time now seems appropriate to take
stock of these developments and to consider some of the fundamental
questions that are likely to dominate the years ahead, drawing in part on
the analysis set out in previous Annual Reports.

After outlining the main structural changes of the period in question,
this chapter turns to several important issues that they raise for both
policy-makers and market participants. A first set of issues concerns the
costs and benefits of the process of deregulation and financial innovation
and centres on the relationship between efficiency and financial stability. A
second relates to the immediate challenges posed by the legacy of the past
years: the unwinding of over-indebtedness and asset price inflation in some
countries, the elimination of excess capacity in segments of the financial
industry and the adjustment to a world in which capital has become a
scarcer resource for financial institutions. A final set of issues pertains more
to the longer-term challenges, which are simply different guises of the
fundamental questions always confronting policy-makers: where to set the
boundary between government involvement and market forces in the
determination of the industry’s structure, the continued adaptation of the
prudential regulatory and supervisory framework to the changing environ-
ment, and the limits of prudential regulation and supervision.

Salient structural developments

During the last ten years or so the structure of financial markets has
undergone profound changes. In many respects these represented the
strengthening of a trend which first emerged in the 1970s and which subse-
quently gathered momentum as a result of the growing ascendancy of free
market philosophy, favourable macroeconomic conditions and an accelera-
tion in the pace of technological innovation.

The scope, timing and speed of these structural changes varied greatly
from country to country depending on the initial conditions and other
specific factors. The direction and key features of the process, however,
were common to virtually all.

Deregulation considerably enhanced the role of free market forces in
the determination of the choices open to economic agents. Partly with a
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The expansion of selected financial derivative markets

Instruments 1986 | 1987 | 1988 | 1989 | 1990 | 1991

notional principal amounts in billions of US dollars'

Exchange-traded instruments 583 724 | 1,300 | 1,762 | 2,284 | 3,518
Interest rate options

and futures 516 609 | 1,174 | 1,588 | 2,054 | 3,231

Currency options

and futures 49 74 60 66 72 77

Stock index options

and futures 18 41 66 108 158 210
Over-the-counter instruments 500 867 | 1,330 | 2,402 | 3,451 | 4,080%3

Interest rate swaps 4002 683 | 1,010 | 1,503 | 2,312 | 2,750%3

Currency and interest/

currency swaps* 1002| 184 320 449 578 70023

Other43 == - = 450 561 63023
Grand total 1,083 | 1,591 [ 2,630 | 4,164 | 5735 | 6,900%3

Memorandum items:

Ratio of grand total to:
International claims® of
BIS reporting banks 027 | 031 047 | 064 | 076 | 1.007
OECD GDP 0.10 0.13 2:19 0.29 0.35 0.407

' Amounts outstanding at year-end. 2Estimate. 3 June. 4 Adjusted for reporting of both
currencies, 3 Caps, collars, floors and swaptions. & Cross-border and local foreign currency
claims. 7 Estimates on the basis of June figures.

Sources: Futures Industry Association, International Swap Dealers Association, various futures and
options exchanges worldwide and BIS calculations.

view to limiting competition, in the late 1970s significant restrictions on the
lines of business and geographical location and operation of financial enter-
prises still existed in many countries, sometimes supplemented by ceilings
on deposit rates and/or official tolerance of cartel-type agreements. At the
same time, quantitative and, to a lesser extent, interest rate controls on
the asset side of the balance sheet were often in place, reflecting mainly
interventionist approaches to the implementation of monetary policy and
the remnants of credit allocation policies. By the beginning of the 1990s
many of these constraints had either been removed or else undermined by
market developments.

The easing of quantitative, interest rate and price restrictions was
particularly extensive. By the early 1990s none of the larger industrialised
countries retained ceilings or other major constraints on lending. Compul-
sory portfolio investment requirements for banks were rare and, where
they existed, of little significance; portfolio restrictions on institutional
investors such as pension funds and insurance companies had been relaxed
in several countries. Compulsory reserve requirements had been generally
reduced. Controls on foreign exchange transactions and international
capital flows had largely been lifted. Restrictions on lending rates were a
thing of the past and only a few countries, notably Japan, retained signifi-
cant controls on retail deposit rates or fixed brokerage commissions. In a
context of much greater freedom, the strengthening of prudential capital
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adequacy standards came to be perceived as the main regulatory constraint
on bank portfolio choices.

Restrictions on the geographical location and lines of business of finan-
cial institutions had also been substantially reduced, although the process in
this area had not gone as far. Many countries had begun to decompartmen-
talise their credit systems, by extending the spectrum of permissible lending
and funding activities and harmonising other restrictions on credit institu-
tions’ balance sheets. Where it had existed, the separation between
commercial and investment banking had broken down, while countries in
which barriers remained, notably the United States and Japan, had seen
their institutions actively engage abroad in activities that were prohibited at
home. Although deregulation was generally more limited in the insurance
sector, by the early 1990s a few countries, especially in Europe, had eased
restrictions on the combination of insurance with banking business. Both
across and within national borders the geographical sphere of operation of
financial institutions had been broadened as obstacles to establishment had
been relaxed or eroded.

The spectrum of available financial instruments has been greatly
enriched during the past decade. In 1980 only a handful of countries had
established markets in Treasury bills, certificates of deposit and commercial
paper; by 1991 few had not. In the wake of advances in information
technology and applied finance theory, the decade also saw the rapid
growth of sophisticated instruments such as futures, options, swaps and
combinations thereof (see the table opposite). Alongside the rapid expan-
sion of over-the-counter markets, a growing number of countries equipped
themselves with exchanges on which some of these instruments could be
traded. While in 1980 only the United States and the Netherlands had
exchanges for futures or options, by 1991 only a very small number of
industrialised countries had neither. Increasingly, over-the-counter instru-
ments were tailored to the specific needs of investors, borrowers and
intermediaries.

As the range of financial instruments expanded, a rising proportion
became marketable. The accumulation of government debt lent breadth
and depth to short and long-term government securities markets. Private

Cross-border transactions in bonds and equities’
Countries 1970 | 1975 | 1980 | 1985 | 1990

as a percentage of GDP
United States 2.8 4.2 9.3 36.4 925
Japan n.a. 1.5 7.0 60.5 118.6
Germany 33 5.1 7.5 33.9 57.5
France n.a. n.a. 8.42 21.4 53.3
Italy n.a. 0.9 11 4.0 26.7
United Kingdom n.a. n.a. n.a. 367.5 690.1
Canada 5.7 3.3 9.6 26.7 63.8
' Gross purchases and sales of securities between residents and non-residents. 21982,
Source: National balance-of-payments data.
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issuers, both financial and non-financial, also tended to rely more heavily
for their funding on marketable instruments. The use of commercial paper,
certificates of deposit, floating rate notes, bonds, shares and related instru-
ments grew rapidly at the expense of traditional deposits and loans. In a
few countries, in particular the United States, bank loans and enterprise
receivables started to be packaged and sold in the market. Derivative
markets substituted for more costly trading in the underlying securities.

During the period in question domestic markets became progressively
more integrated with each other and with those offshore. With the easing
of restrictions on foreign exchange transactions and on establishment,
capital flows across borders intensified and the number of institutions oper-
ating in foreign centres rose (see the table on page 193). The increase in
arbitrage possibilities as a result of the development of new instruments
and the reduction in computation and telecommunications costs raised the
responsiveness of market participants to price differentials and to tax and
regulatory differences between markets. As regulatory regimes converged
and became less restrictive, the distinctions between domestic and offshore
markets grew increasingly blurred.

In several countries, notably in the main financial centres, these devel-
opments went hand in hand with a greater institutionalisation of savings
(see the table below). The higher share of savings channelled into pension
funds, insurance companies and other collective investment schemes under-
pinned the expansion and greater sophistication of the securities markets.
The institutions’ gradual move away from buy-and-hold strategies to port-
folio indexing or more active trading put pressure on existing market prac-
tices and arrangements, now called upon to accommodate potentially
larger and more concentrated trading demands. Their drive towards inter-
national diversification was a major force behind the internationalisation
and integration of markets.

For non-financial agents, particularly households, the weakening of
financial constraints coincided with a fairly generalised rise in indebtedness
in relation to current income (see the table opposite). This increase tended

The growth of institutional investors

Pension funds and life | Collective investment Total

assurance companies institutions
1980 | 1985 [ 1990 | 1980 [ 1985 | 1990 | 1980 | 1985 | 1990

financial assets as a percentage of household financial assets

Countries

United States 17.8 | 21.1 | 235 2.2 5.0 7.7 | 200 | 26.0 | 31.2
Japan 13.8 | 16.6 | 20.8 1.8 3.6 5.6 | 15.6 | 20.2 | 26.4
Germany 19.4 | 242 | 27.1 32 4.8 8.4 | 226" 2305 3541
France 8.0 | 11.2 | 14.7 2.7 | 124 | 21.7 | 10.6 | 23.6 | 36.3
Italy!.2 1.6 | 09| 3.23| na | 2.1 293 na | 29| 613
United Kingdom' | 39.9 | 49.9 | 53.73| 1.6 3.1 493 415 | 53.1 | 58.63
Canada 19.4 | 23.3 | 26.7 1.0 1.6 3.0 | 204 | 249 | 29.7
! Total assets. % At book value. 3 1989.

Source: National data.
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Private sector indebtedness in selected countries
Countries Non-financial companies Households
1975 | 1980 | 1985 [ 1990 | 1975 | 1980 | 1985 | 1990
as a percentage of as a percentage of
GNP/GDP disposable income
United States 36 36 41 49 67 75 80 97
Japan 94 86 | 101 | 135 45 59 70 96
Germany 66 68 73 74 62 76 88 84
France 63 57 60 69 52 56 54 69
Italy n.a. 49 57 62 n.a. n.a. n.a. n.a.
United Kingdom 46 41 49 82 47 49 77 | 107
Canada 89 98 97 99 77 85 72 90
Australia’ 87 87 109 1382 n.a. n.a. n.a. n.a.
Sweden 57 60 68 | 100 94 | 100 | 103 | 124
1 Total private sector; fiscal years. 21988, as the series has since been discontinued.
Source: National data.

to be associated with a similar rise in their financial investments and a more
active management of both assets and liabilities. The greater sophistication
and importance of the financial departments of large corporations is
perhaps the most telling illustration of this process.

Among financial intermediaries the relaxation of constraints favoured
a trend towards despecialisation, as institutions embraced a growing range
of activities. Complex conglomerate structures, often straddling national
borders, became increasingly common. These companies typically combined
traditional banking services with various types of securities business and,
more recently, the provision of insurance.

Against this background, the nature of banking activities changed in
many respects. Although deposit-taking and lending generally remained the
core of banks' business, a higher portion of their income tended to come
from sources other than net interest (see the table overleaf). These include
trading, brokerage, underwriting, advisory services and the provision of
backup liquidity and credit enhancement. Through these backup facilities
and their key role in the payments mechanism, banks supported the growth
of the markets for securities and derivatives even in those countries where
they were prevented from engaging in certain types of securities business.
They also became increasingly active users of derivatives themselves,
notably as a substitute for operations in the traditional interbank deposit
market, As a result of these developments a greater proportion of their
credit and liquidity exposures was incurred off-balance-sheet.

The fundamental structural changes in the regulatory and technolog-
ical environment resulted in a heightening of competitive pressures across
the financial spectrum and, given the favourable macroeconomic climate, in
a major expansion of the industry (see the table on page 197). In a context
of volatile interest rates, exchange rates and asset prices, they also
fostered an unprecedented surge in financial activity and trading (see the
graph on page 198). This surge can to some extent be seen in the explosion
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in the value of payments over the last decade (see the graph on page 199).
While commercial transactions grew broadly in line with economic activity,
the increase in financial transactions led to a sharp rise in the ratio of
payments to GDP.

An evaluation of deregulation and financial innovation

The deregulation that has taken place since the 1970s may be regarded in

part as the later stages of a long-term process reversing the generally

pervasive government involvement in financial systems which characterised

the immediate post-war period. The process was driven by the perception Reasons

that existing constraints on financial activity were proving ineffective or for deregulation
causing serious inefficiencies in the allocation of capital and the operation

of monetary policy. Deregulation then developed a momentum of its own,

as the elimination of restrictions in certain areas led to pressures for their

relaxation elsewhere.

Often the pressure for change arose from differences in regulatory
treatment. At the domestic level, less regulated institutions or market
segments could grow and prosper at the expense of more regulated ones.
Internationally, the dismantling of exchange controls in certain countries
sapped the effectiveness of similar controls in others. The impact of regula-
tory differences was reinforced by the macroeconomic climate of the late
1970s and early 1980s, when the inflationary environment and subsequent
anti-inflation efforts contributed to higher levels of interest rates. Higher
rates further encouraged the disintermediation of the more regulated
sectors and the avoidance of constraints, both within and across national
borders. As deregulation spread and markets became more integrated, the
risk of undermining the international competitiveness of domestic institu-
tions became a strong motivating force. In some instances, external
commitments under international or supranational agreements also played a
significant part, as in the case of the yen-dollar accord of 1984 and EC
single market legislation.

The balance between government-led deregulation and market-driven

Banks’ non-interest income!

