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Part A: General part

The currency
and the economy in 1989



I. International trends
1. The global economic setting

In 1989 the economic performance of the Federal Republic of Germany was
again determined by a sustained expansion of global business activity, to which
it made a major contribution itself. In the seventh year of upswing in a row,
industrial countries recorded a growth in real GNP of 3.500 in 1989. Output
expanded at an above-average pace in Japan and continental Europe —
including, in particular, the Federal Republic of Germany. In countries with
internal and external stabilisation problems, such as the United States and the
United Kingdom, the momentum of business activity admittedly slackened
somewhat in the course of 1989. While signs of a slowdown were perceptible in
other industrial countries, too, this was primarily because the expansion of
output came up against the limits set by the growth of production potential.
Among other things, this is suggested by the steep increase in world trade, the
volume of which went up by 7720/ in 1989. This rise, which was over twice as
strong as that in GNP, probably also reflects capacity bottlenecks in some
national economies — bottlenecks which increasingly forced these economies
to meet their demand for goods and services (including their demand for
capital goods to expand their production potential) abroad.

Hence the sustained strength of business activity is also indicated by the fact
that global investment activity continued to accelerate. Taking the average of
1988-9, the gross fixed capital formation of enterprises (outside the housing
sector) in industrial countries expanded by just under 109/0. It thus increased
almost twice as fast as during the first five years of the upswing which started
in 1983. In many countries the growing exhaustion of productive reserves
sparked off investment in capacity extensions, which in turn enhanced growth
potential. It appears that an increasing part is being played in this by
technological innovations permitting a more flexible employment of the factors
of production. For the rest, the improvements which have been initiated in
recent years in the underlying macro-economic conditions are now apparently
starting to pay dividends. These include the relaxation of government controls,
measures of tax reform, the favourable trends in corporate profits made
possible by moderate wage settlements and, last but not least, the preparation
of a Single European Market by the end of 1992.

However, the improvement of the supply-side conditions and the extension of
industrial production potential could not prevent increasing tensions from
making themselves felt in the growth process in 1989. For instance, the price
situation deteriorated noticeably. On average, the growth rate of consumer
prices in industrial countries accelerated by over 1 percentage point in 1989, to
4% 0/0. At the beginning of 1990 the current year-on-year rate was as high as
almost 59%o. In certain countries, it is true, this owed something to special
factors, such as rising indirect taxes and administrative price increases. In
addition, during 1989 a number of currencies depreciated not inconsiderably
against the US dollar, which is the most important invoicing currency on global
commodity markets. At the same time it appears, however, that more and more
advantage was taken of the scope for raising prices presented by the growing
utilisation of capacity and an ample money supply. Moreover, in individual
countries, such as the United Kingdom, the United States and Spain, there
were signs of an increase in labour cost pressure and thus of a danger of an
automatic acceleration of domestically generated inflation.

in order to counter as early as possible the risks this posed to stability, many
central banks tightened their monetary policy further during 1989. They thus
continued their strategy of an initially prophylactic, but subseguently necessary
fight against inflation. In some cases exchange-rate-policy goals also played a
role. In the course of 1989 all major central banks initially sought to tighten up
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Key macro-economic variables in selected industrial countries

Real national Real domestic Consumer Balance on
product 1 demand prices 2 current account
1988 1989 p 1988 1989 p 1988 I 1989 p 1988 | 1989 p
Country Change from previous year in % US$ billion
Industrial countries 3 + 44 + 35 + 46 + 36 + 33 + 444 521)|4—-761
of which
European
industrial countries + 37 + 35 + 44 + 35 + 34 + 49| + 144| + 23
of which
Germany + 36 + 4.0 + 37 + 28 + 13 + 28| + 504| + 555
° (+ 88.3)|° (+104.2)
France + 35 + 35 + 39 + 32 + 28 + 35| — 36| - 34
United Kingdom + 43 + 25 + 74 + 39 + 49 + 79| — 260| - 332
Italy + 39 + 34 + 43 + 37 + 50 + 63} — 52| — 95
United States + 44 + 29 + 33 + 24 + 41 + 49} —1265| —1059
Japan + 5.7 + 49 + 76 + 57 + 0.7 + 23] + 796| + 570
Canada + 50 + 26 + 58 + 52 + 40 + 51| — 84| - 158

1 Real GNP/GDP. — 2 Cost of living index. — 3 OECD countries excluding Turkey. — 4 The statistically
recorded current account deficit of the industrial countries is not accompanied by corresponding surpluses on
the part of other groups of countries; in fact, owing to statistical errors and omissions (= missing surpluses or
overly large deficits) the aggregated “global balance on current account” shows a distinct deficit, which,
according to IMF calculations, came to roughly US$ 90 billion in 1989. — p Provisional. — ° Calculated in DM
billion.

Sources: IMF and national statistics.
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money market conditions. Interacting with market forces, the entire short-term
interest rate level consequently shifted upwards. This did not, however, reflect
an ‘“interest rate race” between the central banks, but rather an effort
(stimulated by common problems) on the part of the monetary policy makers to
combat the causes of inflation at their domestic roots. This generally resulted in
short-term interest rates rising more steeply than the yields on long-term
assets. Hence the yield curve is now flat in major countries, or — as in Canada
and the United Kingdom — it has become “inverse”, i.e. the interest rates on
long-term financial assets are lower than those on short-term investments.
Quite apart from the fact that this is almost inevitably the case at first in the
event of a steep rise in central bank interest rates, which affect the short end of
the market, it can also be interpreted as a sign that the markets are counting
on central bank stabilisation policies being successful in the long run. Over the
longer term, of course, it will be important not to disappoint these expecta-
tions.

In the second half of 1989 a cautious relaxation of monetary policy gained
ground in the United States; primarily, no doubt, this represented a response
by the US monetary authorities to the slackening of economic activity in their
country. This must not result in a softening of the anti-inflationary stance
adopted in the rest of the world, since that could impart misleading signals to
the general public world-wide. In this context, monetary policy makers must
bear in mind as well that in many countries the time-lags associated with
restrictive monetary policy measures are currently to be rated longer than
usual, since the business community is now able to draw on large reserves of
funds, in the domestic market and the Euro-markets alike. Moreover, they
must also take due account of the fact that many and varied financial
innovations are facilitating “evasive action” on the part of both private and
public debtors.



In 1989 the central banks’ policy, which was geared primarily to containing
inflation expectations, was buttressed by the progressive consolidation of
public finance. Relative to GNP, the overall public sector deficit in the seven
most important industrial countries declined from an average of 129/0 in 1988
to just over 100 in 1989. Admittedly, not all countries took full advantage of the
greater scope for budgetary consolidation afforded by the boom, while some of
them (such as the United States) have meanwhile moved into a period of
slower economic growth. In 1989, just as in the previous year, the public sector
deficit in the United States was equivalent to 200 of GNP. Against the
background of the existing high level of public debt, the structural increase in
the internal and external interest burden, the sluggish private propensity to
save and growing uncertainties in the financial “superstructure” of the us
economy, further progress towards the reduction of the US public sector
deficit appears to be imperative. In the remainder of the western world, too, the
concrete formulation of public financial policy continues to exhibit major
differences, which cannot be explained solely in terms of the national features
of macro-economic saving and investment patterns. While some countries,
such as Japan and the United Kingdom, are meanwhile running substantial
surpluses in their national budgets, a number of European Mediterranean
countries continue to tolerate public sector deficits of the order of over 109% of
GNP. It would be asking too much of monetary policy if, in such circumstances,
it was expected to ensure monetary stability all on its own. Instead, it needs the
support of a frugal medium-term financial policy, formulated “correctly” in
terms of supply-side requirements, so as to enable accruals of savings (which
are too small world-wide relative to the demand for capital) to be increased and
at the same time put to productive uses.

International economic policy cooperation was continued and intensified in
1989. Particular importance was attached to coordinated economic policies,
geared to stability and growth alike, in the seven major industrial countries,
inter alia with a view to a further reduction in the external disequilibria of these
countries, which after all are highly significant for the world economy. The fact
that this coordination was oriented more towards macro-economic objectives
and a more realistic assessment of the effectiveness of intervention in the
foreign exchange markets no doubt helped greatly to reduce the discrepancies
in economic trends among the countries of the Group of Seven. The high
degree of utilisation of macro-economic resources admittedly contributed to
inflationary tendencies gaining ground again in the course of 1989. The
uncertainties and pressures associated with the political and economic open-
ing-up of central and eastern Europe further accentuated these problems. The
underlying economic situation (which, viewed as a whole, has remained
favourable all the same) should be exploited to effect additional structural
adjustments in individual national economies. Domestically speaking, the
envisaged merging of the EC markets to form a Single European Market and
the cooperation in prospect with central and eastern European countries call
for a progressive liberalisation of the markets for goods, services, capital and
labour. Both within the EC and world-wide it is essential to avoid protectionist
tendencies and large-scale “bloc formation”. The progress made within the
Uruguay round of GATT warrants hope; at the same time, however, the debates
on import protection in the context of the Single EC Market (e.g. in the area of
car imports) suggest that the freedom of world trade can never simply be taken
for granted.

Notwithstanding the joint endeavours to achieve a balanced development of
the world economy, the reduction in global disequilibria made insufficient
headway in 1989. Although the US current account deficit decreased by just
over US$ 20 billion to US$ 106 billion last year and the Japanese surplus fell by
US$ 23 billion to US$ 57 billion, the current account deficits of other countries
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(especially the United Kingdom, Canada and Spain) increased distinctly and
Germany’s surplus rose. The US external position relative to western Europe as
a whole eased; vis-a-vis the EC member states alone, the United States
actually ran a small foreign trade surplus in 1989. On the other hand, the
disequilibria within Europe, particularly those between Germany and its partner
countries, increased considerably. These shifts in regional imbalances must be
seen, inter alia, against the background of exchange rate movements. For
instance, the persistent depreciation of the US dollar against the Deutsche
Mark and other European currencies until the end of 1987 has operated right
up to the present in the direction of a welcome adjustment process, while
exchange rates within the European Monetary System — despite some
substantial differences in inflation rates — have remained immobilised at the
level of early 1987. In the final analysis, constant nominal exchange rates result
in a steady improvement in the competitive positions of countries with relatively
low inflation rates, and give rise to trade disequilibria which are unsustainable in
the long run, unless the differences in price levels decrease owing to
inflationary adjustments in the country with more stable prices. Distortions of
this kind can only be avoided and corrected if not just monetary policy but also
financial, wage and foreign trade policies respond sufficiently flexibly to the
requirements of the adjustment process, and if the exchange rate, too, is not
ruled out as an instrument of adjustment.

2. Monetary policy in the dilemma posed by efforts to achieve monetary
integration within the European Community

The need emphasised in the foregoing section to reduce external disequilibria
and economic disparities as quickly as possible is particularly pressing in the
European context. In recent months the endeavours to bring about progressive
monetary integration within the European Community have gathered pace.
Some EC member states are still showing considerable differences in their
economic and stabilisation policy performance. The monetary policy makers
will have to pay heed to progress in monetary policy coordination going hand in
hand with increasing convergence in budgetary and general economic policy.
Without such parallelism, the EC central banks might find themselves compel-
led to counteract tensions arising within the Community unilaterally by means
of monetary policy action. In the process, they would at the same time run the
risk of failing to meet their primary target of safeguarding price stability in the
individual member states, as well as in the Community as a whole.

According to the resolution passed by the European Council in Madrid in June
1989, what is known as the first stage on the road to a European economic and
monetary union is due to begin on July 1, 1990. In view of this, cooperation
between the EC economic and finance ministers and between the governors of
the EC central banks was put on a new footing. At the centre of cooperation in
the Council of Ministers is a new multilateral surveillance procedure. It is
intended to help achieve the degree of economic convergence needed for the
first stage of the economic and monetary union. For the Committee of EC
Central Bank Governors, which is already in existence, a more intensive
consultation procedure was agreed. The function of that Committee (which has
the prime objective of maintaining monetary stability) is to discuss the broad
principles of monetary policy in member states; moreover, it should be
consulted — normally in advance — on decisions such as the annual setting of
monetary and lending targets. At the same time, the Committee is expected to
express its views on general monetary policy issues in the Community and its
member states (both to individual countries and to the EC Council of Ministers
as well as, where appropriate, to the general public).



Convergence indicators of the EMS countries participating in the
exchange rate mechanism*
in %%
Federal
Republic
of Nether-
Period Germany | Belgium Denmark | France Ireland Italy lands
Consumer price movements (Change from previous year)
1974-78 47 9.2 1.0 107 153 16.7 79
1979-83 49 7.0 10.1 118 15.9 17.3 52
1984-88 1.2 3.0 46 4.4 46 71 1.1
1988 1.3 1.2 45 2.8 2.1 50 07
1989 28 3.1 4.8 3.5 4.1 6.3 1.1
Balances on current account 1 (Share in GNP/GDP)
1974-78 1.4 0.1 - 33 - 01 — 58 - 05 21
1979-83 - 03 - 29 - 36 - 07 —-11.0 - 08 1.8
1984-88 33 15 -~ 386 - 0.1 - 18 - 04 28
1988 4.0 23 - 16 — 04 20 — 06 23
1989 4.4 2.3 - 15 - 04 1.7 - 14 23
Public sector financial balances 2 (Share in GNP/GDP)
1974-78 - 3.0 — 48 + 0.1 - 11 — 82 — 96 — 23
1979-83 - 3.0 —-10.5 - 56 - 17 -124 -10.5 - 53
1984-88 - 16 - 83 - 0.1 - 23 - 95 -11.2 - 57
1988 - 21 - 68 + 03 - 13 - 26 —10.6 - 50
1989 + 0.2 — 66 - 04 - 14 — 28 —12.2 - 5.0
Growth in the broad money stock 3 (Change from previous year)
1974-78 9.0 119 123 - - 22.4 12.8
1979-83 6.8 55 117 116 155 18.4 6.7
1984-88 58 8.8 120 7.7 6.2 11.9 71
1988 6.4 7.8 39 75 79 124 9.0
1989 57 8.1 42 74 54 4 13.2 4 128
* Excluding Spain, which did not join the EMS exchange rate mechanism until June 19, 1989. — 1 Belgium
including Luxembourg. — 2 On the basis of the national accounts. — 3 M2 for Belgium, Denmark and the
Netherlands; M3 for France, Germany, Ireland and Italy. In the case of Belgium, the first figures relate to the
period 1976-78. — 4 Average of the period Jan.-Nov. 1989 against the previous year.
Sources: OECD, BIS and national statistics. BBk

During the first stage, the task facing the EC Council of Ministers and the
Committee of EC Central Bank Governors will be that of paving the way —
without any changes in institutional conditions or national responsibilities — for
the transition to an economic and monetary union. To this extent, the first
stage is to be regarded as a preliminary phase in which the individual EC
member states must prove their willingness and ability to be incorporated in a
community of stability. Moreover, in the field of monetary policy the stablest
currencies will assume a bench-mark function. With price stability as the
definite final goal of monetary policy, after all, the pursuit of Community
objectives cannot be based on a Community average. Instead, the countries
which are more prone to inflation must work towards a “hardening” of their
currencies. The fixing of exchange rate relationships envisaged in the further
course of the monetary integration process, and the replacement of national
currencies by a Community currency as the final step, can only be accomplish-
ed on the basis of assured domestic price stability in the individual EC member
states.

At their meeting in Strasbourg in December 1989, the heads of state and
government of the EC member states decided that an inter-governmental
conference should be convened before the end of 1990 to negotiate the
contractual basis for the further stages of an economic and monetary union. In
line with this decision, once the first stage has been successfully completed,
economic and monetary decision-making powers are to be transferred gradu-
ally, as far as is necessary, to existing or newly established Community
institutions. Foremost among the institutions to be newly established is a
European central banking system; detailed proposals for the concrete design
of such a system have already been put forward. The “Report on economic and
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monetary union in the European Community” (Delors Committee Report),
which was drawn up at the request of the EC heads of state and government by

_ a committee of experts comprising the governors of the EC central banks and

a number of other monetary specialists, and which was published in April 1989,
declared that a European central banking system of this kind is necessary in
the final stage of an economic and monetary union in order to ensure
consistent monetary policy on the responsibility of a single Community

. decision-making body in charge of central bank policy. Other approaches —

especially the “evolutionary” strategy of the UK Treasury — are based on the
assumption that the monetary policies of member states can be harmonised
with one another in the course of monetary competition and, after a period of
common “hardening”, can be embodied in a system of fixed exchange rates.

In the Bundesbank's view, stringent demands in terms of stabilisation policy
must be met by any European central banking system. It is only on this
condition that it would be acceptable for EC member states with stable
currencies to relinquish their national monetary policy sovereignty. One major
requirement would be that the guide-lines on monetary policy are unequivocally
geared, at Community level, with binding effect for the entire currency area, to
the priority of the target of price stability. In the final stage, responsibility for
Community monetary policy should rest exclusively with the European central
bank which is to be established. Hence this bank, in its monetary policy
decisions, must be independent of all other economic policy makers, including
the governing bodies of the Community. Neither the Council of Ministers nor
the Commission nor national governments may have the right to issue
instructions to the European central bank. The statutory and institutional
independence of the EC monetary authority would not imply that this authority
was beyond the reach of any form of democratic control. The European central
banking system would be brought into being by a treaty requiring ratification,
would have a clear statutory mandate and would be provided with governing
bodies whose members were appointed by Community institutions with a
democratic right to do so. In order to safeguard their personal independence,
the members of the governing bodies of the bank should be appointed to office
for sufficiently long periods. Lending by the European central bank to public
authorities in member states or in the Community (over and above the ceilings
for pure cash advances) should be prohibited. Similarly, the central bank and
the banking system should not be required to purchase government securities,
either in the context of conventional issuing operations or in the secondary
market.

Moreover, the consistency of monetary policy decision-making must not be put
at risk even if the European monetary authority is to be given a federative
structure in order to take due account of the diversity of states within the
Community. On the analogy of the structure of the Deutsche Bundesbank, the
system could consist of an executive board plus the central banks of the
member states. The authority to take major decisions affecting the overall
stance of monetary policy would be vested in a body composed of the
members of the executive board and the governors of the national central
banks. As long as national currencies continued to exist — as would be likely in
the initial stages of a monetary union — Community monetary policy would
largely be conducted by national central banks in their domestic money
markets. The range of policy instruments required for this purpose would have
to be harmonised to such an extent that the monetary targets set at a
European level could be attained in the context of a potential-oriented
monetary policy without causing undue disruption of the financial markets. In
this connection, a coordinated minimum reserve system in all member states,
as a quasi-automatic “constraint on money creation”, would be very useful, as
would traditional discount policy and flexible open market operations for the
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ongoing management of the money market. Direct intervention in market
mechanisms — e.g. through quantitative credit controls, measures to regulate
lending or interest rate provisions — should then become dispensable.

For safeguarding the value of money in the Federal Republic of Germany, and
also in the Community at large, it is of vital importance that a broad consensus
on stabilisation policy should be achieved at the forthcoming inter-government-
al conference on the requirements for a monetary union, and that this
consensus should be clearly reflected in the EEC Treaty, which is due to be
amended, as well as in the other legal instruments. In this connection attention
will also have to be paid to devising rules which ensure that Community
monetary policy is underpinned by consistent, stability-oriented behaviour on
the part of the EC governments. In particular, binding rules and procedures for
safeguarding adequate budgetary discipline among member states will have to

Fiscal policy support
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be envisaged. There is no evidence that good behaviour on the part of public
authorities can be enforced solely by disciplinary mechanisms emanating from
the capital market, especially as the public sector is not normally very
responsive to changes in interest rates. Since exchange rate changes will no
longer be possible as a sanctionary measure for the markets in the final stage
of the monetary union, a minimum of binding budgetary commitments to
Community goals appears to be imperative in order to guarantee, throughout
the Community, that degree of discipline in public sector budget management
which is necessary for the continued existence of the economic and monetary
union. Dispensing with the monetary financing of budget deficits and with the
assumption of joint and several liability for the public debt of individual member
states is not, on its own, enough for the purpose. In addition, the Council of
Ministers should be given powers to set ceilings for the budget deficits of EC
countries and to demand prior consultations before member states borrow
abroad in third currencies.

