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Part A: General part

The currency
and the economy in 1988



|. The global economic setting

Business activity in the Federal Republic of Germany developed against a
favourable global economic background in 1988. Although the beginning of the
year was still overshadowed by the slump in share prices of autumn 1987, it
soon turned out that the economic upturn was relatively unaffected by the
turmoil in the financial sector. In 1988 the industrial countries recorded their
second best performance of the eighties, with real growth running at 4%o;
moreover, this result was achieved in the sixth consecutive upswing year.
Production growth in the individual countries was accompanied by a strong
expansion of world trade (+99% in real terms), which was more than twice as
steep as the rise in the GNP of the industrial countries. Besides the sustained
intensification of the global division of labour and world trade, a mounting role
was played by the ever-higher utilisation of production capacity world-wide and
the fact that countries were increasingly availing themselves of the option of
drawing on their trading partners’ resources.

Under these buoyant conditions, the short and long-term economic driving
forces often proved to be mutually reinforcing. In most countries monetary
policy initially continued to pursue an expansionary course in 1988, since the
possibility of a crisis of confidence owing to the stock market crash was to be
forestalled by the provision of more liquid funds and the reduction of interest
rates. The foreign exchange markets, which had been thrown somewhat off
balance towards the end of 1987 by the depreciation of the dollar, also reverted
to better equilibrium. The fruits of the longer-term improvements undertaken
on the supply side likewise emerged more and more clearly. In particular, they
included the fact that productivity was continuing to increase, contrary to the
usual trend during a sustained upswing; this owed very much to enhanced
capital formation and a trend in corporate profitability which fostered capital
spending. In a number of countries, moreover, the economic policies geared to
removing structural obstacles to growth which had already been pursued for
some years began to pay off; the reduction of the marginal tax burden on
income earned in the production process, which reduction was initiated in
major countries, is worthy of special mention in this connection.

Although spare capacity was gradually becoming scarcer in the industrial
countries, economic growth in 1988 remained comparatively free of tensions
for a long time. On the labour market demand picked up sharply; it generally
met with a flexible manpower supply, so that employment expanded consid-
erably. In some major countries, such as the United States and Japan, the
demand for labour is meanwhile so high relative to the number of those
registered as looking for work that any further increase in it would be likely to
spark off additional domestic price and cost rises. In western Europe the
number of unemployed remained comparatively high, however, notwithstanding
the expansion of employment. But there is little evidence to suggest that this is
due to any general lack of demand; it is, rather, attributable to intractable
structural problems, not least including the fact that the adjustment of
employment to industrial change is proceeding only relatively slowly owing to
rigidities on the labour market. In specific fields — particularly in the case of
qualified personnel in high-growth regions — there have already been increas-
ing signs of a labour shortage. Unlike the situation in earlier boom periods,
wage rises have generally remained moderate so far, even if the growth rate of
actual earnings in some countries — especially in the United States and the
United Kingdom — has accelerated distinctly. In the wake of impressive
productivity gains, the cost pressure exerted by wages and salaries remained
within strict limits for a fairly long time. In 1988, viewed as a whole, price rises in
the industrial countries, at 3.2%0, were comparatively low; they were only a little
higher than in 1987 (3.0%b0).

Strong economic
upswing in the indus-
trial countries in 1988

Long-term conditions
for growth improved

Economic growth in
1988 still generally
free of tensions



Increase in
inflationary risks in
the course of 1988

External disequilibria
among the industrial
countries remain
pronounced

Key macro-economic variables
in selected industrial countries

Real domestic Consumer Balance on
Real GNP 1 demand prices 2 current account

1987 I 1988p [ 1987 1988p [ 1987 1988p | 1987 l 1988 p

Country Change from previous year in % US$ billion
Industrial countries 3 + 33 + 41 + 37 + 43 + 30| + 32|4-442 |4-561
of which
European
industrial countries + 27 + 38 + 37 + 44 + 29} + 32| + 399| + 187
of which
Germany + 18 + 34 + 31 + 35 + 02| + 12| + 456 + 487
°(+81.2)[° (+85.2)
France + 23 + 34 + 34 + 37 + 31| + 27| - 41| - 38
United Kingdom + 43 + 44 + 43 + 62 + 42| + 49| — 43| - 254
Italy + 341 + 37 + 4.6 + 41 + 47 + 50 — 11| - 42
United States + 34 + 38 + 30 + 3.0 + 36| + 41| —1540( —1353
Japan + 45 + 57 + 52 + 77 + 01 + 07| + 870 + 795
Canada + 4.0 + 42 + 47 + 5.1 + 44| + 41| - 80 - 73

1 Real GNP/GDP. — 2 Cost of living index. — 3 OECD countries excluding Greece, Portugal and 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 pronounced deficit, which, according to IMF calculations, came to roughly US$ 60 billion in 1988. —
p Provisional. — ° Calculated in DM billion.

Sources: IMF and national statistics. BBk

Price conditions deteriorated world-wide, however, in the course of 1988, with
the result that more attention had to be paid to inflationary risks again after
several years of progressive containment of price rises, extending as far as
complete price stabilisation in individual countries. The growing demand for
raw materials associated with the expansion of output in the industrial
countries (as well as some speculative stockbuilding) resulted in a consid-
erable increase in commodity prices on world markets. After the OPEC
conference at the end of November 1988, the oil price started to move upwards
as well. In many countries whose currencies had depreciated during the year
against the US dollar, the main transaction currency on the commodity
markets, the imported inflationary trends were reinforced by exchange rate
movements. The very high level of capacity utilisation, in conjunction with the
plentiful supply of liquid funds, in many cases opened up scope for raising
prices, which was increasingly exploited. At the end of 1988 consumer prices in
the industrial countries were 3.6 9%/ higher than a year before. In some countries
current inflation rates have admittedly remained relatively low so far (as
compared with previous upswings); however, there is a definite risk of
imported and domestically generated inflationary tendencies there mutually
reinforcing each other.

The pronounced external disequilibria which still exist constitute a potential
handicap for the world economy. In the United States the current account
deficit came to over US$ 135 billion in 1988 in spite of an exceptionally strong
increase in exports; in Japan the current account surplus amounted to US$
79.5 billion and in Germany it came to US$ 48.5 billion (or DM 85 billion). In the
United States and Japan, admittedly, the current account deficits and sur-
pluses, respectively, decreased in 1988 as a whole; more recently, however,
the tendency towards a decrease has apparently come to a halt. Moreover, the
United Kingdom has rejoined the ranks of the countries running substantial
deficits; especially because of the heavy demand for imports on cyclical
grounds and the decline in earnings from North Sea oil, a deficit of US$ 25.5
billion (or £ 14.5 billion) was incurred in 1988. It is difficult to believe that
current account balances of these dimensions will not have an adverse impact
on global economic trends in the long run. Surpluses and deficits entail interna-



tional shifts in assets, which fact increases the risk of pronounced fluctuations
in interest rates and exchange rates, particularly since crises of confidence in
individual countries are possible. Furthermore, the risk of misallocations in the
real economy is likewise increasing. It is true that a better-balanced current
account pattern can be achieved only over the longer term. But if the external
adjustment process were not resumed, a sustained preponderance both of the
export sector in the surplus countries and of dependence on imports in the
deficit countries would have to be expected, and any subsequent adjustment
would be bound to turn out all the more painful.

In 1988, unlike in the preceding year, the current account disequilibria did not
weigh unduly heavily on the foreign exchange markets on balance. After the us
dollar had reached its lowest level against a number of currencies around the
turn of 1987-8, it stabilised comparatively quickly and thereafter appreciated
considerably, albeit with fluctuations. As a weighted average against the
currencies of 18 important industrial countries, the external value of the dollar
went up by 800 from the end of 1987 to the end of March 1989. Signs of
overheating in the US economy and fears of inflation gave rise to expectations
of an upturn in interest rates which were fulfilled in the course of the year,
owing partly also to a tightening of monetary policy. This made the dollar
increasingly attractive to foreign investors, especially since interest rate rises in
most countries temporarily lagged behind US interest rate trends. As the
exchange rate risk for the dollar was rated low, the interest rate advantage of
dollar investments resulted in massive inflows of funds into dollar assets, with
the result that the US currency came under considerable upward pressure at
times and central banks channelled substantial amounts of dollars into the
market through concerted interventions. The dollar reserves of some surplus
countries (particularly those of Germany) declined and the United States was
able to accumulate monetary reserves. Speculative exaggerations in the
foreign exchange market were admittedly interrupted briefly by the intervention
purchases and sales, but the predominant feature in 1988 was the appreciation
of the doliar.

After the preceding turbulence in the foreign exchange market, the end of the
dollar depreciation was certainly welcome. However, the subsequent upward
movement of the dollar was at variance with global economic requirements
inasmuch as the external adjustment process, in the sense of a reduction in
the US current account deficit, was slowed down or even brought to a
complete halt. Moreover, in the countries with depreciating currencies the fight
against inflation was impeded, as a large part of imports is invoiced in dollars
and dollar appreciations therefore have a direct impact on import prices. The
pound sterling and the Canadian dollar have likewise appreciated since the
beginning of 1988. By contrast, the Deutsche Mark has depreciated perceptibly
against the currencies of 18 important industrial countries, significant factors
here being not only the global interest rate and exchange rate situation but
also, as analysed in more detail below, the high level of capital exports
following the announcement of the levying of a withholding tax on domestic
interest income as from the beginning of 1989.

Within the exchange rate mechanism of the European Monetary System (EMS)
exchange rates hardly changed at all. It is now more than two years since the
last realignment. The main factor contributing to this exchange rate stability
was that the EMS countries have meanwhile made substantial headway in
stabilising their domestic price levels, so that no serious price discrepancies
have arisen. Another significant circumstance was that considerable amounts
of long-term funds flowed from Germany to the EMS partner countries in 1988,
which correspondingly facilitated the financing of current account deficits with
Germany.

Considerable
strengthening of the
US dollar in the
course of the year

Dollar appreciation
slows down the
external adjustment
process

All quiet in the
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System
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The generally favourable performance of the world economy in 1988 was
bolstered by the economic policies of the industrial countries. Especially after
the stock market crash of October 1987 the major industrial countries
cooperated closely in order to prevent an impairment of confidence and to
stabilise future expectations by means of a coordinated relaxation of monetary
policy. Interest rates were lowered and money markets were amply supplied
with liquid funds. In the course of 1988, however, there was a change of
emphasis since, in view of the undiminished vigour of the economic upswing,
attention was now focused more strongly on domestic and external risks. With
the United States leading the way, monetary policy was tightened appreciably
in the course of the year. Numerous central banks raised their interest rates
and squeezed liquidity, with the result that — taken in conjunction with market
trends — short-term money market rates and (to a lesser extent) long-term
capital market rates started to move upwards. The interest rates paid on
short-term assets approached those on long-term capital, and in some
countries actually exceeded them. This change in the interest rate pattern
attests, on the one hand, to the degree of restrictiveness of monetary policy,
which primarily affects short-term interest rates. On the other hand, it also
reflects the markets’ confidence in the ability and determination of central
banks to contain inflationary trends over the longer term. However, this
tightening of monetary policy does not constitute an international “interest rate
race”. Instead, the interest rate increases are a reflection of common en-
deavours to prevent an acceleration of domestic cost and price rises as early
as possible by means of monetary policy action. The prospects of achieving
this objective are not bad, as is shown by the containment of monetary growth
— especially in the United States, but also in a number of other countries.
However, a good deal of stamina will be required if, under the changed global
economic conditions, the stability successes achieved in earlier years are to be
safeguarded, especially since there is a risk in some countries of the latent
inflationary trends coming out into the open relatively quickly on account of the
high level of liquid funds.

The efforts on the part of monetary policy to reduce the domestic and external
economic tensions tended to be buttressed by fiscal policy last year in major
countries. The signs of overheating which emerged here and there in 1988
were counteracted by the fact that the aggregate public sector deficit in the
major industrial countries fell from 220/ of GNP to 1%0/0, not least because of
a strong expansion of tax revenue due to the growth of economic activity.! At
the same time fiscal policy took due account of the requirements of external
adjustment, even if a more spirited approach would have been desirable at
times in the interests of a faster reduction of the disequilibria. In the United
States the public sector deficit (including the social security funds and state
and local governments) declined from 2.3% to 1.9%0 of GNP. In the final
analysis, admittedly, the ceiling for the deficit as laid down in the Gramm-
Rudman-Hollings Act was not quite observed in the Federal budget. Given the
low private propensity to save in the United States and the high current
account deficit, a further reduction in the public sector deficit — over and
above the reduction achieved so far — would appear to be desirable; as a
matter of fact, it is planned by the new Administration. In the United Kingdom,
the country with the second highest external deficit, fiscal policy likewise
moved in the right direction. After a deficit equivalent to 1.49%0 of GNP in 1987,
the United Kingdom actually achieved a public sector surplus equivalent to
0.3% of GNP in 1988. By contrast, of the five largest industrial countries,
Germany recorded relatively the highest public sector deficit in 1988, at 2.000

1 These figures, as well as the following ones in this section, are based on the deficit as defined for national
accounts purposes, as is customary in international comparisons.
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of GNP;' thus it overshot the limits of the order of magnitude aimed at in the
longer run. It is to be welcomed that fiscal policy has paved the way for a
reduction of the deficit in 1989 (as well as in the years following the tax reform
of 1990). In 1988, when it showed an even larger surplus on current account,
Japan actually ran a sizeable overall public sector surplus.

The favourable economic conditions should give cause for dismantling the
structural obstacles to growth which still exist in many countries. Since
economic policies were geared more strongly to medium-term requirements,
some substantial successes have been achieved. More headway has been
made in consolidating public sector budgets; tax rates have often been
lowered and the pace of expenditure growth has been curbed, so that the
share of public spending in GNP has declined, in some cases markedly. There
have also been some encouraging first steps towards making the goods,
services, financial and labour markets more flexible. In the field of foreign trade,
however (contrary to the general trend towards strengthening market forces at
home and in the global financial markets), the tendency towards protectionist
measures appears to be growing, if anything. Bilateral disagreements over
government intervention have become fiercer at times, and mutual increases in
trade barriers have been threatened on occasion. Yet the prosperity-enhancing
effect of expanding foreign trade will be attainable only if national markets are
kept open for international competition. In the shape of its new trade bill, the
United States has forged itself an instrument for setting up additional trade
barriers; the important thing now is to wield this instrument as liberally as
possible. In Europe it is essential to make sure that the European internal
market, which is to be completed by the end of 1992, is used not as a pretext
for insulating Europe from the rest of the world but rather as an opportunity for
further intensifying economic integration world-wide. In order to remain
credible in this context vis-a-vis our non-European trading partners, efforts to
dismantle competition-distorting subsidies should also be continued.

Given the persistent global economic disequilibria, the ongoing international
interdependence of the financial and goods markets and the latent threat
posed by any expansion of protectionist trends, further close economic policy
cooperation among the major industrial countries appears imperative in order
to minimise the friction generated in the domestic and external adjustment
process. After the agreements of earlier years had attracted considerable
public attention (e.g. what became known as the “Louvre accord"), coopera-
tion was continued rather unobtrusively in 1988. The earlier agreements on
economic policy measures — backed up by coordinated intervention in the
foreign exchange market — helped last year to contain exchange rate
fluctuations and, quite generally, to strengthen confidence in favourable
economic trends. Now, however, the global increase in inflationary risks is
presenting a new challenge to international cooperation. To achieve a rate of
economic growth that is satisfactory in the long run, too, particular attention
must now be paid to safeguarding price stability. The prospects for a
continuation of the upswing are not bad, provided that monetary and fiscal
policy reinforce each other in a globally consistent manner in combating the
signs of overheating.

Notable stimuli to integration were generated in Europe in 1988. In the first
place, the full liberalisation of capital movements was agreed upon after a
certain transitional period (i.e. liberalisation not only among the EC member
states but also vis-a-vis all non-Community countries), and a number of

1 In the budgetary definition, such as is used for the analysis beginning on p. 19, the deficit works out somewhat
higher.



countries have already taken important steps in that direction. Secondly,
further progress was made along the road towards the European internal
market, which is to be realised by the end of 1992. Moreover, the prospect of
ever-closer interdependence among the economies of Europe focused atten-
tion more strongly on the final objective of an economic and monetary union.
The Heads of State and Government of the European Community set up a
committee, chaired by the President of the EC Commission and composed
mainly of the governors of the EC central banks, to examine the prerequisites
and implications of such a union and propose concrete steps towards its
implementation.

The establishment of an economic and monetary union would be the logical
corollary of the planned single market, but the necessary economic and
political basis would have to be created first. A single European currency (or
the irrevocable fixing of exchange rates in Europe) calls not only for a common
monetary policy but, in parallel, for a substantial harmonisation of fiscal policy
and general economic policy. This goal cannot be attained in a single step. It is
true that greater economic policy convergence has been achieved in Europe in
recent years. Considerable headway has been made (especially in the fight
against inflation), and this has led to a reduction of the differences between the
various countries with respect to price movements. But this reduction cannot
be ascribed exclusively to the disciplinary pressures exerted by the European
Monetary System or to European economic policy cooperation. It is, rather, a
phenomenon of world-wide scope; for some time now the other industrial
countries, too, have been assigning much higher priority to stabilisation policy
than they used to. Furthermore, in some other major areas the differences
between individual EC countries with respect to the orientation of economic
and fiscal policy could not be reduced, so that a considerable need for
adjustment still remains in these fields. For one thing, the volumes of the public
sector budgets and particularly the levels of the public sector deficits still
diverge markedly from each other. For another, some substantial external
disequilibria have accumulated within the EC. Since economic discrepancies of
this kind still exist between the individual EC member states, the possibility of
exchange rate changes as an instrument of adjustment policy cannot be
dispensed with in principle for the time being; after all, the adjustment pressure
resulting from the implementation of the internal market, on account of the
further intensification of competition, must be mitigated, as and when possible,
by means of exchange rate adjustments. The notion that monetary policy
should lead the way in the European integration process quite disregards the
length of time required before production patterns durably change.

In addition, the basic prerequisites for the envisaged final objective should be
quite clear from the outset. In the German view, a European monetary union
must be committed to safeguarding monetary stability. At the same time, this
means that the decision-making body must wield its monetary policy instru-
ments at its own discretion and independently of political instructions. In the
light of practice in some countries, it is unacceptable for recourse to be had to
a European central bank system for financing public sector deficits. As
immediate steps, the provisions which have been only partially implemented as
yet should first of all be realised in full. In particular, the participation of all EC
countries in the European Monetary System on equal terms is desirable, i.e.
including participation in the exchange rate mechanism. Upon the realisation of
the European internal market for goods, services, labour and capital, the
integration of the economies of the EC member states will be consolidated and
stabilised, so that the long-range objective of a European monetary union with
the necessary institutional set-up can also be contemplated. This will require
new contractual arrangements, to be ratified by national parliaments. At all
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events, there seems to be no reason for subjecting oneself or being subjected
to time pressure when taking the remaining and, in the final analysis,
irrevocable steps towards an economic and monetary union, since integration
is proceeding more or less continuously in the markets and is creating the
appropriate foundation for the lasting attainment of these long-range goals.



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

1. Stronger growth in the domestic economy

1988 was a rather successful year for the economy of the Federal Republic of
Germany. At 3.49/0, growth in real GNP reached the highest level since the end
of the seventies. This was accompanied by a further sharp increase in
employment and, in the second half of the year, a drop in unemployment. The
strong growth considerably exceeded the expansion in production potential,
which had been reduced on trend by cuts in working hours, so that recourse
was had to the capacity reserves still available. Price stability was largely main-
tained in 1988, viewed as a whole, but towards the end of the year increasing
stability problems loomed on the horizon. Germany’s performance was unsat-
isfactory last year, however, with respect to the external position: what was
already a high surplus on current account increased still further. The external
adjustment process did not make any more progress in 1988, even in real
terms. Calculated at constant prices, the balance of exports of goods and
services and corresponding imports remained almost unchanged; in 1986 and
1987, by contrast, it had declined by about 100 of gross national product in
each case.

The main buttress of economic growth in 1988 continued to be domestic
demand. It went up by a nominal 5% and a real 3'%00, this being a larger
increment than in the previous year. Taking into consideration the fact that the
resident population in Germany — unlike that in other countries — is virtually
stagnating, this amounts to what is, even by international standards, an
impressive real per capita growth in domestic demand. It went hand in hand
with a considerable rise in imports. The dynamism of the German domestic
economy can also be seen from the fact that no area of domestic demand was
exempt from the strong upward trend. Along with private consumption,
corporate investment increasingly became a driving force of economic activity
in 1988. Moreover, demand for housing construction — in the preceding years
a weak point of business activity — likewise became a mainstay of the
economic upswing.

As late as the beginning of last year there were fears in many quarters that the
turbulence in the share and foreign exchange markets in the autumn of 1987
would lead to investors being unsettled and, consequently, to a marked
weakening in investment activity. In actual fact, however, it soon became clear
that the economy was continuing to gather speed, not least as a result of the
buoyancy of foreign demand. The upshot was that the readiness on the part of
enterprises, particularly in the manufacturing sector, to undertake capital
formation strengthened, after services enterprises had already been expanding
their capital expenditure considerably for some time. According to the Ifo
Investment Survey, in summer 1987 the industrial enterprises questioned had
been planning to expand their fixed capital formation in 1988 by 30/, a year
later they were citing the figure of 60%0o.

The growing investment propensity on the part of enterprises is to be seen in
the light of the fact that, in view of the rapid rise in output, capacity utilisation
went up strongly and production bumped up more and more against capacity
limits. Thus, the Ifo Business Survey shows that from December 1987 to
December 1988 the degree of capacity utilisation in the manufacturing sector
rose by just under 4 percentage points to 8800 — a level last seen at the
beginning of the seventies, i.e. during a marked boom. This caused enterprises
to contemplate expanding capacity more, i.e. to undertake additional invest-
ment, especially as sales and earnings prospects remained good. Enterprises’
readiness to invest was considerably fostered by the financial conditions.
Corporate earnings improved further in 1988, as did, at the same time, the
profitability of assets invested in firms. As a consequence of this profit
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situation, enterprises had ample internal resources and high liquid reserves.
Overall, gross fixed capital formation by producing enterprises went up by over
8%:9/ in value and 720/ in volume last year. This was the strongest rise since
the beginning of the eighties. The sharp expansion in orders placed by
enterprises indicates that the buoyant investment climate will continue after the



end of 1988. There will be further emphasis on expanding capacity, as can also
be seen from the strong increase in orders for industrial construction.

In the course of 1988 housing construction became an important element in
domestic demand again. In the three preceding years the number of completed
apartments had dropped sharply, even though expenditure on the modernisa-
tion of existing housing had continued to grow. As a consequence of the
increase in the order inflow since mid-1987, investment in housing soared in
1988. It benefited from the mild weather at the start of the year, too, and
exceeded its level of the previous year by about 700 in nominal terms and
4%,/ in real terms. The need for accommodation has increased appreciably,
particularly in conurbations; this is suggested, inter alia, by some steep rises in
rents in these areas, which in turn boost the profitability of new buildings. The
most recent trend in housing construction orders and building permits implies
that the favourable climate for housing construction will continue in 1989. It
would be strongly promoted, moreover, by government measures, like those
which are currently under discussion.

The central, regional and local authorities expanded their construction invest-
ment in 1988 less strongly than did private building owners. The public sector
per se, however, invested fairly heavily in construction — there was a rise on
the year of 40/ by value and 2290 by volume. The decisive factor in the rise in
public capital expenditure was the more favourable financial situation of the
local authorities, which also used the government low-interest-loan facility
extended through the Reconstruction Loan Corporation to finance their capital
formation.

Last year saw strong stimuli to aggregate economic expansion being generat-
ed again by private consumption, which in 1986 and 1987 had been the most
important driving force behind economic activity and thus a welcome counter-
balance to the weaker trend in exports. In 1988 households spent almost 40/
more than in the previous year on goods and services; calculated at 1980
prices, private consumption rose by 2Y200. The buoyant consumption climate
extended to practically all categories of expenditure. Furniture enjoyed particu-
larly strong demand; furniture dealers were able to increase their turnover by
8.0/ in 1988. There continued to be strong interest in buying passenger
vehicles, too. While new registrations of private passenger cars did not regain
the record level of 1987, there was an increase in expenditure on new vehicles:
firstly, prices were raised not inconsiderably; secondly, the trend towards more
powerful and thus relatively expensive vehicles continued. Moreover, growing
environmental awareness, degressive tax concessions and a wider range of
products from automobile producers led to nearly 8500 of the new vehicles
purchased in 1988 being classified as “low-pollutant”. A year before this figure
had been about 80%, and in 1986 only roughly 500/. Last year even those
sectors whose sales usually do not keep pace with income rises, such as food
(including drink and tobacco), profited from the fact that consumers felt
strongly inclined to spend. Services also experienced heavy demand. In 1988
German holiday-makers spent 420/ more than in the previous year on holiday
trips abroad.

The vigorous consumption boom was fuelled last year by strong growth in
private income. It is true that the rise in monthly pay rates, at 2.7 %, was lower
than in 1987 (3.40/) as in the collective wage agreements, some of which had
been concluded previously, further reductions in weekly working hours had
been negotiated to the detriment of income increases that might otherwise
have been possible. However, in view of the considerable expansion in demand
seen in many areas of the economy, and so as to absorb the reductions in
working hours (at least temporarily) increased overtime was worked, and paid
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Key economic variables in the Federal Republic of Germany

1985 | 1986 | 1987 | 1988
ltem Unit 1985 1986 1987 1988 Change from previous year in %
Aggregate demand
Private consumption DM billion 1,0383 1,068.6 1,1138 1,167.2 + 35 + 29 + 42 + 39
Public consumption DM billion 365.7 382.6 397.2 409.7 + 44 + 46 + 38 + 31
Fixed capital formation DM billion 360.8 377.4 391.1 420.3 + 17 + 46 + 36 + 75
Machinery and equipment DM billion 153.9 161.4 170.5 1849 + 11.8 + 49 + 586 + 84
Construction DM billion 207.0 216.0 220.6 2354 - 47 + 44 + 21 + 67
Increase in stocks DM billion - 07 + 21 + 69 +14.7
Domestic expenditure DM billion 1,764 .1 1,830.7 1,909.0 2,001.9 + 29 + 38 + 43 + 49
Foreign balance 1 DM billion + 802 + 1145 + 1111 + 1196 . . . .
Exports DM billion 647.5 638.2 638.3 685.2 + 96 - 14 + 00 + 73
Imports DM billion 567.3 523.7 527.2 565.5 + 59 - 77 + 07 + 73
GNP at current prices DM billion 1,844.3 1,945.2 2,020.1 2,1215 + 42 + 55 + 39 + 50
Memorandum items
Orders received by the manu-
facturing sector 1980 =100 127.8 127.9 128.2 140.6 + 841 + 01 + 02 + 986
Domestic orders 1980 =100 116.4 1191 118.8 128.6 + 63 + 24 - 03 + 82
Foreign orders 1980 =100 152.3 1469 1485 166.6 + 111 - 35 + 11 + 122
Orders received by the con-
struction industry 1980 =100 874 95.3 927 1014 - 17 + 9.1 - 27 + 93
Distribution of income
Wage and salary income DM billion 991.0 1,041.2 1,081.9 1,123.3 + 39 + 51 + 39 + 38
do. as a percentage of national income 9% 69.8 69.0 69.0 68.0 . . . .
Entrepreneurial and property income DM billion 429.0 468.2 486.9 528.3 + 6.2 + 91 + 40 + 85
Memorandum items
Gross income of
producing enterprises DM billion 329.4 3740 395.1 4333 + 72 + 135 + 586 + 97
do. as a percentage of national income | % 23.2 248 252 26.2
National income DM billion 1,420.0 1,509.4 1,568.8 1,651.6 + 46 + 63 + 39 + 53
Output
GNP at 1980 prices DM billion 1,578.1 1,614.7 1,643.2 1,699.8 + 19 + 23 + 18 + 34
Productivity 2 1980 =100 1124 114.8 117.2 1215 + 19 + 241 + 21 + 36
Output in the producing sector
(excluding construction) 3 1985=100 100.0 101.8 102.4 106.4 + 45 + 18 + 086 + 38
Construction output 3 1985 = 100 100.0 106.4 106.1 1107 - 8.2 + 64 - 03 + 43
Employment
Employed Millions 255 258 26.0 26.2 + 07 + 10 + 08 + 086
Wage and salary earners Millions 223 225 228 229 + 08 + 12 + 09 + 07
Memorandum item
Total number of man-hours worked 1980 =100 945 947 94.4 942 + 00 + 02 - 04 - 02
Unemployed Thousands| 2,304.0 2,228.0 22288 22416 + 17 - 33 + 00 + 08
do. as a percentage of
the total labour force %0 8.2 79 79 7.7
the dependent labour force % 93 9.0 89 87
Prices
GNP deflator 1980=100 116.9 120.5 1229 1248 + 22 + 31 + 20 + 15
Memorandum item
Unit labour costs in the
economy as a whole 4 1980 =100 110.7 1135 115.7 1159 + 18 + 25 + 19 + 02
Cost of living index for all households 1980 = 100 121.0 120.7 121.0 122.4 + 22 - 02 + 02 + 12
Producer price index of industrial products| 1985 = 100 100.0 975 951 96.3 + 25 - 25 - 25 + 13
Overall construction price level 1980=100 1135 1155 177 120.1 + 09 + 18 + 19 + 20
Index of import prices 1980 = 100 1246 1010 944 95.2 + 15 — 189 — 65 + 08
1 Balance of transactions in goods and services with other countries 4 Index of gross wages and salaries per employee divided by index of real
(including the GDR). — 2 GNP at 1980 prices per man-hour worked; GNP per employed person. — The figures from the national accounts from

calculated by the Bundesbank. — 3 Results for kinds of activity units. — 1986 onwards are provisional. BBk



for, in 1988. For this reason, among others, actual earnings rose by 300, this
being a stronger increase than that in negotiated pay rates; in the producing
sector (excluding construction) as such, the so-called wage drift was even
greater. Against the background of a further increase in employment, total
gross wages and salaries went up by almost 4%. In addition, households
profited from the second stage of the tax reductions which went into force at
the start of 1988. The relief they afford is to be assessed at a total of nearly DM
14 billion. Consequently, overall net wages and salaries rose somewhat more
than did gross wages and salaries. Current transfers from public cash offices,
too, increased strongly again (+ 59%0). In addition to there being higher pension
payments as a consequence of the rise of 3% at mid-year and a further
increase in the number of pensioners, what had an effect here were the higher
payments of baby allowances and the expansion of vocational promotion
measures. Including income from financial assets and private withdrawals from
entrepreneurial income - the latter admittedly being a residual — households’
disposable income grew last year by 4%, and thus virtually as fast as in 1987.
After adjustment for inflation, the rise in private income in the last two years, at
an average of 30/, was quite considerable and (leaving aside 1986, the year of
the strong fall in the price of ail) steeper than in any year since the start of the
current decade.

Saving by households in 1988 was largely in line with the income trend. With a
growth of 5.0/, private saving rose only a little more strongly than disposable
income, and the saving ratio therefore remained at the previous year’s level of
13%0/0. The investment behaviour displayed by private savers revealed a
strengthening in the trend which has predominated for a fairly long time
towards an expansion of the liquid kinds of financial assets. Anticipation of the
withholding tax on domestic interest income, which has gone into force in the
interim, will no doubt have contributed to this. In 1988 an exceptionally large
part of total newly-acquired private financial assets was channelled into very
liquid investments. Holdings of currency and sight deposits, which — as is well
known — vyield very little or no interest, were the ones which were increased
most. Savings accounts at statutory notice also saw strong inflows. While these
accounts attract little interest, the interest on them is not subject to withhold-
ing tax. The overall money stock (M3) of households (currency, sight and time
deposits and savings deposits at statutory notice) thus went up very strongly
over a relatively short period. At the end of 1988 it was equivalent to some 60 %
of private disposable income, compared with only about 5090 at the start of the
eighties. Savers’ interest in longer-term domestic financial assets continued to
slacken last year, with the exception of contractual saving outside the banking
sector. Saving with building and loan associations was revitalised in 1988, and
the placing of funds with life insurance enterprises (income from which attracts
a tax rate of 1090 only on interest over and above 3'%20/) rose markedly. By
contrast, new commitments in bank savings bonds and other non-marketable
bank paper were no higher than the value of the paper maturing; and there
were actually net outflows in the case of the special forms of saving offered by
banks. Private investors probably reduced their portfolios of domestic bonds
and of corresponding units of domestically-oriented investment funds open to
the general public. In contrast, and probably not least under the impact of the
withholding tax, they acquired large quantities of foreign fixed interest paper,
either directly or indirectly through German investment funds open to the
general public and operating internationally. Foreign currency bonds predomi-
nated here. Moreover, investors placed unusually high amounts in the units of
foreign bond-based funds. Added together, these foreign purchases corre-
sponded to an estimated one-third or more of private financial asset acquisition
in 1988 — twice as large a share as a year before.

No change in house-
holds’ saving ratio
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Strong expansion in
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aggregate output,
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favourable external
conditions

Substantial improve-
ment in the labour
market situation

The economic upswing in Germany per se received a strong boost from foreign
demand, too, in 1988, although the likewise steep rise in imports provided a
major counterweight in the economy as a whole. German exporters profited,
firstly, from the generally rather buoyant state of global business activity, and
particularly from the growing willingness on the part of non-residents to
undertake capital formation; after all, the main emphasis of their product range
on world markets is on capital goods. The spate of foreign orders booked by
German firms in 1988 was focused, however, on their entire range of goods,
especially as some compensation could be found in this way for foreign
production bottlenecks. Secondly, exports were encouraged by the exchange
rate of the Deutsche Mark, which depreciated noticeably in the course of last
year against other major currencies (see p. 30). Overall, the domestic
manufacturing sector booked 120/ more foreign orders by value and 9%0/
more by volume in 1988. In January 1989 export orders were even further above
the admittedly relatively low leve! of the previous year. Mechanical engineering
in particular saw foreign customers’ orders rise by leaps and bounds in the
course of last year. Domestic motor vehicles, too, experienced strong demand
on the export markets and the chemical industry continued to demonstrate its
competitiveness. A new situation was created by the surge of foreign orders
reaching steel producers, who, in view of the fact that domestic demand was
buoyant at the same time (at least initially), no longer felt obliged to close down
major factories, as they had previously been planning to do, since available
capacity was being utilised more strongly than at any other time in this decade.