Countries 1980— | 1984— | 1989— | 1990 | Countries 1980— | 1984— | 1989— | 1990
82 86 90 82 86 S0

United States? 30.0 31.4 37.4 38.0 | Belgium? 19.6 23.4 25.2 23.0

Japan?:3 204 | 246 | 36.6 | 359 | Finland 488 | 583 | 50.4 | 46.9

Germany? 30.6 28.6 343 34.9 | Netherlands 25.0 24.7 30.0 29.7

France? 146 | 153 | 244 | 249 | Norway 27.3 | 352 | 29.5| 259

Italy 26.0 30.3 26.3 26.8 | Spain? 15.7 18.1 20.7 22.3

United Kingdom? 28.5| 369 | 39.7 | 41.1 | Sweden 29.8 | 335 | 274 | 26.2

Canada’® 21.64| 23.7 | 301 | 31.0 | Switzerland 46.6 | 47.5| 50.0 [ 491

Australia? 321 | 335| 339 | 340

! Share of non-interest income in the gross income of commercial banks; the data are not fully comparable across countries.

?Large commercial banks. 3 Fiscal years. *1982.

Sources: For Australia, Reserve Bank of Australia; for other countries, OECD and BIS estimates.

196



Benefits of
deregulation

Potential costs
of deregulation

Indicators of growth in the financial industry
Countries Share in total employment Share in value added!

1970 1979 1989 1970 1979 1989
United States 38 42 48 4.1 4.5 5.72
Japan 2.6 2.8 3.4 4.5 49 5.6
Germany 2.3 2.8 3.13 3.1 4.2 5.0
France n.a. 12.64 16.14 33 3.5 47
Italy 1.6 1.6 1.8 ) 3.9 4.4
United Kingdom* 6.05 7.0 1.4 12.5 14.8 20.0
Canada n.a. 4.846 Bzt 1.9 1.8 2.32
Australia* 71 8.1 11.03 8.5 9.0 12.1
Belgium 3.7 3.4 4.1 3.27 42 5.9
Finland 2.48 2.5 3:1 3.18 3.0 39
Netherlands n.a. 3.5 3.8 2.9 4.5 4.92
Norway 1.9 2.2 3.0 2.3 31 4.4
Spain na. 2.2 2.5 3.5 5.7 6.5
Sweden n.a. 1.7% 2.0 n.a. 3.19 4.4
Switzerland 2 42 5.3 4.6 5.87 10.110
1 GNP/GDP plus imputed bank service charge, at current prices (1980 prices for France). 21987
31988. 4Including real estate and business services. 51971. ©1983, 71975, €1976.
91980, 101985.
Sources: OECD, national data and BIS estimates.

financial innovation varied greatly from country to country, depending on
the restrictiveness of regulatory arrangements and the degree of autonomy
allowed by national legal systems. However, regardless of the proximate
cause and form of change, the process held forth the promise of a leaner
and more efficient financial sector, better suited to meeting the changing
needs of suppliers and users of funds. The main mechanism through which
these goals would be achieved was a greater scope for the free play of
market forces at the expense of government guidelines and the related
heightening of competitive pressures.

In many respects the promised benefits of deregulation have materi-
alised. Original suppliers and end-users of funds have secured better terms
in the form of a richer and higher-yielding menu of financial assets for their
investments and of easier and cheaper access to external finance. The
breakdown of foreign exchange controls has permitted a greater diversifi-
cation of portfolios. The broader spectrum of financial instruments has
allowed a better distribution and management of risk. The reduction in
transaction costs has raised the liquidity of securities markets. Capital can
now flow more freely towards higher returns.

Harder to answer is the question of the costs at which these benefits
have been secured. There is a widespread perception that deregulation and
financial innovation have gone hand in hand with greater financial instability,
be it in the form of “excessive” fluctuations in asset prices or distress
among financial institutions. In that case, is there a causal relationship
between the two! Is this relationship a characteristic of the transition
process or of the final financial environment!? Could the link have been
broken or loosened by a more appropriate policy?

197



Indicators of trends in turnover on securities markets'

As a percentage of GNP

United States 750 Germany 125
Japan France
United Kingdom International
450 75
300 50
150 25
/\.ﬂ
Seema—ssanZunailil |==== =2 (ARRRERI I
75 79 83 87 91 75 79 83 87 91

! Estimates of the annual value of secondary market transactions in equities and bonds, including in
some cases those carried out over the counter. Purchases and sales are counted only once.
% Toral transactions settled through Euroclear and CEDEL as a percentage of total GNP (in US
dollars) in the Group of Ten countries.

Source: National data.

Asset prices and exchange rates have gone through periods of sharp
fluctuations in the last ten years or so (see the graph on page 200).
Concern has arisen not so much in connection with very short-term
volatility: as information spreads more quickly and widely, speedier price
reactions are natural and, unless extreme, relatively harmless. Rather,
attention has focused on longer-term fluctuations, especially when prices
have appeared to deviate from realistic views regarding their sustainable
levels, and on the often related possibility of sudden, sharp and disorderly
falls. Such misalignments have more serious potential costs in terms of
misallocation of resources and the painful unwinding of incorrect decisions,
while crashes raise the spectre of wider systemic instability. The past
decade has seen a number of cases in which financial prices apparently took
on a life of their own: the dollar overvaluation of the mid-1980s, the global
stock market crash of October 1987 and the mini-crash two years later,
and the major, more protracted cycle in equity prices in Japan. In that
country, and to a lesser extent in many others, real estate prices have also
been subject to sizable medium-term movements.

Since the beginning of the 1980s there have been several major
episodes of distress among financial enterprises. As economic activity weak-
ened around the end of the decade credit intermediaries in some countries
experienced the toughest period since the widespread instability of the
inter-war years. In the United States the difficulties encountered by banks
called for government resources to bolster deposit insurance funds, adding
to the problems connected with the earlier savings and loan industry crisis.
The banking industry in Norway faced acute distress. By the beginning of
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the 1990s strains were evident also in Sweden, Finland, Australia and Japan,
among both banks and non-bank credit institutions; and the breadth of
credit downgradings was significantly greater. In addition, the LDC debt
crisis of the early 1980s undermined the asset quality of a number of inter-
nationally active banks for much of the decade.

Instability in asset prices and institutional financial distress are clearly
related, since financial intermediaries either hold, or lend against the value
of, assets. In particular, as banks in several countries increased their securi-
ties business and their exposure to real estate, their earnings and financial
strength became more sensitive to price fluctuations (see the table on
page 201). Losses in securities markets since the mid-1980s and, above all,
the weakness of real estate markets have been important factors behind
the recent problems faced by many institutions.

With hindsight, it is clear that the observed instability has involved an
element of collective bad judgement. The stock market crash of 1987 was
a vivid illustration of the illusion of liquidity and brought home the message
that liquidity is only partly a property of market arrangements, as it ulti-
mately rests on the diversity of perceptions about asset values. The ground
for the crisis in lending to less developed countries was laid by overly
sanguine judgements of sovereign risk. The recent problems in connection
with lending for highly leveraged transactions (HLTs) stemmed from over-
optimistic assessments by both borrowers and lenders of the companies’
ability to sustain historically unprecedented debt burdens. Those in real
estate lending resulted from similarly misplaced optimism regarding prop-
erty values and hence the soundness of collateral.

In this respect, the mechanisms behind the recent instability are not
new. Moreover, the general euphoria which underlay many of these

Indicators of trends in the value of payments”®

Ratio of the annual value of transactions to GNP

United States Japan United Kingdom
100 100 100
75 75
50 50
25 25
mil nEAEE J nmA
70 75 80 85 90 70 75 80 85 90 70 75 80 85 90

* Payments through the main interbank funds transfer systems.

Sources: National data and BIS estimates.
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Indicators of stock market and bond return volatility

Equities Bonds
United States Japan Germany
8 8 8
6 \6 6
4 4 4
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2 2 2
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Note: The yearly volatility of stock market returns is measured by the standard deviation of
monthly returns; that of bond monthly holding period returns is estimated on the basis of the
maturity of the bonds and their yield to maturity.

Sources: National data and BIS calculations.

excesses was in part a by-product of the vigorous and long-lasting
economic expansion of the 1980s. At the same time, the changes in the
financial environment helped to make such collective errors of judgement
more likely and their implications more serious and widespread internation-
ally.

The greater internationalisation and integration of the financial
industry meant that shocks were more easily and swiftly transmitted across
borders, from one market to another or between different units of the
same institution. Mention need only be made of the global nature of the
stock market crashes of 1987 and 1989, the importance of cross-border
investments in some of the most buoyant real estate markets or the heavy
losses incurred by foreign institutions in securities business, HLTs and prop-
erty markets.
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Over time, the greater competitive pressures unleashed by deregulation
and innovation tended to reduce the cushion of protected rents and make
earnings more variable, as some enterprises or sectors gained at the
expense of others. Those same competitive pressures encouraged greater
acceptance of risk. Moreover, conscious risk-taking, underpricing and over-
expansion were fostered by the tendency to give priority to aggressive
growth objectives over return on capital, often as a means of establishing
a dominant position in a new market or as a way of compensating for the
loss of business elsewhere. The common practice of assessing performance
in relation to the average and the fear of being “left behind” helped to
breed uniformity of judgement, potentially compounding individual error.

Some of these elements are part and parcel of competition. But they
are much more prominent in the transition from a protected to a compet-
itive environment, from one where enterprises are confined to conducting
business in familiar markets, following well-rehearsed operating rules, to
one where new rules of the game apply. All market participants, whether
financial institutions, non-financial companies or individuals, require time to
learn how to act in a new environment.

Practically all the instances of instability observed recently have
involved elements of the kind just described. Suffice it to mention here the
surge in indebtedness in the wake of the relaxation of credit constraints,
which facilitated investment in real and financial assets and the financing of
expenditure sometimes beyond sustainable levels, setting the stage for
subsequent strains and painful balance-sheet adjustments; or, on a smaller
scale, the experience of the “Big Bang” in the United Kingdom; or again,
the limited understanding of the relationship between futures and cash
markets, of the demands that the new derivative markets made on trading
capacity and order handling techniques in the underlying market, and of the
systemic implications of dynamic hedging techniques such as portfolio

insurance — all prominent factors in the stock market crash of October
1987 in New York.

Banks' real estate lending in selected countries'

Countries 1980 | 1985 | 1987 | 1991 | Countries 1982 | 1985 | 1987 | 1991
as a percentage of total as a percentage of loans
loans outstanding to the private sector
United States Canada 30 33 39 49
Total 28 29 34 42 | France 28 29 29 31
Commercial 10 13 17 17 | Germany 44 46 45 40
United Kingdom Norway 512 48 41 52
Total 12 19 23 313| Portugal 23 28 33 32
Non-housing* 7 7 8 123| Spain 192 19 20 29
Japan® 11 13 15 17 | Switzerland 27 28 29 346

management firms.

! The data are not fully comparable across countries. 2 1983. 2 Break in series resulting from the inclusion of a building
society which was converted into a bank. 4 Construction and property companies. * Construction and real estate

Sources: National data and BIS estimates.

61990,
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There is clearly a risk, however, of attributing too much responsibility for
the observed instability to deregulation and innovation as such. The origins
of the recent turmoil can in many cases be found in the starting conditions,
in the long tradition of controls on portfolio, line-of-business and pricing
decisions. Furthermore, both macro and microeconomic policies have
played a significant role.

In some cases, direct controls had resulted in portfolio configurations
ill-suited to the new environment of interest rate and asset price volatility,
as in the savings and loan industry. In others they had prevented funda-
mental diversification, as long-standing branching restrictions in the United
States still do. More generally, they had fostered bloated cost structures
and left enterprises ill-equipped to operate, assess risks and price in a liber-
alised and more competitive environment. Moreover, the less open condi-
tions in which financial intermediation had taken place before deregulation
in many countries, mainly because of heavy government involvement and
less disclosure, make it difficult to evaluate the true extent of previous
financial distress.

Macroeconomic policy has often been found wanting. It has some-
times failed to secure a sufficiently stable environment. The inflation of the
1970s, for example, sowed the seeds of the sharp upward adjustment and
volatility of interest rates in the early 1980s which triggered the problems
of many institutions and heavily indebted borrowers. It has also on occasion
failed to support the deregulatory process with the necessary safeguards. In
several countries, for instance, the relatively lax monetary policy accom-
panying deregulation permitted the overextension of both lenders and
borrowers; by contrast, the monetary discipline enjoyed by ERM members
appears to have helped to contain some of the excesses observed else-
where.

Micro policy has also been deficient in certain respects. Often
generous tax deductibility of interest payments encouraged the growth of
indebtedness, notably in a number of Nordic countries. In some cases the
uneven distribution of controls and supervisory standards resulted in insuffi-
cient checks on imprudent behaviour and excessive risk concentration, as
exemplified by the serious problems experienced by non-bank credit insti-
tutions in Sweden and Japan. In others, arguably overly generous explicit or
implicit safety nets encouraged risk-taking, as in the US savings and loan
industry. More generally, the strengthening of prudential supervision some-
times lagged behind the change in the financial environment.

As for market participants, and for much the same reasons, it is the
transition towards a deregulated environment that has posed the more
serious challenges for policy-makers. In many countries the rapidly changing
financial structure clouded the interpretation of the behaviour of interest
rates as well as monetary and credit aggregates, complicating the setting
and implementation of monetary policy. At the microeconomic level, in
certain cases the speed and scope of deregulation placed unexpectedly
heavy demands on prudential supervision.