To date it has not been possible to elaborate a concrete, generally accepted
“model” for the transfer of national monetary and economic policy powers to
Community institutions. The favourable macro-economic circumstances and
good stability and monetary policy conditions required for this purpose will
depend not least on the outcome of the further convergence of national
economic and monetary policies that can be achieved during the first stage. In
the view of the German monetary policy makers, the economic foundations that
justify a transfer of central bank powers to a Community monetary authority
should be laid, as far as possible, already at this stage. The first stage on the
road to the economic and monetary union has the character of an adjustment
and learning process whereby the member states are expected to arrive at a
substantial and lasting consensus on their economic and monetary policies. At
present there are still considerable differences between individual EC member
states as regards economic structures, economic adaptability and standards of
living. In this context it should be recognised that the nucleus of the “hard
currency countries” (which at present includes France, for instance) has
become larger over time. However, the number and importance of the
countries whose stability is at risk are not small. Some sizeable discrepancies
in national inflation rates, unemployment, budget balances and current account
positions are an unmistakable reflection of this. Some major economic policy
efforts will be necessary in future to overcome disparities of this kind. Given
this situation, it is not surprising that — despite some notable advances in the
field of practical cooperation, particularly in the EMS — consistent monetary
policy throughout the Community is still at a rudimentary stage in many
respects. This is suggested, inter alia, by some substantial differences in
interest rates from country to country and by divergent national rates of
monetary and credit expansion.

3. Monetary union with the German Democratic Republic
as a new challenge

While the European integration process is being given new impetus by the start
of the first stage on the way to the implementation of the economic and
monetary union, the upheavals in central and eastern Europe are creating
compietely new conditions for political and economic relations between
western industrial countries and the states of the Council for Mutual Economic
Assistance (CMEA). In this connection the Federal Republic of Germany is in
an. exposed position in both directions: on the one hand, it is actively involved
in the western European integration process, in which it remains closely
incorporated; on the other hand, in view of the envisaged unification of the two
Germanys, it bears a particular economic, social and political responsibility
towards the GDR — a responsibility which is shared by no other EC member



state. The Federal Republic's offer to the GDR to create an economic and
monetary union at an early date is to be regarded as a preliminary stage to the
achievement of political unification. The serious deterioration in economic
conditions in the GDR and the growing exodus of emigrants to the Federal
Republic, which threatens to pose severe economic and social problems for
both German states, have reinforced the need to find swift economic and
monetary policy solutions. The Federal Cabinet’s monetary policy offer, which
is linked to the condition that at the same time the way should be paved for a
viable social market economy in the GDR, opens up to the population there
future prospects that may well counteract the manpower exodus. This excep-
tional situation justifies the rapid implementation of monetary unification, even
though, given the differing economic systems in the two Germanys hitherto,
solutions without any precedent are required.

The objectives which must be achieved at short notice in this field are not at
variance with the views expressed by German representatives on the step-
by-step implementation of the integration process in the EC. Here, in view of
the necessity of further progress in the twelve member states towards
convergence in the monetary and general economic policy field, the principles
of a step-by-step approach and “parallelism” reaffirmed in the Delors Commit-
tee Report must continue to apply. In the final stage of a European economic
and monetary union the Federal Republic of Germany, just like the other
member states, must irrevocably surrender its monetary policy sovereignty to a
European central banking system. After an introduction of the Deutsche Mark
in the GDR, by contrast, the Bundesbank’s responsibility for monetary policy
will be retained in full. Outside the narrower area of monetary policy, the
introduction of the Deutsche Mark in the GDR will entail an adjustment of
economic and financial policy conditions in that country to those in the Federal
Republic — indeed, such an adjustment will no doubt partly precede the
monetary union, the object being, as indicated above, to bring about political
unification. In the European integration process, by contrast, it is left to future
developments to show how far the sovereignty of EC member states in areas
outside those fields which are associated with the goal of a Single European
Market and economic and monetary union remains unaffected or likewise gives
way to a broader political union. In view of the existing productivity and real
income gaps, the serious weaknesses in the infrastructure of the GDR
economy and the transitional difficulties connected with the transformation of
conditions in a planned economy into those in a free-market economy, the
extension of the currency area of the Deutsche Mark to include the GDR
involves particular risks, although, thanks to the economic potential of the
Federal Republic, these risks will be manageable. After all, it must not be
forgotten that — also from the standpoint of the Federal Republic, as the
member with the strongest economy — the creation of a European economic
and monetary union is an operation of quite a different economic order from
the merging of the two Germanys, whose macro-economic performances are
in a mutual ratio of approximately 8 to 10:1.

Needless to say, at first the introduction of the Deutsche Mark in the GDR wiill
make no difference to the real income gap between the two Germanys (the
main cause of the population exodus), though it will significantly improve the
propensity to work of east German wage and salary earners and self-employed
persons, the number of whom will doubtless increase swiftly. If the ground is
prepared speedily, especially in legislative terms, an inflow of private capital to
the GDR is to be expected, and will help to narrow the present productivity gap
in a way typical of a present-day industrial economy: by mobilising the two
factors of production, labour and capital. No less important, however, is the
fact that the monetary unification of the two Germanys and the abolition of all
intra-German trade barriers will give rise to an internal market on which the
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Economic structural variables for the German Democratic Republic
and the Federal Republic of Germany in 1988
Federal
Iltem Unit of measurement GDR Republic
Population and employed persons 1
Population Thousands 16,666 61,450
Employed persons
Total Thousands 8,980 27,354
As 0 of the population %% 53.9 445
Qutput
Produced national income
at 1985 prices 2 M billion 268.4
Gross national product
at 1985 prices 3 DM billion . 1,988.9
Gross capital formation at 1985 prices 3
Total M billion/DM biltion 77.0 418.0
of which
Machinery and equipment M billion/DM billion 44 1 181.8
Construction M billion/DM billion 285 2220
Households® income, currency
in circulation and financial assets
Average monthly gross remuneration
of employees in industry 4 M/DM 1,290 3,876
Currency in circulation 5 M billion/DM billion 156 6 1426
Savings balances
with banks § M billion/DM biilion 1516 | 7 7146
Foreign trade
Exports “Valuta M” billion 8/DM billion 90.2 567.7
of which
to socialist countries and
centrally planned economies “Valuta M™ billion 8/DM billion 62.7 247
Imports “Valuta M~ billion 8/DM billion 87.2 439.6
of which
from socialist countries and
centrally planned economies “Valuta M” billion 8/DM billion 59.9 20.5
1 Annual average. — 2 In the GDR excluding large parts of the services sector. — 3 Rebased from the original
base 1980. — 4 GDR excluding part-time employees; Federal Republic: mining and manufacturing sector. —
5 End-of-year levels. — 6 Excluding the cash holdings of domestic banks. — 7 Excluding bank savings bonds.
— 8 According to UN statistics, one “Valuta Mark” was approximately equivalent to DM 0.63 in 1988, BBk

economy of the GDR will have to hold its own under conditions of free
competition. At the same time, the economy of the GDR will be exposed to
competition from the entire free world, just as, conversely, it will be able to
exploit the advantages deriving from its incorporation in the global division of
labour: it will be able to buy raw materials and primary products wherever they
are cheapest (and, moreover, with reliable delivery dates} — always provided,
of course, that the enterprises then taking decisions on their own responsibility
are and remain solvent. This will depend, among other things, on the debt
burdens which enterprises, craft firms, farmers and the housing sector have to
shoulder from the outset. In the monetary union these will constitute liabilities
in Deutsche Mark, i.e. in a hard and convertible currency, to which the
Deutsche Mark interest rate level will apply. Interest rate subsidies, which were
the normal practice in the planned economy, and which would merely continue
the faulty economic accounting with non-market-related prices, have to be
avoided from the start. This new situation will, on the one hand, virtually enforce
the adjustment of economic structures in the GDR — an adjustment which is
unavoidable anyway — and thus contribute to a faster growth of productivity.
On the other hand, drastic treatment of this type involves a substantial risk to
employment. Whether significant or sustained unemployment does in fact arise
will depend primarily on how quickly it proves possible to provide jobs under
completely changed basic conditions by setting up small and medium-sized
firms in industry, in craft trades and in the services sector, thus absorbing the
labour released elsewhere. The reason why this is so important is that losses in
employment are to be expected, if only on locational grounds, in some key
areas of the old economic structure, which was maintained by the methods of a



planned economy. A great deal will hinge on the stance of employees, trade
unions and managements: under the conditions of a monetary union, the
attempt to bring real wages in the GDR, despite the lower level of productivity
there, into line with those in the Federal Republic at an early date might result
in heavy unemployment. Hence it is essential that, from “D-day” onwards,
management and labour in both parts of the unified monetary and economic
area act with a sense of responsibility.

The difficult adjustment problems will, however, be accompanied by substantial
advantages of the monetary union for the GDR. The introduction of the
Deutsche Mark will eliminate transfer and exchange rate risks in the Federal
Republic’s transactions with the GDR, and such risks vis-a-vis other western
European countries will be lessened by the GDR’s participation in the Federal
Republic’s membership of the EMS. Moreover, this will foster the necessary
private capital imports into the GDR, and thus the transfer of real resources for
additional investment and of western industrial know-how from the Federal
Republic and the rest of the EC. In a monetary union with the Federal Republic,
the GDR’'s scope for borrowing from the rest of the world will no longer be
restricted by a shortage of foreign exchange, but will only be limited by the
individual creditworthiness of every would-be borrower. Additional borrowing
potential in international capital markets will be available to the GDR, provided
that the lenders can be sure of dealing with solvent borrowers.

in view of the GDR’s immense pent-up demand, a substantial part of the funds
which will accrue to the GDR through direct investment and financial credits
from the Federal Republic or abroad will exert an impact on demand in west
Germany. Fiscal transfer payments by the Federal Republic, too, will stimulate
east German demand for west German products. Since capacity in the Federal
Republic is already being very heavily utilised, the transfer of real resources to
the GDR will also involve foreign capital and consumer goods, and will reinforce
the tendency towards a reduction in the Federal Republic’s current account
surplus with the rest of the world (other than the GDR). A restructuring of this
kind will benefit the international adjustment process, too. In a market
economy, however, restructuring operations of this nature do not take place
without corresponding price signals, which must not be distorted by govern-
ment subsidies or other measures. Hence, in the wake of the transfer of
resources to the GDR, tensions that might jeopardise stability can be kept
under control all the more easily if the authorities succeed in achieving a
reduction in the current account surpluses and buttressing it by means of a
strong external value for the Deutsche Mark. In other words, a depreciation of
the Deutsche Mark would strengthen the inflationary tendencies that might
arise from the demand pressure.

The maintenance of the internal and external stability of the Deutsche Mark will
be an acid test for the Bundesbank’s monetary policy, as well as for budgetary
and general economic policy in the Federal Republic in the period following the
introduction of the Deutsche Mark in the GDR. For monetary policy it will then
be essential to limit the imponderables associated with the currency conver-
sion in the GDR, and especially the risks posed by a possible “monetary
overhang” in that country. The unresolved issues, in addition to the details of
the conversion procedure (which had still not been settled at the time of
writing), include the behaviour of the residents of the GDR, and particularly the
guestion of whether they will be inclined to hold converted balances — on the
assumption of sufficiently attractive terms — as financial and capital assets, or
whether they will speedily transform them into demand for goods and services.
A definitive answer to this question cannot be given here. This makes it all the
more important for the Bundesbank to be able to exercise effective monetary
control throughout the currency area of the Deutsche Mark. In the longer run,
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credit and capital market rates in the two Germanys will have to be kept at an
appropriate level in order to encourage saving in the common economic area
and prevent consumption expenditure and capital spending from getting out of
hand. In the special case of the GDR, limiting borrowing by public authorities
there might be contemplated. Quite generally, this will necessitate the support
of budgetary policy (by the public sector) and incomes policy (by management
and labour), so as to achieve an appropriate distribution of burdens among all
those concerned who bear or have newly assumed responsibility for stabilisa-
tion and economic policy in the envisaged common economic and monetary
area.



ll. Economic trends in the Federal Republic of Germany
and central bank policy

1. Strong economic growth with moderately rising domestic prices

As a result of the continued strong growth, above all in European partner
countries, the domestic economy was again confronted with a significant
demand pull from abroad in 1989. This at the same time had a marked impact
on the domestic propensity to invest. The buoyancy of exports and investment
activity contributed much to the fact that the increase in real GNP in the
Federal Republic of Germany, at 4%, was unexpectedly high. Since the
beginning of the upswing in autumn 1982 overall output has risen at an annual
rate of 3% and thus substantially faster than production potential. At the
beginning of this period the utilisation of potential had been below average. By
the end of 1989 fixed capacity utilisation had reached a level not recorded since
the early seventies. The labour supply, too, has been utilised to an ever-
increasing extent in the course of the upswing. In 1989 employment rose more
steeply than in any of the six preceding years. Simultaneously, there was for
the first time a noticeable drop in the number of persons registered as
unemployed, whereas the number of vacancies rose considerably. In addition,
more and more industries and regions are facing a lack of suitable labour. In
spite of the growing exhaustion of capacity reserves, the upward movement of
prices in the course of 1989 remained limited on the whole, thanks to the virtual
stability of unit labour costs and the comparatively moderate pricing policies
pursued by enterprises. This not unfavourable result probably also owed
something to monetary policy, which — in view of the growing cyclical
pressures — was tightened further in several stages in 1989.

The rapid expansion of foreign demand was to a considerable extent due to the
fact that the propensity to invest has increased in recent years, particularly in
many continental European economies. For the Federal Republic of Germany, a
country that specialises strongly in the production of capital goods within the
framework of the international division of labour, this resulted in a further rise in
demand pressure from abroad. The export orders, for instance, which were
received by the domestic capital goods industry (excluding road vehicle
manufacture) in 1989 rose by 149 in nominal terms. In the purchasing
countries the corresponding imports occasionally caused the respective trade
and current account deficits to rise. At the same time, however, these imports
enabled additional production facilities to be created there, facilities which will
strengthen their competitiveness — at least in the medium term — and which
could thus serve to reduce the external imbalances again. This is, however,
hardly true of imports of consumer goods and consumer durables. The fact
that foreign demand for goods of these types, too, from Germany has in part
surged upwards is rather to be seen as an indication of the growing
overheating of the economies of major partner countries. In 1989 the foreign
orders placed with the consumer goods sector were 130%0 and those lodged
with the motor industry (whose products are for the most part used privately)
were 120/ higher than in 1988. Especially in these subsectors of German
export business — subsectors in which reactions to changes in prices are
normally fairly marked — demand from abroad was probably also boosted by
the fact that the Deutsche Mark was rather weak vis-a-vis the currencies of a
number of other industrial countries over fairly long periods in the course of
1989, thereby lowering the prices of their imports from Germany. Towards the
end of 1989, however, the Deutsche Mark appreciated once more against the
freely floating currencies. At the same time the export pull slackened slightly,
too, because business activity in North America and the United Kingdom was
losing momentum. In 1989 as a whole export orders surpassed the level
recorded in the corresponding period of the preceding year by as much as
11%0%0 in nominal terms and by 89%0 in real terms.

Growth in the critical
area of capacity
utilisation

Unabated demand
pull from abroad
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Key economic variables in the Federal Republic of Germany

|1937 |1988

| 1989

1986
Item Unit 1986 1987 1988 1989 Change from previous year in 0/
Aggregate demand
Private consumption DM billion 1,068.6 1,1127 1,156.8 1,2134 + 29 + 41 + 40 + 49
Public consumption DM billion 382.7 397.0 4115 418.3 + 47 + 37 + 37 + 17
Fixed capital formation DM billion 3774 390.0 419.1 462.9 + 46 + 33 + 7.5 + 105
Machinery and equipment DM biliion 1614 170.5 184.9 207.6 + 49 + 56 + 84 + 123
Construction DM billion 216.0 2195 2343 255.3 + 44 + 16 + 6.7 + 90
Increase in stocks DM billion + 15 + 55 + 137 + 251
Domestic expenditure DM billion 1,830.2 1,905.1 2,001.1 21197 + 37 + 4.1 + 50 + 59
Foreign balance 1 DM billion | + 1150 + 1126| + 1206 + 1407 . . . .
Exports DM billion 638.2 638.7 687.8 778.2 - 14 + 04 + 77 + 132
Imports DM billion 523.3 526.1 567.2 6376 — 78 + 05 + 78 + 124
GNP at current prices DM billion 1,945.2 20177 21217 2,260.4 + 55 + 37 + 52 + 65
Memorandum items
Orders received by the manu-
facturing sector 1985 = 100 100.2 1004 110.2 1224 + 02 + 03 + 98 + 110
Domestic orders 1985 = 100 102.4 102.1 1105 1224 + 24 - 03 + 82 + 10.8
Foreign orders 1985 =100 96.5 97.6 109.8 1224 - 35 + 141 + 125 + 115
Orders received by the con-
struction sector 1985=100 109.1 106.2 116.0 132.2 + 91 - 27 + 93 + 138
Distribution of income
Wage and salary income DM biliion 1,0414 1,084.1 1,126.4 1,176.1 + 51 + 41 + 38 + 44
do. as a percentage of national income ] 69.0 69.2 68.2 67.2 . . . .
Entrepreneurial and property income DM billion 468.1 4831 525.3 575,0 + 91 + 32 + 87 + 95
Memorandum items
Gross income of producing enterprises | DM billion 376.0 391.7 431.3 464.8 + 145 + 42 + 10.1 + 78
do. as a percentage of national income | % 249 250 26.1 265
National income DM billion 1,609.5 1,567.3 1,651.7 1,751.1 + 63 + 38 + 54 + 60
Output
GNP at 1980 prices DM billion 1,614.7 16419 1,701.8 1,769.2 + 23 + 17 + 36 + 40
Productivity 2, 3 1980 = 100 112.9 11563 | 119.5 123.5 + 18 + 2.1 + 37 + 34
Output in the producing sector
(excluding construction) 4 1985=100 101.8 102.4 106.4 11,3 + 18 + 06 + 39 + 46
Construction output 4 1985 =100 106.4 106.1 110.7 118,0 + 64 - 03 + 43 + 686
Employment
Employed 3 Millions 27.0 27.2 274 277 + 14 + 07 + 07 + 14
Wage and salary earners 3 Millions 239 241 243 247 + 15 + 10 + 09 + 15
Memorandum item
Total number of man-hours worked 3, 5 | 1980=100 96.3 95.9 959 96.4 + 05 — 04 - 0.0 — 06
Unemployed Thousands| 2,228.0 2,228.8 2,2416 2,037.8 - 33 + 0.0 + 06 — 91
do. as a percentage of
the total labour force %% 79 7.9 7.7 71
Prices and wages
Cost of living index for all households 1985 =100 99.9 100.1 1014 104.2 - 041 + 0.2 + 13 + 28
Producer price index of industrial
products 6 1985 =100 975 95.1 96.3 99,3 - 25 - 25 + 13 + 3.1
Overall construction price level 1980 =100 1155 117.7 1201 124.0 + 18 + 19 + 20 + 32
Index of import prices 1985=100 84.3 79.8 80.8 84.4 - 157 - 54 + 12 + 45
GNP deflator 1980 =100 120.5 122.9 1247 127.8 + 31 + 20 + 15 + 25
Memorandum item
Unit labour costs in the
economy as a whole 7 1980 =100 113.0 115.4 115.5 1159 + 286 + 21 + 0.1 + 03
Overall negotiated wage and salary level
on a monthly basis 1980 =100 123.7 128.0 1315 135.0 4+ 35 + 34 + 27 + 27
on an hourly basis 1980 =100 1258 130.5 134.9 139.9 + 41 + 38 + 33 + 37

1 Balance of transactions in goods and services with the rest of the world
(including the GDR). — 2 GNP at 1980 prices per man-hour worked;
calculated by the Bundesbank. — 3 The results of the 1987 population
census and census of places of employment have already been taken into

al.

account. — 4 Results for kinds of activity units. — 5 Calculated by the

Bundesbank. — 6 Domestic sales. — 7 Index of gross wages and salaries
per employee divided by index of real GNP per employed person.
The figures from the national accounts from 1987 onwards are provision-

BBk



On the domestic market, too, the sharp increase in foreign demand strength-
ened investment in manufacturing, the sector which accounts for the vast bulk
of exports. Last summer industrial enterprises were expecting their investment
budgets for 1989 to expand by 1490 in all, and their plans for 1990 envisage
similarly high rates of growth. Outside the industrial sector — more precisely,
in the services sector — investment activity had already increased strongly in
preceding years.

