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Part A: General part

The currency
and the economy in 1984



|. Economic developments and central bank policy

The economy of the Federal Republic of Germany grew strongly in 1984 in spite
of a number of handicaps. In trend, output increased at an annual rate of 39%0;
the fact that the real gross national product rose by only 27 %0 in 1984 was due
to the severe production losses suffered in the spring as a result of labour dis-
putes in some key industries; these losses could not be offset in full in the later
part of the year. Last year growth was stimulated most by foreign demand, but
these stimuli increasingly spread to investment by trade and industry. As turn-
over grew and the pace of cost rises moderated, earnings went up strongly,
thereby improving enterprises’ capital base, strengthening their confidence
and enhancing the propensity to invest.

The upward trend in foreign demand and the greater buoyancy of investment
activity in the second half of 1984, together with the general improvement in un-
derlying economic conditions, are safeguarding the continuation of the up-
swing in 1985. Foremost among these more favourable basic conditions is the
degree of monetary stability now attained. Although the depreciation of the
Deutsche Mark in itself tended to push up prices, price movements in Germany
remained subdued in 1984. The growth rate of consumer prices slackened to
roughly 290 in the course of last year. Judging by past experience, maintaining
monetary stability is an essential prerequisite for making the economic upswing
durable and thus also for laying the foundation for boosting employment and
bringing unemployment down from its present high level.

The situation on the labour market started to improve during the course of
1983. To begin with, short-time working decreased; then the number of vacan-
cies and new placements in those sectors of the economy which were faring
particularly well went up. However, the slight decline noticeable from late sum-
mer 1983 onwards in the number of unemployed came to a hait in spring 1984
in connection with the industrial disputes. Not until early autumn 1984 did the
downward movement resume; it ceased again during the long period of severe
winter weather in 1985. Unemployment in Germany is, however, only in part of
cyclical origin. It is, rather, largely a consequence of structural problems in the
economy which can only be solved in the context of a longer-term policy of
strengthening the underlying factors facilitating growth.

The basic economic conditions were also improved by the further consolidation
of the public sector budgets. The headway made in 1984 was primarily due to
the strict limitation of the growth of public expenditure. If, as planned, this poli-
cy is continued in 1985 and beyond, scope will probably be created for imple-
menting the tax cuts envisaged for 1986 and 1988 without ushering in another
period of growing deficits. Tax relief of this kind would undoubtedly be an im-
portant step towards strengthening the private sector of the economy, where
after all the additional jobs are to be created.

Germany’s external position was marked last year by a growing discrepancy
between non-financial and financial developments. Given the buoyancy of ex-
ports, the surpluses on Germany’s current account increased. The sharp rise in
imports was more than offset in the process. Viewed in these terms, Ger-
many’s external position looks quite sound. This was not reflected correspond-
ingly, however, in the exchange rate of the Deutsche Mark. On the contrary, the
Deutsche Mark depreciated, especially relative to the U.S. dollar, but also
against the yen and to a small extent against some European currencies. One
of the main reasons for this was the tendency towards massive capital exports
from Germany, which owed something to Germany’s low interest rate level by
international standards.

During the period under review, the Bundesbank’s monetary policy was prima-
rily directed at safeguarding the progress already made towards stability while



Strong cyclical

upswing ...

Key data on overall economic developments

Gross

national

product 1 Employed persons 2 Consumer

prices; 4 Balance on
Annual change Unemploy- annual current
ment rate 3 increase account

Period % Thousands % % DM billion
1970 t0 1973 § + 42 + 05 + 140 0.8 + 563 + 53
197410 19795 + 24 — 06 — 150 35 + 46 +105
1980to 1984 5 + 09 - 07 - 170 6.3 + 45 — 09
1974 + 05 — 13 — 360 22 + 69 +266
1975 - 16 — 28 — 760 40 + 59 + 9.9
1976 + 586 — 08 — 220 40 + 44 + 99
1977 + 28 — 02 — 40 39 + 36 + 95
1978 + 35 + 06 + 150 38 + 27 +18.1
1979 + 40 + 13 + 340 3.3 + 42 —1141
1980 + 19 + 10 + 260 3.3 + 54 —286
1981 — 02 — 08 — 200 48 + 63 —124
1982 p - 10 — 18 — 470 6.7 + 53 + 8.2
1983 p + 13 — 16 — 400 8.1 + 33 +10.5
1984 p + 26 - 0.2 — 60 8.1 + 24 +17.7

1 At 1976 prices. — 2 Persons employed in Germany; absolute figures rounded. — 3 Unemployed persons as
0/ of the total labour force.— 4 Cost of living index for all households. — § Annual averages. — p Columns 1
to 3 provisional.

at the same time bolstering economic growth from the monetary angle. The
Bundesbank was able to implement this course, which was underlined by the
monetary target it set for 1984, with the aid of a largely unchanged interest rate
and liquidity policy on the money market. The expansion of the central bank
money stock by just over 4. %0 was accompanied by a rate of real economic
growth that was slightly greater than the increase in production potential. Grati-
fyingly, price rises remained lower than had been expected when the monetary
target for 1984 was set (at an increase of 4 to 69%0). The considerable progress
towards stabilising the value of money helped to ensure that interest rates on
the German capitai market, as measured by the yield on securities, fell from
80/ at the end of 1983 to 7% at end-1984.

At the beginning of 1985 interest rates went up again slightly, rather like trends
on the international financial markets. At the same time the dollar moved up-
wards again world-wide; the Deutsche Mark was particularly affected by this.
Although the domestic economic prospects for Germany must still be rated fa-
vourable, external influences have put those responsible for monetary policy in
rather a dilemma. A persistent weakening of the exchange rate of the Deutsche
Mark could not but affect the level of prices and costs in Germany. This might
trigger rises in domestic interest rates which would be detrimental, at least to
those investments which are sensitive to interest rate changes. A certain in-
compatibility between domestic and external objectives is, however, not un-
usual in a country like Germany, which is so highly oriented towards the world
economy. The Bundesbank must try through its policies to minimise the unwel-
come developments that might perhaps result from this situation.

1. Economic growth without inflationary tensions

For the economy of the Federal Republic of Germany, 1984 was a year of a
strong cyclical upswing, with simultaneous progress being made in stabilising
the value of the currency. Improved conditions for the supply of goods,
especially on the cost side, as well as growing domestic and foreign demand
helped the economy to make a promising start at the beginning of the year:
overall production in the first quarter of 1984 (after adjustment for working-day



variations) was almost 3%, % higher than a year before. Soon afterwards, how-
ever, the recovery process temporarily came to a halt, as industrial action
loomed in important sectors of the economy. The conflicts in the metal-working
and printing industries over an approach to the 35-hour week with no loss of
pay soon intensified and finally erupted in a labour dispute which paralysed
large areas of industry towards the end of May and during the whole of June.

About 11 million man-days were lost through strikes, lock-outs and indirect
production stoppages in the metal-working and printing industries, this figure
being much the highest of any labour dispute in the history of the Federal Re-
public of Germany. The direct effects alone probably pushed the gross value
added in the second quarter of last year about DM 4 to 5 billion below the leve!
which might have been expected had the labour dispute not occurred. For em-
ployees, this was associated with income losses (excluding strike money paid)
estimated at DM 2 to 2.5 billion; enterprises, 100, incurred considerable losses
in earnings. If indirect effects (which of course can only be estimated roughly)
are included, the losses of production and income in the second quarter of last
year were probably twice as high as those caused by the direct effects.

After the labour disputes ended, business made great efforts to make good as
many of the losses as possible; overall production soon found its way back to
its former expansionary path. In the fourth quarter of 1984, the real gross na-
tional product showed a year-on-year rise (adjusted for working-day variations)
of 3%.%0. During 1984 as a whole, however, the real gross national product
grew distinctly less, namely by 2. %0, owing to the negative effects of the la-
bour disputes. Nevertheless, in 1984 overall production rose more strongly
than overall production potential, which is estimated to have gone up by almost
20/, Overall capacity utilisation in 1984 will have been about 940/, after 930/ in
the previous year. It would, however, be wrong to regard the surplus capacity
remaining here according to the statistics as being available in the short term.
Considerable structural adjustment problems in important sectors of the econ-
omy, and particularly on the labour market, are still preventing this. These prob-
lems can be solved only over the longer term, using predominantly market
means. Experience with government structural aid, at any rate, is not very en-
couraging, because it has frequently led to out-of-date production structures
being retained.

In 1984 business activity received its most important cyclical impulses from for-
eign demand for German products. On an average in 1984 foreign orders to the
manufacturing sector recorded a year-on-year rise by value of about 16 % and,
after adjustment for price movements, of 12%. An increase of this size in for-
eign business had not been registered since the middle of the seventies. After
the turn of 1984-85 too, export business remained very buoyant; on average
for January/February 1985 the manufacturing sector received a good 170/
more foreign orders than a year before. Exporters are continuing to rate their
business prospects over the next few months as being fairly favourable. For-
eign customers’ interest in German goods has been many-faceted of late.
While the basic and producer goods sector was the first to see foreign orders
increase very strongly in 1984, the orders placed with capital goods manufac-
turers picked up considerably in the course of the year, after an interruption
due to the labour dispute. Office machines and data processing equipment es-
pecially, many mechanical engineering products and electrical engineering
goods experienced lively demand from foreign buyers. Foreign orders to road
vehicle building firms went up by leaps and bounds in the second half of the
year, in particular. Irrespective of the fact that households’ consumer demand
was rather moderate in many countries, producers of consumer goods also re-
corded a marked expansion in their foreign business.

... in spite of
production losses
due to labour disputes
in the metal-working
and printing industries

Marked increase in
real gross national
product and improved
utilisation of overall
production potential

Foreign demand
strongest stimulus to
economic activity



Key economic variables in the Federal Republic of Germany

1981 | 1982 l 1983 l1984

Item Unit 1981 1982 1983 1984 Percentage change from previous year
Aggregate demand
Private consumption DM billion 879.2 910.3 947.3 978.1 + 54 + 35| + 441 + 32
Public consumption DM billion 317.8 32658 335.7 349.8 + 67 + 25| + 30 + 42
Fixed capital formation DM billion 338.2 330.6 346.5 3575 + 0.1 — 22| + 48| + 32

Machinery and equipment DM billion 128.7 126.7 1376 140.2 + 06 - 15 + 85| + 19

Construction DM billion 209.6 2039 209.0 2173} - 03| - 27| + 25 + 40
Increase in stocks DM biliion —49 —47 + 6586 + 161
Domestic expenditure DM billion 1,630.4 1,662.0 1,635.1 1,701 + 28| + 21 + 47| + 41
External surplus 1 DM billion + 147 + 379| + 386 + 485 . . . .

Exports DM billion 494.6 639.1 540.1 5899 + 148 + 90| + 02 + 111

Imports DM billion 479.9 501.2 501.6 5514| + 106 + 45| + 01 + 99
Gross national product at current prices DM billion 1,545.1 1,699.9 1,673.7 1,750.0 + 40 + 35| + 486 + 46
Memorandum items

Orders received by the manu-

facturing sector 1880 =100 104.5 103.4 107.9 1182 + 45 — 141 + 44| + 95

Domestic orders 1980=100 98.8 98.3 103.1 1095 — 12} — 05| + 49| + 62
Foreign orders 1980=100 116.7 114.4 118.3 137.1 + 167( — 20! + 34 + 159

Orders received by the con-

struction industry 1980 = 100 85.3 85.9 94.4 889| — 147 + 07 + 99| — 58
Distribution of income
Wage and salary income DM biltion 880.8 900.6 919.8 947.0 + 486 + 22 + 21 + 30
do. as a percentage of national income %% 742 734 718 706 . . . .
Entrepreneurial and property income DM billion 307.0 326.5 360.8 393.7 - 01 + 64 + 105 + 91
Memorandum items

Gross income of

producing enterprises DM billion 2257 2426 2781 308.3 — 60 + 75} + 147 + 109

do. as a percentage of national income | % 19.0 19.8 217 230
National income DM billion 1,187.8 1,227.0 1,280.6 134071 + 33| + 33| + 44| + 47
Production
Gross national product at 1976 prices DM billion 1,263.0 1,250.0 1,266.6 1,299.7 - 02] - 10 + 13 + 28
Productivity 2 1976 =100 115.2 116.5 1204 1240 + 17| + 14 + 33| + 30
Qutput in the producing sector
(excluding construction) 3 1980 =100 98.3 95.5 96.4 996 — 17| — 28} + 08| + 833
Construction output 3 1980 =100 92,5 88.5 89.0 895 — 75| — 43| + 06| + 06
Employment
Employed persons Millions 26.1 256 252 252 — 08 — 18 - 186 - 02
Wage and salary earners Millions 228 224 220 219 — 06| — 20 - 18 — 03
Memorandum item

Total number of man-hours worked 1976 =100 97.6 95.5 93.7 93.4 - 18 - 21 - 19| - 04
Unemployed persons Thousands| 1,2716 1,833.3 2,258.2 2,265.6 + 4341 + 442 + 232 + 03
do. as a percentage of

the total labour force 0% 48 6.7 8.1 8.1

the dependent labour force 0% 55 7.5 9.1 9.1
Prices
GNP deflator 1976 =100 122.3 128.0 132.1 1346| + 42, + 46| + 32| + 19
Memorandum item

Unit labour costs in the

economy as a whole 4 1976 =100 121.5 1258 127.0 1275| + 46 + 35| + 10| + 04
Cost of living index for all households 1980 =100 106.3 1119 1156 1184| + 63| + 53| + 33| + 24
Producer prices of industrial products 1980 = 100 107.8 114.1 1158 192 + 78] + 58| + 18| + 29
Overall construction price level 1980 =100 105.3 108.1 109.9 1125 + &3 + 27 + 17 + 24
Index of import prices 1980 =100 1136 116.2 1168 122.8 + 136 + 23| — 03 + 60

1 Balance of transactions in goods and services

with other countries {including the GDR).—

2 Gross national product at 1976 prices per

man-hour worked; calculated by the Bundes-

bank. — 3 Results for kinds of activity units. —
4 Index of gross wages and salaries per em-

ployee divided by index of real GNP per em-

ployed person. — The figures from the national

accounts from 1982 onwards are provisional




The export successes of German business in 1984 and the early months of
1985 were a direct consequence of the business upswing in other industrial
countries — particularly in the United States and Japan, but increasingly too in
important European customer countries. Machinery and equipment constitute
a large part of the goods offered by German exporters, and export business
benefited particularly from the fact that private investment abroad was forging
ahead. In addition, domestic suppliers were able to strengthen their position
considerably in the international market; progress in implementing technical in-
novations and a lower rate of cost and price rises at home than among foreign
competitors tended to have similar effects. Moreover, the changes in exchange
rate relationships (which are described in more detail on pages 31 and 33 of
this Report) considerably bolstered the position of German suppliers in the
dollar area in the course of 1984 (and well into the new year, too). In compari-
son with the other major customer countries, it is true that the exchange rate
of the Deutsche Mark — with differing developments in individual cases — has
fallen only slightly in nominal terms. In many cases, however, price competitive-
ness has improved here because in these countries domestic prices have risen
more strongly than the prices quoted by German suppliers.

Enterprises’ demand for capital goods in 1984 developed into the second main-
stay of the upswing. During 1984 as a whole, domestic orders to the capital
goods industry (excluding vehicle building) were a good 8% up on the year by
value, and in the first months of 1985 the demand for machinery and equipment
accelerated further. However, deliveries of capital goods did not keep up with
orders last year, because the labour dispute led to considerable production
losses among capital goods producers, in particular, and these losses could
only be made good to a limited extent. Enterprises’ expenditure on new ma-
chinery and equipment therefore fell slightly in the first half of 1984 (compared
with the corresponding period of the previous year), but in the second half of
the year it was 4. % higher than a year before; the 1983 level had already been
high owing to the expiry of the delivery period for capital goods under the in-
vestment grant scheme (December 31, 1983). Foreign capital goods producers
also profited from the increased investment propensity within Germany; im-
ports of machinery and equipment in 1984 went up by 13%, i.e. much more
than overall expenditure on machinery and equipment (+29%o). Moreover, in
the second half of the year business also began to place more orders for in-
dustrial buildings, suggesting that plant expansion was assuming more impor-
tance again in addition to investment in rationalisation. Total expenditure by
enterprises on new machinery, equipment and buildings rose by 3% in 1984.
For 1985 the prospects of a sustained high level of investment are fairly good.
According to the most recent surveys, the investment plans of the producing
sector dating from autumn last year, which had already set expenditure on new
plant 1000 higher for 1985, have probably been adjusted upwards in many
cases since that time.

Apart from positive sales expectations, what probably contributed most to the
strengthening of investment propensity was the further improvement of busi-
ness earnings. This is characteristic of the early phase of a cyclical upswing, in
which earnings go up noticeably as a result of higher sales even if there are
only small price rises, whereas costs increase relatively little. This was true in
1984 especially of wage costs, firstly because the rise in negotiated wages and
salaries, at an average of just on 30/, was small — smaller, at any rate, than a
year before (not least because reductions in working hours under collective
wage agreements negotiated at the same time will apply only as from 1985).
Productivity grew strongly with the rise in production, so that unit labour costs
in the economy as a whole remained almost unchanged. In addition, enter-
prises received some relief through lower financing costs. Of the other cost
elements, expenditure on imported goods and services admittedly rose consid-

Export successes
owing to upswing
abroad and increased
competitiveness of
domestic suppliers

Private demand

for capital goods
second mainstay

of economic activity

Increased investment
propensity owing to
positive sales
expectations and im-
proved earnings



Trends in demand

1980=100, seasonally adjusted, log. scale
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3-month moving averages
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° Affected by the deadline for qualifying for the investment grant (Dec. 31, 1982) and by large-scale orders.-
+ Affected by labour disputes.

erably, largely owing to the appreciation of the U.S. dollar against the Deutsche
Mark. Profit margins and, in particular, earnings improved in 1984, so that the
severe losses incurred at the beginning of this decade were offset again to a
not inconsiderable extent. The gross income of producing enterprises,! which
provides a yardstick for the earnings trend in current business, rose in 1984 by
110/. Its share in national income, at 23 %0, was back at the level of 1979; how-
ever, its level at the beginning of the seventies (over 250) or the sixties
(312 9%) was not regained.

1 in this calculation the government’s and houssholds’ income from financial assets (after deduction of interest
on public and consumer debt) has been subtracted from total gross entrepreneurial and property income. The in-
come of the housing sector and of financial institutions (banks, including the Bundesbank, building and loan
associations, insurance enterprises) has also been deducted. The residual amount corresponds to the income
generated by producing enterprises less net interest paid to other sectors, net rents, etc.



Enterprises’ increased earning power was tantamount to a further rise in the
yield on fixed capital employed. An estimate of the gross income of producing
enterprises in the narrower sense — i.e. after deduction of imputed entrepre-
neurs’ remuneration for the work done by the proprietors of unincorporated
enterprises — yields a return on net fixed capital in 1984 of 110/, after 100/ a
year before and a good 8% in the years 1981-82, the lowest level to date. By
contrast, the return on financial assets in the form of bonds went down some-
what in 1984. The gap between the return on fixed assets and the return on
securities thus widened in 1984 on both sides; however, it cannot be said
whether this will be a lasting phenomenon, nor whether the gap will be consid-
ered large enough for the higher risk of a capital investment in an enterprise to
be regarded as being covered. The gap between the estimated return on fixed
capital and the return on financial assets was at any rate much wider in the ear-
ly seventies and in the sixties than in 1984. Even though business investment
decisions depend on many different factors, the improvement in the return on
capital may have contributed to enterprises’ investing more strongly again in
fixed assets. It may also have helped to make it easier to find private investors
who are prepared to run the risk of participating in an enterprise (see also page
52).

The underlying trend towards the better rewarding of entrepreneurial risk-tak-
ing was not least also a precondition for business increasingly introducing
technical innovations. Without such technology business would hardly be able
to hold its own in the long run in international competition. It is small and
medium-sized enterprises, in particular, which often lack an adequate capital
base, and which during periods of depressed operating results have difficulty in
bearing the start-up losses which occur when new technologies are intro-
duced. Now that the profit situation is more favourable again, such firms will be
able to push ahead with their development projects more quickly than hereto-
fore. The Federal Government has been supporting them in this; in the last few
years it has not only continued to raise its expenditure on research and devel-
opment but has also been increasingly concerned to facilitate the implementa-
tion of the research results in business. The government has set new em-
phases by promoting key technologies (e.g. in information technology) and
joint projects. Total expenditure by the private sector and government agen-
cies on research and development in the Federal Republic of Germany in 1984,
as in the previous year, probably ran at the level of a good 2. % of the gross
domestic product. Compared with other western industrial countries, Germany
is one of the leaders as regards expenditure on research. The last two years, in
particular, have seen a growing number of important product innovations being
developed by enterprises to the point of series production, and this is a hopeful
sign that this expenditure will lead to sustained business success.

Given the favourable outlook for production and sales, business began to build
up stocks strongly relatively early last year. At the start of the year, in particular,
stocks of primary products were apparently seen in many cases as being too
thin. In the first half of the year imports of raw materials and semi-finished prod-
ucts showed a year-on-year rise by value of 14'.%0 and by volume of 6%0. In
the further course of the year, when it was especially imports invoiced in dollars
which increased strongly in price for German importers owing to the rise in the
dollar rate, stockbuilding slackened again. Stocks of finished products in indus-
try and the distributive trades probably went up strongly in 1984; even so, ac-
cording to surveys by the Ifo Institute, industrial firms by and large no longer
judged their stocks of finished products as being too high. Overall, business
stocks in 1984 increased by DM 16 billion on calculations of the Federal Statis-
tical Office, after having risen by only DM 5.5 billion in 1983.

Higher return on fixed
capital employed

Increased willingness
to innovate through
reward for
entrepreneurial risks

Higher investment in
stocks in the wake of
the economic upswing



Only moderate
expansion in private
consumption

Medium-term decline
in consumer demand
owing to fall in
population

1984 wage round
characterised by calls
for cuts in working
hours

Slightly faster increase
in disposable income

Last year business did not receive any notable impulses from private consumer
demand. Consumption spending by households rose in 1984 by 300, and ad-
justed for price changes by 2%, after having increased a year before by 40/
and 100 in real terms, respectively. An exceptional feature here was that in
1984 fewer new passenger cars were purchased for private purposes than in
1983. Firstly, there were at times considerable delivery bottlenecks owing to
the labour disputes in the metal-working industry; secondly, as the year went
on, potential buyers found the discussion on the introduction of low-pollutant
cars and the associated tax rulings very unsettling; in not a few instances,
planned purchases were postponed.

On an overall view, households’ readiness to buy increased again after the turn
of 1984-85. But in the somewhat longer run private consumption will probably
not become a particularly dynamic component of demand. One of the reasons
for this is that Germany's resident population is falling, and has in fact been do-
ing so for a fairly long time now. According to estimates, in 1984 about 250,000
or almost . %0 fewer people than a year before were resident in the Federal Re-
public of Germany, including Berlin (West), on an annual average. This owed
something, firstly, to the greater numbers of foreign employees and their fami-
lies returning to their home countries. Secondly, the number of German nation-
als resident in Germany, including Berlin (West), was falling because of the
sustained negative birth-rate.

Another significant factor in the trend in consumer demand was that the reduc-
tion of working hours rather than the raising of agreed earnings was at the cen-
tre of the wage negotiations between management and labour last year. The
decision reached in this field after long-drawn-out industrial action in the metal-
working industry led to nominal wage increases in 1984 generally being relative-
ly low, while new regulations on working hours are not coming into force until
1985. Negotiated wage and salary rises last year, at an average of just on 30/,
were about half a percentage point lower than a year before. The wage and sal-
ary compromise in the metal-working industry, which settled the outcome of
the wage round, provides — in addition to an across-the-board rise in pay rates
of 3.30% from July 1, 1984 — for the reduction in agreed weekly working hours
aimed at by the union from 40 to an average of 38.5 hours with no loss of pay
from April 1, 1985; in-house agreements can arrange for some workers in a
plant to work fewer hours and others more, but the number of hours worked
must average 38.5. Besides the pay adjustment for this reduction in working
hours, a further rise in agreed earnings of 200 as from April 1, 1985 was ne-
gotiated; hourly earnings in the metal-working industry will then go up by a total
of 60/0. In other sectors, agreed increases in earnings, as far as they affected
1984, were mostly between 3 and 3. %%. They were often associated with other
methods of reducing working hours, such as the granting of additional days off
or early retirement agreements. Moderate though last year’s wage settlements
seem, the agreements already negotiated for 1985 actually place an additional
burden on business, especially as there will also be a rise in the health and
pension insurance contributions.

Generally speaking, households’ income increased somewhat more in 1984
than in the year before, in spite of there being a further weakening in 1984 of
the rise in agreed and actual earnings. Total gross wages and salaries grew by
2'% %0 against 20/ a year earlier;' what had an especially positive effect here
was that the drop in employment came to a halt in the course of the year. Cur-
rent transfers made by public cash offices in the form of pensions and assist-
ance payments increased relatively little in 1984. However, households’ other

1 As the actual amount of income tax paid by employees is not known — it is not the same as wage tax revenue
because of the tax refunds and back payments fixed under the tax assessment procedure — a sufficiently reliable
indication of net income from wages and salaries is not possible at present.



income grew strongly. Their income from financial assets alone (before tax)
rose by 7% to DM 91 billion. Moreover, relatively high amounts were withdrawn
by self-employed persons for private consumption purposes and saving. In to-
tal, households had 3%.0/0 more income at their disposal in 1984 than in the
previous year.