The ongoing buoyant domestic business situation and the rapid expansion of
foreign demand generated unusually strong economic growth in 1988. Overall,
the increase in real GNP, at 3.40/0, was markedly steeper than the average
figure for the preceding five years of the upswing. The rise in aggregate output
was thus considerably above the growth in production potential — in part,
however, only because the weather was very mild in winter 1987-8, so that
production cuts which would otherwise have been unavoidable became
unnecessary. The expansion in production potential per se, at 20%o, was
considerable and, moreover, capacity utilisation was increased. Fixed capacity
was thus virtually fully utilised — at any rate in the sense that a further growth
in output without a rise in costs would hardly have been possible. The very
buoyant foreign business and strong domestic investment activity benefited
the manufacturing sector in particular, output in which went up by 490 in 1988,
Leading the way here was the basic and producer goods sector, especially the
steel industry. The electrical engineering industry, too, stepped up production
very markedly, while mechanical engineering output increased to only a
relatively modest extent in spite of a surge in foreign and domestic orders. The
manufacture of road vehicles was maintained at the record level reached in
1987, contrary to fears prevalent in some quarters at the start of the year.
Trends in the individual areas of the consumer goods sector varied. In the
textile and clothing industry, which is subject to strong competitive pressure
from abroad, output in 1988 was down on the year, while in other sectors (e.g.
in the manufacture of wood products, the processing of paper and among the
producers of plastic products) output was substantially higher. In the services
sector the considerable expansion in value added which has been apparent for
a long time now continued in 1988, although export business plays only a
subordinate role here.

The strong upward trend in the economy also benefited the labour market last
year. The average number of employed in 1988 was 155,000 (or 0.60/%) above
the 1987 figure and, at 26.16 million, reached a level last seen at the start of the
eighties. The increase in employment continued beyond the turn of 1988-9. In
January 1989 a seasonally adjusted 26.27 million persons were in employment
in Germany, 190,000 more than a year before and 980,000 up on the trough in
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employment towards the end of 1983. As has been the case for a long time
now, in 1988 by far the majority of the new jobs were created in the tertiary
sector, particularly in distribution, in the banking and insurance industries and
in the trades serving households. The manufacturing sector, too, took on
additional labour again last year; in January 1989 about 35,000 more persons
than a year before were employed in industry. On the other hand, in spite of the
very much better situation in the construction industry, the fall in employment
in the construction sector continued; this seems to have owed a great deal to
the fact that it is apparently difficult to fill the vacancies in this field caused by
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Conditions on the labour market

in thousands

1985 | 1986 I 1987 | 1988 1987 1988
Change from
December to
Item Annual average December
Employment
Employed p 25,540 25,804 25,007 26,160 + 120 + 170
of whom
Wage and salary earners p 22,274 22,543 22,757 22926 2+ 131 2+ 176
Short-time workers 235 197 278 208 - 28 - 110
Vacancies 110 154 171 189 + 7 + 30
Unemployed 2,304 2,228 2,229 2,242 + 90 - 118
Memorandum item
Unemployment rate in 0o 1 8.2 7.9 79 77
Change from
Movements on the labour market Annual total previous year
increase in unemployed 3,750 3,637 3,726 3,669 + 89 — 58
previously
employed 2,659 2,554 2,606 2,425 + 53 — 181
undergoing vocational training 145 145 147 133 + 3 - 14
undergoing secondary/tertiary
education 224 220 232 222 + 13 - 10
other 723 719 741 888 + 21 + 147
Decrease in unemployed 3,728 3,766 3,636 3,786 - 130 + 150
Increase in vacancies 1,563 1,841 1,823 1,934 - 18 + 111
Job placements 1,876 1,965 1,998 2,116 + 32 + 118
Pattern of unemployment End-September
Unemployed, total 2,151 2,046 2,107 2,100 + 61 - 7
by sex
male 1,132 1,040 1,082 1,074 + 42 - 9
female 1,019 1,006 1,025 1,026 + 19 + 1
by nationality
Germans 1,907 1,803 1,843 1,837 + 39 - 5
of whom
from Eastern Europe, GDR 37 37 43 83 + 6 + 41
foreigners 244 243 264 262 + 22 - 2
by vocational qualification
unqualified 1,069 1,040 1,065 1,024 + 25 - 40
qualified 1,082 1,006 1,042 1,075 + 36 + 33
by age
up to 24 years 564 503 479 415 - 25 — 64
25 to 44 years 951 919 953 970 + 34 + 17
45 to 64 years 636 624 676 715 + 52 + 40
1 Unemployed as % of the total labour force; annual average. — 2 Change from fourth quarter to fourth
quarter. — p As from 1986 provisional. BBk

employees leaving or retiring, as there is an insufficient supply of suitable
personnel on the labour market. In some regions, sectors and occupations, the
growing demand for labour last year met with a smaller labour supply,
particularly as far as qualified manpower was concerned. An indication of this is
the strong increase in the number of vacancies. In 1988 a total of 1.9 million
requests for labour were received by the labour exchanges; this was a rise on
the year of 110,000, or 6%0. Although placements last year also increased
markedly, an annual average of 190,000 vacancies remained unfilied; the level
was thus almost 20,000 up on the year, and the highest since the start of the
current decade. As always, these figures only give a certain indication of the
change in the demand for labour; the absolute number of vacancies is less
informative, because enterprises often see no point in reporting all vacancies if
they know from experience that they cannot expect to be provided with the
right type of labour.



The strong increase in the demand for labour in 1988 led to a fall over the
course of last year in the number of unemployed registered at the labour
exchanges. Although the labour supply rose unexpectedly strongly as a
consequence of the further increase in female participation in the labour force
and of the heavy influx of ethnic Germans from Eastern Europe and of
immigrants from the GDR, the number of those leaving unemployment, at 3.8
million, exceeded the number of newly registered unemployed. it is true that,
on an average last year, the number of those registered as unemployed at the
labour exchanges, at 2.24 million, was slightly higher than in 1987. Neverthe-
less, since mid-1988 the seasonally adjusted number of unemployed has been
declining all the time. It also benefited from the mild winter weather; at the end
of February 1989, at a total of 2.05 million (after adjustment for the seasonal
influences otherwise normal at that time of year), it was 210,000 lower than at
the beginning of last summer; it was down on the year by the same figure.
Roughly half of this decline was accounted for by the category of persons
under 25 years of age. An important reason for this is that, given German
demography, it is now those born in low-birth-rate years who are entering the
labour market. This is suggested for example by the fact that the number of
applicants for apprenticeships has been decreasing steadily for a fairly long
time now. In the vocational training year 1987-8, at just under 630,000, it fell
short of its 1983-4 peak by 135,000. This trend was instrumental in the unfilled
apprenticeships on the market at the end of September last year outnumbering
the applicants throughout Germany to an even greater extent than in 1987. The
improved situation on the labour market is also indicated by the fact that fewer
of those who had previously been in employment became unemployed. In
contrast to this, there was a sharp increase in the number of unemployed who
had previously not been in the workforce, or at least not in the German
workforce; this had to do principally with the above-mentioned high number of
resettlers from Eastern Europe. It is also true of many women looking for work
that they want to take up employment for the first time or after they have been
out of the labour force for a lengthy period. The proportion of women in the
total number of unemployed last year was 46'20/0; however, about one-quarter
of them were looking for a part-time job, rather than a full-time one.

The sustained growth in the economy has not so far produced any radical
changes in the marked regional differences in unemployment in Germany. Even
so, the situation has improved somewhat, not only in the south but also, in
many cases, in the north and west of Germany. The differences in unemploy-
ment rates, which in particular labour exchange districts in the north are
sometimes two or three times as high as in the south, have been reduced
somewhat. If mention is made of “rigidities” on the labour market (particularly
in studies prepared by international agencies, such as the OECD and the
International Monetary Fund), the reference is to a set of problems which has
ultimately contributed to this differentiation.

Last year’s stability policy record, viewed as a whole, appears quite positive, if
one takes as an indicator the rise in consumer prices, averaging 1.20/0 over the
year, or the increase in industrial producer prices, at 1.30b. However, the
course of 1988 saw the arrival of certain problems for stability that derived from
a variety of factors, in particular the surge in prices on world commodity
markets and incipient inflationary trends in Germany — developments which,
given the strong global expansion in the money stock in the past, took effect
more easily than would otherwise have been the case.

Decline in
unemployment since
summer 1988

Continuing marked
regional differences
in unemployment

Positive stability
record in 1988 —
but problems in the
course of the year
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On the international markets for raw materials (excluding energy), prices had
already started to move upwards in 1987. Last year they surged ahead, with
strong global business activity and possibly also speculative factors contribut-
ing to this phenomenon in the case of industrial commodities. In view of the
weakening of the Deutsche Mark against the US dollar over the course of last
year (the dollar being the main invoicing currency for commodities), these price
rises had a fairly strong impact on Germany. Until well into autumn 1988 the
ongoing fall in the price of oil counteracted the other price impulses generated
abroad. This counterweight disappeared, however, towards the end of the year,
when the oil price leapt upwards after the OPEC winter conference. The



consequence was that import prices (calculated in Deutsche Mark) began to
go up strongly, and this has remained the case ever since. In February 1989
imports into Germany were 5.9% more expensive'than a year before (as
against 0.8%0 on an annual average during 1988).

On the domestic markets the price climate also changed in the course of 1988,
influenced inter alia by external price impulses. Home-made threats to stability
began to be more and more in evidence, resulting principally from the
extensive recourse to production potential — as demonstrated by the high
fixed capacity utilisation and the large amount of overtime being worked. The
consequence of this heavy recourse was, inter alia, that wage costs in industry
increased more strongly towards the end of the year.

At the beginning of 1989 the excise tax increases decided on at the end of last
year went into effect, as did a number of other administrative measures, and
both tended to raise prices additionally at the consumer level. Accordingly, the
consumer price index shot up in January 1989; it was 2.6 %0 up on the year (as
against 1.6%0 in November and December 1988). Seasonally adjusted, this
represented an increase of 0.8, over half of which is attributable to the price
rises caused by the higher excise taxes. These resulted in a one-off increase in
the price index. Afterwards, the pace of inflation slackened again; nevertheless,
the price increase rate has been stronger since January than it was towards the
end of last year. According to initial results from individual Lénder, the
year-on-year rate of price increase in March 1989 was 2.7 %0.

2. Fiscal policy as a mainstay of economic growth

The fact that economic growth in 1988 was stronger than in the previous year
owed much to fiscal policy and, in particular, to the income tax reduction. The
tax relief of nearly DM 14 billion (the second stage of the three-stage tax
reduction scheme) strengthened domestic demand; at the same time the
marked levelling-off of the progression of the income tax scale was a further
step towards improving the supply-side conditions. Business activity also
benefited from the fact that the excise tax increase which was intended to
offset the shortfalls in Federal revenue due to additional transfers to the EC
was postponed until 1989 in the light of the uncertainty caused by the turmoil in
the foreign exchange and stock markets in autumn 1987.

The strong upward trend in the economy in 1988 for its part boosted tax
revenue, so that the deficit of the central, regional and local authorities rose
only slightly, contrary to the original expectations. It amounted to DM 53.5
billion (compared with DM 50.5 billion in 1987), which was equivalent to about
2500 of nominal GNP, just as in the previous year. After the deficit had
expanded perceptibly in the first half of 1988, it actually declined towards the
end of the year, since expenditure went up only slightly in the latter part of the
year. At the different levels of government, budget trends varied considerably
in 1988: the Federal deficit increased substantially compared with the previous
year, mainly because the virtual absence of a profit transfer by the Bundesbank
had to be borne by the Federal Government alone. The budget deficits of the
Lander Governments, by contrast, were down on the year, and the overall
finances of the local authorities were more or less in balance. The social
security funds no longer recorded a surplus, as they had done in 1987, but ran
a small deficit.

In 1988 tax revenue expanded by 400, despite the income tax reduction, and
thus exceeded the forecast on which the budgets had been based by DM 8.5
billion. However, it did not rise as steeply as nominal GNP, so that the overall
tax ratio went down, viz. by 0.2 percentage point to 23.0%, whereas it had

Change in the
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climate
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amounted to as much as 23.7 % before the first stage of the income tax cuts
(in 1985). The tax relief mainly curbed the growth rate of wage tax revenue,
which was as low as 290/ in 1988. Receipts from assessed income tax, by
contrast, went up by 890. For one thing, high final payments for earlier years
played a certain role here. In accordance with the assessment regulations,
such payments were due not only from self-employed persons but, in certain
circumstances, from wage and salary earners as well. For another, advance
payments were increased, mainly no doubt because of the favourable trend in
corporate profitability. For similar reasons, trade tax revenue expanded sub-
stantially, too (by nearly 1000). Corporation tax receipts increased nearly as
vigorously, but in 1987 they had been diminished by a considerable tax refund,
which strongly affected comparability. After adjustment for this special factor,
these receipts went up by barely 3%0. However, since mid-1988 advance
payments of this tax, too, have been expanding strongly. In 1988 turnover tax
revenue grew by just under 40/, mainly on account of the growth in private
consumption.

An adverse factor influencing the revenue side in 1988 was the above-
mentioned very low profit transfer to the Federal Government by the Bundes-
bank (DM 0.2 billion compared with DM 7.3 billion in 1987). Together with the
higher transfers to the EC, this was the main reason why total Federal
Government revenue went down by %200. The receipts of the Lander Govern-
ments, by contrast, expanded by just over 3200 and those of the local
authorities by as much as 50o. In 1988 the receipts of the European
Communities from Germany rose by DM 5 billion to just over DM 25 billion (with
most of the increase deriving from the EC share in tax revenue). Overall, the
receipts of the central, regional and local authorities went up by 39%. The
receipts of the social security funds expanded rather more strongly, viz. by
590/0. The social security funds recorded an upturn of 4%0/ in contribution
receipts, their most important source of revenue; this was mostly due to the
rise in wages and salaries and in employment, but it also owed something to
further increases in contribution rates under the statutory health insurance
scheme.

The central, regional and local authorities exercised restraint in their spending
policy in the light of the shortfalls in revenue brought about by the tax
reduction. In 1988 the Federal Government and the Lénder Governments
restricted the growth rate of their spending to 2¥20/ and 2% 0/, respectively.
The expenditure of the local authorities increased more steeply (viz. by 3200},
but less vigorously than in the preceding year, just like Federal and Lander
Government spending. On the other hand, the restructuring of the EC financing
system which was approved in February 1988 resulted in substantial additional
outlays which must be included as what might be called a “fourth level” in the
overall public sector budget, as far as the receipts and expenditure affecting
Germany are concerned (especially since the EC performs tasks some of
which would otherwise entail expenditure at the national level, particularly in the
field of agriculture). EC expenditure financed out of German transfers went up
by about 250/ in 1988. Expenditure by all central, regional and local authorities,
including the budget transactions arising from Germany’s EC membership,
increased by 3%.0/ last year, which was more or less in line with the budgets.

Of the major expenditure items, staff costs went up by 2%200. Their trend was
determined, in particular, by the raising of wages and salaries for government
employees by 2.40/ from March 1988, which must be viewed in connection
with the reductions in working hours agreed upon for 1989 and 1990. In 1988,
social expenditure by the central, regional and local authorities was 4o higher
than a year earlier. The decisive factors here were higher spending on baby
allowances, higher Federal refunds to the pension insurance funds for child-
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Finances of the public authorities*
Iltem 1985 l 1986 l 1987 pe | 1988 pe 1985 | 1986 | 1987 pe I 1988 pe
DM billion Change from previous year in %
A. Budgetary trend
Central, reglonal and local authorities
Expenditure
Personnel expenditure 1936 202.5 211.2 2165 + 37 + 48 + 43 + 25
Other operating expenditure 97.3 100.6 103.3 105 + 44 + 34 + 26 + 15
Transfers 1 165.5 1726 1819 1915 + 29 + 43 + 54 + 565
Interest 56.0 57.8 58.6 60.5 + 45 + 33 + 14 + 3
Fixed capital expenditure 52.0 55.6 56.8 58 + 53 + 7.0 + 22 + 2
Financial aid 2 394 40.2 39.9 40.5 - 39 + 18 - 07 + 2
Total expenditure 3 604.3 629.9 652.0 673 + 33 + 43 + 35 + 3
of which
Federal Government 259.4 263.8 2715 278.5 + 22 + 17 + 29 + 25
Lander Governments 2433 254 .1 263.8 269.5 + 38 + 44 + 37 + 2
Local authorities 162.9 172.5 178.8 185 + 53 + 59| 5§+ 42 + 35
EC4 184 19.6 20.2 255 + 34 + 6.2 + 30 + 2565
Receipts
Tax revenue 437.2 452.4 468.7 488 + 54 + 35 + 36 + 4
Other receipts 130.0 136.0 134.6 1315 + 42 + 46 - 11 - 2
Total receipts 3 565.0 587.8 601.5 619.5 + 49 + 40 + 23 + 3
of which
Federal Government 236.7 2406 2436 2425 + 541 + 16 + 1.2 — 05
Lander Governments 226.2 236.4 2445 253 + 47 + 45 + 34 + 35
Local authorities 163.6 170.8 176.4 1855 + 50 + 44 54+ 38 + 5
EC 184 19.6 20.2 255 + 34 + 6.2 + 30 + 255
Surplus (+) or deficit (—) — 393 — 421 — 505 — 535
of which
Federal Government — 228 — 233 — 279 - 36
Lénder Governments - 171 - 177 - 193 — 185
Local authorities + 07 - 17 - 24 + 0
Soclal security funds
Expenditure 3417 3537 370.8 394.5 + 32 + 35 + 48 + 65
Receipts 3436 360.0 3744 393 + 47 + 48 + 40 + 5
Surplus (+) or deficit (—) + 19 + 63 + 36 - 15
Public authorities, total
Expenditure 905.9 942.8 980.3 1,021 + 33 + 41 + 40 + 4
Receipts 868.5 907.0 9334 966 + 49 + 44 + 29 + 35
Deficit (—) —~ 374 — 358 — 469 - 55
Level at end of year in DM billion Change from previous year in DM billion
B. Indebtedness of the central,
regional and {ocal authorities
Borrowers' note loans 4977 486.2 489.8 503 + 77 - 115 + 386 + 135
Securities 2434 293.1 339.9 382 + 383 + 497 + 468 + 42
Other debt 19.1 217 19.2 18 - 33 + 26 — 25 -1
Total indebtedness 760.2 801.0 848.8 903.5 + 427 + 40.8 + 478 + 545
of which
Federal Government 3924 4154 440.5 475 + 251 + 23.0 + 2561 + 345
Lander Goverments 247 .4 264.4 2846 302.5 + 169 + 16.9 + 203 + 18
Local authorities 105.6 107.3 110.0 1115 + 08 + 17 + 27 + 15
* Including hospitals keeping commercial accounts and other spegcial does not include transfers between the various levels of government (apart
accounts. Receipts and expenditure are shown here under the period for  from differences in clearing transactions). — 4 EC expenditure financed

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 Linder Governments and local authorities —

out of EC revenue in Germany. — 5§ Adjusted growth rates, taking due
account of the elimination of double-counting in one German Land. -
pe Partly estimated.

Discrepancies in the totals are due to rounding. BBk



rearing benefits and the Federal grant to the Federal Labour Office which had
become necessary. Moreover, local authority expenditure on social assistance
continued to increase strongly. By contrast, the rise in the other operating
expenditure of the central, regional and local authorities remained very limited
(+1%90), thanks to the virtually stable price situation. Interest expenditure
went up by 30%. Although the rate of increase in the central, regional and local
authorities’ indebtedness more or less doubled, the situation has so far been
eased by the fact that loans at relatively high rates of interest expired and were
replaced by loans at more favourable rates.

In 1988 public construction activity was more buoyant again than in the
previous year. Construction expenditure by the central, regional and local
authorities went up by 3%0/%. Early in the year, construction activity benefited
considerably from the mild winter. During the rest of the year, the local
authorities, in particular, which account for the major part of public construc-
tion investment, had more financial scope for the execution of construction
projects owing to the unexpectedly favourable trend in tax revenue. To the
extent that the own funds available to local authorities had to be suppiemented
by loans, the financing of certain projects was facilitated by credits, which were
granted to local authorities by the Reconstruction Loan Corporation and whose
interest rates were subsidised by the Federal Government (in accordance with
the Federal Cabinet’s decision of end-1987 to promote capital formation by the
local authorities).

Expenditure by the social security funds went up by 6%:0/0 last year; this was
twice as fast as in the case of the central, regional and local authorities. The
Federal Labour Office incurred high additional expenditure on unemployment
benefits (owing to the extended period of entitlement) and on vocational
assistance measures. Furthermore, among the statutory health insurance
institutions there was a sharp increase in the course of 1988 in the demand for
benefits which, under the Health Reform Act, have been subject to a higher
personal contribution by insured persons since the beginning of 1989.
Expenditure by the pension insurance funds, too, expanded quite vigorously.

In 1988 total public sector expenditure went up by 49%bo, which is just as much
as in 1987 and 1986. Hence in the last three years the growth in expenditure
has not been as subdued as it was in the period from 1983 to 1985, when the
rise was limited to an annual average of 30/0. Since 1986, therefore, the fiscal
policy makers have not been as successful as before in reducing the
government spending ratio (i.e. the ratio of government expenditure to GNP).
From its peak of 529/ in 1982, the government spending ratio went down by a
total of 3 percentage points up to 1985, but only by 1 more percentage point
(to 480/0) between 1986 and 1988."

Since the Federal budget deficit was expected to expand vigorously at the
beginning of last year, the Federal Cabinet decided in January 1988 to tolerate
a higher level of new debt for cyclical reasons in that year, but to reduce
Federal new borrowing again by at least DM 10 billion in 1989. This reduction in
the deficit was not least intended to improve the general financial point of
departure for the 1990 tax reform, since the shortfalls in revenue accompanying
the further reduction in direct taxes will temporarily entail a higher deficit. The
decisions of principle on the 1990 tax reform were taken as long ago as 1987;

1 The government spending ratio has been calculated here on the basis of expenditure as defined in the financial
statistics. If the definition of the national accounts is used, the government spending ratio is slightly lower (mainly
because loans granted out of budget funds are counted there as financial transactions rather than as
expenditure), though the decline is roughly the same.
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the Tax Reform Act was passed by Parliament early in the summer of 1988.
Both the decision to reduce the deficit in 1989 and the Federal Government’s
medium-term financial plan (which was presented in July 1988) affirm that the
renewed rise in new borrowing is to remain an exceptional development and
that the aim of consolidating the budget is to be adhered to in the medium run.
In the context of drawing up the 1989 Federal budget, excise tax increases
were agreed upon as an important contribution to the reduction of the deficit in
1989. They are intended to offset the budgetary pressures imposed on the
Federal Government by the higher transfers to the European Communities
since 1988 and by the additional structural assistance granted to financially
weak Lander Governments to finance capital formation. Moreover, the newly
introduced withholding tax on interest income will yield revenue for the first
time in 1989. Since, in addition, tax revenue in the base year 1988 developed
more favourably than had originally been expected, and since a profit transfer
by the Bundesbank (of DM 5 billion) has been included in the 1989 budget, the
deficit envisaged in the 1989 Federal budget could be reduced to DM 28.5
billion (compared with an actual deficit of DM 36 billion in 1988), despite the
above-mentioned structural assistance and higher grants to the Federal Labour
Office. In fact, the profit being transferred by the Bundesbank in 1989 amounts
to DM 10 billion, according to the 1988 annual accounts as approved early in
April. In accordance with the 1989 Budget Act, receipts from the Bundesbank’s
profit which exceed the estimate must be used to redeem maturing debt. This
emphasises the intention of the fiscal policy makers not to implement any
lasting rises in expenditure as a consequence of additional receipts which may
be only temporary. From an economic point of view the cash deficit (and the
net borrowing requirement, too) will work out correspondingly lower in 1989. At
Lander Government level, as well, the deficits can be expected to decline this
year, and the local authorities might even record a slight surplus (as they did in
1984 and 1985).

According to the official tax estimate of November 1988, the tax revenue of the
central, regional and local authorities as a whole (taking account of the excise
tax increases) will go up by about 790 in 1989. This forecast is based on the
assumption that GNP will rise by between 200 and 2200 in real terms and
between 4090 and 4'%%0 in nominal terms. From today’s standpoint these
estimates rather seem to mark the lower limit. On the expenditure side, an
increase of 320/ to 400 is implied by the budget. Given these conditions, the
deficit of the central, regional and local authorities in 1989 could decline by
between DM 15 billion and DM 20 billion compared with the previous year. In
1989 the finances of the social security funds, too, are likely to develop more
favourably than they did in 1988, since expenditure will rise less steeply after
the reform in the health service has come into effect and after the expenditure
cuts which were adopted by the Federal Labour Office. On the whole, this
could mean an improvement of about DM 25 billion in the public sector financial
balance (in the definition of the financial statistics), provided that the cyclical
trend and consequently tax revenue are more or less in keeping with the
expectations entertained at the beginning of the year, and that the improve-
ment in the budget outlook does not give rise to any new spending decisions.

This year the public sector budgets will have a rather dampening effect on
domestic demand in Germany, although this effect should be rated lower than
might be inferred from the decline in the deficit alone, since a substantial part
of this decline is due to the high profit transfer by the Bundesbank (of DM 10
billion) and to this extent does not reflect any stronger absorption of income in
the private sector. Moreover, the additional receipts from the excise tax
increases and from the “minor investment income tax” are unlikely to affect the
growth in real private consumption to the same extent; it is to be assumed that
households will react by cutting back their saving, too, in some measure (and
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there are indeed initial signs confirming this assumption). From a cyclical point
of view, the actual dampening effects of fiscal policy irhibit an overburdening of
the production potential. However, the excise tax increases have the disadvan-
tage that at least in 1989 the growth rate of consumer prices will be about Y2
percentage point higher than it would have been in the absence of any such tax
measures. What matters now is that this does not lead to a spiral of adjustment
movements on the part of wages and salaries, which would subsequently be
followed by pensions.

3. Faltering external adjustment

The external adjustment process in the Federal Republic of Germany did not
continue at the pace desired either at home or abroad in 1988. At DM 85 billion,
the surplus on the current account of the balance of payments — calculated at
current prices — was actually somewhat higher than in the year before (DM 81
billion). Even when calculated at constant prices, the surplus did not fall — in
contrast to 1986 and 1987 — but seems to have reached the level of the
previous year again. At 4% of gross national product, the current account
surplus represents a magnitude which — were it to continue over the longer
term — would certainly not fail to pose problems. Of course, as the experience
of 1988 has shown, it is perfectly possible for high surpluses on current
account to be associated with large exports of capital, thus avoiding financing
problems for the global financial system.

For reasons which will be explained below, Germany’s capital exports in 1988
were actually far greater than the surplus on current account. This, in fact, is
one of the reasons why the Deutsche Mark did not appreciate — as one might
perhaps have expected in different circumstances — but depreciated some-
what. To this extent, developments in 1988 did not work out adversely for the
rest of the world; where inflationary tendencies prevailed in customer coun-
tries, the flow of goods from Germany helped to contain them. The question
posed by the present surplus levels therefore does not relate so directly to
1988 and the beginning of 1989 but rather refers to whether this situation is
sustainable in the long term for both Germany and its partners, and the answer
is presumably not in the affirmative. It is true that Germany has basically been a
surplus country for 3"z decades, and the consequent net transfer of goods and
capital to the rest of the world is quite appropriate for it. But previously these
surpluses never reached the present scale, and certainly not over a number of
consecutive years. It had become clear in the past that the overall economy
would be threatened if the export sector expanded too quickly or if the
competition from imports was not strong enough, since adjustment processes
— especially, at one time, sudden and sharp appreciations of the Deutsche
Mark — have always necessitated a correction so far. In fact, the duration of
Germany’s large surpluses is to a large extent due to external factors over
which Germany itself has little control, such as the fall in oil prices from 1985,
the sharp depreciation of the US dollar up to the end of 1987 and the
consequent improvement in Germany's terms of trade. On the basis of the
terms of trade (i.e. the relationship of export prices to import prices) obtaining
in 1985, a current account surplus equivalent to less than 19/ of gross national
product would have been likely in 1988. The question now arises as to how the
present large surpluses can be reduced. In the past, this was done with the
help of exchange rate changes, with the exception of developments in 1988.

German exports rose by 720/ in value and by just over 500 in volume in 1988.
Furthermore, the growth in exports accelerated distinctly in the course of the
year, with the result that German exporters — after sustaining losses in their
market shares for two successive years — were once again able to participate
fully in the growth of their markets. The consolidation of Germany's competitive



Major items of the balance of payments
DM billion
Item 1981 1982 1983 1984 1985 1986 1987 1988
A. Current account
1. Foreign trade
Exports (f.o.b.)1 396.9 4277 4323 488.2 537.2 526.4 527.4 567.8
Imports (f.o.b.) 1 357.3 365.2 378.5 421.4 451.1 403.0 399.5 428.9
Balance + 396| + 626 + 538| + 668 + 860| +123.4| +127.9| +1389
2. Supplementary trade items
and merchanting trade 2 - 02| + 08| + 83 — 11| - 13| — 15| — 18| ~ 02
Balance of trade + 394| + 633| + 570| + 658| + B47| +121.9| +1261| +1386
3. Services
Receipts 106.0 116.6 118.8 133.5 142.5 140.9 143.8 149.9
Expenditure 1286 1416 137.1 1416 149.7 150.5 159.7 171.4
Balance ~ 226| - 250 — 183 - 81| - 73| - 95| — 159| — 214
4. Transfer payments — 248| ~ 259| - 252 — 297| — 291| — 273| — 291 | — 320
of which
Remittances of foreign workers - 83| - 83| -~ 83| -~ 90| - 80| -~ 75| — 73| - 74
Transfers to the European
Communities - 65 — 75| — 61} — 75| — 82| — 78| — 99| - 122
Balance on current account — B8O| + 124| + 135| + 279 + 483| + 851| + 812| + 852
B. Capital account
1. Long-term capital transactions

(a) German investment abroad (increase: —) — 269| — 283| — 365| — 450| — B61.7| — 554| — 625 — 963
Direct investment - 87| - 60| — 81| — 125} — 141| — 209| — 162 — 183
Foreign securities ~ 80| — 14| — 104| — 157 — 315| — 21.3| — 250| — 728
Advances to non-residents _ 96| — 87| — 147| — 142| — 131| — 103] — 185 — 25
Other investment abroad - 25| - 23| - 33| - 26| — 30| — 3BO| — 27| — 28

(b)Foreign investment in Germany (increase: +) + 353 + 142 + 295| + 252 + 488 + 892| + 392| + 114
Direct investment + 08| + 20| + 45| + 16| + 17| + 24| + 35} + 29
Domestic securities and official
domestic borrowers’ notes + 233| + 122| + 255| + 21.7| + 363| + 690] + 210 — 32

Securities + 10| + 28| + 136| + 174| + 383| + 741 | + 332 + 77

Borrowers’ notes + 223} + 94| + 119 + 43| — 20| — 51| — 122 — 109

Advances to residents 3 + 112 + 01| - 03| + 19| + 109| + 180 + 148| + 118

Other investment in Germany - 00| - 01| - 02| - 00| - 01| - 01| - O1| — 02

Balance of long-term capital transactions + 84| -~ 142| — 70| — 198 -~ 129| + 338| — 233, — 849
2. Short-term capital transactions

(net capital exports: —)

(a) Banks — 103 + 81| + 18| + 01 — 277| — 590| - 62| — 204
Assets - 112| + 43| + 53| - 178| — 334 — 658 — 154| - 301
Liabilities + 09| + 38| - 36| + 178} + 57| + 68| + 93} + 100

(b)Enterprises and individuals + 58| + 32| — 89| -~ 161 — 141| — 538} — 128 ~ 181
Financial relations with foreign banks + 83| + 71| — 25| — 33| — 135| — 464 — 129 — 77
Financial relations with foreign non-banks + 07| - 20| - 06| — 40| + 28| — 22| — 18| — 20
Trade credits - 32| - 19| - 59| - 87| — 35| - 52| + 19| — 84

(c) Official + 18 - 03| — 43| — 18| + 01| — 09| + 09| + 23

Balance of short-term capital transactions - 26| + 110| - 15| — 177 - 417 —-1137| — 181| — 360

Balance on capital account + 58 — 82| — 184| - 375| — 546 — 799| — 413| —1208
C. Balance of unclassifiable transactions

(balancing item) - 00| - 62| + 08| + 65| + 81| + 07| + 14| + 10
D. Balancing item in respect of the Bundesbank’s

external position 4 + 36| — 04| 4+ 24| + 21| - 31} — 32| — 983! + 22
E. Change in the Bundesbank’s net external

assets 5 (increase: +)

(A plus B plus C plus D) + 13| + 27 — 18| — 10| — 13| + 28| + 319| —~ 325
1 Special trade. — 2 Mainly warehouse transactions for account of drawing rights and differences between the transaction values of the

residents and deduction of goods returned and of cross-border process-
ing. — 3 Excluding official domestic borrowers’ notes. — 4 Counterpart
of changes in the Bundesbank's external position which are not caused by
external current and capital transactions: allocations of IMF special

Bundesbank’s foreign exchange transactions and the changes in the
external position shown at balance sheet rates. — 5 Valued at balance

sheet rates.
Discrepancies in the totals are due to rounding.
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position was assisted by the fact that the disadvantages for exports deriving
from the sharp real appreciation of the Deutsche Mark between 1985 and 1987
had come to an end. As the Deutsche Mark depreciated slightly from the
beginning of 1988, the previous upward movement in its external value was
therefore partially corrected. Moreover, German exporters (see p. 14) profited
from the buoyant investment activity in the main customer countries. There was
a particularly strong growth in exports to western European industrial coun-
tries. Prices for German products in those countries, too, rose less strongly
than the corresponding domestic prices, not least because the Deutsche Mark
hardly appreciated at all against the currencies of some of these countries
(such as the countries participating in the EMS exchange rate mechanism,
Switzerland and Austria). Against the pound sterling, the Spanish peseta and
the Swedish krona the Deutsche Mark actually suffered exchange rate losses,
leading to an exchange-rate-induced improvement in the price competitiveness
of German exporters in the countries concerned. Exports to the United States,
on the other hand, fell strongly once more (by 890 in 1988 overall) in the wake
of the depreciation of the doliar up to the end of 1987. However, exports to the
United States evidently stabilised in the second half of the year.

