Bank for International Settlements

69th Annual Report

1 April 1998-31 March 1999 Basle, 7 June 1999

Bank for International Settlements — 69th Annual Report



Copies of publications are available from:

Bank for International Settlements
Information, Press & Library Services
CH-4002 Basle, Switzerland

Fax: +41 61 /280 91 00 and +41 61 /280 8100

© Bank for International Settlements 1999.
All rights reserved.
Brief excerpts may be reproduced or translated provided the source is stated.

ISSN 1021-2477

ISBN 92-9131-199-5

Also published in French, German, Italian and (autumn 1999) Spanish.
Available on the BIS website (www.bis.org).

Bank for International Settlements — 69th Annual Report



Table of Contents

Page

Letter of transmittal ........... . . . ... ... 1
l. Introduction: the darker side of market processes .................. 3
Global disinflation and crisis dynamics .. ....... ... ... ... 4
Crisis management and pPrevention . ... ... ... ...ttt 7
Il. Developments in the advanced industrial countries ................ 10
Highlights . . ... 10
Adjustments and policy responses to external shocks ........................ 11
Foreign trade and current account positions . ................ ... ... 13
Fiscal policy . ... 16
Other components of demand .. .......... .. .. . . .. 18
Developments in labour markets . .......... ... . . ... . 22
Unemployment . . . . . . .. e 22
Labour productivity . . ... ... ... ... 23
Recent developments in wage and price inflation . ........................... 25
Evidence of nominal rigidities . ... ... ... .. . . 28

[ll. The spreading crisis in emerging markets ......................... 31
Highlights . .. .. .. 31
Key influences on developments in emerging market economies . ................ 31
Capital flows . . .. 33
Merchandise trade developments ... ......... ... ... . ... 38
Adjusting to the crisis in Asia . . . ... ... 40
Recent developments .. ... ... ... 40
Policy stances as the crisis unwound ... ......... . ... ... . . . 45
China and India . ...... ... .. . . . . ... 47
Bank and corporate restructuring ... ......... .. ... i 48

The Russian financial collapse and its impact on eastern Europe . ................ 50
Developments in Latin America . ...... ... . . .. ... ... 54
The Brazilian crisis . ... ... ... . . . . . . 55
Contagion in other Latin American economies . ... ......... ... 58

IV. Monetary policy in the advanced industrial countries .............. 61
Highlights . . ... e 61
United States ... ... .. 62
JaPaN 63
Euro area .. ... . 65
Economic and policy developments ... ....... ... .. ... ... . . . . . . ... 66
Monetary policy strategy of the ECB . . . ... ... . . . 69
Countries with explicit inflation targets . . ........ ... ... .. .. ... 72
Exchange rates and monetary policy . ........... .. .. 74

Bank for International Settlements — 69th Annual Report



Monetary policy under price stability ........... ... ... . . i i il 77
Historical background . .. ... ... ... .. 78
Anchoring expectations ... ....... .. ... ... 80
Policy implications of low inflation . . ......... ... . ... . . . . 80

V. Turmoil in asset markets ........... ... .. .. ... i 82

Highlights . . . ... 82

Asset market developments in the industrial world .. ......... ... ... ... ... .. 82
Equity markets . . ... . ... 83
Bond markets . ... ... ... 88
Real estate markets ... ....... .. . .. ... ... 92

Features of financial markets under stress .. ........ ... ... .. . ... .. . . . ... 92
Swings in investor sentiment ... ......... . . . .. 93
Flight to quality and liquidity . . ...... ... ... @ 95
Atypical asset price dynamics . ... ... 98
The LTCM episode: a sign of the times? . . .. ... ... .. ... 99
Lessons from the crisis in September and October 1998 .. ....... ... ... ...... 101

VI. Developments in foreign exchange markets ...................... 103

Highlights . . . e 103

The dollar,yen,mark and euro . ... ... ... .. ... i 103
Cyclical and technical determinants of the dollar exchange rate ... .............. 103
Long-run perspectives on the dollar . ... ... ... ... .. ... ... . . .. .. 110

Developments in emerging foreign exchange markets . ........................ 111

Intra-European exchange rates . ......... .. .. ...t 114

Foreign exchange markets after the introduction of the euro ................... 116

VII. International financial markets .......... ... ... .. ... . ... ... 120

Highlights .. ... . . 120

The international banking market . ........... ... ... it 121
Business with countries inside the reporting area .. ............. ... ... ...... 123
Business with countries outside the reporting area ... ....................... 124

The international securities market . ............. ... ... . . i .. 127
Type and nationality of ISSUErS . .. ... ... it 129
Type and currency Of iSSUES . . . . . o vttt ittt et et e e e 130

