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69th Annual Report

submitted to the Annual General Meeting
of the Bank for International Settlements
held in Basle on 7 June 1999

Ladies and Gentlemen,

It is my pleasure to submit to you the 69th Annual Report of the Bank for
International Settlements for the financial year which began on 1 April 1998 and
ended on 31 March 1999.

The net profit for the year amounted to 303,618,800 gold francs, compared
with 259,160,599 gold francs for the preceding year. Details of the results for
the financial year 1998/99 may be found on page 165 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
57,366,159 gold francs in payment of a dividend of 320 Swiss francs per share.

The Board further recommends that 49,250,528 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 194,002,113 gold francs — to
the free reserve fund.

If these proposals are approved, the Bank’s dividend for the financial year
1998/99 will be payable to shareholders on 1 July 1999.

Basle, 19 May 1999 ANDREW CROCKETT
General Manager
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l. Introduction: the darker side of market processes

The sense of foreboding that pervaded the economic and financial scene in the
period under review proved unwarranted. Without doubt, some bad things
happened. The Asian crisis lingered on, reminding both those directly affected
and those on the sidelines that the great strengths of a market-based system
can be marred by institutional and other weaknesses. The spread of the turmoil
to Russia was less of a surprise than the subsequent violent repercussions on
financial markets of the Russian devaluation and debt moratorium. Attempts to
flee from credit and transfer risks led to sharp drops in the prices of many
financial assets, and a drying-up of liquidity in a large number of markets. Banks,
hedge funds and other financial institutions in the major financial centres
suffered massive losses and one financial institution previously respected for its
market acumen was rescued from failure.

Still, events did not unfold as badly as some had feared. The crisis in
financial markets in August and September last year was contained through
a timely policy response. Moreover, the underlying infrastructure continued
to function well even under unusual stress. The Brazilian real was devalued
but this did not lead to the collapse of other exchange rate regimes in either
Latin America or Asia. On the contrary, the overall impression in spring 1999
was that financial markets in Asia had stabilised and that the deep recession
seen in many Asian economies had bottomed out. Even in eastern Europe,
which might have been regarded as vulnerable, financial conditions generally
remained calm and growth prospects weakened only a little.

A significant factor underpinning the good news which emerged over
the last year or so was the continuing strength of the US economy.
Past, and perhaps even anticipated, stock market gains amid plentiful job
opportunities fuelled consumer spending and contributed materially to the
seventh consecutive year of economic expansion. Unexpectedly subdued
inflation played a major role by allowing interest rates to remain at low levels.
Inflation was generally absent in Europe as well, where aggregate demand
also strengthened on the back of consumer spending, a welcome development
in the light of weak export growth and still hesitant business confidence
and investment. The introduction of a common currency and the lowering
of interest rates in most countries may well have contributed to this outcome.
Of the major industrial countries, only Japan failed to advance.

The period under review was, however, also characterised by the
continuation of some potentially worrisome trends in both the real and
the financial sector. Divergences in economic growth both between and
within country groups were remarkable. So too were trade imbalances. Real
commodity prices hit 40-year lows and the prices of many tradable goods fell
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as well. In the financial area, credit growth in most industrial countries was
again surprisingly strong, although still very weak in economies hampered by
fragile banking systems. Equity prices continued to reach record highs in many
industrial countries and property prices also began to move up. The US dollar
stayed generally firm in spite of the increasing weight of external indebtedness
and the perception that the euro, introduced on 1 January 1999, might become
a competing reserve currency. Finally, under the influence of past excesses and
recent deregulation, financial restructuring continued on an ever growing scale.

Developments that seem unusual, even unbalanced, need not necessarily
be judged unsustainable. For example, the potential gains offered by new
technology, particularly in the production of goods and financial services, may
provide the sound rationale for a number of trends that currently seem hard
to explain. Yet a starting point characterised by significant macroeconomic
imbalances and major financial restructuring does not present a comforting
environment for policymakers; given very low interest rates and virtual price
stability in many countries, the scope for lowering real policy rates is now
limited. This environment also implies a continuing need to focus on measures
to strengthen the global financial system, which, after the events of last autumn,
looks to be the most vulnerable part of our market-based economies.

This Introduction to the 69th BIS Annual Report is essentially retrospec-
tive. In contrast, the Conclusion is more forward-looking and focuses on the
policy implications arising from the preceding analysis. Finally, the chapter on
the Activities of the Bank sets out what the BIS itself has been doing to
contribute to both monetary and financial stability at the global level. The
Bank’s activities, based largely on the work of the many committees of officials
meeting in Basle, have recently expanded significantly, commensurate with the
identification of a growing number of problems at hand.

Global disinflation and crisis dynamics

The process of global disinflation which has been under way for almost two
decades quickened last year, leading to effective price stability in many countries
and outright declines in price indices in some others. Within the industrial
countries (see Chapter Il), headline inflation fell on average to around 1'2%, the
lowest level since the 1950s. Among the emerging markets (see Chapter lll),
most countries in South-East Asia demonstrated an unusual degree of price
stability given the need to absorb the impact of sharply lower exchange rates.
In the People’s Republic of China and Hong Kong SAR, exchange rate stability
was maintained and domestic prices fell. In Latin America, traditionally a region
of very high inflation, prices also fell in some countries while in Brazil the
inflationary effect of the depreciation of the real in early 1999 was surprisingly
muted.

It would be unwise, however, to simply extrapolate these average
tendencies and conclude that global deflation is now the principal policy
concern (see Chapter V). Over the period under review, there was an
unusually high degree of divergence in economic performance between the
advanced industrial countries and emerging markets. Moreover, there were
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significant differences among the major industrial countries as well. Indeed, even
within many industrial countries, the gaps between survey results for consumer
confidence (high) and business confidence (low) were striking. The evolution of
the global economy and global prices will depend importantly on whether the
laggers follow the leaders or vice versa in all these different areas.

Relative to the industrial countries taken together, most emerging market
economies generally had a difficult year. In much of Asia, with the notable
exception of China and India, the best that can be said is that the worst seems
to be over, although weak banking systems throughout the region will continue
to impede economic expansion. In many of these countries, the sudden
reversal of capital inflows forced a wrenching drop in economic activity to
reduce imports. To date, the massive improvement in the Asian trade account
is due almost entirely to this factor. Whilst Latin America and other emerging
markets were initially relatively untouched by the Russian crisis, subsequent
outflows of capital meant that Brazil and other countries were pushed towards
or even into recession. The Middle East and Africa, for their part, were hard
hit by low prices for oil and other commaodities respectively.

If the advanced industrial countries as a group did relatively well, this
was not true for all of them. At one pole was Japan, where output fell sharply,
unambiguous signs of stabilisation failed to emerge, and price declines were
widespread. At the other pole was the United States, and to a lesser extent
the other English-speaking countries, where growth in 1998 and early 1999
generally exceeded expectations, while at the same time wages and prices
remained remarkably stable. Continental Europe found itself in an intermediate
position, with growth first firming and then softening, but with marked
differences across national economies. The fact that this lacklustre performance
was accompanied by concerns about rising wage costs in Germany, even
with unemployment still very high, underlines just how divergent economic
performance was.

With South-East Asia and Japan so weak, and much of continental Europe
not strong, it is not surprising that commodity prices also reached record
lows. Nor should it come as a surprise that the price of traded goods more
broadly also fell, since there was substantial excess capacity globally in many
industries. This was particularly the case in Japan and in Asia more generally,
but was also true of the United States. Whereas the unemployment rate in
the United States trended ever lower, measured levels of capacity utilisation
in manufacturing fell, contrary to what might have been expected. In this
environment of heightened global competition, profits also began to weaken,
sharply in some countries and sectors. Elsewhere, in continental Europe in
particular, profits were sustained through a combination in varying degrees
of moderate wage growth, lower input prices, higher productivity and lower
interest rates.

It is worth exploring the origins of the increase in global industrial
capacity because it could have further implications for prices through a variety
of channels. One reason why investment trends have been strong has
been technological advances driving down the cost of new investments in
information technology. Another has been the growing acceptance of market
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processes in many emerging and transition economies, often allied with a
development strategy embracing foreign direct investment and export-led
growth as well as subsidised domestic capital formation. But yet another
reason is that, at any given moment, the cost of capital in at least one
important financial centre has been at an artificially low level for well over a
decade. The process may have begun in Japan in the late 1980s when a soaring
stock market led to a marked increase in domestic capital expansion. In the
early 1990s interest rates in the United States were unusually low, leading to a
lower dollar and a sharp expansion of production capacity in Asian countries
with currencies pegged to the dollar. Moreover, while much of this expansion
was in some way linked to Japanese companies, a commensurate reduction in
Japanese domestic production capacities was not evident. And in more recent
years, Japanese policy rates have also been pushed to very low levels, while
stock markets elsewhere have risen to record highs, accompanied by a wave
of initial public offerings and mergers and acquisitions.

Associated with this process has been a more rapid rate of credit
expansion and a related tendency to lower credit standards and increase risk-
taking more generally. This has been most pronounced in Japan and other parts
of Asia, where the adverse effects on the banks themselves are already all
too obvious. But such behaviour has characterised the activities of financial
institutions in other industrial countries as well, spurred by increasing
competition and ongoing deregulation. The large inflows into Asia in the early
1990s, mainly loans from European and Japanese banks at generally declining
spreads, are a good example of this. Another is the virtual explosion in the
issue of sub-investment-grade bonds in the United States and unprecedented
levels of both consumer debt and personal bankruptcies.

Periods of permissive or imprudent lending have many downsides. The first
is that credit is increasingly used to push up the price of financial assets to
unrealistic levels, even as increases in productive capacity push down the rates
of return on the underlying real assets. The second is that accommodating
attitudes on the part of lenders are also subject to sharp reversals. Mexico and
Asia both experienced massive inflows followed by even more massive rates
of outflow. With Asia suffering, flows to Latin America and Russia actually
accelerated, only to completely change direction after the Russian moratorium.
In response to that event, virtually all emerging markets were denied access
to most forms of international credit almost overnight while lower-grade
corporate borrowers suffered similarly (see Chapter VII).

The events set in train by the Russian moratorium also revealed a third
potential downside to rapid credit expansion, namely the effects on highly
leveraged financial markets. The Russian default was a catalytic event, changing
the rules of the game for all those who had counted on some form of bailout.
Credit spreads rose sharply and liquidity dried up in many secondary markets,
reinforcing these rate movements. Moreover, the solvency of firms known to
have speculated heavily on the narrowing of such spreads came increasingly into
question. Margin calls came quickly, forcing the liquidation of whatever seemed
salable under the circumstances and transmitting the turmoil into markets for
prime quality bonds. Estimates of market risk exposure based on historical
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volatility rose above desired levels, leading to generalised attempts to reduce
exposure which in turn only made the market turbulence worse (see
Chapter V). Such tendencies were further reinforced as many investors
recognised that their risk management procedures had in fact broken down and
sought out safety and liquidity as an alternative. Before things finally calmed
down, prices in many markets had demonstrated intraday variations many times
greater than normal. The yen/dollar rate rose almost 7% in one day in October
as highly leveraged borrowers in yen were forced to close out their positions
(see Chapter VI).

Against this background, Brazil’s inability in early 1999 to maintain the
dollar peg of the real might have been expected to initiate a new phase
of currency and market turbulence. In fact, the reverberations appeared to
have been well contained at the time of going to press, perhaps because
the devaluation was widely anticipated and much deleveraging had already
occurred. Indeed, capital was beginning to flow back into many emerging
markets, albeit subject to greater discrimination between different classes of
creditors. Stock prices rebounded to near record levels in many industrial
countries after the interest rate reductions of last autumn, further stimulating
confidence and spending, and began to recover in South-East Asia as well. The
continuing strength of the US economy and of the effective value of the
dollar also had advantages; both helped strengthen export demand in countries
where domestic demand remained relatively weak. In Japan, investors became
less sceptical that the government’s plans to restructure and recapitalise the
banking system would prove effective and share prices rose significantly. Of
course, whether this new optimism marks a definitive end to the crisis or only
a temporary pause remains to be seen.

Crisis management and prevention

In this environment, it is not surprising that policy rates trended down
almost everywhere. In the United States and the United Kingdom, rates were
reduced in response to concerns about international financial stability and
an anticipated weakening in spending. In continental Europe, as disinflationary
pressures became more intense and markets became increasingly confident
about the introduction of the euro, short rates converged without incident
at low levels; the European Central Bank cut rates in April 1999. In an
unprecedented move, overnight rates in Japan were effectively lowered to zero
and the Bank of Japan sharply expanded its purchases of private sector paper.
Policymakers in different emerging market economies generally responded to
their crises similarly, often under the influence of IMF programmes. While rates
had first to be raised to restore confidence in financial markets, they were
lowered again when this objective had been achieved. Indeed, rates are now
below pre-crisis levels in many Asian countries and have also begun to decline
in Latin America.

Other policy instruments, some conventional and some not so conven-
tional, were also used to help manage the crisis. Fiscal restraint was a common
conventional response, though in Brazil insufficient steps were taken to reduce
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the widening budget deficit and the exchange rate regime could not be main-
tained. Prior to this, Brazil reacted to weakening confidence by issuing increased
volumes of shorter-term debt and domestic debt indexed to the dollar (similar
to Mexican tesobonos), but this approach eventually proved costly when
devaluation occurred nevertheless. Analogous to movements in interest rates,
fiscal policy was first tightened but then eased in many Asian countries in
spite of concerns about rising debt ratios associated with the need for bank
restructuring. In China, government spending on infrastructure rose markedly
to maintain domestic demand.

Among the less conventional responses was the Japanese government’s
issuance of vouchers to stimulate household spending, as well as credit
guarantees in favour of small and medium-sized enterprises. Another was the
direct purchase of equities by the Hong Kong Monetary Authority, which
argued that this was necessary to repulse speculators seeking to destabilise the
local financial markets. Still another was the imposition of controls on capital
outflows by Malaysia in September last year, while Argentina warned that it
would replace the peso with the dollar rather than see the peso devalued.
Finally, the IMF package for Brazil was unusual in that it was supplemented by
$14.5 billion of bilateral financial support which had been arranged in advance
of the crisis. This second line of defence was put up by the central banks of
19 countries and was organised primarily through the BIS.

Given the costs and difficulties of managing crises, it is not surprising
that the issue of preventing future crises received much attention last year.
One forum for the work was the Willard Group, an informal assembly of
senior officials from industrial countries and emerging markets. Its three
working groups made a number of concrete recommendations for improving
transparency and accountability in both the public and the private sector,
finding ways to strengthen domestic financial systems, and finding means of
involving the private sector more closely in crisis management and resolution.
These efforts complemented work taking place in more established forums
such as the G10 Deputies and the various BIS committees of national experts
(see the chapter on the Activities of the Bank).

One encouraging aspect of last year’s discussions was that input was
increasingly sought and received from emerging market participants likely
to be directly affected by the outcome. This is the only way to give moral
authority to collective decision-making in the absence of effective international
law. A second encouraging aspect of recent developments is that the recom-
mendations made are generally practical and realistic, being premised on
incremental reforms rather than grand solutions. Given how jealously nations
guard their sovereignty, proposals for the establishment of a global central
bank, an international lender of last resort, a global super-regulator or an
international bankruptcy court are unlikely to be acted on in the foreseeable
future. An important implication of this practical approach is that the work
required to implement a wide variety of small but sensible reforms will be
highly demanding, an issue taken up in the Conclusion of this Annual Report.

If the journey towards a financial world more resilient to crises is likely to
be a long one, it has at least begun. Transparency is one area where significant
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progress has already been made. While previously available BIS statistics
gave a reasonably accurate and timely picture of the debt exposure of Asian
countries, improvements could be and already have been made. In a similar
vein, the agreement on a set of standards for the disclosure of national foreign
exchange reserves, including off-balance sheet claims, was a welcome advance
on the partial information available earlier. Finally, it should be noted that
a number of official initiatives are under way to find out more about the
activities of highly leveraged financial institutions and those who finance
their activities. A working group set up by the Basle Committee on Banking
Supervision issued in January this year two reports concerning the involvement
of banks. The recent events in Asia and those surrounding the Russian crisis
provided at times alarming evidence of how complex the interactions between
markets and financial institutions can be, and how quickly one form of risk can
turn into another given high levels of leverage.

With respect to strengthening domestic financial systems, perhaps the
single most important initiative of recent years has been the agreement on
a set of Core Principles for Effective Banking Supervision. This approach of
agreeing on international standards of good practice has already been widely
emulated, by securities regulators and insurance company supervisors in
particular. Last year, similar initiatives were undertaken in the area of payments
and settlements, transparency in the conduct of monetary and financial policies,
and corporate governance. The Basle Committee’s proposed update of the
1988 Capital Accord will provide another useful guideline for the international
banking community. The planned revisions will mark a further step towards
reliance on market discipline to complement traditional supervision and an
enhanced use of internal risk models for the calculation of regulatory capital
requirements.

Given the scale of private capital flows, the private sector will inevitably
have to become more fully and directly involved in crisis management and
resolution. Many of the recommendations made by the G10 Deputies after
the Mexican crisis in 1995 were reiterated subsequently, although they have
not been acted upon to date. Nevertheless, several recent developments
have been significant. Efforts to ensure the concerted, but voluntary, renewal
of commercial bank credit lines were a central feature of the management
of the Korean and Brazilian crises. The insistence of the Paris Club that
international bonds be included along with bank loans in Pakistan’s debt
restructuring also established an important precedent. Finally, having suffered
heavier losses in 1998 than at any time since the 1980s debt crisis, creditors
became much more aware of their risk exposure. However welcome these
developments may be in terms of reducing future excessive capital inflows into
emerging markets, they may at the same time have increased the tendency for
private sector capital that is already there to be withdrawn pre-emptively.
Clearly, it will be important to proceed judiciously in this area given the
difficulties still faced by many emerging market borrowers in accessing global
capital markets.
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ll. Developments in the advanced industrial
countries

Highlights

Annual growth in most of the advanced industrial countries rose in 1998,
despite an increasingly adverse influence from the widening economic and
financial crisis in Asian and other emerging market economies. However, there
were major differences across countries in the extent to which domestic
demand was able to offset the drag from net exports. Contrary to widespread
predictions of a slowdown in economic activity, GDP growth in the United
States matched its 1997 pace and even increased towards the end of the
year. In contrast, growth in the euro zone lost considerable momentum in
the course of 1998, and the recession deepened further in Japan despite
expansionary fiscal and monetary policies.

Against a background of accommodating policies, low inflation, favourable
borrowing conditions, booming equity markets and relatively strong employ-
ment growth, household spending was the main source of domestic demand
expansion in those countries that coped most successfully with external shocks
last year. Indeed, in some cases, household saving rates have fallen to historical
lows. Favourable financial market conditions and marked improvements in
profit shares and rates of return have also stimulated business fixed investment
in these countries. A continued decline in the relative price of capital goods and
growing international pressures to reduce costs and improve efficiency have
provided an additional boost, notably to equipment investment. By contrast,
in countries where output growth lost momentum in the course of 1998,
household spending was typically weak and firms tended to invest profits in
financial rather than real assets.

With actual output growth above potential in a majority of countries,
unemployment rates generally decreased in 1998. Nonetheless, inflation
continued to trend lower, reflecting nominal wage restraint, falling commodity
prices and excess capacity in global goods markets. The large and widening
output gap in Japan has raised concern about the risk of widespread price
declines. Thus far, however, there is little evidence of a deflationary spiral, as
both the rate of disinflation and expectations of future inflation in Japan have
remained stable.

Last year also saw major changes in foreign trade and current account
positions. Despite reduced exports to other Asian countries, Japan’s current
account surplus rose markedly. In contrast, strong domestic demand growth
and an appreciating dollar have meant that the United States has absorbed
one-half of the rise in current account surpluses in Asia since 1996. Due to
falling oil revenues, the oil-exporting countries have also seen a substantial
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... and policy
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deterioration in their current account positions, whereas the combined surplus
of the euro zone countries has been stable.

Adjustments and policy responses to external shocks

As 1998 unfolded, the recession and financial turbulence in emerging market
economies increasingly affected developments in the advanced industrial
countries. However, the extent of the impact and the channels through which
it was felt differed substantially across both countries and sectors, depending
on the nature of the exposure, the stage of the domestic business cycle,
exchange rate movements and, not least, the policy response.

Overall, the advanced industrial countries saw an improvement in their
terms of trade last year. But net exports declined, as the growth of real exports
fell and lower import prices kept import volumes high. Moreover, even when
changes in net exports and the terms of trade were neutral with respect to
overall income and economic activity, there were large shifts between sectors
that complicated policy decisions. In particular, sectors exposed to global
competition were confronted with both downward pressures on prices and
weaker demand. Conversely, lower import prices benefited households and
enterprises selling in the generally less competitive domestic markets. These
divergences were also reflected in confidence indicators. Consumer confidence
strengthened in virtually all countries while business confidence declined.
This was particularly noticeable during the second half of 1998, when the
weakening of export demand and competition from low-cost imports were
most pronounced.

Against this background, GDP growth in individual countries depended
importantly on the extent to which domestic demand growth was sufficiently
strong to compensate for the drag from net exports. Overall, the shift of
global financial flows in favour of the advanced industrial countries, accommo-
dating or neutral monetary and fiscal policies and generally favourable financial
conditions were conducive to higher demand growth. However, given the
aforementioned sectoral shifts, the positive response of households to these
developments was a crucial supporting factor. This was evident in the United
States, where household spending was particularly strong, fuelled by robust
gains in employment and wages, low interest rates and the sizable net additions
to household wealth associated with the significant run-up in US equity prices.
Indeed, including residential investment, household spending rose by more than
5% and, for the second year, GDP grew by almost 4% (Table II.1).

With raw materials accounting for a large share of their exports, the
other English-speaking countries shown in the table were exposed to adverse
relative price movements as well as trade shocks. Yet, primarily because of
different policy responses, developments in the three countries differed
significantly. Australia was most prepared to let a depreciating exchange rate
cushion the impact of the terms-of-trade loss and also lowered interest rates.
As a result, domestic demand growth more than offset the drag from net
exports and GDP growth increased to almost 5%. Canada also allowed the
exchange rate to cushion the impact of terms-of-trade losses. However, when
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Contributions to GDP growth in selected countries
1997 | 1998 | 1998 | 1997 | 1998 | 1998 | 1997 | 1998 | 1998
Q4 Q4 Q4

annual percentage changes

United States Japan Euro zone
Domestic demand 43| 53| 56| 00| -35| -3.1 19| 33| 30
Consumption 23 33 3.6 06| -06| 0.0 0.9 1.8 21
Net exports -04| -14| -14| 14| 06| 041 0.7 | -02 | -06
GDP 39 39 4.3 14| -29 | -3.0 25 3.0 24
Canada Australia New Zealand

Domestic demand 53| 23| 09| 35| 63| 52| 34| -01| 00
Consumption 24 1.6 1.2 2.0 2.6 2.4 1.8 1.0 0.6
Net exports -1.5 0.7 1.8 02| -13| -05| -04 | -06| -0.8
GDP 3.8 3.0 2.8 3.7 4.9 4.7 30| -08 | -08
Sources: European Central Bank; national data. Table 1.1

the depreciation went beyond the fall in relative export prices and seemed
to affect confidence, monetary policy was tightened, slowing both domestic
demand and GDP growth. Concerned about the potentially inflationary
impact of the terms-of-trade-induced depreciation of its currency, New Zealand
initially attempted to keep monetary conditions constant by increasing interest
rates. Partly as a result, GDP fell and only started to recover when monetary
policy was subsequently eased in response to lower inflation and a widening
output gap.

In the euro zone, the drag from weaker export growth increased over the
year, as slower growth in several eastern European countries aggravated the
effects of lower import demand in Asia. Nonetheless, helped by favourable
financial conditions and a slight easing of fiscal policy in some countries,
household spending picked up and average year-on-year GDP growth rose to
3%. There were, however, marked differences across countries (Graph 11.1).
Germany, faced with lower export demand, an associated weakening of
equipment investment and relatively sluggish household spending, experienced
negative output growth towards the end of 1998. Output growth also lost
momentum in [taly, as exports fell and lower interest rates failed to stimulate
domestic demand, in part because lower interest rates tend to reduce house-
hold income. In contrast, a buoyant household sector and strong employment
increases kept output growth close to potential in France and Spain. Conditions
were even more buoyant in other euro zone countries and, in Ireland and the
Netherlands, imbalances and inflationary pressures started to appear.

In other European countries, most of which were ahead of the business
cycle in the euro zone, average growth dropped back in 1998. The slowdown
was most pronounced in the United Kingdom and Norway, where high exposure
to trade and foreign price shocks, together with tighter monetary policies,
progressively affected domestic demand and output growth. Denmark also
experienced slower growth last year, whereas household spending and capital

Divergences within
the euro zone ...

... and lower
growth in other
European countries
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Real GDP growth in 1997 and 1998 *

In percentages
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AT = Austria; AU = Australia; BE = Belgium; CA = Canada; CH = Switzerland; DE = Germany;
DK = Denmark; ES = Spain; FI = Finland; FR = France; GB = United Kingdom; IE = Ireland;
IT = Italy; JP = Japan; NL = Netherlands; NO = Norway; NZ = New Zealand; PT = Portugal;
SE = Sweden; US = United States.

* Annual averages; national definitions. The standard deviations (across all countries) for GDP
growth in 1997 and 1998 are 1.80 and 2.47 respectively.

Source: National data. Graph 1.1

formation were sufficiently strong to overcome lower export demand in
Switzerland and Sweden.

Developments in Japan followed an entirely different pattern. Being
more exposed than the United States and Europe, Japan was among the first
countries to feel the adverse trade impact from the crisis in emerging
Asian economies. Moreover, with private demand responding only little to
expansionary fiscal and monetary policies, the recession, which had started
in early 1997, deepened. In fact, even though exports to emerging Asian
economies declined by almost 20%, the contribution from net exports to
GDP was actually positive as the contraction in domestic demand depressed
imports by more than the fall in exports.

Foreign trade and current account positions

The crisis in Asian and other emerging market economies also left a significant
impact on world trade and balance-of-payments positions last year. Reflecting
the slowdown in global economic activity, the growth of world trade fell to only
3%, the lowest rate since 1991 (Table Il.2). Moreover, due to the weakening
of demand and growing excess capacities, world trade prices decreased by
some 3% in SDR terms, with marked declines for commodities. Measured
relative to output prices in the industrial countries, commodity prices are well
below levels recorded in the early 1960s.

The recession both in some emerging Asian economies and in Japan has
also led to major shifts in current account positions. Since 1996, the combined
surpluses of emerging Asia and Japan have increased by nearly $200 billion,
about twice the rise in the surpluses of oil-exporting countries during the
1978-80 oil price increase (Table II.3). Compared with that earlier episode,
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World trade and prices
1990-95 1996 1997 1998
annual percentage changes
World output 2.9 4.3 4.2 25
World trade, volume 6.2 6.9 9.9 33
Ratio: trade/output 2.2 1.6 2.4 1.3
Net exports, goods
Advanced economies 0.3 -0.2 0.2 - 11
Emerging economies 0.7 0.7 33 4.6
Trade prices (in SDRs) -0.4 32 -1.3 - 29
Manufactures 0.5 13 -28 - 01
Qil =27 23.7 -0.2 -31.2
Non-oil primary commodities -0.9 33 2.0 -13.5
Terms of trade
Advanced economies 0.5 -0.3 -0.3 13
Emerging economies -1.1 22 -0.7 - 64
Source: IMF, World Economic Outlook. Table 11.2

the advanced industrial countries (excluding Japan) absorbed broadly the
same share of the rise in global surpluses and Latin America somewhat more.
However, because oil revenues have declined over the last two years, higher
current account deficits in oil-exporting countries have provided the counter-
part to about one-third of the rise in Asian surpluses.

In addition, the distribution of the higher deficit within the group of
industrial countries differed substantially from that of the 1978-80 period.
Generally, changes in current account positions since 1996 have been driven by

Changes in current account positions
1978-80 1996-98
Oil exporters 99 | Emerging Asia 136
Advanced industrial Japan 54
countries -75 | Other advanced industrial
United States 17 | countries -133
Japan -29 United States - 99
Euro zone -66 Euro zone 1
Germany -22 Germany 2
France -1 France 19
Italy -16 Italy - 15
Spain -8 Spain -2
United Kingdom 5 United Kingdom 3
Others? 4 Others? - 31
Non-oil emerging economies -33 | Oil exporters - 66
Emerging Asia -11 | Non-oil emerging economies3 - 27
Africa -1 Africa -3
Latin America -14 Latin America - 27
In billions of US dollars. 2 Australia, Canada, New Zealand and Norway. 3 Excluding Asia.
Sources: IMF, International Financial Statistics, World Economic Outlook; national data. Table 11.3
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... are mostly differences in domestic demand growth (Graph 11.2) and by movements in
absorbed by the exchange rates. Reflecting the strong growth of domestic demand and the
United States ... strengthening of the dollar, the United States absorbed about one-half of the
overall rise in the Asian surpluses, in marked contrast to the earlier episode,
when a weakening dollar and relatively slow growth of domestic demand led
to a strengthening of the US current account. Rapid demand growth,
together with adverse relative price changes, has also played a major role in
...and commodity  the deteriorations observed for Canada, Australia and Norway, countries in
exporting countries  \which exports of commodities account for a sizable share of total exports.
Conversely, the rise in the current account surplus of Japan can mostly be
attributed to the fall in domestic demand and the depreciation of the yen. The
aggregate current account surplus of the euro zone countries has changed very
little since 1996, as improvements in France and Germany, largely due to
stronger competitive positions, more than offset deteriorations elsewhere,
notably in Italy.
Developments in Because of the marked changes in relative trade prices and differences in
net exports and cyclical positions, movements in current account positions give only a partial
the terms of trade . . . . . . o
picture of the ways in which different countries and different sectors within
individual countries were affected by the recession in Asia and the slower
growth of world trade. In the United States, for instance, the sharp drop in
the growth of exports, notably to Asia, combined with continued high growth
of imports, led to a decline in net exports equivalent to 134% of GDP
over the last two years. However, terms-of-trade improvements limited the
deterioration in the current account to about 1% of nominal GDP. Similarly,
in the United Kingdom, the drag from net exports has far exceeded the

Changes in domestic demand and the current account balance
Over the period 1996—98, in percentages and percentage points

o |P
e FR

e CH

DE NL e GB .

Change in the current account balance as a % of GDP

-2 -1 0 1 2 3 4 5 6
Annual change in real domestic demand

Note: For an explanation of the country codes, see Graph II.1.

Source: National data. Graph 11.2
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decline in the current account position, owing to the strengthening of the
pound, which helped improve the terms of trade despite the fall in oil prices,
and a temporary improvement in the service balance. In contrast, Canada, New
Zealand and Norway have all seen a substantial deterioration in their current
account positions as worsening terms of trade aggravated the negative effect
of net exports. In most of the euro zone, the growth of net exports lost
momentum in the course of 1998, but the impact on the current account
was mitigated by terms-of-trade improvements despite the depreciation of
European currencies against the US dollar. In Japan, on the other hand, the
contribution of net export growth exceeded the current account improvement
due to a deterioration in the terms of trade.

Fiscal policy

The most noteworthy development in fiscal policy last year was the suspension  Substantial fiscal
of the Fiscal Structural Reform Law in Japan and the subsequent (in April ~stimulusin Japan
and November) adoption of tax, expenditure and credit measures to boost
domestic demand. In addition, the authorities introduced a comprehensive
package aimed at recapitalising banks, easing credit constraints and restoring
the health of the financial sector. While the recapitalisation package will only
be implemented this year, the effects of the expenditure and credit measures
were already being felt towards the end of 1998. Government investment has
prevented output from falling even further and public loan guarantees have
helped ease credit constraints on small and medium-sized firms and slow the
rise in bankruptcies. However, the impact of central government spending
has been hampered by the rapidly deteriorating financial position of the local
governments and their inability to finance their share of the public investment
programme. Moreover, the stimuli do not seem to have revived the private
economy, so that the deepening recession combined with the discretionary
measures to raise the general government deficit to 6% of GDP in 1998
(Graph 11.3).

In contrast, both discretionary measures and cyclical effects helped Budget surpluses
improve fiscal balances in the countries most advanced in the business cycle. " Seve.ra'
The United States recorded a surplus of 13/4% of GDP last year, compared countries ..
with a deficit of 4'2% in 1992. The United Kingdom, Canada, Australia, Finland,
Sweden and Ireland have also seen large improvements and, relative to GDP,
Canada’s structural surplus is now the highest among the G7 countries. Many
other countries, having achieved their short-term fiscal consolidation targets,
moved towards a more neutral policy stance last year or even eased slightly. In
several cases, only part of the additional net revenue generated by the cyclical
improvement was used to strengthen structural balances. Other countries
eased even more. For instance, New Zealand recorded a smaller surplus than
in 1997, as the effect of automatic stabilisers reinforced a small increase in
discretionary spending. In France, the Netherlands and Austria, the stimuli were
somewhat greater and structural deficits widened despite higher growth.

Many countries have also made progress towards reducing government .4 jower
debt/GDP ratios. Except for Japan, primary balances have been in surplus for  debt/GDP ratios ...
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Actual and structural general government balances
As a percentage of GDP
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* Net financial balance, including one-time revenue gains from privatisation.

Sources: OECD, Economic Outlook; national data; BIS estimates. Graph 1.3

the last two years and net debt interest payments have fallen. However,
progress has been slowed by the fact that, with lower inflation and public debt
interest payments adjusting only slowly to changes in long-term market rates,
primary balances need to be larger in order to generate a fall in debt/GDP
ratios. This has been evident in countries such as Italy, Canada and Belgium,
which started the process of consolidation from relatively high debt levels. In
Belgium, for instance, the primary balance has been in surplus since the mid-
1980s but the net debt/GDP ratio started to fall only in 1994 (Graph 11.4). Italy

Primary balances and changes in the public debt
In percentages and percentage points

Japan Italy Canada Belgium

=3 Primary balance!: 2 12
1 Implicit interest rate3 less change in nominal GDP
e  Change in net public debt?
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1
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1 Where a deficit is expressed as a positive number. 2 As a percentage of nominal GDP. 3 Defined
as the ratio of net interest payments to the net debt at the end of the previous year.

Sources: OECD, Economic Outlook; national data. Graph 11.4
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recorded its first primary surplus in 1992 but an ongoing decline in the debt
ratio was only obtained five years later. In Canada, the debt/GDP ratio has also
been falling over the last two years, following a marked tightening of fiscal policy
in the mid-1990s. Japan, by contrast, seems to have entered a phase of very
rapid debt build-up, as the massive rise in the primary deficit brought the net
debt/GDP ratio to over 30% and the gross debt ratio to 100% by the end of
1998, compared with ratios of 4% and 60% respectively only six years earlier.

Other components of demand

In retrospect, 1998 will probably be remembered for the financial and external
shocks occurring during the second half. However, it also bears noting that
in those countries which weathered the shocks particularly well, private
consumption was the most important source of growth. Moreover, in countries
where GDP either declined or slowed substantially, the resilience of house-
hold spending prevented an even steeper weakening. There were, however,
exceptions to this trend. Being concerned about future taxes and employment
prospects, Japanese consumers responded to tax cuts by increasing pre-
cautionary saving. Similarly, in Germany and lItaly, weak employment growth
seems to have held back household spending. Indeed, one general feature last
year, but particularly evident in France and Spain, was that job creation tended
to strengthen household confidence and spending.

Rising wealth also lifted consumer confidence last year, inducing house-
holds to take on more debt and/or realise capital gains and boost spending
beyond the rise in disposable income. In the United States, both house-
holds and businesses have increasingly relied on credit markets to support the
current elevated levels of spending, raising concerns about their sustainability.
Household indebtedness increased to an all-time peak and corporate
indebtedness to its highest level since 1990 (Graph I1.5). Thus far, low interest
rates and longer maturities have kept the costs of servicing this debt
manageable. Moreover, the rise in household debt should be seen against
the background of an even stronger rise in wealth. Nonetheless, personal
bankruptcies have reached a new high. With the saving rate around zero and
corporate firms having used part of the additional debt to buy back equity,
households and businesses may also be more vulnerable to higher interest
rates, even if a large share of net borrowing last year was at fixed rates.

The realisation of wealth gains also boosted household spending in
several other countries last year and, in some cases, inflationary pressures and
imbalances are starting to appear. In Ireland, five years of annual growth rates
exceeding 7%, allied with lower mortgage rates and high credit growth, have
led to excess demand pressure in the housing market. Average house prices in
Dublin have risen by some 80% over the last two years and higher house
prices appear to have intensified upward pressures on nominal wages. Excess
demand pressure may also be building in the Netherlands, where the realisation
of wealth gains on houses and equities has fuelled private consumption and
output now seems to be above potential. Household spending was also
buoyant in Denmark and Finland, partly reflecting wealth gains associated with

... except in Japan

Household
spending generally
strong ...

... reflecting
employment and
equity gains ...

... as well as higher
housing wealth
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Household saving
and fiscal
consolidation

Private sector indebtedness in the United States

Household sector Non-financial corporate sector

[ Debt/income ratio 1 Debt/income ratio
100 (left-hand scale)? L 99| |100 (left-hand scale)3 15
Personal consumption rate Corporate bond rate (Baa)
(right-hand scale)? _71 (right-hand scale)
90 — / 97| |90 13
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1 Gross debt as a percentage of personal disposable income. 2 Personal outlays as a percentage of
personal disposable income. 3 Gross debt as a percentage of GDP in the corporate sector.

Sources: Board of Governors of the Federal Reserve System; US Department of Commerce.
Graph 1.5

higher house prices. While fears of potential inflationary pressures prompted
the Danish authorities to introduce measures to increase household saving and
curb the rise in house prices, there were few signs of overheating or imbalances
in Finland even though the output gap, which had reached 11% in 1993, has
now been closed. One exception to this trend was the United Kingdom, where
growing uncertainty about the future course of the economy made households
reluctant to spend sizable wealth gains.

The strength of household spending and resulting lower saving rates might
also be associated with fiscal consolidation and higher government saving. For

Developments in domestic saving in selected countries

as a percentage of GDP
United States Japan Germany France Italy

1992* 1998 1991* 1998 1991* 1998 1993* 1998 1991* 1998
National saving 15.2 16.3 327 27.2 225 21.7 18.2 20.0 185 204
Public saving -11 44 9.4 1.5 1.3 0.7 -25 -0.2 =57 0.5
Private saving 16.3 11.9 23.3 257 21.2 21.0 207 20.2 242 19.9
Households 42 0.3 8.4 9.5 9.2 7.7 10.0 10.1 12.8 8.0
Business 121 11.6 14.9 16.2 12.0 133 10.7 10.1 11.4 11.9

United Kingdom Canada Australia Sweden Switzerland

1993* 1998 1992* 1998 1992* 1998 1993* 1998 1993* 1998
National saving 14.3 18.1 14.3 18.0 17.2 19.8 1.2 16.6 28.8 30.2
Public saving -4.8 14 -4.8 37 -34 2.7 -7.6 4.4 -0.9 1.9
Private saving 191 16.7 19.1 143 20.6 171 18.8 12.2 29.7 283
Households 79 5.0 76 0.7 3.5 1.5 5.0 0.6 72 5.8
Business 1.2 11.7 11.5 13.6 171 15.6 13.8 11.6 22.5 22.5

*Year of peak general government deficit after 1990; for Japan, year of peak surplus; for Germany, year following reunification.

Sources: OECD, Economic Outlook; national data; BIS estimates.

Table 11.4
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instance, in the United States, the fall in household saving since 1992 has
“offset” three-quarters of the rise in public saving (Table 11.4). In Canada,
the decline in household saving has been even larger, even though both
consumption and residential investment spending decelerated during the
second half of 1998. Given an already low saving rate and a high debt/income
ratio, Canadian households seem to have become increasingly reluctant to take
on more debt. In Italy, a major part of the rise in government saving has also
been accompanied by lower household saving, as consumers have financed
spending in excess of low income growth by reducing their stock of financial
assets. In other countries, the response to fiscal consolidation has been more
muted, so that the influence of higher government saving on national saving has
been more pronounced.

Another feature of the current cycle has been the strong growth of
business fixed investment, notably in those countries most advanced in the
business cycle. Although the direct contribution to demand growth is smaller
than that of consumption, the fact that strong capital spending reduces the risk
of capacity constraints and resulting inflationary pressures has helped prolong
the current cycle. Indeed, even though the US cycle is now one of the longest
in the postwar period, the rate of capacity utilisation in manufacturing was still

Growth of business
investment ...

Recent developments in business fixed investment and potential
determinants

Investment! GDpP2 IOCR3 Return* Pk/W5
Ireland 43.1 30.7 6.8 15.4 90.4
Norway 40.6 13.4 14 7.5 95.5
United States 353 10.0 23 18.7 85.2
United Kingdom 334 9.2 2.1 11.6 83.4
Finland 329 15.3 38 10.3 82.3
Canada 31.8 7.8 1.9 14.3 80.8
Australia 26.4 11.8 2.5 13.5 81.6
Denmark 259 9.7 1.4 114 80.0
Netherlands 24.1 9.3 22 18.6 89.5
Spain 20.8 8.9 1.7 18.3 84.6
Sweden 15.8 7.1 1.8 12.3 79.0
Belgium 14.2 6.8 1.8 13.8 88.1
Switzerland 12.0 2.3 0.6 12.3 76.7
France 8.7 6.0 1.7 15.7 85.7
Italy 84 5.2 1.5 15.4 93.0
Germany 6.9 5.0 1.3 13.6 83.8
Japan 5.6 8.1 0.5 13.6 86.1
Memorandum item?® 0.72 0.63 -0.17 0.18
Note: Data refer to the business sector except for GDP (whole economy).
T Cumulative percentage change in real fixed investment between 1995 and 1998. 2 Cumulative
percentage change in real GDP between 1994 and 1997. 3Incremental output/capital ratio,
calculated as the rate of change of real value added divided by the ratio of investment to value
added (in constant prices); average for the period 1994—98. 4Pre-tax return to capital in 1996.
5 Ratio of capital goods prices to wages in 1996; index 1990 = 100. ¢ Bilateral correlation between
investment and, respectively, GDP, IOCR, return and Pk/WV.
Sources: OECD, Economic Outlook, Business Sector Data Base; national data; BIS estimates. Table 1.5
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well below earlier peaks by the end of last year. In contrast, in many of the euro
zone countries, investment spending has been rather sluggish and, despite the
slowdown in growth towards the end of 1998, rates of capacity utilisation have
remained relatively high.

Favourable borrowing conditions, high and rising equity prices and a
marked increase in profit shares have been major factors stimulating invest-
ment. As noted, the US investment boom has been accompanied by a sharp
rise in corporate debt, but favourable borrowing conditions and high profits
also boosted capital spending in several other countries. In Sweden, the pick-
up in business investment last year offset a negative swing in net exports
equivalent to 2% of GDP. Business investment was also a principal source of
growth in Finland and Spain, mostly reflecting higher profits and, in the case
of Spain, easier borrowing conditions following its qualification for entry into
EMU. In contrast, negative profits as well as credit constraints and uncertain-
ties about future growth prospects led Japanese enterprises to cut back capital
spending by more than 11%. Even so, capital stocks continued to grow,
reinforcing the demand-induced widening of the output gap.

Probably the most important element influencing specific patterns of
investment spending in recent years has been divergences in firms’ expectations
about future growth, which tend to reflect differences in past growth rates and
in recent developments in output per unit of capital invested (Table IL.5). In
addition, countries with relatively low capital/output ratios, such as the United
States, the Netherlands, Ireland and Spain, seem to have achieved higher rates
of return and, as a result, have boosted investment spending (Graph 11.6).
Conversely, in Japan and Norway, high capital/output ratios and associated low

Capital/output ratio and the rate of return
in the business sector in 1998
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Note: For an explanation of the country codes, see Graph II.1.
Sources: OECD, Economic Outlook, Business Sector Data Base; BIS estimates. Graph 1.6
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rates of return may be indicative of past overinvestment and excess capacity, ...as well as

discouraging further capital spending. A fall in the relative price of capital goods, Prospective rates
notably equipment, together with growing pressures to cut costs per unit of of return
output, has also played a role by inducing firms to substitute capital for labour
to boost labour productivity. Such pressures seem to have been among the
driving forces behind recent investment trends in Germany and Switzerland.
Moreover, in the light of the modest rise in wages, investment in the United
States has been unexpectedly high relative to output growth, suggesting that
firms have increased equipment spending in anticipation of potential future
labour constraints and wage pressures. This pre-emptive behaviour seems to

explain part of the fall in capacity utilisation noted above.

Developments in labour markets

Unemployment

Labour market conditions generally improved last year (Graph 11.7). In the Cyclical declines in
United States, the United Kingdom and the Netherlands, unemployment rates unemployment ...
fell from already low levels. Despite this, there were only scattered reports of
labour shortages and only modest upward pressures on wages. Unemployment
rates also moved significantly lower in many of the smaller European countries
and in Canada and Australia.In contrast, labour market conditions deteriorated
in Japan and New Zealand. Indeed, for the first time in the postwar period, the
official unemployment rate in Japan now exceeds that of the United States.
These differential developments reflect, to an important degree, variations
in cyclical conditions. Nearly every country with economic growth above its
trend rate last year also saw a decline in unemployment, and those with faster
rates of growth generally experienced larger declines. Similarly, the rise in

Unemployment rates in 1997 and 1998 *
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Note: For an explanation of the country codes, see Graph II.1.
* Annual averages; national definitions (for Portugal, break in series at end-1997).

Source: National data. Graph 1.7
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unemployment in Japan and New Zealand mainly reflects the cyclical downturn
in production.

Some of the divergences, however, appear to stem from differences in
the extent to which countries have made progress in reducing structural
unemployment. Such progress has been particularly noteworthy in Ireland,
Denmark, the Netherlands and the United Kingdom, countries that have
implemented substantial labour market reforms in recent years. Spain has
also carried out some important reforms, particularly in the areas of
employment protection and unemployment benefits. Nonetheless, estimates of
the structural unemployment rate in Spain, while down from several years ago,
are still above 15%.

In other countries, structural unemployment has remained stubbornly
high, or even risen. In Germany and France, for example, estimates typically
exceed 10%, and actual unemployment rates are above their 1995 levels
despite a similar-sized — or, in the case of France, a smaller — output gap.
Although the robust employment gains last year in France reflect to some
degree the impact of structural reforms aimed at increasing job opportunities
for women and young people, especially in the service sector, these reforms
have also tended to raise labour force participation rates, reducing the effect
on measured unemployment. Germany has also taken steps towards improving
labour market flexibility. However, to date these seem to have stimulated
labour productivity growth rather than encouraged job creation. In this
context, the more aggressive bargaining stance of unions in Germany could
potentially raise both actual and structural unemployment.

Labour productivity

Labour productivity is another area in which there were considerable
differences in performance last year. In Australia and Germany, productivity
growth in the business sector exceeded 2'2%, and it was only slightly below
that in the United States, Finland and France (Table I1.6). Productivity rose only
slightly in many other countries and fell sharply in Japan.

As with unemployment, labour productivity is influenced by both cyclical
and structural factors. In the longer term, productivity growth is mainly
determined by supply-side developments, including changes in the amount
of physical capital available per worker, the skills embodied in a country’s
workforce, and the invention of new technologies and their diffusion into the
workplace. In the short run, however, productivity moves with the business
cycle, reflecting a tendency by employers to adjust employment only sluggishly
to changes in production levels. This cyclical influence explains much of the
sharp drop in productivity that accompanied the deepening recession in
Japan last year. Most other countries were in the midst of relatively mature
expansions, when cyclical factors tend to be of little importance.