Households expanded their saving in 1984 somewhat more strongly than their
income grew. The share of private saving in disposable income rose slightly in
1984 to just on 130%0. In the course of the year the saving ratio nevertheless
fluctuated a good deal. Private saving dropped markedly in spring 1984, inter
alia owing to income losses during the labour disputes in the metal-working
and printing industries; in the further course of the year, as business returned
to its expansionary path, private saving quickly normalised too, because house-
holds were apparently anxious to replenish their financial reserves, which in
some cases had been depleted during the labour disputes. Saving was relative-
ly high, particularly towards year’s end, a contributory factor here being, as al-
ready mentioned, that some purchases of vehicles had been postponed in view
of uncertainty about the introduction of new exhaust technology and its finan-
cial consequences.

In 1984 households turned primarily, in their financial asset acquisition, to forms
of saving with relatively attractive interest rates. Especially in the first half of the
year, commitments in fixed interest securities were preferred — mainly in pub-
lic debt instruments and to a large extent in foreign currency bonds as well. In
buying the latter, investors hoped both for interest rate advantages in view of
the depreciation of the Deutsche Mark against the U.S. dollar and for corre-
sponding exchange rate gains. In 1984 an estimated one-fifth and more of
households’ newly acquired financial assets consisted of bonds. Foreign
bonds constituted about half of these. There was relatively strong interest too
in special forms of saving offered by banks for some time now in the context of
longer-term savings accounts (inter alia “plus” or “growth” saving and bonus
saving) as well as in investments in bank savings bonds and in mostly shorter-
term time accounts. By contrast, the flow of private funds to insurance enter-
prises in 1984 apparently did not quite reach the admittedly exceptionally high
level of 1983. The funds accruing to savings accounts at statutory notice
showed a downward trend too; there was a year-on-year fall of about one-half
in net inpayments here. Inpayments to and outpayments from accounts with
building and loan associations were roughly in balance. The fact that house-
holds incurred less new debt for consumption purposes in 1984 than in the
year before had a positive effect on overall saving.

Unlike most other sectors of the economy, the construction industry in 1984
saw its business decline progressively. Construction demand, which had al-
ready been falling since autumn 1983, showed a general downward trend last
year as well — in spite of a temporary improvement during the summer
months. On an annual average in 1984 the construction industry received al-
most 6 0/0 fewer construction orders than in 1983. As at the same time real con-
struction output ran at a higher level than in the previous year — including in-
stallation of fixtures and fittings it rose by 1% 9% — many building firms must
have started the 1985 construction season with extremely thin order books.

Last year housing construction suffered an especially sharp fall in demand. On
an average in 1984 the construction industry received almost one-fifth fewer or-
ders for residential buildings than in the year before. The number of building
permits for dwellings decreased to the same extent, to a good 335,000. At the
same time, almost 400,000 new housing units were completed. The annual re-
quirement for new housing over the medium term is, however, probably consid-
erably under 400,000. This is suggested by the high degree of provision with

Strong fluctuations in
private saving in the
course of the year

Advance of saving in
securities and finan-
cial assets with attrac-
tive interest rates
fixed for fairly long pe-
riods

Construction industry
bypassed by the
economic upturn

Sharp fall in demand
for housing



10

Increase in demand
for industrial and
public construction
work
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production and higher
utilisation of fixed ca-
pacities

housing which has now been attained. in some regions this has led to a rise in
the number of rented dwellings standing empty, and here and there a surplus
supply of owner-occupied dwellings and houses has arisen. Thus the fall in de-
mand for housing construction last year — and the picture did not change in
January this year — is inter alia indicative of adjustment to new equilibria on
German housing markets, which are fairly diverse in regional terms. Any new
government promotional measures could curb this adjustment only for a cer-
tain period. They would not be able to change its direction over the long term;
on the contrary, such programmes, as the experience of the last few years, in
particular, has shown, would involve the danger of later setbacks.

In the course of last year demand for industrial and public construction work
constituted something of a counterweight to the fall in demand for housing. In
industrial construction it is true that in 1984 as a whole fewer orders were
placed than in the year before (—50%0). But, as has already been mentioned,
demand here went up noticeably in the second half of last year, with private
sector orders as well as new Federal Railways and Federal Post Office projects
playing an important role. Demand for public construction work last year moved
away sharply from the very low level of the preceding three years. In total, the
central, regional and local authorities placed about 6% more orders, by value,
with the construction industry in 1984 than in the year before. Road building
schemes and other public civil engineering projects were well to the fore here,
whereas the demand for public buildings remained muted. The main reason for
the general revival in public building projects was that the local authorities —
which are the most significant public investors — made fairly good progress in
consolidating their budgets last year and thus gained more scope for their cap-
ital projects. In view of the fact that there are not a few public construction
projects which are pressing — e. g. in the areas of urban renewal, maintenance
of the road network and waste disposal facilities — it can be assumed that
public construction in 1985, too, will to a certain extent act as a counterweight
to the fall in housing construction.

Production in the economy as a whole reacted rapidly to the impulses from the
demand side. In the producing sector (excluding construction) about 3% 00
more was produced in 1984 as a whole than in the year before, in which output
had increased by barely 10/6. Fixed capacity utilisation in many areas of industry
improved noticeably. In the manufacturing sector (excluding the chemical in-
dustry as well as the food, drink and tobacco industry), it was, at nearly 8300
(seasonally adjusted) of the standard level in December, a good 2 percentage
points higher than a year before, according to Ifo Institute data. Admittedly, this
utilisation was clearly below that of the end of 1979, which represents the last
cyclical peak. For the first time since 1979 almost all areas of industry (with the
exception of mining) participated in the expansion in production, the economic
sectors that featured especially here being those which are benefiting particu-
larly from the buoyancy of exports and the rising investment propensity. Thus
in 1984 the capital goods industry (excluding road vehicle building) took the
lead in expansion, at a growth rate of about 5%o. Producers of office machines
and EDP equipment actually increased their production by as much as about
290/, after having raised it by 15'% 9/ in 1983. Their significance as members of
the technological avant-garde, which is receiving important stimuli from the up-
swing and is thus contributing substantially to the competitiveness of the econ-
omy, thus increased further. 1984 was a very successful year for the elec-
trical engineering industry, too, in that it registered a production gain of 7.0/
and more. In mechanical engineering and road vehicle building, areas which
were particularly affected by the industrial action in the metal-working industry,
the revival in production only got under way in the second half of the year;
hence output merely came up to the previous year's level, viewed over the year
as a whole. In the motor industry, estimates by the Automobile Industry Asso-
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ciation put production losses due to the labour dispute at more than 400,000
cars, and over the rest of the year only about a third of these losses seem to
have been made good. Of the basic goods producers, the chemical industry
stepped up its output by 5% %0. In the steel industry, raw steel production in-
creased, for the first time since 1979. Steel production last year showed a rise
of 10%06 and approached a level corresponding to the medium-term capacities
envisaged by the steel industry and the EEC Commission. In mineral oil refin-
ing, by contrast, annual production in 1984 did not regain the previous year's
level. Production in the consumer goods sector grew at a below-average rate
(by 2:0/0) last year, in line with the relatively low level of consumption. In the
services sector (including the distributive trades and transportation) the rise in
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ciation put production losses due to the labour dispute at more than 400,000
cars, and over the rest of the year only about a third of these losses seem to
have been made good. Of the basic goods producers, the chemical industry
stepped up its output by 5% 0%0. In the steel industry, raw steel production in-
creased, for the first time since 1979. Steel production last year showed a rise
of 10% and approached a level corresponding to the medium-term capacities
envisaged by the steel industry and the EEC Commission. in mineral oil refin-
ing, by contrast, annual production in 1984 did not regain the previous year's
level. Production in the consumer goods sector grew at a below-average rate
(by 2'%.9%0) last year, in line with the relatively low level of consumption. In the
services sector (including the distributive trades and transportation) the rise in
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Improvement of the la-
bour market situation
delayed by labour dis-
putes

Fall in the number of
short-time workers
and rise in the number
of vacancies point to
an increase in the de-
mand for labour

In the second half of
the year gradual
reduction in unem-
ployment, particularly
among young people

real value added in 1984, at about 2. %0, was somewhat faster than in 1983;
however, its increase was below the growth rate of industrial production, for
the first time since 1979.

The economic upswing affected the labour market, too, in 1984, albeit with the
usual time-lag and in the final analysis only to a relatively modest extent. The
positive trend on the labour market, first signs of which were perceptible from
summer 1983, was interrupted in spring last year by the industrial action in the
metal-working and printing industries; in view of the uncertainty at that time as
to the outcome of the wage negotiations, employers showed great restraint in
engaging new staff, not only in the sectors directly affected but also in other
areas. As business confidence within the economy as a whole picked up again
after the end of the labour disputes, the situation on the labour market began
to brighten somewhat. It is true that the number of wage and salary earners
in the economy as a whole dropped again in 1984 (by about 60,000 or just
on . 0/0) on an annual average; however, in the second half of the year the fall
in employment came to a halt. On a seasonally adjusted basis, the number of
wage and salary earners actually rose again slightly in the fourth quarter of last
year, for the first time in four years. Employment in the manufacturing sector, in
particular, increased somewhat, especially in important areas of the capital
goods sector, as well as probably in some services sectors. But in mining and,
above all, in the construction industry staff numbers were further reduced. In
the first two months of 1985 the harsh winter weather which brought outside
work to a standstill in many sectors of the economy also had a negative effect
on the construction industry.

A further indication of the basic trend towards a rise in the demand for labour is
that the number of short-time workers fell by 281,000 in 1984 on an annual av-
erage to 384,000. It is true that the severe winter weather in January/February
this year caused a setback, with short-time working going up strongly, espe-
cially in the construction industry. When the weather gradually became better in
March, however, the number of short-time workers fell to less than 400,000 (or
64 0/0 of the previous year’s level). With a further rise in production, recruitment
of new personnel is to be expected, which was less the case before. Another
sign pointing in the same direction is that, for a fairly long time now, business
has been reporting more vacancies to the labour exchanges, which have been
able to fill them relatively fast. In total, the labour exchanges registered over 1.4
million new vacancies in 1984; at the same time they succeeded in finding
about 1.1 million job-seekers longer-term employment. The number of vacan-
cies — at the end of March 1985 102,000, seasonally adjusted — was admitted-
ly still low in relation to the number of unemployed, but this figure reflects only
part of the demand for labour. This is shown by the large number of placements
and the extensive recruitment through the “situations vacant” pages of news-
papers.

On an annual average about 2.27 million unemployed were registered at the la-
bour exchanges in 1984; this constituted 9.19%0 of the dependent or 8.19%0 of
the total labour force. On a year-on-year comparison, the number of unemploy-
ed has thus gone up slightly. The fact that the situation deteriorated consider-
ably as a result of the labour disputes in May and June last year no doubt had a
significant impact here. In the months September to December, however, the
number of unemployed dropped noticeably — by about 60,000, seasonally ad-
justed. The seasonally adjusted number of unemployed admittedly climbed
again in the first months of the new year because of the harsh winter weather
and the unfavourable situation in the construction industry. At the end of March
it stood at 2.32 million. It should nevertheless be regarded as a positive feature
that last year and in the first few months of 1985 the number of unemployed
young people (up to 20 years of age) showed a marked year-on-year fall. At the



Conditions on the labour market
1981 l 1982 I 1983 | 1984 1983 1984
Change from previous

item Thousands, annual averages year, thousands
Employment
Employed p 26,101 25,632 25,228 25,173 — 404 — 55
of whom

Wage and salary earners p 22,846 22,395 22,003 21,944 — 392 — 59

German citizens 20,934 20,608 20,309 | °) 20,202 —299| °)— 20

Foreigners 1,912 1,787 1694 | °) 1,627 — 93| °)— 69
Unemployed 1,272 1,833 2,258 2,266 + 425 + 8
Short-time workers 347 606 675 384 + 69 — 291
Vacancies 208 105 76 88 — 29 + 12
Structure
of unemployment Thousands, at end-September % of total
Unemployed, total 1,256 1,818 2,134 2,143 100 100
by vocational qualification

qualified 1 464 706 895 925 41.9 432

unqualified 2 792 1,113 1,239 1,218 58.1 56.8
by length of time unemployed

less than 6 months 777 975 979 961 459 448

6 months to less than 1 year 276 457 546 480 256 224

1 year and more 203 386 609 702 285 32.8
by age

up to 24 years 375 551 623 582 29.2 27.2

25 to 44 years 550 813 961 959 450 44.8

45 to 64 years 332 455 549 601 257 28.0
by nationality

German citizens 1,075 1,566 1,850 1,896 86.7 88.5

Foreigners 181 253 284 247 13.3 115
1 Skilled workers and salary earners of equivalent status. — 2 Unskilled workers and salary earners of equiva-
lent status. — ° 1st haif-year 1984. — p As from 1982 provisional.

end of March 1985, at 160,000, it was 16,000 or 9% lower than a year before.
The unemployment rate for young people thus remained below the average rate
for other age groups, to a greater extent than in the previous year.

In 1984 there were some noteworthy changes in the qualification structure of
the unemployed. According to a study carried out by the Federal Labour Office
in September last year, more qualified persons made up significantly more of
the unemployed than in the previous year, most of them being white-collar
workers with vocational training. By contrast, the number of less qualified per-
sons among the unemployed in September last year was markedly lower than a
year before, a trend which must be viewed in connection with the reduction in
the number of foreigners registered as unemployed; the return of such foreign-
ers to their home countries will not be the least significant of reasons that play-
ed a role here.

It is still the case that the unemployed who are difficult to place for age reasons
constitute a problem group for labour market policy. The number of older un-
employed persons (45 years and over) rose markedly last year, in both absolute
and relative terms. At the end of September 1984 they accounted for 28 0/ of all
those registered as unemployed, against just on 26% a year before. The fact
that the number of longer-term unemployed (unemployed for more than one
year) has grown again also owes something to this circumstance; persons in
this category made up almost one-third of all those registered as unemployed
in September last year against 28'. % a year earlier. However, the share of the
unemployed who had lost their job only recently remained much higher in Sep-
tember last year; in the period under review about 45 %o of the unemployed had
been without a job for less than six months.

Shift in the
qualification structure
of the unemployed to
more qualified em-
ployees

Increase in the
number of older
unemployed persons
and in the average du-
ration of unempioy-
ment
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Sustained inflow to
the labour market for
demographic reasons

Some factors bring
relief to the labour
market

Clear slowdown of the
rise in consumer
prices

The fact that the overall labour market situation improved only sluggishly in
1984, in spite of the strong recovery in the economy as a whole, owed some-
thing to the continuing increase in the number of job-seekers entering the
labour market. Firstly, about 765,000 school- and university-leavers applied for
a training position in 1984, about 40,000 more than in 1983. At the same time
about 725,000 training positions were on offer in the economy, roughly 30,000
(or 4%, 0/0) more than a year earlier. At year’s end just on 37,000 applicants who
had not found a training position were still registered at the labour exchanges.
Secondly, the trend towards a higher participation of women in the labour
force, which has been visible for some time now, strengthened further last
year; not a few women seem to have intensified their search for a job in 1984.
On the one hand, the chances of finding a job were probably better owing to
the more favourable business trend. On the other, the necessity of women go-
ing to work will probably have risen in some cases (e.g. long-term unemploy-
ment of family members).

However, the labour market received a certain amount of relief in 1984 from the
fact that pensions were being claimed earlier and earlier, that more persons
than in the previous year participated in the work promotion measures of the
Federal Labour Office and not least that many foreigners returned with their
families to their home countries. The Act (of November 1983) to Promote the
Willingness of Foreigners to Return to their Home Countries will have contrib-
uted to this trend. Under this Act, foreigners were able, in certain circum-
stances, to apply for one-off financial assistance and the immediate refund of
their contributions to the pension insurance funds. Foreigners who wanted to
take advantage of this offer had to leave Germany by September 30, 1984; by
this date about 150,000 foreign employees had applied for a pay-out of their
pension insurance contributions. However, these selective labour market policy
measures only mitigate the problem of unemployment; they do not solve it
completely. This requires, firstly, sustained economic growth and, secondly, an
ongoing reduction of the rigidities on the labour market. Measures such as
have been introduced by the Federal Government in its planned “Act to Pro-
mote Employment” will probably contribute to such a reduction, but in the final
analysis legislative measures will be unsuccessful unless management and la-
bour support them and develop them further in mutual cooperation.

The price climate in Germany remained relaxed in the second year of the eco-
nomic upswing. Consumers, in particular, profited in 1984 from the further
progress made in stabilising the value of money, progress which had not been
expected to such an extent at the outset. On an annual average the cost of liv-
ing index showed a year-on-year rise of 2.40/ last year (against 3.3% in 1983):
this was the lowest price increase rate since the end of the sixties. Industrial
goods (excluding energy) as well as services and housing rentals all went up
less in 1984 than in the previous year. Although food prices continued to rise in
the first half of 1984, they fell to some extent later in the year owing to the very
good harvests and the EEC agricultural price decisions of spring 1984. On the
other hand, consumers had to pay considerably more for some energy sources
in 1984. Prices for heating oil, petrol and to a lesser extent natural gas climbed
appreciably in autumn especially, trade buying prices having shot up owing to
the sustained appreciation of the U.S. dollar. Electricity and coal, too, increased
in price once more last year. The lowest point of the rise in consumer prices
was passed in the summer of 1984. At that time the cost of living index —
covering the last six months and converted to an annual rate — registered a
seasonally adjusted rise of 1.20/0. At the end of 1984 this rate was 2.2% and in
March 1985 almost 490,
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Price rises stimulated
by the fall in the
external value of the
Deutsche Mark on the
import side

Indirect price effects
via exports

Minor price rise at the
producer level

Sustained decline in
public sector deficits
and the government
ratio

This acceleration of the rate of price rises — while accentuated by special fac-
tors, such as the extreme winter weather — owed most to external price im-
pulses. On the one hand, import prices went up as the external value of the
Deutsche Mark fell. Although the international markets for energy sources and
raw materials saw a slight tendency for prices calculated in U.S. dollars to fall,
imports of raw materials and energy in Deutsche Mark became much more ex-
pensive for German businessmen because of the exchange rate trend. While
the imports of other goods are generally not invoiced in dollars — a good 4500
of imports are settled in Deutsche Mark — the overall import price level rose
on an annual average by 600 in 1984. Since the beginning of 1985 import prices
have actually gone up even more; from September 1984 to February 1985 they
climbed at a seasonally adjusted annual rate of almost 9% %0. Of the most im-
portant German imports, energy sources registered particularly sharp price
rises. In the short term, it is usually not possible to find substitutes for these
goods, and an increase in their prices can hardly be avoided in many instances.
As energy imports alone account for about a fifth of total imports, price rises in
this area have a relatively strong impact on the total index of import prices.

A further aspect of price relationships with the rest of the world concerns ex-
ports and the indirect effects which these may have on domestic prices and
costs. As a resuit of the depreciation of the Deutsche Mark, German exports,
which are for the most part invoiced in Deutsche Mark (this tendency actually
intensified in the course of 1984 probably because it was being assumed less
and less that the Deutsche Mark would appreciate), became cheaper for buy-
ers in countries whose currency had appreciated against the Deutsche Mark
(the United States and Japan, inter alia). German exporters were therefore able
to raise the volume of their exports (see page 25), but they put up their export
prices, too, in individual areas — for example in the steel industry, in electrical
engineering and in some areas of the consumer goods sector — more steeply,
in fact, than their domestic prices. In February 1985 export prices for manufac-
turing sector products showed a year-on-year rise of 3. 0/, whereas domestic
prices had gone up by less than 30%0. As in the long run there can be no “split”
between domestic and foreign price trends, it is to be feared that when prices
rise more strongly in foreign business domestic prices will be put up more
markedly than has hitherto been the case.

It is true that these effects on domestic price movements remained limited in
1984 and also in the first months of 1985. Apparently business was able partial-
ly to offset the higher import costs by cutting costs in other areas, e.g. wage
costs in the manufacturing sector. In addition, the scope for price increases on
domestic markets remained small not least because monetary policy did not
leave much room for this. Nevertheless, the sales prices of trade and industry
in Germany in the second half of 1984 and the first two months of 1985 went up
at a seasonally adjusted annual rate of 3'; 0/, which was about twice as fast as
during 1983. Basic and producer goods prices went up particularly steeply in
1984. In this area, strong price rises for heating oil and non-ferrous metals had
a major effect. Construction price increases remained minimal in 1984 under
the influence of the fall in construction demand. The overall construction price
level on an average last year was just on 2'%. 0/o higher than a year before; in the
first quarter of this year the year-on-year rise here is estimated to have dwin-
dled to barely 1%:%%0.

2. Further progress in the consolidation of the public budgets

Benefiting from the sustained economic recovery, and also from the additional
consolidation measures approved already in 1983, the public authorities re-
duced their deficits further in 1984. Owing to the direct and indirect conse-
quences of the industrial disputes in the spring, the deficits admittedly declined



Finances of the public authorities*

1981 1 1982 | 1983 pe | 1984 pe 1981 l 1982 | 1983 pe l 1984 pe
Item DM billion Percentage change from previous year
A. Expenditure, recelpts and balances
Central, regional and local authorities
Expenditure
Personnel expenditure 174.0 178.9 183.9 186.5 + 6.1 + 28 + 28 + 15
Other operating expenditure 81.7 85.4 88.6 93.5 + 67 + 486 + 37 + 55
Transfers 155.0 160.5 158.9 161 + 9.1 + 36 - 10 + 1
Interest 36.7 45.2 515 54 +238 +23.1 +13.9 + 45
Direct capital outlays 59.3 54.3 50.6 49.5 — 50 — 84 — 67 -2
Financial aid 1 36.3 385 38.2 41 + 24 + 6.2 — 09 + 7
Total expenditure 2 5429 562.8 5714 584.5 + 64 + 37 + 15 + 25
of which
Federal Government 2349 246.6 248.7 2535 + 79 + 50 + 09 + 2
Lander Governments 216.6 224.2 228.9 2345 + 38 + 35 + 21 + 25
Local authorities 152.1 163.0 1514 154 + 45 + 06 - 11 + 15
Receipts v
Tax revenue 370.3 378.7 396.6 414.5 + 15 + 23 + 47 + 45
Other receipts 97.9 1154 1213 1245 + 96 +17.8 + 51 + 25
Total receipts 2 466.8 492.8 516.8 539 + 31 + 56 + 49 + 45
of which
Federal Government 196.9 208.9 2168 225 + 37 + 6.1 + 38 + 4
Lander Governments 1906 199.6 207.6 216.5 + 23 + 48 + 40 + 4
Local authorities 142.0 1458 150.2 1585.5 + 15 + 27 + 30 + 35
Deficit {(—) -~ 76.1 — 70.0 — 546 — 46
of which
Federal Government - 380 — 377 — 319 — 285
Lander Governments — 260 — 248 — 213 — 18
Local authorities — 10.1 - 73 - 12 + 15
Social security funds
Expenditure 293.2 3104 316.7 331 + 79 + 59 + 20 + 45
Receipts 299.1 315.2 3154 328 + 87 + 54 + 0.1 + 4
Surplus (+ ) or deficit (—) + 59 + 48 - 13 — 3
Public authorities, total
Expenditure 794.2 828.7 849.0 877 + 67 + 44 + 24 + 35
Receipts 7240 763.6 793.1 828 + 49 + 55 + 39 + 4.5
Deficit (—) — 70.2 — 652 — 559 — 49
Level at end of year in DM billion Change from previous year in DM billion
B. Indebtedness of the central,
regional and local authoritiés
Loans against borrowers’ notes 409.3 4494 4745 490.5 +749 +40.1 +25.1 +16
Securities 110.7 1424 178.7 205 - 141 +31.6 +33.3 +29
Other debt 255 23.0 215 225 + 3.2 — 25 - 15 + 1
Total indebtedness 5456 614.8 671.7 718 +77.0 +69.2 +56.9 +46.5
of which
Federal Government 273.1 309.1 341.4 367.5 +408 +36.0 +324 +26
Lander Governments 165.2 190.6 2120 230.5 +273 +255 +214 +18.5
Local authorities 95.1 101.8 104.1 105 + 7.0 + 67 + 23 + 1

* Including hospitals keeping commercial
accounts and other special accounts. Receipts
and expenditure are not shown here at the time
of the cash inflows and outflows (as in earlier
Annual Reports) but under the period for which

they are intended, in accordance with budgetary
practice. — 1 Expenditure on investment grants
and loans to third parties, plus the acquisition of
participations. — 2 This aggregate — unlike the
figures below for the Federal and Lander

Governments and local authorities — does not
include transfers between the various levels of
government (apart from differences in clearing
transactions). — pe Partly estimated.
Discrepancies in the totals are due to rounding.
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Budgetary situation of
the central, regional
and local authorities

noticeably better

Efforts to contain
the rise in
expenditure
successful

Downward slide in
public sector capital
formation ends

less than would otherwise have been possibie. The renewed acceleration of the
rise in the expenditure of the statutory health insurance institutions also ran
counter to the consolidation policy. In contrast to the central, regional and local
authorities, the social security funds therefore incurred larger deficts. Altogeth-
er, the public authorities showed deficits totalling DM 49 billion in 1984, against
DM 56 billion in 1983. As a proportion of the gross national product, the deficits
came to 2% %o in 1984 against almost 3%. %0 in the preceding year. The improve-
ment in the budgetary situation derived mainly from the expenditure side;
spending rose not only less sharply than receipts, but also less steeply than
the national product. According to the financial statistics, the “government ra-
tio” dropped last year by approximately 2 percentage points compared with its
all-time peak {reached in 1982) to 500/%.' These are the first moves towards low-
ering the government ratio, which had climbed from 400/ to 5200 between
1970 and 1982.

