Bank for International Settlements

68th Annual Report

1st April 1997—-31st March 1998 Basle, 8th June 1998



© Bank for International Settlements 1998
CH-4002 Basle, Switzerland

All rights reserved. Brief excerpts may be reproduced or translated
provided the source is stated.

ISSN 1021-2477

ISBN 92-9131-198-7

Published also in French, German and Italian.

Available in English on the BIS World Wide Web site (http://www.bis.org).



Table of Contents

Page

Letter of transmittal .......... ... ... ... 1
l. Introduction: distinguishing symptoms from causes ................ 3
Contagion processes and policy responses . ...............ciuiiiinennanen.. 5
Crisis prevention and crisis management .............. ...ttt 8
ll. Developments in the advanced industrial countries................ 10
Highlights . . ..o e 10
Developments in the seven major economies ...............couiuiinuenenn.. 11
Developments in other industrial countries .............. ... ... .. ... ... .... 15
The macroeconomic policy mix ......... .. i 18
Changes in financial wealth and spending .. ......... .. .. . ... ..., 21
Labour markets . ..... ... ... ... 22
Import prices and inflation . ....... .. .. .. ... L 24
Foreign trade, current account balances and foreign direct investment .......... 26
Foreign trade . ... .. .. . .. .. 26
Current account balances in the industrial countries ... ...................... 27
Salient features of recent trends in foreign direct investment .................. 28

[ll. Economic policies and developments in the rest of the world .... 33

Highlights . . ..o e 33
Financial turmoil in Asia: the macroeconomic background ..................... 33
Developments in individual Asian countries ............. ... .. .. . ... 38
The crisis in South-East Asia .. ........ ... .. ... . .. . . i i, 39
Republic of Korea .. ... ... .. . . 41
Other Asian countries . .......... .. .. .ttt 42
Special issues raised by the crises in Asia ........ ... .. .. .. .. .. ... 44
Real exchange rates and output . .......... ...ttt 44
Exchange rates and prices . .. ... ... .. .. 46
Developments in Latin America ............ .. ... i 48
Africa and the Middle East . ........ .. .. ... .. . . . 50
Recent economic and financial developments in transition economies ........... 51
Eastern Europe . ... ... i 51
Russia . .. ... 53
IV. Monetary policy in the advanced industrial countries ............. 55
Highlights . . ..o 55
Monetary policy in the United States .......... ... .. ... ... . i, 55
Monetary policy in Japan .. ... ... . 58
Monetary policy in the EMU area ............ ... .. ... .. ... ... . .. 59
Germany, France, Belgium and Austria .. ...... ... .. .. . . . . . . ... 60
Ireland, Finland and the Netherlands . .......... ... ... . . . . ... 60

Italy, Spain and Portugal . ...... .. ... . . . ... 62



Page

Policy issues in the run-up to EMU ... ... ... . . . . i 63
Setting monetary policy . ... ... ... . 63
The monetary policy framework .. ... .. . i 65
Countries with inflation targets ......... ... ... . . . 65
Institutional developments .. ...... ... .. .. ... 65
Policy developments . . ... ... 66
Monetary policy transparency . .. ........out ittt e e 70
V. Asset prices and the asset management industry .................. 76
Highlights . . ..o e 76
ASSEE PriCES . o ettt e 76
Equity markets .. ... ... ... .. 76
Bond markets ........ ... . ... 80
Real estate markets ........... ... .. i 83
Institutional investors and financial markets . ......... ... ... .. o o oL 83
The players: description and growth .. ...... .. ... ... . i 85
Issues in asset allocation . ......... .. .. .. ... ... 88
Investor diversity and positive feedback mechanisms . ........ ... ... .. ... .. 90
The response of institutional investors to the events of 1997 .................. 92
Outlook . . ... 95
VI. Exchange rates and capital flows ............... ... ... ... ... 98
Highlights . . ..o e 98
The US dollar, the Deutsche mark and the Japanese yen ..................... 98
The dollar and business cycle developments . .. ......... .. ... .. ... .. .... 98
Perspectives on the dollar .. ...... ... .. .. . 103
Asian currency developments .. ... ... e 105
Commodity prices and exchange rates . .............c.uiuiirintnnennenen.. m
European exchange rates and monetary union ........... ... ... 113
VII. Financial intermediation and the Asian crisis..................... 117
Highlights . . .. o e 117
Domestic credit explosion and financial system fragility ....................... 118
Easy global liquidity . . ... ... ot 121
External portfolio management .......... ... .. ... .. i 128
The stages of the crisis . ... ... . e 130
The policy response ........ .. i 133
Official liquidity @ssistance ... ... .. ... ...t enen .. 134
Monetary policy . . . ... e 135
VIII. International financial markets .................................. 142
Highlights . . ... e 142
The international banking market ......... ... ... . . . . 144
Business with countries inside the reporting area ................ ... ... ..... 146
Business with countries outside the reporting area ................ ... .. ..... 147
The international securities market ............ ... .. ... .. . i il 149
Type and nationdlity Of ISSUEIS . . . . ..ottt e 150
Tybes of INSTFUMENT . . . . .ot e e e e 151
Currency composition Of iSSUANCE . .. .. ... .ttt 153
Impact of the Asian crisis . ........ ... . 153