If the above analysis is accepted, the conclusion to be drawn is that
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the benefits of deregulation and financial innovation are worth striving for.
They are not, however, a free good, and the costs of attaining them were
underestimated. The new financial landscape offers major opportunities but
also commensurate risks. Securing and preserving the benefits while
minimising the costs calls above all for prudent macro and micro policy,
particularly in the fields of monetary policy and supervision.

The immediate challenges

Two related challenges loom large for the years ahead. The first is the
elimination of the excess capacity existing in many segments of the financial
industry, partly as a result of the rapid expansion of the 1980s. The second
is the adjustment to a financial environment in which capital has become a
scarcer resource, as a less attractive outlook for earnings and the erosion
of the capital base of many institutions have coincided with a strengthening
of capital standards. The present less benign or even hostile macroeco-
nomic climate together with the unfolding of strains in the debt and asset
markets in several countries render the task confronting the industry all
the more difficult.

The stock market crash of 1987, the subsequent major downward
correction in Japan and the widespread weakening of economic activity at
the turn of the decade have helped to reveal the need for retrenchment
and consolidation in large areas of the financial industry.

This need has been apparent in the securities industry, most notably in
the major financial centres and international markets. The focus on revenue
growth with scant regard for costs in the years of expansion and the
struggle for market shares in the wake of liberalisation have whittled down
the return on capital for many participants below what are generally
regarded as sustainable long-run levels. The rebound in profitability in 1991
in countries enjoying lower long-term interest rates and rising stock
markets has offered a welcome respite, but is unlikely to have fundamen-
tally altered the picture.

A need for consolidation also exists in parts of the banking industry. In

Bank profit margins'

Countries 1980— | 1984— | 1989— | 1990 | Countries 1980— | 1984— | 1989— | 1990

82 86 90 82 86 90
United States? 0.83 | 0.83 0.61 0.59 | Belgium? 034 | 039 | 026 | 0.33
Japan?.3 040 | 0.46 | 0.40 | 0.33 | Finland 049 | 055 | 022 0.21
Germany? 0.50 | 0.97 | 0.88 | 0.83 | Netherlands 031 | 066 | 059 | 0.53
France? 034 | 0.21 0.33 | 0.31 | Norway 0.63 | 075 |—0.43 |[—1.02
[taly 0.68 | 096 | 1.19 | 1.24 | Spain? 109 | 092 | 1.75| 1.72
United Kingdom? 1.04 1.05 | 0.28 | 0.59 | Sweden 0.38 | 055| 034 | 0.22
Canada? 0.63 | 074 | 096 | 1.22 | Switzerland 0.65| 071 | 0.64 | 0.53
Australia’ 141 | 133 | 1.20| 0.94

! Ratio of pre-tax profit to average total assets of commercial banks; the data are not fully comparable across countries.
2 Large commercial banks. 2 Fiscal years. 4 A break in series in 1986 considerably raises profit margins in that and
subsequent years in comparison with 1980—85.

Sources: For Australia, Reserve Bank of Australia; for other countries, OECD and BIS estimates.
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some countries longer-term pressures on profitability can be discerned in
the decline in accounting profit margins: by 1990 these were lower than,
or broadly similar to, those of the 1980—82 recession, even though the
weakening in economic activity had not generally been as marked (see the
table on the previous page). In a greater number of countries, the pres-
sures appear to be reflected in the behaviour of bank share prices, which,
in contrast to the 1970s, have lagged significantly behind the overall market
index during the past decade (see the table below). More generally, even
allowing for major national differences in the timing and scale of the
increase in competition, in a less favourable macro climate competitive
forces are obliging many banks to consolidate. This is true regardless of
whether the competition stems from within the industry or outside it,
from other financial intermediaries, open capital markets or even non-
financial companies themselves (see the sixty-first Annual Report).

Much of the required retrenchment is a result of past developments;
but part is also in anticipation of prospective changes in the financial envi-
ronment. Deregulation and the internationalisation of financial markets
have not yet run their full course. In some cases the changes are too
recent for their impact to be completely felt, as with the liberalisation of
branching restrictions in Italy, the overhaul of securities markets in several
European countries and the further desegmentation of the financial
industry in Canada. In others they are far from complete, as in Japan or at
the level of the European Community.

Consolidation has already begun in several sectors, as enterprises

...and
in banking

Consolidation

attempt to reduce the supply of financial services and/or the costs of has begun...

providing them. Signs of a tightening of lending terms and widening spreads

have been visible in international markets and in those countries where a

rapid expansion of lending was followed by a marked deterioration in asset

quality. Disillusionment with despecialisation and foreign expansion has led

some firms to refocus on core business and to withdraw from certain

markets. Expensive branch networks and, especially in the securities

industry, employment levels have come under growing pressure. Increas-
Long-term movements in bank share prices
Countries 1970 | 1980— [ 1984— | 1992 | Countries 1970 | 1980— | 1984— | 1992

82 86 Ql 82 86 Ql
ratio of bank index to overall ratio of bank index to overall
index, 1980 =100 index, 1980 =100

United States 142 [ 111 | 120 71 | Belgium’ 110 97 92 93
Japan’ 71 103 1492| 1692| Finland 84 98 84 45
Germany 95 95 85 79 | Netherlands! n.a. 92 77 56
Italy na. | 139 96 83 | Norway 101 103 67 7
United Kingdom 85 97 90 85 | Spain 56 | 112 78 83
Canada 113 106 107 133 | Sweden 69 99 84 54
Australia 103 | 131 153 | 151 | Switzerland 64 99 92 59
1 Including other financial institutions, 2 The rise between 1983 and 1987, when the ratio reached 202, is largely due to the
breakdown of restrictive arrangements aimed at controlling bank share prices.
Source: National stock exchanges.
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capital standards

ingly, institutions are exiting through mergers which foreshadow internal
reorganisation. All of these elements are symptoms of a rediscovery of
profitability as the key benchmark in the assessment of performance in
place of mere size or growth.

The required restructuring poses serious challenges for both market
participants and policy-makers. Voluntary withdrawal from markets may be
hindered by the inability to recover the costs incurred in entry and by the
fear of losing reputation. Especially in the banking industry, cost structures
appear to exhibit a certain rigidity. Mergers may hold forth the promise of
leaner organisations, better able to reap the benefits of economies of scale
and scope, but past experience indicates that these gains are often difficult
to realise. Policy-makers for their part are called upon to manage the
process in such a way as to limit the risk of disorderly exit. This risk is
particularly serious when whole sectors see their raison d’étre undermined
by changes in the regulatory environment, as in the case of certain previ-
ously protected specialised credit institutions, and where past expansion has
resulted in poor asset quality. The task of policy-makers involves not only
strengthening prudential supervision and crisis management, but also
removing legal or other barriers to the necessary consolidation, as exempli-
fied by recent or prospective legislative changes in Italy and Japan.

The strengthening of capital standards has been a significant factor in
promoting consolidation in the banking industry. It has encouraged the
renewed focus on profitability as a guide to business policy and yardstick of
performance. It has placed banks under the scrutiny of the capital markets
as they seek to raise funds. It has stimulated cost-cutting and a strategic
reappraisal of lines of business and geographical areas of operation. Finally,
it has provided an added incentive to merge so as to pool capital resources.

The influence of capital requirements on banks' policy choices has
depended on initial conditions and developments in the quality of portfo-
lios. For some banks, such as many large German and Swiss institutions, the
capital cushion has generally been sufficient, so that the standards have not
acted as a significant constraint. For others, such as some French and Italian
banks, public ownership at a time of restraint on public finances has
narrowed the availability of external capital, hence the recourse to share
exchanges with other public sector companies (in France) or changes in
legislation allowing for access to other sources of external equity financing
(in ltaly). But the greatest impact has been on those enterprises facing a
marked deterioration in the quality of their portfolios, notably some of the
largest US banks, banks in a number of Nordic countries and Japanese insti-
tutions, as the need for additional capital has coincided with a reduced
willingness on the part of the markets to provide it. In Japan the impact has
been reinforced by the sharp downward correction in the stock market,
given the banks' heavy reliance on revaluation reserves.

The influence of capital standards can be expected to be stronger
during the period of adjustment, not least because of the present unfa-
vourable macroeconomic climate, which tends to push up provisioning
needs. It is then that the strain on existing portfolio configurations is
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greatest. Their influence, however, is likely to extend further and to form
a permanent feature of the new financial landscape. As other constraints on
portfolio choices are relaxed, capital standards become a significant regula-
tory influence on banks’ pricing and investment decisions. As such, they will
probably also assume growing importance as determinants of the competi-
tiveness of banks in different centres and, above all, of banks vis-a-vis other
financial institutions. In addition, by increasing the recourse to capital
market funding, they may stimulate greater convergence of accounting and
disclosure requirements, one of the areas in which profound differences
still exist internationally.

The longer-term challenges

As the 1990s unfold, there will be a continuing need for policy-makers to
assess the scope, mechanisms and limits of government involvement in the
financial industry. It would clearly be futile to speculate on the outcome of
this assessment, which will inevitably depend on unforeseeable develop-
ments. Nevertheless, it seems possible to identify some of the issues that
may attract increasing attention in the light of the structural changes that
have taken place or can be expected to occur in the near future.

An important feature of the 1990s will be the contrasting approaches
to the determination of financial structures in the United States, Japan and
the European Community.

In the United States the legislative approach has been essentially reac-
tive and has exhibited a bias towards maintaining the status quo. The
conflicting lessons regarding the merits of deregulation derived from
previous crises, a historically ingrained distrust of the concentration of
economic power and the nature of the political process have all combined
to halt progress in the relaxation of remaining restrictions on banks’
geographical area of operation and lines of business put forward in the
Administration’s recent bill. Against this background, a major force shaping
the financial system may well be innovations aimed at alleviating the existing
constraints. Past examples of this process are the syndication and selling-
down of loans, which enabled banks to carry out quasi-investment banking
activities, and the development of junk bonds, which permitted some
otherwise restricted institutional investors to hold securities with equity-
like properties.

Japan, starting from a much more regulated structure, has opted for a
gradualist approach to liberalisation in line with the need to muster
consensus for change and with a view to avoiding major dislocations.
Changes are expected in several areas, including the desegmentation of the
credit system, the lowering of barriers between commercial and invest-
ment banking, the development of domestic capital markets, the comple-
tion of the deregulation of deposit interest rates and the liberalisation of
brokerage commissions.

In the European Community the creation of a single market for finan-
cial services is likely to test free market forces and competition to the full.
Subject to the harmonisation of “essential” supervisory standards, this
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market is founded on the principle of “mutual recognition” of, and hence
competition between, national laws, regulations and practices. The single
market framework sets no geographical limits on the operation of financial
companies and no significant restrictions on their lines of business.

Notwithstanding these differences certain pressures for further inter-
national convergence in financial structures will probably persist. Advances
in information technology and telecommunications should make the cross-
border provision and relocation of financial services less costly, so that
national financial services become increasingly substitutable. This can foster
convergence by exposing less efficient structures, by leading to increased
calls for “level playing-fields” and by undermining less attractive national
regulatory, legal and tax arrangements. The possible risk of competition in
laxity puts a premium on international coordination.

The task of safeguarding the integrity of the financial system will
remain central to policy-makers’ concerns. The last ten years or so have
already seen major efforts to strengthen the prudential framework as a
necessary complement to structural deregulation. Much still remains to be
done, however, to take account of the new market realities.

As a result of the changes in the structure and workings of the finan-
cial system, the nature and transmission of systemic risk have changed in
many respects. As discussed below, these changes have heightened the
importance of payment and settlement arrangements and of market risks,
have vastly increased the speed with which turmoil can spread and have
highlighted the role of liquidity provision as the lifeblood of financial
activity. They have also complicated the resolution of problems by
rendering markets and institutions more opaque and participants less homo-
geneous.

Payment and settlement systems have always been the key institu-
tional channel for the propagation of systemic crises, typically triggered by
the inability of one or more institutions to settle their obligations. But the
explosion in the volume of financial transactions and related settlement
flows over the last fifteen years or so has radically altered the dimensions
of the risks involved. The risks tend to concentrate in the interbank large-
value funds transfer systems which support financial activity. Banks partici-
pating in these systems now incur unprecedented intraday liquidity and
credit exposures, potentially on a larger scale than the exposures tradition-
ally captured in their balance sheets and often less closely monitored and
controlled. In principle, this exacerbates the vulnerability of the system to
the default of a participant or to technical failure and heightens the risk of
domino effects. The international ramifications of the bankruptcy of
Bankhaus Herstatt in 1974 — although exposures were much smaller then —
the technical failure affecting the Bank of New York in 1985 and even the
difficult unwinding of Drexel's operations in 1990 have helped to raise
awareness of the magnitude of these risks.

With the rapid development of securities and derivative markets as
well as foreign exchange contracts, institutions have become more
exposed to market risks. Fluctuations in the market price of assets are a
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more important source and channel of transmission of potential shocks.
This puts a premium on risk management procedures to control exposures,
generally through hedging via derivative instruments. It also highlights the
importance of the smooth functioning of markets under adverse condi-
tions: prices should continue to be quoted and transactions executed and
settled. As positions are increasingly taken across a number of markets,
problems in one segment can quickly be transmitted to others. The stock
market crash of 1987 is a vivid illustration of how very different operating
arrangements across markets for highly substitutable instruments can have
destabilising effects by resulting in widely differing price reaction speeds,
uncoordinated stoppages and excessive funding pressures. The failure of a
major market-maker in over-the-counter derivative markets, for example,
could have serious ramifications.