Progress towards consolidation last year was confined to the central, regional
and local authorities, which succeeded in lowering their budget deficits by DM
9 billion — i. e. from almost DM 55 billion in 1983 to DM 46 billion — and hence
more than was to be expected according to the budgets. The crucial factor
here was that the expenditure appropriations were not fully utilised, in part be-
cause the prices of the goods required by the government rose less sharply
than had originally been assumed. Moreover, in 1984 the central, regional and
local authorities did not have to expand their indebtedness as much as a year
previously; their borrowing, at DM 47 billion net, was DM 10 billion smaller than
in 1983.

Spending by the central, regional and local authorities rose by only 2% in
1984. Thus, these authorities actually undershot the target they had set them-
selves in the Financial Planning Council — which was already ambitious
enough, at 30%0. Personnel expenditure grew by only 1. 90 last year. The main
reason for this, apart from economies under the Act Accompanying the 1984
Budget, was the postponement of wage and salary increases in the public sec-
tor; it also appears that the central, regional and local authorities did not raise
the number of their staff any further. Current transfers by the central, regional
and local authorities to households and enterprises, including grants to the so-
cial security funds, went up by as little as 104, primarily because the amounts
paid out of the Federal budget as a result of unemployment were no larger than
in 1983. Although Federal expenditure on unemployment assistance was sub-
stantially higher (this was a consequence of the longer average duration of un-
employment), no further Federal transfers had to be made to the Federal La-
bour Office. The growth of social expenditure was also curbed by cuts in ma-
ternity benefits and the changes in training promotion which had been ap-
proved as part of the Act Accompanying the 1983 Budget, but which did not
take effect over a full year until 1984. Social expenditure expanded vigorously in
other areas, however, notably for instance the Federal grants to the statutory
pension insurance funds and the local authorities’ spending on social assist-
ance. The other operating expenditure of the central, regional and local authori-
ties rose relatively sharply, i. e. by 5%:%0; one reason for this was presumably
that the local authorities, in particular, spent more on the upkeep of buildings,
which outlays had in many cases become urgent.

In 1984 there were signs of a change in the trend of the central, regional and lo-
cal authorities' capital spending. Although expenditure, notably that on con-
struction work, declined slightly (by 290), 6% more construction orders were
placed than a year before, as stated; this was presumably due to the improved
budgetary situation of the local authorities, which account for roughly two-

1 The ratio would be somewhat lower if public sector expenditure were based on the definition of the national ac-
counts.
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Slower growth of
interest expenditure

No change in the
overall tax ratio

thirds of public capital spending. This suggests that public funds are again be-
ing used to a greater extent for investment purposes. From a macro-economic
point of view it is important to spend larger amounts on capital projects which
improve the infrastructure, especially where this is necessary parallel to private
enterprises’ capital formation, or where it must be done in advance, as when
new industrial estates are laid out. These capital projects include ones to pre-
clude environmental damage, in so far as this comes into the domain of the
public sector. If, on the other hand, the calls for more public investment were
to lead primarily to such public sector capital projects as mainly serve individual
or collective consumption, the present restrictive attitude would be being re-
laxed in the wrong place.

The rise in interest expenditure slowed down further last year but, at 4% %, it
was still disproportionately fast. As interest payments usually have to be made
retroactively at annual intervals, this rise mainly reflects public borrowing in
1983 at the interest rates then in effect. As a proportion of the central, regional
and local authorities’ total spending, interest expenditure came to 9% 00 last
year, against 4%o ten years earlier; the public sector’s room for manoeuvre has
thus been increasingly restricted by the additional interest burdens. This situa-
tion is viewed differently, however, in a number of recent publications, which
argue that interest expenditure should be omitted from the budget balance
when assessing the overall economic effects of the public budgets. The main
reason given for such an approach is the presumption that no or only very mi-
nor demand effects emanate from interest expenditure, i.e. that all or the
greater part of this expenditure is saved by its recipients and is therefore avail-
able on a revolving basis, so to speak, to finance the deficit. There is, however,
no empirical evidence to substantiate this thesis. For one thing, creditors can-
not use the interest income to purchase government securities, at least to the
extent that this income is liable to tax. For another, even the net interest in-
come is not normally saved in full, particularly by institutional investors. And
even where this does happen, investment in government securities competes
with investment in private sector paper. Smaller recourse to the capital markets
by the public sector would mean that more and cheaper funds were available

~ for private capital formation. Subtracting interest payments from the govern-

ment deficit, as recommended, might enable some countries with massive pub-
lic debts to show “surpluses”; it causes the problems posed by high public
debt to lock smaller and thus appears to support those theories which encour-
age the hope that economic growth may be effectively strengthened by an in-
crease in public debt.

In 1984 the total receipts of the central, regional and local authorities grew by
4,04, which was about as much as envisaged in the budgets. Although tax
revenue fell well short of the expectations entertained as late as mid-year, the
other receipts (not least the Bundesbank’s profit transfer to the Federal Gov-
ernment) were in excess of the estimates. Last year tax revenue rose by 4 0/,
and thus just about as much as the nominal gross national product; as in 1983,
the overall tax ratio stood at 23.7 %. Considered as a whole, therefore, the tax
burden did not increase in 1984. To be sure, the progressive nature of the in-
come tax scale continued to exercise an influence. Moreover, the raising of
value-added tax as from the middle of 1983 for the first time took effect over a
full year. However, the additional receipts resulting from the turnover tax in-
crease were returned to the economy in two stages via other taxes with the in-
tention of making the tax system more conducive to growth; the second stage
was implemented last year, with the 1984 Tax Relief Act, which provided mainly
for extended depreciation allowances and a reduction of property tax on com-
pany assets. Furthermore, the investment grant which was approved in. 1982
for reasons of labour market policy reduced tax revenue by over DM 4 billion
last year, after DM 1.5 billion in 1983; all told, this was more than the original es-



timate (DM 4 billion for the period from 1983 to 1985). Last year tax revenue
was also lowered by the fact that tax advantages were granted to farmers in the
context of value-added tax to make up for the income losses they sustained
through the dismantling of monetary compensation between the EEC member
states.

There were two other reasons why tax revenue fell short of the expectations
originally entertained for 1984. As the stabilisation of prices progressed more
rapidly than had been hoped as late as the beginning of the year, nominal in-
come and turnover rose somewhat less than had been expected. The direct
and indirect effects of the labour disputes must also be taken into account.
Nevertheless, wage tax revenue rose by 690 and thus over twice as sharply as
wages and salaries (plus civil servants’ pensions, which are likewise subject to
wage tax). This gives little indication, however, of how the burden on wage and
salary income developed. Wage tax, after all, is merely the tax deducted at
source from wages and salaries; the final burden does not become evident un-
til account has been taken of back payments or refunds, which — as far as em-
ployees liable to assessment are concerned — are reflected in the yield of as-
sessed income tax. The refunds made to wage tax payers eligible for assess-
ment (partly excess payments of wage tax, and partly relating to other income)
grew vigorously again last year (to over DM 14 billion).This, together with the
increase in disbursements of investment grants and the depreciation allow-
ances approved as part of the 1984 Tax Relief Act, was a major reason for the
renewed decline (of 6% 90) in receipts of assessed income tax in 1984. Corpo-
ration tax revenue, unlike the income tax yield, grew strongly again last year (by
1190), although it too was lowered by disbursements of investment grants; this
was very largely because the advance payments by many incorporated enter-
prises had been adjusted to the further improvement in their profitability. The
rise in turnover tax receipts in 1984, at 4'. %, was no faster than that in the
nominal gross national product, even though the higher tax rate was for the
first time in effect over the whole year. One important factor here was that parts
of the national product that are liable to tax, such as private consumption and
public capital formation, grew at a less than proportional rate or even stagnat-
ed, while tax-exempt elements, such as exports, went up more than propor-
tionately. Another significant factor was the drop in receipts resuiting from the
above-mentioned tax advantages for farmers. As a consequence of all this, the
ratio of value-added tax revenue to the nominal gross national product in 1984,
at 8" 0/, was not very much higher than it had been in 1982, when the tax rate
had been 130/ instead of 140/ as at present.

Over the next few years those responsible for financial policy have set them-
selves the target of lowering income tax in two steps — in 1986 and 1988 —
while at the same time continuing the consolidation process, i. e. reducing the
deficits further by means of strict restraint in spending. The Financial Planning
Council therefore recommended in the middle of last year that the growth of
expenditure should be limited to 3% a year over the medium term. This target
merits particular emphasis because the prospects for tax revenue have deteri-
orated since then. In view of the changed overall economic outlook, the Work-
ing Party on Tax Estimates, at its meeting in mid-March 1985, assessed the lev-
el of tax revenue in 1988 (the final year of the last medium-term financial plan)
at DM 20.5 billion below the estimate made in the middle of last year. Contain-
ing the growth of expenditure would of course be easier if the pace of price
rises could be kept low in the future, so that an expansion of 3% in spending
would represent a slight increase in real terms. But a more significant factor in
the success of this financial policy strategy is the extent to which effective cuts
can be made in individual expenditure items in order to gain more room for ur-
gent tasks.

Growth of tax revenue
slower than expected
owing to smaller price
rises and the labour
disputes

Consolidation process
not yet completed
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Record of economic policy measures

1984
April 12

June 28

July 12

September 16

October 3

December 13

1985
January 31

1984
January 1

February 2

April 5/
June 25

I. Domestic and external monetary policy

The Bundesbank approves its annual accounts for 1983: DM 11.4 billion of its net profit is to be
transferred to the Federal Government. It has been arranged with the Federal cabinet that the profit
is to be transferred in instalments this year, for the first time: DM 5 billion is to be disbursed at
once and the remainder will be paid in four monthly instalments, each of DM 1.5 billion, between
May and August.

The Bundesbank raises the banks' rediscount quotas by DM 8 bitlion with effect from July 6 to en-
able them to consolidate some of their short-term central bank borrowing. This permanent release
of liquidity is accompanied by a slight increase from 490 to 4. % in the discount rate, which is thus
brought somewhat closer to the lombard rate and the interest rate level in the money market.

Following its regular review of the target in mid-year, the Bundesbank reaffirms its monetary target
for 1984, which provides for an increase of between 4 and 6% in the central bank money stock
(from the fourth quarter of 1983 to the fourth quarter of 1984).

In connection with its routine review of the shares of the currencies making up the European Cur-
rency Unit (ECU) — which review is to be carried out at five-yearly intervals — the EEC Council
redefines the currency composition of the ECU. In particular, the weights of the Deutsche Mark
and the Netherlands guilder in the ECU basket are reduced while the weights of the French franc
and the Italian lira are increased. Moreover, since Greece has joined the European Community, the
Greek drachma is added to the ECU basket as well.

The Federal cabinet decides to abolish, retroactively from August 1, 1984, the “coupon tax” levied
on non-residents’ interest income from domestic bonds.

The Bundesbank sets its monetary target for 1985: the increase in the central bank money stock
between the fourth quarter of 1984 and the fourth quarter of 1985 is to be kept within a range of 3
to 5%. The envisaged expansion of the money stock is gauged in such a way as to safeguard the
large measure of monetary stability already achieved while providing the monetary scope for strong
real growth in the economy.

The Bundesbank raises the lombard rate from 5% 0/ to 6 %0 with effect from February 1. By offering
more transactions under repurchase agreements in securities at low interest rates the Bundesbank
makes it easier for the banks to run down their lombard debt. At the same time the banks are of-
fered, until further notice, Federal Treasury bills with very short maturities (normally 3 days) at a
rate of 5': %o (as from April 1: 5.30%06) as a temporary investment facility to preclude an undesirable
fall in the day-to-day money rate. The measures taken serve the technical refinement of money mar-
ket management through open market policy instruments.

Ii. Economic and financlal policy

Major parts of the Act Accompanying the 1984 Budget come into force. They are designed to bring
relief totalling approximately DM 10 billion to the public budgets. The savings on statutory benefits
of the central, regional and local authorities and social security funds amount to DM 5 billion; more-
over, the receipts of the social security funds are expected to increase by DM 5 billion because
special payments and sickness benefits are made subject to a greater extent to compuisory con-
tributions.

As part of the 1984 Tax Relief Act, relief from property tax and tax on earnings becomes effective
for the business community.

Finally, the Personal Assets Participation Act enters into force, by virtue of which the promotional
framework for participations in productive assets is extended from DM 624 to DM 936.

In its 1984 Annual Economic Report the Federal cabinet designates a sound budgetary policy, a tax
policy that encourages performance and capital formation, and the elimination of bureaucratic ob-
stacles as preconditions for the economic recovery developing into a period of sustained growth. It
considers an increase of 2.0/ in the real gross national product and a decline in the unemploy-
ment rate to an average of just under 800 of the total labour force in 1984 to be attainable, and a
more favourable growth rate to be quite possible. Furthermore, it assumes that the rise in consum-
er prices can again be limited to an average annual rate of 30/0.

The Financial Planning Council abides by the objective of limiting the growth of public expenditure
to about 30/ a year over the medium term and reducing new borrowing further. It emphasises in its
recommendations that any measures to assist families and modify the taxation of wages and
income must be in harmony with the task of consolidating the budgets, which continues to have

priority.




April 30

July 3

October 3

November 6

November 7

November 20

November 23

November 30

December 18

1985
January 30

March 21

March 26

March 28

The Federal cabinet approves the raising from 8% to 110/ of the lump-sum tax credits granted to
farmers. This measure is designed to offset, in the context of value-added tax, the losses of farm
income arising mainly from the dismantling of EEC monetary compensation. The lump-sum tax
credit is increased to 1300 by virtue of a subsequent decision. The relevant act comes into force
on July 1.

The Federal cabinet approves the draft Federal budget for 1985 and the financial plan for the period
until 1988. In 1985 Federa! expenditure is expected to rise by only 1% over the estimate for 1984,
an annual growth rate of 3% is envisaged as from 1986. The financial deficit in 1985 is estimated at
just over DM 24 billion.

At the same time the Federal cabinet takes a decision of principle on tax cuts and family relief
measures in two stages in 1986 and 1988, with a total volume of DM 20 billion. Owing to the conse-
quent budgetary burdens, the Federal deficit in 1988 (the final year of the financial plan), at DM 23
billion, can be only a little smaller than in 1985.

The Federal cabinet approves the draft of a supplementary Federal budget for 1984, with a volume
of DM 650 million, to finance the German contribution to the supplementary budget of the Euro-
pean Communities. The additional expenditure is offset by economies.

The Federal Constitutional Court declares the Investment Assistance Act, by virtue of which the
recipients of higher incomes and corporations were to pay a refundable, non-interest-bearing levy
in the years from 1983 to 1985, to be incompatible with the Basic Law (Constitution). The greater
part of the amounts already received is refunded to taxpayers before the end of 1984.

The Federal cabinet approves a bill on tax relief for passenger cars with low-pollutant emissions.

In its Report for 1984-85 the German Council of Economic Experts notes that the upswing has
stabilised again, after having been considered to be in jeopardy in many quarters during the indus-
trial disputes. The main stimulus to economic activity in 1984 came from exports, the sharp in-
crease in which was primarily due to the world-wide expansion of business and the improved com-
petitiveness of German products in price terms. The propensity to invest grew further during the
year. In 1985 the Council of Experts is expecting a higher growth rate than in 1984, and it estimates
that overall production will rise by over 3% on an annual average. The expansion of economic
activity will be fuelled mainly by investment in machinery and equipment. The reasons for this, in the
view of the Council of Experts, are the distinct improvement in earnings, the favourable course of
export business, the higher degree of capacity utilisation and the growing readiness to modernise.

The Financial Planning Council notes that the consolidation of public budgets has made further
progress at ali levels of government. As the overall public sector deficit is still too high, however,
the financial poticy course pursued so far is to be continued. To reduce new borrowing further, the
growth of government expenditure in 1985 over the prospective out-turn for 1984 is to be limited to
390.

The Bundestag approves the 1985 Federal budget, with an expenditure volume of just over DM 259
billion (+ 1% over the amount envisaged for 1984) and a financial deficit of DM 25.5 billion. As
compared with the draft, a shortfall of DM 4 billion in tax revenue has been taken into account, but
this has for the most part been offset by spending cuts and by raising the figure for profit transfers
from the Bundesbank by DM 2 billion to DM 12.5 billion.

The Federal cabinet approves a “Bill for Performance-Promoting Tax Cuts and for Bringing Relief to
Families” incorporating the features of the decision of principle taken at the beginning of July. The
relief granted to taxpayers will amount to approximately DM 20 billion as a result of the improve-
ment in the tax equalisation of family burdens (or higher children’s benefits), the raising of the
basic tax allowance and the levelling-off of the tax progression (in two steps in 1886 and 1988).

In its 1985 Annual Economic Report the Federal cabinet ascribes the upswing inter alia to the reori-
entation of economic policy towards market principles, which it had initiated. It also emphasises the
fact that the degree of price stability already reached helps to guarantee future economic growth.
For 1985 the Federal cabinet considers an increase of 2% %0 or more in the real gross national
product and a decline in the unemployment rate to below 8% of the total labour force on an annual
average to be within reach. In its opinion the average annual rise in consumer prices could be limit-
ed to about 2%0.

The Environment Ministers of the European Communities agree on the introduction of cars with
low-pollutant emissions in the EEC. As from 1988 more stringent exhaust emission standards (con-
forming to those in the United States) are to come into force for cars with larger engine capacities,
i.e. over 2,000 cc. Cars with smaller engine capacities are to be allowed longer periods for conver-
sion: for small cars (i.e. under 1,400 cc) these may in certain circumstances be extended until
1994,

On April 1, 1985 the petroleum tax on iead-free petrol in the Federal Republic of Germany is low-
ered by 2 Pfennige per litre, whereas that on petrol containing lead is increased by 2 Pfennige to 53
Pfennige per litre.

The Federal cabinet approves inter alia a bill reorganising the tax promotion of owner-occupied
dwellings. It is to enter into effect at the beginning of 1987.

The Financial Planning Council recommends that the annual volume of new borrowing should be
reduced in the future, too, and that the rise in the public authorities’ expenditure should be limited
to 30/c a year on average. The consolidation must concentrate, as hitherto, on consumption ex-
penditure, while the measures fostering growth and employment should be intensitied further.
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Social security funds
not yet financially
stable

Budgetary situation of
the Federal Labour
Office better, but that
of the statutory health
insurance institutions
much worse

Deficits of the pension
insurance funds still
substantial

In the field of social security, the efforts to bring about financial stabilisation
have not yet had the desired success. Considered as a whole, the financial situ-
ation of the social security funds — in contrast to that of the central, regional
and local authorities — actually deteriorated last year, even though additional
receipts accrued to them as a result of the extended inclusion of special pay-
ments and sickness benefits in the obligation to pay contributions, and despite
further statutory interventions in benefits. Expenditure in this sector of the pub-
lic budgets ultimately grew by 4':00 — i. e. significantly more than the spend-
ing of the central, regional and local authorities — and the deficits rose to DM 3
billion (after DM 1 billion in 1983). Trends diverged widely, however, in the var-
ious sectors of social security.

The finances of the Federal Labour Office improved last year — more so, in-
deed, than had been expected according to the budgets. Although unemploy-
ment continued to run at a high level, the Federal Labour Office recorded a sur-
plus of just over DM 3 billion in 1984, whereas a year before it had required li-
quidity assistance from the Federal Government. An important factor in this
context was the sharp decline in spending on short-time-working benefits as
economic activity picked up, plus the fact that more and more beneficiaries
were exceeding the maximum period for the payment of unemployment bene-
fits; as a proportion of the total number of jobless, the number of recipients of
unemployment benefits dropped from 44 % to 3700 in 1984. The opposite
trend was apparent, however, in the finances of the statutory health insurance
institutions. After restraint had been shown for a while in spending, total ex-
penditure in 1984 was 890 higher than a year before. The sizable surplus re-
corded in 1983 gave way to a deficit of DM 3 billion last year.

Finally, the statutory pension insurance funds (the largest sector of social se-
curity) failed to overcome their financial problems last year. Their deficits in
1984, at DM 4.5 billion, were little smaller than they had been a year previously,
and by the end of the year their financial reserves had fallen below the statutory
minimum of one month’s expenditure. The pension insurance funds’ financial
position was admittedly eased by the extended inclusion of special payments in
the contribution obligation, by the adjustment of pensions with a shorter time-
lag (for the first time), and by the raising of pensicners’ own contributions to
their health insurance. However, the income underlying the assessment of con-
tributions grew less sharply than had been assumed. Moreover, the refunds of
contributions required under the Act to Promote the Willingness of Foreign
Workers to Return to their Home Countries were much higher than had been
expected. In February 1985 it became apparent that the raising of the contribu-
tion rate by 0.2 percentage point to 18.7% as from the beginning of that year
(while the contribution rate to the Federal Labour Office was lowered by 0.2
percentage point at the same time), along with the further increase in pension-
ers’ own contributions to their heaith insurance scheduled for the middle of
1985, would not suffice to stabilise the finances of the pension insurance funds.
The coalition parties therefore agreed to raise the contribution rate temporarily
by another 0.5 percentage point from June 1, 1985 to the end of 1986. More-
over, the Federal Government is to make an additional grant (not exceeding
DM 1.5 billion) at the end of 1985 in order to bring the reserves up to the level
of one month’s ependiture and, finally, pensioners’ own contributions to their
health insurance are to be increased further by 0.7 percentage point in mid-
1986 and again in mid-1987 (to 5.9%0 of their pension). At the same time, how-
ever, another reduction of 0.3 percentage point in the contribution rate to the
Federal Labour Office is envisaged for June 1, 1985. Nevertheless, the net out-
come remains a heavier burden on insured persons and their employers. It is
therefore all the more important to preclude a further raising of the contribution
rates to the statutory health insurance institutions by restraining the expansion
of expenditure in this sector, because rising social security contributions signi-



fy a setback in the efforts to limit the burden of taxes and other levies. Such
rises run counter to the planned cuts in taxes; in some cases they may even
neutralise them. But the envisaged tax reform is designed to ease the tax bur-
den on wage and salary earners somewhat and to increase the incentives to
step up economic performance.

3. Improvement in Germany’s basic external position

The current account of the German balance of payments improved in 1984. Al-
though the strength of the dollar and the resulting exchange-rate-induced rises
in import prices imposed considerable burdens on Germany, which is greatly
dependent on imports of raw materials and energy, the surplus on current ac-
count went up by DM 7 billion compared with the preceding year to close on
DM 18 billion. This is in contrast to the normal reaction of the current account
in a country whose currency is depreciating, since the rise in import prices
usually affects the current account more quickly than the increase in exports
due to the improvement in competitiveness brought about by exchange rate
movements. Nevertheless, the change in the exchange rate also had an ad-
verse effect on current transactions. The terms of trade became less favour-
able in 1984, as the rise in import prices, at 6%0, was much steeper than that in
export prices, which went up by 3%.%. A deterioration of the terms of trade by
2%, 0/, taken by itself, corresponds to a consequent reduction of roughly . %0
in the real income of the economy. The increase in the current account surplus
was mainly due to the sharp growth in exports, which caused the trade surplus
— on an f.0.b. basis' — to rise by DM 13 billion to DM 66.5 billion.

Germany's exports grew by 130%o in value and more than 900 in volume in the
whole of 1984, in spite of the production and export losses due to the labour
disputes in the second quarter of 1984, which could be made up for only in part
later on. The basis for this growth was the strong economic expansion abroad,
particularly in the United States, which resulted in an increase in world trade by
90/ in real terms. The fact that Germany was able to profit fully from this, and
even increased its shares in its particular export markets still further, certainly
also owed something to the improved price competitiveness of German ex-
porters (see p. 5). The influx of orders from abroad, which has recently been
brisk, underlines the fact that German exporters continued to benefit from the
expansion of world trade, which will probably continue in 1985, though the
trends will differ in individual regions.

German exports to the countries of the “dollar area” rose particularly steeply
in 1984. Exports to the United States showed a year-on-year increase in value
of 42%0; the United States thus moved up behind France to become Ger-
many’s second biggest customer. But exports to Canada (+399%0b) and Japan
(+23"%90) also grew exceptionally strongly, not least no doubt because the
Deutsche Mark depreciated against the currencies of these countries too in
1984. Germany’s exports to the industrial countries of western Europe ex-
panded somewhat less sharply, but they also showed considerable momentum.
Substantial growth rates were achieved, in particular, in exports to ltaly and
Denmark (in each case +1790), Switzerland and Sweden (in each case
+150/), the United Kingdom (+ 14%%0) and the Netherlands (+11%:90). It is
also noteworthy that the sales of German products to developing countries
(other than OPEC nations) increased substantially again in 1984, after these
countries had shown considerable restraint in their purchases of imports in the

1 In contrast to the official German foreign trade statistics, both exports and imports are recorded here at their
value at the border of the foreign exporting country (f.0.b. value), in accordance with international batance of pay-
ments practice. The transport and insurance costs payable on imports are included in services transactions, so
that the balance on current account is not affected by this “transfer”. On an f.0.b./c.if. basis, i. e. in accordance
with the official foreign trade statistics, the export surplus, which is lower for methodological reasons, went up
from DM 42.1 billion (1983) to DM 54.0 billion in 1984.