In general, the underlying conditions for corporate investment have improved in
the course of the upswing: sales opportunities have been rated even more
favourable in the light of the prospect of the completion of the Single European
Market as from 1993; enterprises’ profitability has been increasing perceptibly
and lastingly. Hence they had considerable own funds at their disposal — quite
apart from the fact that borrowed funds were available on favourable terms up
to mid-1989. In view of the growing utilisation of their fixed capacity, it has
recently become more and more urgent for enterprises to expand their
production facilities — as can be seen, inter alia, from the upturn in demand for
industrial construction work. Modernisation and rationalisation investment did
not become any less important, however, because working hours were
reduced further and the supply of skilled labour on the market was dwindling.
Overall, fixed investment by producing enterprises in 1989 rose by 1220/ in
value and 9%0%b in volume. The share of this investment in real GNP thus
amounted to 130/ — up 2 percentage points on the low of 1982, but still not
quite as high as at the beginning of the seventies.

In 1989 demand in part surged upwards not only in industrial construction but
also in other construction subsectors. On average the total orders placed with
the construction industry were a nominal 14% and a real 10%20/ up on the
previous year. This increase in demand considerably exceeded the extent to
which construction output could be expanded in the same period. In the winter
months of 1989-90 this imbalance tended to become even greater as a result of
a steep rise in ordering. This owed much to the burgeoning growth of demand
for housing, due largely to the heavy inflow of immigrants and resettlers from
eastern Europe as well as to supply bottlenecks on the housing market, which
were thereby exacerbated. In order to mitigate these problems, the Federal
Government adopted a number of measures to promote housing construction
in 1989. Moreover, the public sector itself stepped up its orders considerably in
that year.

Compared with foreign demand and demand for capital goods, consumption by
households in Germany rose only moderately in 1989. It expanded by 1%20/0 at
constant but by 5% at current prices. In terms of volume, this increase was
smaller than that recorded in the three preceding years, so that the investment
boom was not fuelled additionally from this angle. The trend in private
consumption is all the more remarkable because households’ income rose
quite strongly. In 1989 average gross wages and salaries went up by 3%, while
the number of employees increased by 1%2%. In contrast to 1988, however,
there was no tax relief. Households' disposable income (including government
current transfers and other receipts) grew in 1989 by 4%20/, i. e. to virtually the
same extent as before. The fact that the real expansion of private consumption
in 1989 was nevertheless significantly lower than in 1988 was due largely to its
growth being curbed purposely by the raising of public levies at the beginning
of the year and, partly, also by external price increases, principally in the energy
sector. Taking the average of 1989, the cost of living index for all households
was just under 3% higher than in 1988. But for the higher public levies and the
market-induced increases in energy prices, the cost of living would have risen
by only 29, i.e. barely more than in 1988. Households adjusted to this
pressure on their real disposable income by reducing their saving slightly in
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some cases. At any rate, the share of private saving in disposable income
dropped somewhat in 1989, namely by 2 percentage point to 13%20/0.

The pressure emanating from both foreign and domestic demand caused
aggregate output to rise very strongly again in 1989. Total production in the
Federal Republic — i.e. the real gross domestic product — was 320/ higher
than in 1988, and the real gross national product (which also includes, inter alia,
net investment income generated abroad) increased by 400. The expansion of
production potential, which probably amounted to between 20%b and 220/ in
1989, failed to keep pace with the growth of domestic output. In the seventh
consecutive year of upswing, the utilisation of the available resources thus
reached a pitch at which production bottlenecks emerged in quite a number of
sectors. This applied, above all, to extensive areas of manufacturing, on which
the spate of foreign orders and the pressing domestic demand for capital
goods focused. According to the Ifo Business Survey, at all events, average
capacity utilisation in industry in 1989 was some 30/ higher than in 1988,
reaching a level at the end of the year which was equal to that registered during
the boom at the beginning of the seventies. The growing shortage of qualified
labour, in particular, was mitigated in part by increased overtime. In spite of
such bottlenecks, the manufacturing sector was nevertheless able to raise its
output by 5% in 1989, with capital goods producers taking the lead by
increasing their output by 79%o. The expansion of production was thus far
stronger than had been expected at the beginning of 1989. On the one hand,
this probably owed something to the fact that brisk investment activity caused
fixed capacity in industry to increase more markedly than had been anticipated.
On the other hand, the introduction of new production processes which are
associated to an ever-increasing extent with the use of micro-electronics
probably facilitated the adjustment of industrial production to higher require-
ments. Even so, the increase in output in 1989, taken as a whole, was unable to
keep pace with the growth of demand. This is indicated, not least, by the fact
that order backlogs in industry rose perceptibly, according to an Ifo Institute
survey.

In the course of 1989 the construction sector (which — owing to its labour
intensity and the inadequate supply of skilled workers — is particularly affected
by the growing shortage of manpower) was likewise confronted with a situation
similar to that faced by the manufacturing sector. The construction sector,
however, benefited from the fact that the unusually mild weather after the turn
of 1988-9 impeded its production even less than had been the case in winter
1987-8. In 1989 total construction output — measured in terms of real
construction investment — surpassed the level recorded in the preceding year
by 5%0/. The growth of both industrial construction investment and housing
investment (the latter also including the measures undertaken to renovate and
modernise the existing stock of dwellings) was of about the same order of
magnitude, while the number of housing units completed in 1989 rose
considerably more markedly than the total housing construction volume,
namely by one-seventh to around 240,000.

The substantial expansion of output simultaneously caused the supply of
suitable labour to contract. Towards the end of 1989, however, this bottleneck
situation was somewhat mitigated by the heavy inflow of immigrants from the
GDR. More than one-half of these immigrants are persons seeking employ-
ment, often with vocational qualifications roughly similar to those required on
the labour market here. In 1989 some 345,000 such immigrants as well as
375,000 ethnic German resettlers from eastern Europe moved to the Federal
Republic of Germany. 525,000 of this total figure of 720,000 immigrated in the
second half of the year; in the first three months of 1990 the overall inflow
amounted to some 290,000 persons. In the summer of 1989, i.e. prior to the
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onset of this wave of immigration, the seasonally adjusted labour force totalled
27.76 million persons, and was thus 380,000 persons or 1.40/4 larger than
twelve months earlier, while in February 1990 the corresponding year-on-year
increase amounted to 505,000 persons or 1.800. The marked growth in
employment was due mainly to the fact that — in contrast to the situation
prevailing as recently as 1988 — the manufacturing sector, too, recruited
considerable additional staff over and above the already long-standing expan-
sion of the number of persons employed in the tertiary sector. it was quite
impossible, however, to satisfy the rising demand for labour in full. With respect
to the regional distribution and qualifications, the domestic labour supply still
diverges considerably from the growing personnel demand in the economy.
The large number of vacancies reported to the labour exchanges must
presumably be regarded as a sign that neither the volume nor the structure of
demand and supply on the labour market match properly. However, the number
of vacancies registered with the labour exchanges does not reflect the
unsatisfied demand in full because past experience shows that these ex-
changes are not always involved in the recruitment of labour. At any rate, the
“free” job market, as reflected in the jobs advertised in daily newspapers, indi-
cated that the demand for labour continued to rise right up to the end of the
period under review.

The strong demand for labour caused unemployment to decline perceptibly in
1989 in spite of the massive inflow of manpower from abroad; on average over
the year, a total of 2.04 million persons were registered as unemployed, i.e.
205,000 fewer than in 1988; the unemployment rate thus amounted to 7.19%0 of
the total labour force. Estimates suggest that the number of unemployed
domestic members of the work-force declined by 250,000 to 1.90 million. At the
end of March 1990 the labour exchanges registered a seasonally adjusted total
of 1.89 million unemployed, 1.63 million of whom were nationals of the Federal
Republic, their number having thus decreased by 330,000 against the preced-
ing year. At the same time, 265,000 immigrants and ethnic German resettlers
were unemployed, 165,000 more than twelve months earlier.

In spite of the unmistakable cyclical tensions, domestic inflationary pressures
remained comparatively moderate in 1989. Although the average annual
increases in prices at both the consumer and the industrial producer levels, at
roughly 3% in each case, were perceptibly higher than a year before, this was
due in part to non-cyclical factors. This holds true, for instance, of fiscal
measures, above all of the measures affecting the tax on mineral oil products
and natural gas. The entry into force of these measures at the beginning of
1989 caused the cost of living index and the producer price index for industrial
products to rise by around 200 each. An external factor that pushed up prices
until well into the spring of 1989 was the circumstance that there was a marked
increase in the dollar quotations for energy sources on international markets,
while the prices for other commodities remained comparatively stable. In view
of the simultaneous tendency for the Deutsche Mark to weaken vis-a-vis the
US dollar, this led to a sudden upsurge in all Deutsche Mark import prices. In
subsequent months price movements on world markets were more subdued,
and the Deutsche Mark strengthened once more against the US dollar. Even
so, according to the HWWA index, average Deutsche Mark prices for raw
materials and energy in 1989 were together still 1800 higher than in 1988,
whereas those for all imported goods rose by 4%:%0. Another factor pushing
consumer prices (in particular) upwards — a factor which is less dependent on
cyclical trends — was the steep increase in agricultural producer prices, which
averaged no less than 820/ in 1989.
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Conditions on the labour market
in thousands
1986 | 1987 I 1988 | 1989 1988 1989
Change from
December to
Item Annual average December
Employment
Employed p 26,960 27,157 27,354 27,729 + 247 + 477
of whom
Wage and salary earners p 23,910 24,141 24,348 24713 24 218 2 + 404
Short-time workers 197 | 278 208 108 - 110 — 58
Vacancies 154 171 189 251 + 30 + 99
Unemployed 2,228 2,229 2,242 2,038 - 118 - 139
Memorandum item
Unemployment rate in %o 1 7.9 79 7.7 7.1
Change from
Movements on the labour market Annual total previous year
Increase in unemployed 3,637 3,726 3,669 3,806 — 58 + 138
Decrease in unemployed 3,766 3,636 3,786 3,945 + 150 + 159
Increase in vacancies 1,841 1,823 1,934 2,229 + 111 + 295
Job placements 1,965 1,998 2,116 2,282 + 118 + 166
Pattern of unemployment End-September
Unemployed, total 2,046 2,107 2,100 1,881 - 7 - 219
by sex
male 1,040 1,082 1,074 951 - 9 — 123
female 1,006 1,025 1,026 930 + 1 - 9%
by nationality
Germans 1,803 1,843 1,837 1,663 - 5 — 174
of whom
from eastern Europe and the GDR 37 43 83 151 + 4 + 68
foreigners 243 264 262 218 - 2 — 45
by vocational qualification
unqualified 1,040 1,065 1,024 887 - 40 — 137
qualified 1,006 1,042 1,075 993 + 33 — 82
by age
up to 24 years 503 479 415 324 ~ 64 - 90
25 to 44 years 919 953 970 865 + 17 — 105
45 to 64 years 624 676 715 692 + 40 - 24
1Unemployed as a percentage of the total labour force. — 2 Change from fourth quarter to fourth
quarter. — p As from 1987 provisional. BBk

Moderate wage increases, which owed something to the collective wage
agreements concluded in preceding years for fairly long periods, and a sharp
rise in productivity ensured that overall unit labour costs remained practically
stable in 1989. The accelerated upward movement of prices in the construction
sector, however, was a warning sign of the transmission of cyclical pressures
to price movements. In 1989 the average annual level of overall construction
prices, which had risen by around 2% p.a. between 1986 and 1988, surpassed
its previous year’s level by a good 30/; in the first quarter of 1990 it was as
much as 5090 higher. Moreover, it must be mentioned in this context that real
estate prices, which had been developing along moderate lines for years, and
had actually declined in the northern parts of the Federal Republic, started to
rise more markedly again.

Prices at the industrial producer and consumer levels alike continued to move
quietly around the turn of 1989-90. An important role was played in this context
by the exchange-rate-induced drop in import prices and the declining price
pressure in the field of agricultural products. However, this unexpectedly
favourable trend does not provide any justification whatsoever for any slacken-
ing in the efforts undertaken to maintain stability. There is still a danger in the
Federal Republic of production potential being overextended. In 1990 the
growth of domestic demand must be expected to be far stronger than it was in
1988. A major reason for this assumption is the significant income tax relief
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Strong expansion in
tax revenue in 1989

Moderate increase
in total public sector
expenditure

effective from the beginning of 1990, which allows a more rapid increase in
private consumption to be foreseen. At the same time, the growing supply
bottlenecks on the housing market indicate that demand for residential
construction work will continue to be high. As has already been outlined in the
preceding section of this Report, the transfer of resources to the GDR and
other countries of central and eastern Europe which are in the midst of
fundamental changes must also be expected to accelerate in the slightly longer
term. These risks to stabilisation policy emanating from the demand side must
be taken particularly seriously, not least because it must be feared — in
contrast to the situation in 1989 — that the pressure of wage costs will
increase in future. The outcome of the recently finalised wage negotiations for
the construction sector, at all events, is very much higher than that of the wage
agreements concluded in recent years. Judging from the state of the negoti-
ations when this Report went to press, much the same is to be expected for
the metal-working industry, too. Moreover, it appears doubtful whether the
increase in productivity in 1990 will equal that achieved in 1989, since the
available capacity reserves are now probably well-nigh exhausted.

2. Financial policy with varying effects on business activity

In 1989 public finance tended to have a dampening impact on economic
activity, and this supported the Bundesbank’s stabilisation efforts. Looked at in
isolation, the strong growth in tax receipts reduced the demand potential of
households and business; it exceeded by far the simultaneous rise in
government expenditure. Both “built-in stabilisers” and tax policy measures
interacted here. Compared with the previous year, tax revenue went up by just
over DM 47 billion or 9%0/0 in 1989; mainly owing to the unexpectedly strong
rise in taxable income and turnover, it was DM 14 billion higher than had been
envisaged in the budgets at the end of 1988. In the case of wage tax and
assessed income tax, the progressive nature of the tax scale was felt in full in
1989, the year between the two tax cuts of 1988 and 1990. The excise tax
increases in 1989 and the withholding tax temporarily levied on domestic
interest income in that year likewise contributed to the considerable growth in
tax receipts. Among the other types of income, the high Bundesbank profit was
of particular significance. In 1989 DM 10 billion was transferred to the Federal
Government (which had received only DM 0.2 bilion one year earlier).!
Including social security contributions, which mainly shadowed the rise in
wages and salaries and in the number of employees while contribution rates
remained unchanged, total public sector receipts grew by 89%o in 1989.

By contrast, total public sector expenditure went up at a rather moderate pace
(about + 300) in 1989. Thus, another step was taken towards reducing the
government spending ratio (the ratio of government expenditure to GNP), a
strategy which has been pursued for some time now. In 1989 this ratio
amounted to only 46%2%0, compared with a peak of nearly 5200 in 1982.2 In the
course of 1989, additional outlays compared with the budget became neces-
sary, mainly owing to new government tasks which emerged as a result of the
inflow of ethnic Germans from eastern Europe and immigrants from the GDR
and on account of the opening of the GDR border; however, they were
accompanied by economies deriving from the reduction in unemployment in
the wake of the vigorous economic growth.

1 This did not involve any substantial squeeze on income in the private sector. The main reason for the more
favourable result was that in 1988, unlike the situation in 1987, the Bundesbank’s net profit was not absorbed in
balance sheet terms by valuation losses on the monetary reserves.

2 The government spending ratio has been caiculated here on the basis of expenditure as defined in the financial
statistics. If the definition of the national accounts is used, the ratio is slightly lower, though the decline is roughly
the same.



At the individual levels of government, trends in spending varied considerably
in 1989. The favourable overall result owed a great deal to the social security
funds. As a consequence of the Health Reform Act, the expenditure of the
statutory health insurance institutions actually declined (from DM 134.5 billion
in 1988 to DM 130 billion). The economies at the Federal Labour Office
resulting from the buoyant state of economic activity and cutbacks in several
promotional measures more than offset the additional burdens associated with
the influx of ethnic Germans from eastern Europe and immigrants from the
GDR. Although the expenditure of the pension insurance funds continued to
rise rather strongly, total spending by the social security sector went up by only
1%20/.

By contrast, the growth in the expenditure of the central, regional and local
authorities in 1989 was somewhat up on the year. At approximately 40/, it was
above the medium-term rate of about 300 deemed to be acceptable by the
Financial Planning Council (in which the Federal and Lander Governments and
local authorities coordinate the basic stance of their financial policy). The rise in
public sector capital spending accelerated sharply {to 70/0). The local authori-
ties (the most important public capital investors) once again started substan-
tially more projects, as they usually do when their financial trend is compara-
tively favourable. Moreover, public sector capital formation was given a further
boost by the subsidised loans granted within the framework of the Reconstruc-
tion Loan Corporation’s multi-year credit programme for local authorities and
the Federal Government’s financial assistance programme for structurally
weaker Lander, which came into effect early in 1983. The expenditure of the
central, regional and local authorities on current transfers to households
(mainly social expenditure) went up vigorously, too (+ 500). There was a
particular rise in spending on baby allowances (owing to longer periods of
entitlement), on refunds to the pension insurance funds in respect of child-
rearing benefits, on social assistance and on payments to ethnic Germans from
eastern Europe and to immigrants and visitors from the GDR. Spending on
unemployment assistance, on the other hand, declined somewhat owing to the
favourable economic trend. Other operating expenditure, too, increased quite
strongly (+ 59%0). By contrast, personnel spending (+ 2%0/) had a moderat-
ing impact on the trend in expenditure, thanks to the multi-year pay settlement
for the public sector.

Overall, the budget deficit of the central, regional and local authorities, which
had amounted to more than DM 50 billion in 1988, declined to only DM 21 billion
(or barely 19 of nominal GNP) in 1989.' Hence the underlying financial
situation prior to the 1990 tax reform was much more favourable than had
originally been expected. Since, moreover, a substantial surplus was recorded
in the social security sector (by health insurance institutions, in particular), the
overall public sector budget deficit declined to just over DM 7 billion in 1989;
this corresponded to 0.3%0 of GNP. A similarly low deficit ratio (0.190) was last
recorded in 1973.