Germany's imports likewise rose strongly in 1988, viz. by 7%06 in value; at
620/ in volume, they actually went up somewhat more than exports. Towards
the end of the year imports were positively sucked in, apparently also because
of an increased build-up in domestic stocks. Recently, imports of non-energy
raw materials and semi-finished goods as well as of products for further
processing have risen much faster than would normally have been consistent
with the growth in domestic output and the consumption of raw materials and
primary products. The growth in imports of end-products was particularly
vigorous throughout the year. In many cases the products in question are not,
or no longer, produced in Germany or are available at more favourable prices
abroad. Besides, German enterprises in manufacturing and distribution resort-
ed increasingly to foreign resources as domestic capacity was largely exhaust-
ed. In any case, the upturn in domestic demand involved a disproportionately
sharp increase in imports. The penetration of the German market by foreign
finished products not only tends to foster the external adjustment process in
Germany but also imparts quite considerable growth stimuli to foreign
suppliers. Imports from countries supplying finished products — especially
from the United States and East Asia, but also from some western European
industrial countries — grew particularly strongly. On the other hand, imports
from oil-producing countries were fairly low in 1988; however, this was mainly a
consequence of the sharp reduction in oil prices compared with the previous
year. Although there was little change in the volume of energy imports, their
value declined by 1400. However, towards the end of the year oil prices rose
sharply again, thus precluding any further relief for Germany’s import bill from
this angle.

Despite the considerable growth in imports overall, Germany's trade surplus,
calculated on an f.o.b.-f.0.b. basis, rose by DM 11 billion to DM 139 billion in
1988 as a result of the improvement in export business (freight and insurance
costs payable on imports are classified under services in this calculation — as
is customary world-wide when compiling balances of payments). However, it
was almost exclusively the export surplus vis-a-vis other EC countries which
rose, the improvement being accentuated in the case of the energy suppliers
— the United Kingdom and the Netherlands — by the fall in oil and natural gas
prices. Obviously there has been a further strengthening of the competitive
position of German industry compared with that of suppliers from other EC
countries. On the other hand, Germany's export surplus vis-a-vis the United
States fell strongly again in 1988 as a result of the previous depreciation of the
dollar.



Germany’s growing trade surplus was accompanied, however, by rising deficits
on services and transfer payments accounts. The total deficit in these two
sectors, including the freight and insurance costs payable on imports, amount-
ed to DM 53 billion in 1988; that was DM 8.5 billion more than in the previous
year. The contractual payments to the European Communities rose particularly
strongly (by DM 2.5 billion net to over DM 12 billion) as a result of the increase
in the EC’s financial requirements, which was taken into account in the revision
of the way in which the EC is financed. In addition, Germany’s deficit on foreign
travel went up again (by DM 1 billion to over DM 29 billion) following the
improvements in real income in Germany. A contributory factor to the larger
deficits on “invisible” current transactions was the decline in net receipts from
construction and assembly work undertaken abroad, as a consequence of the
increase in competition from the newly industrialising countries and the
reduction in building activity (particularly in the oil-producing countries) follow-
ing the decline in oil prices. On the other hand, the trend towards growing
deficits on services account has recently been restrained owing to the steadily
rising receipts of investment income from abroad. In 1988 net receipts in this
sector came to DM 8 billion, which was equivalent to a rise of just over DM 1
billion. This was mainly due to the increase in Germany’s net external assets
associated with the large current account surpluses, while the renewed rise in
the interest rate level in the course of 1988 has probably not yet influenced the
investment income payments which are still to be made.

Germany’s continued large current account surplus was accompanied in 1988
— in contrast to the previous year — by equally large net long-term capital
exports, at DM 85 billion net. Germany’s basic balance was therefore roughly in
equilibrium, whereas in the preceding year it had shown a surplus of DM 58
billion. In addition, there was an outflow of short-term funds totalling DM 35
billion (including the balancing item of the balance of payments). Overall, the
balance of payments pattern in 1988 suggests that there was a tendency to
“over-recycle” the current account surpluses, which contributed to the
weakening of the exchange rate for the Deutsche Mark; while the Bundesbank
was able to moderate this downward trend by deploying considerable amounts
of its monetary reserves, it was unable to stop it. Despite the increases in
interest rates which have meanwhile occurred in Germany, there were further
massive outflows of capital at the beginning of 1989.

The trend in capital transactions in 1988 was influenced, firstly, by the fact that
the market had little expectation of an appreciation of the Deutsche Mark,
which would have countered the higher interest rates for assets in major
foreign currencies. Secondly, the withholding tax on domestic interest income,
which was announced in the autumn of 1987 and introduced in January 1989,
represented a handicap, especially from the point of view of German investors.
Against this background, residents acquired high-yielding foreign currency
bonds, which are exempt from withholding tax, to the record amount of DM
42.5 billion in 1988 (for details see the section beginning on p. 47). Further
resources flowed into foreign securities (DM 13 billion) through the investment
funds established in Luxembourg by German banks. Similarly, purchases of
foreign Deutsche Mark bonds by residents were fairly high (over DM 12 billion)
as a result of the withholding tax. Including purchases of foreign shares (other
than participations), a total of no less than DM 73 billion was invested in foreign
securities. (For the significance of these capital exports for the private
acquisition of financial assets, see p. 48.) In addition to these exports of
portfolio capital, there were outflows of capital, as usual, through other
transactions such as direct investment and development aid loans; at a total of
DM 23.5 billion, however, these capital exports, some of which were “autono-
mous”, were far smaller in 1988 than in the previous year. In particular, there
were no exports of funds through long-term bank loans last year, as foreign
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demand for long-term Deutsche Mark funding was evidently met primarily
through the strongly expanding sales of relatively low-yielding foreign Deutsche
Mark bonds.

The dwindling attractiveness of domestic Deutsche Mark investments also led
to a substantial decline in Germany’s long-term capital imports (from DM 39
billion to DM 11.5 billion in 1988). Whereas non-residents had invested a total of
DM 23 billion in German fixed interest securities (including official borrowers’
notes) in 1987, they sold such paper to the extent of DM 9 billion net in the
course of 1988. Instead, non-residents invested more heavily in foreign
Deutsche Mark bonds, which are exempt from withholding tax and were
offered in greater numbers last year. However, part of the funds raised through
the issue of foreign Deutsche Mark bonds flowed to domestic banks through
their foreign financing subsidiaries, which generally passed on the proceeds of
the bonds they had issued to their German parent banks in the form of
deposits. The growth (of DM 10 billion) in banks’ long-term external deposits
last year is primarily a reflection of such transactions. Otherwise, Germany
imported significant amounts of funds last year only through the share market
(DM 5.5 billion, excluding participations). In view of the positive reports on the
economy and on enterprises, and despite the depreciation of the Deutsche
Mark, German shares appeared to non-residents to be an attractive investment
again (at least at times), after considerable funds had been withdrawn from the
German share market in the wake of the stock market crash of October 1987.

There was also an increase in short-term capital outflows in 1988; they grew
from DM 17 billion to DM 35 billion (including the balancing item of the balance
of payments}. To some extent, these capital movements were directly associ-
ated with current transactions: as a result of the rapid expansion in export
turnover, there was a net outflow of DM 8.5 billion through trade credits last
year. In most cases, however, the net exports of funds were a result of the
Bundesbank’s foreign exchange sales (and the Deutsche Mark purchases of
the US monetary authorities), which were undertaken in 1988 to support the
exchange rate of the Deutsche Mark. In the context of the balance of
payments, such central bank interventions — when the holding of Deutsche
Mark becomes less attractive as a result of interest rate and exchange rate
conditions — are mostly accompanied by outflows of funds in short-term
capital transactions, which are reflected above all in an increase in the
short-term claims of German banks on non-residents. Accordingly, such claims
rose by DM 30 billion in the course of last year.

In 1988 the Deutsche Mark mostly tended to depreciate in the foreign
exchange market. From the beginning of 1988 to the end of March 1989 it fell in
value, particularly against the US dollar (— 1690) as well as against the
Japanese yen (— 900), the pound sterling {— 7090), the Swedish krona
{— 790), the Norwegian krone (— 80/) and the Spanish peseta (— 900). This
may have owed something to the marked tightening of monetary policy in most
of these countries. Furthermore, as already mentioned, the introduction of
withholding tax on domestic interest income in Germany encouraged capital
exports, a factor which put further pressure on the Deutsche Mark exchange
rate relative to the freely floating currencies. Within the European Monetary
System, on the other hand, the situation remained relatively quiet in view of the
depreciating tendency of the Deutsche Mark against third currencies; the
pattern of exchange rates — apart from a few comparatively minor moments of
tension — has not been seriously threatened since the last realignment more
than two years ago. Overall, the external value of the Deutsche Mark against
the average of the currencies of 18 major industrial countries declined by 5%
between the beginning of 1988 and the end of March 1989. Since prices in
Germany continued to rise more slowly than those in most of its partner
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countries at the same time, the depreciation of the Deutsche Mark in real
terms, i.e. after taking the accumulated price differentials into account, was
markedly higher, at 7 %0.
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Exchange rate move-
ments inconsistent
with the economic

fundamentals

Decline in the net
monetary reserves
as a result of inter-
vention

Changes in the net external position of the Bundesbank
due to operations in the foreign exchange market
and other foreign exchange movements*
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
1987 January + 183 + 1.1 + 158 + 158 - + 14
February + 04 - - 09 — - 09 + 13
March — 45 — 01 - 57 - - 57 + 13
April + 34 + 07 - - - + 27
May + 27 + 05 - 07 - - 07 + 28
June - 03 + 07 - — - - 10
July — 24 - - - - - 24
August - 07 - 17 - - — + 10
September + 16 + 06 — — - + 1.0
October + 27 + 1.0 — - - + 17
November + 16.0 + 34 + 100 + 100 - + 286
December + 40 + 29 - — - + 10
Total + 412 + 92 + 185 + 258 - 73 + 135
1988 January + 40 + 22 - - - + 18
February — 53 - - 641 - — B84 + 08
March - 16 - - - — - 186
April + 20 + 086 - - + 14
May -~ 31 - - - - - 31
June — 88 - 25 — - - - 63
July - 112 - 13 — - - + 041
August — 86 - 90 — — - + 05
September - 26 - 141 — - - - 186
October + 09 - 01 - - - + 10
November + 31 + 1.1 - - — + 20
December - 34 - 02 - - - — 32
Total — 347 — 203 - 6.1 - -~ 6.1 - 82
1989 January — 42 - 44 - - - + 0.1
February - 07 - 19 - - - + 1.2
March p — 441 — 24 + 02 + 02 - - 19
1st quarter p - 91 — 87 + 02 + 02 — - 05
“ 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. — p Provisional.
Discrepancies in the totals are due to rounding. BBk

These exchange rate movements, however, were inconsistent with the eco-
nomic fundamentals in Germany. Firstly, a downward movement of the
Deutsche Mark was out of line with the higher degree of stability in Germany
compared with other countries; there was therefore a danger of inflationary
trends abroad being imported into Germany to a greater extent through the
loss in the external value of the Deutsche Mark. Secondly, as explained above,
the depreciation of the Deutsche Mark impeded the reduction in the current
account surpluses because it was accompanied by an improvement in the price
competitiveness of German industry relative to that of foreign competitors on
both domestic and foreign markets. From the point of view of economic policy,
it was therefore necessary to resist such a counterproductive weakening of the
Deutsche Mark by adopting national measures, and particularly by raising
interest rates. At the same time, however, cooperation among major industrial
countries with the objective of slowing down any further appreciation of the US
dollar also contributed to this end.

The Bundesbank intervened, especially last summer, by selling fairly large
amounts of dollars when the US dollar threatened to reach, and overshoot, the
DM 1.90 mark. The US monetary authorities undertook parallel interventions:
the Deutsche Mark purchased were placed with the Bundesbank, with the
result that the latter’s external liabilities rose accordingly. In the wake of such
coordinated support operations for the Deutsche Mark, the Bundesbank's net
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countries at the same time, the depreciation of the Deutsche Mark in real
terms, i.e. after taking the accumulated price differentials into account, was
markedly higher, at 7 %bo.
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Exchange rate move-
ments inconsistent
with the economic

fundamentals

Decline in the net
monetary reserves
as a result of inter-
vention

Changes in the net external position of the Bundesbank
due to operations in the foreign exchange market
and other foreign exchange movements*
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
1987 January + 183 + 141 + 158 + 158 - + 14
February + 04 - - 09 - — 09 + 13
March -~ 45 - 01 - 57 - - 57 + 13
April + 34 + 07 - - - + 27
May + 27 + 05 - 07 — - 07 + 28
June - 03 + 07 - - - - 1.0
July - 24 - - - - - 24
August - 07 - 17 — - — + 1.0
September + 16 + 06 — - - + 10
October + 27 + 10 — - — + 17
November + 16.0 + 34 + 10.0 + 10.0 — + 26
December + 40 + 29 - - - + 1.0
Total + 412 + 92 + 185 + 258 - 73 + 135
1988 January + 4.0 + 22 - — — + 18
February - 53 — — 6.1 - - 6.1 + 08
March - 16 — - - - - 186
April + 20 + 06 - - — + 14
May - 341 - - - - - 34
June — 88 - 25 - - - - 63
July - 112 - 13 - — - + 0.1
August — 886 - 9.0 - - - + 05
September - 28 - 11 - - — - 16
October + 098 - 01 - - - + 10
November + 31 + 1.1 — - - + 20
December - 34 — 02 - - — - 32
Total — 347 - 203 — 6.1 - — 6.1 - 82
1989 January - 42 — 44 - - — + 041
February - 07 - 19 - - - + 12
March p - 441 — 24 + 02 + 02 — - 19
1st quarter p - 91 - 87 + 02 + 02 — — 05
* 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. — p Provisional.
Discrepancies in the totals are due to rounding. BBk

These exchange rate movements, however, were inconsistent with the eco-
nomic fundamentals in Germany. Firstly, a downward movement of the
Deutsche Mark was out of line with the higher degree of stability in Germany
compared with other countries; there was therefore a danger of inflationary
trends abroad being imported into Germany to a greater extent through the
loss in the external value of the Deutsche Mark. Secondly, as explained above,
the depreciation of the Deutsche Mark impeded the reduction in the current
account surpluses because it was accompanied by an improvement in the price
competitiveness of German industry relative to that of foreign competitors on
both domestic and foreign markets. From the point of view of economic policy,
it was therefore necessary to resist such a counterproductive weakening of the
Deutsche Mark by adopting national measures, and particularly by raising
interest rates. At the same time, however, cooperation among major industrial
countries with the objective of slowing down any further appreciation of the US
dollar also contributed to this end.

The Bundesbank intervened, especially last summer, by selling fairly large
amounts of dollars when the US dollar threatened to reach, and overshoot, the
DM 1.90 mark. The US monetary authorities undertook parallel interventions:
the Deutsche Mark purchased were placed with the Bundesbank, with the
result that the latter's external liabilities rose accordingly. In the wake of such
coordinated support operations for the Deutsche Mark, the Bundesbank’s net



monetary reserves declined relatively sharply; in 1988 as a whole they fell —
calculated at transaction rates — by DM 35 billion, whereby they were simply
restored to their level at the end of 1986. The effect of the sizeable foreign
exchange sales on the exchange rate level, however, was relatively small. As
past experience in the foreign exchange market has shown, a basically adverse
sentiment with respect to a given currency cannot be reversed through
intervention alone. Instead, an economic policy which restores confidence in
the domestic currency and prevents the emergence of specific pressures in
the capital market is required for this purpose.

4. Monetary policy in a changed overall economic setting
(a) Change of stance in the money market in the course of the year

The considerable uncertainty prevailing in the financial markets in the aftermath
of the stock market crash of October 1987 prompted the Bundesbank after the
turn of 1987-8 to continue the expansionary monetary policy stance it had
adopted towards the end of 1987. It tried, however, to prevent any build-up of
pressure in the domestic money market and to stem the rise in liquidity in the
banking system deriving from heavy exchange market intervention by the
Bundesbank and other central banks. The Central Bank Council’s decision to
cut the banks’ rediscount quotas by DM 5 billion from February 1, 1988 and the
lowering of a number of special credit lines by some DM 1 billion neutralised
part of the liquidity effects of the foreign exchange inflows and enabled the
Bundesbank to manage the money market more effectively again by employing
securities repurchase agreements. After the turn of the year, revolving
securities repurchase agreements continued to be offered in the shape of
volume tenders at a fixed rate of 3.25%0, unchanged from this low level since
November 1987; throughout the period up to the end of May these transactions
were gauged in such a way that the banks’ ongoing demand for central bank
balances could be met at unchanged money market rates. There were signs,
however, that the liquidity needs resulting from the growth of currency in
circulation and of the minimum reserve requirements and reflecting the
expansion of the money stock were considerably above the target range
envisaged for the year as a whole. As a consequence of this liquidity policy the
call money rate ran at the level of the repurchase rate throughout this period.
Money market rates for longer maturities tightened perceptibly, however, in the
late spring of 1988.

This stiffening of time deposit rates primarily reflected the interrelation with the
average bond yield, which was tending to go up distinctly against the
background of rising US dollar rates and the incipient weakening of the
Deutsche Mark. At the same time, the pace of monetary growth accelerated
markedly and domestic business activity picked up strongly. The Bundesbank
therefore preferred not to counteract a further tightening of money market
rates from the early summer onwards. Despite the fact that liquidity needs in
the banking system rose sharply on account of heavy foreign exchange
outflows from the Bundesbank, the ongoing provision of funds through
securities repurchase agreements tended to be tight, forcing the banks at
times to rely more heavily on comparatively expensive short-term assistance
and lombard loans from the Bundesbank. The repurchase rate for open market
operations, which at first continued to come in the form of volume tenders, was
raised to 4.2500 in a number of steps. In addition, and largely in line with similar
measures taken by several major partner countries, the Bundesbank then put
up the discount rate from 2.5%o to 390 with effect from July 1 and the lombard
rate from 4.5%0 to 5% with effect from July 29. These measures virtually
reversed the relaxations introduced in the wake of the turbulence in the
financial and foreign exchange markets in the autumn of the preceding year,

Neutralisation of the
foreign exchange
inflows while initially
maintaining the
expansionary basic
stance

Transition to a less
expansionary course
and interest rate
increases around
mid-year
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Record of economic policy measures

1988
January 7

January 21

April 7

June 24

June 27-8

June 30

July 28

August 25

September 1

October 25

December 15

1989
January 19

1988
January 1

|. Domestic and external monetary policy

The Bundesbank cuts the banks’ rediscount quotas (including a number of special credit lines,
some of which are cut with effect from a later date) by about DM 6 billion as from February 1. This
measure is designed to ensure that money market management through securities repurchase
agreements remains possible after the increase in liquidity in the banking system deriving from
exchange market intervention.

The Bundesbank announces the 1988 monetary target. According to the decision taken by the
Central Bank Council, the Bundesbank will conduct its monetary policy in 1988 in such a way as to
maintain monetary stability and promote the growth of domestic demand. It considers an increase
of 3 to 600 in the money stock between the fourth quarter of 1987 and the fourth quarter of 1988 to
be consistent with this objective. On this occasion, the target is formulated for the first time in
terms of the money stock M3.

The Bundesbank approves its annual accounts for the financial year 1987; DM 0.2 billion of its net
profit is transferred to the Federal Government.

The Finance Ministers of the twelve EC states adopt a Directive on the full liberalisation of
intra-Community capital transactions. All restrictions on foreign exchange and capital movements
within the EC are to be lifted by mid-1990, with Spain, Portugal, Greece and Ireland being subject to
transitional arrangements which will be phased out not later than the end of 1992 and the end of
1995. At the same time, the member states agree to apply the same degree of liberalisation to
non-Community countries as to EC countries.

At their summit meeting in Hanover, the Heads of State and Government of the twelve EC states
review the progress made on the way to the European internal market, which is to be completed by
the end of 1992. Moreover, a committee is set up to submit proposals on the implementation of
economic and monetary union.

The Bundesbank raises its discount rate from 2.5 to 30/ with effect from July 1. By this decision
the Bundesbank takes account of the strong rise in domestic business activity, the acceleration of
monetary growth and the weakening of the Deutsche Mark in the foreign exchange markets.

With effect from July 29 the lombard rate is raised from 4.50%0 to 5%. By this measure the
Bundesbank takes account of the trend in market interest rates and the tensions in the foreign
exchange markets.

With effect from August 26 the discount rate is raised from 300 to 3.5%0. This measure primarily
serves to consolidate the preceding increase in interest rates in the financial markets.

For the first time, the Bundesbank uses the “US-style” allotment procedure for securities
repurchase agreements. By this method banks have to pay exactly what they bid for their funds,
rather than an average computed on the basis of all bids, so that more market-related rates are
henceforth applied to these transactions.

The Bundesbank announces an increase of some DM 5 billion in the banks’ rediscount quotas with
effect from November 2. This enables the banks to somewhat reduce the large amount of their
securities repurchase agreements on a durable basis by recourse to the rediscount facility.

The Bundesbank announces the 1989 monetary target. It considers an expansion of about 5% in
the money stock M3 between the fourth quarter of 1988 and the fourth quarter of 1989 to be
consistent with the objective of its monetary policy of maintaining the degree of price stability
already achieved while ensuring the continuance of satisfactory economic growth. By raising the
lombard rate from 50o to 5.5%0 as from December 16 the Bundesbank regains greater scope for its
money market management following the increase in money market rates.

The Bundesbank raises the discount rate from 3.5%0 to 4% and the lombard rate from 5.50%0 to 6%
with effect from January 20. By these measures the Bundesbank continues its policy of restraining
monetary growth and counteracting any upward trends in prices and any further weakening of the
exchange rate of the Deutsche Mark.

Il. General economic and fiscal policy

The second stage of the 1986-8 tax reductions, supplemented by the Act on the Extension of Tax
Reductions, comes into effect. The main element in the tax relief is a levelling-off of the progressive
effects of the income tax scale; moreover, some allowances (including, in particular, the basic
allowance) are raised and the special depreciation allowances for small and medium-sized
businesses are improved. In all, the tax reductions in 1988 are estimated to amount to almost DM
14 billion.




January 7

January 29

February 11-12

March 22

April 27

May 18

June 23

July 7

November 24

November 24

November 25

1989

January 1

January 25

The Federal Cabinet discusses questions of fiscal and budgetary policy. As there will be hardly any
profit transfer by the Bundesbank, and as more funds will probably have to be transferred to the
European Communities, new debt amounting to around DM 40 billion (rather than DM 29.5 billion,
as originally envisaged) is in prospect for the Federal budget. This is to be accepted in 1988. In the
1989 financial year net borrowing by the Federal Government is to be reduced by at least DM 10
billion.

In its 1988 Annual Economic Report the Federal Cabinet sees a good chance of real GNP being 1%
to 200 higher than a year before. While this will permit a further rise in employment, the
unemployment rate will probably go up slightly all the same because of the persistently large
number of people looking for work. Consumer prices should increase by no more than 100. A
further marked lowering of the real foreign balance would help to reduce the international balance
of payments disequilibria.

The European Council takes decisions on agricultural, structural and fiscal policy issues. In
particular, the financial situation of the EC is improved, as a result of which the Federal Government
incurs additional financial burdens, rising from DM 4 billion in 1988 to about DM 10 billion in 1992.

The Federal Cabinet approves the 1990 Tax Reform Bill. Gross tax relief totalling approximately DM
40 billion is accompanied by some DM 19 billion of additional tax receipts deriving from the
dismantling of tax concessions and from measures designed to tax receipts more evenly (net relief
in the first twelve months of operation: almost DM 21 billion).

The Federal Cabinet approves the Health Reform Bill. The purpose of this Bill is to enhance the
sense of personal responsibility of those insured with the statutory health insurance institutions
and to improve the cost-effectiveness of benefits in order to cut costs. The envisaged savings
and/or additional receipts are expected to rise from DM 7.5 billion in 1989 to DM 14 billion in 1992
{(when all the measures will be in full effect). About one-half of the amount saved is to be devoted to
new benefits (mainly in the field of nursing care at home); the other half is intended to provide
scope for lowering the contribution rates.

The Financial Planning Council discusses the economic and fiscal policy assumptions underlying
the 1989 draft budgets and the financial plans until 1992. As in March, it agrees unanimously that
strict expenditure restraint continues to be necessary at all budget levels. The overall growth rate of
the central, regional and local authorities’ spending should be distinctly below 3%o a year.

The Bundestag approves the 1990 Tax Reform Act with slight amendments relative to the Bill. The
relief now totals DM 19 billion net.

The Federal Cabinet approves the draft Federal budget for 1989 and the financial plan for the period
from 1988 to 1992. The budget volume in 1989 amounts to DM 288.2 billion (4.6 % more than the
estimate for 1988) and the financial deficit comes to DM 329 billion. Over the medium term,
expenditure is to rise by 2 to 2% 00 a year. After increasing to just under DM 37 billion in 1990, the
deficit is to drop back again to about DM 30 billion by 1992.

At the same time the Federal Cabinet approves drafts of an Act Accompanying the Budget and an
Act Amending Excise Taxes, whereby mineral oil tax on petrol and heating oil, motor vehicle tax on
diesel passenger cars, tobacco tax and insurance tax are raised and a tax on natural gas/liquid gas
is introduced (expected additional receipts in 1989: about DM 8.5 billion).

In the draft of the supplementary Federal budget for 1988, which is approved at the same time, the
deficit amounts to DM 39.7 billion. In accordance with the subsequent decision of the Bundestag,
the financial balance totals DM 33.1 billion.

In its Annual Report the German Council of Economic Experts expects the upswing to continue in
1989, too, after the surprisingly buoyant trend in business activity in 1988. in its estimation, the
driving forces will again come from abroad as well as from the home market, and especially from
capital formation. The Council estimates that the growth rate of real GNP in 1989 will average
2%:0/0.

The Bundestag approves the 1989 Federal Budget (with an expenditure volume of DM 290.3 billion
(+ 5.490) and a financial deficit of DM 28.7 billion) the Act Accompanying the Budget and the Act
Amending Excise Taxes.

The Bundestag approves the Health Reform Act. Most of its provisions will come into effect on
January 1, 1989.

Along with the excise tax increases, some elements of the 1990 Tax Reform Act {(including, in
particular, the 109 withholding tax on interest income) take effect.

In its 1988 Annual Economic Report the Federal Cabinet notes that the economic situation in
Germany at the beginning of the year is characterised by a strong upswing. In 1989 real GNP is
expected to grow by about 2%2%0 and thus once again at the medium-term trend rate of the last few
years. This economic expansion will be accompanied by a rise of just over 2% in the number of
persons employed and a siight decline in the unemployment rate. The Federal Cabinet expects that
it will be possible to limit the average annual upturn in consumer prices in 1989 to 2 to 2%2%, after
taking due account of the excise tax increases which came into effect at the beginning of the
year.
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Further advance and
more market-related
management of
securities repurchase
agreements

Renewed tightening
of interest rates
towards the end of
the year

Interest rate
increases prompted
mainly by domestic

considerations at the
beginning of 1989

notably the lowering of the discount rate to an all-time low. A further raising of
the discount rate (from 3% to 3.5%), which became effective on August 26,
marked the start of a period of consolidation of the previous rise in interest
rates.

Substantial net foreign exchange sales by the Bundesbank in support of the
Deutsche Mark pushed the amount outstanding under securities repurchase
agreements up exceptionally sharply in the second half of 1988. It reached its
peak for the year in October, at an average of DM 76 billion. In the light of these
developments, the Bundesbank sought to steady its provision of funds through
repurchase agreements, simultaneously adopting a somewhat longer-term
approach. In August it introduced a fourth regular monthly securities repur-
chase tender, and from September it occasionally offered tranches running for
two months alongside the usual one-month maturities. In addition, the banks’
rediscount quotas were raised by DM 5 billion with effect from November 2.
This enabled the banks to somewhat reduce the large amount of their
securities repurchase agreements on a durable basis by recourse to the
rediscount facility. Moreover, from the end of October last year, the tender
method for the one-month securities repurchase agreements as well was
changed to the “US-style” allotment procedure, after this had been tested
successfully for the longer-term tenders. By this method — in contrast to the
previously applied “Dutch” auction method or a volume tender — the banks
have to pay exactly what they bid for their funds, rather than an average
computed on the basis of all bids. As the new procedure is “shadowing”
market conditions, repurchase rates are now closer to current money market
rates and to that extent better reflect the current overall situation in the money
market. The new procedure did not in itself spark off a rise in interest rates last
autumn; to begin with, shorter-term money market rates actually eased
somewhat following the change-over described above. At the end of November
the Bundesbank for the first time employed a “quick tender” for its securities
repurchase agreements. Besides the fact that all such transactions are
basically at short term, this special form of securities repurchase agreement
differs from “ordinary” open market operations in that the transactions are
settled promptly, involving only banks which are active in the money market.
Quick tenders thus further supplement the tools available to the Bundesbank
for fine-tuning the money market.

In December bank liquidity decreased more sharply than would have been
consistent with the seasonal pattern, as the exceptionally rapid rise in currency
in circulation deprived banks of substantial amounts of funds. The Bundesbank
abstained from easing the pressure that was consequently building up in the
money market. When money market rates started to edge up, banks stepped
up their lombard borrowing. Eventually, the Bundesbank raised the lombard
rate from 5% to 5.50%0 with effect from December 16, thus restoring, at the
higher level money market rates had reached meanwhile, the usual interest rate
leeway for its money market management. To forestall any further-going
speculative lombard borrowing by banks during this period, the Bundesbank
for a time (until the beginning of January 1989) offered one-month securities
repurchase agreements in the shape of volume tenders, at a fixed rate of 50/.

In January 1989 the Bundesbank tightened the monetary policy reins a little
further still, raising the discount and lombard rates by - percentage point each
to 40/0 and 6%, respectively, with effect from January 20. By these interest rate
policy measures, in which other central banks joined, it continued its policy of
restraining monetary growth, counteracting any emergent inflationary tenden-
cies at an early date and resisting any further weakening of the Deutsche Mark
in the exchange market. At the beginning of the new year the price climate in
Germany worsened, as discussed above (p. 19), inter alia for domestic
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reasons, so that it seemed appropriate to emphasise unequivocally the
corrective basic stance of monetary policy.

(b) Ample liquidity after yet another overshooting of the monetary target

For 1988 the monetary target was for the first time expressed in terms of the
broadly defined money stock M3. The main reason for abandoning the central
bank money stock, which had previously been used as the target variable, was
that currency carries a smaller weight in the money stock M3, which shows a
less marked response to interest-rate and exchange-rate-induced disruptions
and extreme situations (such as had been seen in 1987 and were also expected
for 1988) than does the central bank money stock.' Viewed over the somewhat
longer term, both monetary aggregates have moved broadly parallel to one
another in the past, so that the procedure previously used for deriving the
target in a medium-term framework could virtually be retained for the money
stock M3. In deriving the target, the Bundesbank made allowance for an
average annual increase of some 2% in real production potential in 1988 and

1 See “Methodological notes on the monetary target variable ‘M3 in Monthly Report of the Deutsche
Bundesbank, Vol. 40, No. 3, March 1988, p. 18.

1988 monetary target
rebased to the
money stock M3
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Monetary developments

Change during year 1

Item 1982 I 1983 | 1984 | 1985 I 1986 | 1987 I 1988
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: —) - 75 - 101 - 71 — 66 - 1341 — 155 -~ 186
Foreign exchange movements (excluding foreign exchange
swaps and repurchase agreements) + 17 - 20 - 39 - 07 + 87 + 387 — 306
Cash transactions of the central and regional authorities
(including shifts of Federal balances under section 17 of the
Bundesbank Act) — 41 + 1.7 + 13 — 42 - 02 + 18 + 23
Transfer of the Bundesbank’s profit to the Federal Govern-
ment + 105 + 110 + 114 + 129 + 127 + 73 + 02
Other factors - 121 - 97 - 121 - 140 — B8O - B89 — 83
Total 1 - 114 - 90 - 106 — 125 + 00 + 233 — 549
2. Liquidity policy measures
Change in minimum reserves 4 + 54 - 02 - 04 + 041 + 74 - 64 + 02
Change in refinancing facilities + 77 - 07 + 78 + 33 — 56 - 76 + 04
Open market operations (with non-banks, in “N paper”
— excluding short-term sales of Treasury bills — and in
long-term securities) + 15 + 24 — 39 + 041 + 14 - 10 + 04
Securities repurchase agreements - 14 + 66 + 77 + 165 - 95 — &5 + 504
Other assistance measures in the money market § + 186 — 34 + 00 + 06 + 15 - 23 + 04
Total 2 + 148 + 47 + 113 + 206 — 48 - 225 + 518
3. Remaining deficit {—)
or surplus (+) (1 plus 2) + 34 — 43 + 07 + 841 — 48 + 08 - 31
covered or absorbed by
Recourse to unused refinancing facilities
(reduction: +) — 35 + 33 - 10 - 31 + 42 + 0.1 + 09
Raising (+) or repayment () of lombard or
special lombard loans + 041 + 10 + 03 - 50 + 06 - 09 + 22
%%
B.Key monetary indicators
Money stock M3 6 + 72 + 57 + 45 + 53 + 68 + 61 + 67
Money stock M2 (= M3 excluding savings deposits) + 5.1 + 25 + 49 + 48 + 6.1 + 589 + 74
Money stock M1 (= currency in circulation and sight deposits) + 68 + 79 + 53 + &5 + 76 + 77 + 103
Lending by banks and the Bundesbank
to domestic non-banks + 65 + 67 + 59 + 51 + 40 + 441 + 63
Memorandum item: Central bank money stock 2,7 + 6.0 + 69 + 47 + 44 + 83 + 82 + 87
DM billion
C.Money stock and its counterparts
Money stock M3 (= 1 plus 2 less 3 less 4 less 5) + 548 + 453 + 413 + 454 + 657 + 626 + 761
Counterparts in the balance sheet
1. Volume of credit 8 +104.4 +113.2 +108.1 + 9841 + 817 + 870 +138.2
of which
Bank lending to domestic non-banks +106.1 +111.3 +110.0 +100.6 + 778 + 898 +137.6
— to enterprises and individuals 9 + 30.0 + 440 + 474 + 485 + 399 + 386 + 69.7
— to the housing sector 10 + 361 + 481 + 435 + 33.2 + 337 + 226 + 264
— to public authorities + 40.0 + 193 + 19.1 + 189 + 42 + 286 + 415
2. Net external assets 11 + 45 + 12 + 08 + 30.0 + 5659 + 532 - 562
3. Monetary capital + 465 + 67.1 + 69.7 + 750 + 6938 + 707 + 428
of which
Savings deposits at agreed notice + 43 - 20 + 60 + 11.2 + 1563 + 97 - 57
Bank savings bonds + 119 + 13.0 + 163 + 104 + 99 + 98 - 01
Time deposits and funds borrowed for 4 years and over + 72 + 27.2 + 26.3 + 345 + 376 + 431 + 464
Bank bonds outstanding 12 + 141 + 226 + 13.2 + 93 - 47 - 20 - 59
4. Central bank deposits of domestic public authorities + 05 + 09 - 12 + 13 - 141 + 35 - 11
5. Other factors + 72 + 10 - 10 + 65 + 32 + 34 + 162

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 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 by domestic non-banks at domestic banks. —
7 Reserve component calculated at constant reserve ratios (base: January
1974); excluding reserve-carrying bank bonds. — 8 Banks and the
Bundesbank; including lending against securities. — 9 Excluding housing.
— 10 Excluding lending against securities. — 11 Banks and the Bundes-
bank. — 12 Excluding banks’ portfolios.