Large surplus on cur-
rent account in spite
of sharp exchange-
rate-induced rises in
import prices

Strong growth of ex-
ports, which will prob-
ably continue in 1985

Sharp increase in Ger-
man exports to the
United States, and al-
so to other important
regions
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Foreign trade and current account

half-yearly, seasonally adjusted
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two preceding years because of their foreign debts, which in some cases were
large. Exports to the “threshold countries” of East Asia especially, where
growth is particularly marked, and to the countries of Latin America went up by
18'% 0% and 17 %, respectively; these increases were well above the average.
in a number of smaller centrally planned economies, like Poland or Hungary,
exports also went up distinctly. Only Germany’s exports to the OPEC countries
were on a very modest scale, owing to the balance of payments problems of
this area; they declined in value by 11%0%. Consequently, the importance of
this group of countries as recipients of German exports continued to wane; its
share in Germany's overall exports shrank to 5%: % in 1984 against 9% in 1982,
but, of course, only 390 before the first oil price hike in 1973. The regional
structure of Germany’s exports shows that the substantial growth of foreign
sales in 1984 was quite broadly based. The rapid expansion of exports to coun-
tries against whose currency the Deutsche Mark has depreciated sharply is,
however, a success which can by no means be considered assured over the
long term. Since the U.S. balance of trade, in particular, has started to show an
exceptionally large deficit in the meantime, the question arises as to how this
disequilibrium will be corrected in the longer run. If administrative restrictions
are not contemplated, as is to be hoped, the slackening of domestic demand,
on the one hand, and a depreciation of the dollar, on the other, should bring
about corrections. Particularly in those economic sectors whose competitive
position is very strongly influenced by the movement of the Deutsche Mark vis-
a-vis the U.S. dollar, it would presumably be risky if investment plans failed to
take account of these special features.

In 1984 Germany’s imports also went up substantially (viz. by 11% 00 in terms of
value), even though this rise was smaller than that of exports. Moreover, slight-
ly more than half of the nominal growth of imports was accounted for by the in-
crease in import prices. The cost of imports, as measured by unit values, went
up by 6% in 1984 against the preceding year. In terms of volume, imports were
50/ up on 1983; they thus rose twice as sharply as real GNP. For one thing,
raw materials and primary products (excluding energy) were imported on a
larger scale (in real terms: + 6% 90) in connection with the expansion of do-
mestic output. For another, imports of finished products also increased rela-
tively strongly (by 7% %o in volume). Either the competitiveness of numerous
non-resident suppliers did not worsen appreciably, in spite of the decline in the
external value of the Deutsche Mark, or exporters in partner countries, when
fixing their prices, did their utmost to hold on to their market share in Germany,
even if their profits were thereby reduced.

In regional terms, imports from Japan (+23". %) and the developing countries
of eastern Asia {4+ 169/0) rose particularly sharply. The comparative advantages
of these countries on the German market are apparently still considerable, in
spite of the (real) Deutsche Mark depreciation. It is also remarkable that im-
ports from Latin America showed a year-on-year growth of 150/ in 1984. The
German market thus proved itself to be fairly receptive for products from this
region, thus facilitating the undeferrable adjustment of the trade balances of
the heavily indebted countries. Imports from a number of western European
partner countries, e.g. the United Kingdom (+ 22 %), Sweden (+ 18%0), Swit-
zerland (+ 129%), the Netherlands (+ 1000), Austria (+99%0) and ltaly (+80%bo)
also rose sharply, so that the increased demand in Germany stimulated eco-
nomic activity appreciably in this region.

In the case of “invisible” external transactions, there were on the whole no ad-
ditional burdens on Germany's current account in 1984 — in contrast to earlier
years of economic upswing. The traditional deficits on services and transfer
payments accounts (including expenditure on the transport and insurance of
imports), which totalled DM 48 billion in 1984, were almost as large as in the

Appreciable rise in the
value of imports, but
considerable increase
in their cost

Growth of German im-
ports greatly stimu-
lates demand in part-
ner countries

Overall deficit on “in-
visibles” remains un-
changed, but major
shifts occur in the in-
dividual balances
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Strength of the cur-
rent account not duly

reflected in the foreign

exchange market

Regional breakdown of foreign trade in 1984
Exports ({.0.b.) by country of destination
Imports (c.i.f.) by country of origin
Exports Imports
For-
Change Change 8ign
from from trade
pre- pre- bal-
vious vious ance
Group of countries/ DM year DM year in DM
Country billion in % billion in % billion
Industrialised western countries 395.7 +16.0 337.8 +109 +58.0
of which
EEC member countries 232.8 +12.1 208.0 + 87 +24.8
of which
France 1 53.9 + 6.1 39.4 + 4.0 +14.6
Italy 377 +174 34.2 + 82 + 35
Netherlands 421 +11.3 53.0 +10.2 —109
United Kingdom 406 +146 333 +227 + 73
United States 46.8 +426 31.1 +12.2 +157
Japan 6.9 +235 18.3 +235 —114
Centrally planned economies 233 + 3.2 26.4 +19.3 - 31
of which
USSR 10.8 — 43 144 +22.1 — 36
OPEC countries 27.9 —115 7.3 + 00 + 07
Developing countries 2 39.7 +116 425 +18.8 — 28
of which
East Asian countries 10.6 +18.3 15.8 +16.2 — 52
Latin American countries 10.8 +17.6 13.3 + 148 — 25
All countries 488.2 +129 434.3 +11.3 +54.0
1 Excluding aircraft. — 2 Excluding OPEC countries.
Discrepancies in the totals are due to rounding.

preceding year. However, the deficit on transfer payments account went up by
DM 4.5 billion to DM 31.5 billion, mainly because Germany’s net payments to
the European Communities rose strongly and foreign workers who returned to
their home countries availed themselves of return allowances from the govern-
ment and were refunded their pension insurance contributions — in connec-
tion with the promotion of the willingness of foreign workers to return to their
home countries. But at the same time the deficit on services account declined
again (by just over DM 5 billion to DM 16.5 billion). This seems to have been
mainly due to the high dollar rate. The Deutsche Mark equivalent of the dollar
amounts exchanged by U.S. troops stationed in Germany, which was larger as
a result of the strength of the U.S. dollar, led not to a reduction in expenditure
in dollars but to an increase in expenditure in Deutsche Mark. The surplus on
Germany's investment income account also went up more sharply owing to the
depreciation of the Deutsche Mark; interest and dividends received in U.S. dol-
lars, which either remained unchanged or rose in some cases, were reflected in
a sharp increase in Deutsche Mark equivalents, while on the other hand the in-
terest paid to foreign countries was hardly affected by the rise in the dollar rate
since Germany’'s external liabilities are for the most part denominated in
Deutsche Mark. Finally, more American tourists visited Germany because of
the favourable dollar rate and also spent more money here. As a result, Ger-
many’s deficit on travel account fell from a good DM 24.5 billion in 1983 to DM
24 billion in 1984 — in spite of a slight increase in the expenditure of Germans
travelling abroad.

Judging from the experience of earlier years, the rise in the current account
surplus might have been expected to have positive effects on the external val-
ue of the Deutsche Mark, particularly as other “fundamentals” — e.g. the high
degree of price stability, the moderate pace of monetary expansion, the im-
proved financial position of Germany’s enterprises and public authorities — all
favoured the Deutsche Mark in international comparisons. The fact that the



Deutsche Mark was only just able to hold its own against the other currencies
during 1984, and lost more ground vis-a-vis the U.S. dollar in spite of these fa-
vourable trends, was mainly attributable to the increasing attractiveness of dol-
lar assets to German and international investors. This was mirrored inter alia by
the increasing tendency to export capital from Germany and weaker foreign de-
mand for Deutsche Mark assets. Foreign exchange flowed into Germany on a
considerable scale from current transactions with the rest of the world; how-
ever, these inflows were accompanied by similar amounts of “autonomous”
capital exports, i.e. from transactions which — like direct investment, develop-
ment aid and trade credits — are affected only marginally by interest rate and
exchange rate movements. In addition, there were other outfiows of funds from
Germany where interest rate and exchange rate considerations were far more
important.

Long-term capital exports from Germany reached a new peak in 1984, at close
on DM 39 billion, after very considerable sums (roughly DM 37 billion) had
flowed out in the preceding year. These large outflows of capital, which were
tending to increase, continued at the beginning of 1985. The massive exports
of capital last year were mainly attributable to security transactions by resi-
dents. Thus in 1984 alone German investors bought DM 14 billion (net) of for-
eign currency bonds issued by non-residents. As in previous years, the U.S.
dollar and the Canadian dollar were the preferred currencies of investment; ob-
viously, German investors saw in the interest rate advantage of dollar bonds
(approximately 4%.%0 on a yearly average) more than adequate compensation
for the exchange rate risk. Moreover, at close on DM 2 billion, more funds were
exported in 1984 than in the previous year through purchases of foreign
Deutsche Mark bonds by residents.

In contrast to security transactions, the outflows of funds in the other sectors
of long-term capital exports remained on the same scale as in 1983. At close
on DM 9 billion, German enterprises invested slightly more in foreign subsidi-
aries and operating plants than in 1983 (just over DM 8 billion). In this connec-
tion it is noteworthy that the importance of the United States as a country of in-
vestment waned distinctly, although it still headed the list of countries for direct
investment. The rise in the dollar made the purchase and extension of Ameri-
can branches much more expensive; but it was probably more significant that
at the same time it became easier to serve the American market from Germany.
The banks exported capital on a relatively modest scale in 1984, in comparison
with earlier years; their long-term external assets rose by only DM 7 billion. The
main reason for this was that the banks continued to exercise restraint with re-
gard to long-term lending to developing countries and centrally planned econ-
omies. Long-term official external assets — mainly bilateral and multilateral de-
velopment aid loans and claims of enterprises and banks which were taken
over by the Federal Government under export guarantees — did not grow par-
ticularly strongly, at DM 5.5 billion.

As the outflows of long-term funds rose in 1984, the corresponding private and
official capital imports fell, viz. by DM 4 billion against the previous year to just
over DM 25 billion. At the beginning of 1985 too, inflows of long-term capital
were tending to lag behind exports of capital. The sizable interest rate advan-
tage of the U.S. dollar, the temporary uncertainty caused by the labour disputes
in Germany and the abolition of the U.S. withholding tax on interest payments
to non-residents for a time adversely affected the competitive position of the
Deutsche Mark as an international investment currency in several respects.
Towards year’s end, however, when Germany realised its intention of abolish-
ing the 2500 withholding tax on interest income from foreign-owned domestic
bonds, non-residents again showed greater interest in Deutsche Mark assets.
In this connection there were substantial shifts in the Deutsche Mark assets of

Strong growth of
long-term investment
abroad

Persistently high
direct investment

Lower imports of
long-term capital and
shifts in non-resi-
dents’ Deutsche Mark
assets
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Maijor items of the balance of payments

DM billion
Item 1977 1978 1979 1980 1981 1982 1983 1984
A. Current account
1. Foreign trade
Exports (f.o.b.) 1 2736 2849 3145 350.3 396.9 427.7 4323 488.2
Imports (f.o.b.) 1 227.7 235.8 2827 331.4 357.3 365.2 3785 421.5
Balance +459 +49.2 +31.8 +18.9 +39.6 +626 +53.8 +66.7
2. Supplementary trade items 2
and merchanting trade + 00 + 21 + 0.2 — 0.0 + 1.0 + 22 + 586 - 07
Balance of trade +46.0 +51.2 +32.0 +18.9 +406 +64.7 +59.4 +66.0
3. Services
Receipts 64.1 716 777 88.1 105.8 116.1 117.2 128.9
Expenditure 824 86.9 99.5 1111 132.2 1445 139.1 1456
Balance -~18.2 —16.3 —219 —23.0 —264 —28.4 —-219 —16.7
4. Transfer payments —18.2 —17.8 —21.2 —245 —266 —28.1 -27.0 -315
of which
Remittances of foreign workers — 6.1 — 63 - 70 - 75 - 77 — 78 - 75 - 79
Transfers to the European
Communities (net) - 35 - 19 — 40 — 45 — 65 - 75 — 6.1 - 74
Balance on current account + 95 +18.1 —-11.1 —28.6 -124 + 82 +10.5 +17.7
B. Capital account
1. Long-term capital transactions
(a) German investment abroad (increase: —) —231 —241 —209 —28.8 -2786 —28.1 —-36.7 —38.8
of which
Direct investment — 5.1 - 72 — 8.2 - 74 - B8 — 6.0 — 81 — 88
Advances and loans of enterprises — 03 — 02 - 10 — 08 — 08 - 141 — 06 — 15
Portfolio investment — 54 — 42 — 30 - 77 — 6.0 —11.4 —~10.4 —149
Advances and loans of banks — 96 — 85 — 54 — 94 — 53 - 37 — 84 — 6.9
Official - 21 — 33 — 24 - 23 — 49 — 44 — 71 — 55
(b} Foreign investment in Germany (increase: +) +10.5 +21.3 +3341 +345 +35.9 +139 +29.3 +253
of which
Direct investment + 22 + 33 + 3.2 + 08 + 08 + 20 + 41 + 3.0
Advances and loans to enterprises + 05 + 0.2 + 04 + 1.4 + 42 + 39 + 11 - 08
Portfolio investment in securities and in
official borrowers’ notes + 21 + 26 + 6.0 +234 +233 +12.2 +255 +21.8
Securities + 23 + 3.2 + 59 + 09 + 10 + 28 +136 +175
Official borrowers' notes — 02 — 086 + 02 +225 +22.3 + 94 +11.9 + 43
Advances and loans to banks + 50 +14.8 +22.8 + B85 + 7.0 - 39 - 16 + 15
Official 3 + 07 + 06 + 07 + 06 + 07 — 02 + 03 - 02
Balance of long-term capital transactions —126 — 28 +122 + 57 + 83 —14.2 — 74 —135
2. Short-term capital transactions
(net capital exports: —)
(a) Enterprises and individuals + 46 - 29 — 563 + 76 + 82 + 15 - 72 —147
Financial credits + 85 + 1.0 - 37 +13.3 +13.0 + 36 - 1.0 -~ 56
Trade credits - 39 — 39 - 17 - 57 ~ 48 — 21 — 63 - 91
(b) Official - 00 + 1.2 — 03 — 04 + 28 + 0.7 — 33 ~ 14
(c) Banks + 8.1 +10.1 + 41 — 89 —10.3 + 8.1 + 18 + 041
Assets + 1.2 — 22 - 17 - 741 —11.2 + 43 + 53 —-17.7
Liabilities + 6.9 +12.3 + 58 - 18 + 09 + 38 — 36 +17.8
Balance of short-term capital transactions +12.6 + 84 — 15 — 18 + 07 +10.3 - 87 —16.0
Balance on capital account + 0.0 + 56 +10.7 + 441 + 8.0 — 39 —16.1 —295
C. Balance of unclassifiable transactions
(balancing item) + 09 — 39 — 45 — 34 + 11 - 1.2 + 15 + 87
D. Balancing item for the external position
of the Bundesbank 4 — 79 - 78 — 23 + 22 + 36 — 04 + 24 + 21
E. Changs in the net external assets of the
Bundesbank (increase: +) (A plus B plus C plus D) + 26 +122 - 73 —257 + 13 + 27 - 16 - 10

1 Special trade. — 2 Mainly warehouse transac-
tions for account of residents and deduction of
goods returned and of commission processing. —
3 Excluding borrowers' notes. — 4 Counterpart of
changes in the Bundesbank’s external position

which are not caused by external current and
capital transactions: mainly the allocation of IMF
special drawing rights and changes in the Deut-
sche Mark value of the external position of the
Bundesbank owing to valuation adjustments; as

from 1982 also the differences between the
transaction values and the changes in the exter-
nal position shown in the Weekly Return at
balance sheet rates.

Discrepancies in the totals are due to rounding.



international investors. Thus non-residents purchased German fixed interest
securities worth just over DM 9 billion in the fourth quarter of 1984, and in Jan-
uary and February 1985 purchases were also fairly large (at almost DM 4 bil-
lion). At the same time, however, non-residents acquired hardly any official bor-
rowers’ notes — which had previously been exempt from coupon tax but, of
course, were less fungible. Since the beginning of 1985 there have even been
net outflows of funds through transactions in such borrowers’ notes (nearly
DM 2 billion in January/February).

There were no major changes in the other sectors of long-term capital imports
in 1984. Foreign direct investment in Germany, at DM 3.0 billion, was DM 1 bil-
lion lower than in 1983. But the main reason for this decline was that, in view of
their improved profitability, foreign-owned German enterprises repaid advances
which had been granted to them by their non-resident parent companies. In
comparison with the situation in even earlier years — say, in the sixties, when
the Deutsche Mark was also very cheap, particularly for U.S. investors — the
inflow of funds through foreign direct investment in 1984 was, however, fairly
small.

in addition to the increased exports of long-term capital, the substantial out-
flows of funds in short-term capital transactions, in particular, reflected the
tendency of the Deutsche Mark to weaken against the dollar; at the same time
they were themselves one of the elements which supported this exchange rate
trend. In sum, statistically recorded net exports of short-term funds amounted
to DM 16 billion in 1984, compared with only DM 9 billion in the previous year,
when the exchange rate trend was more favourable. Firstly, the outstanding ex-
port claims of enterprises went up by roughly DM 12.5 billion in 1984, while
their import liabilities rose by only DM 3.5 billion. The strong growth of exports
and an exchange-rate-induced shift in the terms of payment to the detriment of
Germany's foreign trade seem to have played a part in this. Non-residents ap-
pear to have delayed the settlement of German export claims because of the
weakness of the Deutsche Mark, while residents endeavoured to pay those of
their import liabilities which were denominated in foreign currencies relatively
quickly. Secondly, financial credits of enterprises led to outflows of funds total-
ling DM 5.5 billion net as enterprises increased substantially their short-term
balances abroad, particularly their Deutsche Mark deposits with foreign banks.
Banks' short-term external assets also rose very sharply in 1984, i.e. by close
on DM 18 billion; however, their corresponding external liabilities grew equally
strongly, so that inflows and outflows of funds in this sector virtually cancelled
out. This expansion of the external position was very largely ascribable to for-
eign currency transactions, which in the balance of payments are akin to a self-
balancing item.

As has been indicated on several occasions, there was a correlation between
the large outflows of short-term and long-term funds from Germany and the
weakness of the Deutsche Mark. Firstly, the movements of capital were a re-
flection of the exchange rate trend; secondly, with the increasing supply of
Deutsche Mark on the foreign exchange markets, they stepped up the pres-
sure on the German currency. Naturally, exchange rates are determined by
many more factors than can be deduced from such statistical variables; for in-
stance, longer-term expectations about the countries’ economic strength,
political conditions and tax considerations all play a part, as do short-term ele-
ments, news items and rumours. However, in economic calculations it was no
doubt most significant that the interest rate differential between the low-inter-
est-bearing Deutsche Mark and the higher-yielding U.S. dollar was no longer
adequately offset by an expectation that the Deutsche Mark would appreciate;
indeed, even when the interest rate differential narrowed at the end of 1984 and
the beginning of 1985, this expectation had become so slight that the Deutsche

Little change in other
imports of long-term
capital

Substantial outflows
of funds in short-term
capital transactions

Deutsche Mark/dollar
rate under pressure
owing to outflows of
capital
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External value of the Deutsche Mark and foreign trade prices
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Mark rate continued to fall. After the Deutsche Mark had distinctly gained
ground at the beginning of 1984 — the dollar reached its low for the year, at
DM 2.54, at the beginning of March — the dollar rate rose to DM 3.15 by year's
end. Thus the Deutsche Mark depreciated by 13" %o vis-a-vis the dollar during
the year. At the beginning of 1985 the exchange rate developed relatively
smoothly at first at what was already a very high level. But early in February,
when expectations that interest rates in the ‘United States would remain high
strengthened, a new, self-reinforcing upward movement began which pushed
the dollar at the peak up to a rate of DM 3.47. In view of these extreme fluctua-
tions the Bundesbank, together with other central banks, intervened in the
market with substantial amounts at the end of February; this might have
contributed to a growing awareness among market participants of the high ex-
change rate risk attached to dollar positions, so that the dollar depreciated
markedly, the rate recently standing at DM 3.15. ‘

By contrast, the Deutsche Mark largely held its own against the currencies par-
ticipating in the European Monetary System (EMS) in 1984. it is true that the
turnaround on the Deutsche Mark/dollar market in March 1984 also affected
the position of the Deutsche Mark in the EMS; since then it has declined again
in the EMS against individual partner currencies, after having been at the top
edge of the exchange rate band at the beginning of the year. On the whole,
however, the Deutsche Mark remained relatively stable against the average of
the EMS currencies, and at the end of 1984 it was still standing at the level it
had reached a year before. But the stability of the external value of the
Deutsche Mark in the EMS probably also owed something to purchases of
Deutsche Mark by the partner central banks, which had at times been fairly
substantial. It was not until the dollar rate declined in March this year that the
Deutsche Mark again strengthened autonomously somewhat against the EMS
currencies.

The Deutsche Mark also continued to be relatively stable in relation to major
“third currencies” during 1984. In sum, i. e. against the average of the curren-
cies of 14 industrial countries, its value at end-1984 was almost 2% lower than
a year before, but by the end of March 1985 it had made good some of the
ground it had lost. In real terms, however — i.e. after taking account of the
more stable price trends in Germany — the Deutsche Mark has depreciated by
roughly 5% since the beginning of 1984. In the same period its real deprecia-
tion vis-a-vis the U.S. dollar has come to approximately 18 %.

On balance, the Bundesbank’s net external assets remained virtually unchanged
in 1984; valued at current balance sheet rates, they amounted to DM 68.9 billion
at the end of the year; this was roughly DM 1 billion less than at the beginning of
1984. During the year, however — in accordance with the situation on the for-
eign exchange market at the time — the monetary reserves were subject to
considerable fluctuations. Thus obligatory purchases in support of an EMS cur-
rency led to substantial infiows of funds in the spring of 1984, when the dollar
temporarily weakened. However, after the exchange rate trend had reversed in
March/April to the detriment of the Deutsche Mark, outflows of reserves pre-
dominated. In particular, the Bundesbank put more dollars on the market. Of
course, the dollars sold were in the final analysis amounts which the Bundes-
bank had received from sources outside the market, i.e. mainly interest income
from external assets and dollars bought from foreign troops stationed in Ger-
many. As a result, the dollar holdings at the end of 1984 were virtually as high as
they had been at the beginning of the year. In view of the exchange rate trend it
would not have been warranted to use the “autonomous” inflows of foreign ex-
change to the Bundesbank to boost the reserves and thus to strengthen the
dollar rate still further. However, current foreign exchange receipts were, and
are, not resold immediately in every instance; instead, the current situation on

Relatively stable ex-
change rate trend of
the Deutsche Mark in
the EMS . ..

... and vis-a-vis major
“third currencies”

Overall monetary re-
serves virtually un-
changed, in spite of
some substantial
dollar sales
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1984 monetary target
set without any
economic policy
“provisos”

Controlling the
money market “with
a steady hand”

Package of measures
adopted around
mid-year has no effect
on the policy stance

the foreign exchange market is taken into account in each case. Such a reserve
policy by no means excludes more substantial, “pre-financed” dollar sales in the
case of excessive exchange rate movements motivated by speculation, as was
made clear by the internationally coordinated measures taken in September
1984 and most recently at the end of February 1985.

4. The Bundesbank remains on its stabilisation course
(a) Implementing the 1984 monetary target — setting the target for 1985

For 1984 the Bundesbank set itself the task of safeguarding the stability gains
already achieved, and if possible enhancing them in the wake of the progres-
sive revival of domestic economic activity, so as to further improve the outlook
for steady economic growth. It made these intentions clear by means of its
1984 monetary target, which, assuming that the inflation rate would fall, was
geared to the estimated rise in the nominal production potential. According to
the target set, the increase in the central bank money stock between the fourth
quarter of 1983 and the fourth quarter of 1984 was to be kept within a range of
490 to 60/0. As the uncertainties about underlying conditions seemed to be
less significant than in previous years, the Bundesbank was able to narrow its
target corridor to 2 percentage points in 1984 as against 3 percentage points
hitherto.

Since the expansion of the central bank money stock had moved on to the
growth path envisaged for 1984 as early as the second half of 1983, the stance
adopted in the domestic money market in autumn 1983 simply had to be con-
tinued. In the spring of last year the banks’ need for additional central bank bal-
ances was met by reversible assistance operations and lombard lending. Open-
market transactions under repurchase agreements in securities played a prom-
inent part in this. Depending on current liquidity requirements, such transac-
tions were concluded for varying amounts and mainly took the form of interest
rate tenders. In pursuing this liquidity policy course the Bundesbank took ac-
count, as in the previous year, of the transfer of the Bundesbank profit to the
Federal Government, which, by arrangement with the Federal Government, was
for the first time spread over several months. The pressures which built up in
the European Monetary System in February and March last year caused the
Bundesbank’s net monetary reserves to rise sharply at times and made it seem
advisable to create a “defence line” for possible further inflows of foreign ex-
change; hence the Bundesbank allowed a major basic amount of short-term
central bank debt to be accumulated by the banks. In the further course of the
year the Bundesbank also had to bear in mind in its money market manage-
ment the upward trend in the U.S. dollar and the increasing interest rate advan-
tage of the United States; hence it continued to conclude new repurchase
agreements in securities at allotment rates slightly above the lombard rate,
which was kept unchanged. However, interest and liquidity policy “fine-tuning”
measures remained on a limited scale. In the first half of last year the monetary
policy stance was continued virtually unchanged: the money stock increased at
the envisaged rate.