As a result, longer-term trends were the principal factors behind the
variation in productivity performance. In Germany, for example, trend produc-
tivity growth is currently estimated at more than 3%, up from around 2% in
the 1980s. Much of this rise reflects a significant increase in the capital/labour
ratio, induced by firms substituting capital for labour in response to increases
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Sources of productivity growth in the business sector
GDP per employee Capital stock/
Actual Attributable to:! employment ratio
1998 | Cycle | Trend? | Residual | 1980s 1990s
annual percentage changes

Australia 33 05| 18(1.1) 1.0 2.1 1.5
Germany 2.8 02| 31(1.8) -0.5 22 3.6
United States 2.3 03| 1.1(1.3) 0.9 1.2 1.9
Finland 2.1 00| 3.7(38) -1.6 3.6 1.8
France 2.0 03| 19(25) -0.2 2.6 25
Ireland 1.8 -03 | 32441 -1.1 34 -04
Sweden 1.6 0.1 2.6 (1.7) -1.1 24 37
Belgium 1.5 0.1 1.8 (1.6) -0.4 2.8 2.7
Italy 14 -02 | 23(24) -0.7 22 31
Switzerland 0.9 0.1 0.6 (0.3) 0.2 0.9 2.8
Denmark 0.7 04| 23(1.7) -2.0 2.7 2.1
Netherlands 0.7 03| 14(14) -1.0 1.1 1.2
United Kingdom 0.6 -1.1 | 1.0(2.1) 0.7 1.6 1.3
Norway 0.5 -0.1 2.0 (14) -14 2.9 0.7
Canada 0.1 -05 | 0.7 (1.6) -01 5.5 3.6
Japan -24 -43 | 22(26) -0.3 4.4 37
1 The decomposition of productivity growth into these three components is derived from a dynamic
labour demand model estimated over the period 1980—98. The model relates productivity growth to
the growth in GDP and an error correction term defined as the previous year’s level of productivity
less its long-run trend level. The trend level is estimated as a spline function with a break point in 1990.
2The estimated trend rate of productivity growth for the 1980s is shown in parentheses.

Sources: OECD, Economic Outlook; national data; BIS estimates. Table I1.6

in the relative price of labour and more intense competitive pressures. The
trend also appears to have risen in Australia, Denmark, Norway and Sweden
and has remained strong in Finland and Ireland despite slower rates of capital
deepening.

In contrast, trend productivity growth seems to have declined in Canada,
reflecting a slower, albeit still relatively rapid, pace of capital accumulation. The
estimated trend also fell in the United Kingdom and remained quite low in
Switzerland. In the United States, the estimated trend over the 1990s as a
whole is similar to that in the 1980s. However, there has been a recent pick-
up in the pace of US productivity growth that is not clearly attributable to
either cyclical influences or longer-run trends. Although some of this strength
is an artefact of changes in the way that inflation is measured, the recent
increases may also be evidence of more fundamental shifts. For example, the
rapid pace of investment in the United States has boosted capital deepening in
spite of continued strong employment gains. In addition, it is sometimes argued
that the effects of recent high-tech investments may be especially large because
they embody significant technological advances. However, while computers
have been a major component of recent investment spending, they still account
for only 2% of the net non-residential capital stock. Thus, even if the returns
on investment in computers are higher than for other types of equipment, their
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effect on aggregate productivity growth has been relatively modest until now.
Nonetheless, the effect is increasing and computers may become an important
source of productivity advances in coming years.

Recent developments in wage and price inflation

Real-side developments in 1998 were accompanied by a continuation of the
disinflation seen in recent years (Graph I1.8). In part, this disinflation reflected
a further moderation in unit labour costs. Nominal wage increases continued
to slow in the euro zone as a whole, while in the United States the modest
upward pressures on wages that did emerge were matched by strong
productivity gains. In addition, despite shrinking negative or growing positive
output gaps in most countries, the mark-up of prices over unit labour costs
generally fell, reflecting both declines in costs of internationally traded non-
labour inputs and increased competition and rising excess capacity in global
goods markets (Graph 11.9).

One major factor depressing non-labour costs was declining commodity
prices (Graph 11.10). The drop was most pronounced in the price of crude
oil, which by the end of 1998 was more than 60% below its 1996 peak in
inflation-adjusted terms. The recession in emerging Asian economies, which
had accounted for about two-thirds of the rise in oil consumption during the
previous four years, explains much of this weakness. However, oil prices were
also depressed by the unusually warm weather last year, excess inventories and
increases in the global supply of oil. Following an agreement among major oil
exporters to cut supply this year, prices have risen nearly 50% since the
trough. Given pressures for additional revenues in many oil-exporting countries
to counteract growing budget deficits, there may be some doubts as to
whether the agreement will hold. However, market observers currently expect
the price increase to be more than temporary.

Consumer price inflation in 1997 and 1998

In percentages
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Note: For an explanation of the country codes, see Graph II.1.

1 Annual averages; national definitions. The standard deviations (across all countries) for inflation in
1997 and 1998 are 0.78 and 0.92 respectively. 2 Excluding the effect of a consumption tax increase
in April 1997.

Source: National data. Graph 1.8
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Inflation and output gaps
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1 Percentage changes in consumer prices over four quarters; for Japan, excluding the effect of a
consumption tax increase in April 1997. 2As a percentage of potential GDP; positive figures
indicate excess demand.

Sources: OECD, Economic Outlook; national data; BIS estimates. Graph 1.9

Weak global demand and rising supply have also led to substantial price
declines for a wide range of other commodities. Food prices have been on a
long-term downward path that steepened last year due to weather-induced
supply increases. In addition, the retreat of prices for agricultural raw materials
from their 1995 highs was further encouraged by the recession in Asia and
supply increases induced by technical progress, increased privatisation of
production and the higher prices earlier this decade. The same factors have
also depressed prices of industrial raw materials, although the steepness of the
price decline during 1998, particularly for base metals, was probably exacerbated
by attempts on the part of producers to compensate for revenue losses by

Commodity prices in real terms *
1964-72 = 100 (semi-logarithmic scale)

o | S\

——— Non-oil commodities 50
——— Food and beverages —
Industrial raw materials \/\/\ |
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* Using the OECD GDP deflator.
Sources: HWWA-Institut fiir Wirtschaftsforschung; OECD. Graph 11.10
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expanding production and cutting margins, in some cases to the point where
prices no longer covered costs. More generally, since most commodities are
priced in US dollars, the strengthening of the dollar since 1995 has tended to
reinforce the downward pressure on prices.

The weakness in global demand also resulted in substantial excess
capacity for many intermediate and finished goods. This demand/supply
imbalance contributed to the disinflationary trend in the industrial countries,
both by reducing the prices of imported goods and by increasing competitive
pressures on domestically produced goods. Indeed, industrial output prices in
the G10 countries fell about 2% relative to a year earlier, and consumer goods
prices were down in many countries as well. In addition, prices for services
decelerated over the year, reflecting the above-mentioned moderation in
nominal wage growth and, in several countries, deregulation and privatisation
of services formerly provided by the public sector.

In the United States, where consumer price increases slowed to
around 1'2% last year despite a further rise in output relative to estimates of
potential, the disinflationary effects of lower costs of non-labour inputs and
excess global capacity were reinforced by two other factors. First, the foreign
exchange value of the dollar remained at a relatively high level for most of
1998, helping to restrain price increases for both imported goods and
domestic goods that are close substitutes for imports. Second, the high level
of US business investment in recent years is now manifest in below average
rates of capacity utilisation, compounding the effects of increased international
competition on US domestic prices and leading to a significant squeezing of
profit margins.

Although the broad developments mentioned earlier have brought lower
inflation in Europe as a whole, there were some important differences across
countries. For example, inflation moved up in Ireland and Portugal last year,
owing to the rapid pace of output growth and, in Ireland, an acceleration in
unit labour costs. And although inflation continued to edge down in the
Netherlands, the rate of unemployment has fallen to only 3.8% (among the
lowest in the euro zone) and labour cost pressures are intensifying. In contrast,
nominal wage restraint and strong productivity gains enabled French and
German enterprises to limit the rise in unit labour costs and maintain their
international competitiveness despite appreciations in their nominal effective
exchange rates. In Spain, Finland and Belgium as well, continued nominal
wage restraint helped to dampen price pressures despite relatively strong
employment growth. And in Sweden and Switzerland, consumer prices fell or
were roughly constant.

In Japan, the deepening recession and growing output gap led some
observers to expect the onset of severe downward price pressures. Thus far,
however, there seems to be little evidence of the beginnings of a deflationary
spiral in which spending falls in response to expectations of falling prices.
Viewed in isolation, the marked rise in the saving rate could be interpreted as
indicating such a process. However, while nominal wages and wholesale prices
for manufactured goods fell last year, unit labour costs increased and consumer
prices were about flat. More importantly, there is evidence of a high degree
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of inflation inertia in Japan. According to household and business surveys, a
majority of respondents are expecting higher future prices even though actual
prices are flat or falling. In addition, despite the steep rise in the output gap, the
rate of CPI inflation has changed only a little, whereas the historical pattern
would have implied a sharp and continued deceleration of inflation.

Evidence of nominal rigidities

The economic environment of recent years has prompted questions about Low inflation may
whether the nature of the inflation process might now differ from that increase nominal
experienced in previous decades. One concern is that nominal wages might be rigidities ..
rigid downwards because employees view nominal wage reductions as unfair

even though they might readily accept a similar-sized cut in real wages caused

by inflation. If such resistance to nominal wage cuts is prevalent, firms might

find it more difficult to adjust real wages downwards at low rates of

inflation and thus be forced to make greater use of job cuts in response to

weaker demand or adverse productivity shocks. While this might raise the risk

that unemployment levels could be somewhat higher when inflation is low, the

recent declines in unemployment and a lack of convincing empirical evidence

on the importance of such rigidities suggest that this concern should not be
overemphasised.

Another, and perhaps more serious, source of concern is that nominal ... owing to less
rigidities in labour and product markets might cause the general inertia in frequent price
wage and price inflation to be more pronounced at low rates of inflation. If adjustments ...
this is so, policy-induced and other changes in nominal income would have a
greater impact on real output than in periods of higher inflation. Such nominal
rigidities are often presumed to arise from a reluctance by firms to make
changes to nominal wages or prices because there are costs associated with
negotiating new contracts or adjusting price lists. And, with inflation and
inflation expectations declining, these costs would increasingly outweigh the
benefits of adjusting prices more frequently.

Some recent developments in labour and product markets accord well ...and longer
with these hypotheses. In the United States, for example, new collective contracts
bargaining agreements have tended to be of longer duration, stretching out to
as much as six years in some cases. In addition, the prevalence of automatic
cost-of-living adjustments in private sector union contracts has declined
markedly, while indexation of wages has virtually disappeared in Europe. In
product markets, an increasing number of manufacturers have demanded and
received long-lasting price guarantees from their suppliers, which may limit the
ability of those suppliers to pass on higher production costs. Conversely, the
diffusion of some new technologies, such as price scanners, internet catalogues
and more advanced payroll processing software, might work in the other
direction, facilitating even small adjustments to wages and prices. Moreover,
institutions and expectations, as well as notions of fairness, may adjust in a
low-inflation environment, especially given credible commitments on the part
of the monetary authorities.

Nominal rigidities are difficult to measure directly. However, it is possible  Eyidence of
to assess their importance from the way in which changes in nominal demand increased rigidity ...
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are “split” into output changes and shifts in the rate of inflation. Although, in
the long run, real output depends on supply-side factors, changes in nominal
demand may influence output over shorter periods because prices adjust only
gradually to their appropriate underlying levels. Thus, one implication of
increased nominal rigidities is that changes in nominal demand will take longer
to influence prices and therefore will have a larger short-run impact on real
activity. Empirical estimates based on this insight indicate that the degree of
nominal rigidity has increased in many industrial countries, not only in Japan,
where inflation has been especially low in recent years, but also in some of the
countries that have adopted explicit inflation targets (Table 11.7). In contrast,
nominal rigidities do not appear to have increased in the United States,
Sweden or Switzerland. Rather, such rigidities have always been an important
component of the inflation process in these countries.

This evidence of increased nominal rigidity at low rates of inflation has
recently been linked to the argument that expansionary macroeconomic
policies might be used to reduce unemployment. That is, if there is a high
degree of inertia in the inflation process, imbalances in labour and product
markets would take a while to influence inflation so that policy errors, if
they are recognised promptly, could be reversed in sufficient time. Thus, the
inflationary risks in attempting to reduce unemployment in this manner would
be small, and there might be additional benefits if structural unemployment
is also reduced. The recent economic performance of the United States is
sometimes cited as an example in this regard, reflecting a presumption that
the ability to keep the unemployment rate so low for a significant period
of time has increased the human capital of lower-skilled segments of the
population and thus contributed to a decline in structural unemployment.

Estimates of nominal rigidity
Prices* Average inflation
1970-85 1986-98 1970-85 1986-98

United States 0.86 0.86 6.4 2.8
Switzerland 0.74 0.59 48 24
Sweden 0.74 0.57 9.0 4.1
Germany 0.63 0.78 47 2.5
France 0.56 0.93 9.4 24
Canada 0.55 0.73 76 23
Denmark 0.54 0.64 9.0 2.7
Australia 0.48 0.62 9.7 3.6
United Kingdom 0.46 0.83 113 42
Belgium 0.41 0.80 6.6 2.7
Italy 0.37 0.58 14.2 5.4
Spain 0.36 0.53 134 5.5
Japan 0.31 0.85 6.1 0.8
*The degree of nominal rigidity in prices is estimated as 1 less the coefficient on nominal income
growth in a regression of inflation (GDP prices) on nominal income growth, the lagged GDP gap, lagged
inflation and the lagged change in the relative price of imports. Thus, a coefficient of 1 indicates
complete rigidity while a coefficient of 0 indicates complete flexibility.

Sources: OECD, Economic Outlook; national data; BIS estimates. Table 11.7
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However, policies based on these arguments harbour major risks. It should
be remembered that the lower unemployment in the United States was
accompanied by and benefited from an unusual degree of external downward
pressures on prices, not only as a result of falling commodity prices but also
due to the high exchange value of the dollar in recent years. The above
argument also presumes that the inertia in wages and prices is of a similar
magnitude in both directions. But if the rise in nominal rigidities in some
countries primarily reflects a bias against nominal reductions in wages and
prices rather than a more general stickiness of inflation, attempts to lower the
unemployment rate without structural reforms might be quickly reflected in
a higher inflation rate. Finally, and most importantly, if attempts to reduce
unemployment through macroeconomic policies turn out to have unintended
and unexpected inflationary consequences, the rise in nominal rigidities also
implies that it will be more costly to reverse the effects of these policy errors.

... but there are
dangers in this
approach
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lll. The spreading crisis in emerging markets

Highlights

Most emerging market economies suffered a major slump in commodity prices
in 1998 and faced very unsettled conditions in international financial markets.
Especially after mid-year, the perceived riskiness of investing in the emerging
world increased markedly, causing creditor banks and other investors to scale
back drastically their financial exposures. Whereas until mid-1998 the financial
crisis had been contained mainly within Asia, it subsequently spread rapidly to
Russia and parts of Latin America.

Adjustment to the crisis in Asia was associated with severe output
contractions. As the year progressed, however, a degree of financial stability
returned and the decline in output in the most affected economies tended to
level off. How strong the recovery will be remains to be seen. Excess capacity
built up over a number of years is dampening investment. Moreover, external
demand growth has remained weak, in part because of the depressed state
of many regional export markets, most notably Japan. Some uncertainty also
surrounds the prospects for China’s economy.

At the root of the Russian crisis of August 1998 were a number of major
economic and financial weaknesses. Many of the basic elements of a market
economy are not in place; the public finances are in urgent need of reform; and
financial institutions have yet to assume their central role in the intermediation
process. Elsewhere in eastern Europe transition is at a more advanced stage
and contagion from the Russian crisis was limited.

The most notable victim of the flight to quality and liquidity in late 1998
was Brazil. As so often in the past, a tightly managed exchange rate regime,
combined with growing domestic and external macroeconomic imbalances,
proved unsustainable. Most other Latin American countries also experienced a
more hostile climate in international goods and financial markets and were
forced to turn to more restrictive policies.

Key influences on developments in emerging market economies

The financial turmoil which erupted with the floating of the Thai baht in mid-
1997 has since spread to a large number of emerging market economies. The
crisis has gone through a series of stages (Table lll.1), linked by several, often
complex channels of transmission and contagion. Vulnerable corporate and
financial sectors, weak public finances, widening current account deficits and
inconsistent policy frameworks have been the basic causes of difficulties in
most countries. As many emerging market economies have become more
integrated in the global financial system, abrupt reversals in the flow of capital
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have almost always served to both trigger and exacerbate domestic problems.
In turn, deep recessions were provoked and exchange rates fell sharply in
the countries affected, with significant effects on international trade prices and

Principal stages of the emerging market crisis

1997

July Floating of the Thai baht (2 July).

August Floating of the Indonesian rupiah (14 August). Approval of an IMF-led
support package of $20.1 billion for Thailand (20 August).

October Equity markets in Asia, Latin America and Russia fall sharply. Strong
exchange rate pressure builds in Brazil, Hong Kong, Korea and Taiwan.

November Approval of an IMF-led support package of $40 billion for Indonesia
(5 Novembery).

December Approval of an IMF-led support package of $57 billion for Korea
(4 December). Floating of the Korean won (6 December). Oil price
records 30% fall over the year.

1998

January Russian rouble is pegged to the dollar with a +15% fluctuation band
(1 January). Indonesian corporate debt “pause” (27 January).
Restructuring agreement covering $24 billion between Korea and its
external creditors (29 January).

February Currency board proposed by Indonesia.

May Presidential change following riots in Indonesia (21 May). Russian
refinancing rate reaches 150% by month-end.

June Indonesia and a steering committee of creditors agree to restructure
$70 billion of foreign private debt (4 June). New agreement signed
between the IMF and Indonesia (24 June). South African rand comes
under intense pressure and depreciates sharply. Brazilian interest rates
return to levels of early October 1997 (26 June).

July IMF-led support package for Russia of $22.6 billion in 1998—99
($4.8 billion made available on 20 July).

August Yen reaches an eight-year low (11 August). Hong Kong authorities

intervene in equity market (14 August). Russia changes exchange rate
regime, suspends payments on short-term government debt and imposes
moratorium on commercial debt payments to non-residents (17 August).
September Russia stops supporting the rouble (1 September). Malaysia pegs its
exchange rate to the dollar and imposes stringent capital controls

(1-2 September). In Latin America, equity markets fall sharply and
exchange rates come under pressure: Colombia raises its exchange rate
band by 9% (2 September); Brazilian interest rates double to nearly 50%
(10 September); Mexican short-term interest rate peaks at 48%

(11 September); Chile widens its band and increases interest rates

(16 September). China tightens foreign exchange regulations

(27 September).

Sep/Oct/Nov/Dec | Series of interest rate reductions in the major currency blocs.

October Following presidential elections, Brazil announces a three-year fiscal
adjustment programme (20 October).

December Approval of an IMF-led support package of $41.5 billion for Brazil,

including a $13.3 billion BIS loan backed by 19 industrial country central
banks (2 December).

1999
January Floating of the Brazilian real (15 January). Dollarisation issue raised by
Argentine central bank (21 January). International rating agency
upgrades Korean sovereign debt to investment grade (25 January).
March New IMF programme for Brazil (8 March). First reduction in Brazilian
interest rates since floating (25 March).

Table 1111
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merchandise flows. This created yet further channels through which the crisis
was transmitted throughout the emerging world and even beyond.

Capital flows

An extended period of easy access by emerging market economies to inter-
national financing came to an abrupt end in the second half of 1997. Private
sector capital, which flowed into emerging market economies at a rate of $140
billion in 1996, shrank to $40 billion as the first waves of financial turmoil hit
the developing world in 1997, and dried up completely last year (Table lIl.2).
In part, the financing gaps left by reduced private sector involvement were
filled by rising inflows of official funds. At over $120 billion, foreign direct
investment inflows have remained buoyant over the last two years, suggesting
that confidence in the longer-term prospects of most emerging market
economies has remained intact.

Annual aggregate data on private financial flows, however, mask trends in
cross-border bank credit and international debt issuance which varied greatly
over time as well as across regions (see also Chapter VII). Table Ill.3 reveals the
sharp reversal in bank lending and securities flows experienced in Asia in the
second half of 1997. By year-end, bank claims on the five Asian economies most
directly affected by financial turmoil (Indonesia, Korea, Malaysia, Thailand and, to
a lesser extent, the Philippines) had shrunk at nearly twice the rate at which
they had risen in 1996 and early 1997 — from close to +5'2% of GDP in 1996
to —10% in late 1997. Creditor banks continued to reduce their exposure

Capital flows and reserves in emerging market economies

1990-95 | 1996 | 1997 1998
in billions of US dollars, at annual rates

Net private capital inflows
Asia’ 33 81 —45 -69
Latin America? 35 70 77 57
Eastern Europe3 5 10 11 21
Russia -9 -25 -7 -12

Net official capital inflows
Asia’ 14 4 37 29
Latin America? 6 -12 -5 12
Eastern Europe’ 1 -1 -1 -2
Russia 8 9 5 7

Net increases in reserves
Asia’ 4 58 15 66
Latin America? 15 25 13 -10
Eastern Europe’ 6 1 2 9
Russia 2 -3 2 -5

Note: Capital flows are calculated as the difference between the current account and the changes in
reserves; private flows are calculated as a residual from an estimate of official flows.

1 China, India, Indonesia, Korea, Malaysia, the Philippines, Singapore, Taiwan and Thailand.

Brazil, Chile, Colombia, Mexico, Peru and Venezuela.

Sources: IMF; Institute of International Finance (IIF).

2 Argentina,

3 The Czech Republic, Hungary and Poland.

Table 111.2
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to the region at a rapid pace in the first half of 1998. However, as the year
progressed, current accounts swung into surplus and evidence emerged that
the crisis might be contained. As a result, the financial climate facing the crisis-
hit Asian economies became somewhat less gloomy. Albeit with some delay,
possibly reflecting the longer lead times needed for issuing securities than
for arranging bank credits, net issuance of international securities presented
a picture similar to that of bank lending. New issues weakened significantly in
late 1997 and early 1998, and in the second half of 1998 net issuance turned
negative, as investors turned away en masse from lower-rated paper. Improving
sentiment, however, allowed some countries, most notably the Philippines, to
regain access to international capital markets in early 1999.

The data in Table Ill.3 also present a qualified and in many respects Pattern of flows to
surprising picture for Latin America. Flows of bank credit to Latin America Latin America....
remained strong even as the crisis spread rapidly throughout Asia in the
second half of 1997. Although bank claims on Brazil fell in late 1997, this
interruption proved to be brief. Indeed, in the first half of 1998 the country
recorded a period of particularly buoyant inflows of bank credit, equivalent to
over 2% of GDP. Only around mid-year, following the Russian crisis, did bank
flows change direction, with outstanding bank claims dropping precipitously in
the second half. Similarly, a net contraction in the issuance of Latin American

International bank and securities financing of emerging market economies

Average | 1996 1997 1998
1990-951 Firsthalf| Q3 | Q4 Firsthalf| Q3 | Q4

in billions of US dollars, at an annual rate

International bank lending?

Asia3 37 80 74 - 8 -109 -103 -9%4 -32
of which: China 7 13 13 21 -1 - 6 -25 4
Crisis countries* 28 58 49 -39 - 96 - 96 -59 -43
Latin America 1 29 27 43 40 30 -32 -24
of which: Argentina 0 5 4 10 12 3 5 -11
Brazil 0 17 13 18 -1 17 -32 -18
Mexico 0 0 3 -5 8 2 -4 6
Eastern Europe>-¢ 0 2 4 8 6 7 4 2
Russiaé -2 7 8 17 6 12 -43 -6

Net issuance of international debt securities

Asia3 15 43 40 44 13 10 -15 -3
of which: China 2 2 7 2 1 0 -4 2
Crisis countries* 11 38 28 36 10 7 -16 -5
Latin America 13 4 48 76 - 3 50 -1 -8
of which: Argentina 6 11 13 26 2 20 5 2
Brazil 4 12 15 19 - 6 16 -8 -12
Mexico 2 13 13 11 - 2 3 0 2
Russia 0 0 9 5 6 1 25 -1

11993Q4-1995 for net securities issuance. 2 Exchange-rate-adjusted change in claims of BIS reporting banks. 3 Excluding
Hong Kong and Singapore. 4Indonesia, Korea, Malaysia, the Philippines and Thailand. > The Czech Republic, Hungary and
Poland. ¢ Data are available only from 1994.

Source: BIS. Table 1II.3
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... and Russia

Emerging market
bond spreads
widen and become
more volatile ...

... especially after
mid-1998

international debt securities affected the region only in the last two quarters
of the year.

In spite of widely recognised vulnerabilities, Russia also continued to
attract foreign financing for most of the period leading up to its financial crisis
in August 1998. Bank lending remained as buoyant in the first half of 1998 as it
had been throughout 1997, while debt issues soared. When the crisis broke in
August, however, inflows dried up, with bank claims shrinking at an annualised
rate of almost $43 billion in the third quarter. By year-end, net issuance of
securities had come to a standstill.

Market uncertainty was also mirrored in the pronounced volatility of
prices of international securities. A first phase of this process started in mid-
1997. As the depth of the South-East Asian crisis and its power of contagion
became clearer, engulfing Korea and affecting Hong Kong and Taiwan, all
considered more advanced economies, spreads on international securities in
secondary markets ratcheted up (Graph lll.1) and volatility increased sharply
(Table 11.4). Although spreads did not stay at the high levels of late 1997 and
early 1998, neither did they return to pre-crisis levels in the ensuing months.
Moreover, volatility remained high in the face of unexpectedly deep recessions
in much of Asia, political and social unrest in Indonesia and growing evidence
that countries as dissimilar and distant as Chile and South Africa were also
being affected.

By mid-1998, a new phase of more generalised risk aversion had emerged
(discussed in greater detail in Chapter V). A confidence crisis erupted with
the announcement of the Russian moratorium on the servicing of domestic
debt securities and on the repayment of corporate and bank debt to foreign
creditors. Secondary market spreads on Russian international securities soared
to levels which implied a de facto loss of market access. By early October,
spreads for most Asian and Latin American emerging market economies had

Bond spreads in emerging markets'

— Asia2 3 1,000

Latin America2 4
Eastern Europe? 5 800
US high-yield indexé
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Note: The vertical lines mark the start of the crises in Thailand, Korea, Russia and Brazil respectively.

1Over benchmark US Treasury bonds, in basis points. 2Unweighted average. 3 China, India,
Indonesia, Korea, Malaysia, the Philippines and Thailand. 4 Argentina, Brazil, Chile, Colombia,
Mexico, Peru and Venezuela. 5 The Czech Republic, Hungary and Poland. 6 Sub-investment-grade
corporate bond yield.

Source: Datastream. Graph 1111
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Daily mean and volatility of emerging market bond spreads™
January 1997—-June 1997 |  July 1997—June 1998 July 1998—-March 1999
Mean Standard Mean Standard Mean Standard
deviation deviation deviation

in basis points

Asia 104 0.07 268 1.02 542 1.26
Latin America - - 289 0.67 664 1.64
Eastern Europe - - 90 0.20 131 0.30
* Over benchmark US Treasury bonds. Table 1114

risen to over 800 basis points. Spreads on lower-rated US corporate paper,
which until then had been little affected by the emerging market crisis, also
moved up. Sentiment improved, however, once the deleveraging process in
international markets had largely run its course, an internationally supported
adjustment programme for Brazil had been announced, and some of the
pressure in international bond markets had been defused by a series of
interest rate cuts in the United States. By early 1999, yield spreads on Asian
securities had narrowed again to the levels recorded prior to the Russian
crisis. Spreads charged on Latin American paper also fell, but remained
significantly above their pre-Russian crisis levels.

Although the devaluation of the Brazilian real in January 1999 was a
milestone in the evolution of the emerging market crisis, it did not trigger
a renewed rise in bond spreads. In contrast with the events in August, the
abandonment of Brazil’s managed exchange rate regime occurred at a time
when exposures, especially those of leveraged players, had already been
adjusted to reflect greater risk aversion in international markets. Moreover, the
devaluation was better anticipated as it followed a protracted period of reserve
losses and growing fiscal imbalances. Also contributing to the more limited
impact of the Brazilian crisis on investor confidence was the belief that
continued IMF support to Brazil was likely even after the devaluation and the
recognition that the country did not have the deep-seated political, social and
banking sector problems seen in Russia. Reflecting limited contagion, both
Argentina and Mexico were able to issue a significant volume of debt securities
in international financial markets in the first quarter of 1999.

Behind the general picture of wide swings in investor sentiment, as
reflected by the average yield spreads in secondary markets, a significant
differentiation in debtor perceptions can be observed in recent vyears.
Graph 1I1.2, which plots the estimated spreads on new bond issues for various
classes of emerging market borrowers, suggests a number of distinct patterns.
First, following the resolution of the Mexican peso crisis, there was a general
realignment of the spreads paid by borrowers with different risk profiles,
reflecting mainly a reduction in the premia charged to higher-risk borrowers.
The Asian crisis brought this narrowing of relative spreads to a halt, with less
creditworthy borrowers being forced to pay sharply higher rates. In contrast,
better-rated borrowers experienced little or no widening of spreads in the
run-up to the Russian crisis. The Russian crisis triggered a broad-based

Limited impact of
the floating of the
Brazilian real

Risk assessments in
primary markets
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Influence on capital
flows of pegged
exchange rate
regimes ...

... and official
support operations

Changed
perceptions in the
wake of the
Russian crisis

Spreads on emerging market bonds, by credit rating *
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* Estimated credit spread on a 10-year rated bond issued by emerging market economies over the
benchmark industrial country government bond, in basis points.

Source: Kamin and von Kleist, BIS Working Paper (forthcoming). Graph [11.2

reassessment of risk: in its wake even the most creditworthy borrowers had
to pay a significantly higher premium over the benchmark rate, as liquidity
considerations aggravated the impact of credit risk factors. By early 1999,
however, a partial reversal of this increase could be observed.

A striking feature of private sector capital flows in recent years has
been the pace at which they surged into countries with significant structural
or macroeconomic vulnerabilities — almost up to the eve of a financial crisis —
and their subsequent abrupt reversal. In several instances, the choice of
the exchange rate regime played an important role. Exchange-rate-based
stabilisation programmes may distort both investor and debtor behaviour.
The high domestic interest rates that are often required to support pegged
exchange rate regimes encourage residents to engage in unhedged foreign
currency borrowing and non-residents to acquire domestic currency assets.
Quasi-fixed exchange rate regimes as the linchpin of macroeconomic policies,
and high domestic interest rates in the face of growing fiscal imbalances,
characterised both Brazil and Russia in the first half of 1998. In several Asian
economies, a similar pattern had been observed up to 1997, with external
imbalances playing the role which fiscal deficits had in Brazil and Russia.

Another important factor may have been the arrangement of large official
support packages, starting with the 1994/95 Mexican crisis. As official financing
allowed countries to meet their debt servicing obligations, perceptions of
country risk were dulled and a false sense of security crept into the lending
decisions of international banks and investors. In particular, international bonds
came to be perceived as carrying limited default risk. Sometimes, explicit or
implicit loan guarantees extended not only by governments in debtor countries,
but also by those in creditor countries, enabled banks to further downplay
country and credit risks.

The profound impact of the Russian crisis on international financial
markets suggests an abrupt reassessment of risks by market participants. In
particular, country risk perceptions changed with the realisation that default
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remained an option for debtor countries and that official assistance would not
always be forthcoming automatically. The sudden reversal in capital flows in the
second half of 1998 may have contained one further complex element. Calls
for private sector burden-sharing, which became increasingly loud in the wake
of the large Mexican and Asian official rescue operations, may have induced
creditors to cut back country exposures as soon as the need for official
assistance was hinted at. The sharp drop in bank credits to Brazil in the third
quarter of 1998 has indeed been interpreted by some as a pre-emptive move
by banks fearing they would otherwise be forced into rolling over existing
credits, or providing new ones, within the context of the anticipated IMF
adjustment programme.

Merchandise trade developments

Commodity prices suffered heavy downward pressure in 1997-98 (see
Chapter Il). Dollar prices for oil fell by 30% in the course of 1998, prompting
a renewed attempt by producers in March 1999 to curtail production. Prices of
non-fuel commodities exported by developing countries declined by nearly
15% in 1998, the largest drop registered in the last two decades. Although the
erosion of commodity prices also implied some relief in the form of falling
import prices, most developing countries suffered significant terms-of-trade
losses last year. These ranged from 5'2% in Latin America to more than 9% in
the Middle East and over 10% in Africa.

For many countries, weak commodity prices aggravated an already
difficult economic and financial environment. Table IIl.5 shows how much
Indonesia, Mexico, Nigeria, Russia, Saudi Arabia and Venezuela depend on oil
for generating fiscal revenues and export earnings. The table also illustrates

Chile’s reliance on copper, whose price fell by over 30% in dollar terms in

Impact of commodity prices on selected economies
Commodity | Commodity | Change in Change in Memorandum items:
exports revenue | commodity | fiscal revenues h il ch ;
as % as % of exports from ange ’7 aI:lge n
of total | government as % commodities | TESEMVEST | €Xc arzwge
exports revenue of GDP as % of GDP rate
1997 1998
Oil
Indonesia 13 19 -39 - 17 392 | -714
Mexico 10 36 -1.0 - 14 11.8 -13.3
Nigeria 98 63 -8.03 - 09 -13.9 - 1.3
Russia* 17 25 -1.3 - 24 —-40.1 -41.9
Saudi Arabia 68 78 -37 -10.8 1.2 0.0
Venezuela 79 56 -6.5 - 65| —-17.1| -108
Copper
Chile 42 4 -22 - 06 -114 - 89
1 Percentage change in foreign exchange reserves. 2 Percentage change in US dollar/local currency.
3 GDP converted into US dollars using the average of the official rate and the autonomous market rate.
4 Crude oil only.
Sources: IMF; lIF; national data; BIS estimates. Table III.5
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... weak Japanese
import demand ...

Destination of exports of emerging market economies in 1998

United Latin
States America

European | Japan Other
Union Asia

percentage share of total exports

Asia 16 10 38 22
of which: China and Hong Kong 15 10 401 23
Crisis countries? 15 11 371 20
Latin America 14 3 4 46 22
of which: Argentina 17 3 9 7 50
Brazil 24 4 7 18 29
Chile 24 14 19 15 22
Mexico 4 1 1 82 7
Eastern Europe’ 64 1 2 4 1
Russia 33 3 8 7 3

"Includes trade between the countries themselves. 2 Indonesia, Korea, Malaysia, the Philippines and
Thailand. 3 The Czech Republic, Hungary and Poland.

Sources: IMF; national data; BIS estimates. Table 1.6

the second half of 1997. Often, earnings from commodity exports dominate
the trade account, while the bulk of government revenues is linked to the
production and sale of a particular commodity. In several cases, commodity-
price-related losses came on top of already wide external and fiscal imbalances
which in the prevailing climate of investor uncertainty sometimes proved
difficult to finance and put exchange rates under pressure. In Saudi Arabia, for
instance, both the current account and the fiscal deficit widened to 9% of GDP
last year. Partly as a result of these growing imbalances and the then prevailing
negative outlook for oil prices, the Saudi riyal came under heavy pressure in
mid-1998 and again in early 1999.

Another key influence on trade developments last year was very weak
import demand in Japan. Although they have been able to develop a fairly
balanced regional pattern of exports, for most Asian emerging market
economies the importance of Japan as a final export destination and as an

Trade determinants

Cyclical swing! Price swing? Growth in net
exports3

Asia

China - 17 37 0.8

Crisis countries* -15.5 -36.2 28.0
Latin America

Argentina - 06 10.8 0.8

Brazil - 29 - 0.5 8.9

Mexico - 03 16.0 7.6

1 Change in real GDP growth rates between 1996 and 1998. 2 Change in the real effective exchange
rate between 1996 and 1998. 3 Export minus import volume growth in 1998. 4 Weighted average
of Indonesia, Korea, Malaysia, the Philippines and Thailand using weights based on 1990 GDP and PPP
exchange rates. Table I11.7
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engine of intraregional trade is likely to have been a major obstacle to a speedy
recovery of trade and to output growth in general (Table IlIl.6). By contrast,
Latin American and eastern European countries saw more buoyant export
markets.

Finally, the financial crises in Asia in the second half of 1997 transformed ... and major
the underlying determinants of merchandise trade. Unprecedented recession Chzngef in cyclical
ana price

and sizable gains in competitiveness marked many Asian economies last year, ”
conditions

in contrast to trends in other emerging market economies, where cyclical

conditions changed little and real effective exchange rates rose (Table IIl.7).

Income, price and substitution effects due to these changes caused Asian

trade balances to move sharply and are likely to continue, given the shifts in

competitiveness and cyclical positions brought about by the more recent crises

in Russia and Brazil.

Adjusting to the crisis in Asia

Recent developments

The recessions triggered by widespread financial turmoil in Asia were severe Deep recessions ...
(Table 111.8). Output declined by 8'2% in the five crisis-hit economies last year,

a drop without precedent in more than 40 years. Economies less affected by

the financial turmoil, such as Singapore and Taiwan, experienced a period of
uncharacteristically low growth, while the successful defence of Hong Kong’s

dollar peg came at the expense of a sharp output contraction.

The depth of the crisis in 1998 was visible in many other respects. In most ... and demand
countries, domestic demand collapsed. Fixed investment spending crumbled —contractions
as enterprises faced conditions of excess capacity and sought to restore
balance sheets which had become unsustainable under the weight of excessive
leveraging. In Korea, for instance, fixed investment shrank by over one-quarter
last year. Consumer spending also weakened sharply, as income prospects
deteriorated in an environment of labour shedding, cost cutting and asset price
deflation.

Unemployment, which until the crisis had been merely a natural Unemployment
complement to rapidly changing and dynamic economies, rose to levels which ~ rises ...
were especially painful against the backdrop of undeveloped social safety nets.

In Korea the unemployment rate rose to 8'2% in early 1999, compared with
just 3% in 1997, and in Hong Kong it doubled to 6%.

The reversal in the trade accounts presented particularly vivid evidence ... and trade
of the sharp adjustments which were taking place in the domestic economy. —accounts swing
Table 1.9 documents the compression of import demand in most Asian into surplus
economies, reaching over 30% in Indonesia, Korea and Thailand. Exports also
fell in value terms, albeit much less than imports, mainly as a result of very weak
export prices for commodities and for manufactured goods in excess supply.

Also contributing to the sluggishness were output disruptions, a scarcity of
trade financing and, as noted above, Asia’s geographical pattern of trade.
Gains in competitiveness, however, boosted export volumes somewhat. These
trends in merchandise trade caused sizable trade surpluses to emerge where
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Growth, inflation and current account balances
Real GDP Consumer prices Current account balance
1991-96 | 1997 1998 | 1991-96| 1997 1998 | Average | 1997 1998
1991-96
annual percentage changes as a percentage of GDP
Asia’ 8.6 6.4 1.8 10.1 4.0 7.7 - 04 0.5 33
China 11.6 8.8 7.8 137 2.8 -0.9 0.7 33 31
Hong Kong 52 53| - 51 8.7 5.7 26 1.72 -3.52 0.32
India 5.5 5.1 5.8 9.73 5.23 713 - 12 -1.7 - 24
Korea 74 5.0 - 58 6.0 44 7.5 - 21 -1.8 12.5
Singapore 83 8.0 1.5 24 2.0 -0.3 13.9 154 178
Taiwan 6.5 6.8 4.8 3.6 0.9 1.7 37 2.7 1.9
Indonesia 7.3 49 | -137 8.8 6.2 584 | - 25 -2.3 45
Malaysia 8.6 78 - 6.7 39 2.7 53 - 63 -49 1.7
Philippines 2.8 5.1 - 05 10.1 5.0 9.0 - 37 =53 2.0
Thailand 79 -1.3 - 80 5.0 5.6 8.1 - 6.8 -2.0 123
Latin America' 37 54 2.0 135.6 13.8 10.8 - 22 -29 - 44
Argentina 5.7 8.6 4.2 26.2 0.5 0.9 - 20 -29 - 45
Brazil 38 3.6 0.2 505.5 6.0 38 -12 -4.2 - 45
Chile 85 7.6 34 12.7 6.1 5.1 - 34 -53 - 63
Colombia 4.2 3.0 0.6 241 18.5 20.0 - 30 -59 - 6.7
Mexico 2.1 7.0 4.8 20.2 20.6 15.9 - 45 -1.9 - 38
Venezuela 2.8 59| -07 52.4 50.0 35.8 2.5 5.3 -18
Eastern Europe’ 13 5.1 3.1 308 14.1 119 | - 24 -4.2 -39
Czech Republic -0.3 10| -27 183 8.5 107 | - 28 -6.3 -19
Hungary -1.8 4.6 5.2 251 18.3 14.2 - 4.6 -2.1 - 438
Poland 2.8 6.9 4.8 38.0 15.1 11.7 - 21 -4.0 - 44
Russia -82 0.8 - 4.6 263.44 14.8 27.6 29 0.8 0.0
Israel 5.8 2.7 2.0 12.6 9.0 5.4 - 438 =51 - 23
Saudi Arabia 21 1.9 - 07 21 0.1 -04 -10.5 0.2 -89
Africa 2.1 2.8 33 394 13.6 6.7 - 9.8 —4.75 | -15.35
South Africa 1.2 1.7 0.1 10.6 8.6 6.9 0.1 -15 - 20
Note: Data for 1998 are partly estimated.
1 Weighted average of the countries shown, based on 1990 GDP and PPP exchange rates. 2 Balance of goods and non-factor
services. 3 Wholesale prices. 41993-96. 3 As a percentage of exports of goods and services. Table 111.8

Asset price
deflation

Bank for International Settlements — 69th Annual Report

previously large deficits had existed. This turnaround was equivalent to one-
quarter or more of merchandise trade in the crisis-hit countries.

Deflation of previous asset price bubbles generally accompanied the crisis
in the real economy. Expressed in dollar terms, equity prices in most
economies had fallen by early September 1998 to less than half their peak
levels in 1997 as investors withdrew from local stock markets and corporate
profitability evaporated (Graph 1ll.3). Dramatic corrections in property prices
also took place (Table 111.10). With large and often still growing supplies of real
estate confronting falling demand, property prices and rental values fell almost
uninterruptedly last year. Preliminary observations suggest that the weakness
continued in early 1999.
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Merchandise trade developments in Asia and Latin America
Export growth! Import growth’ 1998 trade
Average | 1997 | 1998 | Average | 1997 | 199g | Dbalance
1990-96 1990-96 Chf,‘/zg:fas
average
in percentages trade?
Asia
China 17.0 21.0 0.4 14.0 2.3 - 13 1.6
Hong Kong 13.9 4.1 - 75 15.7 5.1 -11.5 5.6
India 113 3.6 - 41 9.8 9.7 29 - 6.8
Korea 113 5.0 - 22 14.1 - 38 -355 42.7
Singapore 16.1 0.0 -12.0 15.1 0.8 -21.4 12.3
Taiwan 79 53 - 93 10.2 11.8 - 84 - 1.6
Indonesia 123 73| - 88 150 | - 29| -344 25.4
Malaysia 17.8 0.7 - 6.8 201 0.8 -25.8 227
Philippines 151 229 16.3 17.6 12.0 -16.4 337
Thailand 16.0 33 - 58 16.3 -131 -31.6 34.0
Latin America
Argentina 14.6 10.8 - 17 332 28.1 31 - 438
Brazil 5.1 10.9 - 35 17.7 16.6 - 74 5.0
Chile 104 10.8 -12.0 14.3 10.4 - 45 - 75
Colombia 9.6 88| -70 17.0 124 | - 05 - 56
Mexico 237 15.0 6.4 21.2 227 141 - 6.9
Peru 8.4 15.5 -15.8 21.5 8.3 - 46 - 77
Venezuela 9.5 0.4 -253 6.1 45.6 17.2 —48.6
1 Yearly percentage change of export/import values expressed in US dollars. 2 Average of merchan-
dise exports and imports.
Sources: IMF; lIF; national data. Table 111.9

Against the backdrop of deep recession, bank credit to the private sector Bank credit
dried up in the course of 1998. By year-end, credit was shrinking rapidly in  contraction
Indonesia, the Philippines and Thailand, with declines being only slightly less
pronounced in Hong Kong and Korea. In Malaysia, credit growth remained
positive throughout 1998, although falling well short of the government target.

In early 1999, credit started contracting in Malaysia as well.

Despite the generally depressed picture, there were a number of more More positive
positive developments, especially after mid-1998. First, signs that the economic ~factors include
contraction was coming to an end emerged in late 1998 when, with the ::jj::r;:ends "
exception of Indonesia, the earlier sharp declines in industrial output appeared  production ...
to bottom out (Graph Ill.4). In Korea, where decisive policy adjustments
to the crisis were implemented at an early stage, industrial production even
rose strongly in the final quarter of last year. Moreover, forecasts for 1999
growth tended to be revised upwards from end-1998. The impression of crisis
containment was reinforced by a small revival of external trade in several
economies in late 1998. Equity prices recovered strongly in the final months of
the year. ... the limited

A second positive development was the surprisingly subdued reaction i fation response
of inflation to exchange rate depreciation in much of the Asian region. to depreciation ...
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Financial market developments in Asia

Exchange rates!
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Property value indicators in selected Asian cities
Office vacancy rates Change* in end-1998 Change* in end-1998

office rental rental values for

values over retail stores over
December | December 1997 1998 Q3 1997 1998 Q3

1997 1998
end-of-period figures, in percentages

Bangkok 23.6 29.7 -20.3 - 58 -27.6 -38
Hong Kong 6.4 16.6 -371 - 99 -50.7 -38
Jakarta 8.9 221 -11.4 - 77 —47.6 0.0
Kuala Lumpur 3.7 15.5 -29.1 - 25 -31.1 -74
Singapore 8.0 123 -19.1 -11.9 -251 -89

*In local currency.
Source: Jones Lang LaSalle. Table 11110

Depreciation in Malaysia, Korea, the Philippines and Thailand amounted to
about 60% between mid-1997 and mid-1998, but consumer price inflation
edged up only to at most 10% in each of these countries. Even in Indonesia,
the upturn in inflation was significantly more modest than the rate of currency
depreciation. As already detailed in last year’s Annual Report, the limited
pass-through of devaluation into prices owed much to depressed demand
conditions, labour cost flexibility and the downward pressure on prices
stemming from large inventories of unsold goods or real estate.

One important additional reason for the benign inflation developments ... and exchange
may have been a growing perception that the sharp currency depreciations in  rate stabilisation
the second half of 1997 and early 1998 would not be sustained. Dollar
exchange rates of most Asian currencies indeed stabilised, with some recovery
taking place late in the year. As exchange rates did not return to pre-crisis
levels and inflation was contained, about one-half of the competitiveness
gains realised in the wake of the mid-1997 crisis was preserved in Malaysia,
the Philippines and Thailand. The substantial strengthening of the Korean won
in 1998 resulted in a significant real appreciation, albeit not to the levels
recorded just prior to the outbreak of the Asian crisis. The strengthened

Industrial production in Asia *
Korea ——— Philippines 120 ——— China Singapore _i— 120
Malaysia Thailand India Taiwan
110 110
é\ 100 é A/\/— 100
.
> 90 90
co e b v b iy {80 vl b b b g | 80
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* Three-month moving averages, June 1997 = 100. Graph I11.4
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Relaxation of
monetary policy ...

... and easing of
fiscal policy

Equity market
intervention in
Hong Kong

competitive position in much of Asia offers hope of a recovery of exports,
given sufficiently strong demand in key markets.

Policy stances as the crisis unwound

As stability returned to foreign exchange markets in the course of last year,
the case for easier monetary and fiscal policies in Asia strengthened, not only
to stimulate domestic demand but also to facilitate bank and corporate
restructuring.