The influence of EMU . . . ... . .. i e e 153



Global derivatives markets . ..... ... .. .. .. e 154
Exchange-traded instruments .. ......... ... ... .. 154
Over-the-counter inStrUMeNts .. ........... ...ttt nenenen.n. 158

Globalisation and financial intermediation .............. ... .. .. .. .. .. ... ... 160

IX. Conclusion: identifying risks and preventive measures ............ 162

Macroeconomic perspectives and policy lessons . ......... ... .. ... . .. ... ... 163

Financial liberalisation and structural change ......... .. .. ... ... ... .. .. ... 166

Crisis prevention and crisis management . . ..............uuitititnenenenen.. 168

Activities of the Bank ......... .. ... . .. 171

International monetary and financial cooperation ............. ... ... .. ..... 171
Basle Committee on Banking Supervision . ......... ... ... ..., 172
Euro-currency Standing Commiittee . .. ... ... .. .. .. ... i 173
Committee on Payment and Settlement Systems ................. ... .. ..... 174
BIS contributions to the work of emerging market central banks ............... 177
Coordinating Services for Central Banks and International Organisations . ......... 177
Group of Computer EXPerts . ... .. ...ttt 178
Group of Experts on Monetary and Economic Data Bank Questions ............ 178
BIS contributions to the work of the Group of Ten .......... ... ... .. ..... 178

Functions as Agent and Trustee .............iuininininin i nennnnnnnn. 179
Agent for the private ECU clearing and settlement system .................... 179
Trustee for international government loans .. ........... ... ... .. ... 180
Collateral Agent for Brazilian bonds . ............. ... ... ... ... ... .. .. .. 180
Collateral Agent for Peruvian bonds ........... .. ... ... .. ... ... .. .. ... 180
Collateral Agent for Céte d’lvoire bonds .. ........ ... ... .. 180

Financial assistance to central banks .......... ... .. ... .. .. i il 180

Cooperation with official commissions in research on wartime activities —

Opening of the BIS archives .. ... ... ... . . . 181

Operations of the Banking Department . . ........ .. .. .. i iitnenennen.. 181
Liabilities . . ... ... o 181
ASSES . o 182

Net profits and their distribution ... ........ ... ... . . i 182

Increase in the number of shareholding central banks ..................... ... 184

Changes in the Board of Directors .......... ... .ot iiiiinnnen.. 184

Balance Sheet and Profit and Loss Account at 31st March 1998...... 185

Board of Directors ...... ... ... 200

Senior Officials of the Bank......... ... ... ... .. .. .. ... 201

The chapters of this Report went to press between 13th and 20th May 1998.



List of Graphs (*) and Tables

Developments in the advanced industrial countries

Inflation, output gaps and exchange rates® .................ciiiiniiiinnann..
Unemployment and changes in real unit labour costs® ........................
The information industry in the US economy ........... ... . .. ... . ...
Real GDP growth and consumer price inflation in 1997 . ... ..................
Changes in general government balances, by component* .....................
Developments in domestic saving in selected countries .......................
Changes in budget balances and household saving®...........................
Public debt in 1997 . . .. . .