The overall economic situation in 1980 — unlike that in 1989 — will be given an
expansionary impetus by the tax reform, at the least. In the private sector the
income tax cuts will spark off additional demand for consumer and capital
goods. However, despite the significant losses of revenue which the tax
reform, if considered in isolation, entails for the budgets of the central, regional
and local authorities, total tax receipts in 1990 will probably be somewhat up on
the year owing to the strong increase in taxable income and turnover. The
reductions in contribution rates to the statutory health insurance institutions,

1 The Bundesbank profit transfer is included in full in this figure as revenue.

Only slight growth
in social security
spending

But somewhat faster
rise in spending by

the central, regional
and local authorities

Substantial reduction
in the budget deficit

Business activity in
1990 stimulated by
the tax reform
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Finances of the public authorities*
Item 1986 l 1987 | 1988 pe I 1989 pe 1986 l 1987 | 1988 pe l 1989 pe
DM billion Change from previous year in %
A. Budgetary trend
Central, regional and local authorities
Expenditure
Personnel expenditure 2025 2111 2166 222 + 46 + 43 + 28 + 25
Other operating expenditure 100.6 103.4 105.6 11 + 34 + 27 + 21 + 5
Transfers 1 172.6 1824 192.1 2015 + 43 + 57 + 53 + 5
Interest 57.8 58.6 60.5 61 + 33 + 13 + 34 + 1
Fixed capital expenditure 55.6 57.2 576 61.5 + 70 + 29 + 07 + 7
Financial aid 2 40.2 39.9 40.4 41 + 19 ~ 08 + 14 + 2
Total expenditure 3 629.9 653.0 673.7 699.5 + 42 + 37 + 32 + 4
of which
Federal Government 263.9 2715 278.2 293 + 17 + 29 + 25 + 5
Lander Governments 2541 263.9 270.3 2825 + 44 + 38 + 24 + 45
Local authorities 172.5 179.2 185.2 194.5 + 59 + 39 + 33 + 5
EC4 19.6 20.2 25.3 245 + 6.2 + 3.0 + 255 - 35
Receipts
Tax revenue 452.4 468.7 488.1 535,5 + 35 + 38 + 44 + 95
Other receipts 136.0 134.8 132.8 146 + 46 - 09 - 15 + 10
Total receipts 3 587.8 602.0 620.2 678.5 + 40 + 24 + 30 + 95
of which
Federal Government 2406 24386 24225 278 + 16 + 12 — 06 + 145
Lénder Governments 236.4 2444 253.9 275 + 4.5 + 34 + 39 + 85
Local authorities 1708 176.7 185.4 196.5 + 44 + 35 + 50 + 6
EC 19.6 20.2 253 245 + 6.2 + 30 + 2565 - 35
Surplus (+) or deficit (—) - 421 — 510 — 535 — 21
of which
Federal Government — 233 - 279 — 360(|5 - 15
Lander Governments - 177 — 195 — 164 - 75
Local authorities - 17 - 26 + 03 + 2
Soclal security funds
Expenditure 353.9 370.7 3949 400 + 36 + 47 + 65 + 15
Receipts 360.0 3742 3936 4135 + 48 + 39 + 52 +
Surplus (+) or deficit (—) + 641 + 35 - 13 + 135
Public authorities, total
Expenditure 943.0 981.3 1,021.9 1,050 + 41 + 41 + 441 + 3
Receipts 907.0 933.7 967.0 1,042.5 + 44 + 29 + 36 + 8
Deficit (—) — 360 -~ 476 — 549 - 75
Level at end of year in DM billion Change from previous year in DM billion
B. Indebtedness of the central,
regional and local authorities
Borrowers' note loans 486.2 489.8 502.7 4965 — 115 + 36 + 129 - 6
Securities 293.1 339.9 382.0 415 + 497 + 468 + 421 + 33
Other debt 217 19.2 18.3 18 + 26 - 25 - 09 - 05
Total indebtedness 801.0 848.8 903.0 929.5 + 408 + 478 + 542 + 26.5
of which
Federal Government 4154 440.5 475.2 490.5 + 23.0 + 251 + 347 + 155
Lénder Governments 264.4 2846 302.6 310.5 + 16.9 +203| + 180 + 8
Local authorities 107.3 110.0 111.3 113 + 17 + 27 + 14 + 15

* Including hospitals keeping commercial accounts and other special
accounts. Receipts and expenditure are shown here under the period for
which they are intended, in accordance with budgetary practice. —
1 Mainly social expenditure and current grants to the enterprise sector. —
2 Expenditure on investment grants and loans to third parties, plus the
acquisition of participations. — 3 This aggregate — unlike the figures
below for the Federal and Lénder Governments and local authorities —

does not include transfers between the various levels of government (apart
from differences in clearing operations). — 4 EC expenditure financed out
of EC revenue in Germany. — 5 The Bundesbank profit transfer is includ-
ed in full in the figure as Federal Government revenue. — pe Partly esti-
mated.

Discrepancies in the totals are due to rounding. BBk



which were made possible by the Health Reform Act, likewise serve (as
intended) to reduce the burden of taxes and social security contributions to be
paid to the government.

Contrary to what was planned in the budgets, the rise in public sector spending
will gather pace in 1990. New requirements are arising, first and foremost in the
context of political developments in the GDR and in central and eastern
Europe. In the Federal Republic of Germany, too, additional expenditure is to
be expected. In January 1990 a rise in special allowances for public sector
employees was agreed upon. At the end of March the Bundestag approved a
supplementary budget according to which the envisaged growth rate of
Federal spending compared with 1989 is to increase to about 6%0. At Lander
and municipal level, too, expenditure could go up at a similar pace, in
accordance with the budgets and the new regulations on special allowances
for public sector employees, which were not included in the budgets. Hence
the deficit of the central, regional and local authorities will expand substantially
in 1990. Admittedly, judging only by the measures which have actually been
approved so far, it will probably not exceed the 1988 level (just over DM 50
billion). However, the budgetary trend understates the cyclical impact to a
certain extent, since the increase in measures to promote housing construc-
tion, which was approved in 1989, is reflected relatively little at first in shortfalls
in receipts or additional expenditure.

However, there are still considerable uncertainties on both sides of the budget.
On the one hand, there would be a chance of tax revenue developing more
favourably if the buoyant trend in business activity continued. On the other
hand, there are signs that the extension of the currency area of the Deutsche
Mark to include the GDR and the restructuring of the economy of the GDR in
line with the principles of a market economy will impose additional financial
burdens upon the Federal Republic of Germany, at least initially, although the
scale of these burdens is not yet predictable. The most obvious means of
financing these burdens would be cuts in public sector spending and in tax
concessions in the Federal Republic, particularly in those concessions which
were introduced because individual regions had been cut off from their
traditional economic connections when the border was set up and the Berlin
wall was built. Indeed, a significant cut in subsidies seems to be all the more
appropriate since very heavy additional demands from disadvantaged sectors
of the GDR economy might otherwise ensue, with reference to the need for
equal treatment. From a macro-economic point of view, too, a restructuring of
the public sector budgets would be the best way of achieving the required real
transfer of resources. Yet it probably has to be expected that economies can
be realised only gradually and can satisfy only part of the additional demand.
The Federal Cabinet has already stated that the Federal Government intends to
contribute to the cost of the measures needed in the area of social security in
the GDR, particularly in the context of establishing an unemployment insurance
scheme and reorganising the retirement pension system. Public finance in the
GDR will initially be hard hit by the disappearance of the hitherto crucial
revenue in the form of transfers from publicly-owned enterprises, because
other taxes and levies will start to flow only with a time-lag, and some sources
of revenue will become more productive only as the country’s economic
potential increases. Moreover, the government will be called upon to help
enterprises survive in a competitive economy — an environment which has
been utterly unknown hitherto. However, even in the face of these challenges
the Federal Republic must not abandon its principle of sound budgetary policy
— a principle which has been a distinctive feature of the past few years.

Steeper expansion
of expenditure

Financial policy facing
additional tasks in
support of economic
changes in the GDR
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Favourable basic
situation of public
finance in the
Federal Republic

Sharp rise in the
current account
surplus

Rapid growth in
exports as a result

of expansionary world
trade and Germany’s
high degree of
competitiveness

Surge in imports
owing to heavy
domestic demand
and low-priced supply

Happily, the basic situation of public finance in the Federal Republic is
favourable. The relief for tax-payers resulting from the 1990 tax reform will not
generate major pressures in the budget situation of the central, regional and
local authorities. The preceding stabilisation measures, especially those on the
expenditure side, will enable the overall tax ratio in 1990 to decline to about the
same low level as in the late fifties. In the social security sector, too, the
pension insurance reform which was approved by Parliament in 1989 paves the
way over the longer term for macro-economically acceptable financial trends,
while the financial situation of the statutory health insurance institutions has
improved for the time being thanks to the Health Reform Act. The momentum
of the private sector is being enhanced by the stimuli imparted by public
finance. To this extent, the conditions are good for coping with temporary extra
burdens by means of government assistance to step up the economic potential
and overcome transitional problems in the social security sector in the GDR.
However, such government assistance can only be of a subsidiary nature and
must not lead to the emergence of a “subsidy psychology”, which, once
created, is difficult for the policy makers to eliminate, as experience in the
Federal Republic has shown. Government assistance must remain “helping the
GDR to help itself”; it should not relate to any tasks which can best be
performed with the aid of private initiative and private capital, once an
appropriate free-market framework has been created.

3. Faster growth in the external surpluses

Fostered by the rapid expansion in the world economy and the temporary
weakness of the Deutsche Mark, the Federal Republic of Germany's external
surplus increased once again in 1989. The current account surplus rose to DM
104 billion, or 4200 of GNP, compared with DM 88 billion, or 4%/ of GNP, in
1988. As import prices went up more rapidly than export prices, which meant
that the terms of trade changed to Germany’s disadvantage, the increase in the
surplus was even higher “in real terms”. Around the turn of 1989-90, the export
boom seems to have abated somewhat. Given the strong rise in domestic
demand, the prospect that the surpluses will decline is improving, especiaily —
as explained in more detail in the introductory part of this Report — since the
political changes in central and eastern Europe (particularly in the GDR) and
the creation of a unified economic area comprising the Federal Republic of
Germany and the GDR will probably encourage this tendency.

Germany’s exports rose by 139 in value and 820/ in real terms in 1989. This
increase was primarily due to the strong growth in the industrial countries and
the high degree of competitiveness of German export products. In addition to
the price advantage enjoyed by their goods, which was enhanced by the
depreciating tendency of the Deutsche Mark until the summer of 1989, German
suppliers benefited from the fact that foreign demand concentrated mainly on
capital goods, which account for a comparatively high proportion of German
exporters’ range of products. All of these factors combined enabled German
exporters to participate fully again in the expansion of world trade (by around
7'20/0) in 1989; indeed, they actually achieved a slight increase in their share.

Germany’s imports also grew unusually fast in 1989, viz. by a nominal 15%o and
a real 7%2%. The import pull was therefore greater than in any of the previous
ten years. This was largely due to the sharp rise in domestic demand, which
increasingly had to be satisfied through imports because of the growing
capacity and delivery bottlenecks. Moreover, in the second half of the year,
when the Deutsche Mark was recovering and being quoted at higher and
higher rates, import prices stabilised and, later on, actually declined. This led to
a further improvement in the competitiveness of imports — notably of capital



Major items of the balance of payments
DM billion
Item 1982 1983 1984 1985 1986 1987 1988 1989
A. Current account
1. Foreign trade
Exports (f.o.b.) 1 4277 432.3 488.2 537.2 526.4 527.4 567.7 641.3
Imports (f.o.b.} 1 365.2 378.5 4214 451.1 403.0 399.5 428.4 493.4
Balance + 626 + 538| + 668| + 860| +1234| +1279| +1392| +1480
2. Supplementary trade items
and merchanting trade 2 + 08| + 33| - t1| - 13| - 15| — 18| + 06| — 30
Balance of trade + 633 + 570} + 658 + 847 | +1219| +126.1| +1398| +1450
3. Services
Receipts 116.6 118.8 133.5 142.5 141.3 1444 150.9 182.5
Expenditure 1416 1371 1416 149.7 150.4 159.5 170.5 188.6
Balance - 250 — 183| — 81| — 73} — 91| — 161 — 196| — 62
4. Transfer payments — 259| — 252| — 297| - 291| — 271| — 289| — 319| — 346
of which
Remittances of foreign workers - 83| — 83| - 90| — 80| - 75| — 73| — 74| - 75
Transfers to the European
Communities - 75| - 61| — 75| - 82| - 79| — 99| — 122 - 129
Balance on current account + 124 + 135 + 279 + 483| + 858| + 821 + 883 +104.2
B. Capital account
1. Long-term capital transactions
(a) German investment abroad (increase: —) — 283| — 35| — 450| - 617] — 5541 — 625} — 979 — 922
Direct investment - 60| — 81| — 125 — 141} — 209| — 164| — 198 — 253
Foreign securities — 114 — 104 - 157} — 315} — 213| — 249| — 729 — 498
Lending to non-residents — 87| -~ 147| — 142} — 131} - 103| — 186| — 24| — 139
Other investment abroad - 23| - 33| — 26| - 30 - 30| — 27} - 28| — 33
(b)Foreign investment in Germany (increase: +) 4+ 142 + 295 + 252| + 488 + 889| + 395| + 110 + 694
Direct investment + 20| + 45| + 16| + 17| + 26| + 34| + 24| + 112
Domestic securities and official
domestic borrowers’ notes + 122 + 255 + 217 | + 363 + 691 + 212 — 32| + 406
Securities + 28| + 136 + 174| + 383 + 741} 4 332 + 77| + 458
Borrowers’ notes + 94| + 119 + 43| - 20| - 50 — 120 — 109| — 52
Lending to residents 3 + 01| - 03| + 19| + 109 + 17.3| + 149 + 120| + 178
Other investment in Germany - 01| - 02 - 00} - 01} - 01| — 01| — 02 — 01
Balance of long-term capital transactions — 142| - 70| — 198 — 129 + 334| — 231| — 869 — 227
2. Short-term capital transactions (net capital exports: —)
(a) Banks + 81| + 18| + 01| — 277 -~ 590| — 61| — 200| — 567
Assets + 43| + 53| — 178 -~ 334| — 658| — 1564| — 301 | — 810
Liabilities + 38} — 36| + 178| + 57| + 68| + 93| + 101| + 243
(b)Enterprises and individuals + 32| — 89 — 161 — 141 - 87| — 110 — 220| — 445
Financial relations with foreign banks + 71| — 25| - 33| — 185 — 493| — 11| — 15| — 333
Financial relations with foreign non-banks - 20{ — 06| - 40| + 28] — 22| — 18| — 21| — 47
Trade credits - 19| — 59| - 87| - 35| — 52| + 19| —- 84| — 66
(c) Official — 03| ~- 43| — 18| + 01| - 03| + 14| + 17| — 43
Balance of short-term capital transactions + 10| — 115} — 177{ — 417 —116.0] — 1568} — 403| —10565
Balance on capital account - 32| — 184| — 375 — 546| — 826| — 389 —1271| —1282
C. Balance of unclassifiable transactions
(balancing item) - 62| + 08| + 65| + 81| + 27| — 20| + 41| + 50
D. Balancing item in respect of the Bundesbank’s
external position 4 — 04| + 24| + 21| - 31| — 32| - 93| + 22| — 26
E. Change in the Bundesbank’s net external
assets 5 [A plus B plus C plus D] (increase: +) + 27| — 16| - 10| — 13| + 28| + 319 — 325]| —- 2186
1 Special trade. — 2 Mainly warehouse transactions for account of nated in foreign currencies owing to the revaluation at the end of the year
residents and deduction of goods returned and of cross-border commis- and differences between the transaction values of the Bundesbank’s
sion processing. — 3 Excluding official domestic borrowers’ notes. — foreign exchange transactions and the changes in the external position

4 Counterpart of changes in the Bundesbank’s external position which are
not caused by external current and capital transactions: changes in the
Deutsche Mark value of the Bundesbank's assets and liabilities denomi-

shown at balance sheet rates. — 5 Valued at balance sheet rates.

Discrepancies in the totals are due to rounding. BBk
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Trade surpluses
concentrate on
Europe

Growing net invest-
ment income reduces
the deficits on
services account

Improved conditions
for Deutsche Mark
investments

Non-residents buy
more German
securities

goods and chemical products. In 1989 the share of foreign goods in the
satisfaction of aggregate domestic demand rose to about 3090 in all.

Calculated on an f.0.b.-f.0.b. basis,! Germany's foreign trade surplus went up in
1989 from just under DM 140 billion to DM 145 billion. The surpluses were
focused even more markedly than before on trade with other European
countries. No doubt the inflexibility of nominal exchange rates within the
exchange rate system of the EMS and the “real” depreciation of the Deutsche
Mark associated with the inflation differentials played an important part in this.
On the other hand, the trade surplus with the United States was halved in 1989;
it was thus about DM 20 billion lower than in 1986. To some extent, this
adjustment in US-German trade is probably a reflection of the after-effects of
the Deutsche Mark’s strong appreciation against the US dollar up to the end of
1987. Thus, calculated as an annual average of 1989, the Deutsche Mark was
still worth 400/0 more against the US dollar than it had been four years before.
In addition, it was probably the divergent economic trends on both sides of the
Atlantic that resulted in Germany’s trade balances with its European neigh-
bours and with the United States developing in such diametrically opposite
ways.

The external surpluses again led to a sharp rise in Germany’s external assets in
1989, and the investment income generated abroad therefore increased.
Germany's net investment income thus amounted to DM 22 billion, a develop-
ment which was encouraged by rising interest rates abroad as well. It is
naturally unlikely that this trend could be sustained if interest had to be paid at
higher rates in future on Germany’s growing gross external liabilities. Owing to
the rise in investment income — while net expenditure on foreign travel was
virtually static — the overall deficit on services account (including the freight
and insurance costs payable on imports) dropped from nearly DM 20 billion in
1988 to about DM 6 billion in 1989. At all events, the services account is no
longer the counterbalance to the trade surpluses which it once was; if the net
external assets continue to grow, the deficit on it may diminish even further.

For a number of reasons, Germany’s capital transactions in 1989 were
characterised by the renewed interest of non-residents in Deutsche Mark
assets in Germany and by a similarly motivated decline in residents’ interest in
investment abroad. The announcement in April 1989 that withholding tax was to
be abolished attracted non-resident investors back to the German capital
market. In addition, the Federal Reserve System switched to a more expansion-
ary monetary policy in the spring, while short-term interest rates in Germany
were raised on a number of occasions. As a result of these contrasting
developments, dollar investments lost much of their interest rate advantage
over similar Deutsche Mark assets in the course of the year. The upward trend
in the Deutsche Mark against non-EMS currencies during the second half of
the year, and the “eastern euphoria” sparked off by the upheavals in central
and eastern Europe, further stimulated demand for German securities,
although this tendency was not continuously sustained.

As a result of the reversal in trends in favour of Deutsche Mark assets in the
course of the year, net long-term capital outflows from Germany declined to
DM 23 billion in 1989, compared with a total of DM 87 billion, or the equivalent
of the current account surplus, in 1988. This was primarily due to the changed
attitude of foreign investors, who placed DM 69 billion in Germany in 1989

1 In line with international balance of payments practice and in contrast to the official German foreign trade
statistics and the customary practice for the figures published in the Monthly Reports, both exports and imports
are recorded here on an f.o.b. basis. The freight and insurance costs payable on imports are included in the
services account.
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against only DM 11 billion in 1988. As described in more detail below (on
pp. 48-50), non-residents were mainly interested in German shares. Encour-
aged by the favourable economic data and the “eastern euphoria”, non-
residents invested a record DM 23 billion in the German share market (not
counting participations). US and Japanese investors bought German equities
on a comparatively large scale for the first time (as far as this can be judged
from the statistics). Non-residents also stepped up their purchases of domes-
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against only DM 11 billion in 1988. As described in more detail below (on
pp. 48-50), non-residents were mainly interested in German shares. Encour-
aged by the favourable economic data and the “eastern euphoria”, non-
residents invested a record DM 23 billion in the German share market (not
counting participations). US and Japanese investors bought German equities
on a comparatively large scale for the first time (as far as this can be judged
from the statistics). Non-residents also stepped up their purchases of domes-
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tic bonds (DM 22.5 billion) in 1989, especially after the abolition of withholding
tax had been announced. Moreover, domestic banks increasingly raised
long-term funds abroad, mainly through the bond-issuing activities of their
foreign financing subsidiaries in the international market.

At a total of DM 92 billion, Germany’s long-term capital exports in 1989 were
not quite as sizeable as they had been in the previous year. As a resuit, German
direct investment abroad rose to a record DM 25.5 billion. In the course of their
preparation for the Single European Market, German enterprises increased
their direct investment in other EC countries, while the share invested in the
United States, which had invariably been the favourite country for German
direct investment in earlier years, declined considerably. Despite the continued
rise in saving in Germany, residents invested about one-third less in foreign
securities in 1989, at a total of DM 50 billion, than they had done a year before,
when tax considerations, interest rates and exchange rates led to massive
outflows of portfolio capitai from Germany.