Global derivatives markets . .. ... ... . e 132
Exchange-traded instruments ... ......... ... . . . . . . . . 133
Over-the-counter iNStruments . .. .............. . ittt .. 136
Intermarket linkages and transparency .. ........ . . .. .. 137

VIIl. Conclusion: finding light among the shadows .................... 140

Policies to promote macroeconomic stability .. ....... ... o 142

Policies to promote financial stability . . .. ........ .. ... ... . ... . .. 146

Bank for International Settlements — 69th Annual Report



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

International monetary and financial cooperation ............................
Regular consultations on monetary and financial issues .. ........................
Meetings of standing committees on financial stablility issues . .................. ...
Basle Committee on Banking Supervision . ... ..... .. .. .. ... ...
Committee on the Global Financial System .. ........ ... ... .. ...............
Committee on Payment and Settlement Systems . ... ......... ... ...,
Broader international cooperation . . ... ... ... ...
BIS contributions to the work of the Group of Ten .. ....... ... ... ... .......
BIS contributions to the work on reforming the international financial architecture
International Association of Insurance Supervisors .. ........ ... .. .. . . ..
JointYear 2000 Council .. ... ... ...
Other forms of central bank cooperation . . ......... ... . .. . . . .. ..

Coordinating Services for Central Banks and International Organisations

Group of Experts on Monetary and Economic Data Bank Questions . ............
Group of Computer EXperts ... ...t
Representative Office for Asia and the Pacific . ............. .. . ... .. .. ... ...
Financial Stability Institute . . . . ... ...
Functions as Agent and Trustee . ...... ... ... ...
Agent for the private ECU clearing and settlement system .. ..................
Trustee for international government loans ... ......... ... ... . . .. ...
Collateral Agent for Brazilian bonds . ... ......... .. .. .. .. ... ... ... ...
Collateral Agent for Peruvian bonds . .. ... ... ... . . .. . . .
Collateral Agent for Cote d’lvoire bonds ... ....... .. ... . . .. .. .. ... .. ....
Financial assistance to central banks . .......... ... ... .. . . ... i L.
Operations of the Banking Department . ......... ... ... . ... .. ...,
Ligbilities . . . . . . e
ASSEtS . .
Net profits and their distribution .. ...... ... ... .. . ... ... ...
Changes in the Board of Directors .. ....... .. .. . ... . . . i

Balance Sheet and Profit and Loss Account at 31 March 1999

Board of Directors ... ...

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

The chapters of this Report went to press between 10 and 19 May 1999.

Bank for International Settlements — 69th Annual Report



List of Graphs (*) and Tables

Page
Developments in the advanced industrial countries
Contributions to GDP growth in selected countries . ........................ 12
Real GDP growth in 1997 and 1998% . ... ... ... . . .. . ... 13
World trade and prices . .. ... ...t e 14
Changes in current account positions .. ........ ... 14
Changes in domestic demand and the current account balance® .. ............... 15
Actual and structural general government balances® ... ............. ... ... ... 17
Primary balances and changes in the public debt™ . ........ ... ... ... ........ 17
Private sector indebtedness in the United States®* ..................... ... ... 19
Developments in domestic saving in selected countries . ...................... 19
Recent developments in business fixed investment and potential determinants . ... .. 20
Capital/output ratio and the rate of return in the business sector in 1998% .. ....... 21
Unemployment rates in 1997 and 1998% . .. ... ... . ... ... ... .. ... .. 22
Sources of productivity growth in the business sector . ....................... 24
Consumer price inflation in 1997 and 1998* .. ... ... ... . ... ... ... . ... ... 25
Inflation and output gaps™ . ... ... 26
Commodity prices in real terms® . ... ... ... 26
Estimates of nominal rigidity . ... ... ... . . ... .. e 29
The spreading crisis in emerging markets
Principal stages of the emerging market crisis . ......... ... .. ... ... ...... 32
Capital flows and reserves in emerging market economies ..................... 33
International bank and securities financing of emerging market economies . ........ 34
Bond spreads in emerging markets® . ... ... 35
Daily mean and volatility of emerging market bond spreads . ................... 36
Spreads on emerging market bonds, by credit rating® ... ........ ... ... ... 37
Impact of commodity prices on selected economies . ........................ 38
Destination of exports of emerging market economies in 1998 . ................ 39
Trade determinants . . . ... ...t e 39
Growth, inflation and current account balances ........... ... . ... . ... ... . ... 41
Merchandise trade developments in Asia and Latin America . ................... 42
Financial market developments in Asia® ... ...... ... .. ... .. . . ... ... 43
Property value indicators in selected Asian cities . ............ ... ... ... 44
Industrial production in Asia® ... ... ... 44
Fiscal balances in emerging market economies . ............. .. ... ... 46
Financial indicators for Russia® .. ....... ... .. ... .. . . .. .. . . . . .. 51
Inflation, real interest rates and exchange rates in Latin America®* .. .............. 55
Financial indicators for Brazil® ........... . ... . ... ... . .. . i .. 56
Financial indicators for Argentina®™ .. ... ... ... . ... . . . ... 59
Monetary policy in the advanced industrial countries
Economic indicators for the United States™ ... ....... . ... ... ... ... .. ...... 62
Economic indicators for Japan® ... ... .. .. 64
Output gaps, inflation and interest rates in the euro area®™ . .................... 67