To consolidate some of the short-term central bank borrowing the Bundesbank
raised the banks' rediscount quotas by DM 8 billion with effect from July 6,
1984. This provision of liquidity on a permanent basis was accompanied by a
slight raising of the discount rate (from 490 to 4. 0%). As the discount rate was
far below market rates and in view of the fact that the rates applied to repur-
chase agreements were higher, the cost of funds would have been cut on bal-
ance if the discount rate had not been increased, and this would have been un-
desirable, given the tendency of the Deutsche Mark to depreciate; in other
words, the discount rate was thus brought slightly closer to interest rates in
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the interbank money market again. This adjustment in the pattern of central
bank interest rates did not in fact significantly influence the general level of in-
terest rates in Germany. On the contrary, from the beginning of August interest
rates tended to decline in the domestic financial markets — more so, indeed, in
the capital market than in the money market, which is more dependent on cen-
tral bank interest rates. The easing of tensions in the bond market continued in
the autumn, when the banks had to step up their recourse to lombard loans.

In the late autumn of 1984 the Bundesbank decided in principle to further de-
velop its money market management techniques and to make them more flexi-
ble. Its aim was to meet a greater part of the banking system’s needs of central
bank balances than before by means of revolving security-based repurchase
agreements, to reduce recourse to lombard loans so as to make them revert to
their original role of last-resort lending, and thus to relax the rigid linkage of the
day-to-day money rate to the lombard rate. However, the intended changes in
the use of the monetary policy instruments could be brought about only gradu-
ally. On the one hand, the banks — which in principle continued to have un-
limited access to lombard loans — could be encouraged to replace their
recourse to lombard loans more or less completely by greater use of security-
based repurchase agreements only when the latter were offered by the Bun-
desbank at rates below the lombard rate. On the other hand, the Bundesbank
did not, of course, wish to arouse the impression that it was preparing a gen-
eral cut in central bank interest rates by announcing lower rates for repurchase
agreements. In the end, the only solution to this problem was for the Bundes-
bank to raise the lombard rate from 5.9/ to 60/ with effect from February 1,
1985, while at the same time offering security-based repurchase agreements
on a major scale at rates below the new lombard rate. This helped the banks to
end their excessive reliance on lombard loans. The day-to-day money rate
tended to remain below the lombard rate. To avoid a sudden sharp fall in the
former rate, the banks were offered Federal Treasury bills with very short matur-
ities (normally three days) at a rate of 5. %/ (5.3%0 as from April 1) as a tempor-
ary investment facility. Thereafter, money market rates settled down within a
certain spread below the new lombard rate, but they did not fall under 5% %.
This more sophisticated procedure used to control the money market not only
eliminated the heavy and in some cases permanent recourse to the lombard
loan facility, but also gave the Bundesbank more scope than before for flexibly
triggering a limited rise or fall in short-term money market rates. If there is any
sudden sharp expansion or contraction of bank liquidity — such as is caused
by large inflows or outflows of foreign exchange — “market factors” may, how-
ever, still temporarily force money market management off the planned course.

In 1984 the rise in the central bank money stock remained within the envisaged
40/ to 6% corridor. Up to the spring of 1984 the Bundesbank's key monetary
policy indicator continued to move at the bottom end of the corridor set. This
was primarily attributable to an increase in monetary capital formation, which
was encouraged by the large interest rate advantage of long-term investments
and the at times very widespread expectations of a fall in interest rates. In May
the central bank money stock for the first time reached the middle of the target
corridor. Under the impact of the losses of production and income caused by
the strikes, monetary growth then temporarily slackened somewhat. When
these supply-side shocks came to an end, monetary expansion picked up again
in the summer. From August onwards — with minor fluctuations from month to
month — the central bank money stock moved roughly in the middle of the tar-
get corridor. In the fourth quarter of 1984 it was 4.6%/ above the level of the
previous year, i.e. nearly in the centre of the target range.
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As the growth of the money stock in 1984 was on target and overall economic
developments — except during the period of the strike — were also largely in
line with the objectives pursued by the Bundesbank and the Federal Govern-
ment, the Bundesbank saw no reason towards the end of last year to radically
change its monetary policy in 1985. When announcing the quantitative target
for 1985 it indicated its intention of trying to safeguard the large measure of
price stability already achieved while providing monetary scope for strong real
economic growth. In line with these objectives, the target set for 1985 provided
for a growth of 300 to 5% in the central bank money stock. The principal var-
iable from which the monetary target was derived was once again the estimat-
ed average annual increase in real overall production potential (a good 20/). At
the same time the rise in nominal production potential was estimated at 4", %o.
Taking the average of 1985, the central bank money stock was to increase at a
similar rate; this implied a four-quarter growth (between the fourth quarter of
1984 and the fourth quarter of 1985) of 40/ and, allowing for a =1 percentage
point margin of uncertainty, the above-mentioned new target corridor was ob-
tained. The 1985 monetary target is somewhat lower than that set for 1984 in
view of the low level of inflation now reached, and not least in order to take ac-
count of the fact that the inflation rate in 1984 was lower than had originally
been assumed. The monetary growth aimed at for 1985 will nevertheless permit
overall production to increase faster than production potential. For the mone-
tary scope for the desirable and — given present cyclical conditions — quite
feasible increase in capacity utilisation was created in previous years, when the
central bank money stock grew faster than nominal GNP. In early spring this
year the growth of the money stock was roughly at the upper end of the new
target range.

(b) Deriving the monetary targets and the money supply

In the last ten years, in which the Bundesbank has geared its policies to a
monetary target, its aim has been to ensure optimum use of the factors of pro-
duction in the medium term from the monetary angle, while safeguarding a
large measure of monetary stability. In the statistical derivation of the monetary
targets the expansion of overall production potential (at current prices) has
therefore been a major underlying variable. Because of the frequent sudden
domestic and external disruptions of economic activity, however, the Bundes-
bank has not always succeeded in the past in keeping the growth of the money
stock consistent with the increase in the nominal production potential, al-
though the deviations have remained fairly small, especially in the last five
years.

The Bundesbank’s derivation of the monetary target is based on the actual ex-
pected rise in production potential in the year ahead. Some research institutes,
however, have recently proposed that allowance should be made for a faster
growth of production potential which may be possible in the medium term.
They believe that this would permit a correspondingly faster expansion of the
money stock, which is to accommodate today tomorrow's growing production
potential “in anticipation” of future rises in capital spending. In the Bundes-
bank’s view such an anticipatory expansion of the money stock would be tan-
tamount to issuing an uncovered “bill on the future”. It is quite uncertain wheth-
er an “anticipatory” expansionary monetary policy would soon trigger a strong
surge of capital spending that would enlarge capacity. What weighs more heav-
ily is the risk that, if the money supply exceeds non-banks’ current cash re-
quirements, this would fuel inflationary expectations, weaken the external value
of the Deutsche Mark and then actually generate domestic inflationary pres-
sures. For this reason the Bundesbank derives its annual monetary targets
from the foreseeable short-term growth of production potential, which is
based, among other things, on a reasonably realistic forecast of new capital ex-



penditure and thus of the expansion of capacity in the year ahead. Each year,
when the target is set, any rise in capital spending which causes production
potential to grow faster (as was the case in 1983 and 1984) is taken into ac-
count: the monetary target therefore does not incorporate a built-in “growth
brake”, as is sometimes claimed.

The basic medium-term orientation of monetary policy has prompted some
economists to recommend the Bundesbank to announce monetary targets for
several years ahead, rather than derive concrete targets from projected basic
economic data for the current year. However, policy requirements as well as
practical considerations argue against the Bundesbank committing itself to un-
changed quantitative targets for years at a time. The annual publication of the
derivation procedure helps materially to explain the Bundesbank’s intentions in
the field of stabilisation policy to economic agents at home and abroad. More-
over, a four or five-year period is much too long for unforeseeable disruptions
(such as oil price increases, sharp exchange rate changes or jumps in the level
of world economic activity) to be taken into account. Finally, the practice of de-
riving a new target each year has also proved very useful in coordinating strate-
gy among the economic policy-makers. In all the years in which monetary tar-
geting has been practised, the economic data on which the Bundesbank has
based its formulation of the monetary target have invariably been consistent
with the macro-economic objectives outlined in the Federal Government’s An-
nual Economic Report. Conversely, the Federal Government for its part has in-
variably accepted the annual monetary target as a fitting contribution by mone-
tary policy to the implementation of the official annual forecast. This practice
can be regarded as the fulfiiment of the mandate assigned to the Bundesbank
by law (section 12 of the Bundesbank Act), whereby the Bank is required, with-
out prejudice to the performance of its anti-inflationary functions, to support
the general economic policy of the Federal Government.

In its 1984-85 Annual Report the German Council of Economic Experts en-
dorsed the above-mentioned idea of a longer-term orientation of monetary poli-
cy, albeit with slight modifications. According to that Report, the Bundesbank
should abandon the formal derivation procedure and announce a “medium-
term normal” rate of expansion of the central bank money stock for several
years ahead, based on generous medium-term rates of increase of GNP (at
current prices) of, say, 4% to 5% p.a. These recommendations imply that in
the medium term the economy will be able to translate the “monetary cloak”,
which initially has expanded rather too fast, into increased capital expenditure
and higher production. The advocates of this concept admit, however, that it
might result in temporary price increases due to supply shortages during an
economic upswing. Hence the success of the monetary stimulation experiment
would depend on management and labour refraining from negotiating additional
wage rises whenever the economy is approaching full capacity utilisation and
prices have gone up. The “good conduct” of management and labour assumed
here presupposes some measure of “money illusion” among those drawing an
income; but presupposing such conduct among management and labour asso-
ciations or their members runs counter to all experience. The public has a right
to expect the central bank to feel responsible for monetary stability in the year
immediately ahead and not to put this at risk for the sake of the doubtful suc-
cess of a monetary stimulation experiment.

Up to 1984 the Bundesbank made allowance for an “unavoidable” rate of price
increases when calculating the room for monetary growth. Normally this rate
was lower than the inflation rate forecast for the year ahead. The large measure
of price stability achieved in the course of last year enabied the Bundesbank to
drop for the first time in 1984 the concept of the “unavoidable” price increase
used hitherto. Nevertheless, the annual monetary target must continue to in-
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clude an addition to take account of the rate of price increases, since the pro-
duction potential is used in the shape of overall demand, which is a variable ex-
pressed in nominal terms, i.e. is based on current prices. If only because of the
statistical uncertainty associated with traditional price indexes (price fluctua-
tions of a structural nature, the difficulty of taking account of quality improve-
ments and of the value of new products), it is probably only in exceptional
cases that the price level can be expected to remain constant in statistical
terms. In forecasting the rate of growth of nominal production potential in 1985,
allowance also had to be made for the fact that exceptionally strong dampening
effects contributed to the slowdown in prices last year, while domestic and ex-
ternal price and cost risks are already in prospect for the new year. Hence “ex-
trapolation” of last year’s inflation rate of 290 (for the GNP deflator), which was
taken into account when deriving this year’s monetary target, actually implies
— as in previous years — ambitious goals in the field of stabilisation policy.

A major factor on which the Bundesbank’s money market management is
based is the observation that over the longer term the money stock has grown
largely in line with nominal production potential.! If changes in GNP are com-
pared with monetary growth, it is found that the “velocity of circulation” of the
central bank money stock, as determined in this way, has been declining slight-
ly since the mid-seventies. In all probability this is due, however, to the fact that
the economy did not reattain earlier growth rates because of the special cir-
cumstances prevailing in recent years (oil price increases and adjustment to
the new competitive conditions in foreign trade, increase in structural unem-
ployment, etc.). This is also suggested by the fact that utilisation of production
capacity during that time has not been as high as in earlier periods. If the “ve-
locity of circulation™ of money is measured in terms of production potential at
current prices — only this method is appropriate to the objectives of the medi-
um-term potential concept — it turns out that this relationship has hardly
changed at all in the long run. Econometric studies of these statistical correla-
tions for the Federal Republic of Germany do not show any significant trend-in-
duced decline in the velocity of circulation; the Bundesbank has therefore not
had to make allowance for such a “structural break”.

(c) The money creation process in 1984

In line with the trend in the central bank money stock, the growth of overall
money balances in the hands of domestic non-banks also slowed down last
year. The money stock in the broad definition M 32 increased by just over 4. %o
(or DM 41 billion) between December 1983 and December 1984, compared
with just on 600 a year before. It thus expanded at virtually the same rate as the
central bank money stock but less rapidly than bank lending to domestic non-
banks. The more narrowly defined monetary aggregates M2 and M1 grew
somewhat faster than this in 1984, namely by 5% and 6%, respectively, be-
tween the fourth quarter of 1983 and the fourth quarter of 1984. In the shorter
term the various monetary aggregates and components showed fairly widely di-
verging trends. At the beginning of the year bank deposits which are counted
as part of the money stock grew only slowly, while currency in circulation went
up quite swiftly. Hence the conventional monetary aggregates increased less
than the central bank money stock, in which currency in circulation has a great-
er weight. Up to mid-year shorter-term time deposits rose steeply whereas
sight deposits were reduced. The interest paid on short-term bank deposits re-
mained largely unchanged during this period, as it did in fact over the year as a
whole. The shifts out of sight deposits into other assets were therefore prob-
ably not prompted by interest rates. They are likely to have been chiefly asso-

1 See also “The longer-term trend and control of the money stock” in Monthly Report of the Deutsche Bundes-
bank, Vol. 37, No. 1, January 1985, p. 13.

2 The money stock M1 comprises currency and sight deposits, M 2 the money stock M 1 plus time deposits and
funds borrowed for less than 4 years, and M3 the money stock M2 plus savings deposits at statutory notice.



Monetary developments
Change during year 1
Item 1978 | 1979 l 1980 I 1981 i 1982 | 1983 ( 1984
DM billion
A. Central bank money requirements of banks and
liquidity policy measures of the Bundesbank 2
1. Provision (+) or absorption (—) of central bank balances by
Rise in central bank money 3 (increase: —) 1 — 141 - 78 — 65 - 27 - 75 — 101 — 74
Foreign exchange movements
(excluding foreign exchange swaps and foreign exchange trans-
actions under repurchase agreements) + 203 - 52 — 246 — 3t + 17 - 20 — 39
Cash transactions of the central and regional authorities
(including shifts of Federal balances under section 17 of the
Bundesbank Act) - 21 + 39 + 03 + 141 - 41 + 71 + 13
Transfer of the Bundesbank’s profit to the Federal Government - - — + 23 + 105 + 110 + 114
Other factors — 38 — 52 - 78 — 93 - 121 — 97 - 121
Total 1 + 03 — 143 — 388 - 118 - 114 - 90 — 108
2. Liquidity policy measures
Change in minimum reserves - 18 — 32 + 105 + 44 + 54 - 02 - 04
Change in refinancing facilities + 44 + 5.1 + 1241 + 5.1 + 77 - 07 + 78
Open market transactions (with non-banks, in “N paper” and in
long-term securities) — 36 + 27 + 45 A + 15 + 24 — 39
Security-based repurchase agreements - + 00 + 60 44 - 14 + 66 + 77
QOther assistance measures in the money market 4 + 00 - 23 + 45 - 05 + 16 — 34 + 00
Total 2 — 11 + 24 + 376 + 13.0 + 148 + 47 + 113
3. Remaining deficit (—) or surplus (+) (1 plus 2) — 08 - 119 - 12 - 12 + 34 — 43 + 07
covered or absorbed by
Recourse to unused refinancing facilities (reduction: +) — 02 + 97 — 14 + 13 — 35 + 33 - 10
Raising (+ ) or repayment (—) of lombard or
special lombard loans + 10 + 22 + 286 — 25 + 041 + 10 + 03
%
B. Key monetary indicators
Central bank money stock 2,5 4+ 118 + 55 + 55 + 341 + 59 + 68 + 46
Memorandum item
As an annual average 1+ 114{1 + 91 + 48 + 44 + 49 + 73 + 48
M1 (= currency in circulation and sight deposits) + 142 + 37 + 44 — 08 + 67 + 8.1 + 59
M2 (= M1 plus time deposits and funds borrowed for less than
4 years) + 132 + 82 + 90 + 90 + 52 + 26 + 51
M3 (= M2 plus savings deposits at statutory notice) + 111 + 57 + 641 + 541 + 7.2 + 58 + 47
Lending by banks and the Bundesbank
to domestic non-banks + 115 + 115 + 93 + 90 + 64 + 66 + 569
DM billion
C. Money stock and Its counterparts
Money stock M3 (= 1 plus 2 less 3 less 4 less 5) + 6438 + 39.2 + 428 + 36.1 + 548 + 453 + 413
Counterparts in the balance sheet
1. Volume of credit & +1254 +139.0 +126.3 +132.0 +104.4 +113.2 +107.6
of which
Bank lending to domestic non-banks +1226 +140.9 +1224 +129.9 +106.1 +111.3 +109.5
— to enterprises and individuals 7 + 490 + 675 + 56.3 + 417 + 300 + 440 + 475
— to the housing sector 8 + 389 + 448 + 445 + 407 + 36.1 + 481 + 430
— to public authorities + 347 + 285 + 216 + 475 + 400 + 193 + 19.0
2. Net external assets 9 + 74 — 218 — 106 + 119 + 45 + 12 + 28
3. Monetary capital + 548 + 758 + 617 + 86.0 + 465 + 67.1 + 694
of which
Savings deposits at agreed notice + 77 + 33 - 19 - 21 + 43 - 20 + 6.0
Bank savings bonds + 103 + 148 + 17.8 + 140 + 119 + 130 + 16.3
Time deposits and funds borrowed for 4 years and over + 170 + 187 + 1486 + 138 + 72 + 272 + 260
Bank bonds outstanding 10 + 142 + 3386 + 267 + 536 + 1441 + 226 + 132
4. Central bank deposits of domestic public authorities + 25 — 17 - 19 — 02 + 05 + 09 - 12
5. Other factors + 104 + 38 + 132 + 220 + 72 + 10 + 09

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 Cur-
rency in circulation (as from March 1978 exclud-
ing the banks’ cash balances of domestic notes
and coins, which are deductible from the requir-
ed minimum reserves) and required reserves on
the banks’ domestic liabilities at current reserve
ratios; changes in the required reserves result-

ing from changes in the reserve ratios are
shown in item A2, — 4 Open market transac-
tions under repurchase agreements in bills, for-
eign exchange swaps and foreign exchange
transactions under repurchase agreements,
shifts of Federal balances under section 17 of
the Bundesbank Act and sales of short-term
Treasury bills. — 5 Reserve component calcu-
lated at constant reserve ratios (base: January
1974). — 6 Banks and the Bundesbank; includ-

ing credit based on the purchase of securities.
— 7 Excluding housing. — 8 Excluding credit
based on the purchase of securities. — 9 Banks
and the Bundesbank. — 10 Excluding banks’
holdings. — 11 The statistical break caused by
the redefinition of the central bank money stock
(see footnote 3) has been eliminated.
Discrepancies in the totals are due to rounding.
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ciated with the persistent labour disputes, especially the resultant temporary
decline in output and turnover. As economic activity picked up in the second
half of the year, sight deposits rose rapidly again while time deposits were not
stepped up much further. At the end of the year the temporary weakness of
sight deposits was more than offset, as it was in the case of the money stock
M1, although special influences at the end of the year played a part in this. The
sharp short-term fluctuations in the narrowly defined money stock M1 demon-
strated once more last year that in Germany this aggregate is not suitable as a
monetary policy indicator. The money stock M3, by contrast, in which shifts be-
tween the individual components cancel out, grew fairly steadily from the sec-
ond quarter of 1984 onwards.

The slow growth of the money stock at the beginning of the year was mainly
due to the exceptionally high rate of monetary capital formation. The propensity
to acquire longer-term financial assets was stimulated at the time both by the
temporary fall in the long-term interest rate and by the fairly large interest rate
advantage of long-term assets over short-term bank deposits which had
emerged in the wake of the rise in interest rates in the bond market by the end
of 1983. Over 1984 as a whole monetary capital formation at banks amounted to
a good DM 69 billion. Domestic non-banks thus increased their longer-term as-
sets at much the same fast pace as a year before (DM 67 billion), and consider-
ably more rapidly than their liquid assets. Long-term time deposits (DM 26 bil-
lion) once more accounted for the major part of monetary capital formation.
These assets include the registered bonds and borrowers’' note loans issued
by banks with an original maturity of four years and over, which do not involve
any price or write-off risks and for which institutional investors therefore show
a preference in periods of low interest rates. Demand for bank savings bonds,
which also carry no price risk, was likewise brisk (DM 16 billion). Savings de-
posits at agreed notice, which had been reduced a year earlier, were built up
again (by DM 6 billion) in 1984. One reason for this was probably that banks
were increasingly offering higher-yielding special savings instruments, some of
which earn interest at a gradually rising rate, e.g. Federal savings bonds, and
some of which carry interest bonuses if the asset is held for an extended peri-
od. Such new fund-raising instruments, which became increasingly popular
among the more sophisticated savers, not only make traditional savings depos-
its appear less attractive — there have been indications for some time that the
significance of savings deposits as a means of saving is declining in relative
terms — but have also contributed to the fall in purchases of bank bonds of the
traditional type. In 1984 DM 13 billion of bank bonds were sold to domestic
non-banks as against not quite DM 23 billion in 1983. From September of last
year onwards no such securities were bought by non-banks on balance; on the
contrary, they somewhat reduced their holdings. One significant factor in this
connection was probably that large amounts of short-term bank bonds ma-
tured and that their proceeds were invested — at least temporarily — in time
deposits and the like. Another factor was that at the same time domestic non-
banks increased their purchases of foreign currency bonds, whose interest
rate was attractive and whose exchange rate risk was considered to be lower
than before.

Bank lending to domestic non-banks continued to stimulate the money crea-
tion process strongly last year, albeit not quite as much overall as a year be-
fore. Lending by the banking system (including the Bundesbank) to domestic
non-banks went up by 6%, compared with 6 %0 in 1883. In terms of the abso-
lute amount it rose by DM 108 billion. This increase shows the actual strength
of credit expansion at too low a rate, however, as the banks again wrote large
amounts off their loans in the first few months of last year, thus reducing the
level of lending. Only a small part of these write-offs has been included in the
banking statistics and added to bank lending again. In lending business
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weights continued to shift from the public to the private sector in 1984. The
policy of public budget consolidation thus provided more scope for private de-
mand for credit. Lending by the banking system to public authorities (including
credit based on the purchase of securities) grew by 4% over the year as a
whole and thus much more slowly than bank lending to enterprises and individ-
uals. This figure reflects only part of the government's contribution to monetary
expansion, however. The Bundesbank transferred DM 11.4 billion of its profits
to the Federal Government and the latter then channelled them into the money
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supply. If this transfer of profits and public sector borrowing from the banking
system are combined, public cash transactions continued to have a consider-
able net expansionary impact on monetary growth last year.

(d) The private demand for credit continues to be strong

Bank lending to the private sector, which had risen sharply as early as 1983,
continued to be fairly strong last year. Bank lending to enterprises and individu-
als grew by over 600 compared with 700 a year before. Lending to enter-
prises gathered pace in line with economic growth. Demand for credit by the
housing sector declined, by contrast, despite the fact that the terms of finance
were comparatively favourable last year. The rise in “consumer credit” also
slowed down somewhat, notably in the later part of last year, when individuals
increasingly hesitated to buy new cars. In spite of these differences in trend,
the growth of bank lending to the housing sector and employees in 1984, at an-
nual rates of 7% % and 6900 respectively, remained faster than the increase in
lending to trade and industry, which went up by just over 5% %%. When compar-
ing these rates it should be borne in mind, however, that because of the
amounts written off loans, as mentioned before, lending to enterprises, in
particular, is being shown at too low a figure. Moreover, given their favourable
earnings position enterprises were able to finance a large part of their capital
expenditure with internal resources, drawing on liquid funds they had accumu-
lated.

While in 1983 borrowers had shown a clear preference for longer maturities,
they increasingly switched to short maturities in 1984. The growth rate of short-
term lending, at 7', 0%, was faster than in 1983, while that of longer-term direct
advances, at just over 6%, was slower. In terms of the absolute amount, how-
ever, longer-term advances continued to account for the largest share. The
shift in the maturity structure of lending to enterprises was particularly marked.
As firms’ needs of working funds rose owing to cyclical factors and their stock-
building increased, they borrowed about twice as much at short term, but took
up fewer long-term bank loans than a year before. The decline in housing con-
struction also contributed to the slower growth of long-term lending. This is
reflected in the trend of loan commitments and outstanding promises of ioans
even more clearly than in the utilisation of long-term credits.

The interest rates payable for short-term bank credit changed only slightly last
year. The rates charged for current account credit remained at the level they
had reached when the sustained fall in interest rates at the short end of the fi-
nancial markets came to an end in the spring of 1983. Basically, this situation
did not change after the discount rate had been raised by half a percentage
point at the end of June 1984; only the cost of bills discounted went up by
roughly ' percentage point. In long-term lending the rates declined markedly,
above all in the last few months of the year, in line with the movement of the
long-term interest rate. At the end of the year long-term fixed-rate loans cost
on average more than 1 percentage point less than at the end of 1983; variable-
rate mortgage lending rates were down half a percentage point. The trend in
the cost of funds to enterprises was thus on the whole favourable, in particular
if the rise in their profits is also taken into account.

(e) Business trends and profitability of the individual categories of banks

Last year the surge in short-term lending to trade and industry benefited above
all those categories of banks which traditionally specialise in this type of busi-
ness. The growth of the outstanding amount of domestic lending by the region-
al institutions of credit cooperatives (13.6 %), regional banks and other com-
mercial banks (8.79%0) and big banks (6.9%) was therefore much faster than
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that of all the banks taken together (6.190). Moreover, the two first-mentioned
categories of banks also stepped up their lending to public authorities. An
above-average increase was also recorded in lending to domestic non-banks
by savings banks (7.1%0) and credit cooperatives (6.8 %). They primarily profit-
ed from the fact that they typically serve a wide range of customers. By con-
trast, categories of banks which traditionally engage more heavily in providing
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finance to the public sector, such as regional giro institutions and mortgage
banks, lost ground.