The transmission of disturbances in financial markets has typically been
quite fast, but its speed and reach have increased substantially as a result of
the developments in information technology and the integration of market
segments. The generalised withdrawal of deposits by retail customers is no
longer a serious trigger of a crisis, partly because of the deposit protection
schemes in place in many countries. The main potential channel is the
seizing-up of funds in the wholesale markets or the unwillingness to enter
into transactions with an institution as counterparties react to doubts about
its soundness. The difficulties of the Bank of New England in unwinding
billions of dollars’ worth of derivative contracts outstanding are a telling
example. The limited time available to take decisions in possibly disorderly
market conditions coupled with the size of the exposures involved
heightens the risk of a general withdrawal from the markets and
compounds the problem of those institutions responsible for their integrity.

These observations suggest that the provision of liquidity has become
a more important function in the new financial environment. This may
appear somewhat paradoxical in that the greater marketability of assets
should in principle reduce the need for outside sources of funds. Moreover,
the design of many derivative instruments limits settlement flows. In prac-
tice, however, securities and derivative markets could hardly function
without appropriate liquidity support: it is the transactors’ ability to settle,
and their confidence in the ability of their counterparties to do likewise,
which underpins trading. Consequently, as the main source of readily avail-
able funds, banks still lie at the core of financial activity, even in those
countries where according to measures of intermediation their importance
in the financial system may have declined. Any doubts in this respect should
have been dispelled by the experience of the 1987 stock market crash,
which highlighted the necessity of maintaining open credit lines to opera-
tors in the securities and derivative markets in order to avoid systemic
instability.

In many ways financial markets have become more opaque, for partic-
ipants and supervisors alike. Much has of course been done to improve
disclosure. But greater opaqueness has developed with regard to instru-
ments, relationships across instruments and markets and the organisational
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structure of institutions. A precise understanding of the new financial
instruments and trading techniques is the preserve of a relatively restricted
group of people, while the relationships across instruments and markets
and their vulnerability to changing market conditions are more difficult to
fathom and have been tested only in a few isolated cases. Although partic-
ipants may be able to assess their own exposures, they find it increasingly
hard to form a view of the overall exposures of their counterparties and of
market concentration. This development has been noticeable in the inter-
bank market, for example, given the much greater use made of over-the-
counter derivatives. The growing complexity of organisational structures,
typified by the emergence of national and international financial conglomer-
ates, further clouds the assessment of the soundness of an institution and
its component units. As was recently illustrated by the BCCI affair, in the
banking industry financial globalisation has allowed ample scope for the
creation of opaque corporate structures. Under these conditions, the eval-
uation of risks, particularly counterparty risks, becomes considerably more
difficult.

As barriers to entry have fallen and markets have grown, the compo-
sition of participants in individual market segments has become more
heterogeneous. As a result, the significance of differences in size, objec-
tives, corporate cultures and regulatory constraints has increased. This
development, especially marked in the main international financial centres,
has raised two related problems. On the one hand, it has tended to
increase the likelihood of unequal competition between institutions. On the
other hand, it has undermined informal prudential arrangements while
hindering the emergence or effectiveness of self-regulation because of the
differences of interests involved.

The changing nature of systemic risk has presented the authorities
with at least four challenges. The first three correspond to the key lines of
defence which can be set up to cope with the risk of a crisis: prudential
regulation and supervision of individual institutions, the design of system
checks and balances, and crisis management techniques. The fourth
concerns a vital dimension of all lines of defence, viz. the balance between
government involvement and market discipline.

By tackling excessive risk-taking at the source, prudential regulation
and supervision of individual institutions could go a long way towards
dealing with the origin of systemic disturbances. Any such system needs to
address a number of issues.

The system should in principle cover at least those financial companies
whose failure could trigger systemic turmoil. There is unavoidably some
disagreement as to what this should mean in practice, although past experi-
ence indicates that coverage limited to “banks” may not be sufficient. It is,
however, widely recognised that despite the major steps taken to broaden
coverage over the last decade, both nationally and internationally, a number
of supervisory gaps still exist. Perhaps the most obvious is that which allows
some securities houses to engage in certain types of activity through unsu-
pervised affiliates.
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Partly related to coverage is the issue of whether institutions should be
supervised on a consolidated basis. While the precise meaning of this term
is open to different interpretations, the underlying question is whether
independent capitalisation of units within the same financial group, possibly
combined with “firewalls” aimed at limiting the transfer of capital between
them, can be relied upon to isolate those units from the rest of the group
in times of distress. Recent experience, such as the failure of Drexel in the
United States and British and Commonwealth in the United Kingdom, has
indicated that market perceptions and group interdependencies undermine
effective separation. Failure to consolidate can therefore blur an assess-
ment of the real soundness of financial companies and result in supervisory
gaps. Consolidation is now a standard practice in banking supervision
following concerted international action in the early 1980s. It is not a prin-
ciple as yet generally accepted in the supervision of securities and insurance
business. Furthermore, its implementation in organisations covering widely
differing activities is fraught with conceptual difficulties.

The question of the distribution of supervisory responsibilities and
coordination among different authorities has acquired greater significance
in the light of the despecialisation and internationalisation of institutions.
National authorities remain divided as to the merits of the centralisation of
supervisory responsibilities, views being significantly affected by the histor-
ical legal framework, for example with respect to the possibility of
combining commercial and investment banking. There is a consensus,
however, on the need for further cooperation nationally and internationally
in areas such as the precise allocation of responsibilities, the exchange of
information and, to a lesser extent, greater consistency of supervisory
methods. Cooperation among banking supervisors was intensified in the
1980s, as the conclusion of the Basle Concordat and the later accord on
capital standards testify. Since the late 1980s cooperation has begun to take
shape between banking, securities and, more recently, insurance supervi-
sors and regulators.

As regards the methodology of supervision, the issue of capital
adequacy has taken on a new dimension since the mid-1980s. The Basle
accord on capital standards was designed to strengthen banks against poten-
tial losses, notably through a more balanced treatment of credit risk and
the inclusion of off-balance-sheet exposures in the capital framework,
while reducing competitive inequalities arising from differences in national
arrangements. The 1990s should see the extension of the accord to cover
market and interest rate risks, an extension which raises complex technical
questions. Work is also under way, at both the EC and a wider international
level, to achieve greater consistency of standards between banking
and securities supervisors in an effort to reduce the scope for regulatory
arbitrage. Despite marked differences in supervisory philosophy (see the
sixtieth Annual Report), considerable progress has been made, as exempli-
fied by the understanding reached at the meeting between the Basle
Committee on Banking Supervision and the Technical Committee of the
International Organisation of Securities Commissions in early 1992. It is not
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clear, however, to what extent consistency can be achieved given the
profound differences in the nature of the activities.

The supervision of individual institutions needs to be complemented
with prudential arrangements at the systemic level designed to cope with
the problems that may result from the linkages between institutions and
from general shocks. Typically this second line of defence involves the
pooling of resources in order to share losses or secure external liquidity
support (e.g. deposit insurance schemes for small depositors). It may also
include mechanisms for the monitoring and control of aggregate exposures
of participants in specific sub-systems (as in some organised exchanges).
One challenge for the 1990s will be to devise such arrangements and
extend their coverage so as to take account of the growing complexity of
financial relationships. At the top of the agenda are arrangements for
payment and settlement systems, especially interbank large-value funds
transfer systems, where some progress has already been made since the
mid-1980s with the introduction of risk reduction policies. These have
included, for instance, the setting-up of collateral-pooling or loss-sharing
schemes and centralised facilities for the monitoring and containment of
settlement exposures. A related area is that of cross-border interbank
netting schemes, aimed at reducing settlement flows and reciprocal credit
and liquidity exposures, for which a recent report by the central banks of
the Group of Ten countries recommends a set of minimum safety standards
and lays down the principles for cooperative central bank oversight.

If a crisis does occur and cannot be fully resolved by the safety
mechanisms built into the system, the authorities may be called upon to
intervene so as to limit its range and severity. The form taken by this third
line of defence will vary depending on the origin and magnitude of the
shock, the sectors affected and other, country-specific factors. However, it
will often involve the central bank, as the institution ultimately in control of
the liquidity in the system. The task facing the authorities is to adapt their
techniques of intervention to the new financial environment, where the
sources of the shocks and hence the need for liquidity may be more
remote from their “privileged interlocutors” (the banks), where the
complexities of the market and institutional interrelationships may compli-
cate judgements as to the scale and compass of the required intervention
and where the time available to act is much reduced compared with the
past. This task calls for an intimate knowledge of market mechanisms and
participants.

A key issue in the design of the system of lines of defence is the
balance between market discipline and the authorities’ involvement. The
limitation of market discipline is that it may be insufficient or may exert
itself in a way which is not consistent with systemic stability. A drawback of
the authorities’ involvement is that it may be counterproductive in certain
circumstances if it gives market participants a false sense of security,
encouraging them to take on further risks — a problem often referred to as
“moral hazard”.

There are national differences in where the balance is struck between
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official involvement and market discipline; but the overall recent tendency
has been to make greater room for market discipline alongside official
prudential supervision. The search for this balance has dominated the policy
debate in the United States, where changes in the payment and settlement
systems, a tightening of deposit insurance schemes and a reconsideration
of the “too big to fail” doctrine have been motivated by the belief that
incentives to prudent behaviour had been blunted for too long through an
overgenerous and underpriced “safety net”. More generally, the global
strengthening of capital standards can also be seen as creating greater room
for market discipline. Although the capital requirement is an external
constraint on portfolio behaviour, providing a cushion against potential
losses, its strengthening also increases the incentive and provides a means
for capital markets to monitor and discipline an institution.

Shifting the balance towards market discipline is not a simple task. It
calls for improved information disclosure, a step which raises controversial
issues concerning the choice of accounting systems and the nature and
range of the information disclosed. Above all, reducing incentives to exces-
sive risk-taking will depend on the credibility of the authorities’ commit-
ment to limiting intervention to the necessary minimum in the event of
turmoil. That credibility is only partly a question of legislation and regula-
tions: in the complex present-day financial environment, it inevitably
requires a degree of official discretion. In much the same way as the mone-
tary authorities’ anti-inflation commitment, it needs to be demonstrated in
consistent action.

Irrespective of the effectiveness of the framework set up to cope
with systemic risk, however, the lesson which can be drawn from past
experience is that the key to financial stability lies within institutions them-
selves. Financial activity is not only about the taking of risks, but also about
the proper pricing and management of those risks as a means to lasting
success. The best supervision, ultimately, begins at home.
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IX. Activities of the Bank

1. Cooperation between central banks and
international organisations

During the past year the Bank has continued to play its traditional role in
fostering international monetary cooperation.

The Bank participated as an observer both in the work of the Interim
Committee of the Board of Governors of the International Monetary Fund
on the International Monetary System and at the meetings of the Finance
Ministers and central bank Governors of the Group of Ten countries and of
their Deputies. Furthermore, the Bank continued to perform the functions
entrusted to it in August 1964 by the Ministers and Governors of the
Group of Ten of collecting and distributing to all the participants in the
Group and to Working Party No. 3 of the Organisation for Economic Co-
operation and Development data concerning the financing of external
surpluses and deficits of the Group of Ten countries.

In addition to the regular meetings in Basle of the Governors of the
central banks of the Group of Ten countries, the Bank continued to
organise periodic meetings of central bank officials on a variety of subjects.
As in the past, it also provided the secretariats for various committees and
groups of experts.

The Euro-currency Standing Committee continued to monitor inter-
national banking and capital market developments. In particular, it discussed
the implications for international financial markets of developments in
certain asset markets and the role of international bank lending in the
process of transition in eastern European countries. In the course of the
year, the Committee also reviewed developments and examined some
policy issues in the area of international interbank relations and derivative
markets. The Bank continued to compile, analyse and publish statistical data
on developments in international banking and financial markets.

The Basle Committee on Banking Supervision has given priority to
three projects over the past year. First, in the aftermath of the BCCI affair,
the Committee carried out a review of the collaborative arrangements for
the supervision of international banks. It is likely that a set of minimum
standards designed to strengthen the Basle Concordat will be issued by the
Group of Ten central bank Governors shortly. Secondly, as part of its
continuing work of monitoring the progress of the Basle capital accord of
July 1988, an amendment was issued in November 1991 in respect of the
inclusion of general provisions and general loan loss reserves in capital.
Thirdly, preliminary understandings were reached with the Technical
Committee of the International Organisation of Securities Commissions on
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the introduction of minimum capital requirements for the market risks
incurred by banks and securities firms. It is intended that proposals in this
area should be issued for formal consultation with the banking and securi-
ties industries in the course of 1992. In June 1991 Mr. E. Gerald Corrigan,
President of the Federal Reserve Bank of New York, was appointed
Chairman of the Basle Committee following the death of Huib . Muller,
who had chaired the Committee since October 1988.

The Service for Eastern European Countries and International
Organisations, set up in mid-1990, intensified its work of coordinating the
technical assistance and training provided by the central banks of the Group
of Ten countries and Austria to central banks in eastern European coun-
tries. In close cooperation with the International Monetary Fund, these
coordination activities were extended to include a much larger number of
donor central banks and, on the recipient side, the central banks of the
republics of the former Soviet Union. The Service participated on behalf of
the BIS in IMF missions to this region. In keeping with the Bank's role as a
forum for the exchange of views among central bank officials, the Service
organised meetings and seminars for representatives from central banks
of industrialised and eastern European countries for the purpose of
exchanging information on their experience in specific areas.