Bank for International Settlements — 69th Annual Report



Asset prices in the euro area and in the United States™ .. .....................
Interest rates in the euro area: actual rate and rate implied by the Taylor rule* ......
Inflation and money growth in the euro area® .. ....... ... ... ... ... ... .....
Inflation and policy rates in countries with explicit inflation targets™ . .............
Economic indicators for Norway and Switzerland® ... .......................
Characteristics of countries with inflation targets® . ............ ... ... . ......
Deflation in perspective . ... ...

Turmoil in asset markets

Stock market indices® .. ...
Indicators of valuation of share prices . ........... ... ... ... ...
Actual and “warranted” stock prices and dividends™ .. ... ... ... o oLl
Real dividends and earnings per share . ....... ... ... ... ... ...
Dividend yields and real bond yields® . .......... ... ... ... . . . .. . . ...
Segmentation in the US equity market™ ... ... ... ... . ... ... . . . ... . ...,
Bond yields® . . ...
Bond yield differentials™ . .. ... ... ... . ...
Bond yield volatility™ . ... ... ..
Nominal and inflation-adjusted real estate prices .................uuuuuunnn..
Investors’ attitudes towards risk and liquidity™ . ... ... . ... ... ... ... . . ...
International bond issues of the non-financial sector in Asia and Latin America* ... ..
Liquidity spreads in the United States and Germany® .........................
Spreads between swap rates and 10-year government bond yields* .. .............
Sources of international financing of the non-bank sector in Asia and Latin America* . .
Unusual correlations in bond markets™ . ......... ... ... ... . . . . ...

Developments in foreign exchange markets

Selected exchange rates against the dollar® . .. ... ... ... ... ... ... .. ......
Six-month forward interest rates™ .. ..., ... .. L L
Dollar exchange rate, implied volatility and risk reversal of the yen, mark and euro*

Equity prices, bond yield differential and the yen/dollar exchange rate® ............
Probability distributions of the yen against the dollar® . .......................
Yen carry trade and the yen/dollar exchange rate in 1998* ... .................
Estimates of the dollar’s long-term equilibrium value . ........................
Turnover and volatility in selected emerging markets™ . .......................
Exchange rates against the dollar in selected Asian markets® ...................
Sources of competitive pressure on Asian currencies . ............ ...
Selected exchange rates against the mark and the euro® . .....................
Foreign exchange markets and EMU .. ... ... ... ... ... . . . . ... ...
Official foreign exchange reserves .. ...... .. .. .. . . . . ..
Cross-border transactions in bonds and equities .. ........... ... ... ... ...
The role of the dollar, mark and yen as anchor currencies . ....................

International financial markets

Activity in international financial markets® . ... ... ... . . ... . L o L.
Estimated net financing in international markets . .............. ... ... ... ...
Main features of international banking activity . ............. ... ... ... ...
Currency and nationality structure of international bank lending® ... .............
Banks’ external claims on countries outside the reportingarea .................
International bank and securities financing by region®* . ........ ... ... ... . ...
Main features of international banking claims by region™ .. .....................
Main features of international debt securities issues . ........................
Long-term interest rates™ . ... ... ... ...
Main features of the international bond and note markets* ....................

Bank for International Settlements — 69th Annual Report

Page

68
69
71
73
76
77
79

83
84
85
86
87
88
89
90
90
9
93
94
96
96
97
99



Page

Average spread of US dollar sovereign international bonds™ .................... 130
Markets for selected financial derivative instruments . ........................ 132
Financial derivative instruments traded on organised exchanges ................. 133
Derivatives turnover on major exchanges™ . ...... ... ... ... ... ... . i 134
Turnover in European interest rate derivative contracts by currency denomination

and Maturity™ . . .. 135
Global positions in OTC derivatives markets by type of risk instrument ........... 138

Bank for International Settlements — 69th Annual Report



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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