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1. Overview: are markets looking beyond the
slowdown?

Swings in market sentiment were particularly pronounced in the early months
of 2001. While it was clear that the US economy had begun to slow
substantially, market participants vacillated in their views about the likely length
and depth of the slowdown, the extent to which it would spread to Europe and
elsewhere, and its ramifications for corporate earnings and credit quality. Inter-
meeting policy rate cuts by the US Federal Reserve buoyed the markets in
general, while company profit warnings tended to depress the equity markets.
By April, investors seemed to be confident of a brief slowdown and to be
looking beyond it to a strong recovery in corporate earnings.

Compared to equity investors, participants in fixed income markets
seemed less prone to change their views. As short-term interest rates fell
against a background of confidence in an imminent recovery, yield curves in
both US dollars and euros tended to become progressively steeper and credit
spreads narrower. The resulting favourable conditions in the long-term debt
market brought low- and medium-rated corporate issuers back in force. A few
emerging market borrowers also returned to the market. A large part of the
funds raised in the market went to repay bank and commercial paper debt
assumed in the fourth quarter of 2000.

International banks tended not to recycle these repayments into new
lending. Having reluctantly accommodated the short-term financing needs of
low-rated borrowers at the end of 2000, the banks pulled back from credit
extension in the first quarter of 2001. Syndicated lending, in particular, fell
sharply. Net issuance of commercial paper, which usually requires a backup
credit facility from a bank, was weak on the international market and negative
in the US market.

Swings in sentiment buffet equity markets

Stock F_rice The early months of 2001 extended the global stock price correction that
correction
Cominules began about a year ago. Having declined by 13% from April to December

2000, the MSCI World Index slid a further 5% from January to May 2001
(Graph 1.1). Technology stocks were the hardest hit, with the Nasdaq
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Stock prices and market indices
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tumbling 15% in the first five months of 2001 for a cumulative decline of 45%
since April last year.

While most major equity markets around the world moved together during
the first few months of 2001, the Tokyo market stood out by going its own way.
A de facto return to zero policy rates in March and a new government in April
brought renewed strength to the market. The Nikkei average surged by 15% in
March and April, outperforming the other national indices.

The global slide in stock prices did not proceed uninterrupted. Price ... interrupted by
movements were characterised by sharp and sudden reversals as investor bouts of optimism
sentiment swung from optimism in January, to pessimism in February and
March, back to optimism in April and again to a gloomier outlook in mid-May.

The bouts of optimism were associated with surprise policy rate cuts, while
those of pessimism were marked by news about corporate earnings and
macroeconomic developments.

2 BIS Quarterly Review, June 2001
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The periods of depressed equity markets were characterised by investor
unease at the apparent sensitivity of corporate earnings to the performance of
the global economy. A spate of profit warnings in February and March
suggested a decline in corporate earnings that was deeper than investors had
anticipated, particularly in the case of technology firms (Graph 1.2). In May, a
profit warning by Sun Microsystems set off a round of price declines. The
economic slowdown exposed two weaknesses of these firms. First, they had
overestimated the demand for their products and had overinvested in
development, equipment and inventory. Second, a salient feature of their
production processes has been high fixed costs and low variable costs. This
high operating leverage meant that production cutbacks in response to large
declines in sales did not result in comparable declines in costs. For both these
reasons, technology firms tended to report a more pronounced collapse in
earnings than other firms.

The periods of buoyant markets pointed to the power of surprise policy
rate cuts. In the United States, the Federal Reserve twice announced a 50
basis point reduction in its federal funds target rate outside a scheduled
Federal Open Market Committee (FOMC) meeting. Both actions, the first on
3 January and the second on 18 April, caught market participants by surprise
and generated global market rallies (Table 1.1). The announcements of three
other policy rate cuts were different in that they came at the time of FOMC
meetings, and the news failed to boost the markets. On 19 March, the Bank of
Japan said that it would shift to a “quantitative easing” strategy, effectively
pushing its policy rate back to zero. Following this unanticipated shift, the
Nikkei gained 7% on the first trading day. Investors apparently took these
surprise actions as signals that the central banks were determined to revive
their respective economies. Other policy rate cuts not anticipated by market

Public information in the US stock market

Macroeconomic announcementst Profit warnings?
OONAPM surprise
115 1Down |
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1 Normalised announcement surprises (for zero mean and unit variances), based on the difference
between realised numbers and consensus forecasts. 2 Number of US companies issuing profit
warnings during the week.

Sources: Bloomberg; BIS calculations. Graph 1.2




participants did not seem to send such a message and thus had smaller effects ;5f§tt§fef§ep“°a'
on stock markets. On 10 May, for example, the European Central Bank and the
Bank of England both reduced their policy rates with little warning, but equity
market participants seemed to shrug off these actions. It should be noted,
however, that there was no suggestion that the central banks intended to
influence asset prices.
The periods of market rallies also revealed an abiding optimism about
corporate prospects beyond the current slowdown, as investors proved eager
to “see through” the current slowdown towards an expected pickup in profits in
the future. A sign of this optimism was a tendency of equity investors to
welcome the mere absence of bad news. On 4 April, for example, the news
that Dell Computer would meet its much reduced earnings estimate sent the  Anticipation of a
Nasdaq Composite soaring by 9% and the MSCI World Index by 3% in a single ﬁ]ft(;n;?itcgz::ﬁir:gs
day. In previous periods, such news would have depressed stock prices, as  multiples
investors would have expected the company to exceed the estimate. In April
2001, investors increasingly held the belief that the global slowdown would be
short and that recovery would restore strong growth in corporate earnings.
Indeed, the market rally that month brought the prices for stocks in the S&P
500 index to 27 times trailing earnings, a price/earnings multiple that was
nearly double the historical average. Optimism ran even higher for technology
stocks, with the Nasdag Composite giving a price/earnings multiple that was six
times that of the S&P 500.
One interesting development during the period under review was the
unusually swift response of US mutual fund investors to market performance.
For the first time since the Russian debt moratorium in August 1998, these
investors pulled funds out of US equity mutual funds. As stock prices fell in
February and March 2001, net outflows from these funds amounted to
$24 billion during those two months (Graph 1.3) Investors transferred some of
the money to bond mutual funds and some to money market mutual funds.