In 1984 the profitability of banks continued to be satisfactory. The operating re-
sult, i. e. the balance of net interest and net commissions received and adminis-
trative expenses, may, however, have been slightly down on 1983 — at least
relative to the volume of business. At any rate, this is suggested by the fact
that the banks’ interest margin narrowed somewhat because of the slight fall in
lending rates, while in deposit business interest rate reductions and increases
roughly cancelled out. It should be borne in mind, however, that in 1983 the
banks had achieved record operating results (which do not include receipts
from business for the banks’ own account or loan losses), the like of which had
not nearly been recorded before. On the other hand, in 1984 the banks’ profit
and loss accounts were probably affected less than in 1983 by amounts written
off loans and securities. Because of the rise in securities prices, the amounts
written off securities in 1984, for instance, were smaller than in 1983. In ad-
dition, smaller provisions for losses on loans to domestic enterprises were
probably required owing to the continued revival of business activity. Hence it
cannot yet be said whether the pre-tax annual profit was down at all on the year
before. Quite substantial differences between individual banks are likely, how-
ever. Some banks presumably had to make quite sizable provisions for their in-
ternational lending business, particularly if their profitability in 1983 had not al-
lowed them to do so to an adequate extent.

The provisions for losses on loans and securities which the banks have had to
make in recent years — some DM 12 billion in 1982 and about DM 14 billion in
1983 — have highlighted the greater risks attached to lending business. By
amending the Banking Act at the beginning of 1985, Parliament sought to ad-
just the bank supervision regulations to the changed conditions in the financial
markets and above all to strengthen the “buffer” function of capital. In principle,
the amendment satisfies the need for regulatory action perceived by the Bun-
desbank. It meets the calls for a consolidation procedure for bank supervision
purposes which will help to prevent the multiple use of the liable capital of
banks with close capital ties. It is also gratifying that Parliament did not dilute
the concept of capital by accepting capital surrogates. The limited recognition
of participation rights as capital has been made subject to stringent conditions,
while the addition of members’ uncalled liability to the credit cooperatives’ cap-
ital and reserves will be gradually reduced. The improvement in profitability in
recent years has enabled virtually all categories of banks to strengthen their
capital base by drawing on their internal resources.’

5. Capital market put to the test

In the bond market 1984 was an exceptionally eventful year. Caught between
expectations of falling interest rates for domestic economic reasons and exter-
nal interest rate influences which often operated in the opposite direction, the
German bond market alternated between bullish periods and spells of weak-
ness in 1984. In sum, and despite some distinct surges in demand for bonds,
the amount of capital newly invested in domestic and foreign bonds last year, at
just on DM 87 billion net, was slightly (DM 4.5 billion) lower than in 1983. The
decrease in the overall supply of funds in the bond market focused, however,
on the shorter maturities, while investment in bonds with long periods to matu-
rity grew more than in the preceding year; to this extent the “quality” of the
funds channelled through the bond market improved. The average period to
maturity of the net amount invested in the bond market was just under eight

1 See “Amendment of the Banking Act” in Monthly Report of the Deutsche Bundesbank, Vol. 37, March 1985,
p. 35.



years in 1984, compared with six years in 1983; it thus reached a new peak for
the period since 1973. The German bond market was also able to hold its own
as a turntable for fonger-term funds passing from lenders to borrowers other
than the banks. A quarter of non-banks’ longer-term financial asset accumula-
tion took place through the bond market, against barely one-fifth in the preced-
ing year. There was a similar shift in relationships in the field of borrowing by
non-banks. The drop in the total funds flowing through the bond market last
year was wholly ascribable to the decrease in banks’ sales and purchases of
fixed interest securities (and in their re-lending of the funds obtained through
bond issues).

Although the absorptive capacity of the bond market appears to be quite satis-

“factory as far as the annual figures are concerned, this does not disguise the
fact that last year the market showed some signs of weakness which became
more pronounced after the turn of 1984-85. The most striking feature in this
context was the sharp shift in emphasis on the investors’ side. The strong de-
mand for bonds in the initial months of 1984 emanated almost entirely from
German non-banks, which invested record amounts in domestic bonds during
that period. Towards the end of 1984, however, this investor group practically
ignored domestic paper and turned its attention increasingly to foreign securi-
ties. At the same time, it is true, foreign investors greatly stepped up their pur-
chases of domestic bonds; moreover, banks substantially enlarged their own
holdings and trading portfolios of domestic bonds in the second half of 1984. In
the course of these shifts of emphasis, however, investment motives based on
interest and exchange rate speculation necessarily gained ground over the
more long-term investment motives of non-banks, and they now often deter-
mine market trends. In the first few months of 1985 the market responded
correspondingly sensitively to fluctuations in sentiment in domestic and foreign
financial centres.

The continuing large — and at times, indeed, increased — supply of funds ac-
cruing in the bond market (for the most part with long maturities) helped to im-
prove the financing structure of the big debtor groups. This applies particularly
to the public sector, whose net financing requirements went down, while it
stepped up its borrowing through the securities market. Much the same also
goes for those private borrowers who by tradition likewise take up the greater
part of their funds at long term, i. e. those in the housing sector.

if, as appears possible, the requirements of these debtor groups should decline
in future, additional scope might arise for meeting the credit needs of enter-
prises, which up to now have had practically no direct recourse to the domestic
bond market. If this situation does not change, the bond market will presumably
decline in significance, and more financial resources will then no doubt be pro-
vided through banks and via instruments with shorter periods to maturity.

The above-mentioned fluctuations in sentiment in the bond market were mir-
rored in the movement of bond interest rates. In view of the pronounced
strength of the dollar and the rising interest rates in U.S. financial markets, the
yield level at the beginning of 1984, at just over 8%, seemed to offer no poten-
tial for cuts in interest rates. It is true that, following a distinct firming of the
Deutsche Mark against the dollar, the interest rate trend in the domestic capital
market temporarily turned downwards, even though the bond market in the
United States was increasingly tending to be weak. Given the rapidly growing
interest rate disadvantage of German bonds, however, bond prices soon came
under pressure again. Nevertheless, the rise in bond yields fell perceptibly
short of the simultaneous upturn in interest rates in the United States, causing
the interest rate differential to widen further in the first half of 1984. As mea-
sured by the yield on public bonds, it increased by about 2 points to 5% per-
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centage points between the beginning of the year and early July 1984, although
from March onwards this expansion was accompanied by a depreciation of the
Deutsche Mark vis-a-vis the U.S. dollar.

When interest rates started to fall in the United States around mid-year, the
German market also benefited slightly from this, but the interest rate differential
narrowed at the same time. Moreover, contrary to past experience, the down-
ward tendency of the Deutsche Mark persisted. In view of the reversal in trend
in the U.S. bond market, which made price rises in the German bond market
too seem possible in future, and also encouraged by the Federal Government’s
announcement that it intended to abolish coupon tax (similar to measures tak-
en by the U.S. Government), demand in the German bond market increased.
Non-residents’ purchases grew particularly strongly. The yield on bonds fell to
7 %0 at the end of the year. When, at the end of January 1985, the U.S. dollar be-
gan to soar and thus probably dashed some favourable hopes with respect to
the Deutsche Mark, the yield on German bonds rose again by half a percentage
point to more than 7', % within a short time.

The abolition of coupon tax removed one of the last obstacles to the full inte-
gration of the German bond market in the international financial markets. Cou-
pon tax had particularly hampered sales of domestic bonds abroad, especially
after it had been abolished in the United States and some other countries. it
was retained until 1984 for reasons connected with the tax system — not, how-
ever, as a dirigiste measure in capital transactions, although this objective had
played a role at the time of its introduction in 1965. In actual fact, the freedom
of international capital movements, which is guaranteed in Germany, is often
not properly appreciated in international comparisons. The last remnants of ad-
ministrative restrictions on security purchases by non-residents — they applied
inter alia to certain money market paper, bills and short-dated securities in the
bond market — were done away with as long ago as 1981. German issuing in-
stitutions’ practice of coordinating the sequence of foreign Deutsche Mark
bond issues among themselves, with the Bundesbank also participating, was
no doubt appropriate in the first phase of the internationalisation of the German
capital market, and in view of the pronounced fluctuations at times in interna-
tional capital transactions. Given the degree of financial integration now
achieved, however, it appears advisable to allow foreign banks domiciled in
Germany as well to act as lead managers in future for issues of foreign
Deutsche Mark bonds. The Bundesbank has let it be known that it would no
longer object if bonds denominated in Deutsche Mark with the special terms
that are popular world-wide at present (e.g. floating-rate bonds and zero
bonds) were to be issued in Germany. Both issuers and buyers of such securi-
ties must weigh up for themselves the risks that may be posed by, say, the in-
terest rate variability of such paper. As far as domestic bond issues are con-
cerned, both sides of the market will presumably continue to prefer the tradi-
tional terms, with fixed interest rates, which provide debtors and creditors alike
with a firm basis of calculation.

Public authorities and the housing sector, which, taken together, absorb the
great bulk of the funds raised in the bond market, took advantage of the favour-
able interest rate conditions in the capital market last year to strengthen their
long-term financial base. Thus the trend which had started in 1982 towards a
gualitative improvement in the pattern of the two sectors’ debt persisted. In
1984 domestic issuers raised a total of DM 71 billion by selling bonds. This was
distinctly less than in 1983 (DM 85.5 billion), but this fall primarily reflects the
decline in the banks’ shorter-term bond market debt. The long-term borrowing
of domestic bond issuers, at DM 73.5 billion (net), was almost DM 5.5 billion
higher than in 1983. The contrast between the very heavy sales of long-dated
paper and the drop in sales of short-dated bonds was especially pronounced in
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Sales and purchases of bonds in the Federal Republic of Germany
DM biilion
Sales 1 of domestic bonds Memo item
Balance of
of which Issues transactions
with non-
residents 4
(— = capital
Sales of exports)
Sales, of public foreign col. 12
Period total Total 2 of banks authorities bonds 3 less col. 5
1 2 3 4 5 6
1979 450 412 364 6.0 37 + 03
1980 52.6 45.2 415 49 7.3 - 70
1981 7341 66.9 705 — 26 6.2 - 77
1982 83.7 727 448 28.6 11.0 — 87
1983 913 855 51.7 344 57 + 5.1
1984 86.8 711 346 36.7 15.7 - 19
Purchases by . ..
domestic non-banks 5§
banks
Purchases, (incl. Domestic Foreign non-
total Bundesbank) | Total bonds bonds residents
7 8 9 10 1 12
1979 450 1.6 39.3 38.2 1.1 40
1980 52.6 19.1 33.2 291 4.1 03
1981 73.1 17.4 571 515 57 - 15
1982 83.7 448 36.7 245 12.2 23
1983 913 376 429 364 6.5 10.8
1984 86.8 23.0 50.0 342 15.8 138
1 Net sales at market values plus/less changes in issuers’ holdings of their own bonds. — 2 Including indus-
trial bonds, which are not shown separately. — 3 Transaction values. — 4 Purchases of domestic bonds by
non-residents less sales of foreign bonds to residents. — 5 Residual.
Discrepancies in the totals are due to rounding.

the case of bank bonds, where the outstanding amount of shorter-term securi-
ties actually fell somewhat in 1984. In the field of housing finance, in particular,
short-term bridging loans, which used to be taken up at higher interest rates,
have now given way to loans from mortgage banks at lower interest rates which
are fixed for long periods.

In the context of public sector issues, too, shorter-term securities decreased
sharply in significance in the course of last year, whereas the supply of long-
term public paper grew strongly. In all, public issuers raised DM 36.5 billion
through sales of their own bonds, against DM 34.5 billion in 1983. Virtually all
the net sales were of securities with maturities of more than four years. Net
sales of shorter-term paper — primarily public sector medium-term notes —
fell from just on DM 7 billion in 1983 to less than DM 0.5 billion. As a result, the
central, regional and local authorities met over three-quarters of their budget
deficits out of long-term funds raised in the bond market. This was mainly be-
cause of the borrowing operations of the Federal Government, which took up a
somewhat larger amount in the bond market than was consistent with its bud-
get deficit. In the recurring bullish periods in the bond market there was a
particularly strong demand for five-year special Federal bonds. They alone ac-
counted for DM 14 billion of the funds taken up. Large amounts were also
raised through traditional Federal bonds (DM 11 billion net). The remainder (DM
5 billion) was made up of Federal savings bonds, which are attractive to many
investors (especially in periods of low interest rates) because they can be re-
turned before maturity without any risk of price losses.



Issuing activity in the field of foreign Deutsche Mark bonds was unusually brisk
last year. Until the summer this market segment had benefited not least from
its special tax status, which resulted from the fact that, for foreign buyers,
Deutsche Mark bonds issued by foreigners (unlike those issued by German
residents) were not subject to coupon tax. This had led to foreign Deutsche
Mark bonds bearing lower rates of interest than comparable domestic bonds.
After the abolition of coupon tax had been announced in the summer of 1984,
interest rate conditions in these two market sectors returned to normal. Since
then, foreign Deutsche Mark bonds have on average yielded about % to
percentage point more than comparable domestic securities. Last year foreign
borrowers issued more than DM 8.5 billion (net) of Deutsche Mark bonds, half
of which were sold in the last quarter of 1984. Thus, foreign Deutsche Mark
bonds remained attractive, also to foreign purchasers, even after the abolition
of coupon tax. This was, however, not least because non-residents reduced
their holdings of borrowers’ note loans, which they had acquired earlier be-
cause they were exempt from coupon tax but which are not now as attractive
as they used to be to some investors in comparison with listed bonds.

Bond purchasers’ attitude was very strongly affected in 1984 by fluctuating in-
ternational interest rate differentials, expectations of interest rate changes and
exchange rate expectations. As the year went on, domestic investors displayed
growing interest in foreign currency securities. This applied particularly to do-
mestic non-banks, almost one-third of whose aggregate bond purchases last
year (DM 50 billion) consisted of foreign securities. If their purchases of foreign
Deutsche Mark bonds are added, domestic non-banks invested nearly DM 16
billion in foreign paper. In particular, households’ investment in foreign curren-
cy securities evidently went up by leaps and bounds. In part this change in in-
vestment behaviour took place indirectly, through the purchase of units of spe-
cialised investment funds, which — to the extent that they invest primarily in
foreign securities — met with exceptionally strong demand for their units, es-
pecially in the second half of 1984.

By contrast, domestic non-banks tended to withdraw from the German bond
market. It is true that they provided, at DM 34 billion, aimost half of the total
amount raised in the bond market — i.e. hardly less than in 1983. But three-
quarters of this sum was supplied in the first three months of 1984 alone;
thereafter, their purchases of domestic bonds slackened perceptibly. In the last
quarter of 1984 they actually allowed their holdings of domestic bonds to shrink
considerably. Their portfolios of shorter-term bonds, large amounts of which
had been issued by banks and bought by non-banks in the years when interest
rates were high, were particularly affected thereby. At the same time, in this pe-
riod of relatively low interest rates non-banks again showed greater preference
for forms of investment that were free from price risks, as already mentioned
elsewhere in this Report. Insurance enterprises likewise invested heavily in as-
sets not subject to price risks last year. This presumably owed something to
expectations of a possible upturn in interest rates.

Between summer 1984 and the end of the year domestic banks were a main-
stay of the purchasers’ side of the market. This is not unusual in periods of fall-
ing interest rates; indeed, the banks often determine developments in this way.
On the one hand, in such periods banks regularly receive relatively large inflows
of funds, especially in the long-term areas of their borrowing and deposit busi-
ness, without this being accompanied by a comparable demand for longer-term
bank loans in their lending business. Hence the banks channel the long-term
funds increasingly lodged with them without price risks by non-banks into
corresponding bond investments. For the rest, in periods of declining interest
rates short-term, price-speculative considerations are of some significance

Brisk issuing activity
in foreign Deutsche
Mark bonds

Heavy demand for dol-
lar bonds by domestic
non-banks . ..

... to the detriment of
the domestic bond
market

Larger bond pur-
chases by banks as a
“substitute for lending
business” character-
ised by interest rate
speculation

51



52

Contracting market for
industrial bonds

Share market put to
the test

Gratifyingly large

number of
“stock exchange
newcomers” . ..

.. . but a definitive
change in trend not
yet in sight

among banks. This attitude seems to have been additionally fostered by foreign
customers’ very strong demand for Deutsche Mark bonds at times. In the sec-
ond half of 1984 alone banks built up their bond holdings by DM 28 billion,
whereas they had run them down by DM 2 billion in the first half of the year.

In view of the generally favourable underlying conditions in the organised capi-
tal market, it may be considered a disadvantage that the business sector made
no direct calls on the bond market last year either. In 1984, as in the preceding
years, the outstanding amount of industrial bonds declined further. At DM 2 bil-
lion at the end of 1984, it made up less than 190 of the total amount of domes-
tic bonds outstanding. This raises questions as to whether German industrial
enterprises no longer regard long-term financing in the securities market as at-
tractive, or whether they no longer need such resources because of their am-
ple cash flow and the short write-off periods of many assets. However, this
contrasts with the keen interest German firms are showing through their for-
eign financing companies in bond issues — partly in the form of option loans
— in the international market. Last year no fewer than eight German enter-
prises seeking bond issues approached the market in this way; in all they
raised DM 0.9 billion by issuing bonds. One significant factor here, among
others, is presumably that enterprises consider it advantageous to be able, by
issuing foreign bonds, to bypass the traditional licensing procedure prescribed
by German law (under section 795 of the Civil Code) for industrial bonds.

The contribution made by the domestic share market to the improvement in en-
terprises’ capital base last year can be viewed more positively. The overall con-
ditions offered by the market were extremely favourable in 1984. The year start-
ed off with share prices at an all-time peak. True, share prices fell somewhat at
times under the impact of interest rate movements in Germany and abroad and
the labour disputes; but even at their lowest level (in July 1984) they still dis-
tinctly exceeded the 1983 low. Immediately thereafter and parallel to the trend
in bond prices, a steep rise in share prices began, and continued — with short
interruptions — until the turn of 1984-85 and beyond. In mid-March 1985 the in-
dex of share prices calculated by the Federal Statistical Office reached a new
peak which was 200/ above the comparable figure of the previous year.

Against the background of these positive preconditions for financing through
share issues, encouraging signs of a revival of the share market were visible
last year. Nowadays it is not so unusual for enterprises to decide to approach
the stock exchange for the first time. This gratifying development no doubt
owes something to the fact that the banks are showing more interest in issuing
business. In 1984 more than 20 enterprises applied to the stock exchange for
the first time; this was twice as many “newcomers” as in 1983, and many times
the figures of earlier years. As before, however, lead management was shared
among a very small number of institutions. Moreover, it must be borne in mind
that last year, too, a number of enterprises disappeared from the price list.
Nevertheless, in 1984, for the first time for some years, the number of officially
listed companies went up on balance, namely by seven to a total of 449 at the
end of the year; until then it had fallen almost continuously (in 1956 there had
been 690 such companies).

In view of the favourable financing conditions prevailing in the market last year,
however, this outcome — taken as a whole — must be rated very modest. A
definitive turnaround in the assessment of the share as an instrument of busi-
ness finance was not discernible in the issuing activity of existing public limited
companies. Total sales of shares in 1984, at DM 6.25 billion, were actually DM
1 billion lower than in 1983. In a sense, this may reflect the fact that the distinct-
ly improved profitability of many large enterprises and the financial reserves
they have accumulated in the meantime have provided them with sufficient



scope for meeting their current financial needs. It would, however, be desirable
if — given the favourable state of the share market — enterprises and their
principal bankers were to decide to consolidate more of their bank debt by is-
suing shares. On the one hand, this would strengthen the structure of enter-
prises’ balance sheets with respect to future risks and, on the other, it would
broaden the supply of equities on the narrow German stock exchanges. Given
a rise in the amount of equities outstanding, for instance, non-residents’ pur-
chases in the German share market, desirable as they are in principle, would
not lead to such extreme price fluctuations as were observed in 1984 and at the
beginning of 1985.
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Il. International monetary developments and policy
1. The situation in the world economy

In 1984 the upward trend in economic activity in the industrial countries of the
West continued at a stronger pace. The combined gross national product of
the OECD countries rose by almost 500 in real terms in 1984 after increasing
by 2.9 in the preceding year. However, the degree of economic dynamism
within this group of countries varied widely. Economic growth in the United
States accelerated to almost 79%b, with Japan and Canada also experiencing a
powerful upswing in economic activity. Although the revival in activity in Europe
also picked up, it did so to only a comparatively modest extent over the year as
a whole; the gross national product of the OECD countries in Europe increased
on average by 2%0/6. However, the growth differential between the United
States and Europe declined markedly over the course of the year. Seasonally
adjusted and expressed as an annual rate, gross national product in the United
States rose by 3. %0 in the second half of 1984 over the first half of the year,
while growth in overall economic activity in Europe accelerated slightly at the
same time. These generally favourable trends are encouraging because they
reflect a renewed growing propensity to invest. On the other hand, the persist-
ent differences as regards the development of domestic demand in the individ-
ual countries are indicative of serious problems. The strongly rising level of
domestic demand in the United States also encompassed foreign goods to a
considerable extent as the dollar steadily went up in value, thus helping to sup-
port the economic recovery in its partner countries; but it remains to be seen
how the associated growing disequilibria in international trade and current
transactions can be coped with on a durable basis.

One of the positive elements of the most recent economic upswing is the fact
that, measured in terms of the rise in consumer prices, inflation did not in-
crease. After inflation in all OECD countries, expressed as an annual average,
had reached a high point of 10.50 in 1981, the rate of price increases declined
to 5.30/ in 1983. It could not be reduced further below this level, however, in
1984. But the increase in the overall level of prices in the OECD area, as reflect-
ed in the GNP deflator, did slow down further. Moreover, the inflation differen-
tial among the group of industrial countries narrowed once again. The decisive
reason for this was the fact that France and Italy — both of which had fallen far
behind in combating inflation in comparison with other major industrial coun-
tries — now achieved substantial successes in terms of price stabilisation; the
rate of increase in consumer prices in France declined by over 2 percentage
points to 7.4 0/ and that in Italy by 4 points to 10.7 0. It is to be hoped that all
countries will continue to give priority to combating inflation in order to help
safeguard the preconditions for durable economic growth.

Up to the present, the recovery in economic activity in the industrial countries
has brought about a substantial easing of the labour market situation only in
the United States. A large number of new jobs have been created, notably in
the services sector of the U.S. economy, reducing the unemployment rate in
the United States from 9.0/ in 1983 to 7%. % last year. Japan has also regis-
tered an increase in the level of employment. By contrast, success has been
achieved in Europe only in halting the decline in the number of jobs. Since in
the countries of Europe a large number of new job-seekers came on to the la-
bour market for demographic reasons, unemployment in these countries has
actually increased markedly again. According to OECD calculations, after an av-
erage of 10 % of the labour force in Europe had been out of work in 1983, this
figure rose to 110/ in 1984. This high level of unemployment is due in consider-
able measure to structural factors. In order to increase the number of jobs in
Europe, besides pursuing a generally moderate wage policy, it is especially
necessary to eliminate existing rigidities on the labour market and, as regards



wages, to take greater account than in the past of the differences in economic
conditions from industry to industry and region to region.

However, the economic upswing in the United States is not without its blem-
ishes either. Especially as a result of considerable tax reductions, which also
benefited the corporate sector, this upswing is being accompanied by unusual-
ly high and rising budget deficits. The outcome is high interest rates; these
owe something both to the rising absorption of domestic savings by the public
sector and to the improved profitability of the corporate sector, which results
not least from the preceding tax cuts, makes corporations less sensitive to the
level of interest rates and thus stimulates the demand for credit. Up to the
present, high interest rates and good earnings in the corporate sector have
fostered capital flows into the United States and supported the tendency of the
U.S. dollar to rise on the foreign exchange markets. However, in combination
with the rising value of the dollar, the high level of domestic demand has en-
gendered deficits of previously inconceivable proportions in the U.S. trade bal-
ance and current account. This has given rise to considerable problems and
risks for the world economy, which will be all the more difficult to overcome,
the longer the U.S. external deficits last. In the United States itself protectionist
forces are increasingly at work, particularly since the United States’ foreign
competitors are in many cases hitting sectors of the U.S. economy that have
not benefited fully from the upswing there. Apart from Japan and Europe, the
developing countries, in particular, would also be severely affected by this. The
further spread of protectionist tendencies in the rest of the world could then
hardly be avoided; this would seriously jeopardise the liberal world trade sys-
tem. For this reason a change in the stance of budgetary policy in the United
States is imperative. If this were accompanied by lower interest rates, it couid
help to improve the situation of the highly indebted developing countries and
reduce the risks within the international financial system. In a number of indus-
trial countries downward scope could also be gained for long-term interest
rates if dollar interest rates were less attractive.

2. International trade and current transactions

In line with the upward trend in global economic activity, world trade increased
strongly again. In 1984 the volume of world trade went up by 9%o. In the previ-
ous year the rise had been no greater than 2% and had only just made up for
the preceding decline. However, this rate of growth in international trade did
not quite match the buoyancy of former recovery phases; moreover, it was due
in substantial measure to expansionary impulses that emanated unilaterally
from the United States. Adjusted for inflation, imports into the United States in
1984 increased by about one-quarter in comparison with the preceding year;
this explains almost half the growth in imports world-wide.