Discrepancies in the totals are due to rounding. BBk



for an unchanged annual inflation rate not exceeding 2%0. An increment of %2
percentage point was included to take account of the fact that, according to
calculations made by the Bundesbank, the money stock M3 is rising somewhat
faster in the long run than nominal production potential. Allowing for a target
range of 3 percentage points, which above all was meant to take account of
presumed instabilities in the money creation process, a four-quarter target for
the expansion of the money stock was derived as usual from the benchmark
figures mentioned above. This provided that the Bundesbank was to aim at
allowing the money stock M3 to expand by 3 to 6 %0 between the fourth quarter
of 1987 and the fourth quarter of 1988. Setting this target for 1988 involved the
intention of maintaining monetary stability and fostering the growth of domestic
demand.

As early as the first half of the year the growth of the money stock M3
quickened sharply, taking it distinctly above the top of the target corridor. For
one thing, this trend reflected the lagged effects of the cuts in central bank
interest rates from the late autumn of 1987 and domestic investors’ continuing
wait-and-see attitude towards purchases of German bonds. For another,
monetary expansion was given an “exogenous” stimulus as longer-term bank
deposits were switched into liquid money holdings, such as currency and sight
deposits, on tax grounds. External factors may also have played a part in this,
e.g. the increased holding of Deutsche Mark notes abroad (though such influ-
ences cannot be quantified). In the wake of the adjustment of the monetary
policy stance last summer, monetary growth slackened temporarily. In the
autumn, however, it gathered considerable momentum again as domestic
monetary capital formation was low and money creation was increasingly being
boosted by lending. Towards the end of the year monetary expansion was
given an extra filip by an increase in currency in circulation which was
completely out of line; motivated by uncertainties associated with the introduc-
tion of withholding tax, domestic investors resorted to a downright “flight” into
cash. In the event, the four-quarter growth rate of the money stock M3 in 1988
— between the fourth quarter of 1987 and the fourth quarter of 1988 — came
to 6.7 90, thus overshooting the 1988 monetary target.

This outcome meant that the Bundesbank’s monetary target was overshot in
1988 for the third consecutive year. Overall money balances expanded
considerably more strongly than would have been consistent with the medium-
term real growth potential of the economy, which is measured in terms of the
estimated growth of production potential. After the years 1982 through 1985
had seen a rate of monetary growth that was broadly matched by potential
output growth, the expansion of the money stock M3 (including an annual
increment of Y2 percentage point to take account of the rise in trend) outpaced
the rate of growth of production potential, calculated at current prices, by a
total of 5 percentage points up to 1988. This development, on past experience,
implies a potential risk to the stability of the Deutsche Mark. It should be borne
in mind, however, that under the special conditions obtaining in recent years
excessive monetary growth does not “mechanistically” translate into price
rises. Hence it is not impossible that, following several years of uninterrupted
decline in inflation rates, households and enterprises came to have greater
confidence in monetary stability and therefore did not expect to see interest
rates move as erratically again as they had done in the seventies and early
eighties, and thus considered the opportunity cost of holding liquid funds to be
small. Since the autumn of 1987, i.e. since the start of the "withholding tax
debate” in Germany, private demand for money has apparently been given an
additional boost by investors remaining undecided as to whether they should
hold their funds in the form of foreign or domestic assets, in interest-bearing
instruments such as savings deposits (which are exempt from withholding tax)
or for the time being just in the form of banknotes. As far as monetary policy is
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concerned, the decisive factor is then whether the cash reserves accumulated
will continue not to be channelled into expenditure or the money supply if there
is a change in the underlying economic conditions. In this connection,
significant points might be, for instance, whether a marked deterioration in the
price climate is to be expected, whether assets denominated in foreign
currencies yield high rates of interest while no exchange losses are likely to be
incurred, or whether or not German investors must brace themselves for
changes still to come in the withholding tax rate. The large supply of liquidity
would certainly become relevant to monetary policy if resident financial asset
holders were to slacken in their willingness to hold on to their large liquid
reserves over the long term.

Against the backdrop of a changing overall economic setting, the Bundesbank
defined its basic monetary policy stance for 1989 by saying that the degree of
price stability already achieved was to be maintained under conditions of
continuing satisfactory economic growth. The commitment to stability that this
implies was reaffirmed in December last year by the announcement of another
target for the growth of the money stock M3. This target was based on the
assumption of an average annual increase in overall production potential,
calculated at current prices, of 4 to 4%00 in 1989. At the same time, it was
taken into account that, if capital formation increased, real production potential
might grow at a slightly (but, because of the contractionary impact of the



reduction in working hours, not so very much) faster rate than in the preceding
years. At the same time, allowance was made for an inflation rate of about 20/,
unchanged from the previous year. It was taken into account in this context
that in 1989 it would be rather more difficult than in earlier years to keep the
inflation rate down to this benchmark figure, as “exogenous” price increases
deriving from the tax changes were in the pipeline at the beginning of the year.
The (average annual) increment of about 2 percentage point for the long-term
change in the relationship between the money stock M3 and the production
potential at current prices was also retained. The above-mentioned economic
benchmark figures yielded in arithmetical terms an average annual rise of just
under 500 for the money stock M3 in 1989 — a figure which, all in all, appears
appropriate. For the reasons mentioned above, the Bundesbank — in line with
corresponding recommendations by the Council of Economic Experts and
other bodies — continued not to include a “discount” for the monetary
carry-over which had accumulated in the years before. The monetary target,
formulated as usual in terms of a four-quarter increase — from the fourth
quarter of 1988 to the fourth quarter of 1989 — was in the event set by the
Central Bank Council at “about 50/6”. The new monetary target reflects the
Bundesbank’s intention of keeping monetary growth in the current year down
to a rate that is compatible with monetary stability. The monetary policy
measures which have been taken since December last year underline this
intention.

(c) Details of the money creation process in 1988

In 1988 the money stock in all definitions once again increased more rapidly
than production potential at current prices. While, as mentioned above, the
money stock in the broad definition M3 was 6% %o up on the year at the end of
1988, the narrower monetary aggregates M2 (M3 excluding savings deposits at
statutory notice) and M1 (currency and sight deposits) rose even more steeply
over 1988 as a whole, at 720/ and 10290, respectively. In the event, domestic
investors thus showed a pronounced liquidity preference for the third succes-
sive year. For the past year this applies in particular to currency in circulation,
which positively soared, at 159%0, a rate which is out of all proportion to the
long-term determinants of currency in circulation, such as the rise in income
and in households’ expenditure. Moreover, currency in circulation, unlike bank
deposits (which are likewise included in the money stock), did not respond
perceptibly to the rise in shorter-term bank deposit rates from mid-1988
onwards and the associated higher opportunity cost of holding liquid, non- or
low-interest-bearing funds. On the contrary, its rate of expansion actually
accelerated further towards the end of the year. As already suggested, this
“atypical” reaction may be primarily attributable to the introduction of withhold-
ing tax on interest income at the beginning of 19889. It evidently prompted many
investors to switch from domestic bank deposits, bank savings bonds and
bonds to banknotes, and to hold currency until they had made up their minds
about new investments or purchases. Some currency is also likely to have been
taken abroad; however, such cash normally flows back quickly from foreign
banks. Sight deposits, too, expanded disproportionately fast in 1988, although
their rate of growth slackened perceptibly when interest rates rallied in the
second half of the year. Savings deposits at statutory notice followed a simitar
pattern. As interest income from such deposits is not subject to withholding
tax, they increased vigorously in the first half of the year, probably also for tax
reasons. Subsequently, however, their growth slackened. Since the basic
savings rate remained at its 200 all-time low despite the upturn in deposit and
long-term interest rates, their yield became even more unattractive. Shorter-
term time deposits and borrowed funds, whose growth had previously been
sluggish and whose interest rates were raised by some 1%: percentage points
during the second half of the year, went up at a more rapid pace again. Over
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the year as a whole, however, the expansion of these deposits was fairly
moderate.

The impression of strong monetary growth still remains if the deposits held by
German non-banks in the Euro-market are included in the analysis. in 1988
such deposits with German banks’ offices abroad alone increased by DM 10
billion {compared with DM 8 billion in the preceding year). Especially at the end
of the year, domestic individuals evidently added a major amount to their
Euro-deposits in connection with the withholding tax which became effective at
the beginning of 1989. If the money stock M3 is extended to include domestic
non-banks’ Euro-market deposits and their short-term bank bond portfolios,
the increase in this extended money stock M3 over 1988 as a whole slightly
outstripped that of the traditional domestic aggregate M3.

The driving forces behind the money creation process shifted to the domestic
economy in 1988. Domestic non-banks’ external payments, which were a major
determinant of monetary expansion in 1986 and 1987, had no expansionary
impact on the money creation process last year. The net external assets of the
banks and the Bundesbank, which had risen by over DM 50 billion in each of
the two preceding years, declined marginally — by just over DM 5 billion — in
1988 (owing to the “over-recycling” of the current account surpluses; see
p.29). But this swing in external payments did not have any discernible
restraining influence on monetary growth. In part, the heavy capital exports
merely reflected the fact that — on interest rate, exchange rate and tax
grounds — the focus of longer-term financial asset acquisition was on foreign
rather than domestic assets. On the other hand, domestic credit expansion,
which invariably runs counter to non-banks’ external payments, accelerated. In
the final analysis it turned out last year that outflows of funds abroad may have
only a minor contractionary effect on monetary growth if money market rates
and thus also short-term lending rates and the opportunity cost of holding cash
are kept at a low level at the same time. Only in the summer, when the rise in
short-term interest rates for a time stimulated domestic monetary capital
formation, did the outflows of funds exert a short-lived contractionary impact;
but this impact was soon more than offset again by expansionary domestic
factors.

Bank lending to domestic non-banks picked up markedly in 1988, with the low
level of interest rates and outflows of funds being contributory factors. Lending
by the banking system (including the Bundesbank) to domestic non-banks
rose by 6%9%0 and thus much faster than in 1987. In terms of the absolute
amount, it went up by DM 138 billion, as against DM 87 billion a year before.
Even if allowance is made for the decline in the net external assets of the
banking system, the expansionary stimulus which overall bank lending gave to
monetary expansion was quite substantial.

The switch from domestic to external securfties transactions indirectly in-
creased official borrowers’ interest in domestic bank loans. This is particularly
conspicuous in the case of those public authorities which normally use the
bond market for the major part of their funding. In 1988 sales of public bonds to
non-residents were barely half as large as a year before. At the same time,
public authorities were faced with a slightly higher budget deficit and a marked
reluctance on the part of domestic non-banks to buy domestic, and notably
government, bonds. The public sector thus borrowed primarily from banks (DM
42 billion). About two-fifths of this amount was accounted for by bank
purchases of government bonds. The acquisition of public bonds apparently
seemed attractive to the banks in the light of the fact that the margin between
short-term deposit rates and long-term bond yields remained fairly wide until
well into the summer. When short-term interest rates tightened further towards
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the end of the year and maturity transformation risks emerged more clearly, the
banks slightly reduced their public bond portfolios.

Lending by the banking system to enterprises and individuals increased by DM
96 billion (or 5¥19/0) in 1988 as against 3%:0/ a year before. Because of the
buoyancy of economic activity and the outflows of funds, it was especially
enterprises’ working fund needs which increased. Direct bank lending to
enterprises and self-employed persons grew by 6%:00 last year (compared with
2%0/4 in 1987); this was the steepest rise for seven years. Lending to
individuals went up slightly more still, at 7 %0, obviously reflecting the buoyant
state of consumption, in particular the brisk demand for passenger cars.
Housing loans, by contrast, continued to be fairly slack.

Greater demand for
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non-banks
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Against the background of low interest rates, with expectations of rising
interest rates emerging from time to time, the demand for long-term fixed rate
loans remained buoyant in the year under review. Enterprises’ growing
propensity to invest likewise encouraged the expansion of long-term lending.
On the other hand, the interest rate risk was perceived by the banks, especially
later in the year, as having risen slightly, and they became increasingly reluctant
to enter into long-term interest rate commitments. Altogether, longer-term
direct lending by banks to enterprises and individuals grew at a rate of 5%20/ in
1988, unchanged from the preceding year. In retail operations, lending con-
tinued to be all at longer term on balance, although enterprises’ demand for
short-term credit also picked up again. Over the year as a whole, the growth
rate of short-term bank lending, at 60/, was in fact somewhat higher than that
of longer-term lending, but the chief reason for this was the trend at the end of
the year, when short-term lending to trade and industry really shot up.

By the spring of 1988 some bank lending rates had dropped to all-time lows. In
the wake of a global upturn in interest rates they subsequently tightened, first
of all those for longer maturities. After the Bundesbank had followed the rise in
market rates around mid-year, there was some consolidation at the longer end
of the market, while short-term bank lending rates began to firm slightly more.
At the end of the year they were 73 to just over 1 percentage point up on their
trough in the spring, while the overall rise in long-term lending rates was
somewhat lower (the cost of loans with interest locked in for ten years, for
instance, going up by a mere s percentage point). Compared with enterprises’
profit expectations and interest rate conditions abroad, however, lending rates
in Germany remained low.

Given the low level of long-term interest rates, investors preferred not to enter
into longer-term commitments in 1988. It was only in the summer, when the
average bond yield rose to 6%00 and the Bundesbank, abandoning its easy
money market policy, helped to dampen expectations of rising interest rates
and inflation rates, that the propensity to acquire longer-term financial assets
increased slightly for a time. With the ensuing decline in long-term interest
rates, however, it decreased markedly again. Apart from the fact that investors
considered the average bond yield to be low (by both historical and internation-
al standards), the low level of domestic long-term monetary capital formation
last year undoubtedly owes a great deal to the withholding tax on interest
income from domestic capital investments, which was introduced at the
beginning of 1989. As mentioned before, this tax triggered massive shifts out
of domestic long-term financial assets into currency and (to a smaller extent)
into liquid bank deposits which are exempt from withholding tax, and also into
investments in foreign securities (see pp. 48 and 53-4). Overall, monetary
capital formation at domestic banks amounted to only DM 43 billion in 1988,
compared with some DM 70 billion in the two preceding years, when it had
been relatively low anyway for interest rate reasons (in 1981, when disposable
income was much lower, it had come to DM 86 billion). It thus provided a
remarkably small counterweight to the expansionary impact which the banks’
lending business had on monetary growth. The main reason for this was a
“slump” in the assets which are held mainly by households. Specifically,
savings deposits at agreed notice (including the interest credited) fell by DM
5.5 billion, compared with a rise of some DM 10 billion in 1987. Sales of bank
savings bonds, which in 1987 had likewise yielded DM 10 billion, virtually dried
up, notwithstanding the fact that the rates paid on them — unlike savings rates
— roughly kept pace with the movement in capital market rates. The volume of
bank bonds in the hands of domestic non-banks, which had aiready diminished
in the preceding years, was reduced even more sharply (by DM 6 billion) in
1988. Particularly at the end of the year, investors adopted more of a
“wait-and-see attitude” towards risk-carrying bonds. Long-term time deposits



and borrowed funds, by contrast, which come primarily from institutional
investors, produced record inflows to banks last year, at DM 46.5 billion. In
periods when interest rates are low, insurance enterprises in particular switch
to borrowers’ note loans and registered bank bonds (which are included here)
because these, unlike bonds, do not have to be written down in the balance
sheets if prices decline later on. Insurance enterprises’ investment decisions
were as little affected by the withholding tax as were those of banks, since it
does not imply any additional tax burden for them.

(d) The business and profit situation of the individual categories of banks

The increased domestic demand for credit benefited most categories of banks
in 1988, albeit to varying degrees. Commercial banks registered further gains in
market shares. They stepped up their lending to domestic customers by 8.8 0/,
and thus much more strongly than all banks taken together (6.19). Within the
commercial bank category, the lending volume of big banks rose by 10.2%o,
that of regional banks and other commercial banks by 7.6 % and that of private
bankers by 10.6%. Commercial banks profited especially strongly from the fact
that the focus of borrowing shifted in 1988 to the enterprise sector, their main
customers; this applied particularly to the upsurge in short-term lending to
trade and industry at the end of the year. Private bankers, moreover, increased
their public sector lending. Much the same strong performance was registered
by savings banks, which again expanded their lending at an above-average
rate, viz. by 6.400. They primarily benefited from the greater borrowing
requirements of medium and small-sized firms. The steepest relative growth
was recorded in 1988, as in 1987, by the lending of the regiconal institutions of
credit cooperatives (+ 20.70%0). This was primarily due to substantial pur-
chases of public bonds, some of which represented an alternative outlet for the
massive inflows of funds. The volume of lending by banks with special
functions also grew at a faster pace (by 8.80/0). Low-interest lending program-
mes for trade and industry and local authorities probably played a major part in
this. Credit cooperatives, by contrast, did not quite keep pace with the general
trend (5.99%0); this was chiefly because of weaker growth of short-term lending
to trade and industry. Private mortgage banks, whose short-term lending
business is traditionally insignificant, likewise dropped slightly behind their
competitors. Their lending volume increased at a rate of 4500 in 1988,
unchanged from the previous year. An even slower expansion was registered
by regional giro institutions, whose lending grew by 1.9%0 in 1988, i.e. only
about half as fast as in the previous year. They were the only category of banks
whose lending to the private sector declined.

After having fallen in 1987, overall bank profits seem to have risen again in
1988, though more slowly than the volume of business. While interest margins
narrowed further, claims on customers increased strongly in 1988. In contrast
to the preceding years, more profitable short-term lending picked up again. The
advance of “traditional” lending business, as compared with securities transac-
tions and interbank lending, admittedly boosted net interest received but, as
earning margins continued to be squeezed in corporate and consumer lending
business, the improvement in profitability did not match volume growth in this
line of business either. While the rapid rise in non- or low-interest-bearing
deposits counteracted the squeeze on margins, banks were increasingly
forced to see to their lending being funded at matching maturities as far as
possible, so as to limit their interest rate exposure. Net commissions received
— after having fallen slightly in 1987 — probably recovered somewhat in the
year under review. There are indications that staff costs and other operating
expenses — relative to the volume of business — grew at a disproportionately
low rate. Overall, in 1988 average operating results in the banking industry
{which include the expenditure and receipt items mentioned) presumably made
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good the decline suffered in the preceding year. Profits for the year (overall
results) improved even more strongly. But their increase, too — as mentioned
above — is likely to have remained below the growth rate of the volume of
business. The risk content of the domestic loan book is more likely to have
decreased, and only minor additional provisioning for country risks was
required after the considerable value adjustments made in previous years.
Moreover, smaller amounts had to be written off securities trading portfolios.
On the other hand, the price gains in own account securities trading increased.



In 1988 banks which engage more heavily in securities business tended to
derive relatively more benefit from these developments than those which do
not. This is possibly one of the reasons why they found it easier to increase
their reserves from internally generated funds than did banks whose securities
business is less significant. This “internal strengthening” of the capital base
also occurred in the light of the capital standards which have to be calculated
by internationally operating banks for the first time in 1989, in accordance with
the capital recommendation of the Basle Committee on Banking Regulations
and Supervisory Practices. An increase in banks’ liable capital — if the capital
ratio is to remain the same — will moreover be unavoidable once banks’
off-balance-sheet swap and forward transactions are included in the foresee-
able future in the Solvency Principles | and la pursuant to sections 10 and 11 of
the Banking Act.

5. The capital market faced with unusual problems
(a) Radical structural shifts in the overall flow of funds

In 1988, after several years of strong growth, the capital market in Germany
suffered a severe setback. Domestic and foreign investors’ propensity to invest
slackened unprecedentedly, both in the markets for domestic securities and in
major areas of the “non-organised” capital market. On the other hand, record
amounts of domestic funds flowed to non-residents or, as described above,
were held in Germany in liquid forms.

This radical change in financial flows was sparked off by a number of factors.
Firstly, changes in the global economic environment were detrimental to the
financial markets in Germany. A sustained rise in interest rates in other major
countries made Deutsche Mark assets appear more and more unattractive,
especially as the Deutsche Mark was tending to be weak. Secondly, the
announcement in Germany of a withholding tax on domestic interest income,
which came as a surprise in many quarters, was felt by domestic and foreign
investors to be a grave impairment of the tax conditions for investment in
Germany. As early as the first few months of 1988, when it began to emerge
that the stock market crash had been overcome faster and more easily than
had generally been expected, the announced introduction of the withholding
tax increasingly became the focus of market participants’ attention. It was in
fact not difficult to foresee what adverse market reactions this tax would lead
to, at least in the case of foreign investors, after a measure which was in many
respects the “converse”, namely the abolition of “coupon tax” for non-
residents, had made investments in German bonds more attractive, and thus
had contributed to a lowering of interest rates, only a few years previously.
Under the impact of the above-mentioned adverse changes in international
interest rate, currency and tax differentials, non-residents’ longer-term acquisi-
tion of financial assets in Germany fell by no less than DM 30 billion in 1988 to
just under DM 10 billion. Such a low figure as this was not even recorded
during the period of pronounced weakness of the Deutsche Mark at the
beginning of the eighties.

Domestic investors’ reactions had no less marked an impact. Thus, the
longer-term acquisition of financial assets by the domestic non-financial
sectors (households, public sector and non-financial enterprises) shrank from
DM 98 billion in 1987 to DM 59 billion last year, even though they expanded
their overall acquisition of financial assets remarkably strongly — by DM 35
billion to DM 255 billion — at the same time. Barely one-quarter of this sum was
accounted for by longer-term domestic financial assets. Their contribution to
the inflow of longer-term financial resources would probably have been even
lower if the contractual forms of saving in the context of saving with building
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and loan associations and life insurance enterprises had not reduced investors'
short-term options. If one disregards this “base”, determined by contractual
arrangements, in the longer-term inflow of funds, it emerges that there were
actually withdrawals of funds from the more flexible and longer-term forms of
financial investment in Germany. It was investments in domestic securities
which were affected most. They seem to have been the obvious choice for
switches into foreign assets, because of their higher fungibility, whereas
longer-term investments with banks that are free of price risks, such as bank
savings bonds and special savings contracts, only gradually become available
again as they happen to fall due.

Virtually as a mirror image of the weak trend in the longer-term acquisition of
financial assets in Germany, domestic private investors and enterprises sharply
expanded their longer-term financial assets abroad. Their holdings, which were
already exceptionally high in 1987 by historical standards, at DM 43 biliion,
more than doubled in 1988 (DM 88 billion). This was equivalent to one-third of
their overall acquisition of financial assets last year, compared with corre-
sponding shares of about one-fifth in the three years from 1985 to 1987 and
barely one-tenth at the beginning of the eighties.

At the same time domestic investors sharply increased their short-term
domestic investments, including notably their liqguid money holdings. Their
holdings of liquidity were focused on monetary components that are exempt
from withholding tax, such as, in particular, currency and sight deposits, and
savings deposits at statutory notice (see p. 41 above). In 1988 short-term
financial assets accounted for more than 400/ of the overall acquisition of
financial assets by the domestic non-financial sectors.

Viewed in themselves, the changes in the pattern of borrowing by the domestic
non-financial sectors were much less spectacular. In the light of the relatively
low level of capital market rates, they continued to show a distinct preference
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and loan associations and life insurance enterprises had not reduced investors’
short-term options. If one disregards this "base”, determined by contractual
arrangements, in the longer-term inflow of funds, it emerges that there were
actually withdrawals of funds from the more flexible and longer-term forms of
financial investment in Germany. It was investments in domestic securities
which were affected most. They seem to have been the obvious choice for
switches into foreign assets, because of their higher fungibility, whereas
longer-term investments with banks that are free of price risks, such as bank
savings bonds and special savings contracts, only gradually become available
again as they happen to fall due.

Virtually as a mirror image of the weak trend in the longer-term acquisition of
financial assets in Germany, domestic private investors and enterprises sharply
expanded their longer-term financial assets abroad. Their holdings, which were
already exceptionally high in 1987 by historical standards, at DM 43 billion,
more than doubled in 1988 (DM 88 billion). This was equivalent to one-third of
their overall acquisition of financial assets last year, compared with corre-
sponding shares of about one-fifth in the three years from 1985 to 1987 and
barely one-tenth at the beginning of the eighties.

At the same time domestic investors sharply increased their short-term
domestic investments, including notably their liquid money holdings. Their
holdings of liquidity were focused on monetary components that are exempt
from withholding tax, such as, in particular, currency and sight deposits, and
savings deposits at statutory notice (see p. 41 above). In 1988 short-term
financial assets accounted for more than 40046 of the overall acquisition of
financial assets by the domestic non-financial sectors.

Viewed in themselves, the changes in the pattern of borrowing by the domestic
non-financial sectors were much less spectacular. In the light of the relatively
low level of capital market rates, they continued to show a distinct preference
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and loan associations and life insurance enterprises had not reduced investors’
short-term options. If one disregards this “base”, determined by contractual
arrangements, in the longer-term inflow of funds, it emerges that there were
actually withdrawals of funds from the more flexitile and longer-term forms of
financial investment in Germany. It was investments in domestic securities
which were affected most. They seem to have been the obvious choice for
switches into foreign assets, because of their higher fungibility, whereas
longer-term investments with banks that are free of price risks, such as bank
savings bonds and special savings contracts, only gradually become available
again as they happen to fall due.

Virtually as a mirror image of the weak trend in the longer-term acquisition of
financial assets in Germany, domestic private investors and enterprises sharply
expanded their longer-term financial assets abroad. Their holdings, which were
already exceptionally high in 1987 by historical standards, at DM 43 billion,
more than doubled in 1988 (DM 88 billion). This was equivalent to one-third of
their overall acquisition of financial assets last year, compared with corre-
sponding shares of about one-fifth in the three years from 1985 to 1987 and
barely one-tenth at the beginning of the eighties.

At the same time domestic investors sharply increased their short-term
domestic investments, including notably their liquid money holdings. Their
holdings of liquidity were focused on monetary components that are exempt
from withholding tax, such as, in particular, currency and sight deposits, and
savings deposits at statutory notice (see p. 41 above). In 1988 short-term
financial assets accounted for more than 4000 of the overall acquisition of
financial assets by the domestic non-financial sectors.

Viewed in themselves, the changes in the pattern of borrowing by the domestic
non-financial sectors were much less spectacular. In the light of the relatively
low level of capital market rates, they continued to show a distinct preference



for longer-term resources in 1988. However, the trend discernible in the
preceding two years towards replacing previously raised short-term funds by
long-term loans and new liable capital, and thus towards improving the capital
structure, did not persist. For the rest, the large share of domestic financial
resources in overall borrowing was rather conspicuous. This mirrored, among
other things, non-residents’ waning interest in investing in longer-term financial
assets in Germany, as a result of which private and public borrowers were
forced to rely more heavily on domestic sources of funds.

The low and inadequate propensity to invest longer-term funds in Germany and
the comparatively heavy domestic demand for longer-term resources confront-
ed the German financial sector with unusual challenges in 1988. The challenge
applied especially to the banks’ willingness to engage in maturity transforma-
tion. For a long time the extreme fanning-out of the maturity pattern of interest
rates from the short to the long end of the markets, as reflected in the
steepness of the yield curve, provided a noticeable incentive. Given this
interest rate pattern, the banks were able to employ the funds raised at low
interest rates for longer-term lending and for securities purchases with
attractive margins. In 1988 more than one-half of the longer-term borrowing in
Germany of the domestic non-financial sectors was provided from shorter-term
funds through the intermediation of banks. This may be seen, on the one hand,
as impressive testimony of the German financial sector’s efficiency and
resilience. On the other hand, in the long run maturity transformation on this
scale is not without its risks for the participating banks and thus also for the
financial system as a whole, especially since banks’ short-term funding costs
have meanwhile risen much faster than long-term interest rates. Over the long
term, at all events, banks cannot fill a gap of these dimensions left by the
absence of propensity to invest at long term in Germany. Domestic and foreign
investors' interest can probably only be regained by offering more attractive
investment opportunities.

(b) Capital market rates under the impact of a wait-and-see attitude at home
and fears of inflation world-wide

In the course of last year interest rate movements reflected more and more
strongly the unfavourable change in investors' behaviour and the extreme
differences in conditions at the short and long ends of the German financial
markets. To begin with, the transition to the stock market year 1988 proceeded
in the bond market really auspiciously. The world-wide shifts from shares to
bonds in the wake of the stock market crash of October 1987, and not least the
accommodating monetary policy stance of the major central banks, had
markedly stimulated the propensity to buy in the domestic and international
bond markets towards the end of 1987. Until well into the early months of 1988,
these favourable influences shaped developments in the German bond market.
In the major financial centres abroad, however, renewed fears of inflation and
the expectations of rising interest rates associated with those fears soon
gained the upper hand again. This was not without an influence on the German
market. In the light of the growing interest rate advantage of foreign markets
and as the upward pressure on the Deutsche Mark was weakening, the interest
rate reduction process increasingly met with resistance in the German capital
market, too. The nosedive in long-term capital market rates, as measured by
the yield on Federal bonds with a remaining period to maturity of more than 8 to
15 years, came to a temporary halt in March 1988, at just under 6% %o.

Despite numerous “attempts”, however, it had never proved possible — not
even in the preceding three years — to go below the 6% mark in the long-term
field for any length of time. That initially came as a surprise to some market
watchers. In the first place, there has been no lack of liquidity-boosting and
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Acquisition of financial assets and incurrence of liabilities by
the domestic non-financial sectors*
1986 1987 1988 pe 1987 1988 pe
Memo item
Change from
Percent- Percent- Percent-| the previous
DM age of | DM age of |{ DM age of |year

Item billion total billion total hillion total DM billion
Acquisition
of financlal assets
Longer-term 125.3 58.3 1414 64.3 147.0 57.7 16.1 56
at home 89.1 414 98.2 447 58.9 23.1 91| - 393
of which

in bonds 1 12.0 586 87 39~ 92— 36| — 34| —179

in shares - 92— 43 4.4 20— 32|- 13 136 — 786

at banks 2 344 16.0 323 147 76 30 — 21| —247

at building and loan

associations and

insurance enterprises 346 16.1 33.0 15.0 402 158 — 186 72
abroad 36.2 16.8 43.2 187 88.1 34.6 7.0 449
of which

in bonds 1S 55 23.3 10.6 64.2 252 14 409

in shares 122 57 4.1 1.9 113 44 — 80 7.2
Short-term 89.8 418 78.4 357 107.9 423 - 114 205
at home 53.7 249 69.3 315 847 33.2 15.7 15.4
of which

at banks 2, 3 66.1 30.7 58.4 266 741 21| — 76 15.6
abroad 36.2 16.8 9.1 4.1 231 91| —~ 271 14.1
of which

at banks 355 16.5 11.0 5.0 53 21 - 245 — 58
Total 2152 100 219.8 100 2549 100 47 35.0
Incurrence of liabilities
and issue of shares
Longer-term 1621 111.0 1743 111.4 165.9 87.0 122 -~ 84
at home 100.5 68.9 148.1 94.6 1536 80.5 476 55
of which

in bonds 97 6.6 275 176 311 16.3 179 36

in shares - 27|- 19 10.5 6.7 20 1.1 132 — 85

at banks and other

institutional investors 777 563.2 916 58.5 98.4 516 139 6.8
abroad 61.5 421 26.2 16.8 124 65| —353| — 138
of which

in bonds 48.3 33.1 33.2 212 15.1 79| — 151} — 18.1

in shares 15.2 104 - 15— 10 3.3 171 — 167 4.8
Short-term - 161 |- 110|- 178|— 114 247 180 - 17 426
at home - 12{—- 08|~ 193|- 123 16.2 85| — 181 355
of which

at banks - 02|- 01]|- 160}- 102 15.9 83| — 158 319
abroad - 149(—- 102 15 0.9 8.6 45 16.4 7.1
of which

at banks - 17|~ 80|- 09(- 06|— 01|- 01 10.8 08
Total 146.0 100 156.5 100 190.7 100 10.5 34.2
* Households, enterprises (including housing sector), government (including social security funds). — 1 Includ-
ing bank bonds. — 2 Excluding bank bonds. — 3 Liquid financial assets including cash balances. — pe Partly
estimated.
Discrepancies in the totals are due to rounding. BBk

accommodating measures on the part of the monetary policy makers in recent
years. Thus, the Bundesbank reduced the short-term money market rates,
which it controls, from about 429 at the beginning of 1986 to approximately
3% in spring 1988, a very low level by historical standards. Secondly, after
the successful stabilisation of prices in the mid-eighties, which was assisted by
a fiscal policy geared to consolidation over the medium term and by a
sustained appreciation of the Deutsche Mark, there was no acute concern
about inflation in the German market for a fairly long while. If, nevertheless, the



view gained ground among domestic investors and borrowers that the level of
long-term interest rates prevailing from 1986 to the beginning of 1988 was
exceptionally low and would probably not be durable, this assessment was
substantiated by historical interest rate experience in Germany. In addition,
there appeared to be some justification for the fears of those domestic financial
asset holders who plan well ahead that the calm price climate, which was
benefiting from special factors (such as the low level of commodity and energy
prices), would not last, especially since the major central banks had tolerated a
relatively strong expansion of the money stock for quite a long time. To this
extent, some domestic market participants seemed to be prepared for a
reversal in the interest rate trend as early as the start of 1988. This was
reflected in an unusually steep yield curve in the bond market. As measured by
the difference between the yields on Federal bonds with remaining periods to
maturity of one and ten years, the rise in the yield curve reached a historical
peak, at more than 3 percentage points, in spring 1988. In view of the existing
interest rate uncertainty in the bond market, the announcement of the
introduction of a withholding tax on domestic interest income and domestic
and foreign investors’ consequent reactions proved to be additional serious
handicaps. Moreover, the German bond market was ultimately affected by the
upsurge in interest rates in the international financial markets, even though the
Bundesbank adhered to its accommodating monetary policy stance in the
money market until the early summer.