Monetary policy rate cuts and stock prices in 2001
Date Monetary authority Policy rate cut Market index One-day price
(in basis points) move
(percentage
change)

3 January Federal Reserve 50 Nasdaq 14.2

31 January | Federal Reserve 50 Nasdaq - 23

8 February | Bank of England 25 FTSE 100 - 0.3

1 March Bank of Japan 10 Nikkei - 3.3

19 March Bank of Japan 15 Nikkei 7.5

20 March Federal Reserve 50 Nasdaq - 4.8

5 April Bank of England 25 FTSE 100 1.6

18 April Federal Reserve 50 Nasdaq 8.1

10 May Bank of England 25 FTSE 100 1.2

10 May European Central Bank 25 DJ Euro Stoxx 1.9

15 May Federal Reserve 50 Nasdaq 0.2

Table 1.1
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US mutual fund flows

Monthly net cash flows in billions of US dollars
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Yield curves suggest growing optimism

The dollar and euro yield curves became progressively steeper in the early part
half of 2001, with most of the steepening reflecting declines in short-term rates
rather than increases at the long end (Graph 1.4). While there was a dip in long
rates in both dollars and euros in March, as some of the gloom affecting equity
markets began to weigh on bond markets, this was reversed in April, with bond
markets returning to the view that any slowdown in the United States or Europe
would be relatively short-lived. The steepness of the US dollar curve beyond
the one-year maturity suggested market confidence in the effectiveness of
policy rate cuts in spurring a recovery in growth. However, the rise in rates at
the long end have may also indicated some concern about inflation risk.

The changing shape of the yield curve at the short end tracked closely the
evolution of market views about the responses of monetary authorities to the
slowdown. A pronounced dip in the curve around the intermediate maturities
was unusual in that, during previous periods of monetary easing, risk premia
had tended to keep the curve relatively flat. The dip suggested the absence of
such premia, indicating that market participants held their expectations with a
high degree of confidence. In January and February, the curves incorporated
the anticipation of monetary easing in both the United States and the euro
zone, with policy rates bottoming out in late 2001. By mid-May the downward
slope in the curve near the short end had all but disappeared. In the case of
the dollar curve, this was because the Fed had cut rates aggressively, to the
point where the market was willing to wait and see how macroeconomic
indicators developed before pricing further rate cuts into the yield curve.

In the case of the euro zone, where the steepening movement had in any
case been less pronounced, two phases can be discerned. From February to



Yield curves for interest rate swaps
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early May, expectations that the Eurosystem would follow a similar strategy to
the Fed were gradually abandoned, resulting in a progressive rise and
flattening of the short-term forward curve. After the surprise rate cut on 10 May,
the market revised its outlook for euro short-term rates downwards, but long
rates remained little changed.

In currency markets, traders found reasons to support the US dollar under
both optimistic and pessimistic scenarios. A rapid, “V-shaped” recovery was
expected to result in a resumption of strong US GDP and productivity growth
and a revival in US equity prices, thus reinstating the factors that have
supported the dollar against other currencies over the past two years. A more
lengthy US slowdown, ironically, may also have been considered positive for
the dollar, because of safe haven effects and the perception that this would
mean substantially slower growth and lower investment returns elsewhere.
Thus, the dollar strengthened from 0.94 to less than 0.88 to the euro in March,
at the same time that US (and other) stock markets fell to recent lows. Yet
when global equity markets recovered in April and May, the dollar remained in
a trading range of 0.88-0.90 to the euro, before subsequently strengthening
further.

Corporate bond investors look past the slowdown but bank lenders
are wary

While equity investors struggled to assess the outlook for profitability,
corporate bond investors seemed to be less prone to swings in sentiment and
instead appeared to adopt a relatively optimistic view of growth and credit
conditions. In part this reflected the fact that bond markets had gone further in
incorporating a negative growth outlook in the final months of 2000. From a

Currency markets
support the dollar
regardless of

growth scenarios
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longer-term perspective, bond markets had begun to incorporate expectations
of increased corporate credit risk since the financial crisis of autumn 1998. The
gloomier earnings outlook of late 2000 and early 2001, even when reinforced
by profit warnings, thus had less of an impact on bond markets than on stock
markets.

Corporate credit spreads on most debt categories narrowed sharply in
January, and more slowly in subsequent months (Graph 1.5). While high-yield
spreads did not narrow as consistently, and while the narrowing of spreads on
other debt categories merely brought them back to their levels of mid-2000, the
fact that underlying risk-free rates also fell meant that the overall price of
corporate credit declined sharply in the first quarter of 2001. The Merrill Lynch
A and BBB yield indices fell to roughly 6.5% and 7.5% respectively, levels not
seen since the first half of 1999. However, some borrowers, notably telecoms

Corporate and government bond spreads?
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US commercial paper spreads?
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companies, experienced significantly higher secondary market yields than
others in the same credit rating category. Moreover, spreads stood at very high
levels by historical standards. The spreads of single-A and triple-B yields over
US dollar swaps remained at levels last seen only twice in the past decade: at
the beginning of 1991 and, briefly, in the autumn of 1998.

Unusually, narrower spreads were juxtaposed with continued declines in
stock prices for much of the first quarter. This does not necessarily mean,
however, that the bond market was projecting lower default probabilities at the
same time as the equity market was reducing corporate earnings forecasts.
Indeed, according to Moody’s, some 7.5% of speculative grade issuers
defaulted between May 2000 and April 2001, while the number of issuers
downgraded exceeded upgrades by around 2%. Moody’s now forecasts the
speculative grade default rate to reach 10% for 2001 as a whole. If this forecast
proves accurate, it would represent the highest level for this rate since 1991,
when slightly more than 10% of speculative grade issuers defaulted.

Instead, narrower corporate spreads reflected in part a renewed
willingness among investors to increase their exposure to corporate credit risk.
In the United States, another factor contributing to narrower spreads may have
been a fall in the scarcity premium attached to government securities, as a
result of the progress of the new administration in implementing a fiscal policy
that was expected to lead to a slower reduction of outstanding debt than the
market had previously assumed. The equity market's retreat in February and
March was thus not associated with a “flight to quality” of the kind seen in
autumn 1998 or, to a milder degree, in the run-up to the millennium
changeover. Rather than switching from risky securities of all types to
government bonds as in the past, on this occasion many investors, including

... despite declining
stock prices and
rising default

rates ...