The powerful expansion of imports into the United States was the main reason
for the simuitaneous rise in the U.S. deficit on current account. Within the
space of one year it grew by $ 60 billion to $ 102 billion, thus — albeit with the
signs reversed — constituting a disequilibrium equivalent to the OPEC sur-
pluses at their peak in 1980. Naturally enough, disequilibria of such proportions
leave distinct marks on the current account balances of practically all other
countries. Although the expansionary effects associated with such a high U.S.
current account deficit are welcome to the extent that they help to foster the
economic upswing in other industrial countries and at the same time to allevi-
ate the debt problems of many developing nations, these positive effects are
impaired to the extent that high U.S. interest rates and the strength of the dol-
lar keep interest rates in other countries at a high level.

Economic upswing in
the United States not
without its biemishes

Strong increase in
world trade

Rise in U.S. imports
the dominant factor in
the global pattern of
current account
positions
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Much improved cur-
rent account balances
of the industrial part-
ner countries of the
United States

Current account defi-
cit of the developing
countries smaller than
before the second oil
price hike

Current account balances of selected countries and groups of
countries
US$ billion
Group of countries/Country 1980 1981 1982 1983 1984p
A. OECD countries
United States + 2 + 6 - 9 — 42 —102
Six other major countries — 34 - 4 + 4 + 26 + 41
Japan — 11 + 5 + 7 + 21 + 35
Canada - 1 - 5 + 2 + 1 + 2
Germany — 16 — 6 + 4 + 4 + 8
France — 4 - 5 — 12 — 4 - 0
United Kingdom + 8 + 15 + 9 + 4 + 0
Italy - 10 - 8 — 6 + 1 - 3
Other countries — 38 — 29 — 22 — 10 - 2
Total ~ 70 — 28 — 28 25 — 63
B. OPEC countries
Low-poputation 1 + 87 + 69 + 12 -1 + 5
High-population 2 + 23 - 19 — 28 - 21 - 10
Total +111 + 50 - 15 — 22 — 5
C. Other developing countries
Threshold countries 3 — 40 — 45 — 3 — 6 - 1
Other countries — 20 — 36 — 33 - 3 — 23
Total — 60 — 8 — 64 — 37 —~ 24
D. Other non-OECD countries 4 - 9 - 10 + 8 + 11 + 12
E. Statistical discrepancy
(Total A to D) — 28 — 69 — 99 — 73 — 81
1 Kuwait, Libya, Qatar, Saudi Arabia, United Arab Emirates and the non-member Oman. — 2 Algeria, Ecuador,
Gabon, indonesia, Iran, Iraq, Nigeria, Venezuela. — 3 Argentina, Brazil, Chile, Hong Kong, Israel, Mexico, Sin-
gapore, South Korea, Taiwan, Uruguay. — 4 Centrally planned economies {China, Indo-Chinese countries,
Mongolia, North Korea, eastern European countries, USSR), Malta, South Africa, Yugoslavia. — p Provisional.
Discrepancies in the totals are due to rounding.
Sources: OECD and national statistics.

The deterioration of the U.S. balance on current account was mirrored most
strongly in an increase in Japan’s surplus on current account, which went up by
$ 14 billion to $ 35 billion. And Japan — the most important trading partner of
the United States after Canada — did not even exploit its competitive advan-
tages in full; thus, Japan’s exports of cars and steel to the United States were
noticeably reduced through self-restraint agreements. In contrast, Canada’s
current account registered only a slight improvement. Although Canada’s ex-
ports also benefited to an above-average extent from the strength of economic
activity in the United States, Canada’s imports from the United States, unlike
those of Japan, rose considerably, too. Among the other major industrial coun-
tries, France and the Federal Republic of Germany improved their current ac-
count balances by a total of $ 6 billion, whereas the current account balances
of the United Kingdom and Italy deteriorated sharply. At the same time, the
smaller OECD countries improved their aggregate current account balance by
$ 8 billion; among them, the Netherlands — which has the strongest current
account position within this group of countries — increased its surplus further.
Taking all the industrial partner countries of the United States together, their
combined current account position improved by $ 22 billion, accounting for
some 350/ of the deterioration in the position of the United States.

The non-OPEC developing countries also succeeded in further increasing their
exports last year, after they had already stepped them up sharply in 1983. This
also enabled them to expand their imports again, for the first time since they
had had to cut them back severely at the height of the international debt crisis.
The outcome, according to OECD calculations, is a renewed decline in the for-
eign trade deficit of the developing countries, to its lowest level since 1953, rel-
ative to their total exports. In this context, the threshold countries — particular-
ly those in South-East Asia that realised early on the need to create economic



structures geared to exports — once again increased their exports and im-
ports most strongly. However, the other developing countries also improved
their foreign trade positions. After having fallen markedly in 1983, interest pay-
ments by the developing countries rose slightly again; this was due partly to
the further increase in these countries’ total foreign debt and partly to the re-
newed rise in the level of interest rates on the dollar markets. The aggregate
current account deficit of this group of countries nevertheless declined again
considerably in 1984 — by an estimated $ 13 billion to a total of $ 24 billion, ac-
cording to preliminary data from international agencies; this means that it was
already smaller than in 1978, the year preceding the second oil price hike.

The current account position of all the OPEC countries taken together, which
had registered their highest surplus in 1980 but increasingly shifted into deficit
in 1982-83, also improved considerably last year. The aggregate deficit of this
group of countries declined by $ 17 billion to only $ 5 billion, the main reason
being a drastic reduction in imports. The low-population countries, which have
large financial reserves, introduced such restrictions, just as the other coun-
tries did. A part was played in this process by the further decline in the OPEC
countries’ export earnings. On the one hand, crude oil prices were under pres-
sure for most of last year, finally leading to the abandonment with effect from
February 1984 of the OPEC countries’ benchmark price, which had already
been reduced to $ 29 per barrel in March 1983, and its replacement by an offi-
cial price pattern that is lower on average. On the other hand, the OPEC coun-
tries did not succeed in participating in the global rise in the demand for oil,
which had previously declined sharply for four years. Oil produced closer to the
centres where it is consumed proved to be more competitive in many cases
and, in addition, many countries were able to meet an increasing proportion of
their oil needs from their own petroleum production.

3. Exchange rate developments and policy
(a) Trends in the major floating currencies

In 1984 and up to a few weeks ago developments on the foreign exchange mar-
kets continued to be determined by a strongly rising dollar. According to the
Bundesbank’s method of calculation,! its weighted external value against the
currencies of 14 other industrial countries rose in the course of the year by
120/. Since prices in the United States increased last year to a similar extent to
the average of these partner countries, the U.S. currency went up to the same
degree in real terms. From the end of 1972, when the system of fixed dollar
parities was on the verge of collapse, up to the end of 1984 the weighted nomi-
nal external value of the U.S. currency rose by 249%bo. In inflation-adjusted terms,
too, the dollar increased in value over this period by 1500 after its upsurge last
year. Of course, such a longer-term view obscures the fact that the exchange
rate of the U.S. currency underwent considerable fluctuations during that peri-
od. From the end of 1972 to October 1978 the dollar suffered a marked loss in
value; thereafter, its weighted external value improved by 550/ up to the end of
1984. The real external value of the dollar went up by as much as 61 %o from its
lowest level. The even stronger rise in its real external value since October
1978 in comparison with its nominal external value was due above all to the rel-
atively high rates of inflation in the United States between 1979 and 1981, which
additionally reduced the purchasing power of foreign currencies in the United
States.

1 See “New calculation of the external value of the Deutsche Mark and foreign currencies” in Monthly Report of
the Deutsche Bundesbank, Vol. 37, No 1, January 1985, p. 38.

Current account
deficit of the OPEC
countries largely
eliminated

Further strengthening
of the dollar
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Weighted external value of major currencies

End-1972=100; quarterly averages, log. scale
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1} In each case against the currencies of 14 other industrial countries; geometrically weighted on the basis of
the trade flows of industrial products between 1980 and 1982, taking account of third-market effects.-
2) Weighted nominal external value adjusted for discrepancies in consumer price movements.- Latest position:
February 1985.
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It is not easy to reconcile the further increase in the dollar rate with traditional
experience, according to which current account deficits led to the depreciation
of the currency of the country concerned on the foreign exchange markets,
which in the end resulted in a recrientation of goods flows in the direction of
better equilibrium in the country’s current account position. In contrast to this,
the dollar has constantly appreciated — albeit with fluctuations — on the for-
eign exchange markets despite the growing U.S. current account deficit, with
its strength adding substantially to the deficit on current account. This points to
sufficiently large imports of capital which — unimpressed by the size of the
current account deficit — ensured its being financed despite the rise in the
dollar and at times even declining dollar interest rates. The causes behind this
trend in the exchange rate of the dollar are complex. They begin with an econo-
mic and fiscal policy which provided powerful impulses to economic growth
through tax reductions for both the corporate sector and private households
and through tolerating a growing budget deficit, with tax-policy-induced rises in
the corporate sector’s profits playing an important role. Given the tight, stabil-
ity-oriented monetary policy stance of the Federal Reserve System, the large-
scale recourse to the money and capital markets required in order to finance
the budget deficit gave rise to correspondingly high interest rates — both in
nominal terms and, with a declining rate of inflation, in real terms. Against the
background of good profits and optimistic profit expectations, these high inter-
est rates did not have an adverse effect on the development of activity in wide
areas of the U.S. economy. Taken as a whole, rather, the U.S. economy pre-
sents the picture of a dynamic and adaptable economy that is enjoying strong
growth and good returns on both fixed and financial assets. For this reason, in-
vestments in the United States appear attractive to non-residents, just as, con-
versely, capital exports from the United States are slowing down — all the
more so as financial investments in the highly indebted developing countries
are nowadays considered to be very risky anyway. In addition, the overall se-
curity that non-resident investors perceive in investments in the United States
(“safe haven”) is a constant support for the dollar.

More recently, however, greater attention than in the past has been paid to the
risks inherent in the development of the dollar rate for the U.S. economy and its
growth prospects. This includes the growing indebtedness of the United States
vis-a-vis third countries and the resultant rapid deterioration in the U.S. balance
on investment income account, which is making the necessary reduction in the
deficit on current account more and more difficult. There is, in addition, the de-
pendence on the willingness of foreign investors to continue to invest short
and long-term capital in the United States in spite of the growing exchange rate
risk. Moreover, the disadvantages of high interest rates and a strong doliar for
wide sections of the U.S. economy — especially for farmers and export-orient-
ed corporations — are becoming increasingly apparent, with implications for
the quality of the domestic credit portfolio of many U.S. banks. At all events,
the greater attention now being paid to these risks, together with the uncer-
tainty as to whether the growth of the U.S. economy will actually continue as
expected, is subjecting the valuation of the dollar on the foreign exchange mar-
kets to greater uncertainties than for a long time past.

After the U.S. currency had started last year at a new high level of exchange
rates, it suffered marked losses from the beginning of February 1984 onwards,
first vis-a-vis European currencies and then vis-a-vis currencies in the Far East.
Several factors had evidently contributed to the change in mood, including con-
cern that the powerful upswing in U.S. economic activity might be accompa-
nied by a rekindling of inflation. Against this background, fears grew that it
could become difficult to continue to finance the burgeoning U.S. current ac-
count deficit smoothly uniess the differential in international interest rates wid-
ened. The market also paid great attention to reports of shifts out of dollar as-

Complex causes of
the strength of the
U.S. dollar

Valuation of the dollar
characterised by
greater uncertainty of
late

Growing interest rate
advantage of the dol-
jar up to August 1984
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national interest rate
differential not detri-

mental to the dollar

Slight rise in
U.S. capital imports

Further decline in U.S.
capital exports

sets into Deutsche Mark and other international investment currencies. But as
early as March 1984, when signs of a further acceleration in economic growth
in the United States appeared, the U.S. currency resumed its rise. Apart from a
brief downturn in May in connection with the difficulties encountered by a large
U.S. bank, the tendency of the dollar to strengthen continued into September.
Parallel to this development, the interest rate advantage of dollar assets in-
creased considerably, owing above all to the rise in U.S. interest rates; the in-
terest rate differential between the U.S. dollar and the Deutsche Mark for 3-
month funds on the Euro-market rose from 4.10%b to 6.30/0 between February
and August. The flow of capital to the United States seems to have been addi-
tionally stimulated by the abolition of U.S. withholding tax on newly issued for-
eign-owned bonds with effect from mid-July 1984, and by the fact that it was
made easier for non-residents to buy U.S. fixed interest securities anonymous-
ly. Apart from this, the dollar profited from the attention paid by the general
public to a number of protracted industrial disputes in Europe.

In mid-September 1984 the hectic conditions on the foreign exchange markets
signalled the possibility that the rise in the dollar was approaching its peak.
Short-term exchange rate fluctuations were more marked than usual and at
times amounted to more than 2% from one day to the next. In fact, the dollar
fell back repeatedly from the high level it had reached in the second haif of
September, but it always quickly made up for the losses again. At the beginning
of 1985 the U.S. currency finally exceeded the record levels it had attained in
the preceding year. From then on it strengthened further in large jumps up to
the end of February, before increasing exchange rate uncertainty resulted in a
distinctly lower valuation of the U.S. dollar again. In contrast, the interest rate
advantage enjoyed by the dollar over other major currencies declined sharply
from September 1984 onwards, especially at the short end of the market.

The marked deterioration in the current account position of the United States,
which taken by itself would constitute a burden on the dollar on the foreign ex-
change markets, was counteracted last year by the fact that capital inflows into
the United States went up while capital outflows from that country declined fur-
ther at the same time. In 1984, statistically recorded capital imports into the
United States rose by $ 14 billion to $ 90 billion, although this was still slightly
less than in 1982. This means that the strong rise in the U.S. current account
deficit was financed to only a relatively small extent by financial investment in
the United States by non-residents. However, the United States registered ris-
ing capital imports last year in the form of foreign direct and portfolio invest-
ment as well as borrowing abroad by the U.S. corporate sector. By contrast,
loans taken up abroad by U.S. banks decreased further.

The substantial improvement in the U.S. balance on capital account resulted
mainly from the fact that capital outflows from the United States largely dried
up, falling by $ 30 billion to as little as $ 18 billion. In particular, new lending by
U.S. banks to non-residents, which had totalled over $ 110 billion in 1982,
dropped to only $ 7 billion.! If the giobal economic situation improves further
and the highly indebted developing countries, which accounted for a consider-
able part of total international lending by U.S. banks in the past, likewise make
further progress towards consolidating their indebtedness, it must be expect-
ed that external lending by U.S. banks will increase again. To this extent, at the
present level of exchange rates, the high net imports of capital into the United
States appear to contain unstable elements, at least in part.

1 However, in 1981-82, when what are known as “international banking facilities” were established in the United
States, both the claims of U.S. banks on non-residents and their liabilities to non-residents were inflated by the
partial retransfer of international transactions from offshore centres to the United States.



Balance of payments of the United States

US$ billion
Change
in 1984
against
Item 1976 1977 1978 1979 1980 1981 1982 1983 1984 pe | 1983 pe
A. Current account
Merchandise trade
Exports 1147 120.8 1421 184.5 2243 2371 211.2 200.3 2203 | + 201
Imports 124.2 151.9 176.0 2120 2498 265.1 2477 261.3 3278 | + 66.5
Balance — 95| — 311| — 340| — 276| — 255| — 280| — 365 — 611 | —107.4 | — 464
Foods, feeds and beverages + 83|+ 57|+ 98|+ 126 + 176 + 201 | + 145| + 129 + 12| — 18
Capital goods + 268 + 258 + 268 + 338 | + 430 + 449| + 353 + 273 + 131 | — 142
Automotive vehicles, parts and engines — 46| - 58| — 93| — 80| — 104| — 11| — 167 | — 237| — 331 — 94
Consumer goods (non-food) — 91| — 128} — 185 — 17.7| — 178 | — 223 — 249| — 314 | — 459 — 145
Petroleum and products — 335| — 436 — 407| — 585 | — 763| — 737 — 548 — 488 | — 529| — 4.1
Other industrial supplies and materials + 18| — 20| — 38|+ 77|+ 149| + 85|+ 71| — 06| — 69| — 863
Other + 08|+ 17|+ 18|+ 28|+ 34|+ 57|+ 30|+ 32|+ 70| + 38
Services + 187 | + 212 + 236 + 322| + 345 + 411 + 363 | + 281 | + 170 — 112
Unilateral transfers — 50| - 46| - 51— 56| - 71| — 68| — 81| - 87|~ 112| — 25
Balance on current account + 42| — 145| — 154} — 10| + 19| + 63| — 92| — 416| —1016| — 601
B. Capital account
(capital imports: +)
Foreign assets in the United States
Direct investment + 43|+ 37|+ 79|+ 119 + 168| + 231} + 149 + 13| + 21.2| + 99
Portfolio investment + 41|+ 30|+ 44+ 63|+ 81|+ 101 + 135 + 173 | + 355 + 182
Liabilities reported by enterprises — 06|+ 11|+ 19|+ 16| + 69|+ 09| — 24— 1324+ 552+ 68
Liabilities reported by banks + 1M0| + 67|+ 161 + 326 + 107 | + 421 | + 659 + 491 | + 276 — 215
Liabilities reported by U.S. Government + 46+ 14|+ 25— 00|+ 06— 03|+ 04+ 02|+ 03|+ 01
Total + 235 + 159 + 328| + 524 + 432| + 760 | + 922 + 766 | + 901 | + 136
U.S. assets abroad
Direct investment - 119] — 119 — 161 — 252| — 192 - 96|+ 48| — 49| — 60| — 12
Portfolio investment -~ 89| — 65| — 36|~ 47| - 36— 67| — 81| — 77| — 48| + 29
Claims reported by enterprises — 23| — 19| - 39|~ 83| - 32| - 12|+ 66| — 632+ 562+ 109
Claims reported by banks — 214 — 14| — 337 | — 262| — 468 — 842 | —111,1| — 264 | — 73| + 181
Claims reported by U.S. Governmeant — 42|~ 37| - 47— 37| - 52|~ 51| - 61— 50| — 55— 04
Total — 487 | — 344| — 619| — 632| — 780| —1058 | —1139| — 483 | — 180 + 303
Balance on capital account
Direct investment — 76| — 82| - 82| — 133| — 23| + 135 + 196 + 64| + 161 + 87
Portfolio investment — 48| — 251+ 08|+ 16|+ 45|+ 44|+ 54|+ 97| + 308 + 211
Enterprise sector — 29| - 09| - 20| — 17|+ 87| - 03|+ 42| — B72+ 1112+ 177
Banks — 104 — 47| — 175 + 64| — 361} — 420 — 451 | + 237 | + 202 | — 34
U.S. Government + 04| — 23| - 22| — 38| — 45— 54| — 58| — 48 51| — 03
Total — 253 — 185} — 290| — 108 | — 348 | — 298| — 21.7 | + 283 | + 721 + 438
C. Statistical discrepancy + 105 — 20 + 125| + 254 | + 250 + 223 | + 329{ + 93| + 300 + 207
D. Balance on official reserve transactions
Official reserve assets 1 + 26|+ 04— 07| — 00|+ 70|+ 41|+ 50+ 12|+ 31} + 18
Liabilities to foreign official institutions
(Increase: —) — 131| — 354 — 312| + 136| — 149| — 53| — 29| — 51| — 27|+ 25
Balance on official reserve transactions
(A plus B plus C) — 105 — 350 — 319| + 136| — 79| — 12|+ 20— 39|+ 05|+ 44

1 Excluding SDR allocations. — 2 For the fourth quarter of 1984 these transactions are included in the item “Statistical discrepancy”. —

pe Partly estimated.

Discrepancies in the totals are due to rounding.

Source: U.S. Department of Commerce.
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Yen affected by
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tion in 1983

Further liberalisation
of the Japanese finan-
cial system also for
exchange rate
reasons

Deutsche Mark under
strong downward
pressure

After the external value of the Japanese yen vis-a-vis the dollar had strength-
ened somewhat in 1983, it fell by 7006 in the course of last year. In so doing,
however, the Japanese currency fared much better than most other currencies.
At all events, it rose in value on every foreign exchange market. with the excep-
tion of those of the U.S. dollar, the Canadian dollar and the Hong Kong dollar.
Nevertheless, the weighted external value of the yen rose only slightly since,
owing to the pattern of Japan’s foreign trade, the rate of the yen in terms of the
dolliar has a weight of no less than 449/ in the Bundesbank’s average computa-
tion. The weakness of the yen vis-a-vis the dollar is all the more surprising in
that Japan’s trade and current account surpluses increased considerably again,
while the country forged further ahead with domestic consolidation measures.
With a high rate of economic growth, which was only slightly lower than that of
the United States, the price level remained largely stable, while Japan suc-
ceeded in further reducing its public sector deficits. However, despite these
positive factors, the yen weakened against the dollar. Given relatively low Japa-
nese interest rates, there were massive outflows of long-term capital, which ac-
tually exceeded last year’s substantial current account surplus by $ 15 billion.
About half of these huge capital exports was accounted for by purchases of
foreign securities. A further quarter of the net exports of long-term capital
arose from the granting of financial credits by Japan to other countries. Direct
investment abroad and Japanese trade credits each contributed about one-
tenth to the total.

The weakness of the Japanese currency vis-a-vis the dollar was a major reason,
albeit not the only one, why the United States has recently been strongly urging
Japan to further liberalise its financial system and thus also pave the way for in-
vestments in yen by non-residents gaining greater importance. In the event, in
bilateral negotiations with the United States, Japan agreed in May 1984 to take
measures that integrate its financial market and its currency more strongly into
the international financial system. These include both the dismantling of restric-
tions which keep interest rates in Japan relatively low and the improvement of
the investment facilities for non-residents. Moreover, Japan agreed to abolish
restrictions that up to now have prevented the yen from playing a greater role
on the international financial markets. However, a noticeable strengthening of
the yen in the short run was not to be expected from the outset from these
U.S.-Japanese agreements since the measures envisaged form part of a long-
er-term strategy, only a small part of which will be put into effect in 1984. Apart
from this, the liberalisation measures adopted so far have also tended to facili-
tate exports of capital from Japan.

In the course of 1984 the exchange rate of the Deutsche Mark vis-a-vis the dol-
lar fell by 1390, i.e. just as strongly as in the preceding year. This trend contin-
ued up to the end of February of the current year. Even so, the Deutsche Mark
was by no means in an unfavourable special situation in comparison with the
other currencies of Europe. Among the more important European currencies,
the Swiss franc and the pound sterling were under even greater pressure. The
corresponding exchange rate gains of the Deutsche Mark vis-a-vis these and
other currencies were instrumental in its weighted external value declining by
only 20 in the course of the year. Since prices abroad rose more strongly than
prices in Germany, the German economy’s competitiveness in price terms im-
proved over and above the aforementioned effects arising from currency de-
preciation. This was also the case in the preceding years, with the result that
the weighted external value of the Deutsche Mark — not to mention its ex-
change rate vis-a-vis the dollar — are at present considerably below the level at
which they would be standing if exchange rates were guided by, say, interna-
tional inflation differentials. '



External value of the Deutsche Mark and inflation differentials
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in the Federal Republic of Germany.- Latest position: February 1985.

The decrease in the value of the Deutsche Mark on the dollar market also ad-
versely affected its position vis-a-vis the partner currencies that participate in
the exchange rate mechanism of the EMS, particularly since interest rates in
the other EMS countries remained high on account of inflation, but also in con-
nection with the greater orientation of their monetary policies towards stability.
The temporary weakness of the Deutsche Mark revealed itself only partly in the
form of declining Deutsche Mark exchange rates within the individual margins
of fluctuation. Several partner countries countered the pressure on the
Deutsche Mark by means of large-scale intramarginal purchases of the German
currency. In this context, a part was played firstly by the concern of these
countries that their competitiveness could suffer through a shift in exchange
rates. In addition, they probably also wished to increase their Deutsche Mark
reserve holdings.

Deutsche Mark tends
towards weakness in
the EMS at times
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Deutsche Mark in de-
mand as a currency in
which to contract
debts

Swiss franc under
greater pressure than
the Deutsche Mark
owing to foreign
borrowing

Sterling falls
most strongly

The at times strong pressure on the Deutsche Mark is occasionally also attrib-
uted to its special role as an international investment and reserve currency. In
actual fact the preference for the dollar was reflected in a decline, compared
with earlier periods, in foreign demand for Deutsche Mark assets. Even so, re-
corded financial investments in Deutsche Mark by non-residents, either on the
Euro-market or in Germany itself, have continued to rise right up to the pres-
ent. A major reason for the weakness of the Deutsche Mark was, rather, that
non-residents considered it advantageous to contract debts in Deutsche Mark
in view of the comparatively low level of interest rates in Germany. This idea is
borne out by the amount of short-term credit granted to non-residents by Ger-
man banks and enterprises as well as by the buoyancy of issuing activity on the
market for foreign Deutsche Mark bonds. Our partner countries within the EMS
may also have benefited from this; in France and litaly short-term interest rates
were as much as 5% percentage points and 11 points, respectively, above
comparable rates in Germany last year on average; this offers a considerable
inducement to take up short-term loans in Deutsche Mark as long as no re-
alignments of central rates within the EMS are expected. To this extent, the
tendency for the Deutsche Mark to be weak within the EMS as a result of its
large losses in value on the dollar market would have been reinforced by influ-
ences within the Community.