Monetary policy easing resulted in a significant decline in short-term
interest rates in almost all countries, often to below pre-crisis levels. There has
been some debate about the scope for further monetary easing. By early 1999,
real short-term interest rates in many economies were still significantly
positive even though activity remained sluggish and bank restructuring might
have benefited from an easier stance (see below). One important consideration
in many countries was that too rapid a relaxation could erode the new-found
sense of stability in the foreign exchange market. Moreover, given that interest
earnings are an important part of personal income in many of the high-
saving Asian economies, a sharp cut in interest rates might weaken household
confidence. Finally, in view of the depth of the crisis and the disruptions it
had caused to the structure of the economy and the process of financial inter-
mediation, it was difficult to make an assessment of the likely impact on the real
economy of the significant interest rate reductions already observed by the
start of 1999.

The adoption of easier fiscal policies was another common feature last
year. In several Asian economies, public finances showed significant deficits
in 1998 (Table 1Il.11). Fiscal targets for countries following IMF adjustment
programmes were also softened considerably: initially, balanced central
government positions were targeted for Indonesia, Korea and Thailand in 1998
but by mid-year allowance was made for deficits of 3—8% of GDP. The
emergence of fiscal deficits obviously reflected to a large extent the deep
recession, while discretionary easing of fiscal policy tended to be relatively
small. Indeed, some governments even found it difficult to increase spending to
levels envisaged in revised programmes. Given an earlier history of tight fiscal
discipline and low public sector indebtedness in most economies, relatively
large deficits are probably appropriate for a limited period. Even so, the need
to bear the fiscal cost of extensive corporate and financial sector restructuring
may mean that deficits should be reduced in the medium term and that direct
cyclical support to the economy has to remain modest.

Although they shared the general thrust of fiscal and monetary policies
observed virtually throughout the region, Hong Kong and Malaysia also took
policy measures last year that were more unconventional. On several occasions
in 1997 and 1998, Hong Kong experienced strong and simultaneous pressure in
its foreign exchange and equity markets which increasingly came to be seen as
a manifestation of market manipulation rather than a reflection of weakening
fundamentals. According to the authorities, a speculative “double market play”
was attempted in mid-1998, with investors taking substantial short positions
in both the equity market and the Hong Kong dollar. Given Hong Kong’s
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Fiscal balances in emerging market economies!
Surplus (+)/deficit (=) Interest payments
Average 1994-96 | 1997 | 19982 19982
as a percentage of GDP
Asia
China -1.0 -0.8 -1.2 1.0
Hong Kong 0.7 5.7 -1.6 -
Indonesia 0.7 -09 -34 2.3
Korea 0.4 -1.5 -4.2 0.8
Malaysia 3.7 6.3 -1.7 25
Singapore3 132 9.6 16.4 2.4
Thailand 23 -0.7 -24 0.7
Latin America
Argentina -14 -14 -1.1 1.9
Brazil —2.44 —4.34 —7.54 8.0
Chile 22 1.9 0.4 0.7
Colombia -2.0 -42 -55 3.2
Mexico 0.0 -0.5 -0.7 3.6
Peru -0.2 -0.9 0.9 1.7
Venezuela -13 1.9 -4.0 2.6
1 Definitions of the public sector differ across countries. For China, data refer to the State Budget;
for Hong Kong and Korea, to the consolidated central government; for Brazil, Malaysia and Mexico,
to the public sector; for Argentina, to the non-financial public sector; for Chile, Colombia, Peru,
Singapore, Thailand and Venezuela, to the central government. 2 Partly estimated. 3 High interest
payments in Singapore reflect the issuance of public debt, mainly for the purpose of developing the
local bond market and providing benchmark paper. 4 Operational concept, i.e. excluding the inflation
component of interest payments on domestic debt.
Sources: IMF; IIF; national data. Table 11111

currency board regime, the resulting exchange rate pressure would force
domestic interest rates up, thus providing speculative profits as equity prices fell
in consequence. To defeat such a strategy, large official purchases (amounting to
about US$ 15 billion, or 6% of market capitalisation at that time) were made
in the equity and futures markets in August. The intervention resulted in an
easing of interest rates and a levelling-off of the drop in equity prices. To allay
fears concerning the maintenance of their traditional free market approach,
the authorities then committed themselves to managing the equity holdings
at arm’s length and to selling them off gradually. Moreover, a number of
arrangements were made in September to reduce both the volatility of
interest rates and the susceptibility of local financial markets to market
manipulation.

With the aim of facilitating an easing of macroeconomic policies,
Malaysia pegged the ringgit to the US dollar in September 1998 and introduced
stringent controls (subsequently modified in early 1999) to curb capital out-
flows and limit offshore transactions in the domestic currency. The measure
cost Singapore one-quarter of its equity trading and a substantial amount
of foreign currency business. In addition, some prudential regulations on loan
classifications were relaxed. Equally unconventional was the instruction given to
banks to increase their lending by 8% during the course of 1998.

Capital controls in
Malaysia
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Malaysia’s recourse to capital controls has given further impetus to the
debate on whether full-scale capital account liberalisation is premature for
most emerging market economies. In particular, support has grown in recent
years for measures to slow the inflow of short-term capital until markets,
institutions and regulatory frameworks have been sufficiently strengthened.
Measures to contain capital inflows, especially when implemented through the
use of market-based instruments, such as reserve requirements which tax
shorter-term inflows more heavily, can be useful. If carefully designed, they may
help avoid a domestic lending boom and the asset price bubble which is often
associated with it, while allowing a liberal attitude to be maintained towards
longer-term inflows such as foreign direct investment.

Much less acceptance has been won for the imposition of controls on
capital outflows, in particular where a more liberal regime is already in place.
A frequent argument in favour of such controls is that they can give the
authorities the necessary room to formulate and implement adjustment
programmes that could help restore investor confidence. The counterargument
is that controls can also be abused, either to maintain an inappropriate policy
stance for too long, or to delay the restructuring of a weak financial sector.
Moreover, the effectiveness of capital controls on outflows declines as loop-
holes are found and exploited. To plug them, a process is often set in motion
of ever more complex and broad-ranging controls, to the point where useful
economic activity may be severely damaged. Another counterproductive aspect
is that the introduction of controls on outflows may send a negative signal
discouraging capital inflows at a critical moment. If this loss of confidence
affects neighbouring economies that have similar problems (but have abstained
from restrictions), capital controls in one country could be particularly harmful
to others. Finally, the potential loss of confidence and policy credibility which
controls on outflows could entail is likely to raise the cost of international
borrowing for much longer than just the duration of the crisis.

China and India

In large part because of a high degree of insulation from global financial
markets, the two most populous Asian countries were less affected by the
crisis elsewhere in the region. Nevertheless, the crisis exposed areas of
vulnerability and economic and financial conditions worsened.

Official statistics suggest that output growth in China last year fell
just short of the targeted 8%. However, various indicators pointed to a
slowing trend in activity not yet revealed by the aggregate output statistics:
unemployment rose; growing inventories of unsold goods put downward
pressure on prices; energy production fell by nearly 4%, in part because of
weak demand from enterprises; import and export growth dwindled; and the
profitability of the state-owned enterprise sector worsened. To tackle the slow-
down, public sector spending was boosted in the second half of the year.
Spending on infrastructure was accelerated, state-owned enterprises were
induced to increase investment and state-owned banks were pushed to
expand lending for infrastructure and housing. Monetary policy became more
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expansionary, with interest rates being cut and measures taken to stimulate
bank lending activity.

The authorities maintained their policy of stabilising the yuan against the  Stable yuan/dollar
US dollar. They saw several compelling reasons for this. The trade and current  "ate
accounts showed sizable surpluses and international reserves were large and
buttressed by an extensive set of restrictions on capital flows. Moreover, the
risk of triggering renewed speculation against the Hong Kong dollar was viewed
as high and fears were widespread that a devaluation would set off a new round
of competitive devaluations in the region and beyond. At the same time, how-
ever, capital outflows and unrecorded imports appear to have risen as last
year’s increase in foreign exchange reserves ($5 billion) fell a good deal further
short of the surplus on the current account ($20 billion) and foreign direct
investment inflows (about $40 billion) than in the two preceding years.

The financial crisis in the region also brought the fragilities of China’s  Financial sector
financial system into focus. The presence of a large stock of non-performing concerns
loans held by the major state-owned banks and of inadequately regulated and
supervised securities markets had become more widely recognised in recent
years and had induced foreign lenders to show greater caution in the course
of 1998. In late 1998 an investment corporation with substantial foreign
liabilities was closed. Contrary to expectations, the central authorities did not
accept any obligation to honour the corporation’s unregistered external debt.
Although this decision drove up the cost of foreign borrowing, it also
represented evidence of the authorities’ awareness of the moral hazard
implications of a policy of indiscriminate external debt guarantees. Moreover,
programmes for restructuring state-owned banks and tightening prudential
regulations and supervision were formulated. However, the continued reliance
on state-owned banks to prime activity inevitably creates some dilemmas for
the authorities.

Continued strong growth marked India’s economy last year. Inflation India
accelerated and the current account deficit remained significant against a back-
drop of a weak export performance. The central government deficit widened
to over 6% of GDP. In combination with financing gaps in other parts of the
public sector, the heavy claim exerted by this fiscal imbalance on domestic
saving continued to hamper activity in the private sector. To restore fiscal
health, a medium-term consolidation strategy was announced in March 1999;
the central bank responded by easing its monetary policy stance. The regional
financial crisis also prompted the central bank to tighten prudential banking
regulations. Financial reform, however, has remained incomplete, as has
progress in a number of other important areas of structural reform.

Bank and corporate restructuring

As economic and financial difficulties deepened last year, several Asian banking
systems came under heavy strain. By end-1998, non-performing loans were
reported to have risen to over 10% — and in Indonesia and Thailand to up to
45% — of total loans, while significant losses were incurred by almost all
banks in the crisis-hit countries.
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The macroeconomic cost of a banking crisis and of its resolution is often
very high. Fiscal costs of earlier banking crises in the 1990s ranged between
4% (Norway and Sweden) and 17% (Venezuela) of GDP, even though non-
performing loan ratios in most of these banking crises were well below the
levels now recorded in Asia. Two aspects are important for assessing the
macroeconomic cost of a banking crisis. First is the degree to which the
public’s confidence in its banking institutions can be preserved. Loss of such
confidence may induce depositors to withdraw their assets, reducing the level
of financial intermediation and the efficiency with which resources can be
allocated. If assets are shifted abroad, a currency crisis may erupt or an
existing one may deepen. A temporary loss of confidence in the domestic
banking system occurred in Argentina in 1995, necessitating sharp policy
adjustments which contributed to a sizable economic contraction. Similarly, a
bank run complicated crisis containment in Indonesia in late 1997.

The second important aspect is the extent to which credit may
contract during the crisis. Given the crucial role of credit in economic activity,
particularly in Asia, where it is very large relative to GDP, a sharp drop in
lending may have significant macroeconomic effects. Even in a sound banking
system, the demand for bank credit would decline as a natural reaction to the
lack of investment opportunities after a boom. However, this credit contraction
will be more severe when banks are burdened with large portfolios of non-
performing loans made to finance heavy investment in real assets, as in Asia.
If banks are closed, even solvent borrowers will lose “their” bank and will
usually find it difficult to gain access to credit from other banks. If banks are
kept afloat, they are likely to apply stiffer loan standards and ration credit. Such
a credit crunch will further curtail aggregate demand, causing even greater
problems for borrowers and banks. Following earlier banking crises, real bank
credit in Mexico fell by one-half in two years, while in Finland and Sweden it
shrank by over 20%. As noted above, bank credit in real terms started to
contract in all crisis-hit economies last year.

Rapid credit contraction in the context of a banking crisis raises the
question of what monetary policy can do to offset it. Easing the stance of
monetary policy would lower short-term interest rates and probably steepen
the yield curve. This would help the situation by stimulating demand, as well
as by widening banks’ net interest margins. Such a policy was success-
fully adopted in the United States in the early 1990s. It may, however, be
problematic in the small, open Asian economies to ease monetary policy even
more than has been done so far, given the danger that an overly easy
monetary policy stance may trigger renewed disorderly conditions in foreign
exchange markets. Moreover, very low interest rates, and in turn much reduced
carrying costs of bad loans, may relax pressure for effective financial sector
restructuring.

To deal with the severe banking crises, several restructuring and
recapitalisation initiatives have been taken in Asia over the last two years.
A number of common features have marked the initial stages of these bank
restructuring programmes. First, preventing bank runs has usually compelled
the authorities to extend guarantees covering bank deposits and to develop

Bank for International Settlements — 69th Annual Report 49



explicit deposit insurance schemes. Changes in the regulatory framework have
been a second feature. Prudential regulations were tightened, although in some
instances (Malaysia and, to a lesser extent, Thailand) temporary concessions
were made to help banks deal with their acute financial problems.

In addition, asset management corporations were established in most
crisis-hit countries to take over part of the non-performing loan portfolio of
financial institutions. Often, the motivation was to lessen the aversion towards
new lending which banks increasingly demonstrated as their preoccupation
with the management of bad debts grew. Strategies varied between trying
to dispose of the impaired assets quickly and seeking to avoid fire sales. The
former strategy was followed in Thailand, while the latter was adopted in
Malaysia.

Finally, fears that the forced closure of one bank would precipitate a more
systemic flood of bank insolvencies and aggravate the problem of credit
rationing explain why relatively few banks had been allowed to fail by early
1999. Instead, policies focused on bank recapitalisation and bank mergers.
A variety of recapitalisation schemes, often contingent on shareholder
participation or improvements in operational efficiency and management
changes, have been put in place over the last year and a half. Where necessary,
a number of troubled banks were temporarily taken into state ownership.
Takeovers of weak banks by larger, less weak banks were also encouraged
(as in Korea and Thailand), although the systemic proportions of the banking
crises often made it very difficult to find suitable buyers. Official attitudes
towards takeovers by foreign banks also became much more favourable. In
several countries, such as Indonesia and Thailand, barriers to foreign bank
ownership were lowered or abolished altogether.

In most countries, schemes for addressing bank problems were Corporate
complemented with initiatives to help viable enterprises restructure their restructuring
operations and deal with debt servicing obligations made much more onerous nitiatives
by reduced cash flows. By early 1999, many of these programmes had not
gone far beyond their conceptual stage. In part this was because weaknesses in
most countries’ corporate legislation, in particular bankruptcy procedures,
stood in the way of more rapid and effective debt rescheduling and corporate
restructuring. In part it was also because weakened creditors were not
willing to make concessions. Progress tended to be greatest in Korea, where
an agreement in late 1998 between the government and the five major
chaebol (conglomerates) promised rationalisation, greater specialisation of
their operations and debt reduction. These promises, however, remain to
be implemented.

The Russian financial collapse and its impact on eastern Europe

Difficulties in controlling public finances, the rising pace of short-term Stages of the
government debt issuance, falling commodity prices and real exchange rate Russian crisis
appreciation cast increasing doubt on Russia’s debt servicing capabilities in
late 1997 and the first half of 1998. As a result, the exchange rate suffered
repeated attacks which were met by successive increases in interest rates to
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Policy responses

150% by end-May, even though inflation remained below 10%. To buttress
rouble stability, which had been a centrepiece of monetary policy for some
years, a two-year international financing package of almost $23 billion was
offered to Russia in July with $4.8 billion being made available immediately by
the IMF. However, given strong parliamentary opposition to key revenue-raising
measures, implementing the adjustment programme proved difficult. With real
interest rates very high, government debt servicing costs absorbed about one-
half of budget revenue (Graph lIl.5). Reserve losses continued and an attempt
to lengthen the very short-term maturity of marketable government debt
effectively failed, leaving almost $20 billion of short-term rouble debt to be
financed before the end of the year. In addition, equity prices reached new
lows, domestic interest rates stayed high, and spreads on Russian eurobonds
reached 2,000 basis points.

Faced with mounting domestic and external financing problems, the
Russian authorities announced a radical policy shift in mid-August 1998. The
main measures included the widening and subsequent abandonment of the
exchange rate band, the suspension of trading in treasury bills combined with
a mandated restructuring of government debt, and a 90-day moratorium on
the repayment of corporate and bank debt to foreign creditors. The perception

Financial indicators for Russia
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that the rules of the game between debtors and creditors had been
fundamentally altered triggered an unexpectedly sharp reaction in international
financial markets (discussed in Chapter V).

The government tried to weather the fallout from the August crisis by
reverting to administrative measures which had been abolished in the past.
Extensive restrictions were imposed on operations in the foreign exchange
market, the government deficit was increasingly financed by direct borrowing
from the central bank, and exporters were forced to surrender 75% of their
export earnings. A highly vulnerable banking sector was kept afloat by direct
credits from the central bank but a planned agency for the recapitalisation of
banks failed to become operational. Without access to bank loans, enterprises
were forced to rely still more heavily on their own financial resources, payment
arrears and barter. Bank deposits were also widely blocked.

The crisis and the incomplete policy response pushed growth and inflation  Fallout on the
in opposite directions. Measured output plunged by 9% in the final quarter of €conomy...
1998, bringing its level to about one-half that of 1989, while inflation soared to
100% in early 1999. Import demand bore the brunt of the adjustment, falling
by over one-half in dollar terms in the final quarter of 1998. As raw materials
continue to dominate Russia’s merchandise trade, export volumes reacted
little to the rouble devaluation, while export prices reflected the commodity
price slump.

By end-1998, Russia was failing to meet payments on its more than ...and on external
$100 billion foreign currency debt inherited from the Soviet Union (Russian-era financing
debt is estimated at a further $60 billion), while the premium on Russian euro-
bonds stayed high, effectively shutting the country out of international capital
markets. At end-March 1999, Russia and the IMF relaunched negotiations for a
programme to help meet debt servicing obligations for 1999 of an estimated
$171/ billion. With official foreign currency reserves having fallen to $6'. billion
by end-March, calls for part of the inherited Soviet debt to be written off, not
just restructured, became more insistent.

A number of fundamental weaknesses not sufficiently addressed in the Basic weaknesses
transition process that started in 1992 were at the core of the Russian include incomplete
crisis. First, Russia has been unable to create some of the essential pillars of z;:jncgt:ral
a market economy. The institutional framework for the legal enforcement of
private contracts and effective competition is still rudimentary. In the real
economy, structural reform has been incomplete. Unlike other transition
economies, such as Poland, few dynamic, medium-sized companies have been
founded to provide growth momentum, while the creation of large
financial/industrial groups has tended to cement old structures. Nor has the
progress made in privatisation been accompanied by the establishment of
sound systems of corporate governance. Capital flight, partly reflecting asset
stripping, has been high since the beginning of transition. Labour mobility has
remained low and income differentials have fostered social discontent.

A second major weakness has been public finances. Federal government ... unsound public
deficits averaged 7% of GDP in the period 1992—98. A system of fair and finances ...
efficient tax collection has yet to be put in place, while the relationship between
federal and state taxes and spending has remained obscure. Moreover, by
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building up payment arrears, the government has contributed to the growth of
an arrears culture across all sectors of the economy (Graph III.5). Problems in
the fiscal area have often been major hurdles to formulating and respecting IMF
programmes.

Finally, the role of financial intermediation in the real economy has been
insufficiently fostered. Banks have relied on returns from financial arbitrage
created by either the continuous devaluation of the rouble (prior to 1998) or
the large acquisitions of high-yielding government paper (since 1993, when the
government debt market was established). Often, these securities were
financed by borrowing in foreign currency, leaving banks with large open foreign
currency positions. By contrast, credit outstanding to the private sector has
remained very modest at about 15% of GDP so that a credit culture has not
evolved. Moreover, most Russian banks have failed to promote deposit-taking
capabilities. Indeed, many were set up by large corporations explicitly in order
to obtain relatively easy access to cheap central bank credit. Not surprisingly,
domestic use of the rouble has grown little while dollarisation has continued
to be a major feature of the economy.

The Russian crisis had a significant though short-lived impact on the
financial markets in eastern Europe. As big foreign investors, particularly
mutual funds, liquidated large parts of their portfolios of eastern European
shares, regional stock markets fell while pressure was put on most currencies.
The country with the most developed and liquid capital market, Hungary, saw
a 45% drop in share prices between end-July and end-September, wiping out all
the gains of the preceding two years. Equity market declines were less dramatic
elsewhere: foreign participation in the Polish and Slovak markets had always
been relatively small and foreigners had already reduced their exposure to
Czech equities by late 1996. As prices recovered after October 1998, equity
markets in eastern Europe showed little loss for the year as a whole. The
impact on the cost and volume of private capital flows remained limited as well.
In comparison with other emerging market economies, spreads on eastern
European bonds rose relatively little — by less than 100 basis points in the case
of the Czech Republic, Hungary and Poland (Graph IIl.1). Nevertheless,
higher rates and the reduced availability of credit effectively squeezed some
governments and forced a number of large private sector enterprises to
temporarily forgo direct borrowing abroad. However, there was no reversal
in the flow of international bank credit (Table 1ll.3), and modest issuance of
international debt securities continued.

Financial turbulence in the wake of the Russian crisis weakened the
Hungarian forint and the Polish zloty, which had previously been subject to
upward pressure. Before the crisis, the inflow of short-term funds had pushed
the zloty near the top of its trading band and the forint had been exposed to
similar forces. With further real appreciation arrested, concerns lessened about
a loss of external competitiveness. By October, the zloty had returned to the
centre of its trading band and the central bank abandoned the idea of intro-
ducing tighter currency controls. Several countries in the region responded
to the financial turbulence by raising short-term interest rates but the
transmission to longer-term domestic interest rates was limited. The Polish and
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Czech central banks therefore carried out previously planned interest rate cuts
once stability had returned.

Limited contagion from the Russian crisis has been a testimony to the ...as fundamental

extent to which eastern European countries have reoriented their trade and shifts have
financial links towards western Europe and the progress they have made in the occurred
transition to becoming modern market economies. A major transformation has
taken place in eastern Europe’s trade: nearly two-thirds of exports now go
to the European Union, while only 5% go to Russia. Financial exposure of
eastern European banks to Russia is also limited. Indeed, banks did not suffer
pressure or see their share prices fall relative to those of other enterprises
when financial turbulence hit the region in the middle of last year. Successful
transition has led to strong growth rates in both Hungary and Poland in recent
years. By contrast, the need for further restructuring in the corporate and
financial sector tended to dampen activity in the Czech Republic last year.
Although remaining higher than in EU countries, inflation in eastern Europe has
come down steadily. Moreover, efforts have been made in Hungary and
Poland to strengthen their banking systems, partly by accepting greater
foreign competition. Reflecting the progress in transition, EU accession talks
have started with several eastern European countries.

Some vulnerabilities nevertheless remain. Significant deficits on the Remaining
fiscal and current accounts continue to be a major source of concern for Vulnerabilities
many transition economies. In spite of progress in several countries, banking
institutions remain fragile, as reflected in their low international ratings.

Financial markets are still immature and supervision is in need of further
reinforcement. Finally, the social safety net is still underdeveloped.

Developments in Latin America

Although Latin America was able to continue attracting sizable flows of capital =~ Underlying
in the wake of the Asian crisis, its potential susceptibility to financial turmoil ~ difficulties in Latin
was suggested by a number of underlying difficulties. First, external positions America ...
have been weak in recent years. Last year, trade and current account deficits

again widened sharply in almost all countries. One important reason for the

wide discrepancy between export and import growth throughout most of

the 1990s has been steady appreciation of the real exchange rate in many

countries (Graph Ill.6). More recently, the region has also been confronted

with weak commodity prices, while the economic contraction in Asia has had

a further adverse effect on the exports of some countries. A second area

of vulnerability has been the region’s low saving rate, which has forced it to

rely heavily on external financing. Finally, several countries have experienced

difficulties in containing public sector deficits. Partly reflecting weak
commodity prices, high interest rates and slowing growth, the government

finances in many countries deteriorated further last year.

The confidence crisis in international markets in mid-1998 aggravated ... exposed by
these difficulties. As external financing slowed to a trickle in its immediate financial turmoil
wake, prices of internationally traded Latin American bonds and domestic
equities fell substantially, while heavy pressure was put on several currencies.
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Countries with large fiscal deficits (such as Brazil and Colombia) or political
uncertainties (Venezuela) were most directly affected. In response to the
turbulence, sharp policy adjustments took place in the region, with the lead
being taken by monetary tightening. Growth prospects quickly deteriorated
and in the final quarter of the year annual GDP growth turned negative,
compared with nearly 3% in the first half.

Some of the smaller economies in the region were also hit by natural
disasters (due to El Nifio and hurricane Mitch). In Ecuador, the adverse shocks
were compounded by the absence of measures to deal with the fiscal
imbalance and banking sector problems. The incomplete policy response in turn
precluded access to financial support from the international community.

The Brazilian crisis

The Asian crisis brought into focus a number of important macroeconomic
imbalances in Brazil's economy. Although successful in achieving single-digit
inflation, the Real Plan launched in mid-1994 depended heavily on high real
interest rates for containing strong domestic demand growth. These high
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interest rates in turn contributed to an increase in the fiscal deficit (excluding
the impact of inflation on interest payments) from an average of 2.4% of GDP
in 1994—96 to nearly 8% in 1998 (Table 111.11). The fiscal deterioration, how-
ever, also resulted from a fall in the primary surplus from 2% of GDP in
1994—-96 to approximate balance in 1998. Moreover, the initial stages of the
Real Plan were associated with significant real appreciation, contributing to a
widening current account deficit.

These imbalances led to a first wave of strong exchange rate pressure Initial policy
immediately following the events in Asia in late 1997. The authorities response in late
responded with a sharp tightening of monetary policy and the announcement 1997
of fiscal measures to reduce the deficit by the equivalent of 2% of GDP
during 1998. High interest rates and a relaxation of capital account restrictions
led to renewed strong inflows of capital in early 1998 which helped rebuild
international reserves (Graph Ill.7). Moreover, the central bank announced
the beginning of a gradual move to a more flexible exchange rate regime
over the following years. By contrast, promised fiscal adjustment proved
difficult to achieve given that key measures could be implemented only after
congressional approval.

The Russian default had a deep impact on Brazil. Although fiscal
weaknesses and external vulnerability were at the root of contagion, the heavy
selling of Brazilian international bonds (in particular the very liquid Brady
bonds), possibly to meet margin calls elsewhere, contributed significantly
to the transmission of financial turmoil. As holders of relatively low-yield
domestic government securities sold this paper to buy the higher-yielding
Brazilian international bonds, capital outflows accelerated.

Pressure was contained through several measures. First, additional Crisis containment
incentives in the form of interest rate and exchange rate guarantees were In late 1998
offered to holders of domestic government debt to avoid this debt being sold
off on a large scale. The marked change in the composition of public debt,
which had been initiated shortly before the developments in Russia, was pushed
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further, with floating rate and dollar-linked treasury bills increasingly replacing
traditional fixed rate bills (Graph Ill.7). Second, the authorities intervened
heavily in the foreign exchange market. The extent of this intervention may
be understated by the net change in the stock of international reserves, given
that the privatisation of the telecommunications system was associated with
strong inflows around mid-year and exchange rate support was also conducted
through off-balance sheet operations in the futures and forward markets.
Finally, the monetary authorities increased interest rates sharply.

After the October presidential elections, a support package led by
the IMF was announced which was heavily front-loaded and was conditional
on extensive fiscal adjustment. Financial support was arranged for about
$41/2 billion. The IMF contributed $18 billion, while the World Bank and the
IADB each committed $4.5 billion. In addition, a credit facility of $13.3 billion,
coordinated by the BIS and backed by the central banks of 19 industrial
countries, was offered to the central bank together with a parallel facility of
$1'/4 billion made available by the Japanese authorities. The agreement with the
IMF and the first disbursement in early December improved the outlook only
marginally. Spreads on Brazil’s international debt remained high and capital
outflows continued. Domestically, a refusal by Congress to approve a number
of crucial fiscal measures and, later on, the lack of commitment of some
important states to the fiscal adjustment process also cast doubt on the
effectiveness of fiscal restraint.

In early 1999, possibly triggered by a partial moratorium by a state govern-
ment, pressure mounted and the authorities abandoned the long-standing
exchange rate regime. The government attempted to engineer a limited and
controlled devaluation, counting on two positive factors: first, the country had
devalued with a large stock of foreign exchange reserves and an international
support programme already in place; second, the corporate and banking sectors
were not as highly exposed as their counterparts in Asia had been, since they
had hedged their positions against sudden changes in interest rates and
exchange rates. A major weakness, however, was the vulnerability of the
government deficit to devaluation and high interest rates, given the large stock
of dollar-linked and floating rate treasury bills, and the central bank’s short
position in the exchange rate futures and forward markets. In the event, the
real depreciated by 40% in the two months following the adoption of the
floating regime.

Two issues aroused particular concern in the wake of the devaluation.
The first was the potentially explosive dynamics of the internal debt/GDP ratio,
should interest rates and debt servicing requirements fail to come down again.
To allay fears of an unstable debt dynamic and so prevent a vicious circle
of continuing downward pressure on the currency and upward pressure on
interest rates, strict corrective action in the fiscal area was announced in March
1999. In addition to the measures already agreed with the IMF in November,
further spending restraint and tax increases were proposed to bring the public
sector primary surplus to over 3% of GDP in 1999.

A second concern was the inflation response to the nominal depreciation.
With inflation known to be very sensitive to exchange rate changes in Latin
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America, price increases were expected to be large and quick in Brazil.
However, a number of related factors acted to limit the immediate upturn in
inflation. First, the deepening recession contained price pressures. Second,
the economy had become more deregulated since the early 1990s, with
significantly less reliance on indexation mechanisms. Finally, despite the clear
negative implications for public finances, the authorities opted for a further
tightening of monetary policy in order to help restore confidence. Overnight
interest rates were allowed to rise from just under 30% in late 1998 to 45%
by early March so as to slow or reverse the weakening of the exchange rate
and thus limit its impact on inflation and inflation expectations. In the event,
the exchange rate strengthened, allowing the central bank to start reducing
interest rates from late March. Moreover, monthly inflation appeared to
level off at 1.3% in March. As sentiment slowly improved, access to inter-
national markets was regained. The issue of a $2 billion sovereign bond was
successfully completed in April, albeit at a still sizable yield spread.

Contagion in other Latin American economies

In 1998 Argentina made further progress in fiscal consolidation and in strength-  Impact on
ening its banking sector. The firm commitment to its currency board-type Argentina via
arrangement kept consumer price inflation at less than 1%. Annual GDP trade....
growth, however, declined sharply from over 7% in early 1998 to —'2% by

year-end and the current account deficit reached 4':% of GDP. Although

Argentina is a relatively closed economy, the regional economic slowdown,

in particular in Brazil, which absorbs one-third of Argentina’s exports,
depressed activity in several industries, including the automotive sector.

Exchange rate adjustments within Mercosur further increased competitive

pressures on Argentina’s industry. This makes it even more important to

promote greater flexibility in labour and goods markets as an alternative to

currency adjustments.

Some indicators suggest that Argentina has become somewhat more ... and financial

resilient to financial turmoil in other emerging market economies in recent Variables
years (Graph 1I1.8). In contrast to the experience following the Mexican peso
crisis, international reserves were little affected by the turbulence in Asia,
Russia and Brazil. Bank deposits, which fell by 13% in the three months
following the Mexican crisis, showed consistent growth up to August of last
year. Nevertheless, the Russian crisis did have a significant impact on Argentina.
In its wake, peso-denominated deposits fell by 9% while dollar-denominated
deposits grew further, suggesting some heightened perceptions of currency
risk. Moreover, for a short period spreads on international sovereign bonds
increased to levels similar to those observed after the Mexican crisis. Short-
term interest rates in both pesos and dollars also rose sharply. The floating
of the Brazilian real again exerted temporary pressure on both spreads and
interest rates, keeping them above the levels reached prior to the Russian
crisis. Even at these high spreads, Argentina was nonetheless able to return
to world capital markets in early 1999 faster than had been the case after
earlier crises.
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Dollarisation

Mexico’s policy
responses ...

Financial indicators for Argentina

International reserves and deposits! Interest rates
International reserves Bond spread?
National currency deposits Domestic peso-denominated?3
Foreign currency deposits 40| (1,000 Domestic US$-denominated?
Va4
/'/ 30| | 750 30
AN
N~ 20| [500 20
L~
~ 10| |250 _k 10
o b b b b b o) o P b e bl by 0
1994 1995 1996 1997 1998 1999 1995 1996 1997 1998 1999

Note: The vertical lines mark the start of the crises in Mexico, Thailand, Korea, Russia and Brazil
respectively.

T1n billions of US dollars. 2 Of a long-term sovereign international bond over the benchmark
US Treasury bond, in basis points (left-hand scale). 3 One-month prime rate, in percentages
(right-hand scale).
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The uncertain environment prompted the authorities to announce that
they might consider dollarisation of the economy to boost confidence in
their commitment to currency stability. Such a move raises several issues.
If perceived as irreversible, dollarisation would have the immediate effect of
eliminating the premium associated with currency risk (as measured by the
interest rate differential between peso and dollar contracts within Argentina).
However, it is not clear what would happen to the country risk premium
(conventionally measured by the differential between interest rates on US
Treasury debt issues and dollar-denominated Argentine debt issues). Interest
rates on dollar contracts, both short- and long-term, have remained high in
Argentina (Graph II1.8), suggesting that Argentine borrowers, including the
government, pay significant credit risk premia. An important factor behind
these premia may be the country’s high external debt. Still other questions
raised by dollarisation are the availability of lender of last resort facilities and
the sharing of seigniorage associated with currency issuance.

Financial turmoil also put pressure on Mexico. Although the economy
has become much more diversified in recent years, the fall in oil prices
to which the Asian crisis contributed still had a significant impact, especially
on government revenues. A determined fiscal policy response followed,
including three rounds of spending cuts during 1998. Moreover, capital
inflows contracted abruptly following the developments in Russia, causing
the exchange rate to fall sharply. The depreciation triggered an almost
immediate inflation response which, in conjunction with an increase in some
government-controlled prices, reversed the earlier declining trend in inflation
and prompted the central bank to tighten monetary conditions (Graph Il1.6).
By the beginning of 1999 inflation and inflation expectations were falling
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again. As monetary and fiscal policies were tightened, growth slowed
appreciably.

The outlook for the Mexican economy will depend not only on the ...and bank
performance of the US economy, but also on the pace of progress in restructuring
improving the health of a still weak banking system. The volume of bank
credit in real terms remains well below its pre-crisis level of 1994. Additional
support for bank debtors was announced in late 1998, possibly to allay
concerns that the high interest rates needed to contain exchange rate pressure
might reverse the declining trend in non-performing loans. In addition, after a
year-long dispute, an agreement was reached in Congress in late 1998, leading
to the creation of a deposit insurance agency that will also be responsible for
dealing with the non-performing loans taken off banks’ books in recent years.
If the much needed expansion of credit and equity in the banking industry is to
be achieved, the implementation of this agreement is now necessary.

Chile was severely affected by the emerging market crisis. Copper Chile
prices fell sharply, exports to Asia slumped and export market growth
in neighbouring countries weakened significantly as turmoil spread in Latin
America. The central bank reacted swiftly to the deteriorating environment,
increasing policy interest rates in early 1998 to curb the rapid growth of
domestic demand, and again in September to contain the spreading of the crisis.
Moreover, as the peso suffered downward pressure, the authorities intervened
in the foreign exchange market well before the currency approached the
lower limit of its target range. The reversal of capital flows also prompted
them to reduce the share of capital inflows that has to be deposited in
an unremunerated reserve account from 30% to 10% in June and then to
zero in September. In late 1998 and early 1999, as inflation fell within its
target range, the central bank gradually eased its policy stance to counter
the pronounced slowing of the economy, whilst avoiding a further weakening
of the exchange rate.

In Colombia, political uncertainty in the run-up to the mid-1998 Colombia
presidential elections and large fiscal and current account deficits put heavy
pressure on the exchange rate and required a sharp tightening of monetary
policy. After a brief period of calm following the elections, pressure on
the exchange rate re-emerged in August, triggered this time by external
developments. This prompted the authorities to adjust the exchange rate
regime, effectively depreciating the band by 9%, and to increase interest rates
to help maintain the new level. As more decisive fiscal action was taken in
late 1998 and a series of credits from international financial organisations
were approved, interest rates started to decline. In the event, tight monetary
policy during most of last year led to a severe slowdown of the economy
and record unemployment, although it also contributed to a drop in inflation
by early 1999. The banking system also felt the effects of these contractionary
trends: non-performing loans grew substantially, while profits declined sharply,
particularly among state-owned banks. In response, the government announced
measures to shore up the banking sector and recapitalise the deposit insurance
agency.
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IV. Monetary policy in the advanced industrial
countries

Highlights

With inflation approaching zero in some countries and prices even declining
in others, issues regarding the appropriate conduct of monetary policy in
conditions of near price stability took on new importance in the major
industrial countries last year. One relevant question is how central banks can
prevent a decline in prices from generating extrapolative expectations of future
price declines. The maintenance of average inflation rates close to zero for
extended periods of time will also raise issues regarding the relative merits of
price level versus inflation targeting. A further concern is whether the efficacy
of monetary policy is reduced in periods of stable or declining prices. The
turbulence in international financial markets following the Russian crisis last
August also raised the question of the extent to which policy should react to
developments in asset markets in the absence of data suggesting that they have
started to influence prices of goods and services.

Monetary conditions in the United States were eased despite strong real
growth and tightening labour market conditions in the light of a benign
outlook for inflation and in the expectation that the economy would slow.
The difficulties of conducting monetary policy at very low inflation and with
volatile financial markets were most evident in Japan, where the authorities
faced a sharp worsening of conditions in both the domestic economy and
financial markets. While short-term interest rates were reduced effectively to
zero, serious weaknesses in the financial system appear to have reduced the
responsiveness of banks and households to policy stimuli.

A unique event in the period under review was the introduction of the
euro in January 1999. In this context, policy attention last year was focused first
on the need to determine at what level interest rates should converge during
the transition to EMU. Although economic conditions in several smaller euro
area countries were relatively strong, the weakness of activity in Germany
and ltaly, which together account for about 50% of euro area GDP, allied
with uncertainty about the prospects for global economic recovery, led to
convergence at 3%. This entailed interest rate cuts even in the countries that
previously had the lowest rates. The European Central Bank faced the impor-
tant question of how to conduct policy in the entirely new environment
brought about by the establishment of the single currency. To this end, the
ECB adopted a policy framework consisting of a numerical definition of price
stability, which is the primary objective of monetary policy, a reference value
for M3 growth, which serves as a key policy indicator, and a broad-based
assessment of the inflation outlook. This framework thus combines elements of
policy strategies based on monetary aggregates and inflation targeting.
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Monetary policy in the countries targeting inflation was also eased last
year, as the central banks took measures to ensure that inflation remained
in, or returned to, the target band despite the slowing of activity and the
concomitant reduction in price pressures. This relaxation occurred despite
an exchange rate depreciation in most of these countries due to falling
commodity prices. The authorities generally interpreted the exchange rate
pressure as constituting a real disturbance that monetary policy should not
respond to. In Canada the fall in the exchange rate was rapid, raising the risk
that extrapolative expectations would take hold, and leading the Bank of
Canada to increase interest rates temporarily.

United States

In assessing the outlook for inflation, the Federal Reserve has recently had
to focus carefully on conditions in financial markets along with more
traditional indicators of economic developments. With real GDP growth at
3.9% in 1998, output rising increasingly above previous estimates of potential
and unemployment reaching its lowest rate for almost 30 years, policymakers

Economic indicators for the United States
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Policy unchanged
until late
summer ...

... when the
Russian crisis led
to volatility in
financial markets

Policy eased in
autumn

Important to focus
on domestic price
stability once
financial conditions
settle

Conditions
deteriorated
further ...

had to take account of the possibility of growing inflationary pressures.
Moreover, rising asset prices raised concerns that a financial bubble might be
developing, a consideration which also warranted a bias towards tightening.
However, with the global slowdown in economic activity leading to sharp falls
in energy and primary commodity prices, and with the dollar appreciating until
August, inflationary pressures remained subdued and the policy stance was
therefore left unchanged until late summer.

The Russian financial mid-August triggered considerable
uncertainty in financial markets in the United States and elsewhere, which had
potentially important implications for domestic demand conditions and the

crisis in

outlook for inflation. By reducing household wealth and raising the cost of
capital, sharply falling equity prices could have undermined consumer and
investment spending. Moreover, large risk spreads, high levels of volatility and
declining liquidity in many market segments raised the probability of substantial
losses for financial institutions and an associated risk that credit conditions
would tighten. To shield the economy from these effects and to provide some
insurance against an unexpectedly sharp downturn, the Federal Reserve cut
interest rates in September, October and November by a total of 75 basis
points to 4.75%. Following the policy easing, financial market conditions
improved. Equity prices, which had fallen by 19% between mid-July and end-
August, rebounded and gained 34% by end-March 1999. Monetary policy was
subsequently left unchanged in the absence of signs that inflationary pressures
were rising despite continuing rapid real growth and tight labour markets.

Episodes of large swings in the prices of financial assets, such as that which
took place last autumn, present a challenge for monetary policymakers. The
effects of financial disturbances are immediately apparent in sharp increases
in trading volume and market volatility and in a flight to safety and liquidity.
However, given the time lags between shifts in financial market sentiment, real
activity and inflationary pressures, the broader macroeconomic effects may at
first not be clearly identifiable. Policy may therefore be inadvertently too tight
or too lax. This was illustrated in some countries following the steep fall in
equity prices in October 1987. A number of central banks opted at that time
to relax monetary conditions in response to concerns that the equity price
declines would lead to a slowdown of economic activity. With hindsight,
however, the effects of the fall in equity prices on aggregate demand were
overestimated, and the easing of policy may have contributed to the subsequent
upswing in both activity and inflation. This episode thus suggests that, while
taking monetary policy measures in response to market turbulence is desirable,
it is important to redirect the focus of policy to domestic price stability once
financial conditions have settled sufficiently.

Japan

The Bank of Japan last year had to contend with the possibility that a
deflationary cycle might develop given high levels of excess capacity and
corporate debt and continuing serious problems in the banking sector. Overall
economic conditions deteriorated further, with real GDP contracting by 3% in
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Economic indicators for Japan

Interest rates’ Inflation> &

—— Overnight call money? Consumer prices (CPI)
1 Quality spread? 3 4 1 CPI excluding fresh food 3
——— 10-year government bonds*

=~ 3 :

0.50 A
0.25 1 Mqﬁ' f J\J g

0 |0 lllllllllll llllllll[ll lllllllllll [llll-1

Asset prices’ Lending by financial institutions
Nominal effective exchange rate —— Lending attitude® °
[ Residential land prices 115| |2 20
Share prices (TOPIX)
100 (0O 0
W\\ 7\ I~ H—H1H
85| |-2 -20
Loans and
discounts:2. >
70| |-4 [ Actual - 40
1 Adjusted®
II|II|II|II II|II|II|II II|II|II|II II|I|55 _6II|II|II|II|II|IIIII IIIIIlIIlII II||_|60
1996 1997 1998 1999 1996 1997 1998 1999

Tn percentages. 2 Left-hand scale. 3 Three-month call rate less three-month treasury bill rate,
in percentage points. 4Right-hand scale. 5 Measured as annual percentage changes. ¢Includes
the effect of a consumption tax increase in April 1997. 7End-1995 =100. 8For, inter alia,
securitisation, loan write-offs and exchange rate changes. 9 Percentage balance of positive and
negative answers as perceived by non-financial firms.

Sources: Bank of Japan, Short-term Economic Survey (“Tankan”); national data. Graph V.2

1998 and persistent downward pressures on price indices. With import and oil

prices falling in response to global developments and the yen appreciating from

October onwards, falls in consumer prices were recorded for the first time

since 1995—-96. Domestic wholesale prices, which have been declining since

1991, continued their downward trend.
The worsening of the economic outlook came at a time when the

traditional interest rate channel of monetary policy seemed likely to be of

limited effectiveness. While the discount rate was held at 0.5%, the Bank of

Japan decided in September to reduce the overnight call rate, which had

previously been kept slightly below the discount rate, to 0.25%. In addition

to being designed to prevent deflationary pressures from developing further,

this easing of policy was judged appropriate to maintain the stability of financial

markets. Additional relaxations of policy took place in February 1999, when ... and the call

the call money rate was reduced to 0.15% or lower, and early March, when = Money rate was
T . . reduced effectively

massive liquidity injections by the Bank of Japan effectively pushed the overnight =

rate down to zero.
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Policy measures
to facilitate firms’
financing

Political pressure
can be
counterproductive

During the turmoil in financial markets in Japan and elsewhere last autumn,
concerns about counterparty risk triggered sharp increases in the spread
between three-month interbank and treasury bill rates. In response, the Bank
of Japan supplied ample liquidity to financial markets. While this led to a
narrowing of the spread between interbank and treasury bill rates, the spread
nevertheless remained substantial. Despite the acceleration in the expansion of
the monetary base in recent years, the growth rate of M2+CDs, which is the
key monetary aggregate in Japan, has remained subdued. Banks have been
increasingly unwilling to extend credit in an environment where the solvency
of both customers and some of the banks themselves has been questioned.
To improve the credit allocation mechanism, the Bank of Japan took steps
to facilitate firms’ financing operations by expanding its repo operations in
commercial paper; which in turn enabled banks to increase their activities in
the primary commercial paper market. In addition, the Bank established a
lending facility for refinancing part of the new loans provided by financial
institutions in the fourth quarter.

The adoption of an increasingly stimulatory policy stance has to some
extent been offset by the sharp appreciation of the yen in October and
the rapid rise in long government bond yields from November onwards. The
latter; which has been attributed to the large increase in planned issuance in
fiscal 1999 and the announcement that the Trust Fund Bureau would stop
outright purchases, also led to higher corporate bond yields and long-term
prime lending rates. If sustained, such developments could depress economic
conditions further. To limit upward movements in long interest rates, political
pressure was exerted on the Bank of Japan to step up its purchases of
government bonds. Such pressures can be counterproductive if they generate
the perception that monetary policy is part of the broader political process.
This could have adverse effects on the credibility of central banks, and
potentially lead to higher rather than lower interest rates.

During the year the government took several measures to restore
soundness to the financial system. These included temporarily nationalising
Long-Term Credit Bank and Nippon Credit Bank as well as encouraging the
merger of several other institutions and persuading surviving banks to
restructure in exchange for public funds. While market reaction to these
measures has been favourable, as indicated by the disappearance of the
“Japan premium” and a rebound in bank share prices, the remaining issue is
whether banks will succeed in carrying out the restructuring measures that
they have pledged to take. In particular, a conflict might arise between their
commitments to increase domestic lending and at the same time reduce costs.
A sharp cutback in the international operations of Japanese banks might help
resolve this problem, albeit at the risk of creating others.

Euro area

Monetary policy in the countries participating in EMU was dominated during
1998 by the need for interest rates to converge at a common level by the end
of the year. A complicating factor was the fact that, despite the considerable
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nominal convergence that had been achieved in previous years, marked
differences remained between economic conditions in the different countries.
In the end, policy rates converged at 3%. This entailed small interest rate Interest rates
reductions in the countries with the lowest interest rates, but quite large cuts ~ converged at 3%
elsewhere.
In the months before the introduction of the euro in January 1999, the
ECB announced its monetary policy framework incorporating a numerically
defined final objective of price stability, a reference value for money growth and
a broad-based assessment of the inflation outlook.

Economic and policy developments

Economic conditions in the countries forming the euro area remained unequal
during the period under review, with continued strong growth in several
smaller countries and weak overall conditions in some of the larger ones.
Prior to January 1999 individual central banks had to balance domestic inflation
considerations against the need for interest rate convergence.

In Ireland extremely strong growth for the fifth year in a row led to a Ireland
further rise of output above potential and mounting inflationary pressures.