... as investors
show increased
tolerance of
corporate credit risk
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holders of US mutual funds, seem to have switched from equities to corporate
bonds (Graph 1.3).

The revival of investor interest contributed to a sharp increase in long-term
debt issuance by non-AAA-rated coporates in the first quarter (see Section 3).
Corporations were especially eager to issue bonds given the cooling of
investor interest in new equity offerings. Faced with persistently high and
volatile commercial paper spreads (Graph 1.6) and a sceptical attitude on the
part of bank lenders, many companies took advantage of their revived access
to debt markets to reduce their CP and bank debt. Telecoms companies, facing
large debts related to licence fees as well as the need to construct or upgrade
their networks, were especially quick to take advantage of the improved
financing conditions.

In contrast to bond investors, bank lenders appear to have adopted a
cautious approach towards taking on new credit exposures in the early months
of 2001. Banks had incurred unintended exposures towards the end of 2000,
when many borrowers found themselves unable to refinance bridge loans in the
bond market and others drew on bank backup lines. While the revival of the
corporate bond markets allowed some of these debts to be repaid in 2001,
banks were reluctant to extend new loans out of concern about declining
corporate credit quality. New international syndicated credit facilities fell by
20% in the first quarter on a seasonally adjusted basis, with the amount of CP
backup facilities falling particularly sharply (see “Syndicated credits: large
amounts of telecoms facilities mature in 2001” on page 21). Surveys of senior
bank loan officers by the Federal Reserve in January, March and May found
that roughly half had tightened standards on commercial and industrial loans to
large firms in the first half of 2001, a fraction that has risen considerably since
last year. In parallel with the corporate credit spreads cited earlier,

Domestic and international net issuance of commercial papert
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this indicator of credit market tightness had last stood at comparable levels in
late 1990 and early 1991.

Perhaps as a consequence of banks’ increased wariness about credit risk, ... contributing to
weak commercial

issuance of commercial paper, which usually requires a bank backup line, paper issuance

slowed in the first quarter. Net issuance of CP on the international market
(“euro-CP”) fell from $27 billion in the fourth quarter of 2000 to $16 billion in the
first quarter of 2001 (Graph 1.7), while aggregate net issuance on the largest
domestic markets was negative. Spreads between higher and lower-quality
commercial paper issues, which had soared at the end of 2000, remained
turbulent during the first quarter, after two California electricity utilities
defaulted on their obligations and other large borrowers faced repayment
difficulties. By the end of the quarter, however, these spreads had returned to
their usual levels.

Borrowing by emerging economies revives in a multi-tier market

Financing flows to most emerging economies in the first quarter of 2001 ;‘Z‘:&:;ﬁgergmg
benefited from the revived risk appetites of bond investors in the industrial
countries. Net securities issuance was again positive in the first quarter, after
having turned negative in the fourth quarter of 2000 (Graph 1.8). However,
securities flows remained moderate in comparison with the levels that had
prevailed in the first three quarters of 2000. The low level of flows represents a
continuation of the pattern of recent months. The emerging market countries
had been net repayers of bank debt in the fourth quarter of 2000, and for the

International bank and securities financing in emerging economies?
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banking statistics.

Graph 1.8
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year as a whole (see Section 2). In addition, oil exporters and East Asian
economies placed large deposits with banks in the reporting area.

There are several reasons why the level of flows to emerging markets has
remained relatively subdued. For one thing, many emerging market borrowers
continued to benefit from current account surpluses and thus were not in need
of external finance. Second, investors were wary of the impact of a slowdown
in the US economy and continued weakness in Japan on growth in emerging
economies, especially those that have been dependent on exports of electronic
equipment. Markets appear to judge Asian countries as being vulnerable to the
outlook for technology industries in the United States, while Latin American
economies are exposed to broader shifts in equity market sentiment. A further
weakening of the yen is also seen as a particularly salient risk for Asia. Third,
banks in the industrial countries have increasingly sought credit exposures in
emerging economies by purchasing local banks, rather than through cross-
border lending.

A final factor that may have dampened lending to emerging economies
was the continued economic turmoil in certain countries, most notably
Argentina and Turkey. A comparison of secondary market spreads suggests
that, while investors continue to attach relatively low risk premia to investment
grade borrowers such as Mexico, Korea and Thailand, they have become
somewhat more averse to the debt of lower-rated borrowers, including Brazil
and the Philippines (Graph 1.9). As already noted, this has not yet had an
appreciable effect on market access, if only because external financing needs
have tended to be low. However, if investors and bank lenders remain averse
to this risk category, this may cause problems for such borrowers when they
next find themselves in need of ready access to international capital markets.

BIS Quarterly Review, June 2001 11
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2. The international banking market

A remarkable surge of interbank activity in the fourth quarter of 2000 capped a
near-record year in the international banking market. According to the
locational banking statistics, cross-border claims increased by $400 billion,
$302 billion of which comprised interbank lending.® Much of this interbank
activity was driven by efforts to recycle large inflows from emerging economies
to borrowers in the industrial countries. Oil-exporting countries and emerging
economies in East Asia were the main sources of funds, while borrowers in the
United States were among the principal recipients.

The surge in fourth quarter activity brought the rise in cross-border claims
for the year to $1.2 trillion, a quadrupling over 1999 levels and only slightly
below 1997 levels. This headline figure is inflated by interbank activity, which is
typically characterised by a multiplier process. Loans to non-bank borrowers
actually slowed in 2000, to $55 billion from $107 billion in 1999. Cross-border
purchases of securities continued their upward trend, driven by a sixfold
increase in purchases of securities issued by US residents. By the end of 2000,
securities accounted for 23% of banks’ outstanding cross-border claims, up
from 15% in 1997.

Purchases of securities were a bright spot in what was otherwise another
year of subdued international bank flows to emerging economies. Supported by
foreign banks’ acquisitions of local financial institutions, especially Latin
American banks, securities flows rose to $26 billion in 2000 from $6 billion the
previous year. However, loans to emerging economies, in particular to Asia,
continued to contract, by $36 billion. Even though total claims contracted at a
much slower pace than in previous years, net outflows from emerging
economies to international banks during 2000 exceeded average annual
outflows during the financial crises of 1997-99 because of large cross-border
deposit flows from emerging economies.