In the early summer of 1988 the Bundesbank took account of the changed
general economic and monetary situation by making an initial alteration to its
monetary policy stance (see p. 33 above) and, starting at the short end of the
market, initiated a gradual levelling-off of the yield curve. The progressive
tightening of monetary policy in Germany and other major industrial countries
probably led — at least in the first instance — to a relaxation of expectations
about future price rises and increases in interest rates.

The subsequent process of calming-down in the capital market came to a
standstill again at the end of October, however, and interest rate trends moved
upwards once more world-wide. In some countries there were signs of
monetary and general economic exaggerations which necessitated resolute
monetary policy countermeasures. In the final two months of last year, though,
the German market was hit once again by massive reactions to the withholding
tax which came into effect at the beginning of 1989.

Domestic investors’ increased tendency to wait and see and non-residents’
stagnating interest overshadowed the start to 1989, too, in the stock market.
The interest rate rises continued beyond the turn of 1988-9. At the beginning of
March yields at the long end of the market were just over 7%0. The increase in
interest rates was particularly pronounced at the short end, especially since the
Bundesbank, like other central banks, progressively continued the monetary
policy changes of stance which were started last summer. The yield curve in
Germany has almost completely levelled off as a result of these further interest
rate adjustments without there having been any strong increases at the long
end of the market in this connection; at the end of March ten-year Federal
bonds were yielding 7%, which was only a little more than similar paper with
shorter remaining periods to maturity. Developments were similar in the
markets of many other industrial countries. The flat and in some countries
“inverse” yield curves (with higher interest rates for short-term assets than for
long-term ones) reflect on the one hand the increasingly restrictive stance of
monetary policy, which influences the short end of the market especially
strongly. On the other hand, the remarkable “strength” of the interest rates for
long-term assets can also be interpreted as a reflection of the fact that the
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markets appreciate central banks’ efforts to achieve stabilisation and in the
final analysis are counting on their being successful.

(c) Issuers under adjustment pressure

Investors' withdrawal from the German capital market had a distinct impact on
last year's issuing activity. In 1988 overall borrowing in the bond market by
domestic issuers declined by more than DM 50 billion to DM 35 billion. Within a
single year, the financing volume from sales of domestic bonds dwindled to a
level that has not been recorded since the seventies. The individual groups of
investors were affected by this fall to very different degrees.

There was an especially dramatic decline in sales of the bonds of banks, which
in 1988 for the first time effected more redemptions in a year than they received
from new gross sales. In all their net repayments totalled DM 11 billion, after
net borrowing amounting to DM 285 billion a year before. However, this
affected the banks’ opportunities for expanding lending business to a smaller
extent than might be expected at first sight. instead, structural shifts in the
issuing institutions’ borrowing and deposit business, such as had already been
observed in earlier years, increased. In particular, at times of comparatively low
capital market rates domestic institutional investors prefer investments in
unlisted securities, because these are shown in the balance sheet unchanged
at the nominal value — even in the event of rising interest rates and
correspondingly falling stock market prices — and hence do not involve any
risk of write-downs. Instead of the usual marketable bearer bonds, in 1988 the
issuing institutions therefore often placed with this group of investors debt
instruments that are made out in the buyer's name but are treated like bearer
bonds as regards their cover. Last year banks raised almost DM 30 billion (net)
in all through sales of registered bank bonds. They mainly consisted of
registered mortgage bonds (DM 9.5 billion) and communal bonds (DM 18.5
billion).

The amount raised by bond issuers from the public sector also went down in
1988, viz. by the considerable sum of DM 13.5 billion, to a total of DM 46 billion
(net). The Federal Government (the principal public issuer) was affected
relatively little, however, by this decline. It probably benefited most from the
fact that the slackening, albeit not completely disappearing, interest of major
foreign investors in Deutsche Mark paper continued to focus on public sector
bonds, including in particular issues by the “central government” (in Germany
meaning the Federal Government). For the rest, issues by the Federal
Government are of a special “quality” on account of their heavy turnover, which
owes much to the preferential tax treatment of public bonds. For practical
purposes, government issues are exempt from securities transfer tax, unlike
bank bonds and industrial bonds, the turnover in which is subject to tax at the
rates of 1%so and 2.5%x, respectively. Especially at times of somewhat uncertain
interest rate expectations, the prompt and low-cost realisability of this paper is
a much-appreciated advantage. in 1988 almost the entire amount raised from
sales of public bonds accrued to the Federal Government, at DM 43.5 billion.
By contrast, the other issuers from the public sector had conspicuously little
recourse to the German bond market.

The main beneficiaries of the changes in investors' behaviour after the
announcement of the withholding tax were the markets for foreign issues. Last
year domestic funds totalling DM 55 billion net flowed into foreign bonds; this
is more than twice as much as in 1987, when the previous record was set up (at
DM 25 billion). It was high-yielding foreign currency bonds that attracted the
most interest (DM 425 billion). Under the impact of the strong demand,
however, the foreign Deutsche Mark bond market also picked up markedly in
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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
1984 86.7 7141 346 36.7 15.7 - 041 - 18
1985 103.4 76.1 33.0 427 275 - 041 + 41
1986 103.8 87.5 295 57.8 16.4 — o1 + 428
1987 1134 88.2 28.4 59.8 248 04 + 98
1988 102.9 35.1 -11.0 46.2 548 13.0 - 658
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
1984 86.7 23.0 50.0 34.2 15.8 - 01 13.8
1985 1034 325 39.4 15.9 237 - 01 315
1986 103.8 324 123 - 03 127 - 01 59.1
1987 1134 4386 34.8 13 23.1 0.4 35.0
1988 102.9 346 66.3 29 51.1 12.3 21
* 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. — § Residual.
Discrepancies in the totals are due to rounding. BBk

1988. Raising more than DM 28.5 billion in this market segment, issuers set up
a new record in this field, too, after sales in this sector had dropped to less
than DM 9 billion (net) only a year before. As usual, the major part of the sales
of foreign Deutsche Mark bonds were placed with foreign investors. However,
with purchases totalling over DM 12 billion (compared with DM 3.5 billion in
1987) domestic sales of such paper, t00, reached a record level. Among the
issuers, a significant role was played by the subsidiaries of German banks,
which took advantage in this way of the brisk demand for Deutsche Mark
assets not subject to withholding tax. Depending on the market situation, the
cost advantage of long-term borrowing in this sector over the domestic market
ranged between Vs and Y2 percentage point.

The quick and flexible response of many investors to the changed economic
and tax conditions, as observed, would presumably not have been possible
without the growing enlistment of the services of professional asset managers.
Thus, the funds of domestic investment companies which are open to the
general public increased their sales in 1988 by DM 6 billion, to a total of more
than DM 20 billion. The fund managements invested these resources in foreign
markets; in addition, they switched out of parts of their domestic securities
holdings and into foreign bonds. At the end of 1988 almost two-thirds of the
assets of all bond-based funds were invested abroad, compared with a share of
about two-fifths in each of the two preceding years. The success of foreign
investment companies, which had been virtually insignificant in the German
market before the announcement of the withholding tax in autumn 1987, was
even more striking. In 1988 they registered receipts from Germany amounting
to DM 13 billion (net). These were mainly purchases of the units of funds newly
established by the subsidiaries of German banks domiciled abroad (especially
in Luxembourg), which funds invest primarily in foreign bonds exempt from
withholding tax.



(d) Setback in the share market overcome

1988 was a rather eventful year for the international share markets. The
beginning of the year was still overshadowed by the stock market crash of
October 1987, in the wake of which share prices in the United States and Japan
fell by roughly one-quarter on average, and those in Germany and the United
Kingdom by as much as about one-third. Developments in the German market
at the beginning of the year were characterised by comparatively low turnovers,
with pronounced short-term fluctuations in the price level and declining prices
overall. The widespread uncertainty about further economic trends and enter-
prises’ earnings prospects severely depressed sentiment durably, and kept
share prices under pressure even after the acute phase of the stock market
crisis had passed. From foreign investors’ point of view, the bout of weakness
of the US dollar which was evident after the stock market crash mainly impaired
the earnings prospects of well-known German standard equities and thus again
proved to be a particular handicap for the domestic share market. This may
have been one of the reasons why the nosedive in share prices in Germany
continued on a broad front beyond the turn of 1987-8, whereas in some other
share markets upward price trends had already gained the upper hand again by
that time. At the end of January 1988 German shares were being quoted on
average 36%0 below their leve! of mid-October 1987, on the eve of the global
stock market crash. At that point they were at the same time no less than 4690
below their level of April 1986, when the peak of a bull market which had lasted
for several years was reached.

In an initial analysis of the possible consequences of the massive slump in
share prices, the Bundesbank came to the conclusion in December 1987 that
serious repercussions on consumption and investment behaviour in Germany
were hardly to be feared.! This optimistic appraisal was exceeded, if anything,
in the first few months of 1988 by a worid-wide change for the better in general
economic conditions and the subsequent recovery in the share markets.
Unexpectedly favourable economic trends, the initially easy price climate,
comparatively low interest rates and the gradual calming of the foreign
exchange markets resulted in a change of mood in the German share market at
the beginning of February 1988. The upward trend, which was hesitant at first,
continued on a broad front as the year progressed. Short periods of consoli-
dation, connected with the interest rate and exchange rate disturbances which
flared up at times, failed to impair durably the strong recovery in prices in the
German share market, especially since the pronounced economic momentum
emerged more and more clearly in the course of last year. At the end of 1988
share prices were on average almost 4000 above their nadir at the end of
January. Just over a year after the stock market crash, the German share
market had thus almost completely made good the massive price falls. In the
first few weeks of 1989, too, the price trend continued to point upwards. Only
recently has the market tended to be somewhat weaker again. At the end of
March 1989 German share prices were again running at about the same level as
at the beginning of this year.

in the individual economic sectors, characteristic special movements were
registered in 1988. Measured by the indices of the Federal Statistical Office, the
sectors whose share prices had been particularly under pressure in 1987 were
in the leading group of price gainers last year. This is especially true of the
shares of the construction industry, which suffered relatively the largest price
losses in 1987 (at an average of 5300). After years of stagnation, the
construction sector benefited particularly last year from the fact that — as the

1 See Monthly Report of the Deutsche Bundesbank, Vol. 39, No. 12, December 1987, p. 20.
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utilisation of available production capacity was increasing — enterprises
invested substantial sums in enlarging their plants, including a considerable
construction component. Residential construction, too, picked up markedly.
Buttressed by the favourable trend in construction activity, construction shares
rose by an average of 710/ last year. In 1988 the shares of firms in the iron and
steel industry, however, went up by as much as 880/, after having fallen by
280/ a year before. This sector, which is sensitive to changes in business



activity and is being shaken by structural crises, profited above all from a
strong increase in the demand for steel, due partly to general economic factors
and partly to movements in the stock cycle. Shares of mechanical engineering
enterprises, which are faced with fierce international competition, also held up
exceptionally well. The strong inflow of domestic and foreign orders was
reflected in distinctly higher earnings on the part of many mechanical engineer-
ing firms, which investors took into account by paying premiums averaging
499/ on share prices. In 1988 the shares of public utilities and of consumption-
related sectors fell distinctly short of the general trend. In the previous year,
admittedly, they had reported only comparatively small price losses.

The standing of the share as a financing instrument has diminished perceptibly
since the stock market crash — despite the above-mentioned tendencies
towards recovery in the share market. At DM 7.5 billion (market value), the
amount raised from sales of new shares in 1988 was well below the large sums
of the mid-eighties, when enterprises took advantage of the favourable price
level to strengthen their capital base appreciably. But the greater restraint
shown in raising liable capital in the market was also a reflection of enterprises’
favourable profitability, which made growing internal financing possible. Thus,
since 1981 producing enterprises’ self-financing ratio has risen from 72%.0/o to
95%:0/0 in 1988. Despite the price reversal in autumn 1987 and the subsequent
break of about six months in issuing, in 1988 14 enterprises in all were newly
listed on the stock exchange, 11 of them in the newly created Regulated
Market. Enterprises are thus apparently well aware of the advantages of “going
public”. Last year, however, some listings were deleted too, so that the number
of domestic public limited companies quoted on German stock exchanges
declined from 507 at the beginning of 1988 to 503 at the end of the year. From
the point of view of competition and regulatory policy it remains desirable for as
many enterprises as possible to apply for listing on a stock exchange. This not
only guarantees the regular monitoring of performance by the market and thus
behaviour which is in line with market conditions; it also permits at the same
time a wider spreading of overall productive assets and thus fosters their
anchoring and acceptance in society. In this connection it is to be welcomed if
the Government as a shareholder increasingly withdraws from those sectors of
the economy which do not need special governmental influence. In 1988
government-owned shares amounting to more than DM 2 billion (market value)
were placed in the market, which further consolidated the basis of the share
market from this angle, too.

(e) Future outlook for the German securities markets

With regard to the international competitiveness of the financial centre
Germany, the stock market year 1988, viewed as a whole, must be appraised
critically, if anything. In comparison with major financial centres abroad,
domestic securities markets — despite the considerable breadth and depth of
the bond market — display weaknesses in their tax, organisational and
legal/institutional structure which put them at a disadvantage when competing
with major foreign financial centres.

The announcement and introduction of the withholding tax on domestic
interest income and the consequences thereof constitute a striking example of
this. The decline of over one-half in borrowing in the domestic bond market and
the soaring of the outstanding amount of foreign Deutsche Mark bonds exempt
from withholding tax in 1988 must be considered grave setbacks for the market
in domestic bonds. Against this background it seems to be imperative to put
an end to the markets’ uncertainty deriving from the discussions in the EC area
about a possible reorganisation as well as from proposals to increase the rate
of withholding tax applying in Germany. In addition, the still existing securities
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transfer tax has prevented the establishment of a market for money-market-
related Deutsche Mark securities in Germany and encouraged the switching of
secondary trading in Deutsche Mark paper to foreign stock market centres.
Another reason why the existence of this tax is problematic is that it
one-sidedly favours public sector bonds, which are issued in the form of
value-rights and hence are exempt from securities transfer tax. Furthermore, a
considerable amount of these securities are traded outside the stock ex-
change. Following the introduction of consecutive trading in a limited number
of Federal bonds last autumn, there does not appear to have been any
fundamental change in the great significance of off-the-floor trading. The tight
time limits to stock exchange dealing in Germany may have played a role here.
However, transaction costs on the German stock exchanges still seem to be
comparatively high, although the turnover in public sector securities, which are
traded especially actively, is often in large lots. For the sake of the highest
possible transparency of the market, it would be desirable for a large part of
securities trading to be effected through the stock exchange.

Administrative impediments are probably among the reasons why the external
financing of industrial enterprises in the domestic bond market has been
virtually negligible for a fairly long time. The issue authorisation procedure
under sections 795 and 808a of the Civii Code — which the Federal
Government no longer wishes to preserve in its present form and which can
hardly be justified any more by reference to the protection of investors —
together with other factors (such as, in particular, tax considerations) has
resulted in German industrial enterprises virtually ceasing to figure as issuers in
the domestic bond market and, instead, preferring to issue foreign Deutsche
Mark bonds, which are not subject to such authorisation, indirectly through
financing companies domiciled abroad. The exemption of these issues from the
newly introduced withholding tax actually increased the inducement to act in
this way because, since that time, the interest cost of foreign Deutsche Mark
bonds has from the outset been lower than that of domestic issues. A revival of
issuing and trading activity in the market segments which have so far been
neglected or unattractive will be possible only if established administrative
impediments are rapidly dismantled and the fiscal burdens on stock exchange
transactions are reduced to a level that has no impact on competitive
conditions.

Despite the above-mentioned setbacks and impediments, it should not be
forgotten that a number of forward-looking developments have recently been
initiated in the German securities market. These include in particular the
establishment of a German financial futures exchange, which is due to start
operation at the beginning of 1990. Thus, in future it will be possible in the
“home port” of the Deutsche Mark, too, to hedge at low cost exchange risks
arising from commitments in Deutsche Mark securities. Parliament will have to
take all the necessary legislative measures to ensure an early and successful
start for this market. Further urgent steps towards an up-to-date, transparent
and low-cost stock market are under discussion. These efforts should not be
impeded by particularist interests. With all the efforts to bring about legislative
and organisational improvements, it must not be forgotten that the international
attractiveness and competitiveness of the financial centre Germany are ulti-
mately rooted in the stability of the Deutsche Mark and the soundness of the
German financial system. At the same time, this implies a constant challenge to
those responsible for monetary policy and financial supervision to continue to
ensure stable underlying monetary and financial conditions in the domestic
capital market and, in the process, to examine from case to case how far
innovations in the financial sector meet these overall economic requirements.



lIl. International monetary developments and policy

1. Exchange rates and exchange rate policy

In 1988 the movement of the exchange rates of the major currencies was
primarily characterised by the recovery of the US dollar. Relative to the pattern
of exchange rates ruling at the end of 1987, by the end of March 1989 the dollar
had risen by 800 on average against the currencies of 18 other industrial
countries, according to the method of calculation used by the Bundesbank.
However, its movements against individual currencies and over the course of
the year varied widely. The dollar strengthened by between 190/ and 2190
against the currencies participating in the exchange rate mechanism of the
European Monetary System and appreciated even more strongly (by 290/0)
against the Swiss franc. The dollar rose by only 1100 against the pound sterling
and 80/ against the yen and actually fell by 8%o against the Canadian dollar.

The recovery of the dollar in the foreign exchange markets peaked in August
1988. Until then the US currency benefited from marked progress in reducing
the US trade deficit. Moreover, as a result of higher interest rates in the United
States, the dollar profited from an increasing interest rate advantage over the
yen and, with a buoyant state of economic activity in the United States and a
gradual increase in inflationary tensions, dollar interest rates were expected to
go up. However, the dollar weakened again slightly in autumn 1988, owing
partly to the fact that the improvement in the foreign trade position of the
United States stalled, inter alia because of the preceding, at times consider-
able, appreciation of the US currency. The renewed strengthening of the dollar
as from December 1988 was mainly due to the continued economic growth in
the United States.

Cooperation among monetary authorities in the field of foreign exchange policy
contributed to the avoidance of exaggerated movements in the dollar rate in
1988. For instance, large-scale purchases of dollars at the beginning of 1988
(carried out on a coordinated basis among the major central banks) helped the
US currency to recover. Conversely, considerable dollar sales were undertaken
in the summer in order to slow down an excessive strengthening of the dollar
that was inhibiting the necessary adjustment in the global pattern of current
account positions. Internationally coordinated dollar sales at the end of 1988
and the beginning of 1989, too, served to dampen the renewed rise in the
dollar. Taking the year 1988 as a whole, however, central banks’ sales and
purchases in the dollar market practically cancelled out, as was also the case
with their other transactions in dollars, whereas in 1987 official entities had
acquired large amounts of dollars on balance and, in the absence of net inflows
of private capital to the United States, had ultimately “financed” the US current
account deficit.

After the heavy exchange rate losses sustained in 1987, a limited recovery of
the dollar was in line with international agreements. The “Louvre accord” of
February 1987, in view of the economic policy commitments contained in it,
was aimed at stabilising exchange rates between major currencies around the
levels they had reached at that time. As a matter of fact, the present exchange
rate of the dollar against the Deutsche Mark does not deviate substantially from
that level. By contrast, the rate of the dollar in terms of the yen is distinctly
lower than its “Louvre level”, but this is probably quite appropriate in the light
of the level of Japan’s surpluses on current account, which largely stem from
trade with the United States. An important objective behind the agreements
reached among the major industrial countries is to make progress in the
necessary reduction of global external imbalances.

The comparatively small rise in the dollar against the yen since the end of 1987
resulted in the Japanese currency appreciating against most other currencies
together with the dollar. Thus, its weighted external value remained virtually
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unchanged between the end of 1987 and the end of March 1989, in spite of the
yen’s decline against the dollar, whereas the Deutsche Mark depreciated by
5906 on average over the same period.

The Canadian dollar, which appreciated against the US dollar, rose all the more
strongly against all other currencies. Up to the end of March 1989 its weighted
external value therefore increased by 13%0. The Canadian currency benefited
above all from a level of interest rates that has for a long time been
considerably higher than that in the United States. These high interest rates are
a reflection of budgetary problems as well as of the strong rise in economic
activity in Canada and the efforts of the monetary authorities to achieve price
stability over the medium term. Confidence in the Canadian currency was also
strengthened by the circumstance that Canada’s current account, though in
deficit, did not deteriorate any further, at least for the time being. The strong
cyclical increase in imports was accompanied by a boom in passenger car
exports to the United States and a considerably higher level of exports of raw
materials, coupled with rising prices for them.

The recovery of the dollar facilitated the cohesion of the currencies participat-
ing in the exchange rate mechanism of the EMS. However, the better internal
harmony among the EMS currencies is also a consequence of economic and
monetary policies being geared more strongly than in the past to domestic
stability. At the same time, distinctly higher interest rates in comparison with
those for Deutsche Mark assets have assisted in stabilising the existing pattern
of exchange rates. They will be necessary, despite all the progress made on
the way to stability, as long as the individual currencies continue to be rated
differently by market participants as a result of experience to the contrary
gained over many years.

Moreover, in order to avoid temporary tensions within the EMS as far as
possible, the monetary policy instruments of the EMS member central banks
were employed in a flexible manner, and greater use than before was made of
the scope for exchange rates to move within the fluctuation margins. As was
intended under the Basle-Nyborg agreement of September 1987, this resulted
in speculation on exchange rate realignments becoming more risky. In
contrast, a comparatively minor role was played by intramarginal interventions;
our partners undertook such operations chiefly in order to bolster their
Deutsche Mark reserves and to settle liabilities arising from earlier interven-
tions. However, central banks’ wilingness to cooperate in the fields of
monetary and foreign exchange policy needs to be effectively supported by
financial and economic policy measures if the success achieved in terms of
stabilisation is to be durable.

Among the EC currencies that have not hitherto participated in the EMS
exchange rate mechanism for various reasons, there was very strong move-
ment in the rates of the pound sterling and the Spanish peseta, in particular, in
the course of last year. From the end of 1987 to the end of March 1989 the
pound sterling rose against the Deutsche Mark by 89%0, and hence to a similarly
marked extent against the other currencies participating in the exchange rate
mechanism. Since prices and costs in the United Kingdom went up relatively
strongly over the same period, the pound sterling appreciated even more in
real terms, which in turn probably contributed to the considerable shift into
deficit of the current account position of the United Kingdom. The rise in the
rate for sterling was essentially due to the high level of UK interest rates, which
constitutes part of the endeavours to combat inflation. The rise in the rate of
the Spanish peseta against the Deutsche Mark was similarly strong and was
attributable to much the same reasons.



Deutsche Mark interventions in the EMS*
DM billion
= Deutsche Mark sales or expansionary impact on liquidity In Germany
— = Deutsche Mark purch or contractionary impact on liquidity in Germany
Memo item
Affecting
Intra- liquidity in
Period Obligatory | marginal Total Germany 1
A. By calendar years
1987 Purchases — —48.1 —48.1 - 73
Sales +15.0 +627 +77.7 +254
Balance +15.0 +146 +29.7 +18.1
1988 Purchases - —282 —28.2 — 6.1
Sales - +16.8 +16.8 -
Balance - -11.4 -114 - 81
B. By selected periods; net
October 15, 1987 to January 14, 1988
Dollar under marked downward pressure;
Deutsche Mark strong within the EMS - +215 +215 +10.0
January 15, 1988 to March 8, 1988
Recovery of the dollar; easing of
tensions within the EMS - - 99 - 99 - 6.1
March 9, 1988 to May 12, 1988
Further slight strengthening of the dollar;
weakening of some partner currencies
within the EMS - + 6.1 + 6.1 -
May 13, 1988 to August 23, 1988
Sharp rise in the doliar; easing of
tensions within the EMS — -11.7 -117 -
August 24, 1988 to December 19, 1988
Dollar weaker again; some EMS currencies
repeatedly under downward pressure - + 4.5 + 45 -
December 20, 1988 to end-March 1989
Renewed recovery of the dollar; weakening of
the Danish krone + 17 —10.8 — 91 + 0.2
* 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. — 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.
Discrepancies in the totals are due to rounding. BBk

In the case of the countries which joined the EC last, there is general
agreement that there is still a considerable need for them to adjust in both
domestic and external terms before the participation of their currencies in the
EMS exchange rate mechanism can be contemplated. With reference in
particular to recent experience, the full participation of the United Kingdom in
the EMS, too, continues to be described as premature and problematical by
official UK sources. This belief contrasts, however, with the view that UK
participation in the exchange rate mechanism would have helped to strengthen
the stability policy pursued.

2. The development of global monetary reserves

The tendency for global monetary reserves to rise continued in 1988, albeit at a
distinctly slower pace. A special role was played in this process by reserve
assets other than the US dollar, also owing to diversification operations.
Expressed in terms of the dollar, global monetary reserves went up in 1987 by
US$ 206 billion, i.e. more strongly than ever before in a single year; in 1988,
according to IMF statistics, they increased by only US$ 12 billion. At
approximately US$ 770 billion, global holdings of monetary reserves at the end
of 1988 were almost twice as large as they had been at the end of 1982. They
were accompanied, of course, by liabilities of a number of monetary authorities
whose currencies are held as reserves by other countries. However, the
increases in global monetary reserves, expressed in terms of the dollar, were
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considerably distorted in both years by exchange rate effects. The counter-
value in dollars of reserve holdings not denominated in the US currency rose
distinctly in 1987 owing to the depreciation of the dollar in the foreign exchange
markets, and declined in 1988 as a result of the appreciation of the dollar. After
eliminating these exchange-rate-induced fluctuations in holdings of global
monetary reserves, there was still a rise of as much as US$ 152 billion, or 28 %o,
in 1987 and an increase of US$ 39 billion, or 5%, in 1988. Thus, taking both
years together, the adjusted increase in global monetary reserves was about
twice as large as the corresponding rise in world trade in real terms.

Over four-fifths of the exchange-rate-adjusted increase in global monetary
reserves last year was accounted for by a rise in the statistically recorded
Deutsche Mark balances of central banks and other foreign monetary authori-
ties. In 1988 their reserves held in the form of Deutsche Mark went up by DM
54 billion to the record level of DM 192 biliion. Both the monetary authorities of
the United States and European countries purchased considerable amounts of
Deutsche Mark in the market, partly against US dollars and partly against other
currencies. In doing so, they wished to counteract the appreciation of their
currencies against the Deutsche Mark and also to strengthen their Deutsche
Mark reserves. A comparatively minor role was played in this process by
Deutsche Mark purchases by partner central banks participating in the EMS
exchange rate mechanism. Although other EMS member states purchased an
amount of over DM 11 billion net in 1988 through intramarginal interventions,
over half of this sum was utilised to settle remaining liabilities with the
Bundesbank resulting from interventions. In particular, a number of developing
countries greatly built up their official Deutsche Mark holdings. As a result of
the considerable overall increase in reserve holdings of Deutsche Mark, their
share in global foreign exchange reserves rose further to some 179%o. In this
calculation, the large quantities of dollars held by EMS countries that were
contributed to the EMCF against the creation of official ECU balances have
been added to global foreign exchange reserves.

There was also a distinct increase in 1988 in monetary reserves held in yen and
pounds sterling, although this rise was far less than that for Deutsche Mark.
Official holdings in yen and pounds sterling went up by the countervalue of
together approximately US$ 10 billion. As a result, their shares in global foreign
exchange reserves rose slightly to 80%0 and 39%b, respectively. Moreover, many
monetary authorities in Europe considerably enlarged their investments in
“private” ECUs (which are not recorded separately in the IMF statistics) by US$
9 billion to over US$ 13 billion, although this corresponds to a share of only 2%o
in global monetary reserves. These shifts were primarily at the expense of the
dollar. Transactions of this nature can foster endeavours to achieve greater
exchange rate stability if they help to balance the market, as was the case in
1988, when the dollar was generally stronger. On the other hand, diversification
operations are inappropriate if they strengthen undesirable developments in
the market and impair the effect of exchange rate policy measures taken by
other countries, particularly exchange market interventions.

In comparison with the increase in investments in Deutsche Mark, yen, pounds
sterling and “private” ECUs, there was only a small rise in statistically recorded
official doltar balances, including the holdings contributed to the EMCF. Their
growth was slowed down in particular by the large-scale dollar sales through
which the central banks of Europe above all counteracted the appreciation of
the US currency, in part through concerted operations. In addition, a role was
played by the diversification operations mentioned above, as well as by
purchases of gold in the market by Taiwan; the monetary authorities of Taiwan
used about US$ 2.5 billion from their dollar reserves for this purpose. As a
result, the share of the dollar in global foreign exchange reserves declined



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

Type of reserves 1986 1988 p | 1987 1988 p | 1987 1988 p | 1987 1988 p
Gold 3 401 399| — 02| + 00 - - |- 02| + 00
Special drawing rights 238 271 + 09| - 01 + 39 — 15|+ 48| — 15
Reserve positions in the IMF 43.2 380 — 51 — 44| + 65| — 22+ 14| — 66
Official ECU balances 487 624| + 12| — 33| +128| - 70| + 240| -104
— against gold 339 398+ 01| + 02| +124| — 68| + 125| — 66
— against US doilars 14.3 226 + 76{ + 07 — -+ 78} + 07
— arising from very short-

term financing 05 - |+ 35| — 42| + 05| - 02|+ 39| - 44
Foreign exchange 396.4 603.2| +14521 +470| +307| -—16.1| +1759( +309

US doliars 269.7 37901 +1074| + 19 - — | +1074| + 19

Deutsche Mark 65.2 1078 | + 176 +320| +145] —115| + 321 +205

Yen 28.4 467 + 541 + 48| + 95| — 11 + 146 + 37

Pounds sterling 106 195 + 10| + 55{ + 30 — 06|+ 40! + 439

French francs 44 91| — 00| + 47| + 09| -09| + 09| + 38

Swiss francs 71 82| - o5 + 12| + 18| — 14| + 13} — 02

Dutch guilders 4.1 60| + 08f + 07| + 11| —07|+ 197 + 00

Unidentified assets 16.9 269 | + 138 — 38 — —| + 138| — 38
Total reserves 552.2 7706 | +152.0| +392| +539| -—-268( +2080| +123
* 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. 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 on a dollar basis 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. — 3 Valued at US$ 42.22 per ounce of fine gold. — p Provisional.
Discrepancies in the totals are due to rounding.
Sources: IMF, EMCF and Committee of EC Central Bank Governors. BBk

further to 64 0/%. A dampening effect on the growth of global monetary reserves
was also exercised by the above-mentioned debt repayments by our partner
central banks within the EMS and by net redemptions of IMF credits, as a result
of which the reserve positions of the countries whose currencies had been
used for lending declined again.

Movements in monetary reserves varied widely among individual countries,
especially within the group comprising the industrial countries. Valued at
current exchange rates, there was a further strong increase of US$ 16 billion in
Japan’s reserve holdings. Operations to support the dollar as well as sizeable
interest receipts deriving from investments of reserve assets contributed
materially to this rise. The reserve holdings of Canada, Spain, Australia and italy
also grew considerably, viz. by US$ 23 billion in all. By contrast, the increasing
sales of dollars by the Bundesbank led to a reduction of US$ 20 billion in its
gross monetary reserves, which — according to the IMF definition — include
the ECU balances valued on the basis of the current gold price. If the decline
due to valuation adjustments in the ECU balances created against the
contribution of gold to the EMCF is eliminated, Germany’s gross reserves fell
by US$ 18 billion; on this basis, with a simultaneous rise in the liabilities to
foreign monetary authorities, Germany's net reserve position dropped by about
US$ 20 billion (after increasing by US$ 22 billion in 1987). The reserve holdings
of France also went down (by US$ 8 billion). As regards the developing
countries, the increase of US$ 9 billion in South Korea's monetary reserves is
particularly striking, refiecting this country’s strong current account position.
By contrast, Mexico's reserves decreased by US$ 7 billion owing to the fall in
the world market prices of crude oil in the second half of 1988 and the surge in
imports in the wake of marked reductions in Mexico’s customs duties. Taiwan's
reserve holdings, which had risen by over US$ 30 billion in 1987, also fell
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Regional distribution of global monetary reserves*
USS$ billion
Level at end of year Change
Country/Group of countries 1986 1988 p 1987 1988 p
A.Industrial countries 1
United States 485 478 - 27 + 20
Japan 43.3 97.8 + 387 + 15.8
Canada 4.1 16.0 + 40 + 80
Germany 55.8 62.5 + 270 - 202
France 349 28.8 + 16 - 77
United Kingdom 18.2 449 + 233 + 24
Italy 228 375 + 102 + 45
Other industrial countries 109.0 163.7 + 474 + 73
Total 3376 499.1 + 1495 + 120
B.Developing countries
Africa 9.1 10.3 + 15 - 03
Europe 137 217 + 27 + 563
Latin America 338 329 + 46 — 55
Middie East 2 58.6 55.2 + 61 — 95
Rest of Asia 994 1514 + 417 + 10.3
of which
Taiwan 46.5 7486 + 305 — 25
Memorandum item
15 major debtor countries 3 344 315 + 39 - 69
Total 2146 2715 + 566 + 03
C.All countries (A plus B) 552.2 770.6 + 206.0 + 123
Memorandum items
Total reserves, excluding ECU balances
created against the contribution of gold 4 521.9 7347 + 1937 + 19.1
of which
All industrial countries 307.6 465.1 + 137.2 + 203
Germany 47.4 53.5 + 240 - 179
France 277 21.0 - 10 - 57
United Kingdom 176 43.1 + 227 + 28
Italy 17.0 31.2 + 8.1 + 6.1
* Gross monetary reserves of all IMF member countries plus Switzerland and Taiwan. The gold has been valued
at US$ 42.22 per ounce. — 1 OECD countries excluding Greece, Portugal and Turkey. — 2 Bahrain, Egypt, Iran,
Iraq, Israel, Jordan, Kuwait, Lebanon, Libya, Oman, Qatar, Saudi Arabia, Syria, United Arab Emirates, Yemen,
People’s Republic of Yemen. — 3 Argentina, Bolivia, Brazil, Chile, Colombia, Céte d'lvoire, Ecuador, Mexico,
Morocco, Nigeria, Peru, Philippines, Uruguay, Venezuela, Yugoslavia. — 4 The gold underlying the ECU
balances has been included in the other gold holdings again. — p Provisional.
Discrepancies in the totals are due to rounding.
Sources: IMF and EMCF. BBk

slightly last year, reflecting a distinct reduction in its current account surplus
and a relaxation of its controls on capital exports.