During the autumn, however, the real economy started to slow and inflationary

pressures abated. With inflation falling from a peak of 3.2% in August to 1.7%

in December and a need to reduce interest rates for convergence reasons,

monetary policy began to ease in October. Growth was also very strong in  Finland and the
Finland and the Netherlands, leading to estimated output gaps becoming Netherlands
positive. Inflationary pressures in Finland, which had built up gradually in 1997

and early 1998, started to decrease during the spring following a slowdown in

import prices, and inflation fell below 1% by year-end. Inflation in the Nether-

lands also moderated and averaged 2% for the year.

The output gap also closed in Portugal and headline inflation accelerated, Portugal
rising from 2.3% in late 1997 to 3.2% by end-1998. The continued strong
output growth and associated price pressures were due in part to interest
rate convergence. With policy-controlled interest rates being cut from 6% to
3% between mid-1997 and end-1998 and with inflation accelerating in the same
period, real interest rates fell by over 4 percentage points. A similar process,
although less pronounced, took place in Spain. With policy rates reduced from  Spain
5.25% to 3% between mid-1997 and end-1998 and headline inflation only
marginally lower, real short-term rates fell by some 2.5 percentage points in
the same period.

Among the three largest economies, economic conditions were by far the = The three largest
strongest in France. With growth averaging 3.2% in 1998, the output gap zmnomies; ';”:”"iev
narrowed considerably. Nonetheless, inflation declined to 0.3% for the year. ermany and faly
By contrast, economic conditions in Germany and ltaly remained weak on
average and worsened during the year. After strong growth in the first quarter
in Germany, Austria and Belgium, GDP growth moderated thereafter, averaging
around 3% for the year. In Italy growth was low, at only 1.4%. With sizable
output gaps remaining essentially unchanged in these countries, inflation
pressures generally abated, with rates ranging between 0.4% in Germany and
0.7% in Austria. In Italy inflation fell to 1.7 %.
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Output gaps, inflation and interest rates in the euro area
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In the light of these developments and with the ECB’s monetary policy
strategy regarded as credible in financial markets, interest rates in the euro area
were allowed to converge at 3% after a coordinated reduction of rates in
December 1998. In April 1999, the ECB lowered its policy rate further to 2.5%
in a context of subdued inflation pressures.

While policy was set to reflect overall economic developments in the euro Interest rates fell

area, the process of convergence has led to a situation in which interest rates the most where
have fallen the furthest in Ireland, Italy, Spain and Portugal, where inflation rates Irr:II:':ll\(/)er;ymT;h
remain relatively high. The implications of the observed regional differences in
inflation rates in the euro area should, however, not be overemphasised.
Although differences in inflation rates may threaten the sustainability of the
exchange rate commitment in a system of fixed but adjustable rates, they
have no comparable implications in a single currency regime. Moreover, the
importance of the diversity in regional inflation rates is further limited to the
extent that they reflect differences in the demand for, and the rate of
increase in prices of, non-traded goods. On the other hand, with nominal
exchange rate changes no longer possible, adjustment to any past relative price
movements is shifted entirely to labour and goods markets. Promoting
domestic wage and price flexibility in response to declines in competitiveness
within the euro area has thus become all the more important.

A further source of potential concern is disparate asset price develop- Divergent asset
ments. As Graph IV.4 shows, asset prices have in general risen more in Finland, Price developments
Ireland and the Netherlands, where economic conditions have been strong,
than in the rest of the euro area. While there is a broad consensus in the
central bank community that monetary policy should not be directly geared to
asset price developments, the possibility of divergent asset price movements
suggests that a common monetary policy could also lead to regional property
cycles, like those observed within the United States and Canada.

Asset prices in the euro area’ and in the United States
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While interest
rates moved as
suggested by the
Taylor rule ...

Monetary policy strategy of the ECB

As noted in last year’s Annual Report, interest rates in the euro area countries,
as measured by a weighted average of three-month interest rates, have in the
past displayed a close relationship with similarly weighted averages of output
gaps and headline inflation. In particular, short-term interest rates appear to
have moved as suggested by the so-called Taylor rule in that they have risen
by 1.5 percentage points per 1 point change in headline inflation, and by 0.5
percentage points per 1 point increase in output above potential. Graph IV.5
illustrates that this empirical relationship remained close last year and implies
that the relaxation of monetary policy in the period under review was well
explained by movements in output gaps and inflation in the overall euro area.

Despite the similar evolution over time of average EMU-wide interest
rates and those implied by the Taylor rule, the ECB does not rely on this
relationship in conducting policy. Indeed, several considerations suggest that it
would be hazardous for it to do so. First, there is considerable uncertainty
about the “equilibrium level” of real interest rates, which, moreover, might well
shift over time in response to a range of factors, including changes in the
monetary policy regime. For instance, if lower inflation is associated with
lower risk premia, equilibrium real interest rates may recently have fallen.
Setting policy on the basis of past relationships between interest rates, inflation
and output gaps therefore risks leading to inappropriate monetary conditions.
Second, EMU is likely to induce structural changes which could imply that
earlier correlations between output gaps and inflation become unreliable.
Given a single currency, wages may become more sensitive to competitive

Interest rates in the euro area: actual rate' and rate implied
by the Taylor rule?
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Sources: OECD; national data; BIS estimates. Graph IV.5
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conditions within the euro area and less sensitive to output gaps. With
the inflationary pressures arising from a given output gap reduced, it would
be appropriate for the ECB to react less to output gaps than would be
suggested by past correlations between interest rates and gaps. Third, while
current inflation rates and output gaps contain information about near-term
inflationary pressures, a range of other factors — including economic conditions
abroad, changes in fiscal policy and import prices — play a critical role in the ... thereis no
inflation process. Since simple policy rules do not fully capture the complexity — substitute for
of the inflation process, they are no substitute for policy judgement. policy judgement
During autumn 1998 the ECB announced the framework it would use to  Policy framework
pursue monetary policy in the new and still changing environment created by ~—announced
the introduction of the euro. At the core of the framework lies a primary :Z'Th:m? stability
primary
objective of price stability. Publicly defining what is understood by price objective ...
stability is helpful in that it provides a clear criterion by which the public can
judge the conduct of monetary policy, thereby increasing policy transparency
and making it easier to hold the ECB accountable for any deviations of inflation
from this objective.
The objective has been quantified as a year-on-year change in the
harmonised index of consumer prices (HICP) in the euro area of 0—-29% in the
medium term. Several aspects of this choice of index are notable. It implies that
the ECB has adopted the practice of many central banks of focusing on CPI
measures of inflation, which are available with short time lags, are well under-
stood by the public and are not revised over time. The use of an EMU-wide
measure of inflation also highlights the fact that the ECB’s conduct of policy will
be focused on euro area rather than national economic developments. By
emphasising the medium-term horizon of policy, the ECB recognises that
its ability to control movements in inflation due to temporary factors — such
as commodity price shocks and tax changes — is at best limited. Finally, this
definition implies that periods of prolonged declines in the level of the HICP
would not be deemed consistent with price stability.
In pursuing price stability the ECB intends to follow a two-pronged ...a reference
strategy. One element of this is a reference value for M3 growth, set at 4.50  Value for
for 1999. This choice reflects the fact that money growth is a structural M3 growth ...
determinant of inflation in the long run. The ECB has explained that this
reference value should not be interpreted as a target since this would require
the growth of the monetary aggregate to be controllable in the short run,
which is not likely to be the case. Thus, deviations of money growth from the
reference value will not necessarily trigger automatic movements in the ECB’s
policy instruments. Rather, such developments will prompt deeper analysis
of the sources of the deviations and whether they in fact constitute a risk to
price stability.
The indicator value of broad money growth presupposes that monetary
disequilibria influence future inflation rates. By one estimate, this is the case.
The left-hand panel of Graph V.6 shows dynamic out-of-sample predictions for
the euro area price level, based on a simple forecasting model. The model
emphasises the monetary origins of inflation, but disregards variables such as
energy and import prices which tend to play an important role in determining
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... and a broad-
based inflation
outlook

price levels in the near term. Despite its simplicity, however, it predicts the
euro area price level out-of-sample reasonably well. The right-hand panel shows
the model’s predictions of the response of inflation to a permanent 1% increase
in the growth rate of euro area M3. The dynamic patterns indicate that
while money growth has little impact on near-term inflation, this relationship is
important over the medium term. Of course, these results do not suggest that
monetary targeting would be desirable or even feasible, in particular since the
stability of the estimated relationship is not guaranteed. Nor do they rule out
the possibility that other forecasting models which do not incorporate money
growth could predict future inflation even better. Yet they do lend some
empirical support to the notion of using the growth rate of euro area M3 as
an information variable for inflation two to three years ahead.

The second element of the policy strategy is a broad-based assessment
of the outlook for inflation drawing on a wide range of economic indicators.
These include inflation forecasts made by the ECB, international organisations,
national authorities and market participants. However, in contrast to some but
certainly not all central banks operating with explicit inflation targets, the
ECB does not intend to publish its inflation forecasts. Doing so is not seen
as usefully enhancing the transparency and clarity of the monetary policy
strategy, given the uncertainties inherent in the forecasting process.

The use of the reference value for M3 growth together with an
assessment of the inflation outlook suggests that in practice the ECB will
conduct monetary policy in much the same pragmatic way as the Deutsche
Bundesbank. Historically, the Bundesbank responded strongly to movements
in inflation, given its final objective of price stability, and downplayed the
importance of deviations of money growth from target when monetary
relationships were disturbed by temporary factors that signalled little risk to

Inflation and money growth in the euro area

Dynamic prediction of the price level'!  Response of inflation to money growth?

e Actual
Predicted 106 1.2
104 __— 9
102 0.6
] 100 Inflation 0.3
/ Money growth
L1 L1 L1 98| || | T AR R A
1996 1997 1998 1999 -2 0 +2 +4 +6 +8
Years

1 Out-of-sample. Actual price level, 1996 = 100; the shaded area represents a 95%o confidence band.
The predictions stem from an error correction model (extended over the period 1980 Q4-1995
Q4) for inflation using M3, prices and real income as regressors. 2 Estimated impact on inflation of
a permanent 1% increase in the rate of M3 growth; in percentages, at an annual rate.

Sources: ECB; BIS estimates. Graph IV.6
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the inflation outlook. It should also be noted that many central banks that
have adopted explicit inflation targets also pay considerable attention to
monetary aggregates as indicators of cyclical conditions. The policy framework
announced by the ECB is thus in some respects not dissimilar to an inflation
targeting regime, albeit one in which inflation forecasts are not announced and
M3 growth serves as a key information variable.

Countries with explicit inflation targets

Monetary policy in countries with explicit inflation targets was also influenced  Influence of
by the slowdown in world economic activity, the decline in commodity and World slowdown,
. . e . commodity and
energy prices and the increased volatility in global financial markets. Monetary energy price falls
conditions were eased overall during the year under review. With headline  and financial
and underlying inflation close to the lower edge of the target ranges, the market volatility
authorities felt it important to demonstrate their commitment to react as
firmly to inflation below as above target. Such a symmetrical approach helps
build and maintain public support for monetary policy, upon which the
independence of central banks ultimately relies.
In the United Kingdom, where monetary policy had earlier been tightened  United Kingdom
repeatedly in the light of strong growth and concerns about inflation, a process
of policy easing started in October 1998. Interest rates were cut from 7.5%
to 7.25% in view of deteriorating prospects for world output and UK exports,
a sharp change in the pricing of risk in financial markets and a weakening
of business and consumer confidence. As incoming data confirmed that the
economic slowdown was more marked than first anticipated, policy was
progressively relaxed by a further 2 percentage points to 5.25% by April 1999.
In Canada inflation was close to the lower edge of the inflation control Canada
range last year. While the fall in the external value of the Canadian dollar led
to marked increases in import prices for many non-energy consumer goods
and services, these effects were mitigated by excess supply in the domestic
economy and continued declines in energy and commodity prices. Given
the resource intensity of the Canadian economy, the fall in commodity
prices during the year exerted downward pressure on the currency. This
pressure strengthened considerably following the Russian crisis in August, when
turmoil in international financial markets also spilled over to the Canadian
economy. With risk premia in bond markets rising abruptly and the currency
depreciating, the Bank rate was increased by 1 percentage point to 6% in
late August despite the tendency of the economy to slow in response to
developments in Asia. This measure succeeded in stabilising the markets, and
interest rates were subsequently reduced in steps of 0.25 percentage points
following each of the interest rate cuts in the United States in September,
October and November, and also in March 1999. Although interest rates rose
on balance during 1998, the overall stance of monetary policy was relaxed
considerably under the influence of the decline in the Canadian dollar.
Inflation in Australia, where monetary policy aims at achieving an average Australia
inflation rate of 2—3% over the cycle, started to rebound but remained below
2%. Although the depreciation of the Australian dollar has led to increases in
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Inflation and policy rates in countries with explicit inflation targets
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the wholesale prices of imports, the CPl has not risen by as much as historical
relationships would have suggested. In the light of the favourable inflation
outlook and expectations that the worsening of global economic conditions
and the Asian crisis would dampen the robust growth in Australia, interest
rates were reduced by 0.25 percentage points to 4.75% in December in an
effort to support activity.
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In New Zealand the easing of overall monetary conditions, as measured New Zealand
by an average of interest and exchange rates, that had started in late 1996
continued last year in response to the benign outlook for inflation, generated
largely by the sizable excess capacity that had developed during the earlier
slowdown. Unusually, however, most of the easing occurred through falls in
interest rates rather than through depreciation of the exchange rate. Following
the recent turbulence in international financial markets and the associated rise
in risk aversion, investors have tended to unwind short positions in several
currencies. This has supported the New Zealand dollar, as have market
perceptions that the cycle of monetary easing may be over.

In Sweden, where the economy slowed and headline inflation fell below  Sweden
zero under the influence of falling mortgage interest rates, monetary policy was
relaxed during the period under review. With inflation predicted to remain
below the 1-39% tolerance band over the time horizon of one to two years
used by Sveriges Riksbank, the repo rate was reduced in a series of cuts from
4.35% in June 1998 to 2.9% in March 1999. Since the exchange rate also fell
in the second half of 1998, monetary conditions eased still further.

Exchange rates and monetary policy

The recent experiences of countries with explicit inflation targets illustrate that  The exchange rate
the exchange rate plays a critical role in the monetary policy transmission Plays a role in

. . . . . the transmission
mechanism. Given the link between the exchange rate and domestic prices, a process
rise in policy-controlled interest rates affects inflation faster and to a greater
extent the more open the economy is. This effect arises through two different ... and influences
channels — a direct channel via the cost of imported goods that appear in the inflation through

T . two channels

CPI, and an indirect channel via the effect of real exchange rate changes on
aggregate demand. This observation raises important policy issues. Since the
direct exchange rate channel operates relatively quickly, central banks in more
open economies could in principle target inflation more narrowly and with a
shorter time horizon. However, trying to offset a domestically generated price  Problems of

level disturbance by influencing the exchange rate might require pronounced ©ffsetting domestic
price disturbances

via the exchange
effects on economic activity. Moreover, it could also create a danger of rate

instrument instability. To limit these risks, central banks which target inflation
have typically adopted a gradualist approach, and thus offset any movement
of inflation away from the desired level only over time. In some cases, the
time horizon has been lengthened as experience of the effects of exchange rate
changes has accumulated. The Reserve Bank of New Zealand now operates
policy with a time horizon of 18—24 months, as opposed to 6—18 months
when inflation targeting was introduced. Allowing lags to operate is also
appropriate if there is uncertainty about the strength of the transmission
channels and the state of the economy. Moreover, such an approach helps
limit the number of reversals of monetary policy. This may be desirable
given that it is generally difficult to explain to the public that a change in
the direction of policy should be seen as a reaction to new information rather

movements in nominal and real exchange rates which could have marked

than an acknowledgement of past policy mistakes.
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Importance of
the exchange rate
for Switzerland

The existence of an exchange rate channel in the monetary transmission
mechanism is also of importance in judging and determining the overall stance
of monetary policy since both the exchange rate and interest rates affect
aggregate demand, the output gap and inflationary pressures. Some central
banks have even made use of a monetary conditions index (MCI), defined as a
weighted average of a short-term interest rate and an exchange rate, as both
a policy instrument and a measure of changes in the stance of policy. Given
such an approach, changes in the exchange rate are more likely to be met by
offsetting movements in short-term interest rates to keep the MCI at the
desired level.

However, it is well recognised by central banks that monetary policy
should not respond automatically to an exchange rate movement. Rather,
the appropriate response depends on the source of the exchange rate change:
whether it is due to real economic changes to which monetary policy
should not react, or to inflationary disturbances to which it should react. One
problem with the explicit use of an MCI is that it may mislead market
participants into believing that monetary policy will automatically react to
movements in the exchange rate. The fact that the anticipated policy response
does not materialise may then contribute to a sentiment in the market that
the central bank has lost control of developments. Large downward move-
ments of exchange rates may therefore give rise to extrapolative expectations.
In this situation, the goal of maintaining calm in foreign exchange markets must
become the focal point of policy. Such a situation occurred in Canada after the
Russian default when the currency came under strong pressure and the Bank
of Canada had to raise interest rates abruptly to restore confidence. Because
of market participants’ tendency to occasionally misinterpret movements in the
MCI, recently both the Bank of Canada and the Reserve Bank of New Zealand
have announced that they will permit the MCI to fluctuate over a wide range
without eliciting a policy response.

Exchange rate considerations also influenced the conduct of monetary
policy in Switzerland in the period under review. Since the breakdown of the
fixed exchange rate system in the early 1970s, portfolio disturbances of foreign
origin have repeatedly led to episodes of appreciation of the Swiss franc which
in turn have tended to slow economic activity in Switzerland. The turmoil
in international financial markets during autumn 1998 triggered yet another
such episode. In the current setting of essentially zero inflation and a sizable
output gap, resisting an appreciation of the exchange rate was thought critical
to prevent downward pressures on prices in an environment of inadequate
growth. The Swiss National Bank responded to these movements by providing
ample liquidity and pushing the overnight rate below 1%, thus maintaining the
expansionary monetary policy stance adopted in recent years.

While the recent introduction of the euro did not have immediate
repercussions on the exchange rate, any longer-term movement in the real
exchange rate between the Swiss franc and the euro could have an important
impact on economic conditions in Switzerland given its close trade links with
the euro area. The Swiss National Bank has therefore signalled that such
movements, depending on their causes and size, could trigger offsetting policy
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Economic indicators for Norway and Switzerland
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measures. A permanent fixing of the exchange rate is, however, not seen as an
option. Since a secular appreciation of the Swiss franc is apparently expected
by financial markets, fixing the exchange rate would lead to an increase in the
general level of interest rates in Switzerland, with adverse consequences for
those sectors of the economy that are sensitive to interest rates.

Exchange rate movements also played an important role last year in the The exchange
setting of interest rates in Norway, where monetary policy has been geared to ~ rate and interest
maintaining the exchange rate against the ECU/euro in an implicit band, rates in Norway
although with no presumption that this band should be defended at all times.

The instructions issued by the government to the Central Bank of Norway
state that if a pronounced exchange rate movement were to occur, monetary
policy should be used gradually to return the exchange rate to the band. When
the Norwegian krone came under downward pressure in August 1998, as did
the currencies of other countries whose exports have a high commodity
content, interest rates were raised cumulatively by 3 percentage points. In total,
interest rates were raised by 4.5 percentage points in 1998 to limit the
depreciation of the krone. Although this specific episode of tightening may have
been appropriate to prevent an overheating of the economy, it illustrates the
difficulties of exchange rate targeting in countries where terms-of-trade
changes can be large. Indeed, as Graph V.9 suggests, countries whose exports
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The risk
of a deflationary
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have a high commodity content and are concentrated on a small range of goods
have generally tended to adopt explicit inflation targeting. Such a framework
requires the central bank to respond to exchange rate changes only to the
extent that they have an impact on future inflationary pressures.

Monetary policy under price stability

The achievement of price stability, and the likelihood of sometimes having
to conduct monetary policy when prices are actually falling, poses a number
of questions for central banks. Among these is whether an explicit objective
for price stability is useful to prevent a decline in prices from generating
extrapolative expectations of future price declines. If so, a further question is
that of the relative merits of price level and inflation targeting. The issue of
whether the effectiveness of monetary policy is impaired when prices are
declining is also of importance. (See Chapter Il for a discussion of the
monetary policy implications of the increase in nominal price rigidity brought
about by the decline of inflation in recent years.)

A major concern once price stability has been established is that falling
prices might feed upon themselves, leading to a deflationary spiral. At the
current juncture, the risks of such an outcome would not seem great. First,
only in Australia, Japan, Sweden and Switzerland have consumer prices fallen
recently, and then typically only for one or two quarters. Moreover, measures
of core inflation have typically not been running at negative rates. Second, the
reduction of inflation to low levels was largely due to sharp falls in commodity
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and oil prices, which have led to declining import prices. Since these price

falls partly reflect the impact of the global slowdown on the demand for

primary commodities, they may prove temporary. Indeed, the turnaround in

commodity prices since early 1999 suggests that the process may be in the

course of reversal. Third, central banks have in recent years attached increasing

weight to maintaining inflation close to some explicit or implicit objective and

have emphasised the importance of responding symmetrically to movements

of inflation above and below this objective. In the 20th century, episodes in

which prices have fallen sharply have been directly associated with monetary

policy initiatives. The restoration of the gold standard at prewar rates in many

countries in the 1920s and poor monetary policy during the Great Depression ... is reduced
are cases from which central banks have presumably learned important lessons. \ljv);itghhi :‘r:r:?is;d
The greater weight that central banks worldwide attach to maintaining inflation stability in setting
at a low but still positive level should reduce the likelihood that episodes of  policy
deflation will occur.

Historical background

One problem in assessing the consequences of declining prices and the policy
issues they raise is that there have been virtually no such episodes since the
end of the Second World War. It is therefore necessary to consider data from
earlier periods. Table IV.1 shows average inflation rates and output growth rates
for 10 countries going back to the 1880s, with separate columns for deflation
and non-deflation periods. Since transitory disturbances can have a large impact
on price levels, deflation is defined as an episode in which the CPI falls for at
least two years. Moreover, given that the deflation episodes in the interwar
period may have been different from those before the First World War, the
table looks at the periods 1882—-1913 and 1923-39 separately. Needless to
say, it should be borne in mind in interpreting the table that historical data
are likely to be of lower quality than modern data and that the structure
of the economies has changed fundamentally over the last century, with the
production of services, which may be cyclically more stable, having a much
greater weight.

The table indicates that periods of declining price levels were quite Price declines were
common before the First World War. More strikingly, output growth remained ccsv“:‘iztﬁzﬁre
positive in these periods, although lower than in periods of rising prices. In triggering output
the interwar years, by contrast, episodes of deflation were associated with falls
falls in real output. However, this finding appears to be entirely due to the
occurrence of the Great Depression. Since this was arguably attributable to,
or exacerbated by, monetary policy mistakes, it is instructive to note that if
the years 1930—33 are disregarded, income growth rates were also positive on
average during other episodes of declining prices in the interwar period. This  The Great
historical evidence thus suggests that the notion that deflation depresses the Depression an
level of output is largely shaped by the experience of the Great Depression. exception

It is interesting to hypothesise why, except for the episode in the early
1930s, periods of declining prices have not been associated with falls in output.

Two explanations suggest themselves. Since falls in prices may be due to either
contractions of aggregate demand or expansions of aggregate supply, a first
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Deflation in perspective

Deflation periods? Non-deflation periods Memo item:

Prices | Output Prices Output J:;;;Sﬁ:}:
Average annual percentage growth
1882-1913
United States -37 -1.2 1.4 4.4 5
Japan? -37 1.8 4.4 2.7 4
Germany -20 4.0 18 26 8
France -1.1 2.1 0.2 1.6 2
Italy -1.2 1.3 1.4 22 14
United Kingdom -3.0 1.4 1.0 1.9
Canada -47 1.1 1.1 4.6 3
Belgium -4.2 1.6 1.5 2.1 8
Sweden -28 2.0 2.2 33 12
Denmark -35 2.8 1.8 3.0 10
Average -3.0 1.7 1.7 2.8 7
1923-39
United States -42 -3.8 1.8 7.3 8
Japan -6.7 0.9 5.7 6.6 8
Germany?3 -6.4 -22 1.6 7.1 4
France -58 -1.9 10.2 3.7 5
Italy -54 1.1 6.1 34 8
United Kingdom -31 0.6 1.9 4.1 9
Canada -6.2 -86 0.6 6.6 4
Belgium -5.6 -1.1 8.7 26 5
Sweden -3.0 2.7 1.5 4.2 8
Denmark -5.0 2.3 3.0 35 7
Average -5.1 -1.0 4.1 4.9 7
of which: 1923-39 excluding 1930-33

United States -1.6 1.1 1.8 7.3 4
Japan -42 0.5 6.3 7.9 6
Germany+* - - 1.6 71 0
France -6.1 -1.8 11.1 4.4 2
Italy -55 3.1 6.1 34 4
United Kingdom -2.3 1.8 1.9 4.1 5
Canada - - 0.6 6.6 0
Belgium -38 1.3 9.6 2.7 2
Sweden -33 5.9 1.5 4.2 4
Denmark -58 3.0 29 3.5 4
Average 4.1 1.9 44 5.1 4
1 Deflation defined as at least two consecutive years of price decreases. 21885-1913. 31926-38.
41926—29 and 1934-38.
Sources: B R Mitchell, International Historical Statistics: Europe 1750—1993, Macmillan, 1998; US
Department of Commerce, Bureau of the Census, Historical Statistics of the US, 1975. Table VA1

possibility is that periods of declining prices have historically occurred at times
of relatively favourable aggregate supply movements. Episodes of diffusion of
new technologies such as railways and electrification in the late 19th century
and, more recently, computers and telecommunications come to mind. The
second explanation is that prices did not fall long or far enough to engender
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extrapolative expectations of further price decreases. This conjecture is
supported by the fact that long-term interest rates typically did not fall to
any great extent during periods of declining prices, except during the Great
Depression. This was presumably because financial market participants believed
that price declines were temporary phenomena.

Anchoring expectations

The hypothesis that the Great Depression was exacerbated by the tendency

of price declines to lead to expectations of future price falls suggests that it is

important for central banks to try to anchor inflation expectations at a low Importance of
level in order to render them less sensitive to current economic developments, ~ 2nchoring
Moreover, to the extent that price setting depends on expectations of future Sxpectations
price developments, anchoring long-run expectations is helpful in that it may

reduce the impact on prices of an economic downturn.

One potential way to prevent a decline in prices from triggering
expectations of further price falls is for the central bank to adopt a numerical
definition of price stability. Recently, several central banks have set explicit
objectives for the rate of inflation as the linchpin of their monetary policy
framework. However, in situations in which the concern is to offset falls in the
price level, the question arises whether there would be benefits in adopting an
explicit target (which potentially could be rising over time) for the price level.

One difference between an inflation and a price level target is that the latter  Price level versus
requires the central bank to offset past deviations from target whereas the inflation targets
former does not. This distinction could be of importance in a situation in

which prices unexpectedly fall. Under an inflation target, the central bank is

merely required to restore inflation to the proper range. By contrast, under a

price level target the central bank is also required to make up for the under-

shooting of the target. Consequently, an unexpected fall in the price level could

lead to a higher expected near-term rate of inflation under a price level target

than under an inflation target. This in turn implies that expected real interest

rates could be lower under a price level target than under an inflation target

and policy potentially more stimulatory. Such arguments may explain why the

single instance of a central bank adopting an explicit price level target — when

Sveriges Riksbank briefly abandoned its exchange rate parity in 1931 —

occurred in a situation where the main task of monetary policy was to offset

deflationary tendencies.

Of course, whatever target is adopted, it must be seen as credible Importance of
to be helpful. This suggests that it would be better for it to be introduced —credibility
well in advance of an episode of declining prices. Announcing an explicit
objective once strong downward pressures on the price level have already
developed runs the risk that the authorities will be unable to deliver on their
commitment.

Policy implications of low inflation

There is broad agreement that maintaining inflation at very low levels is
conducive to economic growth and therefore desirable. However, the
achievement in a number of countries of inflation rates close to zero suggests
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that central banks may experience brief episodes of declining prices more
frequently in the future. A potential concern in this context stems from the
possibility that nominal wages may be rigid downwards. If so, a fall in the price
level could raise real wages, depressing employment and economic activity. A
second concern arises because nominal interest rates cannot be made negative.
If a contractionary demand shock were to occur and prices started to fall, real
interest rates would rise and could reduce aggregate demand further.

While the empirical evidence on whether nominal wages are in fact
rigid downwards is by no means clear, there are at least two reasons why the
importance of any such wage stickiness should not be overemphasised. With
episodes of declining prices rare in the recent past, it is not surprising that
nominal wage cuts have been unusual. If average inflation rates remained in
the vicinity of zero for extended periods of time, downward nominal wage
flexibility might well increase. Moreover, the importance of any downward
nominal wage stickiness is mitigated by the fact that unit labour costs can fall
even if nominal wages are constant provided productivity is rising.

It is also not clear whether, and if so how severely, the efficacy of
monetary policy is impaired in situations of declining prices because of the fact
that nominal interest rates cannot fall below zero. Expected long-term real
interest rates are likely to be more important in the transmission mechanism
than realised short-term real rates. As argued above, episodes of declining
prices are therefore likely to be of concern only to the extent that they last
long enough to engender expectations of continuing price falls. It also needs to
be borne in mind that monetary policy affects aggregate demand not only by
influencing real interest rates but also through exchange rate and credit
availability effects. Cutting nominal short-term interest rates to zero may well
be sufficient to stimulate demand by depreciating the currency, provided of
course that this strategy is followed only by one or a few countries. Finally,
monetary policy measures that strive to reduce credit constraints are likely to
be effective even if nominal interest rates are close to zero.

However, episodes of sustained declines in the price level constitute a
serious problem to the extent that they affect asset prices. Of particular
concern in this context are falls in the value of assets used as collateral for
bank lending. With asset prices inversely related to real interest rates, a rise in
real interest rates stemming from a deflationary episode could have a large
impact on the value of collateral and thereby lead to a tightening of credit
conditions, which in turn might worsen contractionary pressures. As suggested
by the recent experience in Japan, where the fall in asset prices since the
early 1990s has impaired the strength of the banking system, an outright fall in
the price level may well have its greatest impact on economic conditions
through its effect on the banking system.
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V. Turmoil in asset markets

Highlights

To an observer armed only with annual observation points the period under
review would present itself simply as the continuation of previous years’ trends.
Comepared to the beginning of 1998, buoyant equity markets in most of the
industrial world reached new heights, government bond yields declined further
and real estate prices consolidated their rebound. There would be little in this
picture to betray the fact that the defining events of this period occurred in the
two months that followed the announcement of the Russian debt moratorium
in mid-August 1998. During this brief spell, financial markets around the
globe experienced extraordinary strains, raising apprehensions among market
participants and policymakers of an imminent implosion of the financial system.
As investors appeared to shy away from practically all types of risk, liquidity
dried up in financial markets in both industrial and emerging economies, and
many borrowers were unable to raise financing even at punitive rates. Prices
for all asset classes except the major industrial country government bonds
declined and issuance of new securities ground to a halt. Equally remarkable,
however, has been the recovery of equity prices in most countries since
November 1998 and the relative calm that has returned to fixed income
markets. The first part of this chapter discusses asset price developments in the
industrial world and offers some thoughts on the issues related to the current
valuation of equity markets.

The events of last year, however extraordinary in scope, could arguably
be viewed as a natural by-product of the modern financial landscape as it has
been reshaped by the combined influence of innovation and liberalisation.
Larger and more complex financial markets are more efficient in allocating
capital and risk but are also potentially more exposed to turbulence as strains
can spread across more closely integrated market segments faster than ever
before. Drawing on this most recent experience of market turmoil, the
second part of this chapter considers some salient features of financial market
behaviour in periods of stress.

Asset market developments in the industrial world

Mature financial markets, outside Japan, had demonstrated considerable resil-
ience to the turmoil that engulfed South-East Asia in 1997. By early 1998 it
appeared as if there was little else besides historical valuation relationships
that could threaten the upward trend in financial asset prices. The effect of
sagging demand from Asia was viewed as a beneficial check on price pressures
for North America, against a buoyant outlook for domestic demand. Financial
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Sharp price
declines in
autumn ...

markets in Europe were already anticipating the potential benefits from
the introduction of the single currency as the uncertainty about the initial
composition of the euro zone was being resolved. As equity prices regained
the lost ground and surpassed previous peaks, the only trace of the October
1997 correction was an aftertaste of uncertainty as volatility remained relatively
high. This complacency was abruptly challenged by Russia’s announcement of
a moratorium on part of its national debt obligations. The announcement acted
as a catalyst in prompting a general re-evaluation of market participants’
outlook and triggered a chain reaction that quickly affected virtually all market
segments, in many instances impairing their ability to function. The gradual
easing of these strains after October 1998 was facilitated by the loosening of
monetary conditions in most major economies, but not before apprehensions
were raised regarding the profitability, and at times the survival, of major
financial intermediaries.

Equity markets

With the notable exception of Japan, equity prices continued their trend
to record highs up to mid-1998. In most major markets this trend was
interrupted in mid-July amid concerns about the effect of the Asian financial
crisis on corporate profits. Market participants’ reappraisal of risk following
the Russian debt moratorium put additional downward pressure on prices.
Consequently, stock markets suffered their largest setbacks since 1987, with
major market indices declining by 20—40% between mid-July and the first week
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of October. The fall in prices was especially severe in continental Europe,
perhaps owing to the region’s close economic ties with Russia and the
simultaneous perception of a weakening of economic activity. Equity markets
in all major economies recovered during the fourth quarter of 1998, and in ... were later
many cases prices climbed back to their early summer highs. While the easing reversed
of the monetary policy stance in the United States and Europe contributed
to the recovery, if only as a signal of central banks’ readiness to confront the
dangers posed by financial market turbulence, the pace of recovery surprised
many observers. The rebound was particularly strong in the United States,
where equity prices closed the year at record highs. In Japan, by contrast, the
ongoing recession continued to depress stock prices for most of the period
under review. A rise in the price of bank shares, due to increased investor
confidence about the planned restructuring of the banking sector, supported a
limited rally in Japanese equities in the first quarter of 1999.
Current levels of equity prices may be a cause for concern, at least
when judged by historical valuation criteria. Dividend yields have been trending
lower in most G10 economies since the early 1980s, as equity prices have been
growing faster than dividend payouts. At present, with the exception of Japan,
Italy and Sweden, current dividend yields stand near their troughs, and have
actually touched historical lows in the United Kingdom and the United States  Current valuations

(Table V.1). On the assumption that dividends will continue to increase at about gifﬁ;.“'t to ‘TXP'ai"
Y historica

their past average growth rates, the generally low levels of dividend yields
norms ...

would imply that many stock markets are currently overvalued. In the case of
the United States, the bull market that began in the early 1980s bears some
resemblance to that of the 1950s and 1960s, which was also characterised
by declining dividend yields. That previous protracted stock market rally ended
with the sharp fall of equity prices following the first major oil price shock in
1973.

Indicators of valuation of share prices!
Dividend yields Price/earnings ratios?
Trough Aver- | March Peak Aver- | March
level date age 19992 level date age 19992
United States 1.3 1999 2.7 1.3 34| 1998 11 34
Japan 04 | 1987 0.9 0.8 77 | 1987 27 60
Germany 1.2 | 1998 1.9 1.4 26 | 1998 9 19
France 20 | 1998 29 22 30 | 1973 9 22
Italy 1.0 | 1981 21 2.0 34| 1998 13 26
United Kingdom 26| 1999 34 2.6 26 | 1994 9 24
Canada 14| 1998 24 1.6 37 | 1998 9 26
Netherlands 1.7 | 1998 34 2.2 27 | 1998 8 27
Belgium 14| 1998 3.0 1.6 29 | 1973 9 21
Switzerland 1.0 | 1998 1.7 14 28 | 1998 9 24
Sweden 1.1 1994 1.7 1.8 30| 1994 12 21
1Since 1973; based on daily data. 2 For lItaly, since June 1986; for the United Kingdom, since 1980;
for Canada, excluding 1991—-94, when the ratio was exceptionally high owing to very low earnings
due to write-offs (peak in 1994:504). 3 Month-end.
Source: Datastream. Table V.1
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Actual and “warranted” stock prices and dividends

Indices, deflated by consumer prices, at year-end (semi-logarithmic scale)’
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1 For the United States, 1923 = 100; for the other countries, 1980 = 100. 2 Computed assuming
that investors extrapolate an average of past dividend growth into the future (see Barsky and De
Long, “Why does the stock market fluctuate?”, in The Quarterly Journal of Economics, May 1993).

Sources: Standard & Poor’s Statistical Service; Datastream; national data; BIS calculations. Graph V.2

A sustained decline in dividend yields would be consistent with
expectations of a permanent increase in the future rate of growth of real
dividends. If investors extrapolate recent dividend growth rates, the strong
growth of dividends in the United Kingdom since the mid-1980s and in
Germany since the mid-1990s may indeed be a reason for even stronger
equity price growth in these countries. However, a significant part of current
valuations remains unexplained since “warranted” share price growth based
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on this assumption falls short of observed rates of equity price increases
(Graph V.2). Furthermore, this hypothesis cannot account for the global
strength of equity markets as recent dividend growth has been relatively
modest in countries such as the United States and France, and falling in ... or recent
Canada. Another reason for expecting an imminent rise in dividend payments ~ trends ...
would be the strong growth of corporate earnings over a sustained period.
However, Germany is the only country where earnings growth has outpaced
that of dividends since 1980. Real earnings per share have grown at about
the same rate as real dividends per share in the United States and France, and
have lagged dividend growth in the other G10 economies (Table V.2). Finally,
a recent rise in the number of share buybacks, often a surrogate for dividend
payouts, could also be a reason why below average dividend yields need not
signal stock market overvaluation. However, share buybacks, which have been
particularly strong in France, Germany, the United Kingdom and the United
States, do not necessarily affect current levels of price/earnings multiples that
are well above historical averages in all markets (Table V.1).

A plausible explanation for the combination of low dividend yields and
high price/earnings multiples in many markets might be found in investors’
anticipation of above average growth in corporate earnings. Indeed, it might ... as they imply
be argued that the rapid adoption of new technology has enhanced business acce.'emi“g
efficiency. Assuming that investors expect a permanent shift in business profit growth ...
profitability, the last column of Table V.2 calculates the levels of future earnings
growth that are implicit in price/earnings multiples and long-term interest rates
in the G7 countries in March 1999. These implied rates of earnings growth are
generally similar to those recorded from the previous trough, but are several
times greater than their historical averages. Whether such expectations are
reasonable depends in part on the longer-term sustainability of the accelerated
pace of productivity growth.

Real dividends and earnings per share!

Real dividends | Real earnings per share Implicit future
Annualised average growth rate ngFh °3f
earnings
1980-98 from previous
trough?
United States 1.6 1.6 8.6 8.3
Japan 0.0 -21 - 7.0
Germany 45 5.2 8.8 83
France 2.7 2.7 71 7.9
Italy 6.0 -02 76 7.5
United Kingdom 33 14 5.3 6.6
Canada -23 -5.64 2.74 9.3

1 Deflated by the CPl. 2 Not applicable for Japan, as the trough was in 1998. 3 Expected permanent
annual rate of growth in earnings implicit in the March 1999 price/earnings ratio and the real long-term
interest rate, assuming an equity risk premium of 5%. 4Excluding 1991-94, when earnings were
exceptionally low due to write-offs.

Sources: Datastream; national data; BIS calculations. Table V.2
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... or permanently

lower required
returns

Segmentation in

the US market

Dividend yields and real bond yields

End-quarter data, in percentages
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The above calculation may overstate the expected earnings growth rate to
the extent that investors anticipate a further decline in long-term interest
rates. Indeed, the decline in real interest rates in many countries over the past
four years has played a significant role in sustaining lower dividend yields
(Graph V.3). However, this does not seem to be the case in the United States,
where dividend yields have been halved in the same period while real bond
yields have hovered around 3.5%, raising the possibility of a decline in the
premium required by investors to compensate for the greater risk of holding
equities. Such a decline might reflect the view that the probability and severity
of future recessions have been reduced because of the better management of
fiscal and monetary policies.

Current aggregate equity market valuations in the United States mask
a substantial degree of divergence between different sectors of the market.
Shares of firms in the broad area of computing and communications tech-
nology have spectacularly outperformed the aggregate price index (Graph V.4).
The notable success of many firms in this sector in raising public equity has
spurred a flurry of activity in the primary market, with prices often soaring
immediately after the introduction of a stock. This could be interpreted as
symptomatic of a shift in attitudes towards the composition of external finance,
with public equity assuming the role previously played by the private equity
market in the financing of highly risky but potentially very profitable ventures.
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Segmentation in the US equity market
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Thus, while valuations based on current earnings levels for the technology
sector may seem abnormally high compared to historical ratios, they accord
better with expectations of enhanced future profitability similar to that
typically enjoyed by companies in more mature sectors.

Bond markets

In the first half of 1998, long-term interest rates in the industrial countries The trend decline
continued to decline and, in most cases, dropped below the 5% mark. A in bond yields ...
favourable inflation environment, accommodative monetary policies and
confidence in the prospects for EMU contributed to this trend (Graph V.5).
There were few harbingers of the financial turbulence to come. Historical and
implied bond yield volatility indicators were actually at or near a trough in July
in all countries except Japan. A year after the onset of the Asian crisis, low
credit spreads on US and European debt, especially for lower-quality corporate
instruments, were suggestive of a certain market complacency towards risk,
also evidenced by the continued flow of private sector funds into emerging
markets outside Asia (see Chapter Ill).
The sudden reversal in market sentiment sparked by the Russian ... accelerated in
moratorium disrupted the convergence trend in long-term interest rates that August...
had characterised mature financial markets since the end of 1994. Investors’
attempts to ride out the turmoil by shifting into traditional havens accentuated
the downward trend in long-term rates for government bonds, but there were
some differences across countries. Bond yield differentials edged up vis-a-vis
the United States and Germany as interest rates declined further in those two
countries, but the widening of spreads was relatively less pronounced within
the future euro area (Graph V.6).
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... but was
interrupted in
October

Cyclical differences
remained ...
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The generalised flight to quality culminated in the last week of September
and early October. The rise in bond yield volatility, both historical and implied,
was validated in October by a shift in international bond yields, which ratcheted
back up in most countries (Graph V.7). These developments reflected in part
investors’ decisions to reduce their exposures worldwide, as exemplified by
the large-scale unwinding of the yen carry trades which contributed to the
abrupt appreciation of the yen in early October (see Chapter VI). Market
conditions were further disturbed as highly leveraged investors unwound their
cash exposures and off-balance sheet position-taking as a result of margin calls
when asset prices fell.

With marked differences across countries in both their cyclical positions
and their sensitivity to losses in emerging markets, movements in long-
term interest rates became much less synchronous when benchmark yields
rebounded in the aftermath of the crisis. In the United States, the leveraged
tendencies of both firms and households tended to exacerbate increases in
bond yields after October 1998 in the context of a strong economy. In Europe,
by contrast, changes in rates and spreads were much less pronounced, partly
due to signs of weaker than expected economic activity but also supported
by the cushioning influence of bank intermediated finance, traditionally more
prominent on the European continent. In the euro area, the turnaround in
bond yields did not manifest itself until the first quarter of 1999. The situation
was different again in Japan. Government plans for fiscal expansion and bank
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Monthly averages, in percentage points
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recapitalisation triggered a sharp steepening of the yield curve at the turn
of the year, when the Ministry of Finance and the Bank of Japan temporarily
changed their policy with a view to restricting the purchase and use of
long-term government bonds by the latter.

The gradual decline of spreads to pre-crisis levels from mid-October to
the end of November revealed an uneven recovery in market confidence.
Volatility measures abated significantly, though they remained at high levels in
comparison with the first half of the year. In many cases policy actions played
a significant role in restoring liquidity and persuading market participants that,
on balance, world bond prices were more in line with fundamentals. In Europe
and the United States markets reacted positively to the timing of monetary
policy actions during the reverberations of the crisis. Similarly, the agreement

... as calm returned
to the markets
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on an economic programme for Brazil signalled the international community’s
resolve to contain contagious forces, thus helping allay investor fears of an
intensification of the emerging market financial crisis.

Nominal and inflation-adjusted real estate prices

Nominal prices Inflation-adjusted prices
1995 | 1996 | 1997 | 1998 | 1995 | 1996 | 1997 | 1998
indices, 1994 = 100

Residential property prices

United States 101 106 113 119 99 100 104 108
Japan'’ 97 96 94 9 97 96 93 89
Germany? 99 99 94 89 97 96 89 84
France 100 101 102 105 98 98 97 100
Italy 101 98 93 94 96 90 83 83
United Kingdom 101 104 114 127 97 99 104 112
Canada 95 95 98 97 93 92 93 91
Spain 104 105 107 112 99 97 97 100
Netherlands 104 114 125 133 102 110 118 123
Australia 101 102 106 114 97 95 99 105
Switzerland 95 90 85 85 94 88 83 82
Belgium 105 109 114 116 103 106 108 109
Sweden 100 101 107 118 98 98 104 114
Denmark 108 119 133 143 105 114 124 132
Norway 108 117 127 139 105 112 119 127
Finland 96 102 119 132 96 100 116 126
Ireland 107 120 139 171 105 115 132 158
Commercial property prices: major cities
New York 100 109 125 150 97 103 115 136
Tokyo! 83 72 66 59 83 72 65 58
Frankfurt 97 97 97 105 95 94 92 98
Paris 89 83 88 102 88 80 83 96
Milan 100 91 88 111 95 84 79 98
London 107 112 128 132 103 106 118 117
Toronto3 91 84 87 100 89 81 83 94
Madrid 100 118 128 183 95 109 116 162
Amsterdam 109 118 128 156 107 114 121 144
Sydney 102 106 113 118 97 99 105 109
Zurich 99 90 87 84 97 88 84 81
Brussels 100 106 109 109 99 102 104 103
Stockholm 129 137 163 185 126 133 158 179
Copenhagen 107 107 119 124 105 103 111 115
Oslo 108 115 131 119 105 111 123 110
Helsinki 105 107 111 121 104 105 108 116
Dublin 112 134 169 241 109 128 160 222

Note: 1998 data are preliminary for the Netherlands, Belgium and Denmark.

1 Land prices. 2 Four major cities. 3 Price index for offices in Ontario.

Sourges: National Association of Realtors; Frank Russell Canada Limited; Jones Lang LaSalle; Ministére
de PEquipement, des Transports et du Logement; Nomisma; OPAK; Sadolin & Albzk; Investment

Property Databank Ltd; Wiiest & Partner; other private real estate associations; national data.
Table V.3
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Real estate markets

In most industrial countries, real estate prices registered gains in 1998. Property prices
However, in some countries current inflation-adjusted price levels remain consolidated their
below the peaks attained in the first half of the 1990s. Residential price rebound
increases have been the most pronounced in the Nordic countries, the United
Kingdom and Ireland, while in most continental European markets valuations
have simply kept pace with inflation. Land prices in Japan have continued
their gradual but steady decline from the peak reached in 1990. Residential
property prices currently stand at a 30% discount compared to that peak,
while the harder-hit commercial real estate sector has retained little more than
one-quarter of its peak value. The acceleration in the pace of price decline in
Japanese commercial real estate over the last year, albeit small, has nevertheless
renewed concerns that a turnaround in economic activity will be more difficult
than anticipated given the sensitivity of the banking sector’s balance sheet
to real estate prices. Outside Japan, the performance of the commercial real
estate segment has been generally more buoyant, with prices registering
double-digit gains in many cities, frequently also marking the reversal of a recent
declining trend. Strong demand for office space in combination with the
relatively restrained pace at which new buildings have been made available in
the recent past has supported such price gains.
Despite the impetus from strong fundamentals, real estate operators did
not escape unscathed from the stress in financial markets during the second
half of 1998. Premia in the US market for mortgage-backed securities doubled
as investors demanded higher compensation for risk during August and the
supply of new issues suffered a severe setback in the third quarter of the year.
Similarly, the tightening of credit standards and terms of new loans by banks
had an adverse impact on the ability of real estate investors to raise financing
for new deals. Despite the mitigating influence of these factors, the price of
commercial real estate rose by 20% in New York in 1998.