The discussion of international bank flows that follows mainly relates to the BIS locational
banking statistics, which are based on the residence of reporting banks and adjusted for
changes in exchange rates. These data are somewhat different from the BIS consolidated
banking statistics, the latest of which were published in a separate BIS press release on
7 May 2001. For an explanation of the differences between the two sets of statistics, see
"Introduction to the BIS locational and consolidated international banking statistics" in the
Statistical Annex to this publication.

12 BIS Quarterly Review, June 2001



Main features of cross-border claims of BIS reporting banks

Exchange rate adjusted changes in amounts outstanding, in billions of US dollars

1999 2000 1999 2000 Stocks at
Year | Year Q4 o1 Q2 3 Q4 er‘z%c?;c
Total claims 276.1| 1,171.8 125.7 445.1 116.9 210.1 399.7 10,764.4
Interbank loans* —-214.3 658.7 - 11 285.2 -23.4 94.7 302.2 6,262.8
Loans to non-banks 106.7 55.0 34.4 26.5 - 14 17.7 12.2 2,069.9
Securities? 383.7 458.0 92.4 133.3 141.8 97.7 85.2 2,431.7
On developed countries 467.6 | 1,114.1 112.9 486.1 116.8 177.7 333.5 8,394.2
of which: intra-euro® 258.7 140.7 - 17 108.1 -13.5 26.2 19.8 1,573.4
Interbank loans® 334 674.9 - 05 337.6 8.4 86.1 242.8 4,990.5
Loans to non-banks 117.0 69.1 39.6 41.5 -13.2 23.5 17.4 1,395.1
Securities? 317.2 370.1 73.9 107.0 121.7 68.2 73.2 2,008.6
On offshore centres -102.6 50.4 32.0 -50.1 55 27.5 67.5 1,257.6
Interbank loans* -139.7 | — 18.8 35.9 -63.5 -17.6 13.6 48.6 843.3
Loans to non-banks 9.3 18.4 -11.0 - 09 12.6 - 20 8.7 247.0
Securities? 27.7 50.8 7.1 14.3 10.4 15.8 10.3 167.3
On emerging economies | — 69.1 | — 10.0 - 6.3 1.3 - 38 - 13 - 6.3 905.5
Interbank loans® - 586| - 89 - 6.7 6.1 - 99 - 6.9 1.9 354.1
Loans to non-banks - 166 | — 275 - 29 -16.2 - 0.1 - 05 -10.7 399.2
Securities? 6.1 26.3 3.3 11.4 6.3 6.2 2.5 152.1
Unallocated claims - 19.8 17.3 -12.9 7.7 - 16 6.1 5.0 207.2
Memo: Syndicated credits* | 1,025.9 | 1,465.7 286.2 261.8 373.9 424.3 405.7

! Including inter-office transactions. 2 Partly estimated. The data comprise mainly debt securities, but also include other
assets, which account for less than 5% of total claims outstanding. ® Cross-border claims of reporting banks in the euro area
on residents of the euro area. * Signed new facilities.

Sources: Capital DATA; BIS locational banking statistics. Table 2.1

Marked expansion
of interbank
balance sheets ...

Interbank activity surges

The fourth quarter of 2000 saw a marked expansion of interbank balance
sheets. Cross-border lending to banks in developed countries and offshore
centres rose by $291 billion, and interbank liabilities increased by an equally
large amount (Table 2.1). The surge in interbank activity in the fourth quarter
was similar in magnitude to those observed in the final quarter of 1997 and the
first quarter of 2000.

In terms of net interbank flows, in the fourth quarter banks in the United
Kingdom, Japan and France were the largest recipients and banks in offshore
centres and the United States the proximate sources. These net flows are
typically only a fraction of the change in interbank assets, since the process of
distributing wholesale funds to other banks builds up both assets and liabilities
on the balance sheet. Banks in the Cayman Islands, Hong Kong and the United
States channelled funds to the United Kingdom, from where interbank funds
were redistributed to banks in the euro area and Japan. Banks in Japan also
received large transfers from the euro area and Singapore, while banks in the
euro area, especially France, received funds from the United States. The
sequencing of flows was further complicated by large transactions between
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Swiss banks and their subsidiaries in Japan and the United States, and
between US banks and their offices in the Cayman Islands.

Large deposit flows from emerging economies

Whereas the 1997 expansion of interbank activity had been driven by an effort
to recycle large repayment flows from borrowers in Asia, and that of the first
guarter of 2000 by demand for financing by non-bank borrowers in the euro
area, the latest increase appears to reflect, at least in part, the recycling of
large deposit flows from emerging economies. Emerging economies deposited
$28 billion with international banks in the fourth quarter, bringing total deposits
for 2000 to $145 billion. This represents a near fivefold increase over deposit
flows in 1999. As a percentage of emerging economies’ GDP, 2000 saw the
largest deposit flows (2%) since 1979-80, when oil-exporting countries placed
windfall revenues with international banks.

Deposit flows from Taiwan, China (henceforth referred to as Taiwan)
increased sharply towards the end of 2000. In the first half of the year, there
had been little change in reporting banks’ liabilities vis-a-vis Taiwan
(Table 2.2). However, in the second half, residents placed over $19 billion with
international banks, of which $12.6 billion in the fourth quarter. Most of these
funds were denominated in US dollars and deposited with banks in offshore
centres and the United States. Notably, over three quarters of these funds
came from banks, rather than corporations and other non-bank entities. Non-
banks in Taiwan stepped up their purchases of foreign currency last year, but
instead of investing offshore they deposited these funds in the local financial
system. Local banks then placed excess foreign exchange with international
banks. Non-banks’ preference for onshore accounts suggests that neither
political risk nor the credit risk of local banks was a significant motivation for
the increase in cross-border deposits.

Interest rate differentials and weak demand for foreign currency loans
explain continued deposit flows from mainland China.”? Residents of the
mainland, again predominantly banks, placed $8.1 billion with international
banks in the fourth quarter, and $35.8 billion in 2000 as a whole (25% of total
deposits by emerging economies). A little more than half of the deposits in the
fourth quarter were denominated in Hong Kong dollars. For the year as a
whole, however, the US dollar was the currency of choice. China placed
virtually all of its deposits with banks in offshore centres and Europe.

After China and Taiwan, oil-exporting countries were the most important
source of deposit flows in 2000. OPEC member countries deposited $9 billion
with banks in the reporting area in the fourth quarter, and $38 billion in the

2 For a discussion of the growth of foreign currency deposits in the Chinese banking system,

see the special feature by R N McCauley and Y K Mo, “Foreign currency deposits of firms and
individuals with banks in China”, in the August 2000 issue of the BIS Quarterly Review.