The development of global monetary reserves in 1988 implies that the trend
towards multiple reserve holdings that has been apparent for a number of
years, as compared with the earlier reserve policy of most countries, which was
geared very strongly to the US dollar, may have considerable expansionary
effects on the longer-term supply of global reserves. Formerly, when periods of
weakness in the dollar were followed by periods of strength, it was safe to
assume that an excessive increase in monetary reserves would be corrected
again. Accordingly, it would have been quite desirable if, in the wake of the
explosive increase in global monetary reserves in 1987 due to the pressure on
the dollar at the time, the subsequent recovery of the dollar had acted as a
corrective. While the sales of doliars by the Bundesbank were consistent with
this, other countries purchased Deutsche Mark and other reserve assets at the
same time. This helped to counteract undesirable exchange rate develop-
ments, but ultimately led to a further increase in global monetary reserves.



3. International financial markets

In 1988 the international financial markets showed themselves to be in a better
state than could have been expected after the turmoil at the end of 1987.
Although developments at the beginning of 1988 were marked by uncertainties
and restraint, the markets returned to a vigorous pace of activity as the year
progressed. At approximately US$ 450 billion, the gross volume of international
bond issues, newly granted Euro-note facilities and international syndicated
credits was in the end 15%0 higher than in 1987. By providing the banks with
ample liquidity and reducing their interest rates from the end of 1987 onwards,
the central banks countered the dangers that could have arisen from the drop
in prices in the share markets, both for the banking and financial system and
for economic developments. When it became apparent that the economic
upswing was continuing at an unabated pace, however, the major countries
returned to a less expansionary monetary policy stance. The monetary
authorities thus made it quite plain that they were determined to resist new
inflationary tendencies. This restored the confidence of the international
financial markets in a generally satisfactory course of economic activity.

The international bond markets, in particular, benefited from this recovery of
confidence. After the gross volume of issues had declined considerably in
1987, it rose by approximately one-quarter to US$ 227 billion (in the definition
used by the OECD) in 1988, thus running at about the record level of 1986. The
market for fixed interest dollar bonds grew to an above-average extent. In 1987
this sector had been particularly hard hit by uncertainties surrounding
exchange rates and interest rates. Floating-rate notes also met with rather
more interest again; however, their share in the aggregate volume of issues
remained slight. This reflected the dampening effect of the growing competi-
tion from short and medium-term Euro-notes and from the possibilities of con-
ducting swap transactions between fixed interest and floating-rate financing
facilities.

By far the largest borrowers in the international bond markets were issuers in
Japan, followed by issuers in the United Kingdom, the United States, France,
Canada, and Germany. Just under one-quarter of the new issues were
accounted for by banks, with Japanese institutions making use of the
international markets mainly in order to strengthen their capital base by issuing
convertible bonds and bonds with warrants. The share of the dollar in the total
volume of new international issues, which had fallen to 36%o in 1987, rose to
390/ in 1988. However, the US currency continued to dominate the internation-
al bond markets to a distinctly smaller extent than in earlier years; as recently
as 1986 its share had amounted to 5500. At just over 100/ of the aggregate
volume of issues, the Deutsche Mark moved back into third place behind the
dollar and the Swiss franc, a place it had ceded to the yen in 1987. This also
owed something to the introduction of the withholding tax on domestic interest
income accruing from financial investments in Germany.

The scale of fresh lending at the long and short ends of the market by banks
operating internationally was also considerable in 1988, even though it did not
quite regain the unusually high level of new lending registered in the preceding
year. However, the buoyancy of lending was accounted for almost entirely by
international financing operations among the industrial countries as a group,
with a particular role being played by credits granted in the context of
corporate mergers. At the same time, newly industrialising countries in a
strong balance of payments position, such as Taiwan and South Korea, utilised
their surpluses in order to reduce their liabilities to banks.
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1985 1986 1987 1988

1) Publicised newly granted loans with maturities of over one year, but not necessarity drawn
down yet.- 2) Facilities to back up the revolving placement of money market paper by interna-
tional bank syndicates.- 3) Including medium and long-term floating - rate certificates of depos -
it.-4) Including zero bonds, currency bonds and special placements.- Source: OECD.

BBk

One of the driving forces behind international lending operations was the
continuing imports of short-term capital by Japan. In this way, Japan's
long-term capital exports (which actually exceeded its large current account
surpluses) were financed without generating downward pressure on the yen.
The greater part of these short-term capital imports, which are turning Japan
into a financial turntable, flowed into the country via interbank transactions.
This is part of the reason why, in terms of total claims outstanding, Japan has
had a clear lead for some time in international interbank business. As a
consequence, the Japanese yen is nowadays the second most important
lending and investment currency in the field of international bank lending as a
whole, second only to the doliar and ahead of the Deutsche Mark.
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Banking business
stimulated by Japan’s
role as a financial
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financing facilities and syndicated loans
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it.-4) Including zero bonds, currency bonds and special placements.- Source: OECD.
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One of the driving forces behind international lending operations was the
continuing imports of short-term capital by Japan. In this way, Japan’'s
long-term capital exports (which actually exceeded its large current account
surpluses) were financed without generating downward pressure on the yen.
The greater part of these short-term capital imports, which are turning Japan
into a financial turntable, flowed into the country via interbank transactions.
This is part of the reason why, in terms of total claims outstanding, Japan has
had a clear lead for some time in international interbank business. As a
consequence, the Japanese yen is nowadays the second most important
lending and investment currency in the field of international bank lending as a
whole, second only to the dollar and ahead of the Deutsche Mark.
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One of the driving forces behind international lending operations was the
continuing imports of short-term capital by Japan. In this way, Japan's
long-term capital exports (which actually exceeded its large current account
surpluses) were financed without generating downward pressure on the yen.
The greater part of these short-term capital imports, which are turning Japan
into a financial turntable, flowed into the country via interbank transactions.
This is part of the reason why, in terms of total claims outstanding, Japan has
had a clear lead for some time in international interbank business. As a
consequence, the Japanese yen is nowadays the second most important
lending and investment currency in the field of international bank lending as a
whole, second only to the dollar and ahead of the Deutsche Mark.



Last year the supervisory authorities stepped up their cooperation in a number
of international bodies with the intention of enhancing the transparency and
efficiency of the securities markets. Considerable differences still exist among
the major industrial countries with respect to concepts of supervision and
trading. A reduction of these differences would conduce to both investor
protection and international competition. The international discussions initially
centred on issues relating to interconnections between the securities markets
and the relatively new and strongly growing markets for options and interest
rate futures. Later on, attention was also turned to problems in other sectors of
the market, including the settlement of securities transactions, where dangers
to the smooth functioning of the markets were perceived.

As explained in greater detail on p. 82 of the German original of this Report,
progress has meanwhile been achieved in the international harmonisation of
capital adequacy regulations for banks. Although the recommendations of the
BIS Committee responsible for these questions will not be fully applicable until
1992, the banks reacted to them as early as 1988. As a result, international
lending business as a whole proceeded at a subdued pace because it did not
appear possible for several banks operating at the international level to bring
about the required strengthening of their capital base immediately. However,
Japanese banks, which have accounted for the great bulk of new international
lending business for some time, only temporarily cut back their international
lending operations somewhat. Aided by the rise on the Tokyo stock exchange,
they appear to be succeeding unexpectedly quickly in improving their capital
ratios. At all events, international lending by Japanese banks has been
distinctly expansionary of late. Over the longer term, though, the more
stringent capital requirements could not least lead to a shift in lending towards
securitised forms, either because the agreed minimum capital ratios do not
include securities houses in countries with single-purpose banks, such as the
United States and Japan, or because recourse can be had to securitised forms
of credit that are granted outside the banking system.

The necessity of imposing more stringent capital requirements would indeed
be underlined if credit institutions were to opt to a greater extent for
higher-yielding, but very risky, transactions. In this context, the financing of an
increasing number of corporate takeovers and mergers, which, given the scale
of these operations, play a special role in the international markets, too, and
accounted for about one-third of new international syndicated lending last year,
appears to be posing some problems. A special form of takeover practices,
namely “leveraged buyouts”, which are particularly widespread in the United
States, is frequently aimed at selling off, at a good price, parts of the company
that has been taken over, but mostly presupposes payments of large amounts
of cash to existing shareholders, substantial borrowing and correspondingly
high interest and commission payments to the banks involved. A low level of
capital on the part of the company conducting the takeover operation relative
to the amount of borrowed funds (the leverage effect) naturally makes such a
practice particularly prone to miscalculations at the micro or the macro level.
For instance, a rise in interest rates alone could jeopardise some such
practices based on a low level of capital. Operations of this nature thus
demonstrate that the growing efficiency of today’s financial markets frequently
entails new kinds of risks that need to be monitored carefully both by the banks
and by the supervisory authorities.

Endeavours to
achieve greater
transparency and
efficiency in the
securities markets

Strengthening of the
banks’ capital ratios

New kinds of risk
through the financing
of corporate
takeovers
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Marked slowdown
in the growth of
indebtedness

Advance of sophisti-
cated techniques to
reduce debt levels

Net lending in the international financial markets

US$ billion
1987 1988
ltem 1985 1986 1987 January to September
A.International bond markets
1. Gross issues 165 220 181 146 166
2. Redemptions and repurchases 40 59 71 50 56
3. Net issues 125 161 110 96 110

B.Net placements
of new Euro-notes 10 12 23 23 20

C.Net bank lending 1 106 180 285 200 170

D.Financing facllities, total

1. Total net financing
of the market segments

(A3 plus B pius C) 240 353 418 319 300
2. Double-counting among the

above market segments 2 60 83 53 46 50
3. Total financing facilities, after

adjustment for double-counting 180 270 365 273 250

1 Change in the cross-border claims on end-users of the banks reporting to the BIS, adjusted for influences
due to exchange rate changes and statistical factors. — 2 Banks’ bond purchases, as well as bonds and
Euro-notes issued by banks to fund their lending.

Source: BIS. BBk

4. The debt problems of the developing countries

The widely varying situation of the developing countries has improved in recent
years in a number of respects. In comparison with 1986, there was a distinct
decline in the aggregate current account deficit of the countries with debt
problems and there was also a marked fall in their debt service payments in
terms of the share in their exports of goods and services. Moreover, the year
1988 witnessed a pronounced slowdown in the nominal increase in the long
and short-term external indebtedness of the developing countries as a group.
Whereas such debt rose by as much as US$ 116 billion (or 109%0) in 1987, it
went up in 1988 by only US$ 12 billion (or 100). However, this distinct
slowdown in the growth of foreign debt is essentially due to exchange rate
effects which led to a marked rise in the dollar countervalue of debts
denominated in other currencies in 1987 and to its decline in 1988. But the
slight increase in foreign debt last year also owes something to the fact that
greater use was made, in the context of international debt management, of
techniques designed to reduce debt levels.

The instruments designed to reduce debt levels are largely geared to the
secondary market for claims on developing countries. This market has grown
considerably in recent years, as larger banks have endeavoured to divest
themselves of these claims, too. Depending on the standing of the debtor
country involved and the situation in the market, the sellers accept more or less
large discounts from the nominal value of their claims. By taking advantage of
this market it was possible, for example, to reduce Mexico’s liabilities by over
US$ 1 billion when in March 1988 the creditor banks swapped part of their
claims at a certain discount for collateralised bonds. However, greater impor-
tance has been gained by techniques whereby foreign enterprises purchase
claims of banks at a discount and then convert them into national currency in
order to acquire participations in the debtor country (“debt-equity swaps”).
Moreover, some debtor countries have utilised liquid funds in order to redeem
their liabilities on favourable terms (“debt repurchases”). According to World
Bank statistics, the foreign debt of the developing countries involved was
reduced by such transactions, which were in line with market conditions and



were entered into voluntarily, by almost US$ 19 billion in 1988, against only US$
8 billion in 1987.

It would, however, be problematical if, in view of possibilities of such debt
reductions, individual countries were to slacken in their efforts to pursue
confidence-inspiring economic and monetary policies. The partial success in
reducing debts, which has dampened the rise in the aggregate external
liabilities of the developing countries, cannot spare problem countries the need
to pursue determined adjustment policies. Policies of this kind are absolutely
essential if the debt problems are really to be defused. It is only in this way that
the danger of additional capital flight can be averted and, simultaneously, a
return of flight capital be expected. Moreover, the strong rate of economic
growth in the industrial countries is fostering the efforts of the debtor countries
to adjust. In addition, the latter have been benefiting for some time from higher
world market prices for non-energy raw materials. But if the *adjustment
fatigue” that has emerged here and there were to become more widespread,
then the great opportunity of combining the inescapable reduction in domestic
imbalances with export-led economic growth would be missed. In the final
analysis there would be a danger of the necessary adjustment measures having
to be adopted at a later date, and under less favourable basic conditions in the
world economy. However, the industrial countries will have to further underpin
the developing nations’ adjustment efforts by systematically opening up their
markets.

In addition to their involvement in debt reduction, the banks also helped to
overcome new financing problems in 1988 by employing the traditional
instruments of debt management. This included, in particular, the conclusion of
a financing package with Brazil, in which the banks rescheduled outstanding
debts falling due by 1993 and totalling US$ 62 billion, while at the same time
granting fresh loans amounting to over US$ 5 billion. This agreement, reached
in September 1988, marked the end of a period in which the largest debtor
country of the Third World had adopted a stance of confrontation with its
creditors. The difficulties in managing Brazil's debts had begun in March 1987,
with a unilateral declaration of an interest rate moratorium, and were not eased
until the conclusion of an interim agreement in December 1987. The ensuing
comprehensive arrangement with the banks was not least the prerequisite for
Brazil's ability to conclude new financing agreements with all its other major
creditors as well last year.

In all, however, the banks have hardly contributed in recent years towards
meeting the major debtor nations’ need for new finance. By contrast, the
“Baker initiative” of 1985 envisaged that all groups of creditors should ensure in
an appropriate manner that the inflows of funds considered necessary were set
in motion. Although there has meanwhile been a basic improvement in the
balance sheets of most internationally operating banks, the majority of these
institutions evidently do not feel able to fulfil the expectations placed in them.
This reflects not least the continuing negative appraisal of the efforts being
undertaken by many debtor countries. The importance of bilateral and multilat-
eral development aid therefore was and is all the greater. In this respect, the
poorest developing countries were further assisted by Germany and other
industrial countries last year through a debt remission operation, after initial
measures of this kind had been adopted as long ago as the late seventies.

Given the dimensions of the international debt problems, the World Bank and
particularly the IMF can make only a limited financial contribution. Any attempt
to durably offset the present stagnation in inflows of funds to developing
countries from private sources by means of correspondingly larger credits from
these institutions appears to be neither realistic nor — in the light of their

Partial success in
reducing debt no
substitute for deter-
mined adjustment
policies

Return by Brazil
to orderly debt
management

Banks hesitate to
grant fresh loans

Limited financial role
of the World Bank
and the IMF
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Exaggerated criticism
of the lending condi-
tions of the Bretton
Woods institutions

External debt of the developing countries*
US$ billion
Change
in 1988
from
item/Group of countries 1 1984 1985 1986 1987 1988 p 1987 p
A. Long-term 767 862 944 1,038 1,044 + 6
Public creditors 296 346 400 468 491 +23
Banks 275 314 340 363 354 -9
Other creditors 2 197 201 205 208 200 -8
B. Short-term 180 162 170 192 198 + 5
C. Total (A plus B) 947 1,023 1,114 1,230 1,242 +12
D. Group of countries
Africa 134 147 171 194 195 + 2
Europe 113 128 144 166 161 -5
Latin America 359 370 384 415 412 - 3
Middle East 124 131 138 148 153 + 6
Rest of Asia 217 248 277 308 320 +13
15 major debtor countries
{already included above) 410 423 447 482 477 -5
Memorandum items
Debt service payments 141 145 150 158 172 +14
Interest 83 82 77 72 84 +12
Repayment of long-term loans 58 63 73 86 88 + 3
Debt service as a percentage
of receipts from exports
of goods and services
All deveioping countries 20.0 213 230 20.3 187 3—- 06
15 major debtor countries 41.9 405 452 355 398 | 3+ 43
* Excluding debt to the IMF. — 1 For the definition of the groups of countries see the table on page 64. —
2 Including those liabilities of public and private entities which are not guaranteed by the debtor country
in question. — 3 In percentage points. — p Provisional.
Discrepancies in the totals are due to rounding.
Source: IMF. BBk

functions — appropriate. In particular, they cannot relieve the banks of the
burden of the loans they extended in the past. Instead, their prime contribution
towards overcoming the debt problems consists in helping to bring about
convincing adjustment programmes and in assisting in their implementation. In
normal circumstances this ought to act as a catalyst ensuring a sufficiently
large flow of funds to the debtor countries from other sources.

The function performed by the IMF and the World Bank of bringing about
efficient adjustment programmes frequently meets with a lack of understanding
in public debates. Both institutions are often accused of making excessive
demands on the debtor countries by imposing overly harsh economic policy
conditions when extending loans to them, and hence of being partly respon-
sible for poverty in the Third World. Views of this kind were also expressed
vociferously on the periphery of the latest Annual Meeting of the IMF and the
World Bank in Berlin. Such accusations disregard the complex causes behind
the debt problems, and they are frequently based on false conceptions as to
the tasks and functioning of the Bretton Woods institutions, and especially of
the IMF. To the extent that the domestic and external economic problems of a
large number of countries in the Third World are associated with shortcomings
in their own economic policies or with other causes of their own making, they
can be lastingly overcome only through greater efforts on the part of those
countries themselves. In order to help them in this respect the IMF and the
World Bank have to tie their loans to corresponding conditions. At the same
time, this is an important precondition for both these institutions remaining
creditworthy in the eyes of their own creditors.



5. Recent developments in the IMF and among the international
development banks

Not least under the impact of the debt problems of the developing countries,
the IMF further developed its facilities for providing balance of payments
assistance again in 1988. In addition to the Structural Adjustment Facility
created as early as March 1986 in favour of the poorest developing countries,
which was considerably increased by the Enhanced Structural Adjustment
Facility of December 1987, the Extended Fund Facility was modified in May
1988. Finally, a Compensatory and Contingency Financing Facility (CCFF) was
established in August 1988. This new facility combines the previous Compen-
satory Financing Facility in modified form with a new kind of assistance. It is
designed to protect adjustment programmes financially supported by the IMF
in the event of unforeseen external burdens for which the borrowing country is
not responsible. In this way the Fund is taking account of the experience that,
in the event of adverse external developments, a country’s adjustment policy
can easily be blown off course. As a rule, additional adjustment measures have
to be adopted in such circumstances. Since under its new Contingency
Financing Facility the Fund promises from the outset to provide additional
funds if certain circumstances arise, it can help to implement the necessary
additional adjustment measures in an orderly manner. Some aspects of the
new facility are, however, controversial. For instance, if the CCFF is activated
too readily, it could lead to necessary adjustment measures being delayed.
Moreover, it can foster endeavours to oblige international financial institutions
to “guarantee” the developing countries (to the extent possible) the financing
of steady economic growth. Misgivings also exist with respect to the fact that
increases in interest costs can be offset as well. This gives rise to the concern
that the allocational function of interest rates could ultimately cease to operate.
Much will therefore depend on how the Contingency Financing Facility is
managed. For this reason, a number of arrangements were made to avert these
dangers as far as possible. They envisage, inter alia, that as a rule the release of
funds is tied to a decision by the Executive Board of the IMF on a case-by-case
basis, thus avoiding automatic drawings to a large extent. Moreover, contin-
gency financing is in principle to be combined with additional adjustment
measures. Furthermore, it must not quite compensate for the balance of
payments burdens associated with unfavourable external developments. The
borrowing countries are also obliged to seek “parallel” financial assistance
from other lenders — above all the commercial banks — and to add
non-disbursed funds to their monetary reserves or to have less recourse to the
Fund’s resources if their economic situation improves.

As a result of the modification of the Extended Fund Facility, access to the
resources available under it was made easier. In future, it will be possible for
comprehensive adjustment programmes to be supported by greater financial
assistance from this facility, and in special cases the period for drawing can
amount to four years instead of the usual three. The long periods of repayment
for such drawings of between four and ten years from the date of each drawing
continue to apply. At the same time, a number of procedural changes were
introduced that will probably lead to a reduction of the average interest cost
and a simultaneous lengthening of the average borrowing period. The maxi-
mum amount that can be borrowed from the IMF under this facility remains
unchanged at the existing ceilings.

In 1988 six loans totalling just over SDR 600 million were approved under the
above-mentioned Enhanced Structural Adjustment Facility, which has existed
since the end of 1987. The resources for this facility are being provided in the
main by the industrial countries and managed through a loan account
administered by the Fund as trustee. Germany’s contribution is available in the

Creation of a
Contingency
Financing Facility

Access to the
Extended Fund
Facility eased

Credits extended
from the Enhanced
Structural Adjustment
Facility for the first
time
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Renewed net reflows
to the IMF

Continuation of the
“Policy on Enlarged
Access”, with simul-
taneous endeavours
to increase quotas

Growing payment
arrears vis-a-vis
the IMF

form of a credit line totalling SDR 700 million granted to the Fund by the
Reconstruction Loan Corporation. In addition, donor countries — including
Germany — will contribute non-repayable grants from budgetary resources so
that the loans can be extended to the particularly poor developing countries
covered by this facility at the very low level of interest that has been envisaged.

Despite the extended scope for granting finance, 1988 again withessed net
reflows to the IMF. As in the two preceding years, this was primarily a
consequence of the strong rise in lending between 1981 and 1984, which has
led for some time to a correspondingly high level of redemptions. However, the
fact that, in the case of a number of major debtor countries, new adjustment
and financing agreements came about only slowly or not at all also contributed
to the level of net reflows. Moreover, some countries have meanwhile achieved
substantial progress in their adjustment efforts with the assistance of the IMF
and therefore do not need additional assistance from the Fund for the time
being. On the other hand, loan redemptions (repurchases) declined again, for
the first time since 1985. As a result, reflows to the IMF decreased on balance
from SDR 4.2 billion in 1987 to SDR 3.6 billion last year. In the process, Fund
credit outstanding fell to SDR 25.5 billion. This switch between outflows from
and reflows to the Fund is in line with its monetary task, in the context of which
the IMF can grant its balance of payments assistance over the short and
medium term on a case-by-case basis but cannot provide it as a permanent
source of financing. This is the only way to ensure that the financial resources
of the Fund are available to all members of the Fund on a revolving basis in the
form of temporary balance of payments assistance. More important than the
absolute level of IMF loans is certainly their function as a catalyst, as mentioned
elsewhere in this Report.

In view of the persistent balance of payments problems faced by many
countries, the Fund decided to continue its “Policy on Enlarged Access to the
Fund’'s Resources” with its temporarily increased drawing facilities again in
1988, with unchanged ceilings on drawings. However, this policy on Enlarged
Access is placing excessive demands on the Fund's own resources. In the
past the resultant “financing gap” was closed by large-scale additional loans
from individual member countries. Since it cannot be expected that credit lines
of a similar magnitude will be available to the IMF on a durable basis in the
future, too, it is intended to allow the policy on Enlarged Access tc expire upon
the next increase in quotas, without impairing the absolute volume of drawing
facilities to any noteworthy extent in the process. At all events, it is desirable
for the IMF to return to financing its activities from subscriptions, in line with its
character of a “cooperative”. The current 9th General Review of Quotas should
originally have been concluded in spring 1988. This period was then prolonged,
however, because no agreement could be reached on a number of basic
issues. Clarification is still being sought, in particular, on the extent of the
increase in guotas as well as on the question of the extent to which individual
quotas should be adjusted to reflect the changed weight of the countries
concerned in the world economy. Whereas a number of countries do not
consider an increase in quotas to be urgent, or feel that a relatively small rise in
quotas is sufficient, most countries — including Germany — are in favour of a
substantial increase in quotas in the near future.

As in the preceding years, a number of member countries did not meet their
debt service obligations to the Fund in 1988, with the result that these payment
arrears have meanwhile reached significant proportions. If this development
were to continue, not only the financial integrity of the Fund but also its ability
to function could suffer. For these reasons, as long ago as 1983 the Fund
adopted a number of measures in order to encourage countries with overdue
debt service to fulfil their payment obligations. At the same time, the Fund’s



Purchases and repurchases under IMF credit facilities

SDR billion

Item 1984 1985 1986 1987 1988

Credit tranches 3.1 26 3.0 19 1.7
Extended Fund Facility 33 0.4 0.3 0.2 0.2
Compensatory Financing Facility 1 0.8 0.9 0.6 1.2 07
Buffer Stock Facility 0.0 - - - -
Structural Adjustment Facility 2 - - 0.1 0.4 04
Total purchases 7.3 4.0 3.9 37 3.1
Total repurchases 23 3.6 5.7 7.9 6.7
Net purchases (net repurchases: —) 5.0 0.3 - 17 — 42 ~ 36

1 Continued as from August 1988 as the Compensatory and Contingency Financing Fagcility. — 2 Including the
Enhanced Structural Adjustment Facility; both facilities are financed out of special accounts administered by
the Fund and are available only to countries whose per capita income is particularly low.

Discrepancies in the totals are due to rounding.

Source: IMF. BBk

provisions against contingencies were improved by strengthening its reserves.
These endeavours were enhanced last year by a “cooperative approach”
involving in part difficult questions of detail that still have to be clarified. On the
one hand, this approach envisages designing new Fund credits in such a way
that payment arrears are prevented from arising as far as possible. On the
other hand, it includes three stages for eliminating existing payment arrears.
Based on convincing adjustment measures on the part of the debtor countries
(termed “shadow programmes”), their credit standing is to be strengthened to
such an extent that foreign creditors provide funds again with which the
payment arrears vis-a-vis the IMF can be settled and their adjustment efforts
can be additionally fostered. Finally, this would pave the way for new recourse
to the assistance of the Fund on the basis of regular adjustment programmes.
In addition, the Fund is endeavouring to strengthen its provisioning further. For
this purpose, it is intended to increase the Fund's reserves and allocate
additional amounts to the Special Contingent Account that was set up at the
beginning of 1987. The associated costs will be borne jointly by the Fund's
creditors and debtors.

In contrast to the IMF, there has been a continuous rise in recent years in the
financial demands made on the muitilateral development banks; this is in line
with the functions of these banks in the field of development policy. Particularly
heavy demands have been placed on the World Bank in this context. In order to
further strengthen its role, the World Bank’s capital was increased by UsS$ 748
billion to US$ 171.4 billion through a decision of its Board of Governors in April
1988. Germany contributed about 5%0 to the increase, with its share in the
World Bank’s total capital remaining at a virtually unchanged level. The Bank’s
new capital base is the prerequisite for a considerable increase in its loan
commitments in the next five to six years. However, whether this scope can be
utilised will depend on the extent to which the developing countries are willing
and able to adopt the reforms fostered by the World Bank through its structural
and sector-adjustment loans. At all events, any fixation on growth rates in its
loan commitments or disbursements would not be compatible with the
important and more basic task of the development banks. They have to foster
necessary structural reforms through efficient consultancy work. Like the IMF,
they can in this way also help to mobilise funds for the developing countries
from other lenders. This role of a catalyst is actually increasing in importance
against the background of the limited own resources of the World Bank and the
regional development banks.

In order additionally to encourage the flow of funds to the developing countries
from private sources, the Multilateral Investment Guarantee Agency (MIGA)

Increase in the World
Bank’s capital

Establishment
of the MIGA
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General rise in the
loan commitments
of the international
development banks

New refinancing
policy of the
World Bank

Perceptible progress
on the path to the
European internal
market

was established in 1988. This institution of the World Bank group is designed to
insure foreign direct investment, particularly in the developing countries,
against non-commercial risks such as expropriation, war or political unrest. For
this purpose, it has authorised capital totalling US$ 1.1 billion. The MIGA thus
complements the activities of the International Finance Corporation, whose
task it is to foster private participations in enterprises in developing countries.

The World Bank group — which, besides the International Bank for Recon-
struction and Development (IBRD), comprises the International Development
Association and the International Finance Corporation - increased its new loan
commitments to developing countries by US$ 1.9 billion to US$ 20.5 billion in
the 1987-8 fiscal year. The loan commitments of the IBRD alone went up by
US$ 0.6 billion to US$ 14.8 billion. Approximately one-third of the IBRD's new
loans were accounted for by the major debtor countries of Latin America. The
Asian Development Bank expanded its loan commitments by US$ 0.7 billion to
US$ 3.1 billion in 1988. In the case of the African Development Bank, its loan
commitments, at US$ 2.2 billion, slightly exceeded the figure for the preceding
year, with adjustment loans playing a particularly important role. In contrast, the
Inter-American Development Bank (IDB) was not able to play the part assigned
to it under the “Baker initiative” last year either. Delays in increasing its capital
in connection with very far-reaching demands by the United States for changes
in this development bank’s decision-making procedures materially contributed
to the fact that its loan commitments declined by US$ 0.7 billion to US$ 1.7
billion in 1988. In terms of the volume of loan commitments, the IDB thus lost
its leading position among the regional development banks, at least for a
temporary period.

In their 1988 fiscal year, the medium and long-term borrowings in Deutsche
Mark of the international development banks did not regain the levels
registered in previous years. They totalled DM 2.3 billion in 1988 against DM 3.3
billion a year before. The main reason for this decline was the fact that the
IBRD, which denominates its loans in accordance with its pool of currencies,
has been increasing the share of US dollars in its borrowings again since the
1988 fiscal year. In the preceding years relatively large-scale borrowings or
newly incurred swap obligations of the IBRD in yen, Swiss francs and Deutsche
Mark led to a considerable increase in dollar terms in the borrowing costs and
debt service payments of the developing countries owing to the appreciation of
these currencies against the US dollar. In future, the influence of exchange
rates on the burden borne by debtors is to be kept smaller through a more
balanced composition of the currency pool.

6. Monetary integration in the EC

In the Single European Act that entered into force in July 1987 the European
Community set itself the objective of completing the Community’s internal
market by the end of 1992. This market is intended to be free of internal
frontiers and permit the free movement of goods, labour, services and capital.
The Community has already proceeded a good way towards this objective.
However, in an interim report on the progress achieved so far, the EC
Commission points out that, of the almost 300 Directives, drafts of which it
submitted or still has to submit (according to its 1985 White Paper), in order to
bring about the internal market, only a good one-third had been adopted by the
end of 1988. Far-reaching importance attaches to the Directive of the EC
Council of Ministers of June 1988 on the complete liberalisation of capital
movements. After a long period of stagnation and even of setbacks, this
marked a decisive breakthrough on the path to a European financial market.
The common financial market is one of the most important elements of the
envisaged internal market.



Whereas earlier Directives had set obligations to liberalise only some types of
capital movements, the new Directive on capital transactions is based on the
principle of complete liberalisation. Freedom of capital movements has to be
brought about in principle by the end of June 1990. Capital transactions have
already been liberalised for quite some time in Germany as well as in the United
Kingdom and the Benelux countries. Denmark also lifted its remaining restric-
tions with effect from October 1988. Longer transitional periods are, however,
envisaged for Ireland, Greece, Portugal and Spain. According to the new
Directive, cross-border financial credits, in particular, as well as capital
transactions classified as being in the short-term category (e.g. money market
transactions, maintaining bank accounts, imports and exports of assets) are
liable to liberalisation without exception. In principle, recourse to multiple
exchange rates is no longer permissible either; Belgium and Luxembourg were
granted a transitional period to abolish their two-tier foreign exchange market
by the end of 1992.

The Directive envisages a special safeguard clause for the event that short-
term capital movements give rise to serious tensions in the foreign exchange
markets and thus disturb the monetary and foreign exchange policy of a
member state to a considerable extent. Although it is intended that recourse
should be had to this special provision only under restrictive conditions in the
context of a procedure at Community level, a special safeguard clause
nevertheless contravenes the principle of complete liberalisation. Short-term
capital movements with disturbing effects on monetary and foreign exchange
policies should be countered primarily by measures of monetary and foreign
exchange policy and not by renewed restrictions of capital movements. In the
event of serious balance of payments difficulties, the safeguard clauses already
envisaged in the Treaty of Rome ought as a rule to provide sufficient
protection.

The freedom of capital movements is not limited to the area comprising the EC
but will also apply to relations with third countries. The member states are
called upon to bring about the same degree of liberalisation in capital
transactions with countries outside the Community as applies to transactions
within the Community. Thus, the principle of liberalisation “erga omnes” has
been incorporated for the first time in a Directive on capital movements. At the
same time, what is known as the “Regulation Directive”, which was introduced
in 1972 especially to ward off disturbing inflows of capital from third countries,
was abolished. This reflects in a particularly striking manner the fact that the
Community intends to remain open to the rest of the world.