Features of financial markets under stress

Most financial contracts represent some form of intertemporal transfer of
wealth and as a result financial market transactions are more sensitive to the
shifts in participants’ expectations about the future and confidence in the
market process. This confidence is often reinforced during periods of enhanced
profitability, when competitive pressures encourage risk-taking, while it can be
shaken by events that call into question the prevailing assessment of risks.
Dissipating investor confidence in the wake of such events creates powerful
interactions between investors’ assessment of the capacity of borrowers to
honour their commitments and their expectations regarding the availability of
willing trading partners in the secondary securities market. This in turn gives
rise to atypical price dynamics which can further exacerbate market strains by
invalidating previous projections of required capital based on assumptions that
reflect normal market conditions, and by leading to a rush towards safety and
liquidity. Such cycles are certainly not a new phenomenon, as financial history
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Changing attitudes
towards risk ...

... have an effect
on asset prices ...

offers many examples of feast—famine cycles. The new element is the increased
vulnerability of today’s financial structure stemming from the combination of
the rapid growth of markets and institutions with the increased complexity and
interdependency that characterises their relationships.

Swings in investor sentiment

The combination of sharply increased risk and liquidity premia with declining
rates of securities issuance for virtually all asset classes in the wake of the
announcement of the Russian moratorium is suggestive of a large-scale
retrenchment in the supply of risk capital. It is, however, difficult to reconcile
the negligible fraction that rouble-denominated securities represented in
global investment portfolios with the magnitude and the extent of strains
experienced by mature financial markets. The importance of this event is,
therefore, better understood in terms of its catalytic influence in prompting a
fundamental re-examination of the appropriateness of risk and return trade-offs
prevailing at the time. The announcement was interpreted as marking a shift
in regime, given that the implementation of official support programmes had
consistently prevented large unilateral sovereign defaults in the recent past.
The average relationship between ex ante perceived risk and ex post
realised returns for a cross section of financial asset classes can be used as an
indicator of investors’ attitude towards risk. This relationship is strongly
positive in periods when concerns about risk are overcome by investors’
appetite for higher yields. During such periods, improved investor sentiment
stimulates interest in riskier asset classes, judged by their past record of
higher volatility. By bidding up their prices, increased demand enhances
disproportionately, if only temporarily, the realised returns on such assets.
Conversely, returns on asset classes that entail greater risk suffer the most
when market participants’ apprehensions drive them to safety (Graph V.8).

Investors’ attitudes towards risk and liquidity

2 [ Correlation between risk and return? (left-hand scale) 0.5
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1Slope coefficient of a cross-sectional regression of realised returns on historical volatility for a
number of asset classes. 2 GDP-weighted average of overnight real rates in the eurocurrency market
for the United States, Japan, Germany, France and the United Kingdom.

Sources: Datastream; national data; BIS estimates. Graph V.8
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Sharp reversals in the indicator of market sentiment can be identified
with a number of episodes of market turmoil in the recent past, such as the
stock market crash in 1987, the bond market strains and the crisis in Mexico
in 1994—-95 and, more recently, the Asian crisis in 1997 and the events of last
autumn. The apparent co-movement of market participants’ attitude towards
risk and money market liquidity in major financial centres suggests that
their appetite for higher yields is often whetted by inexpensive leverage
opportunities and is frequently reversed when these opportunities disappear.
Low levels of interest rates may also encourage investors’ apparent discounting
of risk through their generally beneficial effect on portfolio valuations.
The composition of borrowers and the volume of issuance in the primary
international bond market can also be used to exemplify the impact of swings
in investor attitudes towards risk on the general availability of risk capital.
Some tiering in the increase of external finance costs reflecting differences in ... and financial
the perceived creditworthiness of borrowers would be a natural first sign of flows
deteriorating market confidence. Some non-bank borrowers might even be
shut out of the credit market altogether, leaving only the most creditworthy to
launch new issues. The distribution of credit flows may be further accentuated
by changes in the costs of financing for banks, insofar as they themselves rely
on securities markets for raising funds.

International bond issues of the non-financial sector in Asia *
and Latin America
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Sources: Capital DATA; BIS. Graph V.9
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Departure from
normal pricing
relationships ...

Graph V.9 shows the amount of bonds issued by the non-financial
sector in Asia and Latin America broken down by credit rankings. In the
period leading up to the crises, there was a sharp upsurge in sub-investment-
grade issuance, mainly by sovereign borrowers in Latin America in 1997 and in
both regions in 1998. To this extent, the crises of the last two years appear as
corrections following earlier periods of speculative excesses and overextended
portfolios. At the peak of the crises, differentiation between issuers seemed
to depend less on the quality of the ratings than on their very existence.
In all instances considered, the tightening of credit was primarily obtained
through sharp reductions in the share of non-rated issues. Finally, in the
period following the Russian debt default, the severity of deteriorating credit
conditions was felt equally by investment-grade and speculative bonds, as
the markets dried up almost completely. In particular, there were virtually no
rated issues in the private non-financial sector. This feast—famine syndrome
supports the view that the financial crisis of August 1998 was largely a supply-
side phenomenon, driven by a reduction in the availability of risk capital and
the threat of potential losses at banks and securities firms.

Flight to quality and liquidity

The generalised flight from risk when markets are under stress typically
originates in well-identified concerns about credit quality but may later develop
into a full-blown liquidity crisis. It is important to disentangle altered views of
borrowers’ creditworthiness from more generalised disruptions pertaining to
the very functioning of credit markets. The interaction between credit risk and
liquidity risk seems to have had an important bearing on the interdependencies
between markets and the speed of crisis propagation over the last two years.
A few pricing anomalies illustrate how the normal pricing relationship
between spreads and counterparty risk broke down during the recent crisis,
and also help delineate the boundary between a flight to credit quality and one
to liquidity. First, in certain instances marked increases in spreads could not
have been fully ascribed to credit risk, as they reflected lower yields on safe
assets rather than increases in defaultable rates. Second, the yield differentials
between the benchmark 30-year US Treasury bond issue and other less recent
issues peaked at a level of over 30 basis points in mid-October, signalling an
abrupt rise in investors’ demand for the liquidity afforded by the “on-the-run”
issue (Graph V.10). Similarly, the spread between the 10-year Kreditanstalt fiir
Wiederaufbau bond and the German government benchmark issue of the
same maturity more than doubled in a span of only two weeks last August.
Since both bonds benefit from the same government guarantee, this rise must
have been due to the former’s lower liquidity in international bond markets.
Finally, secondary market yields on the most highly rated corporate eurobonds
converged sharply in September, and their subsequent strong co-movement
suggested that their performance was driven by financial institutions’ liquidity
needs rather than the probability of default by individual corporations.
Marked increases in spreads also serve to highlight the complexities
involved in the risk management practices of intermediaries. The surge in
swap spreads in the United States and Europe was consistent with a global
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Liquidity spreads in the United States and Germany
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repricing of credit risk, to the extent that wholesale market players were ... interferes with
themselves exposed to emerging markets and leveraged entities. However, sk management
the marked fluctuations observed in the German swap market cannot be practices
explained by credit factors alone (Graph V.11). Indeed, they partly reflect a

substitution of swaps for bund futures contracts as hedging instruments of

choice for long positions in derivatives markets. With hedging costs soaring

as a result of the widening of spreads and declining bund yields, market-

makers had to fall back on swaps as a cheaper alternative to futures. Financial

intermediaries, which stood as counterparties to market-makers, in turn held

burgeoning long positions in swaps that had to be offset. This eventually

resulted in a contagion effect in the swap market, as the concomitant sales of

swaps depressed their prices, thus putting sharp pressure on their fixed rates.

Spreads between swap rates and 10-year government bond yields
Weekly averages, in basis points
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V . =25
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Source: Standard & Poor’s DRI. Graph V.11
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Relationship
lending aspect of
bank loans ...

The pattern of net international financing in Asia and Latin America offers
a few glimpses of the interdependencies at play between financial institutions
and markets in different episodes when investors were withdrawing from risk.
Financial liberalisation has encouraged borrowers to obtain funds at lower
costs by tapping the international bond markets. However, a well-documented
stylised fact is that riskier borrowers continue to rely on banks, because the
latter are better at helping them in times of financial distress. This reliance
may actually grow in periods of increased risk aversion characterised by high
expected volatility. In those periods, the costs of loan renegotiations are
generally lower than those of bond restructurings, which require a consensus
among a variety of creditors. Banks also have long-standing relationships with
their customers and often privileged access to information, allowing them to
make better continuation/liquidation decisions than more impersonal markets.
By contrast, bond investors’ “frenzy of activity” as they search for high yields
may well turn into a “fright” with a fire sale of assets should a crisis erupt.

Sources of international financing of the non-bank sector
in Asia and Latin America

Percentage changes over previous quarter
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Note: The vertical lines mark the start of the crises in Mexico, South-East Asia and Russia respectively.

1BIS reporting banks’ claims vis-a-vis Asian and Latin American countries. 2 International money
market instruments, bonds and notes. 3 Excluding Hong Kong, Japan and Singapore.

Sources: Bank of England; Capital DATA; Euroclear; International Financing Review; International

Securities Market Association; national data; BIS. Graph V.12
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Graph V.12 provides some evidence pertaining to these observations using ... was put to

data from Asia and Latin America. Some broad features emerge. First, the stock  the test during the
of international debt securities has been more volatile than outstanding bank crists -
credit, in terms of both the amplitude and the dispersion of the swings. Banks
have therefore been relatively supportive of borrowers, as suggested above.
Second, the observed trend decline in the share of intermediated debt helps
explain the increased sensitivity of the financial sectors in these countries
to mercurial shifts in market sentiment. Third, unlike the period around the
Mexican peso crisis and in the second half of 1997, when they partly compen-
sated for the drying-up in international debt securities, banks did not appear to
cushion the outflow of capital in the wake of the Russian moratorium.

In some measure, this change in behaviour bears witness to the increased

dependence of banks on global market conditions. A central feature of last
year’s episode seems to be that banks were constrained by the same funding ... as banks’
problems that their customers were facing. Having made more loans than could ~financial slack
be financed through existing deposits, both US and European banks ran into eroded
liquidity shortages which could not be dealt with by market-oriented solutions.
The securitisation of assets and issuance of new securities were difficult at
a time when equity indices in the banking sector were plummeting. Banks’
financial slack including repayments on previous loans and all liquid assets in
their portfolios was also directly impaired by the overhang of emerging market
losses in the third quarter of 1998. Consequently, banks had to rely on a
narrower set of financing sources, such as the recycling of funds through the
international interbank market and the build-up of new direct deposits from
non-bank investors.

Atypical asset price dynamics

Market participants’ reappraisal of risk following the Russian debt moratorium
put substantial downward pressure on equity prices in all major markets.
Although relatively uncommon, a simultaneous equity market correction Tighter
across a majority of G7 economies is not an unprecedented phenomenon, as ~ co-movement of
it was also observed in October 1987. A further similarity between the two Squity prices ...
episodes was the exceptionally high cross-country correlations of stock price
changes. Global investors found considerably less benefit from international
diversification of their equity holdings during this recent period of stress than
they enjoy during more normal times.
For fixed income markets, one aspect that sets this most recent episode ... and unusual

apart from previous cases of market turmoil is the extent to which interest —combinations of
price dynamics

rate spreads widened as a result of investors’ flight from risk. In the span
in bond markets

of only a few days, required premia for credit and liquidity exposure reached
levels close to historical peaks and in some cases even surpassed these
peaks. In contrast with the bond market turbulence of 1994, when increasing
interest rates in the United States and Germany exposed leveraged duration
bets, last year’s events took place against a background of declining nominal
interest rates. An unusual constellation of market price dynamics for a range
of asset classes played havoc with investment strategies and risk management
systems based on historical statistical relationships (Graph V.13). As certain

98 Bank for International Settlements — 69th Annual Report



Unusual correlations in bond markets
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correlations across asset returns tightened and various spreads moved abruptly
in the opposite direction to benchmark rates, projections of required capital
cushions often proved inadequate, triggering a hastened search for liquidity
by investors. At the same time, generalised uncertainty and heavily skewed
demand for only the safest of assets quickly overwhelmed the capacity of a
shrinking capital base of market-makers and intermediaries to accommodate
these needs. The resulting credit crunch in the form of higher margin calls and
curtailment of credit lines forced investors to raise required funds by selling
securities in markets that initially appeared to be relatively liquid, thereby
transferring the strains to the government bond markets of advanced industrial
countries.

The LTCM episode: a sign of the times?

The near-failure of the Long-Term Capital Management hedge fund prompted
intervention by the Federal Reserve Bank of New York to facilitate a private
sector solution as an alternative to a disorderly bankruptcy. The event provides
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a vivid example of the nature of problems that can arise given the complexity
of today’s financial markets. Although they are not new institutions by any
means, recent attention to hedge funds is a result of the growth in their size
and in their capacity to affect the functioning of markets. By some estimates
there were at least 1,200 hedge funds with own assets of over $150 billion
by mid-1998. These institutions are speculative funds that sidestep certain
disclosure and leverage regulations by limiting their clientele to a small number
of wealthy investors and frequently by operating offshore. They seek high rates
of return by investing in a variety of financial instruments using considerable
amounts of borrowed funds.

LTCM, in particular, appears to have pursued high returns by making An example of the

directional judgements on interest rate spreads and the volatility of market ©OPportunities ...
prices. Since its founding in 1994, it had been able to generate consistently
above normal returns of the order of 40% in 1995 and 1996 and 20% in 1997.
The fund relied on very high levels of leverage to achieve these returns. Its
balance sheet on 31 August 1998 included over $125 billion in assets. This
implies a leverage ratio of more than 25:1 based on its $4.8 billion capital
at the beginning of the year, disregarding the losses it incurred prior to August
and excluding its off-balance sheet exposures. The performance record of
LTCM, together with its reputed use of highly technical pricing models and
trading strategies, made it a symbol of how profitable financial sophistication
could be.

Equally symbolic, in this case of the dangers of the new financial landscape, ... and pitfalls
has been the near-failure of the fund. The unusual price correlations that in today’s market-
followed the Russian debt moratorium caused problems for many financial place, where ...
institutions, particularly those employing a high degree of leverage. In the case
of LTCM, they nearly led to the failure of the fund. Although it had invested
in a wide range of securities, the fund based its strategy on an expectation
of declining credit spreads and asset market volatility. This expectation was
abruptly proved wrong by market developments in August. The rapid sequence
of events that surrounded the fund’s near-collapse illustrates well the greater
speed of financial crisis propagation and the consequent narrowing of the time
frame for corrective action. The first public signs of the fund’s difficulties ... strains
emerged after 2 September with the surfacing of the contents of a letter sent ~ Propagate faster ...
by the LTCM partners to their investors. That letter acknowledged that the
fund had experienced 52% losses from the beginning of the year to 31 August
and that it was seeking an injection of capital. Between 2 and 23 September,
when 14 banks and securities firms agreed to inject $3.6 billion in order to
recapitalise the fund, there was a growing sense of urgency in finding an
orderly resolution. News of the fund’s increasing difficulties was spreading,
as were concerns about the instability that could arise if it were put into
default and its counterparties were forced to close out their positions in an
abrupt and disorderly manner. Moreover, it was felt that the liquidation of any
collateral held by these counterparties, as well as the unwinding of positions
similar to those of LTCM held by other institutions, would have put undue
pressure on already strained financial markets and compounded participants’
nervousness.
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... and spread
wider than before

Credit risk and
market risk

Leverage

The uncertainty about the potential ramifications of a disorderly
bankruptcy of LTCM, in particular the concern that its impact would have
extended to market participants not directly involved with the hedge fund and
beyond the borders of the United States, is illustrative of how inextricably
interdependent institutions and markets have become. Uncertainty was driven
mainly by the scale and scope of LTCM'’s operations, which encompassed many
financial instruments and spanned a variety of markets, as well as by the nature
of its operations, which included many complex contracts. But uncertainty was
also compounded by the condition of the financial markets, which were still
suffering from the instability resulting from the events of the previous month.
The risk of widespread financial troubles that could have arisen if the hedge
fund had suddenly defaulted helps explain the willingness of a number of private
sector firms to contribute to an orderly resolution through a process facilitated
by the central bank.

Lessons from the crisis in September and October 1998

What took both market participants and policymakers most by surprise during
last year’s episode of market turbulence was the extent to which conditions
deteriorated and the speed with which liquidity evaporated in several market
segments. The events of last year highlighted the key role of heightened
credit risk and extensive leverage in determining financial market dynamics in
periods of abrupt shifts in investor sentiment. Moreover, they underscored the
systemic importance of market-making institutions. Looking at the crisis and
the subsequent recovery together also raises critical questions about the
appropriate policy response to financial market fragility and current valuations.

In spite of the attention devoted to equity market valuations before
last summer, the actual trigger for the crisis was the announcement of a
borrower’s default. The events that followed were principally driven by
investors’ reassessment of credit risk. The essential difference between market
risk and credit risk is that, while the former is concerned mainly with the
structure and dynamics of asset price volatility, the latter relates to market
participants’ uncertainty regarding borrowers’ and counterparties’ capacity to
deliver value. It is no coincidence that fixed income and derivatives markets,
where sensitivity to credit risk is more apparent, were the ones most affected
by the turbulence and are also the ones that are suffering any lasting
consequences in its aftermath. These events also illustrated how market
dynamics triggered by generalised concerns about credit risk can give rise to
unusual constellations of price movements. Risk management systems that have
been primarily designed to measure and control market risk are not always
appropriate to characterise price behaviour under these market conditions.
Such systems may actually contribute to the strain as they imply that investors
should scale down portfolio risk by liquidating their positions in a declining
market.

The unfolding of the crisis exposed the extent to which market
participants had taken advantage of a wide variety of leverage methods,
seeking to enhance the return on capital, as well as the problems that arise
when a reversal in market conditions prompts an unwinding of their positions.
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Permissive attitudes towards risk by lenders had generally reduced the cost
and increased the availability of finance. In many cases, intensified competitive
pressures tempted lenders to blunt the sharpness of their instruments designed
to mitigate and control credit exposures. High levels of gearing, implicit in
strategies that made extensive use of derivatives and financing of positions
through short sales of securities, compounded losses as prices of riskier
asset classes declined while government bonds issued by the major industrial
countries became more expensive. Increased margin calls and in some cases
the deteriorating value of posted collateral sent investors scrambling for
liquidity, spreading the impact of this deleveraging to other market segments.

Another important characteristic of this most recent episode of
turbulence was the fact that the functioning of some specific market segments
was severely impaired, sometimes to the point of complete seizure. Institutions
that typically specialise in facilitating the exchange between buyers and sellers
saw their ability to perform a market-making function curtailed by the Market-makers
limitations of their capital base in the face of one-sided demand. Further-
more, in several over-the-counter and derivatives markets, the situation was
further complicated by the fact that market-making had to some extent been
performed de facto by leveraged participants such as LTCM, by virtue of the
size of their positions (see Chapter VIl). The urgent quest for liquidity by such
participants further intensified market strains.

Finally, it is important to recognise that the recovery of many markets
has been nearly as spectacular as their fall. Equity prices in almost all advanced
economies have regained lost ground and in many cases have reached new
highs. The spreads of corporate and emerging market bonds have fallen back
from their peaks and, while they have not returned to pre-crisis levels,
borrowers have met with an increasingly warm reception from investors. This
recovery in itself raises a few questions regarding the correct interpretation of
the crisis episode. One interpretation would view the subsequent recovery as
an indication that the turmoil was the result of inherent dynamics in the
behaviour of financial market participants. In this case the relevant policy
issues are how to prevent, if possible, the recurrence of these phenomena and
how best to promote the resilience of the financial system to such crises. If,
on the other hand, the crisis was a warranted reaction to changing economic
fundamentals, then current valuations may prove to be as fragile as those
prevailing in early summer last year.
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G3 currencies
respond to cyclical
developments

VI. Developments in foreign exchange markets

Highlights

The movements in the main exchange rates in the first half of 1998 were
in large part determined by current and prospective business cycle develop-
ments. The crisis that hit Russia in mid-August raised concerns about the
vulnerability of the US economy and reversed the upward trend of the
dollar against the mark and the yen. Technical factors not directly related
to fundamentals magnified the dollar’s downturn, particularly against the yen.
The size of these swings once again raised the question of the sustainability of
the US current account deficit in the long run.

The crises that hit Russia in August 1998 and Brazil in early 1999 highlight
the persistent vulnerability of emerging market economies. While exchange
rates stabilised in many countries — notably in Asia — during 1998, the volume
of activity in these markets has remained subdued and far below the peaks
reached in 1996.

The introduction of the euro followed a year of convergence and stability
in European foreign exchange markets. In its first months, the new currency
depreciated as a result of cyclical factors. The euro is likely to lead to significant
structural changes in foreign exchange markets, but it is too early to determine
the extent to which it will be used as a transaction, reserve, investment and
anchor currency.

The dollar, yen, mark and euro

Cyclical and technical determinants of the dollar exchange rate

The broad movements of the main currencies in the first half of 1998 were
driven mainly by the relative strength of the real economy and inflation
prospects in the United States, Japan and Germany. However, from the summer
onwards they began to reflect the interaction of these cyclical factors and
other, “technical” factors.

The period of dollar strength against the yen and the mark that had
started in spring 1995 continued until summer 1998 (Graph VI.1). Over three
years, the dollar thus appreciated by 36% against the mark and by 81% against
the yen, taking exchange rates back to levels not seen since the early 1990s.
As in previous years, the strength of the dollar against the yen up to August
was underpinned by continuing signs of robust economic growth in the
United States and persistent indications of weak growth in Japan. These cyclical
developments led to expectations of a tightening of monetary policy in the
United States and a loosening in Japan, reflected in widening forward rate
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Selected exchange rates against the dollar
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differentials (Graph VI.2). Concerns about the fragility of the Japanese banking
sector may have compounded the weakness of the yen.

Trends in the behaviour of the mark/dollar exchange rate during this
period were much less clear-cut. The gains posted by the dollar between
January and early April, when it peaked at DM 1.85, were reversed the following
month, as new data releases indicated that economic recovery was firming in
Germany and market participants began to expect a monetary tightening by
the Deutsche Bundesbank. The mark also profited from further convergence of
official interest rates in Europe, which suggested greater confidence in a smooth
launch of the euro. The ending of uncertainty with the official announcement
on 3 May of the currencies participating in EMU, the procedure to determine
their bilateral exchange rates and the composition of the Executive Board
of the European Central Bank helped the mark bounce back to a level of
DM 1.76 to the dollar. In June and early July, the German currency surrendered
part of these gains and fell back to DM 1.82. This drop can be explained by
the repeated attacks on the rouble from end-May and the perception then
prevalent in financial markets that Germany’s financial and trade links with
Russia made it relatively more vulnerable.

The official announcement of the floating of the rouble and the unilateral
moratorium on Russian debt in mid-August raised concerns that the crisis
could spread to Latin America (see Chapter Ill). Stock markets fell in the
United States and particularly in Europe. Moreover, market participants
came to expect a monetary easing by the Federal Reserve. The change in
expectations was in the event proved correct by the US monetary authorities’
decision to lower interest rates in three steps between September and
November (see Chapter |V). Against this background, the dollar plunged heavily
in two stages. Between 27 August and 7 September it lost about 5% against
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Cyclical factors
weigh on the dollar
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the mark, dropping from DM 1.81 to DM 1.72, and depreciated especially
sharply against the yen, falling by about 8% from ¥143 to ¥131. During the
following weeks, the dollar weakened another 5% against the mark, bottoming
at DM 1.61 in early October. Against the yen, after hovering around ¥132-136,
the US currency took a historically unprecedented fall on 7 and 8 October and
lost more than 13% to reach ¥117.

Option prices demonstrate the change in market sentiment towards the
dollar during this period. At end-August, traders moved towards giving more
weight to prospects of a much weaker rather than a much stronger dollar
vis-a-vis the yen, as suggested by the premium of one-month yen calls over
equally out-of-the-money dollar calls (the risk reversal shown in Graph VI.3
turned negative). At the same time, the strong rise in volatility implied in
yen/dollar options suggests that uncertainty about future movements in
the yen/dollar rate rose substantially. There was also a shift, albeit not as
conspicuous, in the mark/dollar market, where traders switched to putting
more weight on a much weaker rather than a much stronger dollar and implied
volatility rose. A particularly sharp change in market sentiment occurred in the
yen/dollar market in early October, when the balance between expectations of
a much stronger dollar and a much stronger yen tilted clearly in favour of the
latter and the volatility implied in yen/dollar options more than doubled to
reach record levels within a few days. The volatility of the mark/dollar rate also
rose sharply, but reached less than half the level of yen/dollar volatility.

In explaining the events of September and October, two types of
determinants must be distinguished: factors related to cyclical developments
and other economic fundamentals, and technical factors driven by specific
market conditions. Changes in the prospects for the G3 economies may have
favoured the mark and the yen against the dollar. This seems to offer at least a
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partial explanation of the depreciation of the US currency against the mark and
the yen in early September. It is consistent with the spreading of concerns
about the vulnerability of the US economy to fallout from financial turmoil in
Latin America and the decline in US equity markets in late August and early
September. It is also consistent with the shift in market expectations towards
an easing of US monetary policy and the decline in US bond yields during this
period.

However, such factors do not appear to explain the dollar’s plunge in early
October. First, the decline in asset prices in the United States seemed to have
bottomed out. Moreover, Japanese equity markets, which had tracked the
declining yen quite closely since 1997, did not rally as the Japanese currency
strengthened in September and October. This experience contrasts sharply
with the positive correlation between the Japanese stock market and the
yen/dollar exchange rate between January 1997 and July 1998, which was due
to the fact that concerns about weak economic growth and the fragility of the
banking sector in Japan weighed on both (Graph VI.4). This evidence suggests
that in early October market participants did not reconsider their outlook for
the Japanese economy. There were also no signs that the economic recovery
under way in Germany would accelerate.

Nor can cyclical factors explain the unusual steepness of the dollar’s fall,
particularly against the yen. This may have been caused instead by technical
factors unrelated to developments in the real economy in the G3 countries.
One possible explanation is that in September and October highly leveraged
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hedge funds and investment houses may have closed large short yen positions
built up previously in an effort to take advantage of the low financing cost in
that currency. The unwinding of these yen carry trades could have precipitated
the dollar’s decline through two channels. First, the capital base of these
investors may have been severely hit by declining asset prices in the wake of
the Russian crisis. As big losses on their portfolios triggered margin calls, these
leveraged players were forced to close their yen carry trade positions, thereby
creating a sudden large demand for yen. This mechanism may help explain the
magnitude of the dollar’s fall in early September.

A second channel through which yen carry trades may have played a
role is by magnifying shocks that originated in the yen/dollar market. In early
October market participants seem to have reconsidered their expectations
regarding yen/dollar movements in the short term. The sudden change of views
on the yen/dollar rate may have induced investors to close their yen carry
trade positions, thereby pushing the dollar down further. A massive unwinding
of these positions may have contributed to the intensity of the yen/dollar
movements on 7 and 8 October 1998.

Probability density functions estimated from option prices present
evidence of a marked break in market sentiment around these days
(Graph VL5). In the first week of October, they point to a gradual shift
in market participants’ balance of risk towards assigning more weight to a
much stronger rather than a much weaker yen in the short term (the
density functions in the graph overleaf became more skewed to the left).
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On 7 and 8 October, however, a pronounced shift in sentiment occurred, as
the balance of risks swung sharply in the direction of a huge bias towards a
much stronger yen and uncertainty increased markedly (the variance of the
density functions rose steeply). Market conditions normalised somewhat by
12 October, as the uncertainty about future yen/dollar changes abated.

The 1998 Central Bank Survey of Foreign Exchange and Derivatives
Market Activity provides two pieces of indirect evidence that investment
overseas was being financed by low-cost borrowing in yen. First, yen/dollar
option contracts traded over the counter recorded a sharp increase between
1995 and 1998. Second, when measured at constant exchange rates, the
turnover of the yen in spot and forward markets increased at an unusually fast
rate between 1995 and 1998. Moreover, the extent to which leveraged
investors relied on yen carry trades may be illustrated by the large drop in
the net asset value of a major hedge fund around the two days of steep yen
appreciation (Graph VL.6).

The role played by hedge funds in September and October 1998 has some  Policy implications
potential policy implications. In recent years, attention has often focused on the
foreign debt that the United States has accumulated since the 1980s. The steep
fall of the dollar shows that not only the level of this debt but also the way it
is financed can have important consequences for short-term movements in the
exchange rate. The accumulated debt may be absorbed on an unhedged basis
by investors with a long-term perspective that can easily withstand temporary
shocks to their portfolio, such as insurance companies and pension funds. These
investors tend not to react to short-term developments and will therefore
generally play a stabilising role for the dollar. In contrast, leveraged investors
exposed to shocks that affect their capital base may also carry the open
foreign exchange position associated with the debt. However, since they tend
to react very quickly and strongly to losses on their portfolio, they can
contribute to making the value of the dollar more volatile through periodic
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attempts to hedge their exposure. These investors seem to have been
particularly active in 1998. The future path of the dollar may therefore depend
to some degree on which of these two types of investors will dominate. This
conclusion presumes of course that heightened exchange rate volatility will not
induce traditionally longer-term investors, especially in Japan, to hedge their
exposure more actively. This could be another source of short-term exchange
rate volatility and general downward pressure on the dollar during the period
of adjustment.

Starting from lows of DM 1.61 and ¥114 in mid-October, the dollar
climbed back against both the mark and the yen to reach DM 1.69 and ¥124
by mid-November. However, in the following two months the yen recovered
the ground it had lost against the dollar. This appreciation was accompanied by
a sharp rise in Japanese government bond yields from about 1% to almost
2.5% and hence a narrowing yield differential between US and Japanese
government bonds. The upsurge in Japanese long-term rates, which is generally
attributed to a temporary modification of the balance between the supply of
and demand for government bonds in Japan at that time, appears to have been
the main factor bolstering the yen. Concerns about the widening US current
account deficit, which reached record levels in the third quarter of 1998, may
also have contributed to the depreciation of the dollar vis-a-vis the yen. The
latter’s rise halted only when the Bank of Japan intervened on 12 January 1999
as the exchange rate approached ¥108 to the dollar. Between mid-January
and mid-February, as the Bank of Japan eased monetary policy, and particularly
after the decision to scale back the Trust Fund Bureau’s purchases of Japanese
government bonds was reversed, the dollar bounced back to ¥120.

The euro’s introduction on 1 January 1999 prompted strong demand for
the new currency, which brought about an appreciation against the dollar
from $1.1668 (the closing rate of the ECU on 31 December 1998) to $1.18
on that day. Very shortly after, however, market participants refocused on the
uncertainty about economic growth and persistently high unemployment rates
affecting a significant part of the euro area. The steady depreciation of the
euro between January and April 1999 can be explained by the divergent
trends in economic activity in the United States and large parts of the euro
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area. Official data releases in early 1999 provided evidence of surprisingly
strong US economic activity, with GDP growth in the last quarter of 1998
reaching an annual rate of 6.1%. In contrast, economic growth was somewhat
weaker than expected in some euro area countries, especially Germany. As a
result, market expectations regarding short-term interest rates moved in favour
of the dollar, as the widening differential between US and euro area implied
forward interest rates illustrates. Although the amount by which the ECB
decided to ease monetary policy on 8 April took market participants by
surprise, the euro hardly moved against the dollar in the following days.

In the first few months of 1999, the balance of demand and supply in
European bond markets may also have contributed to the depreciation of
the euro. Compared with strong interest by issuers in international bonds
denominated in euros, demand by asset managers for such securities seems to
have been subdued. By mid-April the euro had depreciated to around $1.06
against the background of the continuation of hostilities in the Balkan region.
In the following weeks, the euro traded around levels of $1.06—1.07, not far
from those implied by euro area currencies in April 1998. The depreciation of
the euro since January has been orderly, as indicated by fairly low levels of
volatility, both actual and implied. More generally, any extra uncertainty about
the performance of a new currency remained very limited, as euro volatility
against the dollar was similar to that of the mark, French franc and other
European currencies in 1998.

Long-run perspectives on the dollar

The broad strengthening of the dollar between spring 1995 and summer 1998  The dollar’s

and its subsequent fall and recovery raises once again the issue of different ~movements may be
medium- and long-term perspectives on the value of the currency. Seen Z:Zl:jlil:gi;:n:hi
from a medium-term perspective in terms of flows, the broad exchange rate

movements between spring 1995 and summer 1998 seem consistent with

relative cyclical positions. The strengthening dollar helped shift world aggregate

demand from strongly growing economies to economies with weak demand.

The same is true also for the appreciation of the dollar against the euro in

early 1999.

Put in a longer-term perspective, however, the strengthening of the dollar ... but raise
seems more difficult to explain. There are two main approaches to estimating It:: qt‘ﬁ:m of
the long-term equilibrium values for exchange rates, both of which can yield susfainability
only imprecise estimates. According to the first approach, which looks at the
comparative purchasing power of currencies, the dollar currently appears to be
somewhat above its long-term equilibrium value against the yen and the euro
(Table VI.1). A similar conclusion is reached if the dollar is measured against
necessarily approximate estimates of its fundamental equilibrium value, which
is the level that is consistent with a stable ratio of external debt to output in
the long run.

The combination of a rising trade deficit and an increasing debt
service burden pushed the US current account deficit to the record level of
$233 billion in 1998. As a result, US net foreign debt increased from 16%
to about 19% of GDP. The implications of this net external debt for future
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Crisis hits Russia
and Brazil

Asian foreign
exchange markets
are stabilising

Estimates of the dollar’s long-term equilibrium value

Market rate? PPP2 Trend PPP3 Fundamental
equilibrium
exchange rate*
Yen/dollar 119 163 102 100
Dollar/euro 1.06 1.05 1.15 1.25-1.30

1On 29 April 1999. 2OECD, 1998 for yen/dollar; 1996 for dollar/“synthetic” euro. 3 Warburg
Dillon Read, early 1999. 4 Institute for International Economics, early 1999. TableVI.1

debt servicing requirements are, however, reduced by the fact that rates of
return on US external assets have traditionally been higher than on US liabilities.
US net income turned negative only in 1997, and in 1998 was still less than 1%
of GDP. By contrast, Japan’s net external assets, which now exceed 25% of
GDP, are yielding a net income of only about 1.5% of GDP.

Developments in emerging foreign exchange markets

Two important developments occurred in foreign exchange markets in
emerging economies during 1998 and early 1999 (see also Chapter lll). First,
turmoil hit the rouble in August 1998 and then spread to Mexico, where capital
inflows fell sharply and the currency depreciated markedly. In January 1999
Brazil was forced to devalue the real after intense speculative pressures.
Second, foreign exchange markets in Asia showed signs of stabilising after the
waves of turmoil that had hit them in 1997 and early 1998, allowing monetary
authorities to gradually ease short-term interest rates. As the example of the
won shows (see Graph VI.7), the volatility of the dollar exchange rate, which
had risen sharply in 1997 and early 1998, returned towards pre-crisis levels.
This development paralleled the return to stability of financial markets in the
region and the improved economic performance. Other currencies which had
weathered the turmoil better in 1997, such as the yuan and the Hong Kong
dollar, remained stable throughout 1998 and the early part of 1999.

The greater exchange rate stability to a large extent reflected domestic
factors. In addition, stability was helped by the movements of the yen/dollar
exchange rate and the changing relationship of Asian currencies to it. Before
the crisis erupted in 1997, most emerging market currencies in Asia had been
firmly pegged to the dollar. As a consequence of the large gains posted by
the US currency against the mark and especially against the yen between 1995
and 1997, effective exchange rates in Asia appreciated substantially, causing
considerable losses in competitiveness. This had led to exchange rate pressures
on many Asian currencies and eventually to the severing of their link to the
dollar. In the second half of 1997 and the first half of 1998, the rupiah, the won,
the ringgit and the baht maintained their distance from the US currency and
co-moved more closely with the yen in its downward movements against
the dollar (Graph VI.8). Until August 1998, the closer co-movement with the
weakening yen and looser tie with the strengthening dollar allowed these
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Turnover and volatility in selected emerging markets
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Note: Various structural changes in the Russian foreign exchange market contributed to the sharp
decline in turnover after July 1998.

1Local turnover in the domestic currency, per trading day in the month shown (in billions of US
dollars; left-hand scales), except for Brazil and Mexico, where turnover includes other currencies
(for detailed information, see last year’s Annual Report, Table VI.5). 2 One-month annualised standard
deviation of daily percentage changes in the exchange rate against the US dollar (right-hand scales).

Sources: Central banks; Datastream; BIS calculations. Graph V1.7
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currencies to regain competitiveness. The same is true for most other Asian
currencies with the notable exceptions of the yuan and the Hong Kong dollar,
which remained firmly linked to the US currency.

Given that China’s exports to the United States, the European Union and
Japan have a sectoral profile very similar to those of Korea, Thailand and the
Philippines (Table VI.2), whose currencies had depreciated substantially, the
yuan’s peg to the dollar looked particularly vulnerable when the latter
approached ¥150 in mid-August 1998. However, when the dollar lost about
one-quarter of its value against the yen in the following six weeks, market
participants’ concern that China would abandon its currency peg abated. At
the same time, other currencies in Asia stopped tracking the yen and returned
to moving in line with the depreciating dollar.

After January 1999, movements in Asian currencies tended once again to
be more correlated with the yen. The fact that since mid-1997 most Asian
currencies have tended to co-move most closely with whichever currency was
depreciating — the dollar or the yen — suggests the emergence of a more
eclectic approach to exchange rate management in the region. An exception
is Malaysia, which pegged its currency to the dollar in September 1998 and
introduced strict controls on capital movements. These were partly relaxed in
early 1999.

While exchange rates stabilised in Asia during 1998, the collapse of the
rouble in August, the pressures on the Mexican peso in the following months

Exchange rates against the dollar in selected Asian markets
Thai baht 60 Malaysian ringgit 6
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Note: An increase indicates a dollar appreciation. The shaded areas indicate the yen/dollar exchange
rate (left-hand scale).
Sources: ECB; Datastream. Graph V1.8
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Sources of competitive pressure on Asian currencies

Korea | India | Thai- | Malay- | Singa- | Indo- | Philip- | China | Taiwan
land sia pore nesia | pines
India 38
Thailand 63 44
Malaysia 66 23 58
Singapore 53 17 46 56
Indonesia 37 42 45 41 21
Philippines 69 38 67 71 51 42
China 55 53 62 43 33 47 55
Taiwan 69 30 68 58 60 32 60 54
Hong Kong 52 M 55 45 40 30 56 63 53

Note: The similarity of the commodity composition of exports from Asian countries to the United
States, Japan and the European Union is measured by the Finger index using a two-digit SITC
breakdown of total exports (X.).

For two countries i and j, the Finger index is given by the formula:
64 . . . .

100 3 Min [(XL/X'.), (XL/Xﬁ)] where 64 is the number of sectors.
k=1

The index varies from 0 (complete dissimilarity) to 100 (identical composition of exports).

Sources: F M Finger and M E Kreinin, “A measure of export similarity and its possible uses”, in The
Economic Journal, Vol. 89, pp. 905—-12; OECD; BIS calculations. TableVI.2

and the speculative attack on the Brazilian real which culminated in its floating
in January 1999 show that emerging market currencies remain vulnerable.
Moreover, figures on volumes traded in foreign exchange markets over the past  Activity remains
few years show that activity in these markets is still subdued (Graph V1.7). subdued
Indeed, in some cases, such as Indonesia and Malaysia, turnover is lower than
in 1995. This fact is consistent with the reversal of capital flows to emerging
markets described in Chapter VII. Since August 1998, it has also reflected the
global flight to quality and liquidity (see Chapter V) that followed the Russian
crisis.

Two different types of relationship between market activity and volatility
are shown in Graph VI.7. Following a pattern that is typical of stock markets,
higher volatility in the South African foreign exchange market in 1998 was
associated with higher trading volumes. Conversely, markets that experienced
dramatic turbulence, such as Indonesia in 1997 and early 1998 and Russia in
summer 1998, show an inverse correlation between volatility and activity. In the
case of Russia, for example, foreign exchange market turnover rose at an
extremely fast rate between 1995 and 1997. Following the collapse of the
rouble, market activity dried up almost completely, a development possibly
aggravated by structural market changes.

Intra-European exchange rates

European foreign exchange markets were characterised in 1998 by a smooth
approach to monetary union and remarkable stability in the face of the
turbulence that affected global financial markets. In the first half of the
year, converging policy rates and bond yields in Europe were accompanied by
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The prospect
of EMU plays a
stabilising role

stable intra-European exchange rates and declining foreign exchange trading.
According to the 1998 central bank survey, the share of trading in marks
against French francs in the spot, forward and currency option markets
shrank substantially between 1995 and 1998. This trend accelerated after
the announcement on 3 May of the currencies participating in EMU and the
levels at which bilateral exchange rates would be fixed.

When the Russian crisis sparked a global flight to quality and liquidity in
August 1998, foreign exchange markets in the prospective euro area remained
notably calm. In the following months, the volatility of other legacy currencies
against the mark remained subdued and short-term interest rates converged
towards year-end (see Chapter IV), revealing the stabilising effects of the
approach of monetary union. By contrast, some non-euro area European
currencies were subject to exchange rate pressure between end-August and
October 1998. The difference between the response of the Finnish markka and
that of the Norwegian krone and Swedish krona illustrates the stabilising role
played by the prospect of entering monetary union. While the markka remained
stable against the mark, the volatility of the krona trebled between August and
October as it weakened against the mark (Graph VI.9). In the case of the
krone, this effect was compounded by the continuing fall in oil prices, and the
monetary authorities were forced to increase policy rates markedly in August
and ultimately to retreat from their exchange rate objective.

The weakness of the krona against the mark over most of 1998 also
reflected the economic slowdown in Sweden, which led authorities to make
repeated cuts in official rates. During the fourth quarter, the krona stabilised
against the mark. Moreover, the differential between Swedish and German bond
yields narrowed as market participants came to expect an earlier entry of
Sweden into EMU.

Selected exchange rates against the mark and the euro
Weekly averages, end-1998 = 100 (inverted scale)

Against the mark Against the euro
Danish krone —— Swedish krona 85
Norwegian krone Pound sterling
——— Swiss franc
90
95

M N 100

l l | l l | l l l l l l | 105
1998 1999

Note: A decline indicates a mark (euro) appreciation.
Source: ECB. Graph V1.9
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The behaviour of two major European currencies outside the euro area —
the pound sterling and the Swiss franc — also reflected underlying cyclical
factors and associated monetary policy responses. The weakening of the
pound against the mark in the first three quarters of 1998 can be attributed
to changes in market expectations for interest rates in the United Kingdom
in response to incoming data indicating slowing UK growth. The downward
shift in expectations, evident from implied forward interest rates (Graph V1.2),
was in the event borne out by the gradual decline of UK short-term rates
between October 1998 and April 1999. Against the euro, the pound traded
in a narrow range and appreciated gradually from £0.71 to £0.66 between
January and April 1999. Sterling’s appreciation against the euro at a time when
the euro was weakening against the dollar echoes its behaviour relative to the
mark and the dollar since the early 1990s.

The Swiss franc, following a pattern similar to that observed in the past,
depreciated against the mark as the latter weakened in the first half of 1998,
and strengthened as the mark recouped its losses against the dollar in the
second half. Against the euro, the Swiss franc depreciated slightly between
January and April 1999 as the euro fell against the dollar. Its movements against
the new currency thus replicated the pattern that held in the past with respect
to the mark. The desire of the Swiss authorities to maintain this relationship
was illustrated by their synchronised monetary policy move on 8 April 1999
when the ECB lowered rates.

Foreign exchange markets after the introduction of the euro

In the first few months after the introduction of the euro, attention focused on
the short-term changes in the value of the new currency, and in particular its
depreciation against the dollar. However, the advent of the euro is likely to
cause structural changes in foreign exchange markets. These changes, the timing
of which is difficult to predict, are related to the role that the euro plays in the
future as a transaction, reserve, investment and anchor currency. The euro
represents an economic area that accounts for 16% of world GDP and 30%
of world trade, shares that are comparable to those of the United States, but
it is an open question whether the euro will eventually match the dollar in
importance.

The euro may play a major role as a vehicle currency in transactions. The
use of a currency in foreign exchange markets provides one common measure
of its importance as a transaction currency. Judged by the data reported in the
1998 triennial survey, the dollar is still by far the dominant vehicle currency
(Table VI.3). Taking account of the part of total trading that disappeared at the
start of EMU, the dollar is estimated to appear in 94% of all transactions in
spot and forward contracts. Estimates based on trading in euro area currencies
in 1998 suggest that, at the start of EMU, the euro was being used in about
509% of all foreign exchange transactions. In the long run, the share of the euro
will probably rise, but the extent will depend on the role it plays as a reserve,
investment and anchor currency.

Sterling and the
Swiss franc co-move
with the euro ...

.. as they did
before with the
mark

The importance of
the euro depends
on its role as a
transaction ...
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Foreign exchange markets and EMU

Turnover?! in 1995 Turnover?! in 1998
Total vs. vs. EMU Total Vs. vs. EMU
US dollar | currencies? US dollar | currencies?
in billions of US dollars

US dollar 1,313.4 - 1,741.0 -

EMU currencies? 869.8 551.4 201.13 968.4 709.1 125.13
Deutsche mark 583.8 364.9 106.1 602.7 413.1 62.4
French franc 127.2 72.5 51.7 102.6 82.6 17.1

ECU 36.2 25.2 10.9 28.2 22.7 5.6

Japanese yen 3714 329.9 407.2 363.3

Pound sterling 139.7 102.8 211.9 159.4

Swiss franc 116.3 85.7 138.8 108.7

Total 1,571.8 1,313.4 1,981.6 1,741.0

Note: Estimates shown in italics.

1 Average daily turnover, net of local inter-dealer double-counting. The table reports the turnover
in which a given currency appears on one side of a transaction; consequently, each transaction is
counted twice. To take this into account, the total (which also includes other and unallocated
currencies) is divided by two. 2In the survey, decompositions are available only for the Deutsche
mark, French franc, pound sterling, ECU and the sum of all other EMS currencies. In order to estimate
turnover for EMU currencies, the sum of other EMS currencies is broken down using figures on local
currency trading based on the methodology used in Table V.5 of the 67th Annual Report. 3 Before
the start of EMU, foreign exchange transactions between prospective members’ currencies were
sometimes carried out using the US dollar as a vehicle. As a result, an estimation of the current
importance of the euro, the dollar and the yen based on the subtraction of intra-EMU turnover in 1998
leads to an overestimation of importance for the euro, an underestimation for the yen and a correct
estimation for the dollar.

Sources: Central Bank Survey of Foreign Exchange and Derivatives Market Activity (1995, 1998); BIS
calculations. Table V1.3

In the meantime, what is certain is that the introduction of the euro has
caused a shrinkage of foreign exchange markets. According to the 1998 survey,
trading between prospective EMU currencies that in 1995 accounted for 13%
of total turnover contracted to less than 6% in 1998. It is noteworthy that the
disappearance of one important segment of foreign exchange markets has not
been offset by increased activity in emerging market currencies, as was earlier
expected. Trading in such currencies actually declined between 1997 and 1998.