... driven by
deposits from
emerging
economies

Deposits by Taiwan
accelerate

Continued deposit
flows from mainland
China ...

... and OPEC
members
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Banks’ external positions vis-a-vis emerging economies

Exchange rate adjusted changes in amounts outstanding, in billions of US dollars

1999 2000 1999 2000 Stocks at
end-Dec
Year Year Q4 Q1 Q2 Q3 Q4 2000
Total claims - 691 |- 100| - 6.3 1.3 - 38 - 13 - 6.3 905.5
Africa & Middle East 02 |- 77 5.2 - 6.3 - 10 - 14 1.0 151.8
Saudi Arabia 2.0 0.0 0.9 - 12 - 01 0.1 1.3 26.2
Asia & Pacific - 619 |- 286 | —-19.9 30| - 73 - 6.0| -183 284.8
Mainland China - 171 |- 53| - 57 0.1 - 34 - 15 - 05 59.8
Taiwan, China - 33 |- 39 0.7 1.3 - 01 - 038 - 43 15.4
Europe 8.9 12.2 4.9 - 04 2.6 1.8 8.3 173.8
Russia - 65|- 66| - 13 - 14| - 14 - 3.2 - 06 36.0
Turkey 5.8 11.4 1.4 2.7 2.7 2.6 3.4 49.5
Latin America - 16.2 14.0 3.5 5.0 2.0 4.4 2.7 295.2
Argentina 0.6 1.3 1.0 - 12 - 01 2.4 0.2 49.1
Brazil - 89 10.0 3.2 1.5 0.1 3.8 4.6 96.3
Total liabilities® 31.8 145.1 27.8 42.2 20.7 53.9 28.2 1,051.0
Africa & Middle East - 6.8 47.8 16.7 7.6 8.4 21.7 10.1 315.4
Saudi Arabia - 179 10.8 1.2 - 04| - 09 7.2 4.9 60.1
Asia & Pacific 4.9 658 | - 0.6 26.6 9.5 12.8 16.9 360.0
Mainland China - 39 358 | - 01 12.0 10.4 5.3 8.1 102.3
Taiwan, China 7.5 19.6 2.8 0.0 0.6 6.5 12.6 64.6
Europe 20.3 21.0 7.3 1.8 4.9 9.2 51 123.6
Russia 3.8 7.3 0.8 2.4 3.4 3.2 - 18 23.4
Turkey 3.3 2.3 2.0 00| - 06 0.3 2.6 20.7
Latin America 13.4 10.6 4.4 6.2 - 21 10.2 - 37 252.1
Argentina 0.1 3.2 3.7 0.4 0.1 3.7 - 10 40.9
Brazil 22 |- 41| - 26 1.2 - 89 2.8 0.7 49.1
Net flows? —1009 | —155.1 | -34.1 — 40.9 - 245 — 55.2 - 345 —145.5
Memo:
OPEC members’ deposits - 19.8 37.8 13.3 1.9 9.5 18.0 8.5 233.2

liabilities.

Source: BIS locational banking statistics.

! Mainly deposits. Other liabilities account for less than 1% of total liabilities outstanding.

2 Total claims minus total

Table 2.2

whole of 2000 (26% of total deposits). The bulk of these deposits were
denominated in US dollars and placed with banks in the United Kingdom. Saudi
Arabia and Iran recorded the largest increases among OPEC members,
$10.8 billion and $8.1 billion, respectively, during 2000. Among non-OPEC oil-
exporting countries, Mexico and Russia were the largest depositors, placing

$7.1 billion and $7.3 billion, respectively. Both Mexico and Russia withdrew

funds in the fourth quarter.

Central banks do not seem to have been major contributors to deposit
flows from emerging economies. The foreign exchange reserves of emerging
economy central banks increased by $76 billion in 2000, and it may at first

Central banks’
growing reserves
do not explain the
large deposit flows

sight seem plausible that this increase was behind the large deposit flows to
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banks in the reporting area.® However, the available evidence does not support
this link. Cross-border flows from official monetary institutions — mainly central
banks — to banks in the reporting area slowed to $43 billion in 2000 from
$60 billion in 1999. These flows include deposits by central banks worldwide,
and so withdrawals by industrial country central banks could conceivably have
offset deposits by emerging economy central banks. But this is unlikely to have
been the case given that the reserves of industrial country central banks also
increased in 2000, by $55 billion.”

Claims on emerging economies fall again

Unlike the experience of the 1970s, recent deposit flows from emerging
economies were not recycled back to them. Taking into account changes in
both assets and liabilities, Latin America was the only emerging region which
was a net recipient of bank flows in 2000 (Graph 2.1). Even then, at $3 billion,
these outpace new borrowing from international banks, as large current
account surpluses obviated the need for external financing. Bank investment in

Banks’ external positions vis-a-vis emerging economies

Exchange rate adjusted changes in amounts outstanding, in billions of US dollars

Total bank flows Bank flows by region®®

Net outflows from
all emerging
regions except
Latin America

1997 1998 1999 2000

Source: BIS locational banking statistics.

1 A negative (positive) value indicates an increase (decrease) in liabilities.
minus changes in liabilities. 3 Two-quarter moving average.

1997 1998 1999

[ 1Claims = Africa & Middle East

7 Liabilities? Asia

= Net flows? Europe
30 Latin America g 25
RN,
-30 -25
-60 -50

2000

2 Changes in claims

Graph 2.1

3

Liabilities vis-a-vis banks in emerging economies increased by $123 billion in 2000. In the BIS

locational banking statistics, bank counterparties include central banks as well as commercial
banks. Banks in the reporting area report a global figure for their liabilities to official monetary
institutions, with a currency breakdown but no country breakdown (see Table 5C in the

Statistical Annex).