In view of the decline in Germany’s net long-term capital exports, non-
residents procured the Deutsche Mark funds they required to finance their
current account deficits with Germany mainly through borrowing from domes-
tic banks, via which short-term funds totalling DM 57 billion net were exported
(primarily to the Euro-DM market) in the course of 1989. In addition, non-banks
increased their short-term capital exports (amounting to a total of about DM 45
billion), with enterprises’ Euro-market balances increasing particularly sharply
(DM 36 billion). A number of different motives probably account for this
build-up of deposits. Just like the large short-term capital exports of banks,
enterprises’ financial assets may have been attracted by the comparatively
favourable interest rates for Euro-DM funds, although some division in the
market no doubt also played a role here. Large enterprises — it is predomi-
nantly these which are increasingly building up their cash balances in the
Euro-market — obtain better terms there than they normally would at home.
The fact that this shift in cash balances to the Euro-banks (notably to
subsidiaries of German “parents”) is also posing a growing number of
monetary policy problems is discussed below (see p. 39).

The slight increase in the monetary reserves recorded in 1989 is accounted for
by “autonomous” inflows of dollars, such as interest income and dollar receipts
from US troops stationed in Germany. On the other hand, with an increase of
DM 24.5 billion, the Bundesbank’s external liabilities almost doubled in the
course of the year. This was mainly because the US monetary authorities
invested with the Bundesbank Deutsche Mark which they had bought in
support of that currency while it was weak. As a result of these additions to the
liabilities side, the Bundesbank’s net external assets (calculated at transaction
rates) declined by DM 19 billion on balance in 1989.

The Deutsche Mark’s lengthy period of weakness, which had started as early as
the beginning of 1988, did not come to an end until the second half of 1989,
During this period a change in sentiment in favour of the Deutsche Mark
emerged in the foreign exchange market and became even stronger towards
the end of the year. Confidence in the Deutsche Mark was no doubt
strengthened not only by the positive expectations which the financial markets
initially associated with developments in the GDR and eastern Europe, but also
by the increasingly “tightening” monetary policy of the Bundesbank. As a result
of several rises in short-term interest rates in Germany, the interest rate
advantage of the US dollar over the Deutsche Mark had been completely
eliminated by the autumn of 1989. Despite fluctuations, the dollar exchange
rate remained at around DM 1.70 to the dollar from the beginning of 1990 to the



Changes in the net external position of the Bundesbank*
DM billion; increase in foreign exchange: +
Operations in the foreign exchange market 1
EMS
Net Deutsche Other
external Mark - Debt foreign
position, dollar Inter- settle- exchange
Period total market Total vention ment 2 movements
1988 January + 40 + 22 - - — + 18
February - 53 — - 6.1 - - 61 + 08
March - 16 — - - - - 18
April + 20 + 06 — - - + 14
May - 341 — - - - - 341
June — 88 - 25 - - — - 63
July - 12 - 13 — - - + 0.1
August — 886 - 90 - - - + 05
September - 286 - 14 - - - - 16
October + 09 - 01 — - - + 10
November + 31 + 1.1 — - — + 20
December — 34 - 02 — - — - 32
Total - 347 - 203 - 641 - — 641 — 82
1989 January — 42 — 44 - — - + 041
February - 07 - 19 - - — + 12
March - 41 - 28 - - - - 15
April - 041 - 09 - - - + 09
May — 59 — 84 - - - + 286
June — 20 - 30 - - - 10
July - 08 - 04 - - - - 03
August + 08 - 10 - - - + 20
September - 27 - 36 - - - + 09
October + 198 — 24 + 30 + 30 — + 13
November — 06 - - 30 - - 30 + 24
December - 08 - 00 - - - — 08
Total - 190 - 287 - + 30 - 30 + 97
1990 January + 10 — 01 - - - + 1.1
February + 18 - - - - + 18
March - 13 - 15 — — - + 02
1st quarter + 15| - — 16 - — - + 31
* Excluding liquidity swaps. Transactions recorded according to the date of entry. — 1 Including operations by
other central banks, where they affect the external position of the Bundesbank. — 2 Deutsche Mark
repayments to the Bundesbank by EMS partners.
Discrepancies in the totals are due to rounding. BBk

middle of April. At that point, the weighted external value of the Deutsche Mark
against the currencies of all major industrial countries was 6% higher than at
the beginning of 1989. The fact that it did not show any greater improvement
was primarily due to the largely “fixed” exchange rates in the EMS. Although
the aforementioned appreciation of the Deutsche Mark offset the earlier losses
in nominal exchange rates, the lower rate of inflation in Germany was still left
out of account.

4. Monetary policy in the service of prophylactic inflation control
(a) “Tightening” the monetary policy stance

The domestic and external developments described in the previous sections of
this Report made heavy demands on monetary policy during 1989. Against the
background of a number of years with an ample supply of liquidity, growing
cyclical pressures and a sustained weakness of the Deutsche Mark in the
exchange markets, the threats to price stability increased. In 1989 the
Bundesbank therefore continued the “tightening” of its monetary policy stance
which it had initiated in mid-1988. This was reflected in the achievement of the
monetary target and various increases in its key interest rates, aimed at
countering foreseeable inflation risks at an early stage. A monetary policy
stance of this kind was fully in line with the external and domestic monetary
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forward-looking
basic stance
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Record of economic policy measures

1989
January 19

April 6

April 20

June 19

June 26-7

June 29

September 7

October 5

December 8-9

December 14

1990
January 8

March 12

1989
January 1

1. Domestic and external monetary policy

The Bundesbank raises the discount rate from 3.5 % to 4% and the lombard rate from 5.5% to 6%
with effect from January 20 in order to restrain monetary growth and counteract upward trends in
prices and any further weakening of the exchange rate of the Deutsche Mark.

The Bundesbank approves its annual accounts for the financial year 1988; DM 10.0 billion of its net
profit is transferred to the Federal Government.

With effect from April 21, the discount rate is raised from 490 to 4.5% and the lombard rate from
690 to 6.5%, primarily because monetary expansion in the Federal Republic of Germany continues
to be stronger than is consistent with stabilisation policy requirements.

Spain joins the exchange rate mechanism of the EMS. The margin of fluctuation for the Spanish
peseta in the EMS is set at £600 for a transitional period. At the same time, the Council of EC
Economic and Finance Ministers decides to amend the composition of the ECU basket with effect
from September 21, 1989 and to include the Spanish peseta and the Portuguese escudo in the
basket.

The European Council of the heads of state and government of the EC member states declares that
the report of the Committee for the Study of Economic and Monetary Union (“Delors Committee
Report”) provides a sound basis for the work remaining to be done. At the same time, it is decided
that the first stage of the process towards economic and monetary union is to begin on July 1, 1990
and that the appropriate institutions should make preparations for convening an inter-governmental
conference to determine the subsequent stages.

The Bundesbank reviews and reaffirms its monetary target for 1989. In view of the risk of domestic
and external price and cost rises, the Bundesbank considers it advisable to work towards as
moderate a growth of the money stock as possible for the remainder of the year, contributing in this
way to the enhancement of the internal and external purchasing power of the Deutsche Mark. With
the same ends in view, the Bundesbank raises the discount rate from 4.50% to 5%o and the lombard
rate from 6.500 to 7% with effect from June 30.

As part of the structural adjustment of its refinancing facilities, the Bundesbank decides to phase
out (by the end of 1991) some special facilities which serve to finance foreign trade. This reduces
the overall refinancing facilities available to the banking system by a total of roughly DM 6 billion. To
compensate for this reduction, the banks’ ordinary rediscount quotas at the Bundesbank are
increased by DM 5 billion with effect from November 2.

The Bundesbank raises the discount and lombard rates from 5% to 6% and from 7% to 8%,
respectively, with effect from October 6. By taking this decision the Bundesbank continues its
policy of counteracting any tendency for business activity to get out of hand, averting any threat of
price and cost rises, strengthening the external purchasing power of the Deutsche Mark and aiming
for the rest of the year at as moderate a growth of the money stock as possible, while taking due
account of the corporate funds in the Euro-market.

The European Council of the heads of state and government of the EC member states decides to
call an inter-governmental conference “charged with preparing an amendment of the Treaty with a
view to the final stages of EMU" before the end of 1990.

The Bundesbank announces its monetary target for 1990. In that year, as before, the Bundesbank
will gear its monetary policy to maintaining the domestic purchasing power of the Deutsche Mark
and at the same time contributing to the steady continuance of economic growth. In order to
achieve these objectives, the Bundesbank considers it appropriate, in view of the existing
uncertainties, to fix the monetary target for the period from the fourth quarter of 1989 to the fourth
quarter of 1990 at 49/ to 6%0.

In the twelfth exchange rate realignment within the EMS the Italian lira is devalued by about 3.7 %
and at the same time the margin of fluctuation for the lira within the EMS is narrowed to
+2.2500.

The Council of EC Economic and Finance Ministers adopts a “decision on the attainment of
progressive convergence of economic policies and performance during stage one of economic and
monetary union” (superseding the Council decision on convergence and the Council directive on
stability and growth of 1974) and a decision putting cooperation between the central banks of EC
member states on a new footing.

ll. General economic and financial policy

Excise tax increases and some elements of the 1990 Tax Reform Act (including, in particular, the.
100/ withholding tax on domestic interest income) become effective.
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Key provisions of the Health Reform Act come into force; the aim of this Act is to dampen the rise
in costs in the statutory health insurance scheme. About one-half of the amount saved is to be
used for new benefits (primarily for nursing care at home), and the rest is to provide scope for
lowering contributions.

The Structural Assistance Act enters into effect, providing for financial assistance from the Federal
Government totalling DM 2.45 billion annually for the Lander Governments (other than Baden-
Wiirttemberg and Hesse) with respect to Lander and municipal capital formation.

In its 1989 Annual Economic Report the Federal Cabinet notes that the economic situation in the
Federal Republic of Germany at the beginning of the year is marked by a strong upswing. In 1989
real GNP is expected to grow by about 2% %0; this expansion will probably be accompanied by a
rise of just over %2%o in the number of employed and a slight decline in the unemployment rate. The
Federal Cabinet anticipates that it will be possible to limit the average annual increase in consumer
prices to between 2% and 2%0o in 1989.

The government coalition adopts a family, social and housing construction policy programme.
Among other things, the periods of entitlement to baby allowances (which depend upon income)
and baby leave are to be gradually increased to eighteen months as from mid-1989 and mid-1990,
children’s benefits for the second children of parents in lower-income groups are to be raised from
DM 100 to DM 130 a month as from July 1, 1990 and the education promotion scheme is to be
reorganised. Mareover, the depreciation allowances for rented housing are to be improved.

The Federal Cabinet approves a number of amendments to the 1990 Tax Reform Act, including, in
particular, the abolition of withholding tax on domestic interest income as from July 1, 1989 and the
retroactive doubling of savers’ tax allowance as from the beginning of 1989 to DM 600/DM 1,200
(single persons/married couples) annually.

The Bundestag passes the 1989 supplementary budget, which provides for additional expenditure
and receipts totalling just over DM 1 billion each.

The Federal Cabinet approves the draft Federal budget for 1990 and the financial plan for the period
from 1989 to 1993. The budget volume in 1990 amounts to DM 301.5 billion (3.4%% more than the
estimate for 1989, including the supplementary budget) and the financial deficit to DM 34.5 billion.
Over the medium term, expenditure is to rise by 3% a year. The deficit is to decrease gradually to
DM 26.5 billion by 1993.

The Bundestag passes the 1992 Pension Reform Act, the aim of which is to keep the statutory
pension insurance funds financially in balance over the medium and longer term.

In its Annual Report the German Council of Economic Experts points out that, in order to safeguard
monetary stability and achieve further success with respect to employment, it is essential to keep
cost rises low and to further improve supply-side conditions. Moreover, the Council warns against
over-hasty steps towards a European monetary union. For 1990 it estimates the growth rate of real
GNP at 3%0.

The Financial Planning Council affirms that the containment of public sector indebtedness
continues to be a major objective. Hence, it says, the target must remain that of limiting the growth
in the expenditure of the public sector as a whole to an average of about 3% over the next few
years. In addition, the central, regional and local authorities should postpone building starts
wherever possible in order to avoid tensions in the construction sector.

The Bundestag passes the 1990 Federal budget, with an expenditure volume of DM 300 billion
(+3%0) and a financial deficit of just under DM 28 billion.

The establishment of a fund to finance visitors' payment media for travellers from the GDR is
announced for a transitional period of two years as from January 1, 1990. In the first year the fund
will have a volume of about DM 3 billion. About three-quarters of the Deutsche Mark amounts
required for the conversion of sums in GDR Mark into Deutsche Mark will be raised by the Federal
Republic and about one-quarter by the GDR.

The most important provisions of the 1990 tax reform enter into force. The net volume of tax relief
(including some further minor tax amendments) is put at about DM 25 billion.

In its 1990 Annual Economic Report, the Federal Cabinet notes that the German economy is in
superb shape. For 1990 it expects real GNP to rise at an average annual rate of 300 or more.
Domestic demand, it believes, will probably go up somewhat more strongly still, not least owing to
the third stage of the tax cuts.

The German Council of Economic Experts submits a special report on the preconditions for and
opportunities presented by an economic reform in the GDR. As a model for the reform, it
recommends an open social market economy. Public financial assistance should be granted to the
GDR by the Federal Republic only to supplement private capital flows.

The Federal Cabinet submits to the Prime Minister of the GDR an offer to open negotiations
immediately on the creation of an economic and monetary union between the two Germanys.

In a resolution passed by the Central Bank Council, the Bundesbank recommends to the Federal
Cabinet that it should take due account of a number of “key variables” when converting the
monetary system of the GDR to Deutsche Mark as part of a treaty between the two Germanys.

The Bundestag approves a supplementary Federal budget for 1990 involving additional expenditure
totalling just under DM 7 billion net (mostly assistance payments to the GDR). This will increase the
Federal deficit shown in the budget to DM 34.5 billion.

33



34

Tightening of interest
rate policy in the
wake of growing

threats to stability

Interest rates of the Bundesbank and rate for one-month funds

80 W= | ombard rate
S Repurchase rate 1)
=usx Treasury bill selling rate 2)
smmms Discount rate

= Rate for one-month funds 3)

8.0

7.5 75

70 7.0

6.5 8.5
6.0 6.0
55 5.5
5.0 5.0
45 45
4.0 40
35 3.5
3.0

3.0

25 2.5

1988 1989 1990

1) Average monthly interest rate for one-month securities repurchase agreements; uniform
allotment rate (volume tenders, “Dutch” interest rate tenders) or weighted allotment rate (“US-
style” interest rate tenders).- 2) Normally for 3 days.- 3) Monthly averages including changes
due to working-day variations (e.g. in “short” Februaries).

policy requirements of Germany's western European neighbours, as well as
those of other industrial countries.

In the course of 1989 the Bundesbank raised the discount and fombard rates
four times altogether; the allotment rates for securities repurchase agreements
went up accordingly. As early as the beginning of the year the discount and
lombard rates were raised from 3.50%0 and 5.5%0 to 490 and 6%, respectively,
with effect from January 20. Further increases, by 2 percentage point each,
followed as from April 21 and — in connection with the usual review of the
monetary target at mid-year — from June 30. The increase of 1 percentage
point each in the discount and lombard rates (to 6% and 890, respectively,
effective as from October 6) took central bank interest rates to their highest
level since 1982. As these measures were dictated by inflationary pressures



rather than by current cost and price trends, they sometimes took market
participants somewhat by surprise, although sometimes they had already been
discounted in market rates to such an extent that they tended to restore calm
to the markets. In order to make it easier for the banks to adjust to the new
interest rate level after interest rate policy action of this kind, or in order to take
the edge off exaggerated interest rate fears in the financial markets, the
Bundesbank, following changes in its key interest rates, offered one-month
securities repurchase agreements in the shape of volume tenders (with a fixed
rate) on various occasions, switching back to (US-style) interest rate tenders,
which are more market-related, after some time only.

Around the turn of 1989-90 new expectations of interest rate increases
emerged in the financial markets. In the money market this was sometimes due
mainly to tensions in the Euro-currency market as well as to short-term
domestic liquidity shortages, which the Bundesbank relieved in the context of
its ongoing provision of funds. At the longer end of the financial markets, too,
an abrupt surge of interest rate increases began; uncertainties about the
envisaged economic and monetary union with the GDR coincided with interest
rate increases in international capital markets. This also affected the longer end
of the German money market. During this period, the Bundesbank maintained
its basic monetary policy stance with a steady hand, with the result that the
day-to-day money rate and the allotment rates for securities repurchase
agreements, all of which have been offered in the form of interest rate tenders
since the beginning of January 1990, had changed only a little by the end of
March.

The significance of securities repurchase agreements as a flexible tool for
money market management increased further in 1989. A major factor in this
connection was that foreign monetary authorities built up their Deutsche Mark
deposits with the Bundesbank strongly (see p. 30). To offset the associated
drain on bank liquidity, the Bundesbank saw a need to provide much more
liquidity than was necessary to accommodate the current demand for central
bank money (currency in circulation and minimum reserve balances). Against
this background, the usual monthly pattern of weekly securities repurchase
agreements with maturities of about one month was extended in July 1989 by
an additional two-month tender. Since then, four one-month agreements and
two two-month agreements have been offered by tender each month (usually
at the beginning and in the middle of each month). With a view to a structural
adjustment of the refinancing facilities available to the banks, in September
1989 the Bundesbank decided to phase out some special facilities for the
financing of foreign trade. To offset the consequent reduction in liquidity, the
Bundesbank at the same time increased the “ordinary” rediscount quotas by
DM 5 billion; this increase became effective on November 2, 1989.

(b) Domestic money stock expansion on target

The Bundesbank underlined its stabilisation policy stance, as usual, by setting
an “intermediate target” for its monetary policy in 1989, envisaging an increase
of about 5% in the money stock M3 from the fourth quarter of 1988 to the
fourth quarter of 1989 as being appropriate. In view of the excessive monetary
expansion observed towards the end of 1988, which also reflected tax motives
for holding liquid funds (the “withholding tax effect”), this target seemed quite
ambitious. In fact, the growth of the money stock remained appreciably above
the envisaged target path until well into the spring of 1989. In the case of
currency in circulation, in particular, this owed a great deal to “evasive
reactions” to the withholding tax on domestic interest income, which was
introduced at the beginning of the year. Large releases of savings deposits at
the beginning of 1989 under individual capital formation schemes also contrib-
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uted to the strength of monetary growth. After the Federal Cabinet had
announced its intention of abolishing withholding tax, investors abandoned
their extremely strong preference for liquid funds. This primarily affected
currency in circulation, which stopped growing for a while. This adjustment of
cash-holding propensity now seems to have been largely completed. Given the
general interest rate rise, non-interest-bearing sight deposits also increased
only a little further from the spring of 1989, while double-digit growth rates were
recorded until quite recently for time deposits yielding increasingly attractive
rates of interest. As the “basic savings rate” was falling further and further
behind market yields, savings deposits at statutory notice, which had pre-
viously benefited from their exemption from withholding tax, declined sharply
during 1989. Even inclusive of interest credited, at the end of the year they
were DM 14.5 billion down on their level at the end of 1988. The low basic
savings rate paid by almost all banks is naturally causing this form of deposits
gradually to diminish in significance, for, when the price does not respond,
quantity does, even in oligopolistic markets. A “strategy” of this kind, designed
to resolve profitability problems in some parts of the banking industry, will pre-
sumably fail to pay off in the longer run.



In the event, the growth of the overall domestic money stock M3 was on target
by and large as from early summer 1989. From the fourth quarter of 1988 to the
fourth quarter of 1989 the rise in the Bundesbank’s monetary policy indicator
came to 4.700. The monetary target, set at “about 59%0”, was thus met fairly
well. The slowdown in domestic monetary growth must be qualified, however,
inasmuch as it was accompanied by a strong build-up of Euro-deposits and
non-banks’ holdings of short-dated bank bonds. Viewed over 1989 as a whole,
these components expanded by a total of more than DM 40 billion, which was
equivalent to almost two-thirds of the increase (of DM 66 billion) in the
domestic money supply. Contributory factors were the more attractive interest
rates in the Euro-market, the introduction of withholding tax at the beginning of
1989 and the external situation (see pp. 28-30).