The Committee on Payment and Settlement Systems held its regular
meetings in June and December last year. It continued to review develop-
ments in domestic and cross-border payment, netting and settlement
arrangements in the Group of Ten countries. Attention was focused on the
existing and developing infrastructures which provide major links between
payment and settlement systems in different countries. The Committee
also discussed reports drawn up by working groups on delivery versus
payment methods for settling securities market transactions and the
measures that central banks might take, individually or on a cooperative
basis, to improve efficiency and reduce risks in the settlement of cross-
border and multi-currency transactions.

The Group of Computer Experts continued to devote attention to
the area of telecommunications, studying, in particular, the networks and
EDP systems which provide the technical infrastructure for the main
payment systems in the Group of Ten countries; it also embarked on a
survey of the links which the central banks maintain with other banks and
with providers of services for the automated exchange of information. Its
Working Party on Security Issues, while complementing the Group’s work
on these two subjects from the security standpoint, undertook a further
analysis of the phenomenon of computer viruses and examined the depen-
dence of computer installations on the technical environment in which they
operate.

The Group of Experts on Monetary and Economic Data Bank Ques-
tions continued to focus its attention on ways of strengthening BIS Data
Bank Services for central banks in the Group of Ten countries. Efforts
towards improving the timeliness and quality control of statistics were
reviewed and further initiatives were agreed. Information security issues
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were explored, particularly in the context of upgraded telecommunication
arrangements with participating institutions. With respect to central bank
interest in broadening the coverage of statistics in the database to include
countries outside the Group of Ten, the BIS reported on favourable devel-
opments in its bilateral arrangements for data exchange with central banks
in these countries.

The Committee of Governors of the Central Banks of the Member
States of the European Economic Community and the Board of Governors
of the European Monetary Co-operation Fund (EMCF) as well as their sub-
committees and working parties continued to hold most of their meetings
at the BIS, where the Committee of Governors' permanent Secretariat is
also located. The Committee of Governors is the principal forum for
monetary cooperation in the Community and contributed significantly to
the preparation of the Treaty on European Union, which was agreed by the
Heads of State and Government in Maastricht in December 1991.

In accordance with its mandate, as extended by the Decision of the
Council of the European Communities on 12th March 1990, in April 1992
the Committee of Governors published its first Annual Report on its
activities and on the monetary and financial conditions in the Community.
The Report, which covered the period from July 1990 to December 1991,
was transmitted to the European Parliament, the Council of the European
Communities and the European Council.

2. Functions as Agent and Trustee

During the past financial year the Bank continued to perform various
Agency functions in connection with international financial settlements.

(a) Agent for the European Monetary Co-operation Fund (EMCF)

The Bank continued to perform the functions of Agent for the EMCF
which it has been executing since 1st June 1973." These functions, on the
one hand, are connected with the operation of the EMS and, on the other,
relate to the execution of financial operations in connection with Commu-
nity borrowing and lending for the purpose of balance-of-payments support
for EC member countries.

During the period from 1st April 1991 to 31st March 1992 interven-
tions carried out by EMS central banks in other EMS member countries’
currencies and entered in the books of the EMCF in the framework of the
very short-term financing mechanism amounted to approximately ECU 302
million.

The volume of ECUs issued by the EMCF through three-month swap
operations with each of the EC central banks that are signatories to the
Agreement of 13th March 1979 and with the Luxembourg Monetary Insti-
tute fell slightly from ECU 46.6 billion at 1st April 1991 to ECU 46.3 billion
at 31st March 1992.

* For adescription of the structure and functions of the Fund, see the fifty-fourth Annual Report, pages
162—164.
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As regards the Community borrowing and lending operations referred to in
Council Regulation (EEC) No. 1969/88 adjusting the Community loan
mechanism designed to support the balance of payments of member
states,* particulars of which were given in the fifty-sixth, fifty-seventh and
sixty-first Annual Reports on pages 171, 183 and 205—-206 respectively,
during the period under review the Agent continued to receive from the
borrowers, namely France and Greece, and to distribute to the creditors
vis-a-vis the Community the sums due in respect of interest, commission
and expenses on loans outstanding.

The Agent also carried out the financial transactions connected with
the following operations relating to Community loans granted to these two
countries:

— at the interest maturity date of 26th July 1991, the advance repayment
by France of the ECU 30,000,000 loan 1983—93 at 11.50% per annum,
corresponding to the third tranche of the ECU 150,000,000 issue of notes
1983—87/90/93 in three tranches;

— at the following final maturity dates, the repayment by Greece of the
following loans:

on 2nd January 1992, the DM 30,000,000 loan 1987—92 at 5.54% per
annum, corresponding to the bank loan in the same amount,

on 29th January 1992, the ECU 100,000,000 floating rate loan 1988—92
(the second tranche of the ECU 350,000,000 loan 1988—91/92/93 in three
tranches), corresponding to the second tranche of the issue of notes at
7%8% per annum in the same amount,

on 21st February 1992, the DM 500,000,000 floating rate loan 1986—92,
corresponding to the issue of notes in the same amount, and

on 25th February 1992, the ECU 150,000,000 loan 1987—92 at 7%2% per
annum (the first tranche of the ECU 350,000,000 loan 1987—-92/94 in two
tranches), corresponding to the first tranche of the issue of notes in the
same amount.

The following table shows, as at 31st March 1992, the total of out-
standing Community lending operations.

Outstanding Community loans as at 31st March 1992
Borrowing us Deutsche Swiss Yen ECUs
country dollars Mark francs
in millions
Greece 250 L 836 ‘ 227 25,000 1,090

(b) Agent for the private ECU clearing and settlement system

Since October 1986 the Bank has performed the functions of Agent for
the private ECU clearing and settlement system in accordance with the

* With effect from 24th June 1988 this Regulation replaced Regulation (EEC) No. 682/81 of 16th March
1981, which had previously been the legal basis for the EMCF's activity in connection with Community
borrowing and lending operations.
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provisions of successive agreements concluded between the ECU Banking
Association (EBA), Paris, and the BIS, the most recent of which was signed
and entered into force on 27th December 1990." Member banks of the
EBA may be granted the status of clearing bank on the basis of criteria
drawn up by that body. As a result of the merger between Algemene Bank
Nederland N.V. and Amsterdam-Rotterdam Bank N.V. in September 1991
the number of clearing banks stood at forty-four on 31st March 1992.

(c) Trustee for international government loans

As reported in previous years until 1988, the Bank fulfilled the functions of
Trustee for the conversion and funding bonds which were issued by the
Government of the Federal Republic of Germany in accordance with the
London Agreement on German External Debts of 27th February 1953.
Those bonds reached final maturity in October 1972 in the case of the
German External Loan 1924 (Dawes Loan) and in June 1980 in the case of
the German Government International Loan 1930 (Young Loan). So far as
the exchange guarantee for the Young Loan under the London Agreement
is concerned, reference should be made to pages 168—169 of the fiftieth
Annual Report of the Bank, which was published in June 1980.

As a consequence of German reunification on 3rd October 1990,
and in the light of the obligations which it had assumed under the
London Agreement, the Government of the Federal Republic of Germany
announced its intention of settling arrears of interest, for the period 1944
to 1952, both for the Dawes Loan and for the Young Loan. For that
purpose, the German authorities have already started to float thirteen new
issues of funding bonds. The new bonds carry interest at 3% per annum
from 3rd October 1990, payable half-yearly as from 3rd April 1991, and
will reach final maturity on 3rd October 2010.

Bearing in mind the technical developments which have taken place in
recent years so far as bond issues are concerned, the German authorities
have approached the Bank with a view to the latter assuming, in a simplified
form, certain of the functions which it had previously performed as
Trustee. The Bank has indicated its willingness, in principle, to lend its assis-
tance with respect to the new funding bonds 1990—2010. However, the
related negotiations have not yet been concluded.

3. Financial assistance to central banks

Whereas the BIS had been approached to arrange bridging finance on a
number of occasions in previous years, it set up only one operation of
this kind during the financial year 1991-92. This was a facility arranged in
favour of the National Bank of Romania in September 1991 for a total of
ECU 180 million, of which ECU 145 million was granted by the BIS and
ECU 35 million by the KfW (Kreditanstalt fiir Wiederaufbau) of the Federal
Republic of Germany. The BIS share was backed by ten EC central banks.

* For a description of the structure and operation of the clearing system, see the fifty-sixth Annual
Report, page 172.
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The loan was intended to prefinance the first tranche of an EC credit to
the Republic of Romania which was due to be made available in November
1991. However, for technical, procedural reasons the EC credit was not
available until the end of January 1992. Accordingly, it was decided by
mutual agreement that the bridging facility would expire on 31st January
1992; on that date the funds obtained by the National Bank of Romania
enabled it to repay the loan in full.

4. Operations of the Banking Department

The Balance Sheet of the Bank and the Profit and Loss Account at 31st
March 1992, certified by the auditors, are reproduced at the end of this
Report; they are expressed in gold francs.*

At the end of the sixty-second financial year, on 31st March 1992, the

balance-sheet total stood at GF 47,961,052,059
On 31st March 1991 it had amounted to GF 45,719,139,929
There was thus an increase of GF 2,241,912,130
or 4.9%,

This rise, which compares with that of 10.7% recorded in the
previous financial year, was chiefly due to an increase in resources;
exchange rate movements over the financial year under review were not
significant and consequently accounted for only a small part of the rise in
the balance-sheet total. It should be mentioned that most currencies other
than the US dollar appreciated in gold franc terms, with the exception, in
particular, of the Swiss franc.

BIS: Development of the balance-sheet total

over the past five financial years

Financial years ended Balance-sheet total l Movement over the year

31st March in millions of gold francs in percentages
1988 38,151 + 8,207 + 27
1989 42,234 +4,083 + 11
1990 41,291 — 943 — @
1991 45,719 +4,428 + 11
1992 47,961 +2,242 + 5

The following are not included in the Balance Sheet:

— bills and other securities held in custody for the account of central banks
and other depositors;

— accounting entries arising from the Bank's functions as Agent for the
European Monetary Co-operation Fund as described in Section 2 above;
— gold held under earmark for the account of various depositors; this
item, which declined slightly, amounted to 1,246 million gold francs on 31st
March 1992, compared with 1,275 million gold francs on 31st March 1991.

* The gold franc (abbreviated to GF) is the equivalent of 0.290 322 58... grammes fine gold — Article 4
of the Statutes. Assets and liabilities in US dollars are converted at US$ 208 per ounce of fine gold
(equivalent to 1gold franc = US$ 1.94149...); all other items in currencies are converted on the basis of
market rates against the US dollar.
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Liabilities (composition of resources)

BIS: Development of resources over the past five financial years
(after allocation of the net profit for the year
as proposed to the Annual General Meeting)

Financial years Paid-up capital Borrowed Other Balance-sheet
ended and reserves funds liabilities total

31st March in millions of gold francs

1988 1,335 35,658 1,158 38,151
1989 1,404 39,875 955 42,234
1990 1,476 38,673 1.142 41,291
1991 1,557 42,856 1,306 45,719
1992 1,644 44 866 1,451 47,961

A. Capital and reserves
(a) Paid-up capital GF 295,703,125

The Bank’s authorised capital remained unchanged at 1,500 million gold
francs; there was likewise no change in the issued capital, which is made up
of 473,125 shares paid up to the extent of 25%.

(b) Reserves

The movements in the various reserve funds, commented on below, are
shown in the table at the end of this Report, under Item I.

(1) Legal Reserve Fund GF 30,070,313

The total of this Fund showed no change. It has remained unchanged
since 1971, when it reached 10% of the then paid-up capital, this being the
proportion laid down in Article 51 (1) of the Statutes.

(2) General Reserve Fund
after allocation of the net profit
for the financial year 1991-92 GF 672,816,157

This Fund had stood at 646.7 million gold francs on 31st March 1991;
it is proposed that a sum of 26.1 million gold francs be transferred to it

from the net profit for the financial year, in conformity with the provisions
of Article 51 (3) of the Statutes.

(3) Special Dividend Reserve Fund
after allocation of the net profit
for the financial year 1991-92 GF 42,530,055

This Fund had been raised to 39.5 million gold francs at the end of the
financial year 1989—90; it shows an increase of 3 million gold francs.

The proposed increase, also by transfer from the net profit, is in
accordance with the provisions of Article 51 (4) of the Statutes.

(4) Free Reserve Fund
after allocation of the net profit
for the financial year 199192 GF 603,066,872
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compared with 545.2 million gold francs on 31st March 1991. It has been
recommended that a sum of 57.9 million gold francs be allocated to this
Fund, also from the profit.

The total sum which it is proposed to transfer to the reserves
from the net profit for the financial year 1991-92 therefore amounts to
87 million gold francs.

The reserves will thus stand at GF 1,348,483,397
compared with 1,261.5 million on 31st March 1991.

B. Borrowed funds

The following tables show the origin, nature and term of the Bank’s
borrowed resources.