B Fung and R N McCauley,

instrument”, in the November 2000 issue of the BIS Quarterly Review, pp 59-60.
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For a discussion of the instrument composition of central banks’ US dollar reserves, see

“Composition of US dollar foreign exchange reserves by
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Brazil and Turkey
receive the bulk of
new credit

Korea and Taiwan
experience large
contractions in
claims

Latin America remained concentrated in Brazil in the fourth quarter. Claims on
Brazil increased by $4.6 billion (Table 2.2), owing principally to the purchase of
Banespa, a state bank privatised in November, by Banco Santander Central
Hispano of Spain. Over half of the $10 billion rise in claims on Brazil in 2000
was related to foreign acquisitions of Brazilian banks. Foreign banks lent
$1.1 billion to Argentina in the fourth quarter, but largely offset this increase by
selling $0.9 billion worth of Argentine securities. Banks also reduced their
holdings of Mexican securities, contributing to a $3.9 billion decline in claims
on Mexico in the fourth quarter.

In emerging Europe, Turkey was by far the largest recipient of bank flows.
Indeed, during 2000, cross-border claims on Turkey increased by more than
claims on any other emerging economy: $11.4 billion. In the fourth quarter
alone, banks lent $3.4 billion to Turkey. Two thirds of the fourth quarter amount
took the form of loans to non-banks, mainly project financing and lending to the
central government. The remainder was lent to banks, despite the emergence
of strains in Turkey’s banking system. More recent data on syndicated credits
suggest that banks sharply reduced their lending to Turkey in the early part of
2001 (see page 21).

Repayments by Asian borrowers, which appeared to have bottomed out in
the first half of 2000, picked up again in the fourth quarter. Bank claims on
emerging economies in Asia fell by $18 billion, bringing the total contraction in
claims to $29 billion in 2000. At first glance, this appears to represent a
significantly slower pace of outflows than in 1999, when claims fell by
$62 billion. But once changes in deposits are taken into account, net outflows
from emerging economies in Asia to banks in the reporting area actually
increased in 2000, to $94 billion from $67 billion in 1999.

A $9.2 billion contraction in loans to Korean borrowers accounted for half
of the decline in claims on Asian borrowers in the fourth quarter. Earlier in
2000, banks in the United States had engaged in reverse repos with borrowers
in Korea, and the fourth quarter decline in claims arose in part from the
unwinding of these agreements. Cross-border claims on residents of Taiwan
fell by $4.3 billion in the fourth quarter, the largest such decline ever recorded.
The rapid growth of foreign currency deposits in the local financial system
reduced local banks’ demand for foreign currency loans from abroad. Also,
greater international attention had been given to the soundness of the
Taiwanese financial system during 2000, leading many foreign banks to reduce
their exposure.

Funds channelled into the United States

Instead of being channelled into emerging economies, funds made available
through the interbank market supported an increase in lending to non-bank
borrowers in the industrial countries, especially in the United States. Banks in
the reporting area also continued to invest substantial sums in securities issued
by US and European borrowers.
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Banks’ cross-border claims on US non-banks

Exchange rate adjusted changes in amounts outstanding, in billions of US dollars

By instrument By currency
[JLoans Ousb
O Securities 145 0 Other 4 45
1 30 - 30

i MDHD UH I i |l | Al HH il ,

1 15 4 -15
-30 -30

1997 1998 1999 2000 1997 1998 1999 2000

Source: BIS locational banking statistics. Graph 2.2

After several weak quarters, loans to non-banks in the United States
increased by $27 billion in the fourth quarter of 2000 (Graph 2.2). Seasonal
factors were partly responsible for this increase; corporate issuance of
commercial paper in the United States usually declines towards the end of the
year, and issuers turn instead to their backup credit lines with banks. Lending
was also boosted by demand from US telecommunications firms, which raised
$38 billion in the international syndicated credit market in the fourth quarter.

Even while stepping up their direct lending, international banks continued
to purchase large amounts of securities issued by US residents. As a result,
cross-border flows — securities purchases plus lending — to non-bank borrowers
in the United States increased by 43% between 1999 and 2000, to
$121.8 hillion. Surprisingly, 30% of these flows were denominated in currencies
other than the US dollar. US entities, including US agencies, increased their
issuance of euro-denominated bonds in 2000, and this helped to boost euro-
denominated flows from international banks to US non-banks to $16.2 billion
last year from zero in 1999. Yen-denominated flows rose to $9.8 billion from
—$0.5 billion, perhaps boosted by the desire of US non-banks to take
advantage of low yen interest rates.

The locational banking statistics indicate that, during the course of the
year, over half of the cross-border flows to US non-banks were provided by
banks in the United Kingdom. However, a substantial proportion of these funds
were from euro area and Japanese banks resident in the United Kingdom
rather than UK-headquartered banks. Based on the consolidated banking
statistics, which are compiled on a nationality basis, German banks’
consolidated claims on public sector and non-bank private sector borrowers in
the United States increased by $49 billion in 2000. Japanese banks’ claims
increased by $41 billion. Japanese banks were especially active buyers of US

CP issuers and
telecoms in the
United States turn
to banks

German and
Japanese banks
lead the increase in
claims on US non-
banks
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Japanese banks
unwind loans
booked offshore

Banks prefer to buy
lower-risk bank
securities

agency securities. UK banks’ consolidated claims on US non-bank borrowers
increased by $15 billion over the same period.

Claims on non-banks in Japan continue to contract

In contrast to the increase in claims on US non-banks, cross-border claims on
non-bank borrowers in Japan contracted by $32.7 billion in the fourth quarter.
European banks were responsible for most of this decline.

For the year as a whole, credit to non-banks in Japan fell by $66.9 billion,
making 2000 the fifth consecutive year of cutbacks. The key factor behind this
contraction was the continued unwinding of loans to Japanese residents
booked through Japanese banks’ offices in banking centres abroad. Financial
stresses in Japan in 1997-98 had led a large number of Japanese banks to
close or scale back their operations abroad. In more recent years, the
weakness of the Japanese economy lowered corporate funding needs. These
changes had a particularly adverse impact on international banking activity in
Hong Kong. Between the end of 1997 and the end of 2000, the claims of banks
in Hong Kong vis-a-vis non-bank borrowers in Japan fell by 80%, to $39 billion.
Japanese banks’ interbank claims on Hong Kong, by which many of the loans
were funded, fell in tandem.®

Securities issued by euro area non-banks fall out of favour

In the euro area, cross-border flows to non-bank borrowers slowed to
$9.8 billion in the fourth quarter, the smallest flows since the start of monetary
union. At least part of this slowdown can be explained by a reduction in
investors’ appetite for risk. As discussed in the previous issue of the BIS
Quarterly Review, lower-rated borrowers faced significantly wider credit
spreads in the fourth quarter of 2000, and consequently reduced their bond
issuance. At the same time, highly rated borrowers retained favourable access
to debt securities markets. The locational banking statistics clearly illustrate the
shifts in demand that were behind this deterioration in financing conditions.
Even while reducing their purchases of corporate bonds and other non-bank
securities, which tend to be rated below triple-A, banks in the reporting area
increased their cross-border purchases of bank securities (Graph 2.3). In the
euro area, many bank securities, such as Pfandbriefe, have top credit ratings,
and so are regarded as safe assets.