In setting the monetary target for 1990, which was adopted in December 1989,
the Bundesbank signalled a continuation of its basic stance, which is to lend
monetary support to safeguarding the stability of the value of money and to
foster non-inflationary economic growth. In deriving the monetary target for
1990 it once again made allowance for a slightly stronger expansion of real
macro-economic production potential than in the preceding years, at 2:0/0.
This assumption is based primarily on the rise in the labour force caused by the
heavy immigration into the Federal Republic of Germany, and also on the
increase in investment activity. The price level was assumed to rise at an
average annual rate of 200. Including an unchanged Y: percentage point
increment to take account of the slowdown in trend of the velocity of
circulation of money, this yielded for the average and for the course of 1990 a
growth rate of about 5% for the money stock M3, which seemed to be
compatible with stabilisation policy requirements. In consideration of the
existing uncertainties about the economic bench-mark figures included in the
calculation, the target for monetary growth between the fourth quarter of 1989
and the fourth quarter of 1990 was formulated in terms of a corridor of 40/ to
6%0. It remains to be seen whether the growth of the money balances held in
the Euro-market, which are not included in the money stock definition, may
perhaps warrant a slower or slightly faster expansion of the domestic money
stock within the target corridor mentioned. The decision on the course to be
adopted will depend on whether money balances in the Euro-market are
growing at an accelerated rate or are declining.

(c) Policy issues of monetary targeting

With monetary growth moving on to the envisaged target path in the course of
1989, the underlying conditions for stabilisation policy have improved on the
monetary side. The unforeseen, rather too rapid expansion of the “monetary
cloak” in the preceding years (which saw considerable overshooting) was not
reversed, however. Nevertheless, there is some evidence that the associated
stabilisation policy risks are ultimately to be rated less pronounced than might
be assumed at first sight. Given virtual price stability between 1986 and 1988,
for instance, the inflationary risk of holding cash seemed fairly low, and the
opportunity cost of holding liquid assets was small owing to the low level of
interest rates. Enterprises and individuals therefore presumably maintained
fairly large cash balances. Another factor contributing to the faster expansion
of currency in circulation may have been the increase in the demand for
Deutsche Mark banknotes, especially in the GDR and other central and eastern
European countries. It remains to be seen, however, whether changes of this
kind in cash holding patterns will be permanent. At any rate, one cannot rule

out the danger that, with the growing stability risks and the associated

market-induced rise in the level of interest rates, the former relationships
between money balances and the demand for goods will be restored, i.e. that
the available “liquidity cushions” will be used to expand spending. To this
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Monetary developments

Change during year 1

Item 1983 | 1984 l 1985 [ 1986 I 1987 l 1988 I 1989
DM billion
A.Central bank money requirements of banks and
liquidity policy measures by the Bundesbank 2
1. Provision (+) or absorption (—)
of central bank balances by:
Rise in central bank money 3 (increase: —) — 101 - 741 - B8 — 131 - 1585 — 186 - 94
Foreign exchange movements (excluding foreign exchange
swaps and repurchase agreements) — 20 - 39 - 07 + 87 + 38.7 — 306 — 200
Cash transactions of the central and regional authorities
(including shifts of Federal balances under section 17 of the
Bundesbank Act) + 17 + 13 - 42 - 02 + 18 + 23 - 22
Transfer of the Bundesbank’s profit to the Federal Govern-
ment + 110 + 114 + 129 + 127 + 73 + 02 + 100
Other factors - 97 - 121 - 140 — 80 - 89 - 83 - 114
Total 1 - 90 - 106 - 1258 + 00 + 233 — 549 — 329
2. Liquidity policy measures
Change in minimum reserves 4 - 02 - 04 + 01 + 74 - 64 + 02 - 01
Change in refinancing facilities - 07 + 78 + 33 - 56 - 78 + 04 + 75
Open market operations (with non-banks, in “N paper”
— excluding short-term sales of Treasury bills — and in
long-term securities) + 24 - 39 + 04 + 14 - 10 + 04 - 04
Securities repurchase agreements + 66 + 77 + 165 - 95 — 55 + 504 + 267
Other assistance measures in the money market § — 34 + 00 + 06 + 15 - 23 + 04 + 02
Total 2 + 47 + 113 + 206 — 48 - 225 + 518 + 339
3. Remaining deficit (—)
or surplus (+) [1 plus 2] — 43 + 07 + 8.1 — 438 + 08 - 34 + 10
covered or absorbed by:
Recourse to unused refinancing facilities
(reduction: +) + 33 - 1.0 - 31 + 42 + 01 + 09 - 05
Raising (+) or repayment (—) of lombard or
special lombard loans + 10 + 03 — 50 + 086 - 09 + 22 - 086
Y%
B.Key monetary indicators
Money stock M3 6 + 57 + 45 + b2 + 73 + 64 + 70 + 46
Money stock M3 extended 7 + 6.2 + 40 + 48 + 73 + 62 + 74 + 84
Money stock M2 (= M3 excluding savings deposits) + 25 + 48 + 46 + 641 + 58 + 74 + 115
Money stock M1 (= currency in circulation and sight deposits) + 80 + 53 + 53 + 77 + 76 + 103 + 53
Lending by banks and the Bundesbank to non-banks in the
Federal Republic of Germany + 67 + 6.0 + 51 + 43 + 41 + 6.3 + 58
DM billion
C.The money stock and its counterparts
Money stock M3 [= 1 plus 2 less 3 less 4 less 5) + 453 + 413 + 454 + 657 + 626 + 76.1 + 664
Counterparts in the balance sheet
1. Volume of credit 8 +113.2 +108.1 + 981 + 817 + 87.0 +138.2 +135.8
of which
Bank lending to non-banks in the
Federal Republic of Germany +111.3 +110.0 +100.6 + 778 + 8938 +1376 +136.3
— to enterprises and individuals 9 + 440 + 474 + 485 + 399 + 386 + 695 + 922
— to the housing sector 10 + 481 + 435 + 332 + 337 + 226 + 266 + 37.2
— to public authorities + 193 + 191 + 189 + 42 + 286 + 415 + 70
2. Net claims on parties outside the
Federal Republic of Germany 11 + 12 + 08 + 30.0 + 559 + 532 — 52 + 36.2
3. Monetary capital + 671 + 697 + 750 + 6938 + 707 + 428 +110.2
of which
Savings deposits at agreed notice - 20 + 6.0 + 1.2 + 153 + 97 — 57 - 79
Bank savings bonds + 13.0 + 16.3 + 104 + 99 + 98 - 02 + 143
Time deposits and funds borrowed for 4 years and over + 272 + 26.3 + 345 + 376 + 431 + 464 + 387
Bank bonds outstanding 12 + 228 + 132 + 93 — 47 - 20 — 58 + 486
4. Central bank deposits of domestic public authorities + 09 - 12 + 13 - 11 + 35 - 11 + 33
5. Other factors + 10 - 10 + 65 + 32 + 34 + 153 — 80

1 Unless otherwise indicated, based on end-of-month figures. — 2 Based
on daily averages of the last month of the period and the last month of the
previous period, respectively. — 3 Currency in circulation (excluding the
banks’ holdings of domestic notes and coins, which are deductible from
the required minimum reserves) and required reserves on the banks’
domestic liabilities at current reserve ratios; changes in the required
reserves resulting from changes in the reserve ratios are shown in
item A.2. — 4 Including changes in minimum reserves due to growth in
reserve-carrying foreign liabilities. — 5 Bill-based repurchase agreements,
short-term sales of Treasury bills, foreign exchange swaps and repur-
chase agreements, quick tenders and shifts of Federal balances under

section 17 of the Bundesbank Act. — 6 Currency in circulation and sight
deposits, time deposits for less than 4 years and savings deposits at
statutory notice held at banks in the Federal Republic, as from 1986 as a
monthly average (of five bank-week return days, end-of-month levels
included with a weight of 5000). — 7 Money stock M3 extended to include
Euro-deposits and short-term bank bonds held by non-banks in the
Federal Republic of Germany. — 8 Banks and the Bundesbank; including
lending against securities. — 9 Excluding housing. — 10 Excluding lending
against securities. — 11 Banks and the Bundesbank. — 12 Excluding
banks’ portfolios.

Discrepancies in the totals are due to rounding. BBk



extent, monetary policy makers must be prepared to face the need to make
allowance for the statistical “monetary overhang” at very short notice.

The longer-term underlying relationships between monetary expansion and
macro-economic spending have been obscured in recent years by, inter alia,
other (partly temporary) disruptive factors. The most significant one was the
general public's response to the announcement of withholding tax in autumn
1987. It caused the liquidity preference of many households to shoot upwards.
Demand for currency, in particular, rose rapidly. After the announcement of the
abolition of withholding tax in spring 1989, these dislocations of monetary
trends were reversed. Monetary growth was therefore somewhat slower for a
while last year than would appear warranted if one considers the rise in interest
rates in isolation.

In 1989 new expansionary risks emerged as a result of the rapid growth in
domestic non-banks’ Euro-deposits. The “extended money stock M3”, which
also includes Euro-deposits and the short-dated bank bonds held by residents,
grew by 8%:0/0 between the fourth quarter of 1988 and the fourth quarter of
1989, compared with 4% 9/ for the corresponding domestic aggregate. Corpo-
rate liquidity, in particular, thus increased more steeply in 1989 than is
suggested by the domestic monetary aggregates, even though only part of
these liquid funds can be regarded unequivocally as a mere shifting of
domestic cash balances to the reserve-exempt “offshore centres” of the
Euro-market. A rise in external deposits, which presumably represents some
kind of “supplement” to the domestic money stock, is apparent in other
neighbouring European countries with free capital movements, too, and there
as well it is reducing the efficiency of the monetary policy instruments, which
are tailored to the domestic money stock. In order to capture the “bias” in the
domestic monetary aggregates resulting from the growth in Euro-deposits, the
Bundesbank has recently been paying greater attention to extended monetary
aggregates which include liquidity held in the Euro-market.! This is in line with
the Bundesbank’s pragmatic approach of not gearing its policy just to a single
intermediate monetary target variable if actual trends suggest that part of
monetary expansion has been shifted to some other areas not yet covered. In
the past, too, there has occasionally been a need to account to the general
public for some temporary “misdirections” of the chosen target variable. In
addition to the ongoing monitoring of its key monetary policy target and control
aggregate (M3), the Bundesbank therefore constantly evaluates a broad range
of other monetary and general economic data and, if required, develops control
variables, which may show that the indicator chosen — like M3 in the case of
cash holdings in the Euro-market — sometimes has weaknesses.

Despite some disruptive factors, the Bundesbank’s monetary targeting strat-
egy has proved to be flexible and adaptable. New challenges are aiready in
prospect, however, given the rapidly proceeding reforms in eastern Europe and
the proposed extension of the Deutsche Mark currency area to include the
GDR. Key monetary indicators and structural relationships, such as the ratio of
monetary growth to macro-economic expenditure (on the stability of which the
Bundesbank has hitherto been able to rely), will have to be monitored and
interpreted particularly carefully under the current changing conditions. On top
of these more technical difficulties, however, it is essential — especially in
times like these — not to lose sight of the actual objective of monetary

1 Nevertheless, the Bundesbank has so far refrained from substituting the “extended money stock M3" for the
traditional (domestic) money stock M3 as its key monetary policy indicator. It is in particular the poorer indicator
qualities of the extended aggregate that argue against any such substitution. These poorer qualities are due,
among other things, to the relatively short observation periods available at present for the necessary analysis of
the relations with domestic demand, the domestic supply of goods, the trend in the “velocity of circulation”,
etc.
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targeting (which can be rated successful so far), i.e. safeguarding monetary
stability.

(d) The driving forces behind the monetary expansion process

In 1989 the buoyancy of the domestic demand for credit remained the driving
force behind the money creation process in the Federal Republic of Germany.
The focus of domestic credit expansion clearly shifted to the private sector, a
trend which can aimost be regarded as typical of the now well-advanced stage
of the economic upswing, with a disproportionately strong increase in industrial
and residential construction investment. The strength of revenue improved the
public authorities’ financial situation. New public sector borrowing from the
German banking system accordingly dropped to DM 7 billion in 1989, com-



pared with DM 42 billion in 1988. This decrease also owed something to the
fact that in 1989 the central, regional and local authorities (notably the Federal
Government) stepped up their borrowing abroad, where government bonds
were much in demand. In contrast to this, households’ and enterprises’
propensity to borrow increased strongly in all maturity categories. Thus private
demand for longer-term loans, which started to pick up some time ago, and
increased by over 6%:90 in 1989, remained the mainstay of bank lending. Given
the cyclical rise in enterprises’ working fund needs, the growth of short-term
lending, at 906, was even faster in relative terms. Overall, bank lending to
enterprises and individuals expanded by some DM 130 billion, or just over 70,
last year, compared with about 5%20/ a year before. Against the background of
the high level of investment activity and the strong demand for cars, both direct
lending to enterprises and self-employed persons and consumer credit rose
much more rapidly (by some 990); although housing loans increased more
slowly (by 5%0), they, too, went up at a faster rate than in 1988.

In addition to domestic credit expansion, non-banks’ external payments
likewise stimulated the domestic money creation process in 1989. After net
outflows of over DM 5 billion had been recorded in 1988, net inflows of funds
were registered again as from mid-1989, reflecting the strengthening of the
Deutsche Mark in the exchange markets. The net claims of the banking system
on parties outside the Federal Republic of Germany, a rise in which mirrors
inflows to the non-bank sector, went up in 1989 by DM 36 billion. The “supply of
funds” from the aggregate domestic and foreign lending activities of the
banking system, at DM 172 billion, was thus almost one-third up on the 1988
figure.

Owing to the growing demand for funds, the progressive reduction in the
supply and rise in the cost of central bank money, as well as the link with
interest rates abroad, the banks’ lending rates came under strong upward
pressure in 1989, starting at the short end of the market. Thus, an average of
9%0/0 — and hence some 3 percentage points more than in the “interest rate
trough” of spring 1988 — was charged for major credit in current account
towards the end of 1989. The average cost of bills discounted, at 8%, was up
by 4 percentage points. Interest rates in long-term business rose less rapidly
until the end of the year, in line with trends in the capital market. At the end of
1989 the banks were charging an average of 8%90, i.e. about 1% percentage
points more than in the spring of 1988, for loans with interest locked in for ten
years. As described above, however, these interest rate increases were not
sharp enough to restrain credit expansion appreciably.

The fact that monetary growth did not overshoot the Bundesbank’s target in
1989 despite the rapid expansion of the banks’ lending business was solely due
to the buoyancy of monetary capital formation. Following the removal of the
uncertainties about the taxation of interest income, domestic non-banks’
propensity to invest at long term soared. The rising interest rate level in the
capital market imparted further stimuli to this consolidation process, particu-
larly during the second half of the year. Altogether, long-term funds to the
record amount of over DM 110 billion accrued to the banks last year. This was
two and a half times as much as in 1988 (DM 43 billion), when domestic
monetary capital formation plummeted. Sales of bank bonds in particular, which
carry interest at market-related rates and whose circulation in the hands of
domestic non-banks had decreased in each of the last three years, shot up in
1989 (DM 49 billion). Sizeable inflows of funds to banks were likewise recorded
in long-term time deposit accounts (DM 39 billion), in the shape of additions to
capital and reserves (DM 17 billion) and from sales of bank savings bonds
(DM 14 billion). By contrast, there were again considerable outflows of funds
(— DM 8 billion) in the field of traditional long-term deposit account saving. In
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addition to large releases of savings contracts under schemes for individual
capital formation, a major factor here was probably that the interest rates paid
on “ordinary savings deposits” with longer periods of notice — as distinct from
special savings facilities (for instance, growth saving, fixed-rate saving, savings
certificates, insurance saving, instalment-based saving schemes) and bank
savings bonds — lagged considerably behind the rising market rates.



(e) Trends in the banking industry

The rapid expansion of private demand for credit in 1989 primarily benefited the
commercial banks (i.e. substantially the private banks), which traditionally play
a major role in short-term lending to trade and industry and which expanded
their total lending to enterprises and individuals by 12.2%o last year. Within this
category, lending by big banks rose by 13.6%0 and that by regional banks
(including other commercial banks) by 10.2%b. Among the other categories of
banks, the lending volume of credit cooperatives, in particular, went up at an
above-average rate (+ 7.50/0). Savings banks (+ 5.400) and their regional
institutions (+ 0.7 %) could not quite keep up with the general trend. Owing to
the consolidation of public finance and to public lending programmes launched
by the Reconstruction Loan Corporation in favour of local authorities, the
communal loan business of the savings bank sector was sluggish; on balance,
private customers’ demand for credit was also comparatively moderate. The
regional institutions of credit cooperatives (+ 4.500) and mortgage banks
(+ 290) also lagged somewhat behind their competitors.

In 1989 the banks’ average interest income probably increased further, though
not as much as their volume of business. The disproportionately fast growth of
their — more profitable — shorter-term lending counteracted a fall in their
interest margins, but their borrowing transactions — in particular those of
savings banks and credit cooperatives — became distinctly more costly on
account of interest-rate-induced switching from traditional savings deposits to
time deposits and borrowed funds and to securitised borrowing. Net commis-
sions received increased once again in the year under review, especially among
commercial banks. The staff costs and other operating expenditure of all
categories of banks grew more slowly than their volume of business. The rise in
the aggregate operating results of all categories of banks is likely to have
roughly matched that of 1988. In the case of big banks the growth of the
operating results outpaced that of the volume of business. To what extent
overall bank profits are reduced by “other” expenses cannot yet be said
definitely. Many banks have no doubt had to write down their bond portfolios,
but there have not infrequently also been trading profits from equities.

Overall, banks probably applied their profits to increasing their reserves from
“internally generated resources” in 1989. This would be desirable in view of the
forthcoming stricter capital adequacy requirements in the EC area. It would not
be consistent with the principles of a single European financial market,
however, if in this context different solvency rules for banks and investment
firms were to be introduced. This would imply — against the background of
basically identical risks — a regulatory bias in favour of pure investment firms, a
line of business virtually non-existent in the Federal Republic of Germany
because of the predominance of the universal banking system. In this
connection, official institutions and the banking associations are called upon to
join forces in seeking to ensure that the banks operating as universal banks in
the Federal Republic of Germany neither suffer competitive disadvantages in
the European integration process nor are forced solely by virtue of the EC
regulations to switch over to a system of functional separation in the financial
services sector, such as predominates in the Anglo-Saxon countries.
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5. Capital market under the impact of buoyant business activity and
prophylactic inflation control

(a) Shifts of emphasis in the overall financing cycle

After the setback in 1988, the tone of the capital market in the Federal Republic
of Germany improved in 1989. Last year domestic and foreign investors
returned to the market, and the customary investment pattern of the major
groups of buyers, which was seriously disrupted by the announcement of
withholding tax in the autumn of 1987, gradually emerged again. The more
attractive interest rates and the burgeoning expectations of an appreciation of
the Deutsche Mark in the second half of the year — expectations which were
ascribable at least in part to the progressive tightening of monetary policy —
likewise made investment opportunities in the German capital market appear in
a far more favourable light.

The above-mentioned signs of a return to normal were conspicuously reflected
in the domestic non-financial sectors’ portfolio behaviour. Their longer-term
investments in the domestic securities markets and in subsectors of the
“non-organised” capital market, which had declined by DM 47.5 billion in 1988,
rose by DM 26.5 billion to almost DM 80 billion in 1989. In the process,
domestic bonds in particular regained a strong position. Investment in bonds,
at DM 18 billion, made up nearly one-quarter of longer-term financial asset
acquisition in Germany in 1989; in 1988, by contrast, the domestic non-financial
sectors had reduced their holdings of such paper by DM 13 billion. At the same
time, their longer-term financial asset acquisition abroad in 1989 (at DM 72.5
billion) was distinctly smaller than a year before. Their new investment in
foreign bonds, in particular, declined by DM 23 billion to DM 41.5 billion, as a
mirror image of their increased purchases in the domestic bond market. This
primarily affected high-yielding foreign currency bonds, which had previously
been much in demand.