As a measure accompanying the Liberalisation Directive, the Council of
Ministers adopted a single system of medium-term financial support for the
event of balance of payments difficulties on the part of individual member
states. The existing facilities — the medium-term financial assistance arrange-
ment and the system of Community loans — were combined in the new
system. The ceiling for the sum total of loans outstanding was set at ECU 16
billion, including ECU 14 billion in the case of Community loans. Although under
the new system access by the member states to balance of payments credits
from the Community has been made generally easier, an increasing degree of
conditionality with the disbursement of the loans in tranches is intended to
ensure that the balance between adjustment and financing is maintained.

In addition to the liberalisation of capital movements, the creation of a
European financial area also requires uniform general conditions. These include
the freedom of establishment for financial institutions and the possibility of
being able to provide financial services across national borders; only through
the fulfilment of both these conditions will the liberalisation of capital move-
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ments come to full fruition. The minimum standards for the supervision of
financial institutions as well as for the protection of savers and creditors should
be harmonised to ensure fair competition and should also be defined at a
sufficiently high level. This seems necessary both with respect to as smooth a
development of the Common Market as possible and in the interests of the
stability of the international financial system. Besides questions relating to the
taxation of investment income and the associated danger of capital flight, the
public debate is currently centred above all on the effects a European financial
area will have on third countries. In particular, the proposal for a second
Directive on the coordination of banking legislation and the reciprocity clause
envisaged in it have given rise to fears of the Community insulating itself
against the outside world. As in the case of the liberalisation of capital
movements, owing to the close trading ties the Community has with the world
economy these harmonisation measures must likewise not lead to it erecting
barriers vis-a-vis other countries. Besides, the benefits of integration will come
to full fruition only in a market that is open to the rest of the world. For these
reasons, access to the Community by financial institutions from third countries
as well as the scope of their business activities should in principle not be
restricted. The Community has repeatedly stated that the internal market is
intended to benefit countries both inside and outside the Community; the
internal market will be not a “Fortress Europe” but a “Partner Europe”.

Progress in bringing about a European financial area is closely interrelated with
progress towards economic and monetary integration. Just as the progress
towards economic convergence made in recent years laid the economic basis
for bringing about freedom of capital movements, the increasing liberalisation
of capital transactions is exerting disciplining effects on the economic and
monetary policies of member states. This will also strengthen the pressure to
coordinate policies geared to the objective of achieving monetary stability and
foster exchange rate stability. Thus, the completion of the internal market in the
financial sphere will also create a major material basis for the Community to be
able to develop further towards an economic and monetary union.

At their summit meeting in Hanover in June 1988 the Heads of State and
Government of the European Community reaffirmed their will to work towards
economic and monetary union. They commissioned a committee chaired by the
President of the EC Commission and consisting mainly of the governors of the
EC central banks to study the prerequisites for and consequences of such a
union and to propose concrete steps towards achieving it. The committee’s
report will be submitted to the Heads of State and Government at their meeting
in June 1989.

The further development of the Community into an economic and monetary
union resides in the logic of the process of integration. However, this objective
would not be served if the economic prerequisites for a monetary union were
to be neglected by taking over-hasty steps that might, moreover, impair the
functioning of the EMS. This would be the case if exchange rate changes were
dispensed with and the adjustment constraints inherent in the EMS were thus
weakened at the expense of monetary stability in individual countries. Changes
in central rates in the EMS cannot be ruled out as long as economic and
monetary developments among the countries participating in the exchange rate
mechanism still diverge considerably. Proposals designed to bring about joint
interventions in the foreign exchange markets against third currencies and the
mutual holding of Community currencies do not appear appropriate to
strengthen the cohesion of the exchange rate mechanism either. The opposite
could be the case if the monetary policy of individual partners were to be
influenced in an undesirable way as a result. Nor is the idea of advancing
monetary integration via a stronger role of the ECU very promising. To the



extent that banks and other financial institutions conduct business in ECUs, as
is increasingly the case, this development should be left to market forces and
should be neither inhibited nor artificially fostered.

The transition to economic and monetary union requires decisions with
far-reaching political implications because the measures involved will as a rule
be associated with a renunciation of national responsibilities. This applies not
only to the field of monetary and exchange rate policy but also to major aspects
of the fiscal sovereignty of the individual member states if the transition to
economic and monetary union is really meant seriously. For these reasons,
clarity should exist from the outset about the final state being aimed at as well
as about the prerequisites and conditions for achieving it. Although the scope
for national economic and monetary policy is already being significantly
curtailed in the increasingly integrated global economic environment (and this
applies particularly to the close ties within the European Community and the
EMS), the transition to economic and monetary union would have conse-
quences of a much more far-reaching nature. In an economic and monetary
union the formulation of economic and monetary policy and the associated
decision-making process would largely be transferred to Community institu-
tions. Although each member state would participate in such decisions, it
would also have subsequently to respect them. In line with the far-reaching
consequences of such a step, the Single Act subjects all future institutional
changes to the procedure envisaged in article 236 of the Treaty of Rome. This
means that in such cases the agreement of national parliaments is needed.

At all events, the creation of an economic and monetary union calls for patient
and painstaking detailed work. The main emphasis is currently being placed on
bringing about the internal market by the end of 1992 and with it the
liberalisation of capital movements and the creation of a single financial market.
It would also be very desirable for all EC member states to participate in the
exchange rate mechanism of the EMS on the same conditions. In monetary
terms, the EMS in its present form would then provide sound underlying
conditions for the internal market to function smoothly. Apart from this, a
considerable amount of catching-up needs to be done in creating adequate
conditions for convergence in the field of general government budgets, seeing
that individual countries have extremely large budget deficits. The easing of
pressure on the capital markets associated with a consolidation of general
government budgets would not least increase the scope of the countries
concerned in the field of monetary policy. Precisely at the present point in time,
as inflationary dangers are advancing again throughout the world, this appears
to be of particular urgency.
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Part B: Notes on the
Deutsche Bundesbank’s
annual accounts for 1988



1. Legal basis

The legal basis for the annual accounts of the Bank is provided by section 26 of
the Deutsche Bundesbank Act (Gesetz lber die Deutsche Bundesbank).
Section 26 (2) of that Act, as amended by the Act Concerning the EC Annual
Accounts Directive (Bilanzrichtlinien-Gesetz) of December 19, 1985, applied for
the first time to the annual accounts for 1987. In accordance with that section,
the provisions of the Commercial Code relating to corporations are to be
applied as appropriate to the valuation.

2. Annual accounts

The annual accounts for 1988 are attached to this Report as an Appendix; as
usual, the notes on them are presented in the same order as the items appear
in the balance sheet and profit and loss account. At the same time a report is
rendered on the Bank’s activities during 1988. The trends in the major balance
sheet items in the course of the year are shown in the Weekly Returns of the
Bank, which are published as Appendix 3 of the German original of this Report.

Balance sheet

The balance sheet total at December 31, 1988 was DM 268,924.6 million,
against DM 230,474.6 million at end-1987.

Assets

The gold holding at December 31, 1988, amounting to 95 million ounces of fine
gold (excluding the gold reserves provisionally contributed to the European
Monetary Cooperation Fund), is shown at December 31, 1988 at the same
figure as at end-1987, viz. DM 13,687.5 million.

At December 31, 1988 the level of drawing rights within the reserve tranche in
the International Monetary Fund (IMF) amounted to DM 5,957.1 million (= SDR
2 486.6 million) against DM 5,778.8 million (= SDR 2,575.7 million) at end-1987.
It represents the difference between the German quota of SDR 5,403.7 million
and the Deutsche Mark balances equivalent to SDR 2,917.1 million at the
disposal of the IMF at the end of the year. Increases equivalent to SDR 371.3
million due to other members' Deutsche Mark drawings and other Deutsche
Mark payments to other members were accompanied by decreases equivalent
to SDR 460.4 million due to other members’ Deutsche Mark repayments and
other transactions.

In the year under review the Bank did not grant any new loans under special
borrowing arrangements to the IMF. The loans to the IMF outstanding at the
end of 1987, totalling DM 388.4 million ( = SDR 173.1 million) and arising from
the financing of other members’ drawings under the Supplementary Financing
Facility, were repaid within the appointed period during the year under review.
At present there is only one credit line amounting to SDR 2.4 billion in favour of
the IMF outstanding under the General Arrangements to Borrow, which the IMF
can use, however, only subject to certain conditions.

Legal basis

Comparison of
balance sheet figures
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Monetary Fund and
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Comparison of balance sheet figures

DM million
December 31 December 31
Assets 1987 1988 Liabilities 1987 1988
Gold 13,687.5| 13,687.5 | Banknotes in circulation 125,608.0 | 1439417
Reserve position in the Deposits of banks 60,490.7 | 61,2408
International Monetary Fund . X ",
and special drawing rights Deposits of public authorities
Drawing rights within the Federal Government 3.877.1 2,718.2
reserve tranche 5,778.8 5,857.1 Equalisation of Burdens
Loans under special Fund and ERP Special Fund 8.6 107.8
borrowing arrangements 388.4 - Lénder Governments 753.4 681.4
Special drawing rights 3,105.6 3,306.8 Other public depositors 25.1 273
Claims on the European Deposits of other domestic
Monetary Cooperation depositors
Fund in connection with the
European Monetary System Federal Railways 144 10.4
ECU balances 1 21,9475| 21,554.1| Federal Post Office 2,4749| 42590
Other claims 7,005.0 - Other depositors 773.2 739.4
Balances with foreign banks Liabilities arising from
and money market mobilisation and liquidity
investments abroad 68,253.9 | 50,157.6 | paper sold 52334 | 47204
Foreign notes and coins 256 25.5 | Liabilities arising from
external transactions 17,078.2 | 24,0204
External loans and other
external assets Counterpart of special
drawing rights allocated 27165 2,900.7
Loans to the World Bank 24374 24374
Provisions 4,287.1 4,760.0
Lending to domestic banks
Other liabilities 3325 664.6
Securities bought in open
market transactions under Accruals 1849 2755
repurchase agreements 27,639.7 | 77,980.2 Capital 2900 290.0
Domestic bills of exchange 33,7442 | 33,485.1 Reserves 5.989.1 6.056.6
Foreign bills of exchange 20,206.5 | 22,027.0 Unappropriated profit 3375 | 115014
Lombard loans 7658 | 11,2435
Cash advances 808.4 1,010.3
Equalisation claims on the
Federal Government and
non-interest-bearing debt
certificate in respect of Berlin 8,683.6 8,683.6
Securities 4,500.0 4,916.2
German coins 737.4 714.0
Balances on postal giro
accounts 168.9 2318
Land and buildings 24258 2,704.0
Furniture and equipment 185.7 1901
Items in course of settiement 5,065.4 6,081.4
Qther assets 2,873.9 2,490.2
Prepayments 39.6 41.2
Balance sheet total 230,474.6 | 268,924.6 | Balance sheet total 230,474.6 | 268,924.6

1 After deduction of the difference between the ECU value and the book value of the gold and dollar reserves

contributed to the EMCF.




The amount of special drawing rights (SDRs) held at December 31, 1988 was
DM 3,306.8 million (= SDR 1,380.3 million) against DM 3,105.6 million (= SDR
1,384.2 million) at end-1987. It was composed of SDR 1,210.8 million of SDRs
allocated, the counterpart of which is shown on the liabilities side, and SDR
169.5 million of SDRs purchased. Increases of SDR 395.7 million were
accompanied by decreases of SDR 399.6 million. Of the increases, SDR 118.8
million was accounted for by freely agreed purchases, SDR 136.4 million by
loan repayments and SDR 140.5 million by interest payments and remunera-
tions on the part of the IMF. The decreases were all accounted for by sales in
the context of freely agreed SDR transactions.

This item comprises the Bank’s ECU balances and the claims denominated in
ECUs arising from recourse by other central banks to the very short-term
financing mechanism.

The ECU balances amounting to DM 37,969.4 million arise mainly from the
provisional contribution of 200/ of the Bank's gold and dollar reserves to the
European Monetary Cooperation Fund (EMCF) in the form of three-month
revolving swaps. In addition, these balances include the reserve ECUs transfer-
red to the Bank by other central banks participating in the European Monetary
System (EMS). The gold and dollar reserves provisionally contributed to the
European Monetary Cooperation Fund, in connection with the EMS, against the
crediting of ECUs were transferred at market prices and therefore at values
higher than those shown in the balance sheet. The resulting difference of DM
16,415.3 million is deducted from the ECU balances. At the end of 1988 there
were no other ECU claims arising from loans under the very short-term
financing mechanism.

The balances with foreign banks and money market investments abroad, the
great majority of which are denominated in US dollars and bear interest,
amounted to DM 50,157.6 million at the end of 1988 against DM 68,253.9 million
at December 31, 1987 (excluding the dollar reserves provisionally contributed
to the EMCF). The assets and liabilities denominated in US dollars were valued
once again at the balance sheet rate of December 31, 1987 (US$ 1 = DM
1.5815).

Mainly owing to US dollar transactions, the Bank's turnover in spot foreign
exchange deals (foreign currency against Deutsche Mark) increased in the year
under review to DM 57,403.3 million against DM 39,093.5 million in 1987. The
number of deals rose from 6,001 in the previous year to 6,771. Specifically, the
deals consisted of

1987 1988
Number DM million Number DM million

Purchases 3,347 22,8617 2,070 8,027 .1
Sales 2,654 16,231.8 4,701 49,376.2

6,001 39,093.5 6,771 57,403.3.
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The volume of cross deals (foreign currency against another foreign currency)
fell from DM 4,592.3 million in the preceding year to DM 3,009.5 million in 1988.
The number of deals likewise declined (from 225 to 173). The volume of
SDR-US dollar and SDR-Deutsche Mark deals (there were 24 such transac-
tions) was equivalent to DM 1,174.5 million (1987: 77 transactions equivalent to
DM 1,654.4 million). In addition, 248 US dollar inter-centre switch transactions
totalling US$ 70.1 million were entered into (1987: 201 transactions amounting
to US$ 42.0 million).

For fine-tuning the money market, the Bank conducted 17 US dollar swaps
equivalent to DM 3,0456.8 million with domestic banks during the year under
review in order to increase liquidity (against 66 transactions equivalent to DM
10,928.0 million in 1987).

The Bank executed the following payment orders in the context of external
payments:

External payments

Number of orders

Outgoing external payment orders
of which
Processed by
automated Processed
in foreign in standing order automatically
Year currencies Deutsche Mark Total procedure via SWIFT 1
1987 392,450 2,391,280 2,783,730 2,533,987 175,231
1988 384,350 2,546,523 2,930,873 2,673,343 177,088
Incoming external payment orders
of which
Payments received via SWIFT
1987 16,350 225,604 241,954 216,305
1988 17,190 229,959 247,149 218,524

1 Society for World-wide Interbank Financial Telecommunication.

During 1988 20,490 (1987: 20,082) foreign cheques payable to order totalling

‘DM 214.1 million (1987: DM 238.5 million) were sold. In addition, the Bank sold

37,197 traveller’'s cheques amounting to DM 4.5 million (against 41,086
traveller’s cheques totalling DM 4.9 million in 1987).

in 1988 the number of cheques presented under the simplified collection
procedure for foreign cheques was again lower than in the preceding year.
Details are given in Appendix 4 of the German original of this Report.

The Bank took in the following for realisation on a commission basis:

1987 1988

Number

Bills, cheques, etc. 27,718 28,751
Foreign notes and coins 7,468 5,427
35,186 34,178.

The amount of foreign notes and coins held at end-1988, at DM 25.5 million,
was DM 0.1 million lower than at end-1987. During the year under review the
Bank effected 19,379 purchases (1987: 19,370) and 44,424 sales (1987 45,829)
of foreign notes and coins.



As in the preceding year, only loans to the World Bank (most of which were
granted against borrowers' notes denominated in Deutsche Mark) are included
in this item. Loans under the EC medium-term monetary assistance arrange-
ment and other loans to foreign monetary authorities were not granted in the
year under review.

This item reflects domestic banks’ recourse to the Bank's refinancing facili-
ties.

During the year under review the Bank regularly offered the banks, by tender,
open market transactions under repurchase agreements in securities on a
considerable scale in order to provide liquidity for a limited period. In these
transactions the Bank bought securities eligible as collateral for lombard loans
subject to the condition that the sellers repurchased them forward. At the end
of the year the claims deriving from these transactions amounted to DM
77,980.2 million (end-1987: DM 27,639.7 million).

At the end of 1988 the Bank’s portfolio of domestic bills amounted to DM
33,485.1 million against DM 33,744.2 million at the end of 1987. The Bank's
average holding of domestic bills on all return days, at DM 31,786 million, was
distinctly lower than in the preceding year (DM 35,367 million). The domestic
bill portfolio comprised:

Dec.31, 1987 Dec. 31,1988

DM million

Domestic bills discounted 30,365.4 30,675.6
Prime bankers’ acceptances
acquired in the course of
open market operations 3,378.8 2,909.5

33,744 .2 33,485.1.
Purchases of domestic bills of exchange in the Land Central Bank areas

1987 1988

Land Central Bank Thousands DM million Thousands DM million
Baden-Wirttemberg 523 25,852.2 502 25,435.7
Bavaria 348 22,9478 334 21,9437
Berlin 19 3,876.4 18 2,993.8
Bremen 3 3,135.7 35 2,702.3
Hamburg 99 10,038.0 ' 91 8,514.0
Hesse 299 26,145.3 278 24,926.1
Lower Saxony 141 11,579.0 131 10,838.1
North Rhine-Westphalia 528 37,430.2 493 35,854.7
Rhineland-Palatinate a9 5,109.4 85 4,851.2
Saarland 21 1,902.7 20 1,784.2
Schleswig-Holstein 29 2,360.3 26 2,086.6
Total 2,132 150,377.0 2,013 141,930.4

The average value of the bills purchased in the year under review — as in the
previous year — was DM 70,500.
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Of the bills purchased, the following were returned and charged, in the
absence of payment, to the parties presenting them for rediscounting:

1987 1988
Number DM million Number DM million

10,163 172.7 7,089 96.2
as 0o of the total purchased 0.48 0.11 0.35 0.07.

During the year under review the Bank's discount rate for domestic and foreign
bills was 229/0 until June 30, 300 as from July 1 and 3"20/0 as from August 26.

The total amount of prime bankers’ acceptances which the Bank is prepared to
purchase in the context of its open market operations was lowered by DM 500
million to DM 3.0 billion with effect from May 2, 1988. Throughout the year the
Bank’s buying rate for prime bankers’ acceptances was 0.5 percentage point
below the discount rate, and thus remained considerably below the money
market rates; hence recourse to prime bankers’ acceptances as a source of
funding continued to be heavy. During the year under review the Bank’s
purchases through Privatdiskont-Aktiengesellschaft totalled DM 13,866.3 mil-
lion (1987: DM 15,821.5 million). There were, however, no repurchases.

DM 14,335.6 million remained in the Bank's portfolio until payment on maturity
(1987: DM 15,953.3 million). At December 31, 1988 the Bank held prime
bankers' acceptances deriving from open market operations totaling DM
2,909.5 million (end-1987: DM 3,378.8 million).

At the end of 1988 the portfolio of foreign bills accumulated through purchases
in Germany amounted to DM 22,027.0 million (end-1987: DM 20,206.5 million).
The share of Deutsche Mark bills in the total value of the foreign bills
purchased averaged 97.59/ in 1988 (1987: 97.30/).

Purchases of foreign bills of exchange in the Land Central Bank areas
1987 1988

Land Central Bank Number DM million Number DM million
Baden-Wiirttemberg 48,384 10,440.3 49,382 11,338.8
Bavaria 30,967 11,158.2 32,812 12,3237
Bertin 3,317 5,204.8 3,170 5,408.0
Bremen 2,310 1,060.1 2,572 1,122.3
Hamburg 14,978 10,236.8 15,015 10,600.4
Hesse 31,258 24,4475 30,463 23,951.7
Lower Saxony 7,884 3,257.5 8,421 3,653.8
North Rhine-Westphalia 44 879 20,775.9 42,473 20,8321
Rhineland-Palatinate 9,399 1,955.3 8,446 1,863.1
Saarland 3,673 1,360.3 3814 1,254.2
Schleswig-Holstein 2,868 1,354.0 2,939 1,377.0
Total 199,917 91,250.7 199,507 93,7251

At the end of 1988 the outstanding amount of lombard loans which the Bank
had granted to banks was DM 11,243.5 million against DM 765.8 million at
end-1987. The average level of such loans on all return days was DM 1,427
million compared with DM 626 million in the previous year. As in earlier years,
the outstanding amount of such loans was subject to marked fluctuations; it
was highest on December 15, 1988, at DM 15,016 million.

In the year under review the lombard rate was 4%.9% until July 28, 5% as from
July 29 and 5%:9%0 as from December 16,



Section 20 (1) 1 of the Deutsche Bundesbank Act lays down the following
credit ceilings:

DM million
for the Federal Government 6,000
for the Federal Railways 600
for the Federal Post Office 400
for the Equalisation of Burdens Fund 200
for the ERP Special Fund 50

for the Lander Governments DM 40 per inhabitant; for Berlin, Bremen and
Hamburg DM 80 per inhabitant.

Not only cash advances but aiso Treasury bills which the Bank holds in its
portfolio or has undertaken to purchase are to be counted towards these credit
ceilings.

Cash advances outstanding

DM miillion

Borrower December 31, 1987 December 31, 1988

Federal Government - -

Lander Governments
Baden-Wiirttemberg 117.0 —
Bavaria 239.0 279.0
Berlin - —
Bremen — 853
Hamburg 144.0 —
Hesse - —
Lower Saxony 186.0 -
North Rhine-Westphalia - 569.0
Rhineland-Palatinate - 54.7
Saarland 411 427
Schleswig-Holstein 813 96

Total 808.4 1,010.3

The Equalisation of Burdens Fund and the ERP Special Fund took up no cash
advances during the year under review.

No cash advances to the Federal Railways or Federal Post Office were
outstanding at December 31, 1988; any such advances, together with claims
arising from the purchase of Treasury bills and Treasury discount paper, are to
be shown in the item “Lending to the Federal Railways and Federal Post Office”
on the assets side of the Bank’s balance sheet.

Throughout the year under review the interest rate charged for cash advances
was identical to the Bank’s discount rate.

For issues of Treasury discount paper (U-Schétze) in 1988 the Bank again
acted as selling agent for the Federal Government. This paper, which serves
financing purposes, is distinct from the mobilisation and liquidity paper issued
pursuant to sections 42 and 42a of the Deutsche Bundesbank Act, which is
reported on below. No Treasury bills serving financing purposes were issued
during the year under review.
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Securities

In 1988 Treasury discount paper which is not returnable before maturity was
placed with domestic banks to the amount of DM 2,078.2 million (1987: DM
582.5 million). DM 786.6 million of “Treasury financing paper” was sold (1987:
DM 1,016.2 million). DM 840.0 million of paper returnable before maturity (type
“B”) was redeemed and newly issued.

After the redemption of DM 3,718.6 million (1987: DM 5,508.5 million) of
matured Treasury discount paper (including “Treasury financing paper”), the
total amount of Treasury discount paper of the Federal Government (types “B”
and “BN") outstanding at December 31, 1988 was DM 5,718.3 million (end-
1987: DM 5,732.1 million). Of this total, DM 1,456.0 million was repurchasable
by the Bank (Treasury discount paper type “B”).

At December 31, 1988 — as at end-1987 — the amount of returnable Treasury
discount paper of the Federal Railways (type “Ba”) outstanding was DM 131.0
million.

No Treasury discount paper of the Federal Post Office was outstanding during
the year under review.

The total amount of money market paper issued for the account of the Federal
Government and its Special Funds outstanding at the end of 1988 was DM
5,849.3 million (end-1987: DM 5,863.1 million).

Money market paper issued for the account of the Federal Government
and its Special Funds

DM million

1987 1988

Outstanding at

Outstanding at
Redeemed Dec. 31

Type of paper Dec. 31 Issued

Treasury discount paper of the

Federal Republic of Germany types
“B"1and "BN" 2 5,732.1 3,704.8 3,7186 57183
(1,899.8) ( 786.6) (1,084.8) (1,601.6)

of which: “Treasury financing paper”

Treasury discount paper of the
Federal Railways types
“Ba” and "BaN” 2 131.0 - - 131.0

Treasury discount paper of the
Federal Post Office type “PN” 2 - - - -

Total 5,863.1 3,704.8 3,718.6 5,849.3

1 The letter “B” serves to distinguish these bonds from the mobilisation and liquidity paper dealt with below. —
2 The letters “BN", “BaN" and “PN" denote securities which cannot be returned before maturity.

At end-1988, as in the preceding year, the Bank had no money market paper of
the Lander Governments in its portfolio.

The Bank's equalisation claims on the Federal Government and the non-
interest-bearing debt certificate in respect of Berlin remained unchanged
during the year under review.

No loans to the Federal Railways or Federal Post Office were outstanding at
December 31, 1988, as in the previous year. See also the notes on the items
“Cash advances” and “Treasury bills and Treasury discount paper”.

During the year under review the Bank’s portfolio of securities (chiefly bonds of
the Federal Republic of Germany, the Federal Railways and the Federal Post
Office) increased by DM 416.2 million net to DM 4,916.2 million (end-1987. DM
4,500.0 million) owing to transactions in the open market, after deduction of
redemptions due to maturity.



In 1988 eleven bond issues totalling DM 39,000 million (1987: sixteen issues
amounting to DM 43,300 million) were placed through the Federal Bond
Consortium, which is under the direction of the Bank. Of these issues, an
amount of DM 7,750 million was reserved for the issuers’ own institutions and
for market regulation purposes.

At the end of 1988 the amount of bonds of the Federal Republic of Germany
outstanding was DM 172,060.2 million (end-1987: DM 143,069.7 million), that of
the Federal Railways was DM 24,700.9 million (end-1987: DM 23,451.0 million)
and that of the Federal Post Office DM 32,200.9 million (end-1987: DM 28,223.2
million).

Bond issues of the Federal Republic of Germany,
the Federal Railways and the Federal Post Office in 1988
Amount issued
(DM million) Terms
of which Nominal
Sold through | interest Issue Start
Federal Bond | rate Maturity | price Yield of
Issuer Total Consortium (% p.a.)| (years) | (%) (% p.a.)| sales
Federal Republic of Germany 5,000 4,000 6.375 10| 100 6.38 | Jan. 4
Federal Republic of Germany 4,000 3,200 6.25 10| 100 6.25 | Feb. 4
Federal Republic of Germany 4,000 3,200 6.125 10 99.75 6.16 | Mar. 22
Federal Post Office 2,000 1,600 6.25 10 99.75 6.28 | Apr. 20
Federal Republic of Germany 4,000 3,200 6.50 10 99.50 6.57 | May 30
Federal Republic of Germany 4,000 3,200 6.75 10| 100 6.75 | Aug. 8
Federal Republic of Germany 4,000 3,200 6.75 10| 100.50 668 | Sep. 7
Federal Post Office 2,000 1,600 6.625 10} 100 6.63 | Sep. 22
Federal Republic of Germany 4,000 3,200 6.375 10| 100.50 6.31 | Oct. 31
Federal Railways 2,000 1,650 6.375 10 99.75 6.41 | Nov. 17
Federal Republic of Germany 4,000 3,200 6.375 10 99.75 6.41 | Dec. 1

With the assistance of the Bank (selling operations through banks and sales of
its own), Federal savings bonds to the value of DM 8,680.2 million (gross) were
placed with private purchasers in 1988 (1987: DM 6,441.5 million).

During the year under review the rate of interest paid on Federal savings bonds
was raised three times and lowered three times to bring it into line with market
conditions.

During the year under review DM 665.0 million (1987: DM 92.7 million) of
Federal savings bonds from earlier tranches were returned to the issuer before
maturity, and a further DM 4,264.3 million were redeemed on maturity. The
amount of Federal savings bonds outstanding accordingly rose from DM
31,153.1 million to DM 34,904.0 million at December 31, 1988.

Issue of bonds

Issue of Federal
savings bonds
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Issue of five-year
special Federal bonds

Gross sales, interest rates and yields of Federal savings bonds in 1988

Interest rate (1) in, and yield (Y) after,
Gross sales (DM million) the respective year after issue in % p.a.
Federal | Federal
Sales savings | savings
period bonds bonds
issue 1988 Total type A1 |type B2 1st 2nd | 3rd 4th 5th 6th 7th
1987/ Jan. 2— 4 2,340.3 11192 | 350| 500( 550| 6.00; 7.00| 7.50
11+12 [Jan. 28 3 v Y 350| 423 464 | 495| 532 | 563
1.221.1 | 350| 500( 550| 6.00 700| 750} 7.50
LY 350| 425 466| 500 539 6574| 599
1988/ Jan. 29— 1,934.8 900.3 | 350| 500( 550| 6.00] 650 7.50
1+2 March 1 ) Y 350| 423 464 495| 523} 555
10345 | 350| 500( 550| 6.00| 650 750 7.50
EEELY 350( 425| 466| 500 529 566| 592
1988/ March 2 — 1,244 6 555.0 | 300| 400( 500| 6.00| 650| 7.50
3+4 May 9 ) Y 300| 349 397 | 445| 482 | 520
6896 | 300| 400| 5.00| 600| 650| 7.50| 7.50
Sy 300| 350 400| 449 | 489 | 532| 563
1988/ May 10— 924.8 3709 | 300| 450( 500| 6.00| 7.50| 8.00
5+6 July 29 ) Y 3.00| 374| 414 457 510 551
553.9 | 300| 450( 500| 6.00( 750{ 800} 8.00
1Y 300| 375 416 | 462 519 565 598
1988/ Aug. 1-— 1,428.5 5227 | 400( 550| 600 650 750 8.00
7+8 Oct. 14 : Y 400| 473 513| 545 581} 6.12
905.8 | 400( 550| 600| 650| 750! 800| 800
Ty 400| 475 516 | 550 589 624 | 6.49
1988/ Oct. 17— 393.0 1486 | 350| 500( 550| 6.00| 650| 8.00
9+10 Nov. 30 ) Y 350| 423 464 | 495| 523 | 562
244.4 | 350( 500| 550| 600| 650( 800| B8.00
Y 350| 425 466 | 500| 529 | 574| 6.06
1989/ Dec.1— 5 414.2 1872 | 400! 500( 600 6.00| 650| 8.00
1+2 : Y 400| 449| 497 521| 544 | 580
297.0 | 400| 500( 600| 6.00| 650| 800| 8.00
“lY 400{ 450 500| 525| 550 591 | 6.21
Total Jan. 2—
Dec. 3156 8680.2 | 3,803.9| 48763

1 With annual payment of interest. — 2 With accrual of interest. — 3 Start of sales on November 12, 1987, —
4 Sales from November 12 to December 31, 1987: FSB/A DM 544.7 million; FSB/B, DM 640.1 million = total DM

1,184.8 million . — 5 Sales not completed on December 31, 1988.

With the assistance of the Bank, newly-issued five-year special Federal bonds
to the value of DM 12,699.1 million were sold in the year under review (1987:
DM 16,787.0 million). In addition, an amount of DM 4,809.7 million was reserved
for market regulation purposes. During the year the terms of these special
Federal bonds were brought into line with market conditions on twenty-three
occasions. Series 36 to 44 of these special Federal bonds, to the amount of DM
11,450.0 million, were redeemed on maturity in the year under review. At the
end of the year the amount of five-year special Federal bonds outstanding was
DM 91,751.2 million (end-1987: DM 85,692.4 million).



Sales and terms of issue of five-year special Federal bonds in 1988
Amount issued (DM million) Terms
Date of
Sales admis-
Nomi- sion to
Price nal in- stock
per regula- terest Issue Yield |ex-
Designation Start of | issue tion rate price (% change
of series sales price Total share Total (% p.a.)| (%) p.a.) | desling
S. 74 of 1987 (1992) | Jan. 41 [21,334.4 1,334.4 4727 2,600 550( 101.00| 5.27Feb. 17
S. 75 of 1988 (1993) | Jan. 29 664.8 5251 10000| 525
Feb. 5§ 762.9 10030 | 5.18
Feb. 12| 14615 2,889.2 710.8 3,600 100.70| 5.09| Mar. 14
S. 76 of 1988 (1993) | Mar. 2 4247 500| 100.00| 5.00
Apr. 28 799 504.6 495.4 1,000 99.30 | 5.16 |May 25
S. 77 of 1988 (1993) | May 10 726 7286 4274 500 5.25 99.70 | 5.32 | June 13
S. 78 of 1988 (1993) | May 30| 1,2246 5.50 99.80| 555
June 7 725.1 100.00 | 5.50
June 15 56.7 100.30| 543
June 28 168.0 99.40| 564
July 14 95.7 2,270.1 7299 3,000 9860 | 5.83|Aug. 16
S. 79 of 1988 (1993) [ Aug. 1 301.3 6.00 99.70 | 6.07
Aug. 23| 2,553.9 99.00 ( 6.24
Sep. 63 | 1,004.9 3,860.1 | 1,139.9 5,000 100.00 | 6.00 | Sep. 21
S. 80 of 1988 (1993) | Oct. 3 740 575| 100.00| 5.75
Oct. 11 457.7 10020 5.70
Oct. 17 6.0 10040 | 566
Oct. 18 37.2 10060 | 5.61
Oct. 24 991.5 1,566.4 8336 2,400 101.00| 5.52 | Nov. 14
S. 81 of 1988 (1993) | Oct. 31 42 550 | 10040| 541
Nov. 1 456 10060 | 5.36
Dec. 1 76.4 9950 ( 5.62
Dec. 14 75.5 2017 |4 ...|4 ... 9880 | 5781 18.1.89
1 Start of sales on November 12, 1987 — 2 Sales from November 12 to December 31, 1987 = DM 792.9 mil-
lion. — 3 Sales temporarily suspended from September 8 to 30, 1988. — 4 Sales of series not completed on
December 31, 1988.

With the assistance of the Bank, DM 6,688.0 million of Federal Treasury paper
— formerly known as Treasury bonds (medium-term notes) of the Federal
Republic of Germany — was sold in five issues by two tenders in 1988 (in the
preceding year, DM 12,103.2 million was sold in eight issues by the Federal
Republic of Germany and the Federal Railways).

The amounts issued were augmented by DM 1,712.0 million by the Federal
Ministry of Finance for its own portfolio, to a total of DM 8,400.0 million.