...reserve ... In evaluating the role of the euro as a reserve currency, it is necessary
to distinguish between short-term developments and long-term prospects.
In recent years, the share of worldwide official reserves invested in dollar-
denominated instruments has remained fairly stable at around 70% (Table VI.4).
The shares of the mark and the yen are much smaller and amounted to about
11% and 5% respectively at end-1998. The decline in the share of European
currencies other than the mark, including the ECU, explains to a large extent
the decline in non-dollar reserves in 1998. Taken together, the EMU currencies
accounted for about 15% of world reserves in 1998. As the holdings of EMU
currencies by countries in the euro area have disappeared, the dollar’s share in
total reserves will have increased somewhat. Over the longer run, how much
the euro’s weight in world reserves will exceed the sum of its constituent
currencies will depend on central banks’ future reserve management strategies.
The role that it plays as an anchor currency may also be relevant, if countries
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Official foreign exchange reserves

1995 1996 1997 1998 Amounts
outstanding
at end-1998

in billions of US dollars

Changes, at current exchange rates

Total 198.5 172.3 52.7 63.8 1,636.1
Industrial countries 79.3 69.6 -12.0 - 05 690.4
Asia’ 49.4 64.2 8.8 61.9 562.9
Latin America? 214 24.0 10.8 - 84 132.7
Eastern Europe’ 34.6 -26 5.1 48 733
Other countries 13.8 171 40.0 6.0 176.8

Changes, at constant exchange rates*

Total 180.8 200.3 1114 28.8 1,636.1
Dollar reserves 142.5 162.1 78.3 25.7 1,144.6
held:
In the United States® 106.0 128.0 221 - 72 7273
With banks outside the USé -15.4 19.2 — 44 - 48 117.0
Unallocated 51.9 14.9 60.5 383 300.9
Non-dollar reserves 383 382 33.1 3.1 4915
of which held with banksé 7.6 8.0 17.2 -22.9 111.7

1 China, Hong Kong, India, Indonesia, Korea, Malaysia, the Philippines, Singapore, Taiwan and Thailand.
2 Argentina, Brazil, Chile, Colombia, Mexico and Venezuela. 3 Bulgaria, Croatia, the Czech Republic,
Estonia, Hungary, Latvia, Lithuania, Poland, Romania, Russia, Slovakia and Slovenia. 4 Partly estimated;
valued at end-of-year exchange rates. The residual has been allocated on the basis of known reserves.
5 Excludes foreign military sales prepayments and the current value of zero coupon bonds issued to
the governments of Argentina, Mexico and Venezuela as collateral for their Brady bonds. ¢ Deposits
by official monetary institutions with BIS reporting banks.

Sources: IMF; national data; BIS. Table VI.4

pegging their currencies to the euro prefer to hold their reserves in that
currency. Given the high levels of reserves held in emerging market countries,
their exchange rate policies may become particularly important in this respect.
Against the background of strongly rising international bond and equity ...investment...
flows (Table VL.5), the euro may play a significant role as an investment currency.
In the first quarter of 1999, there was substantial bond issuance in euros.

Cross-border transactions in bonds and equities™®

1975|1980 | 1985] 1990|1991 1992 1993|1994 1995 | 1996 | 1997 | 1998
as a percentage of GDP

United States 4| 9| 35| 8| 96|107 | 129|131 | 135 | 159 | 213 | 230
Japan 8| 62119 92| 72| 78| 60| 65| 79| 96| 91
Germany 5| 7| 33| 57| 55| 85| 170 | 158 | 172 | 200 | 257 | 334
France na. | 5| 21| 54| 79| 122|187 | 197 | 187 | 258 | 314 | 415
Italy 11 4| 27| 60| 92| 192|207 | 253 | 470 | 677 | 640
Canada 3| 9| 27| 65| 83| 114 | 153 | 206 | 187 | 251 | 355 | 331

* Gross purchases and sales of securities between residents and non-residents.

Source: National balance-of-payments data. Table VL5
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The role of the dollar, mark and yen as anchor currencies

Share of local currency| Exchange Share of local currency | Exchange
turnover (in %) against!|  rate turnover (in %) against!|  rate
us$ | DM Yen elasticity? us$ | DM Yen elasticity?
Asia Eastern Europe
Indian rupee 900| 29| 10 0.09 Czech koruna* 428 | 535 | 3.6° 0.75
Korean won 973 | 05 1.5 0.29 Hungarian forint 715 | 254 | 00 0.45
Taiwan dollar3 90.5 13| 44 0.24 Polish zloty 789 | 198 | na 033
Thai baht 96.7 0.3 1.9 0.33 Slovak koruna 85.0 | 119 3.25 0.63
Latin America Other currencies
Brazilian real 85-906| na.| na. 0.55 New Israeli shekel| 892 | na. | na. 0.28
Colombian peso | 100.0 0 0 -0.08 Saudi riyal 98.1 02| 0.1 0
Mexican peso na. | na | na -0.96 South African rand| 950 | 18| 32 0.11
New Peruvian sol | 100.0 0 0 0.03 Turkish lira 100.0 0 0 0.68

1 Shares in foreign exchange turnover are computed as the ratio of local trading of the domestic currency against the
dollar, mark and yen to total local trading of the domestic currency (July 1998). 2 Exchange rate elasticities are estimated as
coefficients in the regression X; = a + 3 (DM/$); + y (yen/$): + u;, where X: is the dollar exchange rate of a currency. All variables
are percentage changes. The regression is estimated with monthly data over the sample period 1993:1-1998:12. The values
reported are elasticities with respect to yen/dollar changes for Asian currencies and with respect to mark/dollar changes for all
other currencies. An elasticity close to 0 indicates a high co-movement with the dollar. 3 April 1998. 4 October 1997.
5 Includes other currencies. ¢ Estimate.

Sources: Central banks; Datastream; IMF; BIS calculations. Table VI.6

As suggested in the 67th Annual Report, the response of liability managers
as well as asset managers to the introduction of the euro will be crucial in
determining the development of the new currency. The euro will certainly
benefit from the growing integration of European government bond and private
bond markets. The segmentation that remains in some of these markets, which
is due inter alia to differences in national regulations, tax regimes and market
practices, indicates that it may also take some time for the euro to have an
impact on private portfolio behaviour.

... and anchor The euro’s role as monetary anchor for other currencies is likely to evolve

currency from that which the mark played up to end-1998. The co-movement of
exchange rates with the dollar, mark and yen suggests that the dollar plays a
dominant role in Asia, Latin America and other regions (Table VI.6). Evidence
from the currency composition of foreign exchange market turnover points in
the same direction. In 1998 the anchoring role of the mark was limited to
Europe, suggesting that the role of the euro as an anchor may be confined to
that region (and the previous sphere of influence of the French franc) in the
near future. In early 1999 sterling, the Swiss franc, the krona and most eastern
European currencies reacted to changes in the euro/dollar rate in broadly the
same way as they had reacted to mark/dollar movements in the past. On
average, for every 1% depreciation of the euro against the dollar, the Swiss
franc depreciated by about 1.1%. The krona tracked the euro less closely, as
it tended to depreciate by about 0.7% for every 1% decline of the euro,
while the pound tended to share about half of the euro’s movements against
the dollar. The Czech koruna behaved similarly to the krona, while the zloty
on average shared less than one-third of the euro’s changes against the dollar.
In contrast, the forint co-moved more with the euro than with the mark.
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VIl. International financial markets

Highlights

The Russian debt moratorium announced in August 1998 was a watershed
event for international financial markets. Admittedly, recurrent strains since
the onset of the Asian crisis in July 1997 had already had a considerable impact
on overall market conditions. But, until last summer, expansionary factors
generally remained sufficiently strong to offset growing concerns about
exposures to credit risk. Prime among these supportive elements were the
search for higher returns in a favourable monetary environment, the partly
related international diversification of portfolios, the wave of mergers and
acquisitions in the industrial world and the gradual emergence of a pan-
European financial market. The unexpected Russian decision led to a dramatic
loss of market confidence, which was compounded in September by revelations
concerning the size of exposures faced by Long-Term Capital Management
(LTCM). Issuing conditions tightened abruptly for all but the most creditworthy
borrowers, new financing through international banking and securities markets
was severely curtailed and secondary market trading plunged for all risky
instruments. Although the easing of official rates brought a measure of calm
and breathed new life into primary and secondary markets, concerns remained
about the soundness of the global financial system.

Activity in international financial markets'
In billions of US dollars

Announcements Effective financing: total  Effective financing: non-banks?
Securities issues Securities issues3 500
—— Syndicated Bank credit*
credit facilities 400

300

7aN
vZAINPC
~/ \—/ A

~_~“"] 0

| | | | | |
94 95 96 97 98 94 95 96 97 98 94 95 96 97 98

1 Two-quarter moving averages. 2 Excluding non-bank financial institutions for securities issues.
3 Gross issues minus repayments. 4 Exchange-rate-adjusted changes in gross international bank claims.

Sources: Bank of England; Capital DATA; Euroclear; International Financing Review (IFR); International
Securities Market Association (ISMA); national data; BIS. Graph VII.1
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Estimated net financing in international markets'

1993 1994 1995 1996 1997 1998 Stocks
at end-
1998
in billions of US dollars
Total cross-border bank claims? 3164 | 2749 | 680.1 | 5327 | 1,142.6 | 331.0 | 9,665.4
Local bank claims in foreign currency -0.9 02| -36.0 71.4 421 12.1 | 1,382.8
minus: Interbank redepositing 115.5 85.1 | 3141 | 1841 | 719.8| 2281 | 55632
A = Net international bank claims3 200.0 | 190.0 | 330.0 | 420.0 | 4650 | 1150 | 5485.0
B = Net money market instruments -6.2 33 174 411 19.8 7.4 194.5
Total completed bond and note issues .| 5041 | 5368 | 859.6 | 1,014.0 | 1,167.8
minus: Redemptions and repurchases .| 2538 | 291.0 | 3634 | 460.5| 4975
C = Net bond and note financing 1949 | 2503 | 2458 | 4962 | 5535 | 6703 | 41216
D= A+B + C=Total international financing | 388.7 | 443.6 | 5931 | 9573 1,0383 | 7927 | 9,801.1
minus: Double-counting4 113.7 386 48.1 | 1973 | 1633 | 2277 | 1,456.1
E =Total net international financing 2750 | 405.0 | 5450 | 7600 | 8750 | 565.0 | 8345.0

1 Changes in amounts outstanding excluding exchange rate valuation effects for banking data and euronote placements;flow data
2Banks in the G10 countries plus Austria, Denmark, Finland, Ireland, Luxembourg, Norway, Spain, the
Bahamas, Bahrain, the Cayman Islands, Hong Kong, the Netherlands Antilles and Singapore, and the branches of US banks in
Panama. 3 Excluding, on an estimated basis, redepositing between reporting banks. 4 International debt securities purchased
or issued by the reporting banks, to the extent that they are included in the banking statistics as claims on non-residents.

Sources: Bank of England; Capital DATA; Euroclear; IFR; ISMA; BIS. Table VII.1

for bond financing.

The Russian
moratorium ...

On the face of it, and despite the significant losses experienced by some
key players, the international interbank market seems to have withstood
fairly well the massive unwinding of leveraged positions and the abrupt shift
in investor preference towards safe and liquid assets. Meanwhile, financing
through the international securities market continued to be supported by
longer-term influences, with highly rated borrowers even stepping up their
issuance in a context of fierce competition between underwriters. Finally,
derivatives markets once again accommodated the reconsideration of existing
positions and strategies. Nevertheless, the resilience of markets should not
obscure the fact that both market participants and the authorities were
caught by surprise by the extent of the turnaround, which revealed serious
deficiencies in existing risk management systems and regulatory oversight,
as well as in market transparency.

The international banking market

In the area of syndicated loan facilities, mergers and acquisitions in North
America and Europe maintained activity at a fairly high level in 1998, but
total announcements nevertheless declined by 16% (to $957 billion). Facilities
arranged for emerging market names nearly halved (to $68 billion) and
decreased further in the first quarter of 1999. The Asian crisis that erupted
in mid-1997 had already rendered the environment much less favourable to
borrowers. The retreat of Japanese and other Asian banking groups led to a
further tightening of lending conditions. In that sense, the Russian moratorium
merely reinforced banks’ reconsideration of exposures and risk management
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methods. The growing presence of institutional investors and investment banks,
and more active secondary market trading, brought pricing more into line with
that prevailing in the international securities market. At the same time, the
increasing use of credit derivatives provided some scope for a more rapid
adjustment of exposures, although the global financial crisis highlighted a number
of deficiencies in that market segment (see the section on derivatives markets).

The deterioration in the financial environment in the course of 1998 was
more clearly apparent in the detailed BIS international banking statistics, which
refer to actual lending rather than announced facilities. Thus, while banks cut
their exposure to Asian emerging market economies by a record amount in the
first quarter of the year, their retrenchment subsequently spread to other
regions of the developing world. Then, in the third quarter, at the height of
the Russian crisis, the retreat by banks reached the industrial world. There was,
in particular, a sharp cutback in new loans to non-bank customers located in
financial centres which are host to hedge funds. Parallel sales of securities by
reporting banks also provided evidence of the unwinding of collateralised

... accentuates
banks’ retreat from
the developing
world ...

borrowing. Although the retrenchment from emerging economies moderated ... and causes
in the final quarter, deleveraging and investors’ flight to safety reached a climax, ~2n absolute
. . L . . contraction of
leading to an absolute contraction in international bank credit aggregates. ..
Meanwhile, non-bank depositors displayed a strong preference for placing funds
with banks perceived to be less exposed to the financial upheaval.
Main features of international banking activity"
1993 1994 1995 1996 1997 1998 Stocks
at end-
1998
in billions of US dollars
A = Claims on outside area countries 11.6 | 366 | 1208 | 1414 | 986 | —29.6 | 1,200.7
B = Claims on inside area countries 2514 | 2283 | 506.5 | 4462 [1,095.0 | 3944 | 9,630.5
(1) Claims on non-banks 122.7 | —49.3 | 189.5 | 3022 | 2424 69.9 | 2,935.1
(2) International financing of domestic lending 13.3 | 192.5 29| —40.1 | 1328 | 964 | 1,132.3
(3) Interbank redepositing 1155 | 851 | 3141 | 1841 | 7198 | 228.1 | 5563.2
C = Unallocated 525 10.1 16.8 16.4 -88 | -21.7 216.9
D= A+ B +C=Gross international bank claims| 3155 | 2751 | 644.1 | 604.1 [1,184.8 | 343.1 | 11,0482
E = D — B(3) = Net international bank claims 200.0 | 190.0 | 330.0 | 420.0 | 465.0 | 115.0 | 5,485.0
A = Liabilities to outside area countries 148 | 746 | 964 | 1018 | 772 | -132| 1,047.9
B = Liabilities to inside area countries 112.5 | 539.2 | 3385 | 3250 | 950.1 | 337.6 | 87281
(1) Liabilities to non-banks 86.2 | 1328 | 116.7 | 2257 | 202.8 44.0 | 2,053.7
(2) Domestic funding of international lending 85.6 | —64.4 189 | =31.7 | =31 | 244 13182
(3) Interbank redepositing -593 | 4709 | 202.9 | 131.0 | 7504 | 269.2 | 5356.2
C = Unallocated 43.0 471 980 | 1241 | 188.1 59.8 | 1,0651
D= A+ B+ C=Gross international bank 140.7 | 660.9 | 5329 | 551.0 [1,2154 | 384.2 [ 10,841.2
liabilities
Memorandum item: Syndicated credits? 2794 | 477.1 | 697.7 | 900.9 |1,136.3 | 957.3
1 Changes in amounts outstanding excluding exchange rate valuation effects. 2 Announced new facilities.
Sources: Capital DATA; BIS. Table VII.2
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... as the impact
of growth factors
subsides

Active inside area
lending in the first
half of the year ...

... facilitates
leveraged
transactions ...

Growth factors masked for some time the negative impact of these
developments on international banking flows. One was the phasing-in of EMU,
which acted as a catalyst for the expansion of cross-border business in Europe.
Another was the active role played by banks in securities markets. Indeed, the
sharp movement recorded in banks’ holdings of certain types of securities in
the course of the year illustrated the importance of their proprietary trading
transactions in overall activity. An additional supportive influence was the active
reshuffling of world liquidity through the international interbank market. These
elements, together with the international expansion of some European banking
groups, also compensated for the pullback of Japanese banks and the indirect
impact of the turmoil on banks with actual or perceived links to major debtors
or leveraged investors.

Business with countries inside the reporting area

In the first half of 1998, international banking activity was already heavily
focused on borrowing entities located in Europe, North America and
Caribbean centres, at the expense of Japan and most emerging market
economies. This pattern of lending helped delay the widening of risk premia
within the group of inside area borrowers other than Japan (see footnote 2 to
Table VII.1 for a definition of the BIS reporting area). It may also have indirectly
facilitated the financing of leveraged strategies. Of note was the strong
build-up in banks’ holdings of securities issued by developed country names
during this period, although the extent of trading plays associated with it
was only revealed in the subsequent unwinding. The abrupt swings in credit
availability which took place in the course of the summer were most evident
in transactions with the non-bank sector located inside the reporting area.

Currency and nationality structure of international bank lending?
Percentage shares, at quarter-end

By currency By nationality of reporting banks

e US dollar EMS currencies? United States Euro-113
Yen Sterling 50 Japan United 50
Kingdom

\_\—\,———/\— 40
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| | | | | 0 | | | | | 0
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1 Cross-border claims and local claims in foreign currency of banks located in industrial reporting

countries. 2 Belgian franc, Deutsche mark, French franc, guilder, lira and the ECU. 3 Excluding
Portugal.
Source: BIS. Graph VII.2
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Banks’ external claims on countries outside the reporting area*
1996 | 1997 1998 Stocks
Year | Year | Year | Q1 | Q2 | Q3 | Q4 | e
1998
in billions of US dollars
Total outside area 1414 | 986 | -296 | — 5.0 | — 45 | -25.7 5.6 | 1,200.7
Developed countries 228 | 252 | 308 9.5 2.3 88 | 102 248.2
Eastern Europe 108 | 185 |- 0.5 6.3 46 | -104 | - 1.0 108.8
Russia 6.8 98 | — 6.3 3.3 2.7 | -10.7 | — 1.6 547
Developing countries | 107.9 | 549 | -59.9 | —20.8 | —-11.4 | —24.1 | — 3.6 843.7
Latin America 285 341 0.7 12.7 20| - 80| - 6.1 309.0
Argentina 54 73 |- 03 1.5 |- 02 1.2 | - 2.8 46.5
Brazil 16.7 10.7 | — 3.9 8.1 06 |- 80 |- 45 98.2
Mexico 0.1 23 1.5 1.3 -03|- 09 1.4 76.3
Middle East -0.1 10.5 233 | - 0.8 6.2 75 10.5 106.6
Africa -04 26 | - 11 08| -17|- 02 0.0 58.7
Asia 79.8 76| -828|-335|-180|-234 |- 79 369.3
China 13.5 114 | - 83 03|-33|- 63 1.0 82.7
Indonesia 9.4 57 1-127 | -50|—-40 |- 21 |- 16 505
Korea 266 | — 43| -301|-164 |- 42 |- 47 |- 49 74.6
Thailand 951 -175|-240| -85 |-53 |- 48 |- 54 56.6
* Changes in amounts outstanding excluding exchange rate valuation effects.
Source: BIS. Table VII.3

While the cutback in the third quarter was limited to entities located in the
United States and some of the Caribbean centres (where a number of hedge
funds are registered), the retreat turned into a stampede in the fourth. This was
reflected in a 9% annualised contraction in the volume of international bank
credit extended to inside area non-bank customers.

On the liabilities side of reporting banks’ international balance sheet,
new deposits by non-bank investors located in the reporting area appeared
sufficient until the summer to offset the loss of deposits from emerging market
countries. Signs of strains became apparent in the third quarter, when such
depositors showed a preference for holding assets with a select number of
banking groups. The imbalance became particularly acute in the fourth quarter,
when inside area non-banks withdrew massively and across the board from the
international banking market (—22% on an annual basis). This sheds light on the
much publicised international credit crunch of last October. With hindsight, it
appears that the disruption in international banking intermediation that took
place during this period was due as much to banks’ reduced ability to attract
funds as to their own reluctance to extend credit. This explains the injection of
liquidity by the monetary authorities of the major countries, which prevented
further systemic repercussions.

Business with countries outside the reporting area

There was a sharp turnaround in banks’ credit flows to emerging and transition
economies in 1998 (to —$60 billion from +$73 billion in 1997), although it
varied considerably across regions, in terms of both timing and magnitude. In
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Banks’ pullback
from Asia ...

... widens in the
summer ...

... to include
China...

... and Brazil

International bank and securities financing by region
In billions of US dollars

Asia’ Latin America Eastern Europe

Borrowing from 20
banks?
Securities issuance3
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1 Excluding Hong Kong, Japan and Singapore. 2 Exchange-rate-adjusted changes in BIS reporting banks’
claims vis-a-vis the respective regions. 3 Net issues of international money market instruments,
bonds and notes.

Sources: Bank of England; Capital DATA; Euroclear; IFR; ISMA; national data; BIS. Graph VII.3

the case of Asia, the crisis that emerged in summer 1997 reached a climax in
the first quarter of 1998 as reporting banks sharply reduced their exposures
to Indonesia, Korea, Malaysia and Thailand. An improvement in market
conditions, especially with respect to Korea, was short-lived as emerging
market borrowers bore the brunt of investors’ flight to safety after the
announcement of the Russian moratorium in August. Reporting banks
subsequently continued to reduce their exposure to this group of countries,
but they also withdrew from China amidst growing uncertainty concerning the
financial situation of local holding companies and the sustainability of the
exchange rate (see Chapter lll). The widespread retreat among the various
nationality groups of lending banks and the high proportion of short-term
debt in the total banking exposure to Asia (60% at end-1997 on average)
aggravated the disruption to local economies.

Contagion beyond Asia was contained for some time, but as the year
progressed there was evidence of a credit squeeze for other emerging market
countries as well. In Latin America, one striking development was the
turnaround that took place in banks’ credit relations with Brazil between the
first and second halves of the year. Record high domestic interest rates and
new regulations induced strong inflows of bank funds in the early part of
the year. However, the movement was more than fully reversed thereafter as
developments in Russia led to a particularly severe reassessment of exposure
to Brazil. The impact of the Russian crisis, the unwinding of leveraged positions
following the near-collapse of LTCM and the suggestion of enhanced private
sector burden-sharing in the context of a precautionary IMF support package
for the country probably encouraged creditors to reduce their exposure prior
to the devaluation of the real in early 1999. Interestingly, banks’ pullback from
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Main features of international banking claims by region
As a percentage of total claims, at year-end?
Short-term claims Claims of banks based in:
[ North America [ Japan 1 Europe
Asia? Latin America Eastern Europe
— =] 80
60
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= - 40
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| 20
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1For 1998, end-June. 2 Excluding Hong Kong, Japan and Singapore.
Source: BIS. Graph VIl.4

other countries in the continent was more muted, with Argentina retaining Contagion
some access to the international banking market well into the third quarter and ~ elsewhere is
Mexico raising fresh credit in the fourth quarter, albeit at wider spreads. muted...
The insulation of Latin America in the first half of 1998 from the crisis
originating in Asia has already been noted in Chapter Ill. The continuing,
albeit reduced, ability of Argentina and Mexico to tap the international markets ... suggesting
thereafter suggests a greater differentiation of country risk among investors. —greater
However, other fundamental factors may have accentuated this tendency. Sgiel:fr';tlfitsf??f
First, the implicit assumption that countries in the region were covered by an
international safety net encouraged banks to exploit existing interest rate
differentials, thus enabling credit spreads to stabilise (see the last section of this
chapter). Second, European and North American banks were keen to further
strengthen their presence in Latin America and build up links with local banking
systems perceived to have reached a fairly advanced stage of restructuring.
Third, with the exception of Brazil, the weight of banking debt falling due in
1998 was considerably lower than in Asia. This alleviated external financing
pressures, at least in the short term, the more so as in some instances the
needs could be met in the international securities market.
In eastern Europe, the BIS international banking data provide evidence of
the persistence of bank financing to Russia right up to the decision by the
authorities to declare a moratorium on part of the country’s debt. This has
been attributed to the confidence of creditors in the country’s ability to service
its obligations or to secure an international support package in the event of
servicing difficulties. That event was followed by a massive drop in the dollar
value of banks’ exposure to Russia, largely through a sharp markdown in the
portfolio value of defaulted securities. Indeed, that country accounted for the
whole of the decline seen in reporting banks’ claims on the region in the
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...and
notwithstanding
the Russian shock

A record volume
of securities
issuance ...

second half of the year. Other eastern European countries do not appear to
have been subject to a significant drying-up of bank credit during that period,
perhaps owing to a more favourable economic climate and growing links with
EU countries.

At the same time, notwithstanding the combined impact of contagion and
falling oil prices, international banking funds continued to flow to the Middle
East. In particular; Saudi Arabia and the United Arab Emirates continued to
capitalise on their high credit standing to tap the banking market on a large
scale.

The international securities market

Despite the trend rise in repayment flows and the drying-up of business
in money market instruments, net new financing through international debt
securities reached a new record in 1998 ($678 billion). Issuing conditions varied
markedly in the course of the year. Brisk activity in the first quarter reflected
both issuance that had been delayed by the deepening of the Asian financial
crisis in late 1997 and the more accommodative monetary stance that followed.

Main features of international debt securities issues’

1993 1994 1995 1996 1997 1998 Stocks
at end-
1998

in billions of US dollars

Total net issues

Other countries

Other currencies

Public sector5
Corporate issuers

Memorandum item:

Money market instruments? - 62 33 174 411 19.8 74 194.5
Bonds and notes? 194.9 250.3 245.8 496.2 553.5 670.3 | 4,121.6
Developed countries 114.8 | 2055 | 2284 | 411.0| 4490 | 5702 | 3,506.2
Europe3 147.7 167.1 159.8 | 2432 | 2579 | 2796 | 20292
Japan =521 =59 =29 16.3 -04 | -198 31841
United States - 4.0 229 56.3 131.8 176.9 282.6 845.0
Canada 19.2 16.6 87 8.8 101 21.5 207.4
Offshore centres 10.2 72 1.7 16.3 14.5 11.6 61.0

International institutions 36.2 85 11.0 21.8 20.6 55.1 3713
US dollar 28.6 66.5 69.0 261.7 3320 4111 | 1,9719
Yen 29.3 86.0 81.3 85.3 346 | -293 487.5
Euro area currencies 82.6 80.2 84.3 135.8 139.0 2203 | 1,173.8

Financial institutions#* 51.4 136.1 167.9 346.9 360.0 368.3 | 2,022.6

Announced bonds and notes 5346 | 4925 | 5345 | 861.1 11,0109 | 1,172.7

188.7 253.6 263.1 5373 5733 677.7 | 4,3161

27.6 325 22.1 88.2 89.2 40.9 3775

48.3 20.9 28.5 54.4 67.8 75.5 682.9

130.7 1031 733 118.5 89.0 1821 | 1,273.2
6.6 14.4 22.0 719 124.3 1272 1 1,020.0

" Flow data for international bonds; for money market instruments and notes, changes in amounts outstanding excluding
exchange rate valuation effects. 2 Excluding notes issued by non-residents in the domestic market. 3 Excluding eastern
Europe. 4 Commercial banks and other financial institutions. 5 Governments, state agencies and international institutions.

Sources: Bank of England; Capital DATA; Euroclear; IFR; ISMA; BIS. TableVIl.4
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The climate soured in August, when the Russian moratorium closed market
access to all but the best names. A round of official interest rate reductions
brought a measure of calm and allowed a resumption of activity, although
anxiety concerning credit and liquidity risk strongly affected the composition
of issuance, at the expense of emerging market names. Data available for the
first quarter of 1999 show that such borrowers were able to return to the
international securities market soon after the Brazilian devaluation in January
(which had been widely anticipated). However, market indicators suggest that
last autumn’s global reassessment of risk had a more lasting influence on credit
and liquidity risk premia, which remained above their long-term average.

Nevertheless, the market proved resilient to recurring turbulence. While ... shows market
the expansion of the investor and issuer bases and the widening range of resilience...
structures on offer were important supportive factors, other long-term
influences were present, of which three stand out. First, restructuring within  ...in a context of
the industrial and financial sectors resulted in a wave of acquisition-related restructuring...
issuance. Second, the improved fiscal stance in the industrial world (except
for Japan) created a window of opportunity for a broad range of highly
rated borrowers. Third, the impending introduction of the single European ... adjustment to
currency added momentum to cross-border flows, with issuers’ desire to theeuro...
establish ECU/euro-denominated benchmarks leading to a shift away from
certain domestic markets.

Higher market volatility accentuated the concentration among inter-
mediaries. US underwriters maintained their lead, using the strength of their
balance sheets to win mandates for large dollar-denominated supranational and
public sector issues. European-based dealers capitalised on their distribution
power in European currencies and on the imminence of the euro to make
new gains in market share. In contrast, the low volume of Japanese-originated
and yen-denominated business led to a further decline in the market

Long-term interest rates

In percentages and percentage points

Dollar Mark —— Emerging markets Brady bond index!
Yen Sterling US high-yield index?2
Benchmark yields Swap spreads High-yield spreads3
' 8 08 16
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|

| | 0 I I 0 | 0
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1Yield stripped of collateral backing. 2 Sub-investment-grade corporate bond yield. 3 High-yield
bond rate less the 30-year US Treasury bond yield.

Sources: Bloomberg; Datastream; JP Morgan; national data; BIS. Graph VILS5
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... and fierce
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... of prime US and
German issuers ...

... at the expense
of emerging market
names
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standing of Japanese intermediaries. Meanwhile, growing competition squeezed
underwriting margins, prompting some banking groups to scale back their
ambition of becoming global players.

Type and nationality of issuers

The turbulence in financial markets had an impact on the mix of borrowers
accessing the international securities market. The strength of investor demand
for highly rated and liquid securities encouraged public sector entities in the
industrial world and supranational agencies to step up issuance (by 59% and
440 year on year respectively). This was reflected in a sharp increase in the
average size of transactions, with deals in excess of $1 billion accounting for
27% of issues compared with 10% in the previous year. Financial institutions
continued to account for the largest single share of issues (54%), despite
concerns created by their exposures to emerging market countries and
leveraged investors. The focus of investors on large benchmark issues and
doubts about the strength of the non-financial private sector hampered
issuance by this group.

US and German borrowers were particularly active, accounting for 26 %
and 13% respectively of total gross issuance of debt securities. While US
semi-public financing agencies capitalised on the reduced supply of US Treasury
paper to create large international benchmarks, highly rated German banking
institutions pursued an active diversification of funding through exceptionally
large Deutsche mark issues. In contrast, gross financing for Japanese borrowers
dropped sharply as banks faced widening risk premia and corporate entities
turned to the domestic bond market. At the same time, emerging market
borrowers bore the brunt of investors’ flight to safety. Thus, gross issuance by
such names declined by 36% from the record volume of 1997 (to $95 billion).

Main features of the international bond and note markets
Announced issues, in billions of US dollars
By instrument By currency By sector
[ Floating rate notes 3 US dollar 1 Supranational
1 Equity-related! [ Euro-11 currencies| | C—] Public2 1,250
[ Straight fixed rate [ Yen - [ Corporate -
Net issues 1 Other [ Financial3 1 000
] ) R 1 L | 1 750
I e i _—
- A — - L
/,/ | — 500
250
I I I I I I I I I I I I | 0
94 95 96 97 98 94 95 96 97 98 94 95 96 97 98
1 Convertible bonds and bonds with equity warrants. 2 Governments and state agencies. 3 Commer-
cial banks and other financial institutions.
Sources: Bank of England; Capital DATA,; Euroclear; IFR; ISMA; BIS. Graph VII.6
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Average spread of US dollar sovereign international bonds *
Asia Latin America Eastern Europe
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* Over 10-year US Treasury bonds, in percentage points.
Source: Bloomberg. Graph VIL.7

Although investors demonstrated a preference for Latin American and eastern
European issuers in the first half of the year, activity in this market segment
dried up following the Russian moratorium. A few sovereign borrowers
nevertheless managed to launch sizable issues, but margins were much higher
and maturities shorter. Furthermore, a number of issues included “sweeteners”
to enhance their marketability.

Type and currency of issues

Financing through money market instruments, comprising eurocommercial paper
(ECP) and other short-term euronotes, decelerated further in 1998. The crisis
in emerging markets accounted for some of the reduction, but much of the
decline resulted from the repayment of debt by a narrow group of European
sovereign borrowers and Japanese financial institutions. This subdued pattern of
activity contrasted sharply with the robust expansion of the US commercial
paper market. Although the dollar remained by far the most actively used
currency in the ECP market, a number of European governments have
positioned themselves in anticipation of the emergence of a large and liquid
European short-term debt market by announcing the introduction of new
facilities denominated in euros.

In the longer-term segments of the market, the increase in the gross
issuance of straight fixed rate paper more than offset the drop in floating rate
notes and equity-linked securities. While the volatility of bond yields and swap
rates in the second half of the year often made it difficult to launch fixed rate
paper, investors’ demand for liquidity and the rush by borrowers to introduce
large benchmarks ahead of EMU provided overall support in that segment. The
persistence of wide swap spreads in some of the key currencies (the dollar
and sterling in particular) also enabled highly rated borrowers to offset the
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Credit risk hinders
FRN issuance

Equity-linked
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... as are high-yield
instruments

US dollar issues
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... despite the
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related business ...

negative impact of less attractive margins on new issues. However, faced with
weak demand for complex structures, supranational agencies and the largest
public sector issuers used a variety of liquidity-enhancing features, including
fungibility of tranches and repurchase facilities.

Although the evolution of global interest rates and the volatility of asset
prices whetted investors’ appetite for defensive instruments, wide swap spreads
reduced the attractiveness of issuing floating rate notes. The global financial
crisis also raised doubts about the creditworthiness of financial institutions,
the main users of this market segment. There was a sharp reduction in the
volume of equity-linked issues in 1998, following an exceptionally strong year in
1997. The poor performance of Japanese equity markets meant that Japanese
companies were nearly absent from a segment in which they were once the
dominant force. The situation was different for borrowers based in Europe,
where industrial restructuring and the growing emphasis on shareholder value
continued to induce firms to unwind cross-shareholdings through tax-efficient
exchangeable issues (allowing the debt of one company to be exchanged
for the equity of another). It should be noted that the dearth of standard
equity-linked transactions belies the extent of activity in that market segment
since a growing number of issues have been synthetically structured on the
basis of equity derivatives. The primary market for international equities was
somewhat livelier, with a new record volume of issues ($125 billion) launched
mainly by recently privatised European and Japanese telecommunications
companies.

A number of developments illustrated the variety of influences bearing
on the international securities market. For example, there were signs in the
first half of the year that investors were becoming more favourably disposed
towards corporate debt, as illustrated by the expansion of European high-yield
(“junk’) issuance. But such activity dried up almost entirely thereafter, reflecting
the flight to quality. At the same time, asset-backed securities benefited from
investment demand for highly rated paper, notwithstanding some credit tiering
as well as concerns about the liquidity and financial solidity of such structures.
These factors did not prevent the development of securitisation in a number
of European countries, as illustrated by the origination of the first mortgage-
backed issues in Italy and Switzerland. The pressures faced by European banks
in boosting capital efficiency and returns on equity have also encouraged the
transfer of the credit risk of corporate loan portfolios through collateralised
loan obligations (often in combination with credit derivatives). However,
the European market for asset-backed securities remains hampered by the
wide variety of regulations and conventions and the existence of competing
financing channels (such as publicly guaranteed mortgage instruments).

The US dollar continued to account for about one-half of gross issues
of international securities. The flight to quality and liquidity favoured bonds
issued by US agencies and securitisation vehicles (including global bonds, which
tend to be marketed to US residents). However, the impending introduction of
the euro led to an increase in the share of euro area currencies (from 19% to
24%) and the ECU/euro (from 1% to 6%%). There was also a sharp increase
in activity in sterling, owing in part to favourable swap opportunities. In
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contrast, technical and liquidity factors hampered business in smaller European
currencies to the benefit of the Deutsche mark. Offshore yen business was ...as the role of
hindered by the high cost of issuance faced by Japanese entities, the lack the yen declines
of attractive cross-currency swap opportunities and the rapid development
of domestic corporate issuance. Lastly, the impact of the turmoil seen in
emerging markets on issuance in high-yielding currencies was partly offset by
the recovery in some Asian countries and the introduction of new currencies.

Global derivatives markets

Changing interest rate and exchange rate expectations, new highs reached by Activity in

equity markets and the sharp reversal of leveraged positions in the latter part derivatives soars ...
of the year stimulated activity in derivatives markets in 1998. Exchange-traded

business soared in the third quarter as investors withdrew from risky assets ... especially in
and shifted their exposure towards highly rated and liquid government the third quarter...
securities. Competition between exchanges remained intense, particularly in

Europe, where the imminence of the euro and the inexorable advance of

automated exchanges challenged the dominance of established marketplaces.

Moreover, exchanges continued to face competition from the rapidly growing

over-the-counter (OTC) markets, forcing them to offer a wider range of

services to make up for the loss of their franchises. The sharp increase in

OTC outstanding positions in the second half of the year showed that the need ... as investors
for a massive reversal of exposures following the Russian moratorium more reverse their
exposures

than offset the dampening impact of increased concerns about liquidity and
counterparty risks. Nevertheless, the turbulence and related losses revealed
the weaknesses of existing risk management systems in periods of extreme
volatility and vanishing liquidity, prompting market participants to reconsider
their risk models and internal control procedures.

Markets for selected financial derivative instruments

Notional amounts outstanding at year-end
1993 | 1994 | 1995 | 1996 | 1997 | 1998

in billions of US dollars

Exchange-traded instruments | 7,771.2 | 8,862.9 | 9,188.6 | 9,879.6 |12,202.2 13,549.2

Interest rate futures 49588 | 5,777.6 | 58634 | 5931.2 | 7,489.2 | 7,702.2
Interest rate options 2,362.4 | 2,623.6 | 2,741.8 | 3,277.8 | 3,639.9 | 4,602.8
Currency futures 347 40.1 383 50.3 51.9 38.1
Currency options 75.6 55.6 43.5 46.5 332 18.7

Stock market index futures 110.0 127.7 1724 195.9 211.5 321.0
Stock market index options | 229.7 | 2384 | 3293 | 3780 | 7765 | 8665

OTC instruments’ 8,474.6 [11,303.2 (17,712.6 |25,453.1 |29,035.0 [50,997.0
Interest rate swaps 6,177.3 | 8,815.6 |12,810.7 {19,170.9 |22,291.3
Currency swaps? 899.6 9148 | 11974 | 1,559.6 | 1,823.6
Interest rate options3 1,397.6 | 1,572.8 | 3,704.5 | 4722.6 | 4,920.1

TData collected by ISDA. 2 Adjusted for reporting of both currencies; including cross-currency
interest rate swaps. 3 Caps, collars, floors and swaptions.

Sources: Futures Industry Association; ISDA; various futures and options exchanges; BIS calculations.
Table VII.5
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Interest rate
business dominates
on exchanges ...

... but equity
indices attract
growing interest ...

Exchange-traded instruments

The aggregate turnover of financial contracts monitored by the BIS expanded
further in 1998 (by 9%, to $388 trillion). Interest rate products, which
remained by far the most actively traded, experienced a sustained increase in
activity (by 8%, to $350 trillion). Uncertainty over the course of monetary
policy in Europe and North America supported trading in short-term interest
rate contracts for much of the year, while the flight towards highly rated and
liquid government paper boosted activity along most of the yield curve in the
second half. There was, however, a decline in turnover towards year-end owing
to the calming effect of lower official rates, the withdrawal of leveraged
investors and the paring-down of positions ahead of EMU. Contracts on equity
indices continued to record much faster growth than interest rate products
(+16%, to $34 trillion) as new indices were introduced and bouts of downward
market pressure and volatility prompted investors to seek protection. In
contrast, the wide fluctuations seen in the major currency pairs were not

Financial derivative instruments traded on organised exchanges

Turnover in notional amounts Notional
amounts at

1993 | 1994 | 1995 | 1996 | 1997 | 1998 end-1998

in trillions of US dollars
Interest rate futures 177.3 | 271.7 | 266.3 |253.5 |274.6 |294.8 7.7
On short-term instruments 138.9 | 222.1 | 218.2 |204.8 | 223.2 | 239.9 7.3
of which:

Three-month eurodollar rates 70.2 |113.6 |104.1 | 97.1 |107.2 |119.3 2.9
Three-month euroyen rates 24.6 | 44.2 | 46.8 | 347 | 29.9 | 235 1.2
Three-month euro-DM rates 129 | 185 | 184 | 23.9 | 253 | 314 1.2
Three-month Pibor 104 | 12.0 | 159 | 13.7 | 123 | 44 0.1

On long-term instruments 385 | 496 | 482 | 487 | 514 | 549 0.4

of which:

US Treasury bonds 80 | 10.1 8.7 85| 10.1 | 113 0.1
Japanese government bonds 142 | 13.8| 162 | 123 | 106 | 9.0 0.1
German government bonds 511 89| 93| 123 | 145 19.5 0.1
French government bonds 32| 46| 34| 34| 31| 22 0.0
Interest rate options! 328 | 467 | 433 | 41.0 | 48.6 | 55.5 4.6
Currency futures 28| 33| 33| 30| 35| 3.1 0.0
Currency options! 14| 14| 10| 09| 07| 04 0.0
Stock market index futures 71| 94| 106 | 129 | 164 | 208 0.3
Stock market index options! 63| 80| 92| 101 | 13.0| 132 0.9
Total 227.8 | 3405 | 333.9 |321.5 | 356.7 | 387.7 13.5
In North America 113.1 | 175.9 | 161.1 | 154.2 |182.7 | 199.5 7.3
In Europe 614 | 83.9 | 875 (100.1 |114.9 |134.6 4.4
In Asia? 530| 778 | 81.1 | 638 | 563 | 51.3 1.8
Other 0.4 2.9 4.2 34 2.9 2.3 0.0

1 Calls and puts. 2 Including Australia and New Zealand.

Sources: Futures Industry Association; various futures and options exchanges; BIS calculations.
Table VIl.6
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accompanied by an overall upturn of activity in currency-related contracts ... while currency-
(=17%, to $3.5 trillion). Aside from the continuing dominance of OTC business ~ related activity
in the management of currency risk, observers attributed this subdued activity continues to lag
on exchanges to the stability of European cross rates and investors’ reluctance
to take positions in emerging market currencies.

The CBOT remained the largest exchange in the world (with a 16%
increase in the number of contracts traded, to 281 million), owing to the sharp
rise in the turnover of US Treasury contracts and the growth of new equity
index products. The CME and the CBOE, the next largest US exchanges, also
reported an increase in activity (by 13% and 11% respectively, to 227 million
and 207 million contracts). In Europe, Eurex Germany (formerly the DTB) Eurex overtakes
posted a new record (+87%, to 210 million) and overtook LIFFE as the third LIFFE...
busiest marketplace in the world. The flight to quality in the second half of the
year propelled its bund futures contract into third position in the interest rate
category after US Treasury bond and eurodollar contracts. However, the
squeeze which occurred in German government bonds at the time of the
turmoil created concerns that the underlying market might not be sufficiently
large to support futures trading in periods of stress. Meanwhile, overall activity
on LIFFE declined (by 7%, to 194 million), as increases in the area of short-
term interest rate products and in some equity-related products were more
than offset by a contraction in government bond instruments. In particular, the
exchange’s bund contract dried up as trading migrated to Eurex’s cheaper ...as bund
electronic system. Despite strong advances in technology, trading on MATIF  trading migrates
fell sharply (—31%, to 52 million contracts), in a context of reduced relative to Frankfurt
movements between continental European interest rates.

Derivatives turnover on major exchanges *
In millions of contracts per quarter

North America Europe Asia
—— LIFFE — TIFFE b
— MATIF —— SIMEX
Eurex Germany — TSE 60

45
/\ .
— CBOT /\
—  CBOE /\W/\,\/\ 15
— CME s
| = 0
| | | |
95 9 97 98 94

94 95 96 97 98 94 95 96 97 98

CBOT = Chicago Board of Trade; CBOE = Chicago Board Options Exchange; CME = Chicago
Mercantile Exchange; LIFFE = London International Financial Futures and Options Exchange;
MATIF = Marché a Terme International de France; TIFFE = Tokyo International Financial Futures
Exchange; SIMEX = Singapore International Monetary Exchange; TSE = Tokyo Stock Exchange.

* Includes all types of derivative instruments traded on exchanges (i.e. including commodity products
and options on single equities).

Sources: Futures Industry Association; major exchanges; BIS. Graph VII.8
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Euro-compatible
contracts are
introduced ...

... as are pan-
European equity
products ...

... driven by
competition ...

... consolidation ...

...and new
technologies

The anticipated consolidation in European interest rate instruments
spurred the introduction of a plethora of euro-compatible contracts, creating
concerns that, in the drive to innovate, liquidity might suffer. Another notable
development in Europe was the significant increase in the trading of equity-
related products, which benefited from attempts to introduce a variety of
new pan-European equity indices and contracts, as well as the reduction in the
unit value of certain options. Activity in the Pacific rim was generally subdued,
particularly in Japan, where, despite some trading opportunities provided by
the “Japan premium”, the record low level of interest rates (except for a short
period at year-end) reduced the demand for interest rate hedging. There was
a tentative recovery in other Asian markets due to more active trading of
equity-related contracts. Nevertheless, activity in Asian and other emerging
markets remains a fraction of that in industrial countries in value terms.

The battle for European market share took a dramatic new turn as
exchanges that had been based primarily on open outcry, such as LIFFE and
MATIF, surrendered to the relentless expansion of screen-based trading. The
agreement between the Deutsche Borse (DB) and the London Stock Exchange
in early July, while focusing on the cash trading of securities, also accentuated
pressures for consolidation and for new regional links. US exchanges, for their
part, entered into a number of joint ventures with wholesale market brokers
and specialised IT firms to introduce electronic facilities for the joint trading of
government securities and related derivatives. With the rapid development of
trading technology, the battle for supremacy is gradually shifting from the listing
of new contracts to the technological arena, to the benefit of a small number
of cost-efficient hubs. In this respect, it is worth noting that the proprietary
systems of core electronic exchanges are already being challenged by “new
generation” trading systems that permit the interconnection of different
exchange-traded and OTC facilities (in particular, via the internet). The growing

Turnover in European interest rate derivative contracts
by currency denomination and maturity
Percentage shares

Short-term contracts Long-term contracts
Deutsche mark 75 75
French franc
Sterling 60 60
Other
\J 45 45
30 ><><: 30
.5 \_\—\,\’ 15
S ———— | \
I I 0 I I | ©
1994 1995 1996 1997 1998 1994 1995 1996 1997 1998
Sources: Futures Industry Association; BIS. Graph VII.9
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importance of screen-based facilities cutting across product and market
segments is creating new challenges for regulators wishing to ensure the
soundness and transparency of such systems.

Over-the-counter instruments

Preliminary data released by the International Swaps and Derivatives Associa-
tion (ISDA) on activity in swaps and swap-related interest rate options show
that, following a pause in 1997, expansion resumed in 1998. Although the
reported rise in notional amounts of positions outstanding (76%) was inflated
by the increase in the number of reporting dealers, the adjusted rate of growth
remained significantly higher than the rise in open interest on exchanges (35%
and 9% respectively). In particular, the unwinding of leveraged positions which
took place in the second half of the year led to an upsurge in the volume
outstanding (since, in contrast to futures markets, existing positions are not
extinguished by the writing of opposite contracts). However, concerns about
credit risk led to a sharp cutback in credit lines to weaker counterparties
towards year-end, thus acting as a damper on overall market expansion.

ISDA did not release further disaggregated data, but other sources suggest
that activity in interest rate products was the main driving force. Faced with
heavy losses, proprietary traders and leveraged funds unwound their positions,
inter alia through asset swaps and structured securities. In addition, the unusual
evolution of Japanese interbank rates and bond yields towards year-end
generated some trading. As Japanese banks faced new upward pressures on
their interbank liabilities, western-based banks began to offer negative rates on
yen-denominated deposits, prompting a reversal of outstanding yen swaps and
some activity in interest rate floors.