In contrast to the growing domestic propensity to buy longer-term fixed-
interest-bearing securities, in 1989 it did not prove possible to interest the
general public in longer-term purchases of shares. Last year the domestic
non-financial sectors actually sold DM 18 billion (net) of German equities from
their portfolios, notably including some record sales by households after the
“mini-crash” in October. This represented a severe setback to the efforts to
grant savers greater participation in productive assets by means of the broad
dispersion and durable placement of share capital.

The acquisition of liquid financial assets continued to run at a high level in 1989.
The prime reason for this was the accumulation, on interest rate grounds, of
short-term time deposits in Germany and in the Euro-markets. Domestic banks
gradually improved their terms for these deposits by some 2% percentage
points in the course of 1989. In view of the uncertainties surrounding interest
rate movements at times, short-term time deposits were also of interest for the
“interim investment” of funds available at long term. Altogether, deposits of this
kind by the domestic non-financial sectors with domestic banks expanded by
no less than DM 60 billion in 1989 against a mere DM 5.5 billion a year before.
This seems to have owed something to pure switching operations by house-
holds to the debit of their holdings of currency and sight deposits and of their
low-yielding savings deposits at statutory notice. At the same time, large sums
were added — particularly by major corporations — to short-term financial
assets in the Euro-market (see p. 30).
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A mainstay of the German capital market in 1989 — in addition to domestic
non-banks — was foreign buyers of securities. In view of the dwindling yield
advantage of other major investment currencies and of the strengthening of the
Deutsche Mark in the course of the year, they returned to the German bond
market in increasing numbers. Their sizeable purchases, at DM 22.5 billion
(against DM 2 billion in 1988), consisted almost entirely of Federal bonds. Even
more significant were foreign investors’ purchases in the German share
market. On balance, non-residents bought German equities to the record
amount of more than DM 26 billion. About two-thirds of these purchases were
made in the fourth quarter of 1989, when price prospects in the German share
market were rated particularly favourable against the background of the
“opening-up” of eastern Europe and the GDR.

As far as borrowing is concerned, in 1989 the domestic non-financial sectors
continued to prefer longer-term loans from banks and other financial interme-
diaries in Germany (DM 105.5 billion). In addition, they received considerable
longer-term funds (DM 40 billion) through sales of securities. At the same time,
however, their short-term debt to domestic banks more than doubled. The
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“maturity gap” between the inflow of short-term funds and longer-term lending
by banks was therefore in the end less marked than in 1988. In view of the
strengthening of longer-term financial asset acquisition, banks were able to
raise more maturity-matched funds through issues of bank bonds, and to this
extent to contain the interest rate risks associated with the flatter yield
curve.

(b) Marked shifts in the interest rate pattern in the bond market

In 1989 interest rate movements in the German capital market were strongly
affected by the pronounced buoyancy of economic activity at home and abroad
and the progressive tightening of monetary policy. In the first few months of the
year demand pressures in the major industrial countries and rising energy
prices world-wide led to fears of inflation and increases in capital market rates.
In Germany this trend was accentuated by the weakness of the Deutsche Mark
in the foreign exchange markets until the summer. At the end of May the yield
on domestic bonds outstanding reached an “interim peak” of 7Y4%b.

The upsurge in interest rates was particularly pronounced in the short
money-market-related maturity categories. Hence the yield curve in the Ger-
man capital market flattened out perceptibly from the short end of the market,
and finally actually became slightly “inverse”. In contrast to the situation in
earlier periods of monetary restriction, such as the beginning of the seventies
and the early eighties, this yield pattern, which is typical of a restrictive phase of
monetary policy, already emerged at the comparatively low interest rate level of
about 700. This was widely regarded as a sign of the confidence of market
participants in the Bundesbank’s efforts to combat dangers to the stability of
prices right from the start by means of a forward-looking monetary policy, thus
making exaggerated expectations of inflation and interest rate rises appear
quite unfounded.

The period of relaxation in the capital market which ensued from June onwards
was attributable to a brisk foreign demand for bonds and a sustained
propensity to buy on the part of domestic investors. The capital market yield fell
to distinctly less than 7% at the beginning of August. Given the sustained
boom and the increasing capacity bottlenecks in Germany, interest rates
started to rise again as time went by. Since interest rates on bonds in the
United States were beginning to fall and the yield differential vis-a-vis dollar
assets was narrowing, the Deutsche Mark strengthened in the foreign
exchange markets. The slump in share prices in mid-October, precipitated by
the New York stock market crash, interrupted this upward trend in interest
rates only for a short time. The capital market yield reached its highest level of
the year in the second half of November, at just under 80/.

After a short period of relaxation in December 1988, bond rates started to
surge upwards under the impact of the turbulent developments in eastern
Europe and the GDR. In February and March 1990 the yield on bonds
outstanding overshot the 90/ mark at times. The rise in interest rates was
particularly pronounced in the longer-term maturity categories. Since then, the
slightly “inverse” interest rate pattern has flattened out again from the long end
of the market. Quite recently — for the first time for thirteen years — German
bonds have been yielding slightly more than US fixed interest securities,
although the interest rate fluctuations have been relatively large in both
countries. In mid-April 1990 the capital market yield in Germany came to almost
99/0.

In view of investors’ growing confidence, the German bond market proved to
be very buoyant in 1989. At DM 40.5 billion, foreign borrowers again accounted
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for a relatively large proportion of the total amount raised in the German bond
market (DM 125 billion). The bulk of the sales, however, consisted of domestic
bonds (DM 78.5 billion net, compared with only DM 35 billion in 1988). The
hopes of a recovery of the German capital market associated with the abolition
of withholding tax on domestic interest income were thus fulfilled.

After the severe setback in 1988 (redemptions totalling DM 11 billion net), bank
bonds in particular made a remarkable come-back. At DM 52.5 billion in 1989,
they accounted for the lion's share of the funds raised in the bond market. The
banks primarily issued “other” bank bonds (DM 39 billion net). This flexible
instrument for funding lending to enterprises and individuals is increasingly
being used, inter alia by smaller banks, especially since there is no need for
special cover funds from lending and investment business for such issues.

The public sector, which was able to reduce its deficits quite strongly (see
p. 23), had far less recourse to the bond market in 1989, at DM 25.5 billion, than
in the preceding years. Traditional Federal bond issues with maturities of ten
years were its principal source of funds; these are particularly popular among
foreign institutional investors. The Federal Government received DM 4 billion
from ongoing sales of its five-year special Federal bonds. In the case of Federal
savings bonds, by contrast, redemptions and premature repurchases predomi-
nated (— DM 1.5 billion). For the rest, sales of Treasury financing paper (which,
however, are not included in public sector bond market debt on account of
their comparatively short maturity) were strikingly high.

Issuing activity in the market for foreign Deutsche Mark bonds was quite brisk,
especially in the first few months of 1989. Mainly because of its exemption from
withholding tax, this paper was of particular interest to domestic and foreign
buyers at that time, and they therefore accepted a yield discount of between Vs
and %2 percentage point on comparable domestic Deutsche Mark issues. Upon
the abolition of withholding tax on domestic interest income as from July 1,
1989, these relative advantages of the foreign bond market ceased to apply.
Even in the second half of the year, however, the Deutsche Mark remained an
attractive international bond currency. Altogether, foreign Deutsche Mark
bonds to the amount of DM 23 billion net were sold in 1989, compared with DM
28.5 billion a year before. In future, this market segment will probably benefit
from the fact that the minimum maturity of foreign issuers’' Deutsche Mark
bonds was reduced to two years as from July 1, 1989, and that the obligation to
report envisaged issues to the Bundesbank ceased to apply at the same time.
These measures also open up the possibility of issuing what are known as
“medium-term notes” denominated in Deutsche Mark, and facilitate the use of
swaps.

The declining inflow of capital to bond-based investment funds (those open to
the general public), which, by virtue of the composition of their fund assets,
enable private investors to purchase indirectly in foreign markets, must be
rated an additional indication of investors’ return to the domestic capital
market. In particular, foreign funds, which had met with great interest among
investors in 1988 (mainly for tax reasons), had to accept a halving of the inflow
from Germany to them, to DM 6.5 billion, in 1989. Domestic bond-based funds,
roughly two-thirds of whose fund assets, on an average, were invested in
foreign bonds at the end of 1989, fared better on the whole, with sales of units
amounting to DM 16 billion, but in their case, too, the inflow of resources
slackened sharply as from spring 1989.



Sales and purchases of bonds in the Federal Republic of Germany*
DM billion
Sales of domestic bonds 1
Memo item
of which Sales of Balance of
Sales of foreign transactions
Sales, Bank Public foreign investment | with non-
Year total Total bonds bonds bonds 2 fund units 2 | residents 3
1985 1034 76.1 33.0 427 275 — 041 + 44
1986 103.8 875 295 57.8 16.4 - 01 + 428
1987 113.3 88.2 28.4 59.8 248 04 + 98
1988 102.8 35.1 -11.0 46.2 54.7 131 — 65.6
1989 125.2 78.4 524 256 405 6.3 — 243
Purchases b
domestic non-banks 5
banks (incl. Foreign
Purchases, |the Bundes- Domestic Foreign investment | non-
total bank) 4 Total bonds bonds fund units | residents 2
1985 103.4 325 39.4 15.9 237 - 01 315
1986 103.8 324 123 - 03 127 — 01 59.1
1987 1133 436 347 113 230 04 35.0
1988 102.8 346 66.2 28 510 124 2.1
1989 125.2 147 88.0 46.9 36.1 6.0 225
* Including foreign investment fund units. — 1 Net sales at market values plus/less changes in issuers’
holdings of their own bonds. — 2 Transaction values. — 3 Purchases of domestic bonds by non-residents less
sales of foreign bonds and investment fund units to residents; — = capital exports, + = capital imports. —
4 Book values. — 5 Residual.
Discrepancies in the totals are due to rounding. BBk

(c) Buoyant share market

1989 was a year of light and shade in the German share market. Record
amounts raised, rising share prices and growing turnovers bore witness to the
German share market’s impressive performance as a source and transmission
centre of liable capital. Despite the favourable tone of the stock exchange,
however, it did not prove possible — as already mentioned — to induce
domestic investors to buy more, and more durably, in the domestic share
market, thereby basing this market more firmly in Germany.

In the first few months of 1989 the favourable basic tone of the share market
was adversely affected at times by uncertainties about further interest rate and
exchange rate movements. The share price increase which had been in
progress since the end of January 1988 consequently came to a temporary
halt. In the course of the spring the strength of the economic upswing, which
was emerging more and more clearly, affected sentiment in the stock market.
In the early summer, when interest rate fears abated and stimuli imparted by
foreigh stock exchanges' gave the German market an additional boost, a
downright bullish mood arose for a while. Foreign investors, in particular,
increasingly purchased German equities, the prices of which were now rather
moderate by international standards. At the beginning of October 1989 share
prices — as measured by the index of the Federal Statistical Office — were
just over one-quarter higher than at the end of 1988.

A little later, the German share market came under the impact of the slump in
prices on the New York Stock Exchange on Friday, October 13. This
“mini-crash” resulted in panic selling on the following Monday by many
domestic private investors — selling which was probably due to their experi-
ence of the stock market crash of October 1987. The upshot was the steepest
fall in share prices on a single day since the Second World War, at more than
—120%0. In point of fact, market conditions were much more stable than in
1987, because one-half of the price losses was made good again as early as
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the following day. In the further course of 1989 a positively euphoric sentiment
gained ground in the share market at times in connection with the upheavals in
the GDR. Fuelled by foreign investors’ strong demand, which more than offset
the simultaneous sales by domestic private investors, share prices reached
all-time highs on several occasions. In the middle of April 1990 they were about
700 above their peak value of April 1986; compared with the low of January
1988, the price level had virtually doubled by that time.

The ups and downs of share prices are undoubtedly a characteristic feature of
the stock market. However, this should not cause one to lose sight of the fact
that exaggerated price swings, even if — as in October 1989 — they are
quickly cancelled out by succeeding events, involve a danger of adversely
affecting the share market in its macro-economically important functions. On
the other hand, any attempt to steady share price movements by means of
purely organisational/technical measures, such as by discontinuing trading in
the event of major price leaps, is questionable, if only in the light of regulatory
considerations. Still larger purchases by domestic institutional investors, even
in the event of the full utilisation of the existing investment opportunities, can
only be expected to make a limited contribution to steadying the share market.
In the final analysis, therefore, there seems to be no alternative to efforts to
strengthen the standing of the share as a long-term investment instrument in
the eyes of the general public, so as to reduce the dependence of the narrow
German share market on foreign investors, who invest primarily at short
term.

Against the background of the buoyant investment activity and rising share
prices, many enterprises raised more capital through the stock exchange in
1989. Altogether, domestic enterprises placed new shares to the record
amount of DM 19.5 billion (market value); in the previous record year 1986,
sales had come to DM 16.5 billion. What is gratifying is that 26 enterprises
“‘went public” last year. In addition, more than 50 enterprises (mostly private
limited companies) decided to transform their previous legal form into that of a
public limited company. As a result, the total amount of shares in circulation
increased by a further DM 4 billion (nominal value). It would be desirable for
even more firms, out of the “pool” of about 400,000 private limited companies
in the Federal Republic of Germany, to apply for listing on the stock exchange
in future.

(d) The “financial centre Germany” strengthened

In 1988, just as in the previous years, important measures were taken to enable
the financial centre Germany to adjust to the constantly changing requirements
in the field of financial services and to enhance its attractiveness in competition
with foreign financial centres. The amendment of the German Stock Exchange
Act which came into force on August 1, 1989 provides the statutory framework
for successful operations by the German Financial Futures Exchange. In
particular, a major obstacle to banks’ option dealings and futures contracts
with private investors has been done away with through the curtailment of the
so-called “time and difference plea”. Under the new provisions, the capacity to
enter into futures contracts “by virtue of information™ has been introduced.
This implies that individuals, too, have to meet their obligations if their bank has
informed them in a legally prescribed manner about the risks posed by option
dealings and futures contracts. Moreover, through the amendment of the Stock
Exchange Act, the EC Directive on the mutual recognition of stock exchange
admission prospectuses in the European Community has been incorporated in
German law; this facilitates access to the German capital market for issuers
from other EC countries, and indirectly for issuers from third (non-EC)
countries as well. Finally, the way has been paved for listing securities on
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German stock exchanges in foreign currencies or in a unit of account (ECU or
SDR). Since January 1990 the Bundesbank has no longer been raising
objections to issues of bonds or borrowers’ note loans denominated in foreign
currencies or ECUs in Germany or by residents, and since then the private use
of special drawing rights has been permissible to the same extent as the
private use of ECUs. These measures provide additional options for issues of
and trading in securities in Germany. At the same time, conditions for the
inclusion of the German stock markets in international share placements are
eased.

The opening of the German Financial Futures Exchange (Deutsche Termin-
bdrse — DTB) in Frankfurt in January 1990 marked the beginning of a new
chapter in the history of the German stock market. This may well have
far-reaching consequences for the future pattern of the stock exchanges in
Germany. By its range of internationally familiar instruments, which is to be
extended step by step (instruments which can be used at comparatively low
cost for hedging and speculative purposes), a gap in the financial centre
Germany from which competing foreign financial centres have hitherto profited
will be closed. In contrast to official spot dealing, which in Germany is
traditionally carried out on the stock exchange floor and by auction, the new
futures exchange is fully computerised and operates by the “market-maker
system”. In addition, bilateral off-the-floor trading, partly using different,
competing visual information display systems, is also being practised at
present. Which forms of organisation will ultimately become generally accepted
for stock exchange dealing can only be decided under conditions of competi-
tion.

Through the Financial Market Promotion Act, which entered into effect on
March 1, 1990, the abolition of capital transfer tax, which has long been called
for, is being implemented in stages. According to this Act, securities transfer
tax will be abolished as from January 1, 1991, and company tax and stamp duty
will follow one year later. As a result of the abolition of securities transfer tax, in
the case of certain securities transactions a not inconsiderable cost disadvan-
tage relative to foreign stock exchanges will be removed. At the same time this
will lead to equal treatment of public bonds, which are mostly issued as
value-rights and which have not been subject to securities transfer tax hitherto,
and the other types of securities traded in the German market. Together with
the Bill on the Abolition of the Issue Authorisation Procedure pursuant to
sections 795 and 808a of the German Civil Code (which Bill is still under
discussion in Parliament), this opens up an opportunity of establishing a market
for short-term debt instruments in Germany in future. With the abolition of
Company Tax, a long-standing type of discrimination against the procurement
of capital relative to financing by incorporated enterprises through borrowed
funds will disappear as from 1992. Finally, the abolition of stamp duty included
in the Act will permit lower-cost financing for small and medium-sized
enterprises. The Financial Market Promotion Act also contains amendments of
investment fund legislation in the context of the Investment Fund Directive Act;
these will considerably extend investment funds’ business opportunities,
especially by allowing them access to financial futures contracts on the
German Financial Futures Exchange and by granting the option in future of
holding liquid resources in specific money market instruments rather than in
bank balances. A good deal still remains to be done, however, to foster the
financial centre Germany. In this connection it is to be welcomed that a
discussion group has been formed under the direction of the Federal Ministry
of Finance in which all the responsible bodies are to work together in order to
further strengthen the standing of the financial centre Germany in the global
competitive environment.



lll. International monetary trends and policy
1. Exchange rates and exchange rate policy

In 1989 trends in the foreign exchange markets as well as the exchange rate
policies of major countries were dominated for a long time by the regained
strength of the dollar. According to the method of calculation used by the
Bundesbank, the weighted external value of the US currency rose by 13%o from
the end of 1988 to mid-June 1989 and subsequently declined only a little up to
mid-September. The firming of the dollar reflected particularly strong rises in its
rate vis-a-vis the yen and the pound sterling as well as in relation to the
Deutsche Mark and the currencies that participate along with it in the exchange
rate mechanism of the EMS. By contrast, the US dollar declined slightly against
the Canadian dollar. International interest rate movements initially fostered the
general recovery of the US dollar. Up to March 1989 short-term interest rates
rose distinctly more strongly in the United States than in Japan and the United
Kingdom. The dollar benefited in addition from the withholding tax temporarily
introduced in the Federal Republic of Germany. It also gained from various
political factors; repeated government crises in Japan as well as the events in
China made themselves particularly felt.

From mid-September 1989 onwards the dollar declined again markedly. In
March 1990 its weighted external value was only 6% above the level it had
registered at the end of 1988. The shift in sentiment in favour of the Deutsche
Mark from the autumn of 1989 that was pointed out in an earlier section of this
Report led to a decline in the dollar rate vis-a-vis all the major currencies of
Europe. This development was also influenced by the fact that from spring 1989
onwards interest rates in the United States went down, whereas in Germany
they continued to rise at the same time; this gradually eliminated the yield
advantage of dollar assets, which had been an accepted fact up to then in
Germany. By contrast, the previously very strong rise in the yen rate of the
dollar was corrected to only a slight extent because the net outflows of capital
from Japan continued on a large scale. Basically speaking, there were three
reasons for this development: firstly, despite the fact that they had risen,
interest rates in Japan were distinctly lower than those in the United States,
with the result that the US currency remained attractive for Japanese investors
for interest rate reasons. Secondly, at the same time the levelling of interest
rates on assets denominated in dollars and Deutsche Mark, together with the
positive assessment of the German share market, enhanced the interest of
Japanese investors in DM-denominated assets. Since the US dollar serves as a
vehicle currency in foreign exchange transactions, the dollar rate vis-a-vis the
yen benefited directly from the demand for Deutsche Mark. Thirdly, recent
political uncertainties in Japan have led to stronger outflows of capital from that
country.