BIS: Borrowed funds, by origin

Origin Financial years ended 31st March Movement
1991 1992
in millions of gold francs
Deposits of central banks 40,636 43,204 +2,568
Deposits of other depositors 2,220 1,662 — 558
Total 42,856 44,866 +2,010

The increase in resources was entirely due to a rise of more than 6%
in the currency and gold deposits of central banks. On the other hand, the
total of “Deposits of other depositors” declined by 25%; this item, which
had recorded an increase of 71% in the preceding financial year, mainly
comprises funds placed by international organisations.

“Deposits of central banks” now represent 96.3% of all resources in
currencies (compared with 94.8% previously), while “Deposits of other
depositors” account for only 3.7% (compared with 5.2%),.

The expansion in deposits in currencies was due primarily to a
more or less steady increase in deposits in US dollars, whereas the items
denominated in other currencies remained stable or declined, in the case of
liabilities in Deutsche Mark and Japanese yen in particular, markedly. As a
result, on 31st March 1992 the share of deposits in US dollars represented
53% of total resources in currencies, compared with 40% at the end of
the previous financial year, that in Deutsche Mark 24% (compared with
30%) and that in the third-largest item, ECUs, 12% (against 10%).

Both deposits in gold and those in currencies increased, by 2.7% and
4.9% respectively. As a proportion of total resources, the share of
deposits in gold decreased slightly to stand at only 10.2%, compared with
10.4% at the end of the previous financial year; deposits in currencies
accounted for 89.8%, compared with 89.6%.

The expansion in borrowed funds was reflected in an increase in
deposits with a maximum maturity of three months; sight deposits and
deposits at over three months declined.
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BIS: Borrowed funds, by nature and term to maturity

Term Deposits in gold Deposits in currencies Total

Financial years Move- Financial years Move- Financial years Move-

ended 31st March | ment ended 31st March ment ended 31st March ment
1991 1992 1991 1992 1991 1992
in millions of gold francs

Sight 4,399 | 4,562 | +163 2,145 1,862 | — 283 6,544 6,424 | — 120
Not exceeding
3 months 51 9 — 42| 35,323 | 37,853 | +2,530 | 35,374 | 37,862 | +2,488
Over 3 months - - - 938 580 | — 358 938 580 | — 358
Total 4,450 | 4,57 +121 | 38,406 | 40,295 | +1,889 | 42,856 | 44,866 | +2,010

It should be noted that the total of sight deposits in currencies may
vary appreciably from one month to another; those with a maturity of
more than three months had recorded a sharp increase in the early months
of the financial year.

In terms of the maturity of the deposits received, sight deposits repre-
sented 14.3% of total resources, deposits with a maximum maturity of
three months 84.4% and those at over three months 1.3%); the respective
percentages had been 15.3, 82.5 and 2.2% at the end of the preceding
financial year.

GF 4,571,239,869

This compares with 4,450 million gold francs on 31st March 1991. The
increase of 121 million represents the difference between the rise in sight
deposits and the contraction in time deposits with a maximum maturity of
three months.

(a) Deposits in gold

(b) Deposits in currencies GF 40,295,093,969

This item had stood at 38,406 million gold francs on 31st March 1991 and
thus showed a rise of 1,889 million, or 4.9%. This increase was due to the
expansion in deposits with a maximum maturity of three months; sight
deposits and deposits at more than three months declined.

C. Other liabilities

Other liabilities comprise the “Staff pension scheme”, the item “Miscel-

laneous” and the dividend payable on 1st July 1992.
The total of these three items amounted to

against 1,306 million gold francs on 31st March 1991.

GF 1,450,531,699

(a) The item “Staff pension scheme” stood at GF 158,256,993

compared with 150 million gold francs at the end of the preceding financial
year. This item represents the Bank's liability in respect of staff pensions.
The amount in Swiss francs, in which it is denominated, was increased
during the financial year.
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(b) The item “Miscellaneous™ amounted to GF 1,259,814,546

against 1,122 million gold francs on 31st March 1991.
The rise of 138 million reflected, in particular, the influence of
exchange rate fluctuations on currencies other than the US dollar.

(c) Dividend payable on Tst July 1992 GF 32,460,160

The amount of the dividend has been fixed at 200 Swiss francs per share,
the same as that paid at the end of the previous two financial years.

The sum of 32.5 million gold francs which it is proposed to set aside
out of the net profit for the financial year 1991-92 is slightly lower than
that allocated at the end of the preceding financial year owing to the effect
of the exchange rate factor on the Swiss franc.

The net surplus for the financial year 1991-92, before allocation,
amounted to 119,460,160 gold francs, compared with 114,892,783 gold
francs recorded at the end of the financial year 1990—91. It is proposed
that this surplus be allocated in accordance with the provisions of Article
51 of the Statutes. Details are given in Section 5 of this chapter.

Assets (employment of resources)

The following table gives a breakdown of the balance-sheet asset items
according to their nature:

BIS: Development of investments and other assets, by nature
Nature Financial years ended 31st March Movement
1991 | 1992
in millions of gold francs
Sight assets
Gold 4,861 4,808 - 53
Currencies 7 4 868 12 4,820 |+ 5 — 48
Treasury bills 2,461 3,623 +1,162
Time deposits and
advances
Gold 389 460 + 7
Currencies 30,604 30,993 | 31,588 32,048 [+ 984 +1,055
Government and
other securities at term 7,384 7.458 + 74
Miscellaneous 13 12 - 1
Total
Gold 5,250 5,268 + 18
Currencies 40,469 45,719 | 42,693 47 961 |+2,224 +2,242

The increase in resources received by the Bank was mainly reflected in
a corresponding expansion in investments in Treasury bills and in the form
of time deposits and advances in currencies. There was also a rise in the
total of time deposits in gold.

There follows a more detailed examination of each item in the table
above.
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(a) Gold

The increase of 18 million gold francs in assets in gold compares with that
of 121 million recorded in liabilities in gold. The difference of 103 million
reflected the contraction in forward gold operations, to which reference is
made at the end of this section.

— Holdings on sight account GF 4,807,721,945

This compares with 4,861 million gold francs on 31st March 1991.

— Time deposits GF 459,895,173
This compares with 389 million on 31st March 1991.
(b) Cash on hand and on sight account with banks  GF 12,412,915

On 31st March 1991 this item had amounted to 7 million gold francs.

(c) Treasury bills GF 3,623,143,845

This portfolio had stood at 2,461 million gold francs at the end of the
previous financial year; its volume and composition fluctuated appreciably
during the financial year as operations were expanded.

(d) Time deposits and advances in currencies GF 31,588,007,613

This compares with 30,604 million gold francs on 31st March 1991, repre-
senting an increase of 984 million, or 3.2%.

(e) Government and other securities at term GF 7,457,890,914

This item had amounted to 7,384 million gold francs on 31st March 1991
and thus shows a rise of only 74 million, although it fluctuated substantially
during the financial year under review.

In parallel with the development of resources, investments in curren-
cies — in the form of time deposits and advances, in Treasury bills and in
miscellaneous securities — were marked by a sharp expansion in operations
in US dollars and an appreciable contraction in those denominated in
Deutsche Mark, Japanese yen and pounds sterling. Assets in US dollars and
Deutsche Mark remained the largest items, however, followed by those in
ECUs, whose volume remained stable.

The following table gives a breakdown according to residual term to
maturity of investments in time deposits and advances (in gold and curren-
cies) and in government and other securities at term:

BIS: Time deposits and advances and government
and other securities at term, by term to maturity

Term Financial years ended 31st March Movement
1991 \ 1992
in millions of gold francs
Not exceeding 3 months 33,126 32,083 —1,043
Over 3 months 5,251 7,423 +2,172
Total 38,377 39,506 +1,129

223




There was a slight decline (—3.1%) in investments with maturities
not exceeding three months, which thus represented 81.2% of the total
of investments shown in the table above, compared with 86.3% on
31st March 1991. On the other hand, operations concluded at over three

months recorded a proportionately greater increase (+ 41.4%) to account
for 18.8%, compared with 13.7%.

(f) Miscellaneous GF 11,979,653

This compares with 13 million gold francs on 31st March 1991.

Forward gold operations

These operations, which are mentioned in Note 2 to the Balance Sheet,
resulted in a negative balance of GF 34,282,943
compared with a negative balance of 137.7 million gold francs on 31st
March 1991.

The maturing of a transaction concluded during the preceding financial
year resulted in an appreciable reduction in the volume of forward opera-
tions involving the repayment of a weight of gold by the Bank at maturity.

5. Net profits and their distribution

The accounts for the sixty-second financial year ended 31st March 1992
show a net operating surplus of 134,110,445 gold francs, compared with
134,066,732 gold francs for the preceding financial year. This year's result
is shown after deduction of 46,056,417 gold francs in respect of costs of
administration, the increase of 11% over the previous year’s figure of
41,614,970 gold francs reflecting the fall in the gold franc value of the Swiss
franc; the percentage increase in terms of Swiss francs, in which currency
most of the Bank’s expenditure is incurred, was around twice as large.

The Board of Directors has decided to transfer 3,650,285 gold francs
to the Provision for Exceptional Costs of Administration and to supple-
ment — by means of a further transfer of 11,000,000 gold francs — the
Provision for Modernisation of Premises and Renewal of Equipment, the
main purpose of which is to meet the cost of the continuing series of
technical projects involving investment expenditure. As a result of these
transfers the net profit amounts to 119,460,160 gold francs, against
114,892,783 gold francs for the previous financial year. The allocation of
this amount is governed by Article 51 of the Statutes.

On the basis of this Article, the Board of Directors recommends that
the net profit of 119,460,160 gold francs be applied by the General Meeting
in the following manner:

(i) an amount of 32,460,160 gold francs in payment of a dividend of 200
Swiss francs per share;

(if) an amount of 26,100,000 gold francs to be transferred to the General
Reserve Fund;

(i) an amount of 3,000,000 gold francs to be transferred to the Special
Dividend Reserve Fund; and
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(iv) an amount of 57,900,000 gold francs, representing the remainder of
the available net profit, to be transferred to the Free Reserve Fund.
This Fund can be used by the Board of Directors for any purpose that
is in conformity with the Statutes.

If the above proposals are accepted, the dividend will be paid on
1st July 1992 to the shareholders whose names are contained in the Bank’s
share register on 20th June 1992.

The Balance Sheet, the Profit and Loss Account and a summary state-
ment showing the movements during the financial year in the Bank's
reserves will be found at the end of this Report. The Bank's accounts have
been audited by Price Waterhouse, who have confirmed that the Balance
Sheet and the Profit and Loss Account, including the notes thereon, give,
on the basis described in Note 1, a true and fair view of the state of the
Bank’s affairs at 31st March 1992 and of its profit for the year ended on
that date. Price Waterhouse's report is appended at the foot of the
Balance Sheet.

6. Changes in the Board of Directors and in the Management

M. B. Clappier relinquished his position as Vice-Chairman of the Board of
Directors on 27th November 1991, when his term of office expired. The
Board elected Lord Richardson of Duntisbourne as his successor for a
period of three years commencing on 28th November 1991.

Herr K.O. P&hl ceased to be a member of the Board at the end of
July 1991, when he relinquished the office of President of the Deutsche
Bundesbank. His successor in that post, Prof. Dr. H. Schlesinger, became
an ex officio Director as from 1st August 1991. M. B. Clappier was
re-appointed to the Board in November 1991 and Dr. M. Lusser was
re-elected to the Board in March 1992.

As regards the Management of the Bank, Mr. G.M. Gill was appointed
Deputy Head of the Banking Department and Manager as from 1st
December 1991. Mr. R.T. P. Hall, Assistant General Manager, retired at the
end of January 1992. M. R. Gros succeeded him as Assistant General
Manager as from 1st February 1992, while retaining his existing functions as
Head of the Banking Department. Sig. T. Pollonio, Assistant Manager, relin-
quished his appointment at the end of January 1992.
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Conclusion

This Report has covered a broad canvas of past developments, but, looking
ahead, the problems economic policy-makers worldwide will have to
confront present a picture differing greatly from earlier patterns. New
issues and challenges have appeared, while some perennial problems have
almost faded from the scene.

The most striking new feature, stretching from the immediate fore-
ground to the middle and even long-term distance, is without doubt the
emergence of the fifteen states from the dissolution of the Soviet Union,
struggling to find for themselves a new political and economic order. At an
extremely rapid pace the heirs of the Soviet Union have followed its
former satellites on the arduous road out of the impasse into which
socialism and central planning had led them. Several aspects of this struggle
have been addressed in earlier chapters. The integration of the former
Soviet republics into the world economy is a sine qua non for their ultimate
success, a point which will be taken up again in the last part of this Conclu-
sion. The many new states will need to guard against the temptation of
creating barriers to mutual trade and to allow new economic ties to
develop on the basis of world market prices and the principle of non-
discriminatory trade. This will require above all a breakthrough domestically
in placing the price mechanism firmly at the centre of their economies and
in bringing fiscal and monetary policies under control. Much the same
applies to other eastern European countries, which are not out of the
woods yet, although some have made remarkable progress. The apparent
spread of “reform fatigue” should not be allowed to weaken the authori-
ties' resolve to persevere with necessary adjustment measures.