In the area of cross-currency derivatives, the fairly steady appreciation of
the dollar against the yen until August fuelled activity in related options,
offsetting somewhat the decline in intra-European business and emerging
market currencies (see Chapter VI). Thereafter, the massive deleveraging of
positions in dollar-denominated securities was associated with a parallel
unwinding of short yen positions, leading to record volatility in the major
exchange rates and a drying-up of activity. There was, however, some
improvement in non-Japanese Asian business, as the appreciation of local
currencies and the recovery of stock markets allowed a gradual relaxation of
monetary policy and a partial resumption of trading in forward contracts.

In the market for credit derivatives, the crisis in Asia had already focused
the attention of market participants on the issue of credit risk, but its global
extension in the second half of last year subjected the market to conflicting
influences. On the one hand, concerns about banks’ exposure to highly
leveraged institutions and emerging market countries created broad interest in
instruments offering protection against counterparty risk. On the other hand,
the pronounced widening of credit spreads for emerging market names led
intermediaries to exhibit caution in providing hedges to lower-rated entities.
Moreover, market sources reported that liquidity suffered from doubts about
the adequacy of loan documentation, as highlighted by legal disputes between
counterparties over hedges arranged on credit exposure to Russia. Buyers of

OTC business

is spurred by the
unwinding

of positions ...

... led by interest
rate swaps ...

... and currency
options

The focus on credit
risk management...

... highlights
problems with
credit derivatives
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The global OTC
derivatives survey
shows ...

... the
predominance
of interest rate
contracts ...

... in the transfer
of market risk ...

... but the variety
of instruments and
strategies ...

protection faced difficulties in enforcing payment owing to disagreements over
the definition of a credit event, the pricing of reference credits and the
settlement of contracts.

Intermarket linkages and transparency

The triennial central bank survey of OTC derivatives markets at end-June 1998
provides a snapshot of the situation prevailing just before the Russian debt
moratorium. Four features are of particular significance in the context of
subsequent events. First, notional amounts showed that exposure to changes
in interest rates in OTC derivatives markets, which was four times that in
exchange-traded markets, was the main source of market risk in the derivatives
industry. Such interest-rate-related exposure accounted for two-thirds of the
$72 trillion of OTC aggregate notional amounts outstanding reported at end-
June 1998 (and for 90% of the $14 trillion reported on exchanges). It should
be noted, however, that the development of sophisticated trading strategies,
the related expansion of cross-market linkages and regulatory arbitrage may
have reduced the meaningfulness of aggregate data on individual market risk
categories. For instance, the high capital costs of cross-currency swaps have
resulted in their replication through a combination of interest rate and
short-term foreign exchange swaps. This means that the build-up of currency
exposure is not accurately reflected in data on cross-currency swaps.

Second, the notional amounts of interest rate and currency-related
positions in OTC derivatives markets are now comparable to total cash
positions in global banking and securities markets. Notional amounts are
generally used as a reference to calculate cash flows under individual contracts.
As such, they enable a rough comparison of the potential transfer of market
risk in cash and derivatives markets, but they do not provide an accurate
measure of the gains and losses incurred in such a transfer. A better indicator
is the gross market value of OTC contracts, which measures the replacement
cost of all outstanding contracts had they been closed on the reporting date.
Such replacement costs stood at $2.6 trillion at end-June 1998 (or 3.6% of the
reported notional amounts). However, one weakness of existing data collection
systems is the lack of similar information for cash instruments, which means
that such values cannot be meaningfully used to assess the long and short
positions on an overall portfolio basis (taking into account possible offsets
between the various types of positions).

Third, financial institutions other than reporting dealers have become an
important class of counterparties (accounting for 41% of the total notional
amounts), reflecting the rise to prominence of institutional and leveraged
investors. Anecdotal evidence abounded, even before the LTCM debacle, that
such intermediaries had built up large positions aimed at profiting from the
divergence/convergence of yields and volatility in a variety of fixed income
instruments. Indeed, as arbitrage opportunities narrowed, the growing pursuit
of such strategies led to an ever increasing degree of leverage in order to
achieve acceptable returns. One widely favoured strategy was the yen carry
trade, which involved taking short positions in the yen money market and
long positions in higher-yielding assets in other currencies. The unwinding of
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Global positions in OTC derivatives markets by type of risk
instrument!
Positions at end-March 1995 | Positions at end-June 1998
Notional| Gross market |Notional| Gross markets
amounts values amounts values
Us$ US$ |asaf% of| US$ US$ |asa% of
billions | billions | notional | billions | billions | notional
amounts amounts
Foreign exchange contracts 13,095 | 1,048 8.0 | 22,055 982 45
Outright forwards and
forex swaps 8,699 622 7.2 | 14,658 584 4.0
Currency swaps 1,957 346 17.7 2,324 255 11.0
Options 2,379 Al 3.0 5,040 141 2.8
Other 61 10 16.4 33 2 6.4
Interest rate contracts? 26,645 647 24 | 48,124 | 1,354 2.8
FRAs 4,597 18 0.4 6,602 39 0.6
Swaps 18,283 562 31| 32,942 1,186 3.6
Options 3,548 60 1.7 8,528 126 1.5
Other 216 7 3.2 52 2 45
Equity-linked contracts 579 50 86 | 1,341 201 15.0
Forwards and swaps 52 7 135 180 22 12.0
Options 527 43 82 1,161 180 15.5
Commodity contracts 318 28 8.8 506 39 8.0
Gold 147 10 6.8 228 9 4.4
Other 171 18 10.5 278 30 10.9
Forwards and swaps 120 13 10.8 165
Options 51 5 9.8 113
Credit derivatives and other
OTC contracts . . . 118 4 3.1
Estimated gaps in reporting 6,893 432 6.3
Grand total 47,530 2,205 4.6 | 72,143 2,580 3.6
1 Adjusted for inter-dealer double-counting. In addition to changes in reporting months, differences
in the reporting basis (locational reporting in 1995; worldwide consolidated reporting in 1998) and
in the number of participating countries (26 in 1995; 43 in 1998) mean that the two series are not
fully comparable. 2 Single-currency contracts only.
Source: BIS. TableVIL.7

such positions in the wake of the Russian moratorium in August led to
large repayments of yen liabilities, and apparently precipitated the very sharp
appreciation of the yen in September and early October (see Chapter VI).
Although these strategies were widespread, they could not be directly captured
by existing statistics owing to the variety of channels used to achieve the
required exposure to market and/or credit risk. Nevertheless, the strong
growth of forex swaps, yen currency options and interest rate swaps since the
1995 survey suggests that the yen carry trade evolved from an initial focus on
the cash market to include a wide range of derivative instruments.
Finally, after allowing for the effect of netting arrangements on gross ... belies the
positive market values of contracts, the credit exposure of reporting institu- ~ actual credit risk
tions arising from their undertaking of OTC derivatives positions stood at involved ..

138 Bank for International Settlements — 69th Annual Report



...as the LTCM
episode illustrates

The lack of
transparency at the
micro ...

... and macro
levels ...

... points to the
need for improved
ways of identifying
risk

$1.2 trillion at end-June 1998. While this was considerably smaller than
on-balance sheet exposure, with hindsight it appears that this figure seriously
underestimated potential credit risk. The LTCM episode may help illustrate
this point. LTCM, whose strategy consisted in exploiting price differentials
between a wide variety of financial market assets (see Chapter V), was
perhaps the world’s single most active user of interest rate swaps. By August
1998, $750 billion of its total notional derivatives exposure of more than
$1 trillion was in such swaps with about 50 counterparties around the world,
with none being aware of LTCM’s overall exposure. This swap exposure
represented more than 5% of the total reported to central banks by dealers
vis-a-vis “other” financial institutions in the survey. While the current credit
exposure of its counterparties was fully collateralised, these had taken no
protection against the potential increases in exposures resulting from changes
in market values. Only when LTCM’s dire situation became known in
September did counterparties start to seek additional collateral. The fund’s
efforts to raise cash by selling its most liquid securities were felt in markets
around the world, transmitting the shock wave from low-rated and illiquid
securities to benchmark instruments.

Thus, even if the Russian default was the trigger, the turmoil of last autumn
stemmed primarily from the build-up of excessively large and concentrated
exposures to customers who proved to be more vulnerable to market, credit
and liquidity risks than had been supposed. The crisis also revealed the
inadequacy of information supplied by leveraged investors on the extent of
their market risk exposures, the nature of their trading strategies and the
validity of their risk management methodologies. While collateral may have
provided participants with a sense of protection against the associated credit
risk, the unexpectedly high degree of interlinkage between positions and
intermediaries destabilised even the most highly rated and liquid securities.
This showed that core financial markets are insulated less than ever from crises
that appear at the periphery of the system. Since then, lending institutions
have begun to review their models’ assumptions and to put greater emphasis
on stress testing and fundamental analysis.

The events also demonstrated that existing statistical frameworks could
not be readily used to arrive at a comprehensive and consistent value of global
positions. This difficulty stems partly from differences in measuring market and
credit risks across segments; but it also reflects the complex interdependencies
between seemingly unrelated markets, created either through the taking of
offsetting positions or through the use of instruments as collateral. Efforts
are now being made to improve transparency, both at the level of individual
institutions and at the macro level (see Activities of the Bank). These include
exploring ways to strengthen disclosure standards and develop reporting
systems capable of yielding useful measures of market vulnerability. The
conceptual and practical challenges involved should not be underestimated.
Pending a resolution of these issues, there will have to be continuing reliance
on current data sources, with their weaknesses factored into market
participants’ decision-making processes.
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VIlIl. Conclusion: finding light among the shadows

There is no single or simple answer to current economic problems. While
it might be thought easy to distinguish policies directed to macroeconomic
stability from those related to financial stability, in practice it is not so
straightforward. A lack of stability in one area commonly contributes to
instability in the other. It may be recalled that in many industrial countries
relatively high inflation in the 1970s and 1980s led investors to seek protection
in property, which in turn contributed to excessive credit creation, bad loans
and overexposed banks. More recently, in Japan, Mexico and South-East
Asia, the other side of this process can be seen as weak banks and an
associated credit crunch retarded recovery from macroeconomic disturbances.
The challenging implication of this insight is that policy initiatives must be
undertaken on a wide front if they are to produce a sustained improvement
in living standards.

What is also being increasingly recognised is that the different policies
required to support macroeconomic and financial stability share a number of
underlying characteristics. Transparency in the conduct of monetary and fiscal
policies is needed to provide an anchor for expectations. But transparency is
also needed on the part of participants in financial markets if market discipline
is to contribute to prudent behaviour. Another shared feature is that policies
in both areas must avoid solving today’s problems at the cost of making
tomorrow’s problems worse; moral hazard is a real issue. Finally, there
seems to be a shared recognition in both areas that underlying processes are
imperfectly understood and outcomes inevitably subject to uncertainty. Since
even well-conceived plans do not always produce the results intended, perhaps
the objective of avoiding truly bad outcomes needs to be given higher priority
in designing policies.

What happened in financial markets between August and October last year
reminded policymakers that the probability distributions which characterise
asset price movements may have fat tails, at least on the downside. Interactions
between various forms of risk, previously assumed to be separable, led to
massive price movements which threatened the health of financial institutions
and even the functioning of markets themselves. Recent dramatic events in
many parts of the emerging world have made it clear that macroeconomic
variables can be subject to extreme outcomes as well. Nor should one suppose
that the advanced industrial countries are immune to such problems. While
most forecasters expect continued and indeed accelerating growth, there are
many specific uncertainties which imply that current forecasts must have a wide
margin of error. What will be the effects on consumer confidence in Japan
when corporate restructuring really gathers pace! What will be the effects
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of the introduction of the euro on competition and prices in Europe, and on
the financial structure through which monetary policy works? Will the spread
of new technology lower unemployment by opening up new production
possibilities or will it raise unemployment by displacing labour? Will Asian bank
restructuring proceed rapidly or hardly at all? To these questions many more
might be added, and the answers and policy implications are not obvious.

Nor is it obvious that the balance of current risks is symmetrical. In fact,
a generalised resurgence of inflation seems less likely than further disinflation
or even deflation. Uncertainty in itself erodes confidence and leads to lower
spending. Imbalances work in the same direction. When they are eventually
resolved, those who gain may not adjust spending upwards while those who
lose commonly have little alternative but to retrench. Moreover, the specific
imbalances referred to in the Introduction to this Annual Report also seem
to imply some downside risk to the forecast. The overhang of productive
capacity in traded goods worldwide could have a number of implications. It
is already putting downward pressure on prices in the advanced industrial
countries, even though export volumes from Asia have not yet fully responded
to earlier depreciations. In the United States, protectionist pressures are on
the rise even as the unemployment rate keeps falling from one low to another.
And the intensification of price competition makes firms vulnerable to any
significant acceleration of costs. Should profits come under further pressure in
the United States, the effect on equity prices could be significant and this would
in turn be expected to have an impact on consumption. Finally, record trade
imbalances must at some point imply a lower dollar and an appreciation of
the yen and the euro. Should this happen before the economies of Japan and
continental Europe are growing healthily again, the downside potential for the
global economy is obvious.

That policymakers have been conscious of these concerns seems to have
been borne out by the actions they have taken to date. Interest rates have
been lowered sharply throughout the industrial world and in many emerging
economies as well. The easing which took place in the advanced industrial
countries late last year was also consistent with the desire to help calm market
turbulence through a further injection of liquidity. Moreover, it may be the
case that monetary policy would work less effectively should prices actually
fall in a generalised way, largely but not solely because of the constraint
that nominal interest rates cannot fall below zero. If this were thought to
be a potential problem, then the recent reductions in interest rates in some
countries might also have been intended as a form of insurance against entering
a deflationary trap from which it might conceivably be difficult to exit.

It would be a mistake, however, to conclude that the answer to current
global economic problems is simply to ease monetary policy further. In a
fundamental way, it was an excessively accommodating monetary policy over
many years that created many of today’s problems in the first place. In addition
to considering some of the dilemmas faced in the conduct of monetary policy,
greater attention has now to be paid to equally difficult issues concerning
the choice of exchange rate regimes, fiscal policy and labour market reform.
More directly in the area of financial stability, urgent action is required in
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many countries to restructure banking systems and often the corporate
sector as well. And a whole host of recent recommendations must now be
implemented to ensure that, once financial systems are made healthy, they stay
that way for the foreseeable future.

Policies to promote macroeconomic stability

Unique circumstances are conditioning the conduct of monetary policy in
virtually every major region of the world. In the United States, the
uncertainties and trade-offs faced by the Federal Reserve are in some respects
normal, but in other important respects not. In conducting monetary policy to
pursue domestic price stability, it is common practice to base inflation forecasts
on some notion of the amount of excess capacity in the economy. What is
unusual, however, is the degree of uncertainty currently surrounding such
forecasts in the United States. Estimates of capacity levels based on labour
market data are completely different from estimates based on capital stock
data. Moreover, there exists to date no conclusive evidence either for or
against the US economy having entered a “new era” of enhanced productivity
growth.

Asset price movements have also imposed increasingly severe side
conditions on the normal conduct of US monetary policy. While the global
financial turbulence of last autumn contributed in some measure to the
decision to lower interest rates, the previous run-up in equity prices, in
association with the robust growth of credit, might have suggested that higher
rates were called for. A similar conclusion is suggested by the recent rebound
of stock prices to record levels and the associated impact on consumer
spending. One great danger to continued global expansion at present is that
the US economy will overheat and that fears of subsequent recession will
undermine stock markets, reduce wealth and cut spending. Were the dollar
to fall simultaneously, under the weight of capital outflows and a large trade
deficit, a period of stagflation would not be an impossibility. With global
financial markets now calmer, the need to avoid such a combination of events
should be an important consideration in formulating monetary policy in the
period ahead.

Last year’s unique challenge in Europe was the introduction of the euro.
This was masterfully executed, as attested to by the stability of intra-European
exchange rates through all of last year. The challenge for the coming year
will be how to conduct monetary policy given not just a new economic
environment, but one that by design is supposed to be rapidly changing under
the impact of the introduction of the euro itself. The fact that the cyclical
positions, and asset price experiences, of many of the member states were
widely different at the beginning of this year poses problems for the conduct
of policy. And further complications arise from fluctuations in the value of
the euro: both how to interpret them and how to respond to them. What is
clear, however, is that the European Central Bank’s objective is price stability
and that the dangers of undershooting now seem at least as great as those of
overshooting. The ECB has made it clear more recently that its response to
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deviations from the inflation target will be symmetrical, implying that policy
rates could indeed decline further depending on the circumstances.

Monetary policy in Japan is also being conducted in a highly unusual
environment, namely one of falling prices. While the outcome is by no means
certain, most of the ingredients seem to be in place for a continuation of
such deflationary pressures. The burden of real debt borne by corporations
continues to rise, impeding investment. Unit labour costs are increasing and
restructuring will add to unemployment, further depressing confidence and
consumer spending. While purchases do not yet appear to have been deferred
in expectation of further price declines, as seems to be happening in China,
the potential for this cannot be ruled out.

The Bank of Japan responded by lowering interest rates virtually to zero,
increasing liquidity in the banking system and purchasing large quantities of
private sector paper. To date, the effect has been essentially that of “pushing
on a string”, raising the issue of what more, if anything, might be done. The
Japanese experience illustrates the limitations of monetary policy when nominal
rates are already very low and excess capacity is already very high. It may also
provide some indication of both the benefits and the limitations of making clear
statements about the objectives of public policy.

One important development affecting Japan was the sharp rise in the value
of the yen during the second half of last year. While this might well be helpful
to Japan’s competitors in Asia, there is no question that it will hurt the export
sector, which is one of the few sources of support for the Japanese economy.
In more normal circumstances, this might have been resisted through lower
interest rates or intervention designed to signal that rates would be reduced if
need be. However, without a credible capacity to deliver on such a promise,
this unwelcome appreciation of the yen was more difficult to resist. The fact
that market expectations were not anchored in a clear understanding of the
role of the exchange rate in the conduct of Japanese policy was also not
helpful. At the least, it should be clearly stated that the goal of ending the
Japanese recession and avoiding the development of a deflationary psychology
must, for the time being, take priority over concerns about the trade account.

Doubts about whether it would be possible to deliver on policy promises
also militated against the adoption of explicit targets either for inflation or for
the price level. In principle, either approach could play a useful role in helping
prevent a downward spiral of price expectations and could thus lead to a
welcome reduction in expectations about long-term real interest rates. In
practice, however, economic agents must believe that the authorities have the
policy instruments to achieve their targets. Currently this seems doubtful.
While neither approach would thus seem very helpful on its own in the
present circumstances, such a regime shift might still serve a useful ancillary
function if only some other means could be found to effectively reduce the
current output gap.

A combination of the very sharp fluctuations in the value of the yen and
the introduction of the euro led, in the period under review, to renewed
suggestions for better ways to manage cooperatively a tripolar global exchange
rate system. Floating exchange rate regimes do indeed have their own
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problems, not least the possibility of asset price bubbles if interest rates stay
low as a rising exchange rate bears much of the burden of fighting inflation.
However, no political agreement seems likely to alter significantly the current
regime in which domestic monetary policy is directed primarily to domestic
needs. An underlying problem of both academic and practical importance is the
continuing propensity of investors to borrow in low and lend in high interest
rate centres without considering the full potential for having to pay back in
appreciated currency. The destabilising aspects of market failures of this sort
need further investigation.

New questions concerning exchange rates also arose in many emerging
market economies, with the principal lesson being that countries should
eschew variable peg regimes in favour of either something much harder or the
voluntary adoption of managed floating. In support of the former alternative,
Hong Kong and Argentina successfully defended their currency board systems
last year, by managing the system more flexibly (Hong Kong) or by threatening
to dollarise and retreat from managing it altogether (Argentina). In both cases
uncomfortably high interest rates simply had to be accepted. Other countries,
such as Brazil, did not choose to float their currencies but were forced to do
so in an environment of crisis. The outcomes were generally unsatisfactory. As
in Asia last year, the trend was for currencies to overshoot and then rebound
under stabilising macroeconomic policies. The Brazilian authorities also chose
to let high interest rates make a contribution to this process, even though the
effects on domestic debt service and the fiscal deficit were thought likely over
time to put offsetting downward pressure on the real. To date, aided by a sharp
improvement in the primary surplus and an unexpectedly good inflation
performance, the bet seems to have paid off.

The next challenge for Brazil and other countries with newly floating
currencies is to find some other nominal anchor to guide their domestic
monetary policy over the longer term. This will not be easy given the lack of
an anti-inflationary history, poor data on credit and monetary aggregates and
the absence of reliable procedures for forecasting inflation. And without a
transparent framework for conducting monetary policy, the management of
episodic exchange rate pressures will also be difficult, even if less so than under
a regime based on an adjustable peg.

There has been little debate recently about fiscal policy. It is commonly
asserted that in Japan fiscal stimulus has (or at least had) a useful role to
play in stimulating aggregate demand; in continental Europe continued fiscal
consolidation is thought desirable; in the United States the fiscal position
has greatly improved and no tightening seems required at this time; and in
emerging markets fiscal restraint appears to be the appropriate short-run
response when the exchange rate is under pressure. While these assertions
have a large measure of validity, they all need to be qualified in the light of
circumstances.

In Japan, where the limitations of monetary stimulus seem most in
evidence, the impact of a large number of stimulative fiscal packages has been
diminished by rising consumer saving. This surely reflects growing uncertainty
about job security, but also inadequate pension provisions and the fear that
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taxes will have to rise in the future to service accumulating debt. These latter
concerns have been aggravated by the grudging nature of the fiscal response,
which has failed to re-establish private sector confidence, and by the rhetoric
justifying the pronounced fiscal tightening in fiscal 1997. Concerns about future
tax increases have also risen with the growing recognition that current
investment expenditures are being guided more by political considerations
than the bringing forward of infrastructure investment that would be needed
anyway. In Europe, the need for medium-term consolidation cannot be
questioned. Still, it should be remembered that one of the benefits of a strong
fiscal position is the scope it affords for allowing automatic stabilisers to
operate. One cannot rule out the possibility of a situation arising in Europe
in which fiscal stimulus may once again be an appropriate policy response.
Finally, textbook economics would say that a tightening of fiscal policy in the
United States would help reduce overheating domestically and the risk of a
disorderly rise and subsequent sharp fall in the value of the dollar. In such
circumstances, as politically unlikely as they might be, it would be all the
more important for an expansion of aggregate demand to be encouraged
elsewhere. In recent episodes of turmoil, the world has benefited materially
from the continued strength of the US economy. However, exit strategies
should now be the preoccupation for all prudent policymakers, including those
in the United States.

Nor is it clear that fiscal restraint is always useful when exchange rates in
emerging market countries come under pressure. In industrial countries with
floating exchange rates and highly mobile capital flows, exchange rates are
commonly presumed to weaken under fiscal restraint as domestic interest
rates fall and capital flows out. By contrast, in emerging markets fiscal restraint
may both strengthen the exchange rate and bring down initially higher interest
rates by reducing the credit risk premium on foreign borrowing. This argument
seems logical in the case of Brazil and Russia and other countries where the
fiscal record is poor. Whether it applies to countries in Asia and elsewhere
whose fiscal history is sound seems less obvious. However, recognising how
fickle markets can be in a crisis environment, it might still make sense in
such cases to cut the deficit initially but to reverse this stance as soon
as confidence has been restored. While the question of timing remains
controversial, this is essentially what happened recently in the crisis-affected
countries of Asia.

Given global conditions of excess capacity and high or rising unemploy-
ment in Europe, Japan and much of the emerging world, supply-side reforms are
also urgently required. This might seem paradoxical, since such reforms will
eventually further increase productive potential. Yet we should not forget the
principal insight of classical economics, namely that changes in relative prices
can also contribute materially to the resolution of economic disequilibria. Even
with adequate restructuring of the corporate and banking sectors (see below),
current excess capacity in many industrial sectors means that investment in
those areas will be weak for years to come, with associated multiplier effects
on jobs and income. In these circumstances, it is essential that government
restrictions and other profit-destroying impediments to investment in other
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sectors, particularly services, be removed. While this applies most clearly in
emerging markets, many industrial countries also recognise that they must
move in the direction of deregulation. Steps taken in labour markets to
increase the likelihood of the jobless being hired act in the same direction,
particularly since workers spend and confident workers spend even more. This
is perhaps one of the clearest lessons to be learned from the experience of
the United States over the last few years.

Policies to promote financial stability

Before turning to how future financial problems might be avoided, the problems
of today must be dealt with. The overhang of excess industrial capacity in many
countries and sectors continues to be a serious threat to financial stability.
Without an orderly reduction or take-up of this excess capacity, rates of return
on capital will continue to disappoint, with potentially debilitating and long-
lasting effects on confidence and investment spending. Moreover, the solvency
of the institutions that financed this capital expansion will become increasingly
questionable, potentially leading to credit rationing and strong headwinds
affecting the economy as a whole. Processes of this sort are furthest advanced
in South-East Asia, China and Japan. Unfortunately, in many respects, these
economies also seem the least well placed to deal with them.

Closing down individual production plants in Asia is impeded by concerns
about what traditional rivals might do. In any event, given heavy sunk costs, it
often makes sense to continue producing at a loss as long as variable costs are
being covered. In this particular respect, low interest rates and the continuing
availability of finance through the banking system (or indeed from abroad) can
be important disincentives to restructuring. Declarations of bankruptcy and
asset sales at prices low enough to generate profits for new owners is another
option, but one that has been hampered in Asia by the absence of adequate
bankruptcy laws. Although progress has been made in a number of countries,
it is not yet clear how new laws will be applied in practice. Finally, concerns
about the social and political costs of laying off workers, and the effects on
confidence in the absence of an effective social safety net, are a further major
obstacle to industrial rationalisation throughout Asia. While the policy solutions
needed to deal with these problems might seem obvious, implementation will
be difficult and costly to shareholders and potentially to governments. It is
telling that corporate restructuring is only just starting in Japan, almost a
decade after the need for it became apparent. While restructuring seems to
be beginning in China and Korea, as well as some other countries, it remains
to be seen whether promises made will in fact be kept.

Another factor holding back corporate restructuring, not just in Asia
but in many other parts of the world, is the already suspect soundness of
the banking system. Aggravating this problem by recognising still more bad
corporate loans may be necessary, but is hardly attractive politically. One
reason for forbearance is that, with shareholder capital eroded in both the
corporate and the financial sectors, the burden then tends to fall on the
taxpayer. While depositors could in principle contribute, in many emerging
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market countries governments have provided implicit insurance for all deposits
in order to avoid bank runs like those seen in Argentina in 1995 and Indonesia
more recently. With loan losses likely to amount to significant proportions of
GDP, emerging market countries without well-established government bond
markets could find that meeting their fiscal requirements will be challenging,
even if it also provides an opportunity for the development of capital markets.
As for countries with mature financial systems, the threat of major increases in
government debt could still complicate macroeconomic policies by pushing up
longer-term interest rates, as happened recently in Japan.

The manner in which the restructuring of the banking system is carried
out will determine both how effective it is and how long it will last. The
main objectives must be to re-establish solvency and profitability. As for
guiding principles, effective restructuring should begin as soon as the problem
is recognised and should be as comprehensive as is needed to alleviate
unwarranted credit rationing. Avoiding political interference and being
transparent about procedures and cost allocation is also essential. Finally,
shareholders and managements of insolvent banks must suffer if moral hazard
is to be avoided, although there may also have to be some limits to this in
a systemic crisis. It is unfortunate that, in a number of countries, these
principles have not always been applied as wholeheartedly as they might have
been. Deficiencies in this regard will have short-term costs if recovery is
delayed and longer-term costs if corporate restructuring is held back and past
mistakes are eventually repeated.

While current problems in the financial systems of emerging market
countries were primarily domestically generated, international capital flows
clearly exacerbated them. The underlying reality is that even flows that are
modest from the perspective of international capital markets can have highly
disruptive effects on small economies. This suggests that such countries should
dismantle controls on short-term inflows only very cautiously, particularly if
there are doubts (and there normally will be) about the inherent stability of the
domestic financial system. There should also be much less hesitation in using
market-based prudential instruments, such as reserve requirements, to prevent
banks from relying excessively on short-term borrowing in foreign currency. In
association with a less tightly managed exchange rate regime, this could make
a real difference.

Recent experience also suggests that countries wishing to accommodate
such capital inflows, for whatever reasons, should make greater efforts to
prepare themselves for the possibility of sudden outflows. One way of doing
this is by building up foreign exchange reserves by running trade surpluses.
The problem with this approach is that it would exemplify the fallacy of
composition: what kinds of global imbalances would emerge if all emerging
market countries endeavoured to do this? A less disruptive solution might
be the one recently adopted by Argentina, namely to borrow reserves and
arrange binding contingent lending facilities with the private sector. Given the
swings of mood in these markets, the authorities might at certain times find it
relatively easy and inexpensive to lock in longer-term foreign currency loans for
later use. Finally, countries might then make use of the recently announced
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Contingent Credit Lines offered by the IMF. In conjunction with similar private
sector arrangements, this would be a joint testimonial to the soundness of
the country in question and could contribute materially to the avoidance of
contagion problems.

To say that emerging market countries should address their own problems
is not to deny that part of the solution may be found in aspects of the
functioning of international capital markets themselves. Imprudent lending
has been motivated by both shrinking returns on traditional business at home
and the belief that various forms of safety net would protect creditors should
risks actually materialise. The former problem is likely to worsen as global
competition in the provision of financial services increases and managements
pay more attention to shareholder value. While it is possible that banks will
respond by pricing risk more carefully, it is also possible that they will
continue to be drawn into still riskier ventures.

The problem of imprudent lending due to safety net considerations has
recently been subject to a number of offsetting influences. On the one hand,
the losses suffered in Russia and China have made clear the potential for losses
in emerging markets. Such experiences seemed by April 1999 to be having an
effect on the behaviour of banks, even if the purchasers of emerging market
bonds had lost little of their enthusiasm. This latter tendency will probably
change, however, if recent suggestions that bondholders should normally share
in any restructuring of a country’s external debt are adopted. On the other
hand, the inference to be drawn from the Long-Term Capital Management affair
is that the regulatory authorities as well as the principal creditors considered
that a non-bank financial institution was too complex to fail. This might be
thought worrisome for the message sent out to much bigger banks and
dealing firms with their own large proprietary trading operations.

Advances in technology and deregulation have not only altered traditional
banking behaviour, but have also encouraged lending through securities markets
and the use of such markets by the banks themselves. This too has implications
for both financial and economic stability. In cyclical downturns, banks in many
countries have traditionally lent to customers with whom they have relation-
ships, which helps support spending and cushion the cycle itself. In contrast,
markets tend to change course instantly, switching off credit to all but the most
creditworthy. Indeed, as the banks themselves have become more dependent
on such markets, either to securitise assets or to issue debt, they may also
have become less capable of performing this smoothing function. Given also
the observation from last year that credit spreads in financial markets tend to
be highly correlated with the level of interest rates, the potential for greater
cyclical swings in credit growth and associated spending would seem clear.
The fact that liquidity may dry up as credit spreads widen has the further
implication that, in a market-driven system, the downswings may be inherently
more violent than the upswings. Finally, with more credit being provided by a
multitude of investors in impersonal markets from which exit is easy, it is
becoming increasingly difficult to organise concerted lending to sovereign
borrowers in need of liquidity. Akin to the attitude of governments, banks ask
why they should be bailing out others.
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The implications of these recent developments for internal risk manage-
ment procedures and public policy are important. Through various channels,
financial institutions including banks are becoming exposed to higher levels of
market risk. Moreover, market risk is more highly correlated with credit risk
than previously thought, since market exposures are often built on leverage,
and credit risk is also more highly correlated with liquidity risk than earlier
realised. Furthermore, it is now evident that risk models can also offer a false
sense of security because they may lose their predictive powers in extreme
market conditions. Indeed, their mechanical use may actually contribute to
market turbulence. While stress testing must then be relied on more heavily,
greater attention must be paid to non-linear payoffs and to scenarios previously
thought so unlikely as to be insignificant.

There are also implications for public policy which go beyond simply
ensuring adequate internal risk management. If markets are becoming
relatively more important in the financial system, and sentiment can change
very quickly, it becomes equally important to monitor markets closely and
identify concentrations of risk. In some countries where central banks have lost
their responsibility for banking supervision, they have been given responsibility
for overall financial stability. What this means needs to be better defined, as
far as the support of markets is concerned. Whether central banks stripped
of supervisory responsibilities will be able to obtain the information they
require, when they need it, to use their emergency liquidity support
powers wisely and effectively in a market-driven world remains a very open
question. In continental Europe, the additional complications posed by having
a supranational central bank interacting with diverse national supervisors
also need careful attention.

As noted in the Introduction to this Annual Report, a large number of
specific and practical recommendations have been put forward over the
last year on how the stability of national financial systems and that of the
international financial system might be improved. These suggestions build
constructively on earlier initiatives of the G10 Deputies and the work of the
various Basle-based committees, and there is no need to repeat them all here.
A whole host of recent meetings have served two important functions:
widening the range of participants and identifying areas of agreement and
disagreement. While disagreements still remain, there are now enough areas
of agreement that the time for implementation has surely arrived. This must
be the principal task of the international community over the next few years,
and it will not be an easy one.

International codes of practice are being recommended in many areas and
should be high on the implementation list. Fortunately, experience with the
implementation of the first of these, the Core Principles for Effective Banking
Supervision, provides some indication of ways to move forward. The Basle
Committee on Banking Supervision, through its Liaison Group and contact with
regional groupings of supervisors, is itself playing an advocacy role and has been
considering more active use of peer pressure. The IMF will monitor compliance
in the context of Article IV consultations and has proposed a code of
transparency for all those active in financial regulation. The presumption
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is that greater clarity about the mandate, powers and accountability of
supervisors will help them do a better job. The private sector can also help by
imposing market discipline on countries whose supervisory regimes are lax.
The proposal by the G7 countries that the IMF should publish its assessment
of countries’ adherence to international standards should help markets make
better judgements. Finally, consideration might be given to denying rights
of establishment in major financial centres to banks from countries whose
supervisory regime is deemed inadequate. Clearly, recourse to so many
different incentive systems indicates a belief that implementation of principles
of best practice will be difficult at best. Moreover, there are formidable
personnel and domestic incentive problems that could take years to resolve.
Such considerations make it all the more imperative that efforts at self-help
receive the full support of the international community.

Against the background of such challenges, the recent establishment of the
Financial Stability Forum under the aegis of the Group of Seven represents an
important step forward. The Forum brings together, for the first time, senior
treasury and central bank officials, national regulators and the representatives
of international financial institutions and international committees concerned
with financial stability. Through its efforts, costly and often irritating overlaps
in activity should be avoided and priorities set for implementation in a world
where the needs are great but expertise is scarce. There is also a need to
identify new areas of financial vulnerability and to ensure that action is taken
to address them. Finally, political pressure should be exerted at the highest
international level to ensure that unacceptable standards of behaviour do not
remain hidden behind accounting, regulatory or other devices. To carry out
its work effectively, however, the Forum will need to deal with the same
membership issues that have bedevilled more traditional groupings. How can
participation be kept small enough to be efficient, but at the same time made
large enough to be adequately inclusive of both industrial and emerging market
economies?

There can be a darker side to the operation of a market economy,
particularly when financial markets are highly liberalised and expectations are
prone to recurrent cycles of optimism and pessimism. Yet this should not blind
us to the overwhelming merits of the system and the absence of any plausible
alternative. The real task now is to improve the system we have, before
suggested alternatives begin to look more attractive than they really are.
Timely and effective actions that reduce the likelihood of a retreat into much
tighter regulation and direct government control must surely be steps in the
right direction.
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Activities of the Bank

During the year the Bank continued to play its traditional role in fostering
international monetary cooperation. It organised and provided analysis for a
wide range of meetings among central banks and within the international
financial community on key issues affecting monetary policy and financial
stability. While most of these meetings took place in Basle, a growing number
were held elsewhere, including at the recently established BIS Representative
Office for Asia and the Pacific.

The Bank also continued to serve as a counterparty to central banks in
their financial operations, and to provide agency and trustee functions for a
variety of financial transactions. In the course of the year, the Bank began
marketing asset management services as well as a Medium-Term Instrument to
provide central banks with a longer-dated and liquid investment outlet. Within
the framework of an international support programme for Brazil, the Bank also
coordinated a Credit Facility in favour of the Banco Central do Brasil.

This chapter reviews the principal activities of the Bank in these and
other areas during the past financial year. The reports referred to below, as well
as the Bank’s working papers and economic policy papers, are available on the
BIS website (www.bis.org) or, on request, in hard copy.

1. International monetary and financial cooperation

The provision of analysis for and organisation of regular meetings of senior
central bank and other officials on key issues of financial policy is the Bank’s
main contribution to fostering international monetary and financial coopera-
tion. These meetings, all of which are supported by BIS secretariats, fall into
four categories: regular consultations among central bank governors and senior
officials on conjunctural and monetary issues and on matters affecting financial
stability; meetings of standing expert committees that formulate standards or
recommend best practices to promote financial stability; meetings involving
broader sets of national authorities and international institutions, principally on
financial stability issues; and meetings centred on technical areas of central bank
activities.

Regular consultations on monetary and financial issues

Consultations among Governors at the BIS take place in three main forums:
the traditional meetings of the central bank Governors of the Group of Ten
countries; wider meetings involving the Governors of all BIS shareholding
central banks (sometimes including guests from major non-shareholding central
banks); and a new gathering that brings together a limited number of
Governors from the principal industrial and emerging market countries. The
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regular meetings of G10 Governors provide a focal point for consultations on
the economic and financial conjuncture. Three key policy issues dominated
meetings in the year under review: containment of the risks posed to the global
economy by the crises in Asia and elsewhere; the introduction of the euro;
and the challenge of conducting policy in unsettled financial markets amidst
evidence of inflated asset prices.

Monetary and financial policy issues likely to remain of interest and
relevance over a medium-term horizon are the principal topics of discussion at
the regular meetings of the Governors of all the Bank’s shareholding central
banks. In the year under review, the Governors discussed, among other
subjects, the monetary, financial and exchange rate implications of EMU, central
banks’ involvement in the surveillance and supervision of financial institutions,
the role of rating agencies in the operation of financial markets, and the design
and operation of financial safety nets. The Governors also discussed the
conduct of monetary policy under different exchange rate regimes, and the
policy challenges facing the central banks in Asian and Latin American countries
in the wake of the recent crises. Finally, the Governors provided high-level
input to the Code of Good Practices on Transparency in Monetary and
Financial Policies under development by the IMF in consultation with the BIS,
its member central banks and representatives of the standing committees on
financial stability issues.

Since the beginning of 1999, the Bank has also hosted regular meetings
of central bank Governors of the principal industrial and emerging market
economies. The global reach of the financial crisis that began in the emerging
market economies some two years ago has illustrated the need for expanded
consultation on the risks to continued stability. Among other issues, these
meetings have discussed current account and exchange rate adjustment in the
wake of the Asian financial crises, the pace of bank restructuring in emerging
markets, and the risks and challenges posed by asset price inflation amidst
deflationary pressures in goods markets. Reflecting its global orientation, the
Bank also organised several regional meetings of senior central bank officials.
The 1998 Working Party on Monetary Policy in Latin America was hosted by
the Banco Central do Brasil in November, and the Working Party on Monetary
Policy in Asia was held at the BIS Representative Office in Hong Kong SAR in
March 1999. The annual policy meeting of Deputy Governors of central banks
of the major emerging market economies was held in Basle in December 1998
and dealt with techniques of bank restructuring.

In addition to the above meetings, the Bank continued to host regular
consultations of senior central bank officials on a variety of subjects. The
Gold and Foreign Exchange Committee monitors foreign exchange market
developments, with particular focus in the year under review on the intro-
duction of the euro and on the orderly functioning of markets under the strains
experienced during the period.

Meetings of standing committees on financial stability issues

The Bank continued to provide the secretariats for a number of standing
committees working to promote financial stability. Two of these committees,
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the Basle Committee on Banking Supervision and the Committee on the
Global Financial System (formerly the Euro-currency Standing Committee), are
concerned with the safe functioning of the banking sector and the markets
involved in the international financial system respectively. The third, the
Committee on Payment and Settlement Systems (CPSS), focuses on the
infrastructure which links institutions and supports the orderly functioning
of markets. By covering important elements of three main pillars of the
international financial system — institutional participants, markets and infra-
structure — these committees provide a comprehensive and coherent oversight
of ongoing developments. All three committees, along with the BIS, are
represented in the Financial Stability Forum recently established on the
initiative of the G7 Ministers and Governors.

Basle Committee on Banking Supervision

The Basle Committee on Banking Supervision has made significant progress
in 2 number of areas that are key to improving financial stability. Its principal
focus of attention over the past year has been the Basle Capital Accord. The
Committee has conducted a thorough review of the Accord and is now in the
process of finalising a consultative paper, setting out its views on how the
Accord should be amended to take account of developments in the financial
markets in the 11 years since it was issued. The objectives in the revision
are: (i) continued promotion of safety and soundness in the financial system;
(ii) enhancement of competitive equity; (iii) a more comprehensive approach
to addressing risks; and (iv) continued focus on internationally active banks —
although the underlying principles of a revised Accord should be suitable for
banks of varying levels of complexity and sophistication. The revised Accord
will place strong emphasis on market discipline and the supervisory review
process as essential complements to minimum capital requirements.

Recognising that a substantial overhaul of the Capital Accord will probably
take several years, the Committee intends to develop two parallel approaches
to quantitative capital requirements: a revised standardised approach that seeks
to redress critical shortcomings in the present Accord, and an alternative
approach based on banks’ internal rating systems that would be available to
banks with sophisticated systems for rating credit risk. The Committee will also
continue to explore the possibility of using credit risk models for regulatory
purposes at a future date.

The last two BIS Annual Reports have described the widening role of
the Basle Committee beyond its own G10 membership. The Committee has
continued to work closely with non-G10 supervisors, the IMF and the
World Bank to strengthen the financial systems in emerging market economies,
principally by promoting the implementation of the Core Principles for Effective
Banking Supervision that were finalised in September 1997. A survey on the
state of implementation of the Core Principles, conducted as part of the
preparatory work for the 1998 International Conference of Banking Super-
visors (see below), identified a number of areas where the Principles need
elaboration. These are being addressed by the Basle Committee’s Core
Principles Liaison Group, which contains a mix of about 20 G10 and emerging
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market countries, as well as representatives of the IMF and the World Bank.
To assist efforts to foster and monitor implementation of the Principles, the
Liaison Group is currently developing additional methodology designed to
establish detailed criteria for assessing implementation in individual countries.

The Committee has released a large number of policy papers since the last
Annual Report. These have covered a wide range of topics, including bank
transparency (September 1998), banks’ internal control systems (September
1998), loan accounting (October 1998), operational risk management (October
1998), disclosures of trading and derivatives activities (November 1998),
Year 2000 contingency planning (January 1999), banks’ interactions with highly
leveraged institutions (January 1999), the supervision of financial conglomerates
(February 1999), and credit risk modelling (April 1999). Most of these papers
include guidance for banks and bank supervisors on sound practices. An
updated version of the comprehensive Compendium of Basle Committee
documents on supervisory practices and methods was issued in January 1999.

The Basle Committee has continued to develop relationships with and
among supervisors from all parts of the world. It sponsored the 10th
International Conference of Banking Supervisors that took place last October
in Sydney at the invitation of the Reserve Bank of Australia and the Australian
Prudential Regulation Authority. The two main themes were the implemen-
tation of the Core Principles for Effective Banking Supervision and operational
risk. A panel discussion was also held on Year 2000 issues. About 250 delegates
from 120 countries attended the conference. The Committee also continues to
work closely with the regional groups of banking supervisors around the world.

Committee on the Global Financial System

Since the spring of last year the work of the Committee on the Global Financial
System has proceeded along two parallel lines: the monitoring and analysis
of developments in international financial markets, and the examination of
structural issues with a bearing on financial stability and possible policy
responses.

In the aftermath of the Asian crisis, the Committee monitored the evolving
situation closely and analysed the lessons to be drawn regarding: (i) potential
improvements in transparency; (ii) the behaviour of international capital flows;
(iii) the effectiveness of international support operations; and (iv) management
of country risk exposures by internationally active banks. This work formed the
basis for a report to G10 Governors in May 1998 and a report completed in
October 1998 which examined the use of information in the decisions of banks
that lend to emerging market economies. In addition, the Committee strength-
ened its regular monitoring of developments in the global financial system and
individual countries with a view to identifying potential vulnerabilities.

As part of its longer-term work designed to promote financial stability,
the Committee, together with the other Basle-based groupings, reported to
G10 Governors in July 1998 on the desirability and feasibility of developing
international norms or standards in a number of areas. Many of the efforts of
the Committee in the period under review have a bearing on two such areas:
promoting deep and liquid markets and transparency.
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With regard to the promotion of deep and liquid markets the Committee
completed three reports. One report, prepared by a joint study group with
the CPSS, reviewed settlement procedures and risk management practices in
OTC derivatives markets and identified further steps that could be taken to
mitigate risk (September 1998). A second report examined the structure and
functioning of repo markets in several industrial countries and in the euro area,
considered their potential systemic implications, and outlined the preconditions
for a proper development of these markets (March 1999). The third study
addressed the determinants of market liquidity from a theoretical and empirical
perspective, reviewed the characteristics of established government securities
markets, and drew a preliminary set of conclusions regarding the requirements
for securing liquid markets (April 1999).

The work completed or under way in the area of transparency falls under
three headings: overseeing improvements to the BIS international banking and
derivatives statistics; promoting greater dissemination of information about
official reserve positions; and increasing the transparency of the financial
activities of market participants more generally.

Since the Asian crisis, working in close consultation with statistical experts
at the BIS and at member central banks, the Committee has taken several
steps to improve the timeliness, quality and coverage of the BIS international
consolidated banking statistics. In March 1999 the BIS, the IMF, the World
Bank and the OECD jointly published for the first time a set of creditor-
based measures of countries’ external debt. In December 1998, the BIS
published the first instalment of a new semiannual set of regular derivatives
market statistics which had been proposed in a Committee report released
in 1996.

To remedy shortcomings in existing information concerning the on- and
off-balance sheet activities of central banks and other public sector entities, in
October 1998 the Committee published a template for the comprehensive
disclosure of official foreign exchange reserves and potential drains on them.
After some refinements and coordination with the IMF, the template became
part of the IMF’s Special Data Dissemination Standard in March 1999.

Three working groups, two of which include representatives of emerging
market countries, are investigating other ways of enhancing the transparency
of the activities of financial market participants. One group is concerned with
disclosure practices by individual financial institutions, building on a previous
report issued by the Committee in 1994. The second group is examining what
kind of aggregated information would help improve the functioning of markets.
These efforts are a natural complement to initiatives undertaken by the Basle
Committee on Banking Supervision in related areas, including its recent report
on banks’ interactions with highly leveraged institutions. A third working group
is studying the stress test methodologies used by large internationally active
banks.

In February 1999 the G10 Governors changed the name of the Committee
and updated its mandate to reflect the changes that had taken place in its focus
over recent years. The new mandate stresses the role of the Committee in
monitoring developments in global financial markets and national economies,
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highlights the promotion of financial market stability and calls for a close
examination of the link between monetary and financial stability.

Committee on Payment and Settlement Systems

The Committee on Payment and Settlement Systems continued its efforts to
promote robust payment and settlement systems and thereby strengthen
financial market infrastructures and reduce systemic risk. The Committee
intensified its cooperation with other international groupings and is associat-
ing an increasingly wide group of non-G10 central banks with its work.

Following the publication of its report on foreign exchange settlement risk
in July 1998, the Committee continued to monitor and encourage private
sector efforts to this end. The CPSS has been engaged in an ongoing dialogue
with various private sector groups involved in the design and enhancement of
schemes to reduce foreign exchange settlement risk. It is also working closely
with the Basle Committee on Banking Supervision in developing guidance for
supervisors in this area.