Changes in real stock prices and household consumption in selected countries

Unemployment rates in 1996 and 1997* . ... ... .. ... .. .. . .. i
Developments in aggregate and manufacturing employment ....................
Changes in import price and domestic inflation ........... ... .. .. ... ......
World trade and OUtPUL .. ... ... it e
Foreign trade indicators and the current account balance .....................
Comparative trends of foreign direct investment ............ ... .. ... ......
Foreign direct investment and the output gap in OECD countries® .............
Foreign direct investment in selected countries and regions® ..................
Geographical distribution of exports and foreign direct investment .............

Economic policies and developments in the rest of the world

Growth, inflation and current account balances ............. ... .. .. .. .. .. ..
Macroeconomic structure of selected Asian economies .......................
Foreign direct investment and exports™ ......... ... .. ... .. i,
Real effective exchange rates in Asia* ....... ... .. ... .. ... .. . ..
Short-term impact of financial turmoil in Asia ......... ... . ... ... . .. .. ...
Inflation, real interest rates and exchange rates in Asia* ......................
1998 GDP growth forecasts and the real effective exchange rate* ..............
Exchange rate changes and inflation in selected countries .....................
Inflation, real interest rates and exchange rates in Latin America® ..............
GDP growth and inflation in transition economies™ ..........................
Financial indicators in Eastern Europe™ .......... ... ... .. ..

Monetary policy in the advanced industrial countries

Economic indicators for the United States™.......... ... ... ... ... oo,
Dynamic forecasts of the federal funds rate® ........... ... ... .. .. ... ......
Economic indicators for Japan™....... .. ... . . ... i
Output gaps, inflation and interest rates in the EMU countries® ................
Convergence in the EMU countries™ ....... .. ... .. .. .. . i

Interest rates in the EMU area: actual rate and rate implied by the Taylor rule*

Inflation and policy rates in selected countries™ ......... ... ... ... ... ... ....
Policy rate adjustments . ......... ... ...
Monetary policy transparency . .. ...ttt e
Long-term inflation expectations, inflation and bond yields* ....................
Sensitivity of exchange rates to inflation surprises™. ............ ... ... ... .....

Page

11
12
13
16
19
19
20
20
21
22
23
24
26
27
28
29
30
32

34
35
36
37
38
40
44
47
49
52
53

56
57
58
61
62
64
67
68
70
72
73



Page

Asset prices and the asset management industry

Stock market indices™ ... ... ... 77
Volatility in the stock market® . ... ... . ... . 78
Required rates of return on equity™ . ....... ... ... ... i 79
Indicators of valuation of share prices .. ..... ... ... . .. . . i .. 80
Bond yield differentials™. . . .. ... ... .. 80
Fund managers’ planned exposure by asset class™ ............................ 81
Bond yield volatility™ . .. ... ... .. 81
Nominal and inflation-adjusted real estate prices ..............c.c.coinen... 82
Institutional investors in a global perspective, 1995 ....... ... ... .. ... .. .. ... 84
Growth of investment COMPanies .. ...........iutiuintnnennenennenennenn. 85
Growth of pension funds . ... ... ... .. 87
Growth of insurance companies . ........ .. ... e 88
International diversification of institutional portfolios, 1996 .................... 89
Pension fund flows to emerging markets® . ........ ... .. ... .. . .. ..., 92
Estimated portfolio exposure of hedge funds to emerging markets® ............. 93
Cash flows to US international equity mutual funds® ......... ... ... ... .... 94
Cash flows to US equity mutual funds® . ....... .. .. .. .. .. .. .. .. ... 95
Trends in the supply of public equities and government debt* ................. 96

Exchange rates and capital flows

The yen and the mark against the dollar® . ......... .. .. ... .. ... ... ..... 99
Six-month forward interest rates® ......... ... ... e 99
Cross-border transactions in bonds and equities .............. .. .. .. .. ...... 100
Portfolio flows from Japan to the United States™ ............. ... .. ... ... .... 100
The exchange rate, implied volatility and risk reversals of the yen* .......... ... 101
Probability distributions of the mark against the dollar* .. ..................... 102
Exchange rates and stock markets® .. ....... ... . ... . ... 103
Estimates of the US dollar’s purchasing power parity and

fundamental equilibrium value . ......... ... ... .. L L 104
Official foreign exchange reserves ......... ... . it iiiinnnen.. 105
Exchange rates, implied volatility and rating changes in Asia*................... 107
Export competition and exchange rates in Asia*............................. 108
Correlations of dollar returns in emerging money markets .................... 109
Correlation of dollar returns in money markets in the