Countries in the developing world continue to occupy an important
part of the overall picture. Just when the old East-West dichotomy has lost
its significance a divide is beginning to open up within the developing world,
between countries making large strides forward and those left far behind.
Perhaps they should no longer all be called by the same name. The division
is not absolutely clear-cut, however, as some of the countries which last
year achieved high real growth rates still need to consolidate their
improved performance; sustaining the momentum of reform may also
depend on extending recent gains to those — mainly in the poorest
groups — who suffered most during earlier years of stabilisation. In more
than one sense the extremes are moving further apart, on the one hand
gradually reducing the areas of misery in the world but on the other making
it even more urgent to enhance the specific strategies designed to help the
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worst-off cases. Moreover, concern about the global environment has
added a new dimension to the relationship between rich and poor nations;
we shall return to some aspects of this issue below.

Dominating the picture in the area of immediate policy problems is the
uncertainty regarding the outlook in the industrial world. The balance of
probability is that this uncertainty will soon be resolved, with growth
resuming at least in those countries that entered recession first, almost
two years ago. This would also boost demand in the countries less advanced
in the cycle. The fact that similar optimism prevailed a year ago and proved
unfounded does not necessarily make the present optimism unreasonable,
although it does indicate a need for caution. A number of factors give
grounds for optimism now. The revival in housing investment in North
America and in Australia, notwithstanding occasional setbacks, does suggest
that interest rate declines have begun to stimulate spending. Private sector
debt service burdens have fallen noticeably, particularly in the United States
and the United Kingdom; US households and businesses seem to have made
some progress in actually reducing debt to more sustainable levels. Further-
more, lower inflation should help to ensure that a revival in activity can be
sustained.

Might there nevertheless be elements in the current situation of the
industrial countries that will prevent a return to “growth as usual™ In
particular, will any recovery, even if now on the way, only be weak? The
fact that this recession has persisted for longer than was widely expected
could be an indication of such a new element, although it should be borne
in mind that the recession has not been severe by past standards, except in
a very small number of countries. Over-indebtedness and real asset price
deflation, which have been identified as factors retarding the recovery in
some countries in 1991, no doubt have an ominous ring, as both figured
prominently in early, and also in quite recent, explanations of the Great
Depression.

Yet to draw any further parallels between the early 1930s and the
present situation would be rather far-fetched. There is no question that the
general understanding of basic economic issues is now much greater, as is
the spirit of international cooperation if such a need is clearly recognised by
all concerned. The much larger size of government budgets nowadays tends
in any case to cushion demand, while the regulatory regime in place is much
better equipped to prevent a systemic financial crisis. All this can be said
with full confidence. It is true that macroeconomic policies of demand
management are encountering problems in many areas and will continue to
do so. These difficulties are not without significance since the macroeco-
nomic policy arsenal serves as the main defence against any downside risks
in the industrial countries. Perhaps of more immediate relevance than
countering downside risks, however, is what should be done to further
enhance the structural vitality of the industrial economies and to overcome
the handicaps arising from pronounced asset price cycles and over-indebt-
edness. But first, what is the position with regard to the tools of macro-
economic policy?
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The 1980s opened with the United States adopting a fiscal policy of bold
tax cuts which, by stimulating economic growth, were expected not to
lower but actually to bolster revenue. It did not work. The budget deficit
soared and remained high. Other countries also faced large budget deficits.
The second half of the 1980s was therefore a period of fiscal consolidation
in most industrial countries. Faced with interest charges which absorbed up
to 20% of current revenue and were rising further, one country after
another came to the conclusion that something radical — either raising
taxes, or cutting spending, or both — had to be done. The long upswing
did help to bring deficits down, and even briefly eliminate them in a few
countries. But it became evident that even quite drastic action to rein in
burgeoning deficits was doing little to contain — let alone reduce — the
ratio of debt to GNP. This experience has left governments very reluctant
to allow deficits to rise again. Far from standing ready to use fiscal policy
actively to stimulate the economy, a number of countries have even tended
to offset the automatic increase in the deficit associated with the economic
slowdown. Only the United Kingdom and Japan take a slightly different
view, having previously advanced further than most industrial countries
along the road of fiscal consolidation.

The earlier notion that governments could easily stabilise national
income failed to take account of the significance of the stock effects that
arise from a lack of symmetry in the operation of fiscal policy in most
countries. The political process works overwhelmingly to convert the mere
prospect of surpluses into higher expenditure. In these circumstances it is
futile to expect the public sector to swing back into surplus and largely
wipe out accumulated debt as soon as the need for fiscal stimulus has
passed. Yet this would be essential in order to keep the armoury stocked
for future needs under an active fiscal policy. If the deficits are allowed to
persist they feed on themselves by automatically raising expenditure, the
more so the higher the level of nominal interest rates. It would also help if
additional spending was as a matter of principle channelled into public
investment rather than public consumption, and into projects chosen on
the basis of their likely return over the medium term.

For all these reasons, fiscal policy cannot be relied upon to fine-tune
the pace of recovery. In an economic emergency, however, these medium
and long-term considerations would clearly be outweighed by short-term
imperatives: the active use of fiscal policy could prevent the industrial
economies from sinking into depression if such a risk were to materialise.
Fiscal policy is quite capable of delivering the immediate stimulus which
would then be required.

For many people, nevertheless, macroeconomic policy today is virtu-
ally synonymous with monetary policy. Central banks, by virtue of their
monopoly over the creation of high-powered money, can control very
short-term money market interest rates in their domestic markets with
great precision and can use this power to influence the path or range of
one other financial variable: a monetary aggregate, the exchange rate or
even, to a limited extent, a long-term interest rate, the choice between
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them largely depending on factors such as country size and institutional
arrangements or existing commitments. Short-term interest rates, and
whichever financial variable the central bank chooses to target, have a
bearing on real activity in the economy and on prices. But it has long been
realised that such effects are subject to long and variable lags. It is also an
old subject of debate whether, here again, there is not a basic asymmetry:
monetary policy is undoubtedly effective in the end when used restrictively,
but how effective it is likely to be as a means of stimulating activity is much
more of an open question. “Liquidity traps”, “pushing on a string”, are the
traditional images that come to mind. Perverse effects on expectations
may delay the hoped-for direct effects. Recent US experience seems to
confirm that one cannot count on quick and predictable results when
monetary policy is applied in an expansionary direction.

The experience of two countries in Europe with strong records in
terms of their ability to keep inflation at bay, Germany and Switzerland,
demonstrates that even restrictive monetary policies can encounter
formidable difficulties. In Germany this is largely due to strong demand
effects of unification exacerbated by wage-push and higher indirect taxes.
The Swiss monetary authorities have on occasion been unwilling to match
German interest rate rises, so that the exchange rate has fallen. The
resulting inflationary impulse has been magnified by extensive implicit index-
ation mechanisms and has undone much of the price-dampening effect of
higher real interest rates. Apart from these two cases, however, the
outlook on the inflation front has greatly improved. In virtually all industrial
countries the reduction of inflation has been the main target of monetary
policy. Some are even considering making price stability the only objective
of the central bank. Although no country has yet reduced inflation to zero,
many now have rates so low that distorting effects on decisions and judge-
ments have probably been all but eliminated. This is likely to have a
favourable effect on the supply side of their economies and, while not
providing a direct stimulus to demand, will soften the impact of unexpected
setbacks to the recovery. Indeed, the fact that the most recent phase of
expansion was one of the longest in the post-war period may well have
been largely the result of the improved inflation environment.

A third area for policy action concerns the various structural
measures and reforms which in recent years have been the focus of
increasing attention in national as well as international discussions. In
spheres such as the financial markets growing interdependence between
countries has given the reform process strong momentum. International
competitiveness has also been an important consideration in the implemen-
tation of tax reforms and the strengthening of market forces in product
markets. One positive feature in this respect is that in several countries
high rates of capacity utilisation in industry have not so much led to infla-
tionary pressures but have rather been reflected in improved profits and
higher investment. Better training and the elimination of rigidities have also
improved the functioning of labour markets, but much still remains to be
done before unemployment rates could fall to earlier levels. Slow progress
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also characterises attempts to reform agricultural policies, which on

average involve costs of almost 2% of GDP in the OECD countries.

Another field in which there is scope for improvement is investment in the

infrastructure, which in several countries has suffered from badly targeted

cuts in public spending. The policy of privatisation now being pursued in
many countries could in the medium term help to strengthen infrastructure
investment.

There remains the question of whether there are certain special influ-
ences which are likely to significantly dampen any recovery. Specifically, will
the greater volatility of real asset prices and over-indebtedness be a lasting
drag on activity? It has already been mentioned that at least in the United
States signs of improvements in debt ratios are increasing. Bank and corpo-
rate balance sheets are looking healthier, owing partly to higher profits and
partly to increased share issuance. The financial balances of private house-
holds show a similar tendency. It should also be borne in mind that real
asset prices are likely to fluctuate more than the prices of goods and
services. To the extent that real assets generate an income stream or
because of the opportunity costs involved in holding them, their prices are
affected by interest rate fluctuations as well as by replacement costs. Fluc-
tuations in inflation expectations can aggravate these price cycles further,
depending on the hedging qualities of the assets concerned. Macroeco-
nomic policy mistakes can result in sharper fluctuations in both interest
rates and inflation expectations. Hence excessive real asset price volatility
may reflect unfavourably on the quality and the steadfastness of macroeco-
nomic policies.

It may also reveal weakness in microeconomic policies, especially given
the over-indebtedness and balance-sheet problems in a number of coun-
tries. The way in which the deregulation process in the financial sector has
been allowed to unfold is an important case in point. Chapter VIl has given
a broad description and analysis of this process. Suffice it here to draw
attention to some of the important policy lessons:

— deregulation should proceed speedily, but at a pace that gives market
participants sufficient time to prepare themselves for the new envi-
ronment in terms of internal controls, restructuring and other adjust-
ments in business strategies, training of personnel and so on;

— a proper balance must be kept between deregulation in different
segments of financial markets to ensure that competition between
them is not grossly distorted;

—  the right time for deregulation may be best defined in terms of the
wrong time, which is when the economy is in or moving into a
powerful boom. Admittedly, getting the timing right may not be easy,
given the relatively long gestation period of some deregulation
measures;

— deregulation should be accompanied by a strengthening of supervision
so as to establish rules of the game (the Basle capital adequacy guide-
lines are a good example) and by appropriate macroeconomic policy,
especially monetary policy.
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If these lessons are heeded there should be no reason to fear that distor-
tions on the financial side will continue to seriously hamper economic
recovery.

Apart from the general policy background to the present situation
of the industrial countries discussed so far, there are a number of partic-
ular aspects which deserve mention here. One important feature is that
global exchange markets have stood up fairly well to the impact of widely
divergent monetary policies in the major industrial countries, in fact much
better than could have been expected in the light of previous experience
when major misalignments sometimes arose from comparatively minor
causes. It is true that this outcome may have been partly fortuitous in that
other factors, mainly of a political nature, just happened to offset a large
part of the interest rate effects on exchange markets last year. This cannot
always be expected to be the case. On the other hand, while the major
floating exchange rate relationships have certainly not been completely
stable in real terms, extreme misalignments have largely been avoided since
the Louvre Accord in 1987. Some of the credit for this is no doubt due to
official commitments to greater exchange rate stability, backed up at times
by highly visible coordinated exchange market intervention and by stability-
oriented domestic policies.

The prospects in the EMS exchange rate mechanism are open to
contrasting interpretations, either bright or gloomy, depending largely on
which opportunities and risks are emphasised. With the Maastricht Treaty
successfully negotiated and assuming that it will be sealed by ratification and
the referendums to be held in at least two countries, the policy of de facto
monetary union can be seen in a sense to have been vindicated. With virtu-
ally no realignments since 1987, it can be considered technically feasible to
preserve the present exchange rate structure within the ERM until it is
fixed for good at the beginning of the third stage of economic and mone-
tary union. The credibility of the commitment to nominal exchange rate
stability has gradually allowed other ERM members to reduce the premia
they have traditionally had to offer over German interest rates.

But in order for them to gain enough leeway to take their short-term
interest rates significantly below corresponding German rates the expecta-
tion of a depreciation of the Deutsche Mark vis-a-vis the other currencies
would have to gain ground — something that is ruled out by the very
commitment to nominal exchange rate stability within the ERM, and which,
if it turned out to be a realistic expectation, would bode ill for general
price stability in Europe. Thus other ERM members, in spite of their lower
inflation rates, seem to be largely tied to German short-term interest
rates. At the same time, they have to admit that Germany, four or six
years ahead of economic and monetary union, has every right, some would
even say the obligation, to pursue the monetary policy necessary to ensure
an acceptable degree of price stability. Clearly, the management of the
transition will not be an easy task.

For this reason, there are fears that the period leading up to
economic and monetary union could be marred by a deflationary bias even
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more pronounced than the conditions of fiscal discipline for participation
are widely believed to imply. These fears are exaggerated. The effects of
high real interest rates on economic activity have been surprisingly benign
over long periods. One should therefore be wary of associating high real
interest rates too firmly with weak growth. Indeed, the policy-makers
responsible for ERM currencies can be expected to remain resolute and to
endure this difficult period in order to achieve their goal of monetary union
in Europe. This places a heavy burden of responsibility on the shoulders of
German policy-makers to bring inflation and the budget deficit back under
control, and the sooner the better.