The CPSS, in cooperation with the International Organization of Securities
Commissions (IOSCO), is continuing to promote greater transparency in
securities settlement arrangements through the implementation of the
Disclosure Framework for Securities Settlement Systems, published in February
1997. A large number of such systems around the world have now made
information publicly available on their ownership structure, their custody,
clearing and settlement operations and their risk management procedures.

A joint IOSCO/CPSS working group on securities lending is in the process
of finalising a report that analyses the implications for securities regulators and
central banks of securities lending and similar transactions, and in particular the
impact of these transactions on securities clearance and settlement systems.
The working group consists of representatives of central banks and securities
regulators from both G10 and emerging market countries. Its report is likely
to consider the procedures used by market participants in securities lending
transactions; the effect of the economic, legal and regulatory environment on
securities lending activity; and the risks that may arise in the course of settling
these transactions.

The Committee’s working group on retail payments is analysing trends in
the use of retail payment instruments and in the related clearing and settlement
arrangements. An improved understanding of the retail payments industry will
allow central banks to adequately assess the challenges posed by innovations
in this area. With respect to electronic money, the Committee, through its
Secretariat at the BIS, has continued to monitor global developments in card-
based and network-based products.

The CPSS has continued to strengthen its cooperation with non-G10
central banks. Various individual central banks or regional central banking
groups are preparing, with the support of the CPSS Secretariat, publications
that describe the payment systems in their country or geographical area.
The Committee has also supported an increasing number of payment system
workshops and seminars organised by the BIS jointly with regional central
banking groups.
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Cooperation with other organisations has taken a number of forms. The
CPSS is one of the four ex officio members of the Joint Year 2000 Council,
whose objective is to reduce the risks associated with the Year 2000 problem
(see below). Cooperation with non-G10 central banks and other international
organisations is most evident in the ongoing efforts to define “Core Principles”
for the design and operation of payment systems. The Principles are being
developed by a Task Force comprising G10 central banks and an equal number
of non-G10 central banks as well as the European Central Bank (ECB), the
IMF and the World Bank. These Principles will assist central banks, system
operators and international organisations in improving the safety and efficiency
of payment systems and thereby strengthen the infrastructure of financial
markets globally.

Broader international cooperation

BIS contributions to the work of the Group of Ten

As in the past, the BIS contributed to the work undertaken by the G10
Finance Ministers and central bank Governors, their Deputies and the working
parties set up under their auspices. During the period under review, the focus
of the G10 was on improvements in crisis prevention and management. The
Ministers and Governors stressed the importance of the timely and substantive
involvement of the private sector in the resolution of international financial
crises. The growth of private capital flows to emerging markets over the past
decade, the shift in the composition of portfolio flows towards securitised
debt, and the moral hazard associated with official financing make it neither
desirable nor feasible for international financial crises to be resolved without
the involvement of the private sector. A number of ways of achieving such
involvement are under consideration, including improvements in relations
between creditors and debtors, greater use of contingent lines of credit and
incorporation of collective action clauses into bond contracts.

BIS contributions to the work on reforming the international financial architecture

The BIS, together with other international financial institutions and organi-
sations, has actively contributed to the ongoing work on reforming the
international financial architecture. During the period under review, an
important part of this work was the completion of three reports on the
international financial architecture by working groups comprising represen-
tatives from central banks and finance ministries of industrial countries and
emerging market economies.

The Working Group on Transparency and Accountability considered the
contributions that transparency and accountability can make to improvements
in economic performance, as well as the nature of the information needed
to give effect to these improvements. The Working Group on Strengthening
Financial Systems sought a consensus on principles and policies that foster the
development of a stable, efficient financial system and set out options for
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enhancing cooperation and coordination among national and international
bodies concerned with financial stability. The Working Group on International
Financial Crises drew up principles and examined policies that could help
prevent international financial crises and facilitate the orderly and cooperative
resolution of crises that may occur in the future. The recommendations of the
working groups were endorsed by the Finance Ministers and central bank
Governors of 26 countries during the 1998 annual meetings of the IMF and
the World Bank.

Since the release of the working groups’ reports, dialogue on strength-
ening the international financial architecture has continued. On the initiative
of the G7, senior officials from 33 countries met in Bonn and Washington
to discuss topics ranging from the maintenance of sustainable exchange rate
regimes to proposals for strengthening the IMF and the World Bank and
policies to minimise the social impact of crises. In addition, a Financial Stability
Forum has been established to improve international cooperation with respect
to actions to strengthen financial systems. The Forum will assess issues and
vulnerabilities affecting the global financial system and identify and oversee
the actions needed to address them. The BIS and other international financial
institutions and organisations participate in the meetings of the Forum and also
jointly provide secretariat support.

International Association of Insurance Supervisors

The BIS has hosted the Secretariat of the International Association of Insurance
Supervisors (IAIS) since the Secretariat’s establishment in January 1998. Similar
to the Basle Committee on Banking Supervision but directed at insurance
supervision, the |AIS aims to contribute to global financial stability by improv-
ing supervision of the insurance industry through the development of practical
standards for insurance supervision, provision of mutual assistance and
exchange of information on members’ respective experiences.

Supplementing the existing papers — the I|AIS Core Principles, the
Insurance Concordat, the Guidance on Insurance Regulation and Supervision
for Emerging Market Economies and the model Memorandum of Under-
standing — the IAIS issued in 1998 international standards on the licensing
of insurance companies, on-site inspections and the use of derivatives. In
February 1999 the IAIS released policy papers on Year 2000 contingency
planning and the supervision of financial conglomerates in collaboration
with other international regulatory bodies. The IAIS is currently formulating
principles and standards in the areas of solvency regulation, investment
regulation, insurance accounting, electronic commerce, market conduct of
insurance business and reinsurance. It is also expanding the Insurance
Concordat to cover not only cross-border establishments but also cross-
border services of internationally active insurance companies.

The IAIS arranged several training programmes and provided training
materials for insurance supervisors in order to help members comply with IAIS
supervisory principles and standards. In the past year, it organised regional
training seminars for insurance supervisors in Poland (March 1998), South
Africa (July 1998) and Singapore (February 1999).
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The IAIS actively participates in the newly established Financial Stability
Forum in order to promote coordination with other international financial
bodies and national financial regulatory institutions.

Joint Year 2000 Council

The potential risks to IT systems associated with the Year 2000 date change
have been a major preoccupation of senior policymakers around the world.
Since its establishment in April 1998, the Joint Year 2000 Council, in coopera-
tion with its sponsoring committees (Basle Committee on Banking Supervision,
CPSS, IAIS and IOSCO), has taken a range of initiatives to prompt action by
financial market authorities to address the problem. An important objective is
to advance coordination within the global regulatory community as well as
between the public and private sectors on important Year 2000 policy issues.
These activities have been supported by the Council’s Secretariat, which is
provided by the BIS.

The Council has met regularly to discuss and develop policy guidance
in a number of areas. It has also met on a regular basis with its External
Consultative Committee, which groups a large number of representative
international organisations from the private and public sectors, in order to
learn about ongoing developments and emerging concerns. With the coopera-
tion and support of its member institutions, the Council organised a series of
regional meetings. Approximately 400 regulators from 100 countries attended
these meetings, which were held in Asia, Europe, the Americas, the Middle East
and Africa in late 1998 and early 1999. In cooperation with the private sector,
the Council also organised a high-level meeting between key regulators and
senior executives of international financial market firms at which progress with
remediation programmes was assessed and potential risk mitigation strategies
were discussed.

The policy papers produced by the Council have covered a number
of issues, including the scope and impact of the Year 2000 problem, the
importance of internal and external testing programmes, the benefits of
improved disclosure and information sharing, and contingency planning. The
Council Secretariat also produces a regular bulletin that reviews particular
issues and describes policy initiatives in different regions. In total, the Council’s
publications reach more than 1,000 regulators in 170 countries.

The Council plans to continue to provide a platform for information
sharing amongst financial market authorities worldwide and to assist in the
formulation of relevant policy recommendations. There is a growing concern
that, in the months leading up to 2000, the risk of potential Year 2000
disturbances could contribute to financial market uncertainty and related
volatility. The Council, in cooperation with its sponsoring committees and
other relevant Basle-based committees, intends to monitor Year 2000
developments closely and to examine, where appropriate with representatives
of the private sector, possible risk mitigation measures, event management
procedures and public communication strategies.
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Other forms of central bank cooperation

Coordinating Services for Central Banks and International Organisations

The cooperation between the BIS, the committees hosted by it and various
regional central bank groupings intensified during the reporting period. The
regional groups, in particular CEMLA (Centro de Estudios Monetarios
Latinoamericanos), EMEAP (Executive Meeting of East Asian and Pacific Central
Banks), SEACEN (South-East Asian Central Banks), SAARC (South Asian
Association for Regional Cooperation), the GCC (Gulf Cooperation Council)
and SADC (Southern African Development Community), assisted the BIS and
the Basle-based committees in disseminating standards and best practices to
the central banks in their regions. The BIS and the Basle-based committees
conducted an increasing number of joint seminars with regional groupings
in the areas of banking supervision, payment and settlement systems, and
monetary and financial stability.

The training needs of countries in transition continued to be addressed
within the framework of the Joint Vienna Institute. More than 10,000 officials,
mainly from the public sector, have attended courses and seminars at the
JVI since its establishment in late 1992. The mandate of the Institute was
renewed by the five sponsoring international financial organisations (BIS,
EBRD, IBRD, IMF and OECD) — joined in January 1999 by the World Trade
Organization — for another five years until mid-2004. The seminars organised
by the BIS, but drawing also on input from central banks and other institutions,
covered banking supervision, payment and settlement systems, monetary and
financial stability, legal issues and reserve management.

Group of Experts on Monetary and Economic Data Bank Questions

The Group of Experts on Monetary and Economic Data Bank Questions
continued to focus on challenges presented by the Year 2000, EMU and steps
towards broadening the scope of secure electronic information exchange
among central banks to include data, documents and support for conferencing
and workgroup capabilities. A pilot project was successfully carried out with a
small number of central banks, providing an opportunity to explore essential
business and technology issues that could lead to the provision of new central
bank information services by the BIS. A special Technical Coordination Work-
shop was convened to review details and share views on a variety of topics:
the Year 2000 and associated changes in data exchange systems and formats
for BIS Data Bank participants; statistical data coverage issues associated
with the creation of the euro; and alternatives that followed from the pilot
project. Central banks encouraged the BIS to move forward with the launch of
broadened electronic information services and to deliver a secure and reliable
production platform to achieve this objective on a timely basis.

Group of Computer Experts

Discussions in the Group of Computer Experts during the period under review
focused on the efforts of central banks’ IT departments to prepare for
the introduction of the euro and the Year 2000. With the euro successfully
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implemented, extensive programmes are in place to ensure that the IT systems
used for payments, settlements and other functions can undergo timely,
comprehensive internal and external testing for Year 2000 compliance.

Central banks are increasingly using internet technologies for communi-
cating substantial amounts of information to a variety of audiences: sharing
information in-house, exchanging economic and statistical data with universities
and research institutes, and sharing information among themselves and with the
general public through websites. The Group discussed ways of facilitating the
use of internet technologies by central banks and the measures that need
to be taken to address the risks posed by linking internal IT systems to the
internet, particularly with regard to data confidentiality and system availability.
In this context the Group also examined recent technological developments
such as virtual private networks, digital signatures and public key infra-
structures.

Representative Office for Asia and the Pacific

In July last year, the Bank established its first presence outside Switzerland
in the form of the Representative Office for Asia and the Pacific in Hong
Kong SAR. The Office aims to further enhance information exchange and
cooperation among central banks and monetary authorities in the region, and
between them and central banks in the rest of the world. It is also involving
the region’s central banks more closely in the activities of the Bank. On the
banking side, the Office has served to promote the Bank’s business relation-
ships with regional central bank customers; in addition, the Office contributes
to the Bank’s research and analysis of financial and economic developments in
the Asia-Pacific region.

Since its opening, meetings at the new Office have brought together
central bank officials from within and outside the region. A meeting of reserve
managers, also attended by the ECB, discussed preparations and prospects for
the euro. In January, a special Governors’ meeting exchanged views on bank
restructuring, drawing on experiences from Europe and the Americas. And
a meeting of foreign exchange market managers in the region, with their
counterparts from western and central Europe, Africa and North America,
discussed the foreign exchange strategies of highly leveraged financial
institutions.

Financial Stability Institute

Last year’s Annual Report noted the establishment of the Financial Stability
Institute as a joint initiative of the Bank and the Basle Committee on Banking
Supervision in response to the need to strengthen financial systems worldwide.
Its first Chairman, John Heimann, took up his position on 1 February 1999.
The Institute will focus first on strengthening financial systems and institutions,
starting with banking and gradually adding securities dealers and insurance,
as the distinctions between these three sectors have become increasingly
blurred. It is intended to hold seminars where heads of supervision from
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emerging markets will interact with their peers from leading industrial nations
and experienced financial sector participants, with the aim of implementing and
enforcing better financial structures through application of the Core Principles
for Effective Banking Supervision. The Institute collaborates closely with the
Toronto International Leadership Centre for Financial Sector Supervision,
sponsored by the World Bank and the Canadian government. From June
onwards, joint seminars in the broader field of strengthening supervisory
capacities and workshops on areas such as market risk and risk management
will be organised in Basle and Toronto.

A wide-ranging training programme for middle-level senior supervisors
is planned with seminars to be organised in Basle and in each of the major
regions of the world. Cooperation with the World Bank, the IMF and central
banks is envisaged.

2. Functions as Agent and Trustee

During the past financial year the Bank continued to act as Agent and Trustee
in connection with international financial settlements.

Agent for the private ECU clearing and settlement system

Following the introduction of the euro on 1 January 1999, the private ECU
clearing and settlement system was replaced by the new euro clearing system
of the Euro Banking Association (EBA), Paris. In this connection, the BIS
ceased to act as Agent for the private ECU clearing and settlement system
on 31 December 1998 and the related BIS/EBA Agreement was terminated
as of that date.

The BIS had acted as Agent for the ECU clearing system since October
1986. A description of the structure and operation of the ECU clearing system
can be found in the 56th Annual Report of June 1986. The number of clearing
banks had risen steadily over the years, and during summer 1998 a further
11 banks were granted the status of clearing bank by the EBA, while five
banks withdrew from the system. The total number of ECU clearing banks
thus amounted to 62 by the time of the switchover to the new euro clearing
system.

Trustee for international government loans

With regard to the funding bonds 1990-2010 of the Dawes and Young Loans,
the Deutsche Bundesbank, as Paying Agent for all uncertificated bonds of all
issues of the Dawes and Young Loans, notified the Bank that it had paid out
approximately DM 3.5 million to bondholders in respect of redemption at the
maturity date of 3 October 1998 and DM 7.0 million in respect of interest at
the maturity dates of 3 April and 3 October 1998, as well as interest arrears.
The newly calculated redemption values and conversion factors in respect of
the aforementioned interest maturity dates were published by the Bundes-
schuldenverwaltung (BSV — German Federal Debt Administration) in the
Bundesanzeiger (Federal Gazette).
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On the occasion of the introduction of the euro on 1 January 1999, the
BSV announced that the aforementioned funding bonds will not be converted
into euros. However, the method used by the German authorities to calculate
the redemption values of these bonds for payments of interest and principal
will be altered. Details can be found in the announcement made by the BSV in
Bundesanzeiger No. 57 of 24 March 1999.

Concerning the application of the exchange guarantee clause for the Young
Loan by the BSV, the Bank has repeated its earlier reservations stated in the
50th Annual Report of June 1980, which also extend to the funding bonds
1990-2010. The Bank has also drawn attention to the fact that the introduc-
tion of the euro does not entail any change with regard to the aforementioned
reservations. The Paying Agents have been advised to take the appropriate
precautionary measures in order to safeguard the rights of the bondholders.

Details of the funding bond issues and the Bank’s functions can be found
in the Bank’s 63rd Annual Report of June 1993.

Collateral Agent for Brazilian bonds

Under two Collateral Pledge Agreements signed on 15 April 1994, the BIS
acts in the capacity of Collateral Agent to hold and invest collateral for the
benefit of the holders of certain US dollar denominated bonds, maturing in
either 15 or 30 years, issued by Brazil under the external debt restructuring
arrangements agreed in November 1993.

Collateral Agent for Peruvian bonds

Under agreements signed on 7 March 1997, the BIS acts in the capacity of
Collateral Agent to hold and invest collateral for the benefit of the holders
of certain US dollar denominated bonds, maturing in either 20 or 30 years,
issued by Peru under the external debt restructuring arrangements agreed in
November 1996.

Collateral Agent for Céte d’lvoire bonds

Under agreements signed on 31 March 1998, the BIS acts in the capacity of
Collateral Agent to hold and invest collateral for the benefit of the holders of
certain US dollar and French franc denominated bonds, maturing in either 20
or 30 years, issued by Coéte d’lvoire under the external debt restructuring
arrangements agreed in May 1997.

3. Financial assistance to central banks

Within the framework of an international financial support programme put
together for Brazil in late 1998, the BIS coordinated a Credit Facility for up
to US$ 13.28 billion in favour of the Banco Central do Brasil. Funds made
available by the BIS under this Facility are for the most part provided with the
backing or guarantee of 19 participating central banks. A parallel Facility for up
to US$ 1.25 billion was also granted by the Japanese monetary authorities.
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Drawings on both arrangements are made in conjunction with Brazilian
purchases under an IMF Supplemental Reserve Facility.

A first drawing of US$4.15 billion was made on the BIS Facility on
18 December 1998. A second drawing of US$4.5 billion occurred on
9 April 1999. Proportional amounts were made available in each case under
the Japanese Facility.

As part of its normal business activity, the BIS also made various
short-term advances to central banks during the course of the year on an
uncollateralised as well as on a collateralised basis.

4. Operations of the Banking Department

At 31 March 1999 the Balance Sheet stood at 66,237 million gold francs,
representing an increase of 6.1% (3,787 million gold francs) over the total of
62,450 million reached a year earlier. Exchange rate factors had a positive
impact of approximately 650 million gold francs on the total as a result of
a slight weakening of the US dollar against other currencies between the
beginning and the end of the financial year.

Against the background of last autumn’s financial market turbulence,
the Balance Sheet expanded significantly to reach an all-time record level of
89,466 million gold francs in December 1998. The general flight to quality
which occurred at this time highlighted the credit standing of the BIS. As
credit concerns diminished, however, this increase in the Balance Sheet was
largely reversed in the first quarter of 1999.

Liabilities

The BIS customer base consists of more than 100 central banks and inter-
national institutions. Continuing its efforts to improve the competitiveness and
scope of its banking services, the BIS adopted various measures during the
course of the year to price its financial products more attractively and also
launched a new longer-term instrument with maturities out to five years.

On 31 March 1999 borrowed funds in gold and currencies (excluding
repurchase operations) totalled 60,898 million gold francs, compared with
57,497 million at the end of the previous year. Deposits in gold, which declined
by 281 million gold francs to 3,193 million, accounted for 5.2% of total
borrowed funds against 6% a year earlier. Currency deposits grew over the
period by 3,682 million gold francs, a decline in fixed-term deposits being more
than offset by increased investments in more liquid, tradable BIS instruments.
The volume of such currency placements tends to be volatile, reflecting not
only the active use made by central banks of BIS banking facilities for liquidity
management but also the safe haven role of the BIS in uncertain market
conditions. The average volume of borrowed currencies measured on a daily
basis was 8.4% higher than in the financial year 1997/98.

The past financial year was characterised by a 13.6% increase in funds
received in US dollars. As a result, the share of the US dollar in total borrowed
funds in currencies continued its upward trend of recent years to reach 65.9%
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on 31 March 1999, compared with 62.1% a year earlier. In contrast, the share
of the euro or its constituent currencies declined over the same period from
24.8% to 20.2% of total borrowed funds.

Deposits by central banks rose from 50,468 million to 54,016 million gold
francs, representing 93.6% of total borrowed funds in currencies at end-March
1999, the proportion being virtually unchanged from the previous year. Funds
placed by other depositors (mainly international institutions) amounted to
3,690 million gold francs (or 6.4% of the total), compared with 3,555 million
(or 6.6%) on 31 March 1998.

Assets

The bulk of the reserve assets held by central banks with the BIS are short-
term and one of the Bank’s prime objectives in employing these resources
is therefore to preserve a high degree of liquidity. The Bank conducts its
operations in a highly prudent manner to ensure the safety of the deposits
entrusted to it; credit risk, maturity transformation and exchange rate risk are
rigorously monitored.

Having increased year on year by 4,157 million gold francs, investments
in currencies amounted to 62,189 million gold francs on 31 March 1999,
compared with 58,032 million a year earlier. These assets represent deposits
with first-class institutions of international standing as well as short-term
negotiable securities, including treasury bills. The Bank also grants advances
to central banks; at end-March 1999 the total of such advances outstanding
amounted to 2,550 million gold francs, the bulk of which represented funds
extended under the multilateral Credit Facility coordinated by the BIS in favour
of the Banco Central do Brasil (see 3 above).

The Bank’s assets in gold declined from 4,159 million to 3,879 million
gold francs during the financial year, reflecting the decrease in gold deposits
received.

Apart from its holdings of 192 tonnes of gold, the Bank’s own funds are
largely held in liquid securities issued or guaranteed by the governments of the
major industrial countries as well as top-rated supranationals. This investment
policy proved particularly effective during last year’s disturbed market
conditions.

The Bank also makes use of certain derivative instruments, essentially
with a view to managing its own funds more efficiently and hedging risks on
its borrowed funds (see Note 8a to the Balance Sheet).

5. Net profits and their distribution

The accounts for the 69th financial year ended 31 March 1999 show a net
profit of 303,618,800 gold francs, compared with 259,160,599 gold francs for
the preceding financial year. The high level of the Balance Sheet total during
the year resulted in an increase in income from borrowed funds operations.
Interest income from own funds investments fell slightly as a consequence of
the general fall in longer-term interest rates in major markets. However, the
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lower interest rate environment also led to large realised capital gains on
the Bank’s investment portfolios, and the increased gains from securities
trading contributed significantly to the recorded rise in profits. A further factor
behind the increase in the net profit was the decision of the Bank’s Board of
Directors to reduce again the amount allocated to the provision for banking
risks and other eventualities.

This year’s result is shown after deduction of 66,762,397 gold francs in
respect of costs of administration, compared with the previous year’s figure of
55,701,805 gold francs. Of this increase, 6,016,352 gold francs resulted from
the incorporation for the first time of a depreciation charge, following the
introduction of the new accounting policy under which the Bank’s land,
buildings and equipment are capitalised and depreciated. The Bank’s costs of
administration, excluding depreciation, increased by 5,044,240 gold francs or
9.1%, but valuation adjustments accounted for part of this increase. In terms
of Swiss francs, the currency in which most of the Bank’s expenditure is
incurred, the rise in costs, excluding depreciation, amounted to 6.9%.

On the basis of Article 51 of the Statutes, the Board of Directors
recommends that the net profit of 303,618,800 gold francs be applied by the
General Meeting in the following manner:

(i) an amount of 57,366,159 gold francs in payment of a dividend of 320 Swiss
francs per share;

(i) an amount of 49,250,528 gold francs to be transferred to the general
reserve fund;

(iii) an amount of 3,000,000 gold francs to be transferred to the special
dividend reserve fund; and

(iv) an amount of 194,002,113 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 1 July
1999 to the shareholders whose names are contained in the Bank’s share
register on 20 June 1999.

The Balance Sheet, the Profit and Loss Account and summary statements
showing the movements during the financial year in the Bank’s capital and
reserves can be found at the end of this Report. The Bank’s accounts have
been audited by PricewaterhouseCoopers AG, who have confirmed that the
Balance Sheet and the Profit and Loss Account, together with the Notes
on pages 174-180, give a true and fair view of the Bank’s financial position at
31 March 1999 and of the results of its operations for the year ended on that
date. Their report is to be found immediately following the accounts.

6. Changes in the Board of Directors

At its meeting on 8 February 1999 the Board elected Urban Bickstrom,
Governor of Sveriges Riksbank, as Chairman of the Board of Directors and
President of the Bank for a period of three years commencing on 1 March
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1999, when Alfons Verplaetse relinquished those offices on retiring as Governor
of the National Bank of Belgium.

Guy Quaden, who succeeded Alfons Verplaetse as Governor of the
National Bank of Belgium, became an ex officio Director from 1 March 1999.

Following the resignation of Philippe Wilmés as a member of the Board
in March 1999, Guy Quaden appointed Alfons Verplaetse to this position.
Eddie George, Governor of the Bank of England, renewed to May 2002 the
appointment of Lord Kingsdown as a member of the Board under Article
27(2) of the Statutes.

Urban Béckstrom’s term as a member of the Board of Directors under
Article 27(3) of the Statutes expired on 31 March 1999 and he was elected for
a further three years.

There were three changes amongst the Alternates of ex officio Directors.
In September 1998 Hans Tietmeyer, President of the Deutsche Bundesbank,
appointed Jiirgen Stark. Alan Greenspan, Chairman of the Board of Governors
of the Federal Reserve System, appointed Karen H Johnson in November 1998
and in March 1999 Guy Quaden appointed Jan Smets in place of Marcia
De Wachter.

The Bank was saddened to hear of the death of René Larre on 1 January
1999 at the age of 83. Mr Larre had joined the Bank on 1 May 1971 as General
Manager, a position he occupied until his retirement in February 1981.

Robert D Sleeper was appointed Head of the Banking Department from
1 February 1999. He succeeded Malcolm Gill, who retired in March 1999,
having joined the Bank in December 1991.
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Balance Sheet and Profit and Loss Account

at 31 March 1999
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Balance Sheet at 31 March 1999

(in gold francs — see Note 2(a) to the Accounts)

1998

3037 168 543
1122386 712

4159 555 255

7776756

1863872732

25267793274
9594 385 217

34 862 178 491

2696 998 195
83973 665

2780 971 860

3024 906 378
15492 166 080

18 517 072 458

258 747 077

62 450 174 630
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Assets

Gold
Held in bars

Time deposits and advances

Cash on hand and on sight account with banks

Treasury bills

Time deposits and advances in currencies
Not exceeding 3 months
Over 3 months

Securities purchased under resale agreements
Not exceeding 3 months
Over 3 months

Government and other securities at term
Not exceeding 3 months
Over 3 months

Land, buildings and equipment

Miscellaneous

1999

2 801471476
1077 182 612

3 878 654 088

8289 300

7 314 049 359

21413790 799
11 009 185 563

32 422 976 362

276 014 585

276 014 585

4658672728
17 509 173 124

22 167 845 852

124 693 036

44 554 468

66 237 077 050
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After
allocation of the
year’s net profit

1998

323228 125

2268 525 024

247 188 455

3010120795
309 454 649
154 169 729

3473745173

3388447 478
48 774 372 346
1860721733

54 023 541 557

30730705

256 984 348

1773 681784

52 549 459

62 450 174 630

Liabilities

Paid-up capital
Reserves
Valuation difference account

Deposits (gold)
Sight
Not exceeding 3 months
Over 3 months

Deposits (currencies)
Sight
Not exceeding 3 months
Over 3 months

Securities sold under repurchase

agreements
Not exceeding 3 months

Staff pension scheme
Miscellaneous
Profit and Loss Account

Dividend payable on 1 July
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Before

After

allocation of the
year’s net profit

1999

323228125

2 359 389 062

265 360 020

2775616571
233 632571
183 327 484

323228 125

2 605 641703

265 360 020

2775616571
233 632571
183 327 484

3192 576 626

3005 634 040
51674794423
3025353 687

3192576 626

3005 634 040
51674794423
3025353687

57 705 782 150

121 452 148

1965670 119

57705 782 150

121 452 148

1965670 119

303 618 800
57 366 159
66 237 077 050 66 237 077 050
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Profit and Loss Account

for the financial year ended 31 March 1999
(in gold francs)

Interest and discount, and other operating income
Less: interest and discount expense
Net interest and other operating income

Less: costs of administration

Board of Directors
Management and staff
Office and other expenses
Depreciation

Net profit for the financial year

The Board of Directors recommends to the Annual General Meeting
that the net profit for the year ended 31 March 1999 be allocated in
accordance with Article 51 of the Statutes as follows:

Dividend: 320 Swiss francs per share on 517 165 shares
(1998: 300 Swiss francs)

Transfer to general reserve fund
Transfer to special dividend reserve fund

Transfer to free reserve fund

1998 1999
3823693 826 4 050 134 509
3508 831 422 3679753 312

314 862 404 370 381 197
1244034 1330121
39425 067 40819 397
15032 704 18 596 527

- 6016 352

55 701 805 66 762 397
259 160 599 303 618 800
52 549 459 57 366 159
206 611 140 246 252 641
41322228 49 250 528
165288 912 197 002 113
3 000 000 3 000 000
162288 912 194 002 113
162 288 912 194 002 113
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Movements in the Bank’s paid-up capital and reserves

during the financial year ended 31 March 1999
(in gold francs)

l. Paid-up capital

Number of Gold francs
shares
Shares of 2 500 gold francs, of which 25% is paid up:
Balances at 31 March 1998 517 165 323228125
Balances at 31 March 1999 as per Balance Sheet 517 165 323228125
[l. Development of the reserve funds
Legal General Special Free Total of
reserve fund reserve fund dividend reserve fund reserve funds

reserve fund

Balances at 31 March 1998
after allocation of net profit

for the financial year 1997/98 32322813 1016 326 624 62530055 1157345532 2268 525 024
Add: effect of change of

accounting policy for land,

buildings and equipment: see

Notes to the Accounts (g) and (I) - 90 864 038 - - 90 864 038
Balances at 31 March 1999

before allocation of net profit 32322813 1107 190 662 62530055 1157345532 2 359 389 062
Add: allocations of net profit

for the financial year 1998/99 - 49 250 528 3 000 000 194 002 113 246 252 641
Balances at 31 March 1999

as per Balance Sheet 32322813 1156 441 190 65530055 1351347645 2 605 641 703

[ll. Paid-up capital and reserve funds at 31 March 1999 (after allocation) were represented by:

Paid-up Reserve Total of
capital funds capital and
reserves
Net assets in
Gold 323228125 338760 661 661988 786
Currencies — 2266881042 2266 881 042
Balances at 31 March 1999
as per Balance Sheet 323228125 2 605 641 703 2 928 869 828
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Notes to the Accounts
for the financial year ended 31 March 1999

1. Introduction

The Bank for International Settlements (BIS) is an international financial
institution which was established pursuant to the Hague Agreements of
20 January 1930. The headquarters of the Bank are in Basle, Switzerland.
The objects of the BIS, as laid down in Article 3 of its Statutes, are to
promote the cooperation of central banks, to provide additional facilities
for international financial operations and to act as trustee or agent for
international financial settlements. Forty-five central banks are currently
members of the Bank and exercise the rights of representation and voting
at General Meetings in proportion to the number of BIS shares issued in
their respective countries. The Board of Directors of the Bank is composed
of the Governors of the central banks of Belgium, Canada, France, Germany,
Italy, Japan, the Netherlands, Sweden, Switzerland, the United Kingdom and
the United States of America, as well as appointed directors from six of
those countries.

The accounts for the financial year 1998/99 are presented in a form
approved by the Board of Directors pursuant to Article 49 of the Bank’s
Statutes.

2. Significant accounting policies

(a) Unit of account and currency translation

The unit of account of the Bank is the gold franc, which is equivalent to
US$ 1.941 49... . Article 4 of the Bank’s Statutes defines the gold franc
(abbreviated to GF) as representing 0.290 322 58... grammes of fine gold.
Items representing claims on gold are translated into gold francs on the
basis of their fine weight. Items denominated in US dollars are translated
into gold francs on the basis of a gold price of US$ 208 per ounce of fine
gold (this price was established by the Bank’s Board of Directors in 1979,
resulting in the conversion factor of 1 gold franc = US$ 1.941 49...). Items
denominated in other currencies are translated into US dollars at the spot
market rates of exchange prevailing at the balance sheet date, with the
resulting US dollar balances converted into gold francs accordingly.

Exchange differences arising on the translation of currency assets and
liabilities denominated in currencies other than the US dollar are taken to
the valuation difference account.

The net balance resulting from exchange differences on the translation of
forward currency contracts and swaps is included under miscellaneous assets
or liabilities.

174 Bank for International Settlements — 69th Annual Report



(b) Basis of valuation and determination of profit

Except as otherwise stated, the accounts of the Bank are drawn up on the
historical cost basis and income and expense items are recorded on the
accruals basis. Profits and losses are determined on a monthly basis,
translated into US dollars at the spot market rate of exchange prevailing at
each month-end and translated into gold francs as set forth above; the
monthly profits thus calculated are accumulated for the year.

Profits and losses arising on the sale of investment securities are taken to
the securities equalisation account,which is incorporated within miscellaneous
liabilities. Credit balances accumulated in this account are amortised to the
Profit and Loss Account over a period corresponding to the average term
to maturity of the Bank’s investment portfolio; a net debit balance at the
year-end would be charged immediately to the Profit and Loss Account.

(c) Gold

Gold assets and liabilities are stated on the basis of their fine weight.

(d) Treasury bills; Government and other securities at term

Treasury bills and Government and other securities at term are stated at
cost, plus accrued interest where applicable, adjusted for the amortisation
of premiums or discounts over the period to maturity; interest and discount
income includes such amortisation.

(e) Time deposits and advances in currencies

Time deposits and advances are stated at their principal value plus accrued
interest.

(f) Securities purchased under resale agreements

Securities acquired in connection with purchase and resale agreements are
stated at the amount advanced to the counterparty plus accrued interest.

(g) Land, buildings and equipment

With effect from 1 April 1998 the Bank changed its accounting policy to
capitalise and depreciate its buildings and equipment on a straight line basis
over their estimated useful lives, as follows:

Land — not depreciated.

Buildings — 50 years.

Building installations and machinery — 15 years.
Computer equipment — 4 years.

Other equipment — 4 to 10 years.

(h) Valuation difference account

The valuation difference account records the effect of exchange differences as
described under (a); these valuation changes relate essentially to that portion
of the Bank’s own funds held in currencies other than the US dollar.
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(i) Deposits

Deposits are book claims on the Bank and are stated at their principal
value plus accrued interest. Certain claims are issued at a discount to the
value payable on the maturity of the deposit; in such cases the accounting
treatment is analogous to that applied to dated securities held by the Bank
(see item (d) above).

(j) Securities sold under repurchase agreements

Securities sold in connection with sale and repurchase agreements are
stated at the amount received from the counterparty plus accrued interest.

(k) Provision for banking risks and other eventualities

The Board of Directors sets aside an amount each year to the above
provision, which is incorporated in miscellaneous liabilities.

() Change of accounting policy in the financial year 1998/99

On 1 April 1998 the Bank’s land, buildings and equipment were revalued in
the Balance Sheet to their historical cost less accumulated depreciation for
the years during which the assets were held. The effect of this change was
to increase the value of land, buildings and equipment in the Bank’s Balance
Sheet by GF 90.9 million; this amount was added to the Bank’s reserves
(see also the table entitled “Movements in the Bank’s paid-up capital and
reserves”). In addition, with effect from the financial year 1998/99 the Bank’s
Profit and Loss Account contains a depreciation charge instead of the
previous transfers to specific provisions.

The unspent balances on the provisions for building purposes and
modernisation of premises and renewal of equipment were credited in
1998/99 to the provision for exceptional costs of administration.
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Notes to the Balance Sheet

for the financial year ended 31 March 1999

1. Gold holdings

The following table shows the composition of the Bank’s total gold holdings:

Assets 1998 1999
Gold bars held at central banks 3037 168 543 2 801 471 476
Gold time deposits:
Not exceeding 3 months 438 825 618 274 154 547
Over 3 months 683 561 094 803 028 065

4159 555 255 3 878 654 088

The Bank’s own gold holdings at 31 March 1999 amounted to GF 662.0 million,
equivalent to 192 tonnes of fine gold (1998: GF 662.0 million; 192 tonnes).

2. Treasury bills

The Bank’s holdings were as follows:

1998 1999

Book value 1863872 732 7 314 049 359

The market value of Treasury bills at 31 March 1999 was GF 7 319.2 million
(1998: GF 1 863.6 million).

3. Government and other securities at term

The Bank’s holdings were as follows:

1998 1999

Book value 18517 072 458 22 167 845 852

The market value of Government and other securities at term at 31 March
1999 was GF 22 331.4 million (1998: GF 18 623.8 million).
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4. Land, buildings and equipment

Cost:

Opening balance at 1 April 1998
Capital expenditure

Exchange adjustments

Cost at 31 March 1999

Depreciation:
Accumulated depreciation
at 1 April 1998
Depreciation charge for
the current year
Exchange adjustments

Accumulated depreciation

Net book value at
31 March 1999

Land & IT & other Total
buildings equipment

101 585 513 38117 021 139702 534
29 925 031 7793 648 37718 679
2377 877 892 230 3270107
133 888 421 46 802 899 180 691 320
26 665 183 22173 313 48 838 496
2 069 321 3947 031 6 016 352
624 169 519 267 1143 436
29 358 673 26 639 611 55 998 284
104 529 748 20 163 288 124 693 036

The cost of the Bank’s land at 31 March 1999 was GF 26 610 450 (1 April
1998: GF 19 566 319). During the year the Bank purchased an additional
property in Basle which will be used mainly by the Banking Department.

5. Capital

The Bank’s share capital consists of:

Authorised capital:
600 000 shares,
each of 2 500 gold francs
Issued capital: 517 165 shares
of which 25% paid up

6. Reserves

The Bank’s reserves consist of:

Legal reserve fund

General reserve fund

Special dividend reserve fund
Free reserve fund

1998

1999

1 500 000 000
1292 912 500

1 500 000 000
1292912 500

323228125 323228125
1998 1999
32322813 32322813

1016 326 624 1156 441 190
62 530 055 65 530 055

1157 345 532

1 351 347 645

2268525024

2 605 641 703

The yearly allocations to the various reserve funds are governed by Article
51 of the Bank’s Statutes. The amounts transferred are also shown in the
table entitled “Development of the reserve funds”.
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7. Deposits

Gold deposits placed with the Bank originate entirely from central banks.
The composition of currency deposits placed with the Bank was as follows:

1998 1999

Central banks

Sight 3323820 195 2 890 343 276

Not exceeding 3 months 45283968 982 48 100 323 078

Over 3 months 1 860 469 306 3025353 687
Other depositors

Sight 64 627 283 115 290 764

Not exceeding 3 months 3490 403 364 3 574 471 345

Over 3 months 252 427 -

54023 541557 57 705782150

8. Off-balance-sheet items

a) Derivatives

In the normal course of business, the Bank is party to off-balance-sheet
financial transactions including forward exchange contracts, currency and
interest rate swaps, forward rate agreements, futures and options. These
instruments are used to hedge the Bank’s interest rate and currency
exposure on assets and liabilities, and to manage the duration of its liquid
assets. The Bank applies the same credit criteria in considering off-balance-
sheet commitments as it does for all other investments.

Notional principal amounts

(in millions of gold francs) 1998 1999

Exchange rate contracts:
Foreign exchange swaps and forwards 12 040.5 10 470.4
Currency swaps 2 054.4 27961

Interest rate contracts:
Interest rate swaps 56895 7222.0
Forward rate agreements and futures 49284 5987.8

The notional or contracted principal amounts of the various derivatives
reflect the degree to which the Bank is active in the respective markets but
give no indication of the credit or market risk on the Bank’s activities. The
gross replacement cost of all contracts showing a profit at prevailing market
prices on 31 March 1999 was GF 484.1 million (1998: GF 499.7 million).
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b) Fiduciary transactions
Fiduciary transactions are not included in the balance sheet, since they are
effected on behalf of and at the risk of the Bank’s customers, albeit in its
own name.

(in millions of gold francs) 1998 1999

Nominal value of securities
held in safe custody 7 660.2 7167.8

Gold held under earmark 930.8 671.2

¢) Staff Pensions System and Savings Scheme

In previous years the liabilities of the Pensions System were set out in
the Bank’s Balance Sheet under the heading “Staff pension scheme”, while
those of the Savings Scheme were included within miscellaneous liabilities.
On 1 October 1998 new pension regulations came into force, and the assets
and liabilities of both schemes were transferred from the Bank’s Balance
Sheet to two separate funds. These changes were made to modernise the
Pensions System and to facilitate the management of the assets of the
Pensions System and Savings Scheme separately from the assets of the Bank.
The two new funds are similar to trust funds and have no separate legal
personality. Their assets are administered by the Bank for the sole benefit
of current and former members of staff who participate in the Pensions
System and Savings Scheme, and all payments under these schemes are
debited to the fund concerned. Certain assets previously earmarked to
meet the liabilities of the Pensions System and Savings Scheme, amounting
to GF 293.2 million and GF 24.5 million respectively, were transferred to the
new funds on 1 October 1998.

The Bank is committed to maintain a minimum coverage ratio of 105% for
both funds and remains ultimately liable for all benefits payable under the
Pensions System and Savings Scheme. The Bank’s share of the contributions
to the funds is included in its costs of administration.

At 31 March 1999 the market value of the assets of the Pension Fund
amounted to GF 295.5 million, representing a coverage ratio of 127%
compared with the latest actuarial value of the fund’s obligations. The
market value of the assets of the Savings Fund amounted to GF 25.8 million
on 31 March 1999, which represents a coverage ratio of 109% compared
with the liabilities of the scheme. The first annual accounts of the Pension
and Savings Funds will relate to the year ending 30 September 1999.
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Report of the Auditors

Report of the Auditors
to the Board of Directors and to the General Meeting
of the Bank for International Settlements, Basle

We have audited the accompanying Balance Sheet and Profit and Loss Account,
including the notes thereto, of the Bank for International Settlements. The
Balance Sheet and Profit and Loss Account have been prepared by the
Management of the Bank in accordance with the Statutes and with the
principles of valuation described under significant accounting policies in the
notes. Our responsibility under the Statutes of the Bank is to form an
independent opinion on the Balance Sheet and Profit and Loss Account based
on our audit and to report our opinion to you.

Our audit included examining, on a test basis, evidence supporting the amounts
in the Balance Sheet and Profit and Loss Account and related disclosures. We
have received all the information and explanations which we have required to
obtain assurance that the Balance Sheet and Profit and Loss Account are free
of material misstatement, and believe that our audit provides a reasonable basis
for our opinion.

In our opinion, the Balance Sheet and Profit and Loss Account, including the
notes thereto, have been properly drawn up and give a true and fair view of the
financial position of the Bank for International Settlements at 31 March 1999
and the results of its operations for the year then ended so as to comply with

the Statutes of the Bank.

PricewaterhouseCoopers AG

Ralph R Reinertsen John K Fletcher

Basle, 27 April 1999
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Five-year summary of the Balance Sheet

(in millions of gold francs)

Financial year ended 31 March

Gold
Held in bars

Time deposits and advances

Cash on hand and on sight account with banks
Treasury bills

Time deposits and advances in currencies
Securities purchased under resale agreements
Government and other securities at term
Land, buildings and equipment

Miscellaneous assets

Total assets

Paid-up capital

Reserves (dfter allocation of the net profit for the year)
Legal reserve fund
General reserve fund
Special dividend reserve fund

Free reserve fund

Valuation difference account

Deposits
Gold

Currencies

Securities sold under repurchase agreements
Staff pension scheme
Miscellaneous liabilities

Dividend

Total liabilities

182

1995 1996 1997 1998 1999
43734 4 364.2 35473 3037.1 2801.5
541.8 637.3 956.7 1122.4 1077.2
49152 | 50015 | 45040 | 41595 | 38787
9.8 9.8 | 3844 78 8.3
54831 | 41057 | 28134 | 18639 | 73140
424787 | 373281 | 42355.1 | 34862.2 | 32423.0
29887 | 16522 | 8842 | 27810 | 2760
93328 | 10488.1 | 15651.1 | 18 517.1 | 22167.9
- - - | 1247
19.2 328 | 2008 | 2587 445
65227.5 | 58 618.2 | 66 793.0 | 62 450.2 | 66 237.1
2957 | 2957 | 3232 3232 3232
30.1 30.1 323 323 323
764.9 803.3 974.9 1016.3 1156.4
535 56.5 59.5 62.5 65.5
807.0 893.6 995.1 11574 13514
16555 | 17835 | 20618 | 22685 | 26056
4495 | 3735 | 3511 | 2472| 2654
41570 | 42450 | 38364 | 3473.7| 31926
56549.0 | 49649.2 | 57585.6 | 54023.6 | 577058
60706.0 | 53894.2 | 61422.0 | 57 497.3 | 60 898.4
3854 | 3766 | 6748 307 | 1215
2710 | 2831 | 2526 | 257.0 -
14110 | 15583 | 16587 | 1773.7 | 1965.6
53.4 53.3 4838 52.6 57.4
652275 | 58 618.2 | 66 793.0 | 62450.2 | 66 237.1
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Five-year summary of the Profit and Loss Account

(in millions of gold francs)

Financial year ended 31 March

Net interest and other operating income

Less: costs of administration
Board of Directors
Management and staff
Office and other expenses

Depreciation

Net operating surplus

Less: amounts transferred to
Provision for exceptional costs of administration
Provision for modernisation of premises and renewal

of equipment

Net profit for the financial year

Dividend

Transfer to general reserve fund

Transfer to special dividend reserve fund

Transfer to free reserve fund
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1995 1996 1997 1998 1999
2293 2543 263.8 314.9 3704
1.2 1.5 1.3 1.3 1.3
40.2 46.6 42.9 39.4 40.9
17.4 18.3 16.3 15.0 18.6
- - - - 6.0
588 66.4 60.5 55.7 66.8
170.5 187.9 203.3 259.2 303.6
34 35 3.0 - -
4.7 3.1 6.0 - -
8.1 6.6 9.0 - -
162.4 181.3 194.3 259.2 303.6
534 533 48.8 52.6 574
109.0 128.0 145.5 206.6 246.2
32.7 384 41.0 413 49.2
763 89.6 104.5 165.3 197.0
3.0 3.0 3.0 3.0 3.0
733 86.6 101.5 162.3 194.0
733 86.6 101.5 162.3 194.0
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Board of Directors

Urban Backstrom, Stockholm

Chairman of the Board of Directors,

President of the Bank

Lord Kingsdown, London
Vice-Chairman

Vincenzo Desario, Rome
Antonio Fazio, Rome

Edward A | George, London
Alan Greenspan, Washington
Hervé Hannoun, Paris

Masaru Hayami, Tokyo

William ] McDonough, New York
Hans Meyer, Zurich

Guy Quaden, Brussels

Helmut Schlesinger, Frankfurt a/M.
Gordon G Thiessen, Ottawa
Hans Tietmeyer, Frankfurt a/M.
Jean-Claude Trichet, Paris

Alfons Verplaetse, Brussels

Nout H E M Wellink, Amsterdam

Alternates

Jean-Pierre Patat or
Marc-Olivier Strauss-Kahn, Paris
lan Plenderleith or

Clifford Smout, London
Jean-Jacques Rey or

Jan Smets, Brussels

Alice M Rivlin or

Karen H Johnson, Washington
Carlo Santini or

Stefano Lo Faso, Rome

Jurgen Stark or

Helmut Schieber, Frankfurt a/M.
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Senior Officials of the Bank

Andrew Crockett General Manager
André Icard Assistant General Manager
Gunter D Baer Secretary General,
Head of Department
William R White Economic Adviser,
Head of the Monetary and Economic
Department
Robert D Sleeper Head of the Banking Department
Marten de Boer Manager,
Accounting and Budgeting
Renato Filosa Manager,
Monetary and Economic Department
Mario Giovanoli General Counsel, Manager
Guy Noppen Manager, General Secretariat
Giinter Pleines Deputy Head of the Banking Department
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