At the end of 1988 the amount of Treasury paper of the Federal Republic of
Germany (Federal Treasury paper) outstanding was DM 44,202.0 million
(end-1987: DM 38,458.3 million), that of the Federal Railways DM 1,233.1 million
(end-1987: DM 2,452.1 million) and that of the Federal Post Office DM 200.0
million (end-1987: DM 689.0 million).

Federal Treasury paper sold by tender in 1988

Nominal Maturity
Amount sold interest (years/ Selling Yield on Value
(DM million} rate (%o p.a.) months) price (%) issue (% p.a.) date
1,451.0 5.00 3/11 99.80 5.06
1,330.1 5.375 5/0 99.70 5.45
1,276.1 575 6/0 99.50 5.85 January 29
940.7 6.00 3/10 99.50 6.15
1,690.1 6.25 5/0 99.60 6.35 August 31

Issue of Treasury
paper
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Admission to stock
exchange dealing

Price regulation
operations

The Bank as paying
and collecting agent
for bonds

German coins

Balances on postal
giro accounts

In the year under review the Bank introduced the new bond issues of the
Federal Republic of Germany, the Federal Railways, the Federal Post Office and
the Reconstruction Loan Corporation, as well as the five-year special Federal
bond series 74 to 80, to official dealing on all German stock exchanges.

The Bank also introduced the new issues of Federal Treasury paper to the
Regulated Market on Frankfurt stock exchange.

Furthermore, the Bank introduced the new issues of bearer bonds and
Treasury notes of the Reconstruction Loan Corporation and bearer bonds of
the Deutsche Ausgleichsbank to official dealing on individual German stock
exchanges.

In the year under review, as in preceding years, the Bank conducted price
regulation operations for the account of the issuers on the eight German stock
exchanges in respect of bonds issued by the Federal Government and its
Special Funds, five-year special Federal bonds and bonds issued by the
Reconstruction Loan Corporation and the Deutsche Ausgleichsbank, as well as
in respect of bearer bonds of the Reconstruction Loan Corporation and the
Deutsche Ausgleichsbank introduced to official dealing on individual German
stock exchanges.

As paying and collecting agent for bonds of the Federal Government and its
Special Funds, the Bank paid 298,276 interest coupons and matured bonds in
the year under review (1987: 315,999).

The amount of German coins held by the Bank at the end of 1988 was DM 714.0
million (end-1987: DM 737.4 million). In 1988 DM 581.0 million was credited to
the Federal Government in respect of coins taken over from the mints and DM
16.4 million was debited to it in respect of coins no longer fit for circulation.
Between 1948 and 1988 the Bank — acting for the account of the Federal
Government — took over coins amounting to DM 13,354.9 million and
redeemed coins which were no longer fit for circulation or had been called in to
the value of DM 1,760.2 million.

The total amount of coins in circulation at the end of 1988 (DM 10,880.7 million),
divided by the number of inhabitants of the Federal Republic of Germany
including Berlin (West) on December 31, 1987 (61.3 million), yields a coin
circulation per head of population of DM 177 (end-1987: DM 168).

During the year under review the DM 10 commemorative coins “Arthur
Schopenhauer” and “Carl Zeiss” were put into circulation.

At December 31, 1988 the balances on postal giro accounts, including the
branch offices’ transfers in transit to the postal giro account of the Bank
(Central Office) in Frankfurt, amounted to DM 231.8 million (1987: DM 168.9
million). The Bank’s credit balances on the latter account and on the postal giro
account of the Land Central Bank in Berlin, other than those required for
current payments, are offset daily against the giro account balances of the
Central Cash Office of the Federal Post Office and the Berlin (West) Postal Giro
Office.



Postal giro transactions with third parties

1987 1988

Transfers Transfers Transfers Transfers

received from made to received from made to

third parties third parties third parties third parties

DM DM DM DM

Area Number | million Number | million Number | million Number | million
Land Central Bank
Baden-Wurttemberg 45,700 | 22,0741 5181 | 45548 45458 | 22,2317 5,103 | 5,669.8
Bavaria 37,964 | 13,4921 9,012 | 10,167.0| 34,989 12,9651 8,834 | 9947.8
Berlin 6,533 3,536.7 1,049 | 2,326.6 6,199 3,473.9 889 | 2,3945
Bremen 4,857 356.6 107 0.1 5,300 3706 102 0.0
Hamburg 23,358 | 20,602.0 1,727 6643 23,172 | 23,1563 1,764 600.8
Hesse 44720 7,280.6 4,149 | 10,065.7 | 49,078 7,395.2 3,994 | 11,305.2
Lower Saxony 35,149 8,633.7 4270 | 48707 36,345 8,991.1 4351 | 57174
North Rhine-Westphalia | 110,411 19,7822 7422 | 50948 112,643 | 20,7609 7,156 40285
Rhineland-Palatinate 47,140 988.2 4429 | 1,1540 ] 64,459 969.9 3,946  1,338.9
Saarland 2,883 1,487.6 118 0.1 3,058 1,392.1 115 0.1
Schleswig-Holstein 15,651 1157 354 03| 21,839 134.4 300 03
Total 374,366 | 98,359.5| 37,818 | 38,898.4 | 402,540 | 101,841.2| 36,554 | 41,003.3
Bundesbank
— Central Office — 6,231 2,375.4 1,916 3.2 7,443 1,664.6 1,252 127
Grand total 380,597 | 100,734.9 | 39,734 | 38,901.6 | 409,983 | 103,505.8 | 37,806 | 41,016.0

After additions of DM 456.0 million and depreciation totalling DM 177.8 million,
land and buildings are shown at DM 2,704.0 million (1987: DM 2,425.8
million).

The balance sheet value of furniture and equipment, after additions totalling DM
114.6 million and depreciation amounting to DM 110.2 million, is DM 190.1
million (1987: DM 185.7 million).

The “Items in course of settlement” mainly consist of the cheques and direct
debits in transit within the Bank at the end of the year and the intercity credit
and debit transfers being cleared. At December 31, 1988 the balance of items
in course of settlement stood at DM 6,081.4 million against DM 5,065.4 million
at end-1987.

At the end of 1988 other assets amounted to DM 2,490.2 million (end-1987: DM
2,873.9 million). They primarily consist of the interest due in 1989 but
assignable to the profit and loss account for the year under review on funds
invested abroad and securities (DM 1,945.7 million against DM 2,095.6 million at
end-1987) and claims arising from securities commission business amounting
to DM 261.1 million (1987: DM 298.9 million).

This item also contains the Bank’s 30%o share (DM 93 million in nominal terms)
in the capital of the Liquidity Consortium Bank of Frankfurt am Main (set up as
a private limited company). The provision included in the articles of association
of that bank that, if necessary, further capital is to be paid up in proportion to
the existing share entails for the Bank a maximum commitment of DM 279
million.

The prepayments aimost entirely comprise salary and pension payments made
in the year under review but relating to 1989.

Land and buildings

Furniture and equip-

ment

Items in course of
settlement

Other assets

Prepayments
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Banknotes in
circulation

Liabilities

The amount of banknotes in circulation at December 31, 1988, at DM 143,941.7
miilion, was DM 18,333.7 million (+ 14.69%0) larger than at end-1987.

in the year under review the Bank again took over new banknotes from the
printing works and put them into circulation or made them ready for that
purpose.

The following banknotes (including monetary tokens) were destroyed as being
no longer fit for circulation or after having been called in:

1983 1984 1985 1986 1987 1988

Number (millions) 582.9 569.0 575.4 595.7 5780 5535
Value (DM million) 24,938.5 25,098.5 26,046.7 27,035.3 25,8955 29,221.9.

The denominations of the Bundesbank notes and coins (currency) in circula-
tion are shown in Appendix 4 to the German original of this Report.

Currency in circulation

DM million

End of Currency in circulation Banknotes Coins

1983 104,692.3 86,073.0 8,619.3
1984 109,592.1 100,636.0 8,956.1
1985 114,718.6 105,416.0 9,302.6
1986 123,732.8 113,983.0 9,749.8
1987 135,900.7 125,608.0 10,292.7
1988 154,822.4 143941.7 10,880.7

The number of counterfeit banknotes detained in payments in the Federal
Republic of Germany and Berlin (West) increased slightly against the previous
year. The total amount involved declined because fewer DM 100 notes, but at
times more counterfeit DM 50 notes, were detained. The number and value of

the counterfeit coins detained declined further in the year under review.

Counterfeits detained in payments
Banknotes Coins

Year Number DM thousand Number DM thousand

1979 3,388 296.6 7,405 243
1980 2,421 183.4 9,428 251
1981 2,896 219.1 17,172 34.3
1982 3,317 250.7 19,976 433
1983 2,156 181.7 26,607 56.1
1984 7.318 7103 21,365 49.3
1985 7,585 712.2 24617 577
1986 8,257 807.4 17,111 46.6
1987 6,010 598.4 11,758 38.0
1988 6,232 538.8 9,861 315




The banks’ deposits on giro accounts mainly comprise the minimum reserves
to be held at the Bank. The sub-item “Other” contains the deposits of domestic
banks on US dollar accounts. At the end of the year the banks’ deposits were
made up as follows:

Dec. 31, 1987 Dec. 31, 1988

DM million

Deposits on giro accounts 60,461.1 61,209.3
Other 29.6 315
60,480.7 61,240.8.

This item shows the current balances of public authorities; they break down as
follows:

Dec. 31, 1987 Dec. 31, 1988

DM million

Federal Government 3,877.1 2,718.2
Equalisation of Burdens Fund

and ERP Special Fund 8.6 107.8

Lander Governments 7534 6814

Other public depositors 25.1 27.3

4,664.2 3,634.7.

The deposits of other domestic depositors are composed as follows:

Dec. 31, 1987 Dec. 31, 1988
DM million
Federal Railways 144 10.4
Federal Post Office
(including postal giro and
postal savings bank offices) 2,4749 4,259.0
Other depositors 773.2 7394

3,262.5 5,008.8.

Deposits of banks

Deposits of public
authorities

Deposits of other
domestic depositors
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Giro transactions,
simplified cheque
and direct debit
collections

The entries on giro accounts increased by 5.69%0 in 1988 against 1987; the total
turnover went up by 9.40%0. As in the preceding years, almost 100% of the
turnover was processed on a cashless basis.

Annual turnover on the giro accounts of the Bank

1987 1988
Number Number
of trans- | Total Average | of trans- | Total Average
actions amount amount actions amount amount
DM DM DM DM
Type of turnover Thousands| million thousand | Thousands| million thousand
(a) Credits
Cash payments 1,068 263,783 247.0 1,058 281,357 2657
Clearings with
account-holders 3,756 | 6,660,664 1,773.3 3,646 | 7,325,595 2,009.2
Local transfers 66,439 | 6,306,472 949 51,210 | 6,732,086 1315
Intercity transfers 414,275 | 7,085,292 1741 463,603 | 7,856,980 16.9
Cheque and direct
debit collections
(total presented) 1,489,272 | 2,685,991 1.8 1,567,694 | 2,958,035 1.8
Total 1,974,810 | 23,002,202 — | 2,087,212 (25,154,053 -
{b) Debits
Cash payments 1,560 276,756 177.4 1,584 301,529 190.4
Clearings with
account-holders 2,750 | 6,884,308 2,503.4 2,661 7,607,974 2,859.1
Local transfers 66,439 | 6,306,472 94.9 51,210 | 6,732,086 1315
Intercity transfers 415,009 | 6,840,706 16.5 464,812 | 7,560,274 16.3
Cheque and direct
debit collections
(total paid) 1,483,520 | 2,691,380 1.8 | 1,556,305 | 2,956,763 1.9
Total 1,869,278 (22,999,622 — | 2,076,572 |25,158,626 —
(c) Percentage of total turnover
(credits and debits)
Cash payments 0.07 1.18 - 0.06 1.16 -
Clearings with
account-holders 0.16 29.44 - 0.15 29.68 -
Local transfers 3.37 27.42 - 2.46 26.76 -
Intercity transfers 21.03 30.27 — 22.30 30.64 -
Chegue and direct
debit collections
(total presented and paid) 75.37 11.69 - 75.03 11.76 -
Total 100.00 100.00 - 100.00 100.00 -

In the year under review virtually all of the collection and credit transfer orders
presented were processed on an automated basis at the Bank’'s computer
centres. The volume of payments executed through the paperless exchange of
data media (EDM) was almost 1000 greater than in the preceding year. Such
payments now account for 6900 of the payment items presented under the
automated procedure. The further increase in paperiess payments is mainly
due to the fact that there is a continuing trend in the banking industry towards
replacing paper-based payments by paperless procedures and converting
collection and credit transfer orders presented by the originator in paper-based
form into data records. The conversion by the Bank’s computer centres of the
cheques presented in paper-based form into data records for paperless
collection accordingly continued to decline; in all, only 88 million (1987: 103
million) cheques to the value of DM 26 billion were so converted. To speged up
payments, EDM credit transfers and EDM direct debits from DM 2,000.00
upwards are being transmitted between the Bank's computer centres by
means of data telecommunication (DTC). In addition, the Bank’s branch offices
have now been equipped with a DTC network. Since mid-1988 telegraphic
transfers and transfers of currently DM 100,000.00 and more (express
payments) have been transmitted through the DTC network. In the year under
review they were aiready equivalent to about one-third of the volume of credit
transfers processed between the branch offices by traditional techniques.



Automation of intercity transfers

Collection orders presented Intercity credit transfers presented
of which: Passed on of which: Passed on
via computer centres via computer centres
in direct through the in direct through the
operations paperless operations paperless
between the | in automated} exchange between the | in automated| exchange
branch paper-based| of data branch paper-based| of data
Total | offices operations | media Total | offices operations | media
mil- mil- mil- mil- mil- mit- mil- mil-
Year lions |lions % |lions |00 |lions |9% |fions |lions [% |lions [% |lions %%
1978 775 15 2 441 | 67 319 41 192 13 7 95| 49 841 44
1980 873 1 1 4731 54 389 | 45 230 7 3 125| 654 98| 43
1981 1,023 8 1 490 | 48 525| 61 271 7 2 162 | 60 102 | 38
1982 1,098 7 1 512| 46 579 | 53 291 6 2 180 62 105| 36
1983 1,169 6 1 5241 45 629 | 54 319 5 2 202 | 63 12| 35
1984 1,226 <] 1 533 | 43 687 | 56 335 4 1 216 65 115 34
1985 1,316 6 1 511 39 799 60 350 4 1 224 | 64 122| 35
1986 1,405 5 0 4121 29 988 | 71 372 3 1 238 64 131| 35
1987 1,489 5 4] 34| 25| 1,120 75 415 3 1 254 | 61 158 | 38
1988 1,568 3 0 355] 23| 1,210 77 464 3 1 270 | 58 191 41

If local payments and clearing transactions — which, apart from local credit
transfers in Hamburg, are not yet processed automatically — are also included
in the calculation (as well as intercity transfers), then about 87 % of cashless
payments at the Bank are automated. It should be borne in mind in this
connection that, as part of the conventional clearing procedure, magnetic
tapes containing payments are exchanged locally between banks on a consid-
erable scale: however, only the total amounts of the magnetic tape data files
are cleared in this way.

To regulate liquidity, mobilisation and liquidity paper pursuant to sections 42
and 42a of the Deutsche Bundesbank Act in the form of short-term Treasury
bills (running as a rule for three days) was sold to domestic banks again in the
year under review. These transactions totalled DM 22.950.0 million (1987: DM
46,890.0 million).

In addition, just as in the preceding years, Treasury bills were issued to permit
the revolving investment of funds by foreign institutions and the investment of
funds by domestic public authorities. Altogether, sales amounting to DM
46,757.0 million (1987: DM 71,979.0 million) were accompanied by redemptions
totalling DM 47,183.5 million (1987: DM 71,564.3 million), so that the amount
outstanding was reduced to DM 4,529.4 million (1987: DM 4,955.9 million).

Mobilisation and liquidity Treasury discount paper to the amount of DM 124.0
million (1987: DM 200.5 million) was issued in the year under review; after
redemptions totalling DM 201.5 million (1987: DM 190.0 million), the amount of
such paper outstanding at the end of 1988 was DM 200.0 million (end-1987: DM
277.5 million).

At December 31, 1988 the total amount of liabilities arising from mobilisation
and liquidity paper outstanding was DM 4,729.4 million (end-1987: DM 5,233.4
million).

Liabilities arising from
mobilisation and
liquidity paper sold
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Mobilisation and liquidity paper sold and redeemed

DM million

1987 1988

Outstanding Outstanding
Type of paper at December 31 Sold Redeemed at December 31
Treasury bills (running
for up to 90 days) 4,955.9 46,757.0 47,1835 4,529.4
Treasury discount
paper (running
for 6 to 24 months) 2775 1240 201.5 200.0
Total 52334 46,881.0 47,385.0 47294

Liabilities arising from
external transactions

At the end of the year the liabilities arising from external transactions amounted
to DM 24,020.4 million (1987: DM 17,078.2 million). It was the liabilities to

Counterpart of

special drawing rights

allocated

Provisions for
pensions

Provisions for other

purposes

foreign monetary authorities which increased most. Specifically, the liabilities
arising from external transactions were composed as follows:

Dec. 31, 1987 Dec. 31, 1988
DM million
Deposits of foreign
depositors
Banks 16,962.6 23,925.2
Other depositors 103.5 17,066.1 50.7 23,975.9
Other
Provision of cover
for letters of
credit, etc. 4.7 4.9
Miscellaneous
liabilities 74 12.1 39.6 445
17,078.2 24,020.4.

The counterpart of the special drawing rights allocated by the IMF and shown
on the assets side of the balance sheet in sub-item 2.3 corresponds to the
allocations of SDRs to the Federal Republic of Germany from 1970 to 1972 and
from 1979 to 1981, which totalled SDR 1,210.8 million.

After the withdrawal of DM 144.7 million for the payment of pensions and an
increase of DM 206.7 million, the provisions for pensions amount to DM 2,233.0
million (end-1987: DM 2,171.0 million); they correspond to the actuarially
calculated requirements.

At December 31, 1988 DM 410.9 million net was added to the provisions for
other purposes, which serve primarily to cover general risks inherent in
domestic and external transactions (see also the notes below on the receipts
item “Receipts from purchases and sales of foreign currencies and from the
valuation of the monetary reserves and other foreign currency positions”). As a
consequence, they then amounted to DM 2,527.0 million against DM 2,116.1
million at end-1987.



At the end of 1988 the other liabilities amounted to DM 664.6 million against DM
332.5 million at the end of 1987. Besides higher liabilities arising from securities
commission business, the increase resulted from intra-German settlements
(commercial payments under the “Berlin Agreement”). At the end of 1988
these gave rise to liabilities amounting to DM 123.5 million, against net assets
totalling DM 233.4 million at end-1987, which were shown in the item “Other
assets”. The regulations governing intra-German payments are outlined in Part
A IV of the German original of this Report.

Accruals amounted to DM 275.5 million at December 31, 1988 (end-1987: DM
184.9 million). This item mainly comprises interest received in the year under
review, but relating to the following year, on domestic and foreign bills of
exchange and US Treasury notes.

The capital of the Bank amounts to DM 290 million; it is held by the Federal
Government (section 2 of the Deutsche Bundesbank Act).

In accordance with the decision taken by the Central Bank Council on April 7,
1988, the legal reserves were increased by DM 67.5 million out of the profit for
1987. The increase accounted for 2090 of the net profit. After this increase, the
legal reserves totalled DM 5,766.6 million; they thus fell short of the maximum
level permissible by law of 5% of the amount of banknotes in circulation, which
came to DM 125,608.0 million at the end of 1987. The other reserves reached
the statutory ceiling of DM 290 million as long ago as end-1980.

See the notes on page 100 of this Report.

Profit and loss account

Comparison of expenditure and receipts

DM miillion

Expenditure 1987 1988

Interest paid on foreign
exchange swap and repurchase
transactions with domestic

Receipts 1987 1988
Interest received
Funds invested abroad
Lending to domestic banks

74422 | 78277
27424 3,4194

banks 22 0.9 2 )

Interest paid on mobilisation Equalisation claims 81.4 814

and liquidity paper 164.2 1516 | Securities 3528 343.1

Other interest paid 9.6 10.0 | Cash advances 579 56.8
176. 162.5 | Other interest received 28 4.8

Administrative expenditure 10,679.5 1 11,733.2

Staff costs 820.3 838.3 | Fees received 250 24.1
Other o 2134 2176 Receipts from purchases and
Banknote printing 1424 152.8 | sales of foreign currencies
Depreciation 230.4 288.0 | and from the valuation of the
) - monetary reserves and other
Inireases 'r‘ provisions 2006 206.7 foreign currency positions — | 1,6101
or pensions i /| Other receipts 988 117.2

for other purposes - -
Pension payments in
respect of the Reichsbank 21.0 19.3
Write-downs of monetary
reserves and other foreign

currency positions 8,594.8 -
Other expenditure 449 98.0
Profit for the year

(= unappropriated profit) 3375115014

Total 10,803.3 | 13,484.6 | Total 10,803.3 (13,484.6

Other liabilities

Accruals

Capital

Reserves

Unappropriated profit
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Staff costs

Changes in staff
regulations

Other

Banknote printing

Depreciation and
increases in provi-
sions

Pension payments

in respect of the
Reichsbank

Other expenditure

Expenditure

Staff costs went up against the previous year by DM 18.0 million to DM 838.3
million. This owed something, firstly, to pay rises for the Bank’s staff; secondly,
there was again a slight increase in the number of the Bank's employees in
1988. The number of staff members rose by 181 to a total of 15,707 (+ 1.200).
About one-third of this increase (63) was accounted for by civil servants
undergoing preparatory training and other trainees.

Staff of the Bank

Beginning of 1988 Beginning of 1989
of whom of whom
Land Land

Central | Central Central | Central
Staff Office | Banks | Total1 | male female | Office | Banks | Total1 | male female
Civil servants 960 | 5623| 6,583 5903 680 976! 5759| 6,735 5985 750
Other saiaried
staff 1664 | 6,187 7,851 3606 | 4,245 1659 | 6206| 7.865| 3622] 4243
Wage earners 236 856 1,092 208 884 236 871 1,107 214 893
Total 2,860 | 12666 | 15526 | 9717 | 5809 2871 12836 15707 982t 5,886

1 Including 251 (1988: 135) salaried staff working outside the Bank or released to work for international institu-
tions, 912 (1988: 849) trainees, 687 (1988: 653) part-time salaried staff and 749 (1988: 737) part-time wage
earners.

Payments to serving members of the Central Bank Council and the Directorate
of the Bank amounted to DM 9,158,709.41 in the year under review. Former
members of these bodies and of the Board of Directors and Board of Managers
of the Bank deutscher Lénder and the Managing Boards of the Land Central
Banks, including their surviving dependants, received payments totalling DM
8,559,382.26.

In 1988 the Bank again entered into a number of pay agreements, thereby
bringing the legal status of its wage earners and salaried staff into line with the
regulations applying to the wage earners and salaried staff of the Federal
Government, while paying due regard to the special conditions prevailing at the
Bank.

During the financial year 1988 other (non-staff) administrative expenditure
increased by DM 4.2 million (+ 2.0%0) to DM 217.6 million.

Expenditure on banknote printing amounted to DM 152.8 million in 1988 against
DM 142.4 million in the previous year.

Depreciation of land and buildings and of furniture and equipment was
discussed in connection with the respective balance sheet items, as were
increases in provisions.

Payments to members of the former Deutsche Reichsbank and other persons
to whom the Act concerning Article 131 of the Basic Law applies, for whom the
Bank is required to provide in accordance with section 41 of the Deutsche
Bundesbank Act, at DM 19.3 million, continued to decline in the year under
review.

Other expenditure is shown at DM 98.0 million (1987: DM 44.9 million).



Receipts

1987 1988

DM million

Interest received amounted to 10,679.5 11,733.2;
after deduction of interest paid, namely 176.0 162.5,
interest is shown in the profit and loss account at  10,503.5 11,570.7.

At DM 11,733.2 million, the interest received in the year under review was DM
1,053.7 million higher than in 1987. The increase in receipts arising from
external transactions, at DM 385.5 million, resulted largely from the higher level
of US dollar assets in the first half of 1988. Receipts from lending to domestic
banks went up by DM 677.0 million, largely owing to the larger volume of
securities repurchase agreements. Other interest income, by contrast, remain-
ed virtually unchanged.

The interest paid, at DM 162.5 million, was only slightly lower than in the
previous year. DM 151.6 million (1987: DM 164.2 million) was disbursed on
Treasury bills and Treasury discount paper of the Federal Government (mobili-
sation and liquidity paper pursuant to sections 42 and 42a of the Deutsche
Bundesbank Act).

Fees, which accrue mainly in payments and in securities transactions, totalled
DM 24.1 million in the year under review (1987: DM 25.0 million).

This item contains the result of the valuation of the monetary reserves and
other foreign currency positions, including the profits and losses arising from
purchases and sales of foreign currencies. Receipts amounted to DM 1,610.1
million net, mainly because of profits on US dollar sales. The profits arising from
the appreciation of the SDR-DM rate since the end of 1987 had no influence on
the result, because they were retained as provisions.

The other receipts amounted to DM 117.2 million (1987: DM 98.8 million).

Interest

Fees

Receipts from the
valuation of the
monetary reserves

Other receipts
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Unappropriated profit

Proposed distribution
of profit

Profit for the year

The profit and loss account for DM
1988 shows a profit for the year of 11,501,352,706.59,
which is entered in the balance sheet

as unappropriated profit (net profit).

In accordance with section 27 of the
Deutsche Bundesbank Act, the
Directorate proposes to the Central
Bank Council that the following
appropriations should be made:

to the legal reserves 1,430,500,000.00

to the Fund for the Purchase

of Equalisation Claims 30,000,000.00 1,460,500,000.00.
The balance of 10,040,852,706.59

will be transferred
to the Federal Government.

After this appropriation, the legal reserves will amount to DM 7,197,100,000.00;
they will thus come up again to the statutory ceiling of 500 of the amount of
banknotes in circulation, which was DM 143,941,663,065.00 at the end of 1988.
The other reserves reached the statutory ceiling of DM 290,000,000.00 at the
end of 1980.

Frankfurt am Main, April 1989

Deutsche Bundesbank

The Directorate
Pohl  Prof. Dr. Schlesinger
Gaddum Prof. Dr. Gleske Prof. Dr. Kdhler Dr. Storch Werthméller
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The annual accounts of the Deutsche Bundesbank for 1988 and the Report on
the Fund for the Purchase of Equalisation Claims as at December 31, 1988 have
been audited by Treuarbeit Aktiengesellschaft Wirtschaftspriifungsgeselischaft
Steuerberatungsgeselischaft of Frankfurt am Main and Dr. Wollert —
Dr. Elmendorff KG Wirtschaftsprifungsgesellschaft of Dusseldorf, whom the
Central Bank Council appointed to be auditors in accordance with section 26 of
the Deutsche Bundesbank Act.

In their certificates of audit the auditors confirmed without any qualifications
that the annual accounts for 1988 and the bookkeeping comply with German
law and present an accurate picture of the assets, liabilities, financial situation
and profit or loss, and that the Fund for the Purchase of Equalisation Claims
has been properly administered.

The Central Bank Council approved the annual accounts for 1988 on April 6,
1989 and accepted the Directorate’s proposal in respect of the profit distribu-
tion. At the same time it approved the Report on the Fund for the Purchase of
Equalisation Claims as at December 31, 1988.

Since the publication of the Report for the Year 1987 the following changes
have taken place in the Central Bank Council and the Directorate of the
Deutsche Bundesbank:

Retired
as at the close of June 30, 1988

Helmuth Homp
Vice-President of the Land Central Bank in Schleswig-Holstein,

as at the close of October 31, 1988

Dr. Julia Dingwort-Nusseck
President of the Land Central Bank in Lower Saxony,

as at the close of February 28, 1989

Gerhard Jennemann
Vice-President of the Land Central Bank in the Free and Hanseatic City
of Hamburg.

Appointed
with effect from July 1, 1988

Peter Wilhelm Titzhoff
to be Vice-President of the Land Central Bank in Schleswig-Holstein,

with effect from December 1, 1988

Professor Dr. Helmut Hesse
to be President of the Land Central Bank in Lower Saxony,

with effect from March 1, 1989

Hans-Jirgen Siegmund
to be Vice-President of the Land Central Bank in the Free and Hanseatic
City of Hamburg.

The Central Bank Council, acting also on behalf of the Directorate and the
Managing Boards of the Land Central Banks, expresses its thanks to the entire
staff of the Deutsche Bundesbank — civil servants, other salaried employees
and wage earners alike — for their loyal and understanding efforts during 1988.
The Council likewise wishes to record its appreciation of the continued
excellent collaboration with the staff representative bodies.

Frankfurt am Main, April 1989
Karl Otto Pohl

President of the Deutsche Bundesbank
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Balance sheet of the Deutsche Bundesbank as at December 31, 1988

104 Assets
DM
1 Gold 13,687,518,821.70
2 Reserve position in the International

10

Monetary Fund and special drawing rights

2.1 Drawing rights within the reserve tranche

2.2 Loans under special borrowing arrangements
2.3 Spegcial drawing rights

Claims on the European Monetary Cooperation Fund
in connection with the European Monetary System
3.1 ECU balances 37,969,381,824.70
less
Difference between the ECU
value and the book value of
the gold and dollar reserves

contributed to the EMCF 16,415,333,580.53

5,957,155,548.07

3,306,768,292.55

3.2 Other claims

Balances with foreign banks
and money market investments abroad

Foreign notes and coins

External loans and other external assets
6.1 Loans in connection with EC
medium-term monetary assistance
6.2 Other loans to foreign monetary authorities
6.3 Loans to the World Bank

Lending to domestic banks

7.1 Securities bought in open market transactions under
repurchase agreements

7.2 Domestic bills of exchange

7.3 Foreign bills of exchange

7.4 Lombard loans

Cash advances

8.1 Federal Government

8.2 Equalisation of Burdens Fund
8.3 Lander Governments

Equalisation claims on the Federal Government and
non-interest-bearing debt certificate in respect of Berlin

Lending to the Federal Railways and Federal Post Office
10.1 Cash advances
10.2 Treasury bills and

Treasury discount paper

Securities

German coins

Balances on postal giro accounts
Land and buildings

Furniture and equipment

Items in course of settlement
Other assets

Prepayments

21,5654,048,244 .17

2,437,383,750. —

77,980,186,000. —
33,485,132,743,72
22,027,024,349.10
11,243,440,300. —

1,010,251,750. —

Appendix to the Report of the Deutsche Bundesbank for the Year 1988

9,263,923,840.62

21,554,048,244.17

50,157,612,631.29
25,531,209. —

2,437,383,750. —

144,735,783,392.82

1,010,251,750. —

8,683,585,988.93

4,916,179,623.09
713,953,852.44
231,819,955.75
2,704,043,767 .61
190,082,075. —
6,081,380,769.96
2,490,245,338.48
41,245,329.15

268,924,590,340.01




Liabilities 105

10
11
12

Banknotes in circulation

Deposits of banks
2.1 Deposits on giro accounts
2.2 Other

Deposits of public authorities

3.1 Federal Government

3.2 Equalisation of Burdens Fund
and ERP Special Fund

3.3 Lander Governments

3.4 Other public depositors

Deposits of other domestic depositors

4.1 Federal Railways

4.2 Federal Post Office (including postal giro
and postal savings bank offices)

4.3 Other depositors

Liabilities arising from mobilisation
and liquidity paper sold

Liabilities arising from external transactions
6.1 Deposits of foreign depositors
6.2 Other

Counterpart of special drawing rights allocated

Provisions
8.1 For pensions
8.2 For other purposes

Other liabilities
Accruals
Capital

Reserves
12.1 Legal reserves
12.2 Other reserves

Unappropriated profit

61,209,345,974.30
31,549,401.09

2,718,242,346.56

107,809,420.17
681,404,233.08
27,275,753.33

10,431,034.85

4,258,983,618.69
739,381,656.16

23,975,948,479.45
44,457,657 .27

2,233,000,000. -
2,5627,000,000. —

5,766,600,000. —
290,000,000. —

DM
143,941,663,065. —

61,240,895,375.39

3,534,731,753.14

5,008,796,309.70

4,729,400,000. —

24,020,406,136.72
2,900,678,270. —

4,760,000,000. —
664,586,184.62
275,480,538.85
290,000,000. —

6,056,600,000. —
11,501,352,706.59

268,924,590,340.01




Profit and loss account of the Deutsche Bundesbank for the year 1988

106 Expenditure

DM
1 Administrative expenditure
1.1 Staff costs 838,265,858.57
1.2 Other 217,641,780.77 1,055,907,639.34
Banknote printing 152,831,980.93
Depreciation
3.1 of land and buildings 177,776,607.09
3.2 of furniture and equipment 110,157,400.91 287,934,008. —
4 Increase in provisions
4.1 for pensions 206,727,511.39
4.2 for other purposes - 206,727,511.39
5 Pension payments in respect of the Reichsbank 19,336,318.98
6 Other expenditure 98,008,401.79
7 Profit for the year (= unappropriated profit) 11,501,352,706.59
13,322,098,567.02
Receipts
DM
1 Interest 11,5670,731,813.71
2 Fees 24,045,328 .81
3 Receipts from purchases and sales
of foreign currencies and from the
valuation of the monetary reserves
and other foreign currency positions 1,610,118,224.38
4 Other receipts 117,208,200.12
13,322,098,567.02

Frankfurt am Main, February 1, 1989
Deutsche Bundesbank

The Directorate

P&hl  Prof. Dr. Schlesinger
Gaddum Prof. Dr. Gleske Prof. Dr. Kbhler Dr. Storch Werthméller

According to the audit which we have carried out in accordance with our mandate, the bookkeeping and the
annual accounts comply with German law. While paying due regard to the principles of orderly bookkeep-
ing, the annual accounts present a picture of the assets, liabilities, financial situation and profit or loss which
is consistent with the actual state of affairs.

Frankfurt am Main, March 10, 1989

Treuarbeit Aktiengesellschaft Dr. Wollert — Dr. EImendorff KG
Wirtschaftsprifungsgesellschaft Wirtschaftsprifungsgesellschaft
Steuerberatungsgesellschaft
Prof. Dr. Dr. h.c. Forster Kern Thoennes Brickner
Certified Auditor Certified Auditor Certified Auditor  Certified Auditor
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