Czech Republic and Thailand™. . ... .. .. .. . .. . 110
Foreign exchange turnover and volatility in emerging currencies ................ 111
Commaodity prices, exchange rates and the gold lease rate® ................... 112
European currencies against the mark™ ...... .. ... .. . .. . L i L. 113
Forward exchange rate changes against the mark® .............. ... .. ... .... 114
Activity in two European exchange markets® ......... ... .. ... .. ... .. ... 115
International holdings of bank deposits at end-1997 . ...... ... .. ... ... .. ...... 116

Financial intermediation and the Asian crisis

Bank credit expansion and indicators of the banking industry .................. 119
Liquidity, equity prices and bank lending to the emerging markets®.............. 121
International bank and bond finance for five Asian countries ................... 122
Price/earnings ratios in selected Asian markets® ............ ... .. ... ... ... .. 123
Spreads on emerging market debt instruments™ ........... ... .. ... .. .. ... 126
The Asian crisis and sovereign credit ratings ........... ... ... . i, 127
Short-term external debt as a percentage of foreign exchange reserves .......... 128
Cumulative external flows in Asia ......... .. .. .. . i 130
Chronology of the crisis ...... ... i 131

Correlation with weekly movements in equity prices in Thailand ............... 132



Page

Net private capital flows to Asia and Latin America ......................... 133
Official financing commitments .. ... ... .. ... ittt 134
Interest rates and the exchange rate during the crisis ........................ 136
Short-term interest rates in real terms: alternative deflators . .................. 138
Rate of expansion of bank credit in real terms™ .. ....... ... ... ... ... ... .... 139
Property prices . ... ...ttt e 140

International financial markets

Activity in international financial markets™ .. ..... .. ... .. .. .. L o oL 142
Estimated net financing in international markets .......... ... ... ... ... ... ... 143
Main features of international banking activity . ........ ... ... .. ... . .. ... ... 144
Total international bank lending®. ... ... ... ... ... ... i 145
Currency and nationality structure of international bank lending®. . .............. 145
Banks’ external claims on countries outside the reporting area ................ 146
International bank lending to various regions™......... .. ... .. ... .. . ... 147
International bank and debt securities financing in Asia and Latin America® ....... 148
Main features of international debt securities issues . ......................... 149
International interest rates™. ... ... ... ...ttt 150
Main features of the international bond and note markets* .................... 152
Markets for selected financial derivative instruments ......................... 155
Financial derivative instruments traded on organised exchanges ................ 156
Turnover in financial futures and options traded on organised exchanges® ........ 157

New interest rate and currency swaps®. ... ........oouuiiineinneinnennnenn.. 158



68th Annual Report

submitted to the Annual General Meeting
of the Bank for International Settlements
held in Basle on 8th June 1998

Ladies and Gentlemen,

It is my pleasure to submit to you the 68th Annual Report of the Bank for
International Settlements for the financial year which began on 1st April 1997 and
ended on 31st March 1998.

The net profit for the year amounted to 259,160,599 gold francs, compared
with 194,289,449 gold francs for the preceding year. Details of the results for the
financial year 1997/98 may be found on page 182 of this Report, under “Net
profits and their distribution”.

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 52,549,459
gold francs in payment of a dividend of 300 Swiss francs per share. It may be
noted that the dividend payable in respect of the 40 new shares which were
issued in the course of the financial year will be settled on a pro rata basis
according to the relevant date of subscription.

The Board further recommends that 41,322,228 gold francs be transferred
to the general reserve fund, 3,000,000 gold francs to the special dividend reserve
fund and the remainder — amounting to 162,288,912 gold francs — to the free
reserve fund.

If these proposals are approved, the Bank’s dividend for the financial year
1997/98 will be payable to shareholders on 1st July 1998.

Basle, 20th May 1998 ANDREW CROCKETT
General Manager
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