®  For a discussion of international banking activity in Hong Kong, see the box by R N McCauley

and Y K Mo, “Recent developments in the international banking business of Hong Kong”, in
the June 1999 issue of the BIS Quarterly Review.
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Banks’ cross-border claims on euro area borrowers

Exchange rate adjusted changes in amounts outstanding, in billions of US dollars

Claims on non-bankst Purchases of securities?
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1 By residence of borrower. Note: FR=France; DE=Germany; IT=Italy; NL=Netherlands. 2 By type
of issuer.

Source: BIS locational banking statistics. Graph 2.3

Despite the record amounts raised by euro area telecoms in the
international syndicated credit market in 2000, flows to euro area non-banks
almost halved in 2000, to $122 billion from $206 billion in 1999. Cross-border
credit to non-bank borrowers in a few euro area countries, in particular France
and the Netherlands, picked up in 2000 (Graph 2.3). Yet the majority of
countries saw a moderation of inflows. Italy experienced an especially sharp
slowdown, with cross-border claims on non-banks increasing by only
$14.3 billion in 2000, compared to $75.6 billion in 1999.

Euro area banks were wholly responsible for the slowdown in cross-border
flows to euro area non-banks. The introduction of the single currency had
effectively relaxed prudential and regulatory controls over currency
mismatches, and thereby encouraged financial institutions to diversify their
portfolios by investing across the euro area. Consequently, immediately before
and after the launch of monetary union, banks had stepped up their cross-
border purchases of securities, boosting flows to non-banks in the euro area.
This adjustment of portfolios now appears to have run its course.

Cross-border flows
to non-banks in the
euro area halve in
2000
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Syndicated credits: large amounts of telecoms facilities mature in 2001

After an exceptionally strong second half of 2000, activity in the international syndicated credit
market slowed sharply in the first quarter of 2001: facilities signed fell to $253 billion from
$406 billion in the fourth quarter of 2000. The first quarter has historically been weak, but even
on a seasonally adjusted basis signings dropped by 20%.

Large US corporations were the main drivers of activity in the first quarter. Kellogg and
American Home Products each borrowed $6 billion. Facilities totalling $6 billion were arranged
for Lucent Technologies to help the firm meet its obligations after losing access to the
commercial paper (CP) market. The general deterioration in financing conditions in the CP
market around the turn of the year, and thus the higher likelihood that issuers would call on their
backup lines with commercial banks, led banks to tighten the conditions attached to new standby
or CP support facilities. As a result, volumes in this segment of the syndicated credit market
slowed to $15 billion in the first quarter from $45 billion in each of the two previous quarters.

An important factor behind the overall slowdown in activity in the first quarter was the more
moderate pace of lending to telecommunications companies. Massive sums had been arranged
for telecoms in the second half of 2000, but this activity dropped off in the first quarter. Telecoms
instead tapped bond markets (see page 23). Many of the telecoms facilities arranged in 2000
were short-term, and consequently will need to be refinanced in 2001. First quarter activity
already reflected the rolling-over of maturing facilities. Pacific Century Cyberworks arranged a
$4.7 billion term loan to refinance part of a facility contracted in early 2000 to fund the purchase
of Hong Kong Telecom. Assuming that the facilities previously arranged are fully drawn down
and not repaid early, repayments will peak at $60 billion in the third and fourth quarters of 2001.

Emerging economies raised $13 billion in the syndicated credit market in the first quarter.
Turkey, the largest borrower in 2000, was all but absent from the market. Turkish banks raised
$0.3 billion, down from an average of $1.4 billion a quarter in 2000, and corporations another
$0.2 billion. Mexico was the largest recipient of funds, obtaining $2.3 billion. Most of this was
raised by CEMEX, a cement manufacturer, to finance an acquisition in the United States.

In billions of US dollars

Activity in the international syndicated credit market

Signed facilities

Facilities arranged for telecoms

96 97 98

repaid early.

Sources: Capital DATA; BIS.
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3. The international debt securities market

Against the backdrop of narrowing credit spreads and generally favourable
market conditions in debt markets, net issuance of straight fixed rate bonds
and notes surged during the first quarter of 2001 (Table 3.1). Nevertheless,
aggregate net issuance in the international debt securities market declined
from $323 billion to $298 billion over the same period, because of a sharp fall
in the net issuance of money market securities. Gross announced issuance of
bonds and notes rose to $578 billion during the first quarter of 2001 from
$438 billion in the previous quarter, while repayments also rose from
$197 billion to $269 billion over the same period (Table 3.2).

The shift from short-term to long-term funds represented a return to more
normal patterns. Net issuance of money market instruments declined from the
previous quarter’s unusually high amounts as borrowers took advantage of
favourable market conditions to lengthen the maturity of their debt. Emerging
economies returned to the bond market, and issuance by public sector entities
increased. Issuance by corporate borrowers also increased during the first
guarter, which may have reflected a shift away from equity issuance because
of reduced demand for IPOs. In some instances, lower-rated corporate
borrowers looked to the international bond market as a substitute for
commercial paper issuance, which was not feasible as a result of credit
downgrades and a reduced willingness of banks to provide backup credit
facilities.

More favourable market conditions support long-term borrowing

An improvement in market conditions underlined a resurgence in long-term

issuance in the first quarter of 2001. As discussed in the Overview (Section 1),

the narrowing of credit spreads in long-term debt markets was accompanied by

a decline in the general level of interest rates, which brought issuers back to

the market. Net issuance of straight fixed rate bonds and notes rose from Net issuance of

$165 billion during the final quarter of 2000 to $204 billion during the first Ztg?;gsh;:;(e:o;:tse
guarter of 2001, an all-time high. The rise in net issuance of straight fixed rate  caches a record
bonds and notes was associated with a 60% surge in gross issuance to amount...