The rise in the dollar in the exchange markets in 1989 was inconsistent with the
persistently large current account deficits of the United States and the
surpluses of major partner countries, especially those of Japan and Germany.
This is all the more the case seeing that the external adjustment process in all
three of the main industrial countries faltered in the second half of 1988 and
even threatened to reverse itself. However, the recovery of the dollar not only
jeopardised the adjustment process; the corresponding depreciation of other
currencies at the same time made it more difficult for the countries concerned
to combat inflation. The strengthening of the dollar therefore triggered resolute
countermeasures on the part of the monetary authorities, with a role being
played at times by concerted dollar sales, in addition to the interest rate
policies they pursued primarily for domestic reasons. These sales were
particularly effective after the finance ministers and central bank governors of
the G-7 countries had publicly criticised the preceding rise in the dollar as
being inappropriate at their meeting on September 23, 1989 — when the dollar
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Deutsche Mark interventions in the EMS*
DM billion
+ = Deutsche Mark sales or expansionary impact on liquidity in Germany
— = Deutsche Mark purchases or contractionary impact on liquidity in Germany
Memo item
Affecting
Compul- Intra- liquidity in
Period sory marginal Total Germany 1
1979 2 Purchases - - 27 - 27 — 24
Sales + 36 + 8.1 +11.7 +11.7
Balance + 36 + 5.4 + 9.0 + 92
1980 Purchases — 69 - 59 —11.8 —11.1
Sales - + 10 + 1.0 + 06
Balance - 59 — 49 ~10.8 —105
1981 Purchases — 23 - 841 —10.4 —-11.86
Sales +17.3 +12.8 +30.1 +25.3
Balance +15.0 + 47 +19.7 +13.7
1982 Purchases - — 94 — 94 - 25
Sales + 3.0 +12.8 +15.8 + 6.1
Balance + 3.0 + 34 + 6.4 + 3.6
1983 Purchases —16.7 —191 —35.8 —204
Sales + 83 +129 +21.2 +126
Balance — 84 — 6.2 —~145 - 78
1984 Purchases - —289 —289 - 30
Sales + 47 + 76 +123 + 44
Balance + 47 —214 - 166 + 14
1985 Purchases - —29.1 —291 - 02
Sales + 04 +30.8 +31.1 -
Balance + 04 + 16 + 20 - 02
1986 Purchases -190 —336 —-526 —122
Sales + 441 +74.0 +78.1 + 38
Balance —148 +404 +255 — 84
1987 Purchases — —47.8 —47.8 - 73
Sales +15.0 +617 +76.8 +254
Balance +15.0 +13.9 +289 +18.1
1988 Purchases - —26.8 —268 -~ 6.1
Sales - +16.3 +16.3 -
Balance - —-105 -105 - 6.1
1989 Purchases — —204 —204 — 30
Sales + 5.0 + 86 +13.6 + 3.0
Balance + 50 —11.8 -~ 68 0.0
Selected periods, net
December 20, 1988 to March 20, 1989
Recovery of the dollar;
calm in the EMS - — 82 — B2 -
March 21 to March 23, 1989
Dollar firm; Danish krone at the lower
intervention point in the EMS + 17 - 03 + 14 —
March 24 to September 15, 1989
Dollar rising further, with fluctuations;
calm in the EMS — —106 —106 -
September 16, 1989 to January 11, 1990
Dollar falling sharply against the Deutsche Mark;
Deutsche Mark firm in the EMS + 34 + 82 +11.5 0.0
January 12 to end of March 1990
Dollar rising slightly;
Deutsche Mark falling in the EMS - —10.7 --10.7 —
* Deutsche Mark interventions by other central banks participating in the EMS exchange rate mechanism and
EMS interventions by the Bundesbank; classified by date of transaction. Partly revised figures. — 1 Indicates
the extent to which Deutsche Mark interventions in the EMS and the settlement of creditor and debtor positions
in the EMCF affected the net external position of the Bundesbank and thus the banks’ provision with central
bank money. — 2 From the beginning of the EMS on March 13, 1979.
Discrepancies in the totals are due to rounding. BBk

already appeared to be “overplayed” in the markets in any case for speculative
reasons — and had reaffirmed the fact that their countries were willing to
cooperate. In 1989 net sales of dollars by all the 19 countries that participate in
the “concertations” amounted to no less than US$ 75 billion, with the United
States and Japan contributing more than US$ 40 billion, and the Bundesbank
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over US$ 4 billion. The large-scale interventions by the United States were
divided more or less equally between purchases of yen and Deutsche Mark. In
the final analysis, adjustments in interest rates and foreign exchange market
operations tended to bring the exchange rate movements of the Deutsche
Mark and the dollar better into line again with the needs for international
adjustment. By contrast, Japan’s progress in reducing its current account
surpluses through the considerable effective depreciation of the yen (by 200/
in real terms from the end of 1988 to March 1990) could be called into question
if the movement of the exchange rate of the Japanese currency does not
reverse itself in the near future. Economic policy in Japan thus continues to be
faced with the need to take determined action to counteract the depreciation of
the yen.

The EMS has witnessed three striking developments: Spain’s accession to the
exchange rate mechanism in June 1989, the narrowing of the band for the lira in
January 1990 and the abolition of the two-tier foreign exchange market in
Belgium-Luxembourg in March 1990. Spain opted for the time being in favour
of a wider margin of * 60/, thus making allowance for its current economic
situation, characterised as it is by serious imbalances. Moreover, the central
rate of the peseta vis-4-vis the Deutsche Mark was set at a level slightly below
the market rate ruling at the time, after the peseta had already weakened
distinctly from the end of May 1989 onwards. High interest rates in Spain, which
were necessary in view of the country’s inflation and balance of payments
problems, made the peseta appear attractive again after it had joined the
exchange rate mechanism. As a result, its rate vis-a-vis the Deutsche Mark
firmed distinctly at first, but has weakened markedly again in the meantime. The
Italian lira, which had participated in the EMS since 1979 with a wider margin of
fluctuation of + 600, is now among the currencies with a normal margin of
fluctuation of * 2.250/0. The adjustment was effected by ltaly maintaining the
previously existing lower intervention points vis-a-vis the currencies with a
narrow fluctuation band, thus shifting the bilateral central rates of the lira
correspondingly downwards by approximately 3.7 0/0. Since the market rates for
the lira had previously fallen far below the relevant central rates, the correction
in the central rates for the lira did not cause any renewed shift in market rates,
but only consolidated the pattern of exchange rates that already existed in the
markets. With the abolition of the two-tier foreign exchange market, in which
the exchange rate margins of the EMS did not apply to financial transactions,
Belgium and Luxembourg complied with a demand that had been being made
by their partners for many years. Thus, Spain, Italy and Belgium-Luxembourg
have undertaken major steps to take account of the requirements of the first
stage of economic and monetary union, which is due to begin in July 1990; this
includes not least the demand that all member states of the EC should
participate in the EMS on the same conditions.

Apart from these developments, trends within the EMS were characterised by
repeated bouts of weakness on the part of the Danish krone, leading to
compulsory Deutsche Mark sales. Excluding the special case of the peseta,
most other currencies participating in the exchange rate mechanism moved
below their central rate vis-a-vis the Deutsche Mark. However, within this
general context the lira, in particular, initially strengthened until well into
September, prompting the Banca d’ltalia to undertake sizeable intramarginal
Deutsche Mark purchases, only a small proportion of which was re-injected
into the market in the subsequent period of weakness of the Italian currency.
The mostly lower rates of the other currencies participating in the exchange
rate mechanism vis-a-vis the Deutsche Mark, despite the rise in the dollar, were
a sign of the innate strength of the Deutsche Mark, which was not generally
reflected again in the foreigh exchange markets until the autumn. It was, and
still is, also mirrored in the fact that the partner currencies of the Deutsche



Components of global monetary reserves*
USS$ billion
Change
due to trans- due to valuation
Level at end of year Total actions 1 adjustment 2

Type of reserves 1987 1988 1989 p [ 1988 1989 p | 1988 1989 p | 1988 1989 p
Gold 3 39.9 39.9 396 + 00 — 03| + 00| — 03 - -
Special drawing rights 28.7 271 269| — 15( — 02| — 01| + 04| — 14| — 06
Reserve positions in the IMF 446 38.0 335| — 66| — 46| — 44| — 37| — 22| — 08
Official ECU balances 76.1 63.6 620 —125( — 16| — 34| + 00 — 91| — 16
— against gold 46.4 39.8 375 — 66| — 23| + 02| — 00| — 68| — 23
— against US dollars 25.3 23.8 245 - 151 + 07| + 07| + 01| — 22| + 07
— arising from very short-

term financing 44 - —{ — 44 -] — 42 - | — 02 -
Private ECU balances 52 12.8 204 + 76| + 76| + 85| + 73| — 10| + 03
Foreign exchange 564.1 5873 627.5| +232| +402( +39.1| +426( —159| — 24

US dollars 4 3760 3766| 3814 + 06| + 49| + 06| + 49 - —

Deutsche Mark 4 878| 101.0| 1303 +132| +294 | +243| +239| —11.2| + 55

Japanese yen 4 43.2 458 512 + 26} + 84| + 37| +11.7| — 11| — 63

Pounds sterling 14.0 17.4 186 | + 34| + 12 + 40| + 33 — 06| — 22

French francs 6.2 9.2 109| + 30 + 17| + 40| + 12| — 10| + 05

Swiss francs 8.5 8.9 87 + 04| — 02| + 18| — 00| — 14| — 02

Dutch guilders 6.1 59 58 — 03| — 01} + 05| — 03] —07] + 02

Other and unidentified

assets 223 226 205 + 03| — 21| + 03| — 21 - -
Total reserves 7586 7688 8100 +102| +41.1( +39.7| +463( —295| — 5.1
* Gross monetary reserves of all IMF member countries plus Switzerland and Taiwan. — 1 Where the mon-
etary reserves are not denominated in gold and dollars, the changes in units of the reserve asset concerned
have been converted into dollars at average rates based on the rates on the relevant reference dates. In the
case of the other and unidentified assets, the changes due to transactions have been equated with the changes
in levels. Where the ECU balances are based on the contribution of gold and dollars to the EMCF, the changes
in these gold and dollar contributions are shown. — 2 Difference between the change in levels and the change
due to transactions; also includes the gold-price-induced change in the ECU balances based on the
contribution of gold to the EMCF as well as the exchange-rate-induced change in levels. — 3 Vaiued at US$
42.22 per ounce of fine gold. — 4 Including partly estimated assets of Taiwan. — p Provisional.
Discrepancies in the totals are due to rounding.
Sources: IMF; EMCF and Committee of EC Central Bank Governors. BBk

Mark are favoured by interest rate differentials above and beyond the extent of
the respective inflation differentials. The interest rate policies of the other
member states of the exchange rate system are partly directed towards
avoiding the depreciation of their currencies but are also helping to inwardly
strengthen the cohesion of exchange rates, despite, in some cases, the lack of
convincing coordination with other policy areas, such as financial policy. The
global economic upswing is conducive to these endeavours, in that it prevents
any conflicts of aim from arising for the time being. In order to ensure that
excessive demands are not made on monetary policy over the longer term, it is
an urgent matter for it to be given greater support in all countries by general
economic policy and financial policy, in particular.

Primarily as a result of the large-scale interventions in the foreign exchange
markets by the monetary authorities, global monetary reserves rose by US$ 41
billion in 1989, when comparing the value of reserve holdings in terms of the US
dollar at the end of 1988 and the end of 1989. This figure includes considerable
valuation-induced changes in holdings of individual reserve assets. After
eliminating these effects, global monetary reserves increased by US$ 46 billion.
The major driving forces behind this growth in reserves were purchases of
Deutsche Mark and yen by the United States, intramarginal purchases of
Deutsche Mark by participants in the EMS exchange rate mechanism and
Deutsche Mark purchases by a nhumber of other countries in Europe. There
was also a rise in balances of private ECUs resulting from diversification
operations. Although the dollar interventions by Japan, Germany and other
countries to support their respective currencies constituted a counterweight to
this, these dollar sales were accompanied by inflows of dollars from outside the
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market, not least in the form of interest received on investments of reserve
assets. On balance there was therefore a slight rise in US dollar reserves. Of
the adjusted growth in global monetary reserves, however, the greater part was
accounted for by the Deutsche Mark and the yen (US$ 24 billion and US$ 12
billion, respectively). Statistically recorded Deutsche Mark reserves thus
increased to DM 221 billion, or US$ 130 billion. This corresponds to a share of
19.40/% in global foreign exchange reserves; the dollars contributed to the
EMCF and investments in private ECUs, which are comparable to foreign
exchange reserves in some respects, have been included in the calculation.

2. International financial markets

In 1989 the international money and capital markets reflected the favourable
macro-economic environment in the western industrial countries. Risks did,
however, become apparent in a number of subsectors, inter alia in connection
with the financing of corporate takeovers; they gave rise to disturbances at
times, as could be seen, in particular, in the renewed increase in volatility in the
share markets as the year progressed. But the combination of strong
economic growth with simuitaneous relatively low rates of inflation prevailing in
most western industrial countries made the financial markets remarkably
resilient with respect to sectoral problems. One sign of the basically stable
state of the markets was, for instance, the fact that the sustained large current
account imbalances of a number of industrial countries were largely financed
by private capital flows. According to OECD statistics, all the fresh medium and
long-term funds raised in the international financial markets in 1989 amounted
to US$ 430 billion in gross terms, after US$ 450 billion in 1988. Judging by the
figures for the first three quarters of the year, on a net basis and including
short-term and undisclosed international bank loans, 1989 probably witnessed
a renewed surge in aggregate borrowing in the international financial mar-
kets.

The volume of international bonds issued in 1989 was 100 higher than in the
preceding year. The main reason for this development was the doubling in
comparison with 1988 of the volume of convertible and option bond issues, to
approximately US$ 80 billion, 8790 of which was accounted for by Japanese
borrowers. They benefited from the rise in prices on the Tokyo stock exchange
because purchasers of convertible and option bonds were content with low
interest yields in the expectation of further price gains. The inflows of borrowed
funds boosted Japan's capital exports, which were large anyway owing to the
surplus on current account and were once again caused by the direct and
portfolio investment of Japanese financial institutions and enterprises. Banks
were also among the issuers of low-yielding convertible and option bonds in
order to come closer to the improved capital ratios that were internationally
agreed upon in 1988. However, in the recent past the growing volatility of the
stock markets has imposed limits on the placement of bond issues designed to
strengthen capital ratios.

The volume of net fresh international lending by banks to final borrowers in the
first three quarters of 1989 also exceeded the figure for the preceding year. As
in the past, it was aimost exclusively industrial countries which benefited from
the buoyancy of international lending activity. The banks further reduced their
exposure to developing countries. Commercial banks also exercised restraint
in their lending to eastern Europe, where only the Soviet Union was granted an
appreciable amount of new funds. After the tempestuous rates of growth in the
preceding years, interbank lending and deposit operations subsided again, this
being a field of activity that was once again largely dominated by the balance
sheet and arbitrage operations of Japanese credit institutions.



The banks showed greater caution than in earlier years with respect to the
financing of large-scale corporate takeovers, after a number of spectacular
cases of payment difficulties had materialised. The heightened awareness of
the risks in this field was reflected above all in the massive falls in the prices of
high-yielding junk bonds. Especizally in the United States, and in the United
Kingdom as well, paper of this kind was issued to raise a large part of the funds
needed to buy up firms or replace the short-term interim financing of such
funds. Foreign banks, too, purchased such paper. The sharp fall in the prices of
junk bonds not only jeopardised the financing of current and planned takeovers
and follow-up financing operations but also imposed new burdens on the
earnings position of credit institutions that had acquired such paper. However,
the risks of incurring losses on the estimated volume of some US$ 200 billion
in junk bonds outstanding, which could grow even larger if there is a setback in
economic activity or a rise in interest rates, are focused to a great extent on US
banks and to a lesser degree on UK and Japanese financial institutions as well.
A market in junk bonds has not established itself so far in continental Europe.
The heyday of leveraged buy-outs, as this variation of corporate takeovers with
a minimum capital input is called, is probably over in the United States, too.
Today, there are quite a number of enterprises that have manoeuvred
themselves to the brink of their borrowing capacity under the guidance of their
investment banks, and whose ability to survive has become excessively
dependent on the further trend in economic activity and interest rates. The fact
that the investment firms operating in this market have assumed a considerable
risk is reflected in the circumstance that one of the major operators in the
United States has become insolvent in the meantime. There has been a marked
rise in the number of corporate takeovers and mergers in Europe, too, as a
consequence of new market strategies tailored to the needs of the Single EC
Market. The buyers, however, are in most cases enterprises in a strong
earnings position with correspondingly large liquid reserves. Bank loans, in
particular, have played a major role in the financing of corporate takeovers in
Europe.

The importance of capital as a buffer against risk is underlined by the
developments described above. The supervisory authorities, too, are en-
deavouring to subject financing companies that conduct securities business to
stricter capital adequacy standards. These companies, incidentally, are still not
subject to any internationally harmonised rules, whereas credit institutions are
already following a recommendation of the Basle Committee for Banking
Regulations and Supervisory Practices. The provisions of a new EC Directive
envisaging a capital ratio of at least 80/ as from 1993 with respect to a bank’s
assets and off-balance-sheet items, weighted according to the risk content, are
at present being incorporated in national law. As far as Germany is concerned,
a particular need is seen, as the negotiations in the EC progress, to subject
investment firms that are not covered by the definition of a bank in countries
with a specialised banking system (e.g. the United States, Japan) to the more
restrictive capital standards that apply to banks. The aim behind these
endeavours is to bring about the necessary safeguarding of the national and
international financial systems in a way that is as neutral as possible in terms of
competition and is non-discriminatory. In principle, what this means is that the
same transactions imply the same risks and require the same supervisory
rules. If less stringent criteria were to be applied to investment banks under
systems with specialised banking services, universal banks could be forced for
cost reasons to transfer their securities activities to legally independent
subsidiaries abroad. Such a shift in the location of business operations would
not only raise new supervisory problems but also be contrary to the trend
towards “one-stop” financial institutions, i.e. the provision of all kinds of
financial services “under a single roof”. However, the growing together of the
financial markets as well as the large number of financial innovations that have
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Changed prospects
for the international
financial markets
through the up-
heavals in eastern
Europe

Net lending in the international financial markets
US$ billion
1988 1989
Item 1986 1987 1988 January to September
A.International bond markets
1. Gross issues 220 181 220 166 197
2. Redemptions and repurchases 59 71 82 58 63
3. Net issues 161 110 138 108 134
B.Net placements
of Euro-notes 12 23 20 20 10
C.Net bank lending 1 180 300 225 175 235
D.Financing facilities, total
1. Total net financing
of the market segments
(A3 plus B plus C) 353 433 383 303 379
2. Double-counting among the
above market segments 2 83 53 68 51 45
3. Total financing facilities, after
adjustment for double-counting 270 380 315 252 334
1 Change in the cross-border claims on final borrowers of the banks reporting to the BIS, adjusted for
exchange-rete-induced and statistical influences. — 2 Banks’ bond purchases, as well as bonds and
Euro-notes issued by banks to fund their lending.
Source: BIS. BBk

appeared in recent years have not only created a new need for regulation but
have accelerated the process of liberalisation and deregulation at the same
time. For example, in spring 1989 the industrial countries of the west agreed on
extended liberalisation requirements under the relevant OECD codes govern-
ing capital movements and financial services. Endeavours are also being made
in the context of the current round of negotiations within the General
Agreement on Tariffs and Trade (GATT) to come closer to the object of
ensuring neutral competitive conditions for financial services through the
dismantling of protectionist regulations.

After the radical changes in eastern Europe, the capabilities and stability of the
international financial markets will be faced with new challenges. Over the
longer term the objective will be to integrate the countries of eastern Europe
into the western system of free, global financial markets that are the adjunct of
a free global trading system. It will be necessary in the first instance to
introduce structural reforms in keeping with a free market economy in these
countries, together with a two-tier banking system comprising a central bank
and commercial banks as well as money and capital markets. Not until the
elementary prerequisites for a control of productive capacities through market
prices and wages, market interest rates and the generation of corporate
earnings in a free market system have been created will the countries of
eastern Europe be able to mobilise the additional private venture capital in the
international financial markets that they urgently need to rehabilitate their
economies. In this context, government bridging loans, loan guarantees and
interest rate subsidies provided by foreign countries can only g<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>