Most of the current discussions on the situation in the industrial
economies are in terms of how to get them back onto a “normal” growth
path. Estimates of the growth potential in the major industrial economies
vary between 22 and 3%, perhaps as high as 4% in Japan. Persistent
growth below potential will, it is feared, not only create problems on the
fiscal side but also push up unemployment further from what are already
high levels by historical standards. With little or no cross-reference,
another discussion that also concerns the future level of industrial activity is
growing more active. Twenty years ago the Club of Rome raised the ques-
tion of whether globally the limits to further growth had not been reached,
and the first oil price shock of 1973 served as a forceful demonstration
that the question was one to be taken seriously. It was soon pointed out,
however, that the analysis presented lacked a satisfactory economic basis in
that no account was taken of price and market reactions. The available
resources would not simply be exhausted at current prices and current
consumption levels; rather, growing scarcity would drive up prices, reduce
consumption and bring substitution effects into play. These reactions were
clearly in evidence after the first oil price rise but gradually became weaker
as the scarcity eased and the adjustment to new price levels was
completed.

Whatever the merits of the opposing positions in the earlier debate,
twenty years later rather different questions concerning the environment
have arisen which also have a bearing on growth prospects. More and more
people have become convinced of the urgent need for action to protect
the life-supporting properties of the earth’s atmosphere. Such action may
mean channelling resources into the defence of nature on a scale which
cannot fail to restrict growth indirectly by absorbing funds that would
otherwise have been destined for “productive” investment. There are still
those who argue that the protection of the environment cannot be
achieved by less but only by more growth, as the only way to generate the
necessary funds. It is true that the most successful economies are also
those able to make the greatest efforts in this regard. But scarcely anyone
would still maintain that it is enough to “go for growth™ and let that also
take care of environmental concerns.

Specific action is clearly needed. It does not have to take the form of
direct and extensive regulation. In many cases environmental objectives can
be most efficiently attained by using the price mechanism. This is an area in
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which progress depends on global cooperation, not only because most
aspects are parts of global problems and the investment required is huge,
but also in view of concerns about “level playing-fields”. Distortions of
competition due to differing degrees of environmental laxity among coun-
tries would tend to reduce the willingness to take action. Such concerns do
play a role among industrial countries, but they are much more important
in the relationship between North and South. The developing countries
largely want for themselves what the developed countries already have.
Arguments that amount to denying them further progress in this direction
and to restricting population growth are seen by some developing countries
as hypocrisy, an attempt by the developed world to defend its fortunate
position against the have-nots.

The whole issue is one of the utmost complexity, taking in questions
ranging from population growth, constraints on energy availability and tech-
nology risks to pollution as the by-product of production and consumption,
to name only those most widely discussed. In some cases methods for
dealing with the specific problems are already technically available; in others
they might become available if sufficient resources were devoted to them,
but the time required to find solutions may be long. Moreover, the world
as a whole may not be rich enough to afford them all. This points to a basic
dilemma: it may be hard enough to feed the present world population by
using production methods which do not place too heavy a burden on the
environment; the prospect of population increases on an unprecedented
scale year by year makes the matter a frightening race against time.

To return to the more immediate policy issues that concern both
industrial and developing countries, as well as those in the process of tran-
sition to market economies, the final point to be addressed in this Conclu-
sion is the future of the world trading system. The uncertainty about
activity in the industrial countries tends to foster protectionist sentiment
and encourage moves towards “managed” trade. But it would be tragic if
the shift towards free markets by the formerly centrally planned
economies and the adoption of more market-oriented policies by devel-
oping countries were made much more difficult by the erection of addi-
tional trade barriers in the industrial countries. As it is, the goods that many
of the developing countries can readily export — agricultural products,
textiles and clothing — are among those most protected by industrial coun-
tries. Moreover, the growing importance of trading blocs has dangers:
unless accompanied by a significant lowering of trade barriers vis-a-vis the
outside world it will lead to trade diversion rather than trade creation.
Unfortunately, there is little evidence of any such lowering of external
barriers. With the retention of Article 115 of the Treaty of Rome in the
Maastricht agreement individual EC member countries are still entitled to
take unilateral ad hoc protective measures (with the consent of the
Commission) against imports from third countries. This even conflicts with
the idea of a genuine single market within the Community.

The arguments for free trade are almost as old as economics as a
subject of serious study, and are on a global scale irrefutable. Free trade

233



brings about a better allocation of resources and thus fosters growth.
Protectionism draws strength from the fact that it gives special favours to
relatively small groups which are more conscious of their particular inter-
ests and more vocal in promoting them in the political arena. The costs of
protectionism are widely spread over society as a whole, notably over
consumers, and hence are more difficult to identify. Also in terms of the
longer time that it takes for the full benefits to emerge, the case for free
trade is at a political disadvantage. The more democratic and the less
exposed to pressure groups a country’s political system, the stronger will
tend to be its support for free trade.

Such considerations have an interesting international parallel. Free
trade goes a long way towards ensuring the equal treatment of small
nations in the international sphere. Only the strict observance of the prin-
ciple of free trade based on open markets offers protection against large
countries’ abuse of political power to gain economic advantage at the
expense of others.

The risk of protectionism in a world which does not adhere to the
principle of free trade discourages longer-term capital investment as access
to foreign markets cannot be relied on. Moreover, protectionist measures
do not necessarily safeguard domestic employment or further current
account objectives since in the longer run they tend to be offset by
exchange rate adjustments. While the protected industries will benefit, the
unprotected industries in the same country — and, within a fixed exchange
rate area, in the other member countries too — will be hurt by a less
competitive exchange rate. In short, while largely ineffective from the
point of view of employment and the balance of payments, protectionist
measures and particularly non-tariff barriers create uncertainties and seri-
ously distort the allocative role of the price mechanism in general.

The industrial countries bear a heavy responsibility for the well-being
of the world economy at large. To give developing countries and the coun-
tries in the process of transition to market economies free access to their
markets is the greatest single contribution they can make to these coun-
tries’ prosperity. If they were to weigh the interests of their own citizens
impartially and consider the longer-term benefits they would also see that
such policies would not even represent a real burden. As the communiqué
issued after the recent IMF Interim Committee meeting put it with refer-
ence to the Uruguay Round: “The success of the negotiations is a must.”

To sum up: there is growing evidence that the United States is moving
out of recession and that the improvement in quite a few fundamentals —
be they debt service ratios of households and corporations in industrial
countries, the external debt situation of major developing countries or the
broad inflation outlook — will allow other countries to follow. General
pessimism about the imminence of a worldwide slump or financial crisis is,
therefore, unwarranted — not only because of this evidence but also
because we possess the appropriate policy tools capable of preventing it
from happening. What, however, is much less predictable is the pace, shape
and breadth of recovery. At the same time, it is also clear, firstly, that fiscal
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policy will not be available on a global scale to provide any sizable stimulus
to growth and, secondly, that it would be unwise to use monetary policy
indiscriminately for this purpose.

This still leaves policy-makers with important lines of action. Monetary
authorities should ensure that their ability to prevent or at least handle
manifestations of crisis, which has been well demonstrated by past events,
keeps pace with the rapidly changing landscape of globally integrated and
innovative financial markets. Governments, with their ability to speed up
growth directly through demand management impaired, should concentrate
policies on further improving the fundamentals. Structural policies must
remain high on the agenda if the flexibility of labour and product markets
in the industrial economies is to increase. Bringing Germany's emerging
inflationary tendencies under control, by reverting to the best German
traditions, is of major importance not only for Germany itself and the rest
of Europe, but also for the world economy. The pursuit of stabilisation
policies in the successful Latin American and eastern European countries
and the implementation of such policies in the former Soviet republics and
elsewhere are a precondition for their own progress. Finally, the most
important task is to preserve and indeed strengthen the free multilateral
trading system, bringing in both the developing world and the former
socialist economies. Without such a system, the great opportunities opened
up by the radical political changes of the past few years cannot be seized.
It is perhaps not utopian to express the hope that the consensus which now
appears to be taking shape on how best to approach economic policy issues
will in the end steer all countries, in recognition of their own best interests,
towards a stronger sense of international solidarity.

Basle, 27th May 1992 ALEXANDRE LAMFALUSSY
General Manager
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Balance Sheet and Profit and Loss Account

at 31st March 1992
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Balance Sheet at 31st March 1992

(in gold francs - see Note 1)

Assets

Cash on hand and on sight account with banks ..............

Treasury bills. ... i

Time deposits and advances

Gold
Notexceeding3 months., . .. covvviininnevnisin 222 004 872
EVEY B NOINENS 5w s s rns ove e A S 237 890 301
Currencies
Not exceeding3months. . .................... 27 231 812094
Over3months . .......coviiiiriiinrennnnnn 4 356 195 519

Government and other securities at term

Not exceeding3months. . .................... 4629091936
Over3months ..........oouviiiiiiinnaann. 2828798 978
Miscellaneous . ... ...

Land, buildings and equipment............. ... ...

4807 721 945

12412915

3623143 845

32047 902 786

7 457 890 914

11979 653

1

47 961 052 059

Note 1:

The gold franc is the equivalent of 0.290 322 58... grammes fine gold - Article 4 of the Statutes.
Assets and liabilities in US dollars are converted at US$ 208 per fine ounce of gold (equivalent to
1 gold franc = USS$ 1.941 49...), and all other items in currencies on the basis of market rates

against the US dollar.

Note 2:

At 31st March 1992, gold payable against currencies on forward contracts amounted to

34 282 943 gold francs.
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Liabilities

Capital
Authorised: 600 000 shares, each of 2 500 gold francs
IssuRd AP35 SHAPES o m e ss e sE s

of which25% paidup .......covvvviennenn..

Reserves

Legal Reserve Fund ...........ccvvvuiieneenn.
General Reserve Fund . . . .......... ..o,
Special Dividend Reserve Fund .. .................
FreeReserve Fund. ..............cc0oireninen..

Deposits (gold)

Central banks

Deposits (currencies)
Central banks

Not exceeding 3 MOBTRS..u « www swssas ssneie sisien ernas
OVRr 3ONERS s coms caas oo ww o smme o s
Other depositors

Staff Pension Sehamie .. suun suw sovnsmmosons
Miscellaf@ous .. . ssv sonn v v v
Priofit and Loss AGEolitg v . s oo oo s s
Dividend payable on 1st July 1992 ... .............

1 500 000 000
1182812500

30070313
646 716 157
39530055

545166 872

4562668734
8570736

399

1823 379 546
36234316 484
575079090

39 055050
1618101 350

5162 449

Before

After

allocation of the
year's Net Profit

295703125

1261483 397

4571 239 869

40 295 093 969

158 256 993
1259 814 546
119 460 160

295703125

30070313
672816 157
42 530 055
603 066 872

1348 483 397

4571 239 869

40 295 093 969

158 256 993
1259 814 546

32460 160

47 961 052 059

47 961 052 059

Report of the Auditors to the Board of Directors and to the General Meeting
of the Bank for International Settlements, Basle

In our opinion the Balance Sheet and the Profit and Loss Account, including the notes thereon, give, on the basis described in
Note 1, a true and fair view of the state of the Bank s affairs at 31st March 1992 and of its profit for the year ended on that date.
We have obtained all the information and explanations which we have required. The Bank has kept proper books, and the
Balance Sheet and the Profit and Loss Account are in agreement with them and with the information and explanations given us.

PRICE WATERHOUSE

Basle, 24th April 1992
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Profit and Loss Account

for the financial year ended 31st March 1992
(in gold francs)

Net interest and other operatingincome..................... 180 166 862
Less: Costs of administration
Board of Directors . .. ...ouvvuininn et 713310
Mariagement and STaff .. cosws ssveimmesnvs v pvas seme g 28 255767
Office and other xXpenses ... .........oovrerereinonn 17 087 340 46 056 417
INet .operating SUMPIUS v sasaiane sviswuie ss sius £6wss » i v 134110 445
Less: Amounts transferred to
Provision for Exceptional Costs of Administration. ..., ... 3 650 285
Provision for Modernisation of Premises and
Renewal of Equipment. .. ........oovvneenaeanan, 11000 000 14 650 285
Net Profit for the financial year ended 31st March 1992 ... ... 119 460 160
The Board of Directors recommends to the Annual General Meeting that
the Net Profit should be allocated in accordance with Article 51 of the
Statutes as follows:
Dividend: 200 Swiss francs per share on 473 125 shares... .. .. 32 460 160
87 000 000
Transfer to General Reserve Fund ............cooviiiiiiinan. 26 100 000
60 900 000
Transfer to Special Dividend Reserve Fund ................... 3 000 000
57 900 000
Transfer to Free Reserve Fund... .. ivivvsinsvinaisasisin 57 900 000
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Movements in the Bank’s reserves

during the financial year ended 31st March 1992
(in gold francs)

|. Development of the Reserve Funds resulting from allocations for the financial year 1991—92

General
Reserve Fund

Legal
Reserve Fund

Special
Dividend
Reserve Fund

Free
Reserve Fund

Balances at 1st April 1991, after allocation of

Net Profit for the financial year 1990—91 .... 30070313 646716 157 39530 055 545 166 872
Add: Allocations for the financial year 1991-92 . —_ 26 100 000 3000 000 57 900 000
Balances at 31st March 1992 as per

Balance Sheet .....................cc... 30070 313 672816 157 42530055 603 066 872

Il. Paid-up Capital and Reserve Funds at 31st March 1992 (after allocation) were represented by:

Paid-up Reserves Total
Capital
Net assets in
Gl v N S S SR SR T R e 295703 125 366 391 184 662094 309
RN RICIBS il I e VE R FvTT Fae SIaa f g ben b s - 982092 213 982092213
295703125 1348 483 397 1644 186 522
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