$422 billion over the same period (Table 3.2).
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Main features of net issuance in international debt securities markets

In billions of US dollars

Bonds and notes®
Floating rate issues 334.1 386.6 84.0 110.1 90.0 102.6 73.8 | 1,607.9
Straight fixed rate

1999 2000 2000 2001 Stocks

Year | Year 1 2 3 4 1 | atend

Q Q Q Q Q March

2001
Total net issues 1,230.3 | 1,234.6 286.7 319.8 304.8 3234 298.4 | 6,514.7
Money market instruments® 66.4 86.5 1.3 24.4 14.9 45.9 14.6 346.1
Commercial paper 44.3 493 | - 06 10.6 12.1 27.1 16.1 238.5

1,163.9 | 1,148.2 285.4 295.4 289.9 277.4 283.8 | 6,168.7

issues 798.7 743.9 198.6 181.5 199.0 164.9 204.4 | 4,317.5
Equity-related issues 31.1 17.6 2.8 3.8 1.0 10.0 5.6 243.3
Developed countries 1,152.9 | 1,151.7 257.1 303.2 282.2 309.1 283.9 | 5,602.7
Euro area 507.9 555.0 131.1 149.2 129.7 144.9 133.4 | 2,288.6
Japan 2.7 | — 29.9 -13.2 - 13 - 91 - 6.3 - 6.5 268.0
United States 482.2 465.7 91.4 111.8 138.5 124.0 145.7 | 1,894.2
Offshore centres 12.0 19.1 1.4 3.7 6.8 7.2 7.3 83.0
Emerging economies 40.8 421 23.3 6.3 134 | - 09 6.0 458.5
International institutions 24.6 21.7 4.9 6.7 2.2 7.9 1.3 370.6
Private sector 1,010.4 970.3 203.2 276.6 228.7 261.8 237.8 | 4,849.3
Financial institutions? 656.7 670.7 164.7 185.3 136.1 184.6 146.5 | 3,189.6
Corporate issuers 353.7 299.6 38.5 91.3 92.6 77.2 91.3 | 1,659.7
Public sector® 195.3 242.6 78.6 36.6 73.8 53.6 59.3 | 1,294.8
Central government 37.2 50.5 33.1 12.7 8.3 - 35 6.4 483.3
State agencies and other 158.1 192.0 455 23.9 65.5 57.2 52.9 811.5
Memo:
Domestic CP* 341.2 254.3 29.8 72.1 40.2 112.2 —-56.5 | 1,983.0
of which: US 232.8 208.3 75.3 54.9 35.6 42.5 -63.1 | 1,539.0

! Excluding notes issued by non-residents in the domestic market. > Commercial banks and other financial
institutions. ® Excluding international institutions. * Data for the first quarter of 2001 are preliminary.

Sources: Bank of England; Capital DATA; Euroclear; ISMA; Thomson Financial Securities Data; national authorities; BIS.

Table 3.1

... as low- and
medium-rated
borrowers return to
the market ...

The increase in long-term issuance was due solely to the activities of low-
and medium-rated borrowers. Among rated issues, gross issuance in the non-
triple-A investment grade class rose markedly from $64 billion during the final
quarter of 2000 to $126 billion in the first quarter of 2001 (Graph 3.1, right-hand
panel), more than reversing the previous quarter-on-quarter decline in
announcements in these rating categories. A large portion of the total increase
in non-triple-A issuance was due to the activities of telecoms, whose gross
issuance surged from $19 billion to $49 billion over the same period. This total
included the largest ever corporate bond: a $16 billion issue in six tranches by
France Telecom. Also, some firms that had difficulty accessing the commercial
paper market (see below) were able to tap the long-term debt markets.
DaimlerChrysler, a single-A borrower, for example, floated $7.5 billion of
longer-term debt during the first quarter. Stronger issuance also took place in
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the speculative grade category, which witnessed an increase in
announcements to $7 billion during the first quarter of 2001, up from $3 billion
in the previous one. In contrast, gross issuance in the triple-A category
declined slightly from $100 billion to $94 billion. This occurred despite a surge
in gross public sector issuance to $128 billion, an increase of 70%, due in large
measure to $98.5 billion of issuance by state agencies, a record amount.

At the same time, net issuance of money market instruments in the ...and netissuance
international debt securities market fell from an unusually large $46 billion to ionfsrtr;ggqeeymn;arkm
$15 billion, with that of commercial paper, the largest component of money declines
market instruments, decreasing from $27 billion to $16 billion. These
developments paralleled an even larger fall in net issuance in the domestic CP
markets. After several years of rapid growth, net domestic issuance in the three
largest markets (the United States, Japan and Canada) turned sharply negative
during the first quarter of 2001. Contributing factors to the slowdown in net CP
issuance were a number of credit downgrades and a reduced willingness of
banks to underwrite new issues. Money market funds are the main purchasers
of CP, and the amount of lower-rated CP that they can hold is limited by SEC
regulations. Credit downgrades below a given threshold can therefore severely
curtail the demand for a particular issuer’'s commercial paper. Such credit
downgrades reportedly constrained the ability of some firms to access the CP

Gross issuance in the international bond and note markets
In billions of US dollars
1999 2000 2000 2001
Year Year Q1 Q2 Q3 Q4 Q1

Total announced issues 1,766.8 | 1,933.5 508.3 484.6 502.4 438.3 578.2
Floating rate issues 483.8 624.3 138.0 157.0 168.3 161.0 142.6
Straight fixed rate issues 1,230.9 1,252.7 356.0 315.7 317.6 263.5 421.7
Equity-related issues* 52.1 56.5 14.3 11.9 16.5 13.8 13.8
US dollar 775.4 859.3 216.9 206.6 240.8 194.9 264.8
Euro 677.9 647.8 186.8 153.1 150.7 157.2 221.2
Yen 118.9 204.6 49.2 76.1 51.2 28.1 34.8
Other currencies 194.6 221.8 55.3 48.7 59.8 58.1 57.4
Private sector 1,374.3 1,499.9 374.4 397.5 380.3 347.8 429.2
Financial institutions? 897.7 | 1,021.4 276.0 251.5 249.8 244.1 278.1
Corporate issuers 476.6 478.5 98.3 146.0 130.5 103.7 151.2

of which: telecoms 84.3 115.7 24.7 46.7 25.0 19.3 