In the course of 1984 the Swiss franc fell by 1690 vis-a-vis the U.S. dollar. The
Swiss currency also declined appreciably against most other European curren-
cies. This was reflected in a fall of 400 in its weighted external value. Its loss
vis-a-vis the Deutsche Mark amounted to 300, but this merely offset preceding
gains in value. Incidentally, the exchange rate between the two currencies has
been going up and down for some considerable time. After having reached a
record level of DM 127 per Sfr 100 in March 1982, the Swiss franc fell back to
DM 116 in the same year, but had risen again to DM 126 by the beginning of
1984. From this level, the Swiss franc declined to DM 121.40 at the end of last
year. Since then it has continued to drop sharply. A major role in this process
seems to have been played by large-scale issues of foreign bonds in Switzer-
land. Although interest rates in Switzerland rose last year — reducing the gap
vis-a-vis the higher rates in Germany — they still remained the lowest in the
world by far.

From the beginning of 1984 until the end of the year sterling's rate against the
dollar fell from $ 1.45 to $ 1.16. This represents a depreciation of 20%0. Thus,
sterling — in contrast to other major currencies which were still profiting from
earlier appreciations against the dollar — went down further from an historical
low. This marked weakening in value meant that sterling also dropped appreci-
ably vis-a-vis all other major currencies. As a result, its weighted external value
— as calculated by the Bundesbank — deteriorated in 1984 by 1100. When the
U.K. currency came under particularly strong downward pressure last July, the
Government’s intention, announced shortly beforehand, to keep interest rates
low for domestic economic reasons seems to have been a decisive factor in
this development, after pressure on the world market prices for crude oil as
well as prolonged industrial disputes in the United Kingdom had adversely af-
fected sterling in any case. At all events, the drop in sterling’s exchange rate
could be slowed down appreciably only by the Bank of England — contrary to
original intentions — sharply raising money market rates in London, which had
been lower than U.S. rates since spring 1984, thus bringing them back into line
with U.S. interest rates. When the downward trend of sterling accelerated again
in early 1985, a major role seems to have been played by strong monetary ex-
pansion and corresponding fears of a rekindling of inflation. Short-term interest
rates in the United Kingdom, which had declined again in line with U.S. rates af-
ter the increase of July last year, were thereupon raised sharply again in Janu-
ary 1985. Since then they have been considerably higher than U.S. interest
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rates. Sterling nevertheless weakened further at first, but in March it was able
to make good the losses it had suffered since the beginning of 1985.

(b) The foreign exchange policy of the Bundesbank

Last year the Bundesbank again sold considerable amounts of dollars on the
foreign exchange market. However, these sales contrasted with U.S. dollar in-
flows of similar proportions resulting from transactions outside the exchange
market; they stemmed primarily from the usual exchange transactions with U.S.
forces stationed in Germany as well as from interest income and the collection
of cheques and bills of exchange. As a result, the Bundesbank’s holdings of
dollars actually increased somewhat. The Bundesbank's net external position,
the change in which on a transactions basis approximately indicates how the
sum total of the central bank’s external transactions affects the creation of
central bank money in Germany, deteriorated — mainly as a result of a number
of other foreign exchange transactions — by a total of DM 3.2 billion. This owed
something to the fact that the ECU balances acquired by other central banks
decreased further. At the same time the investments of foreign monetary au-
thorities with the Bundesbank went up slightly.

Taken as a whole, the Bundesbank’s sales of dollars therefore only had the ef-
fect that a large part of the totai supply of dollars was not withheld from the for-
eign exchange market. When selling dollars, the Bundesbank was, however,
repeatedly trying to influence exchange rate developments whenever the de-
mand for dollars appeared to be particularly exaggerated. Especially in Septem-
ber 1984, when the rise in the dollar rate accelerated sharply, the Bundesbank
attempted to intervene in order to dampen the rise by selling dollars equivalent
to no less than DM 6.1 billion. Around the turn of February/March 1985, when
the demand for dollars again appeared to be excessive for speculative reasons,
the Bundesbank once more sold large amounts of dollars, in a concerted ac-
tion together with numerous other central banks. As in the past, the aim was
not to influence the basic trend in the dollar rate; the objective was, rather, to
react to the one-sided orientation of the market and make market participants
conscious of the growing exchange rate risks facing them.

As long as the Deutsche Mark was strengthening against the dollar at the be-
ginning of 1984, it was also in a strong position within the EMS. This resulted in
relatively marked tensions vis-a-vis the Belgian franc, which had previously re-
peatedly been the weakest currency in the exchange rate system. Since the
Belgian franc had to be supported against other currencies, and especially
against the Deutsche Mark, the Belgian central bank incurred correspondingly
large debts to the European Monetary Cooperation Fund (EMCEF). In this con-
nection, the net external position of the Bundesbank improved in February and
March 1984 by a total of DM 4.4 billion as a result of transactions within the
EMS. After the Belgian franc had recovered, the Belgian central bank was able
to purchase considerable amounts of Deutsche Mark on the foreign exchange
market through intramarginal operations and thus repay some of the debts re-
sulting from the interventions. These transactions led to a corresponding de-
cline in the Bundesbank’s net external position. In contrast, the intramarginal
purchases of Deutsche Mark undertaken by other EMS countries since spring
1984 were not reflected in Germany’s reserve position. With the agreement of
the Bundesbank, these funds were invested in the market and not placed with
the Bundesbank.

(c) Issues relating to the further development of the EMS

Within the European Monetary System, a distinct tendency towards greater
convergence in the economic policies of the member countries, and also in



Changes in the net external position of the Bundesbank due to
operations in the foreign exchange market and other foreign
exchange movements*
DM million
Operations in the exchange
market
Net
external Other foreign
position, Deutsche Mark/ exchange
Period total dollar market1 | EMS 2 movements
1983 January + 1,853 + 147 + 116 + 1,591
February + 5,156 + 173 + 2,826 + 2,167
March + 4,944 + 15 + 1,777 + 3,152
April —11,464 — 2,024 — 9,037 — 403
May — 1,356 — 578 - 1,897 + 1,219
June - 235 — 1,238 — 1,480 + 2,483
July - 45 - 827 — 12 + 794
August — 3,184 — 4,596 - 34 + 1,448
September + 1,053 — 860 - + 1913
October + 2,250 + 364 - + 1,886
November — 523 — 1,822 — + 1,299
December — 2,486 — 3,481 - + 995
Total — 4,037 —14,727 — 7,842 +18,632
1984 January — 203 — 2,021 — + 1818
February + 4,223 - 63 + 2,464 + 1,822
March + 3,083 — 266 + 1,941 + 1,408
April + 339 — 523 - + 862
May — 324 — 2,127 — + 1,803
June — 1,038 — 2429 — + 1,391
July - 1,507 — 3,007 - 85 + 1,585
August + 427 — 1,881 — 114 + 2422
September — 6,283 — 6,682 — 359 + 758
October — 786 — 1,440 — + 654
November - 282 — 1,012 - 110 + 860
December — 916 - 1,707 — 100 + 8N
Total — 3,247 —23,158 + 3,637 +16,274
1985 January — 2,942 — 1,940 — 160 — 842
February — 6,646 — 8272 - + 1,626
March — 2,378 — 3,188 - + 810
1st quarter —11,966 —13,400 — 160 + 1,594
Memorandum items
Beginning of 1983 to March 20, 19833 +17,071 + 380 + 12,567 + 4,124
March 21, 1983 to February 6, 1984 —20,840 —17,128 —20,409 + 16,697
February 7, 1984 to end-March 1984 4 + 6,835 — 329 + 4,405 + 2,759
Beginning of April 1984 to end-March —22,316 —34,208 — 928 +12,820
1985
* Excluding liquidity swaps and changes due to valuation adjustments. Recorded according to the date on
which the transaction was conducted and not according to the value date; discrepancies between these figures
and those of the balance of payments are therefore possible. — 1 Including U.S. interventions. — 2 Including
Deutsche Mark interventions by other central banks, where they affect the external position of the Bundesbank.
— 3 Last day before new central rates in the EMS became effective. — 4 Period of pronounced weakness of
the Belgian franc.

economic development, has been apparent since the last realignment of cen-
tral rates in March 1983. This has improved the prerequisites for the cohesion
of the system. Those EMS countries which have recently made corrections to
the stance of their economic policies would have had to do so even without be-
ing members of the EMS. But the decisiveness with which some governments
changed course in their economic policy and the resoluteness with which they
are pursuing their new policies would not have been likely without the political
will not to jeopardise the existence of the EMS. Moreover, the close coopera-
tion among the central banks of Europe in the field of monetary policy — which
cooperation is increasingly being characterised by mutual understanding for
the interests of the other partners and by willingness to show consideration for
them — has also contributed to the smooth functioning of the system.
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However, the divergences in economic development between the member
countries continue to be considerable. They show up most conspicuously in
the differing price movements. Although the Community has on the whole
made noteworthy progress on its way out of global inflation back to greater sta-
bility, inflation in most other countries in the EEC has remained very much high-
er than in Germany. This gives rise to dangers for the EMS that can only be
avoided if all the member countries resolutely continue their efforts in the field
of stabilisation policy. At all events, there is still a long way to go before the
EMS is enlarged in institutional terms.

However, the generally satisfactory functioning of the EMS must not cause us
to overlook the fact that the United Kingdom is still not participating in the ex-
change rate mechanism, that Italy is making use of an exceptional arrangement
which allows the lira to fluctuate against the other member currencies by a
margin almost three times the size of the usual band of + 2% 9%, and that Bel-
gium continues to make use of a two-tier exchange market system. In addition,
the liberalisation of financial transactions in the member countries of the sys-
tem has made practically no progress. In recent years, indeed, new restrictions
on foreign exchange and capital movements have been introduced and some
of them are still in force. Thus, considerable differences in the degree of liberal-
isation of short and long-term capital movements persist, especially between
Germany and other EMS countries. it would be desirable for periods when the
currencies of our partner countries hold their own in the EMS to be used in
particular to make further progress in the liberalisation of financial transactions,
which is a necessary concomitant of the free movement of goods and services.
In this respect, the example of those countries which have dismantled their for-
eign exchange restrictions and capital controls without suffering negative con-
sequences should be encouraging.

Convergence on the basis of domestic stability in each of the member coun-
tries and freedom of financial transactions are the fields in which progress is
necessary if the EMS is to be safeguarded over the long term. In contrast,
guestions relating to the role of the ECU involve the danger of distracting atten-
tion from the real requirements of lasting cohesion within the EMS. At all
events, the attention paid to the ECU in the public discussion is out of all pro-
portion to its significance in the process of monetary policy integration. Above
all, any extended use of the ECU, e.g. to finance balances arising from intra-
marginal interventions, must not lead to new obligations for central banks that
might make it more difficult for them to conduct a monetary policy geared to
stability. This would not be in line with the objectives behind the EMS either. It
was especially these considerations by which the Bundesbank was led in dis-
cussing the proposals concerning the further development of the EMS.

At present, the official use of the ECU fulfils two functions. It is a unit of ac-
count in which the central rates of the currencies participating in the exchange
rate mechanism of the EMS as weli as the financial balances arising from obli-
gatory interventions on the foreign exchange market in Community currencies
are expressed. In addition, it serves as an instrument for settling balances
created through the EMCF against the contribution of 200/ of the central
banks’ holdings of gold and dollars on the basis of a market-related value.
However, as a component of monetary reserves, the ECU balances of central
banks have been usable to only a limited extent up to the present. Therefore,
under the existing EMS rules creditor central banks are obliged to accept only
up to 5000 of their net claims in ECUs in settlement operations with debtor
central banks. The remainder must be settled by the debtor central bank in dol-
lars or special drawing rights. This arrangement is designed to prevent exces-
sively large ECU claims from accumulating with individual central banks. This
has not happened either up to the present. It was thus all the easier for the



Consumer price movements in the European Community

Percentage increase on previous year

Country 1979 1980 1981 1982 1983 1984 p

Federal Republic of Germany 42 54 6.3 53 33 24

EEC partner countries participating
in the exchange rate mechanism of

the European Monetary System 1 10.7 14.3 134 122 10.0 7.7
France 10.8 13.5 134 11.8 9.6 74
Italy 14.8 21.2 17.8 16.5 147 10.7
Netherlands 4.2 6.5 8.7 5.9 28 33
Belgium 45 6.6 76 8.7 77 6.3
Denmark 96 12.3 117 10.1 6.9 6.3
Ireland 13.3 18.2 20.4 171 10.5 8.6
Luxembourg 45 6.3 8.1 94 8.7 5.6

Other EEC partner countries 1 13.8 185 129 9.5 58 6.0
United Kingdom 134 18.0 11.9 8.6 46 5.0
Greece 19.0 24.9 245 210 205 18.5

All EEC partner countries 1 116 155 13.3 114 8.8 7.2

Relative rise in foreign prices compar-
ed with those in Germany in %
EEC partner countries participating
in the exchange rate mechanism of

the European Monetary System 6.2 84 6.7 6.6 6.5 52
Other EEC partner countries 9.2 12.4 6.2 4.0 24 35
All EEC partner countries 74 9.6 6.6 5.8 5.3 47

1 Weighted with private consumption expenditure between 1980 and 1982. — p Provisional.

Sources: National statistics and OECD.

central banks belonging to the EMS to agree, in negotiations which were con-
cluded in March 1985, to improve the usability and attractiveness of official ECU
holdings. Specifically, they agreed on the following points:

— Part of the ECU holdings — namely the net creditor positions and a certain
proportion of the ECU balances originally created against the contribution
of gold and dollars — can be temporarily mobilised if a central bank needs
U.S. dollars or EMS partner currencies for intramarginal interventions.

— The interest rate payable on net ECU creditor positions and on liabilities in
the very short-term financing arrangement, which rate is at present based
on the weighted average of the discount rates in the EMS member coun-
tries, is brought into line with market rates.

— EMS central banks can transfer their ECU balances to central banks in third
countries that have close ties with the Community as well as to international
institutions like the BIS.

— Under narrowly circumscribed conditions, central banks that have a net
debtor position in ECUs and are simultaneously creditors in the very short-
term financing arrangement must accept 100 9% of their net claim in ECUs.

Last year the private use of ECUs again increased further, both in issuing busi-
ness and in banking business. However, the expansion in the banking business
sector owed most to credit transactions and interbank business. Thus, of the
total outstanding claims of banks in ECUs in September 1984, amounting to
about $ 24 billion, only $ 7 billion was accounted for by credits to non-banks.
At the same time, the ECU deposits of non-banks did not exceed the compara-
tively modest amount of $ 1.4 billion. Moreover, a considerable part of this sum
was accounted for by funds of Community institutions. The use of units of ac-
count in international credit transactions, of which there are other examples
besides the ECU, cannot however primarily be seen as a sign of growing mone-
tary integration; it is, rather, mainly determined by cost and yield considerations

Increasing use of
“private” ECUs

69



70

Further rise in global
monetary reserves

Notable increase in
Deutsche Mark
reserves

Developing countries
account for large
share of the rise in
global monetary
reserves

Global reserve hold-
ings not a determinant
of world economic
activity

which, besides the interest rate, include above all the exchange rate risk. This
means that the uncertainties surrounding the future development of the dollar’s
exchange rate should have particularly favourable repercussions on the ECU. It
remains to be seen how far interest in “private” ECUs will persist once condi-
tions on the dollar market undergo a major change. At all events, the diver-
gences within the Community cannot be masked by using the ECU as a private
financial instrument. Nor is there much likelihood that international monetary
relations could be noticeably improved by introducing the ECU as a new invest-
ment and especially reserve currency alongside the dollar and the yen. In the
past, certain currencies like the dollar, sterling and Deutsche Mark have “grown
into” such a role owing to specific preconditions. These have included stability
at home and free usability at the international level as well as large and weli-
functioning financial markets which ensure that investments by central banks in
particular can be liquidated at any time. The ECU markets are still a very long
way from this state, quite apart from the fact that the ECU combines currencies
of widely differing quality.

4. The development of global monetary reserves

According to preliminary IMF data, the published gross monetary reserves of
its member countries rose in 1984 by a total of $ 17 billion. In the year before
they had increased by $ 15 billion. However, these overall figures include con-
siderable decreases in reserve holdings due to valuation effects. On the one
hand, the declining price of gold led to a considerable fall in the ECU balances
created against the contribution of gold to the European Monetary Cooperation
Fund at a market-related value. On the other hand, owing to exchange rate
shifts, the dollar value of reserves held in currencies other than the U.S. dollar
went down. Excluding these valuation effects, global monetary reserves rose in
1984 by an estimated $ 38 billion after having gone up in 1983 by $ 21 billion.

As usual, the chief component of the growth in reserves last year was the for-
eign exchange claims of monetary authorities; calculated at current exchange
rates, they rose by $ 24 billion. One-fifth of this amount was accounted for by
the increase in official holdings of Deutsche Mark. At the same time, the share
of the Deutsche Mark in aggregate foreign exchange reserves (including the
doliar holdings contributed to the EMCF) went up from 11.30/4 to 120/%. How-
ever, the marked depreciation of the Deutsche Mark against the dollar consid-
erably understates the rise in Deutsche Mark reserve holdings. Calculated in
Deutsche Mark, they increased by no less than DM 30 billion to over DM 118
billion. This strong growth was mainly attributable to the aforementioned in-
tramarginal purchases of Deutsche Mark by other EMS member countries.
However, the developing countries also further augmented their reserve hold-
ings of Deutsche Mark.

Of the increase in published global monetary reserves totalling $ 17 billion,
one-third was accounted for by the OECD countries and the rest mainly by the
non-OPEC developing countries. However, if the decrease in ECU balances re-
lated to the price of gold is disregarded, then the reserves of the industrial
countries went up by $ 12 billion. France, Norway and Spain together account-
ed for $ 10 billion of this amount. The growth in the reserves of countries out-
side the OECD area, totalling $ 11 billion, chiefly reflects considerable inflows
of foreign exchange into Brazil and Mexico.

The frequently discussed question as to whether a given overali level of reserve
holdings is sufficient to ensure the satisfactory functioning of the world econ-
omy is based on the conception that the ievel of global monetary reserves is a
decisive factor in the operation of the world economy. According to this view,
global reserve holdings that grow only slowly or even decline could lead to



Gross monetary reserves of the IMF countries *

US$ billion
Level at end of year Change in course of year
Type of reserves/Group of countries 1980 1984 p 1981 1982 1983 1984 p
A. Type of reserves
Gold 1 40.2 399 + 0.0 — 02 — 0.1 — 0.0
Special drawing rights 151 16.1 + 40 + 05 — 45 + 1.0
Reserve position in the IMF 215 40.7 + 33 + 33 +129 - 0.2
ECU balances 637 377 —135 — 89 + 39 — 78
— against gold 476 2786 —-10,2 — 70 + 34 — 6.2
— against U.S. dollars 139 10.1 — 24 - 18 + 09 — 05
— arising from very short-term financing 2.2 - — 09 - 0.0 — 04 — 09
Foreign exchange 309.9 302.2 -125 —21.6 + 24 +24.0
U.S. dollars 2056 194.4 — 34 —19.2 + 45 + 69
Deutsche Mark 486 376 — 74 — 64 — 23 + 50
Yen 13.6 16.8 - 09 + 0.1 + 08 + 3.2
Swiss francs 105 6.4 — 16 - 11 — 08 - 05
Pounds sterling 95 9.7 — 27 + 041 + 0.6 + 22
French francs 56 33 - 11 — 09 — 05 + 02
Netherlands guilders 42 25 — 06 — 05 - 07 —
Unidentified assets 123 315 + 5.2 + 63 + 08 + 70
Total reserves 450.3 436.7 —18.6 —27.0 +147 +17.2
Memorandum items
1. Total reserves excluding ECU balances arising
from contributions of gold 2 406.3 4127 — 84 —20.0 +113 +234
2. After additional adjustment for changes
in value due to exchange rate movements 3 406.3 pe 460.3 + 73 —120 +21.0 pe +37.6
Gold 1 438 436 — 0.0 — 02 — 01 — 00
Special drawing rights 15.1 207 + 586 + 15 — 386 + 21
Reserve position in the IMF 215 48.9 + 55 + 47 +147 + 25
ECU balances 4 22 0.8 — 05 + 0.1 - 02 — 08
Foreign exchange 323.8 pe 346.4 — 33 —18.1 +10.2 pe +338
of which
Deutsche Mark 48.6 55.6 - 10 — 44 + 23 +10.1
B. Regional distribution §
OECD countries 2730 257.2 —20.2 —127 +11.3 + 58
of which
EEC countries 161.4 126.1 —249 —143 + 85 — 46
United States 26.8 349 +-33 + 39 — 02 + 12
Japan 257 275 + 36 — 49 + 13 + 19
Canada 39 33 + 04 — 05 + 05 — 10
Germany 52.6 442 — 49 + 10 — 21 — 25
France 30.8 244 — 5.1 - 57 + 33 + 1.1
United Kingdom 214 10.2 — 54 — 28 - 11 - 19
Italy 26.0 236 — 30 — 6.0 + 6.0 + 07
OPEC countries 894 70.9 — 08 —11.0 — 48 — 21
Low-population 43.9 36.9 + 6.2 — 38 — 51 — 48
High-population 455 34.0 — 70 — 74 + 05 + 25
Other developing countries 76.1 77 — 47 — 94 — 00 + 97
Threshold countries 6 324 39.8 - 05 - 71 + 26 +12.3
Other countries 437 319 — 42 — 23 — 26 — 28
Other IMF member countries 11.8 36.9 + 72 + 6.0 + 79 + 39
IMF countries, total 450.3 436.7 —186 —-270 +147 +17.2
Memorandum items
Total reserves excluding ECU balances arising
from contributions of gold 2 406.3 412.7 — 84 —20.0 +11.3 +234
of which
OECD countries 229.0 233.2 —10.0 - 567 + 79 +12.0
EEC countries 117.4 1021 —147 — 73 + 51 + 186
Germany 404 375 — 20 + 3.0 — 30 - 08
France 20.3 18.7 — 28 — 41 + 25 + 26
United Kingdom 19.0 8.9 — 49 — 25 - 12 - 15
Italy 17.4 18.9 - 10 — 47 + 54 + 19

* Including Switzerland. — 1 Valued at $ 42.22
per ounce of fine gold. — 2 The gold underlying
the ECU balances was included in the other gold
holdings again. — 3 Changes in reserve hold-
ings not denominated in dollars (other than
gold) have been converted into dollars at aver-
age rates based on end-of-year rates. The

adjusted level as at end-1984 has been calcu-
lated from the original level and the cumulative
changes. — 4 Only balances arising from very
short-term financing. The dollar holdings under-
lying the ECU balances were included in other
foreign exchange again. — § For the definition
of the groups of countries see the table on

p. 6. — 6 Excluding Hong Kong and Taiwan. —
p Provisional. — pe Partly estimated.
Discrepancies in the totals are due to round-
ing.

Sources: IMF and BIS.

71



72

Abatement of the debt
problems

Trade balances of
the highly indebted
countries in surplus

many countries adopting an excessively restrictive stance in their economic
policy out of concern about external financing difficuities or if they aim to build
up their reserves gradually. However, in past decades the world has been
threatened more by inflationary developments than by deflationary processes
which would need to be counteracted by increasing the global supply of liquidi-
ty. Besides, one cannot help wondering whether, under the conditions obtain-
ing in the world economy today, reserves still play the same key financial role
that used to be attributed to them. Thus, in the last two decades international
capital transactions have experienced an unprecedented upswing; since then
the financing of balance of payments deficits has been less a question of the
availability of monetary reserves than a problem of the creditworthiness of the
countries in deficit. Moreover, the transition of all major countries to floating
has made the need for monetary reserves appear in a completely different light,
because there is no longer any obligation to defend fixed parities by using
monetary reserves. At the same time, the international financial markets have
become a gushing source of reserve growth, either because individual coun-
tries augment their monetary reserves by taking up credits, or because the
debts incurred by the deficit countries are reflected in increased reserves in
the surplus countries, as was the case in particular after the various oil price
hikes. These structural shifts have led to a situation in which the volume of glo-
bal monetary reserves can hardly be regarded today as a limiting factor in its
own right on the development of the world economy as a whole but, on the
contrary, mainly as the outcome of certain trends in the world economy and of
the reserve policy stance, which varies from country to country. At all events, a
global need for additional monetary reserves which would have to be met by
new allocations of special drawing rights cannot be convincingly demonstrated
at present. An attempt to substantiate such a creation of artificial liquidity by
reference to other considerations — such as an uneven distribution of re-
serves — would not be in harmony with the criteria for, and objectives behind,
creating SDRs as formulated in the IMF Agreement. Moreover, new allocations
of SDRs would be an unsuitable means of eliminating the causes of an uneven
distribution of reserves.

5. The debt problems of the developing countries

The international debt problems, the causes of which were discussed in detail
in the Report of the Deutsche Bundesbank for the Year 1983, abated somewhat
in the year under review. The decisive factor here was that the highly indebted
countries successfully continued their efforts to achieve better domestic and
external economic equilibrium. As a result of resolute adjustment efforts, sup-
ported by the recovery of economic activity in the United States and other in-
dustrial countries, the highly indebted countries — especially those in Latin
America — succeeded in notably improving their trade balances again. In con-
trast to the situation in 1983, this improvement was brought about mainly by a
marked rise in exports. This at the same time enabled the debtor countries to
start to expand their imports, which had previously been severely curbed, thus
easing the pressure on the standard of living of their population. Additional bal-
ance of payments relief was afforded by the further rescheduling of matured
credits on a considerable scale. The debt service burden of the developing
countries, as measured by their receipts from exports of goods and services,
declined again as a result, albeit only slightly; the persistent high level of this
burden, however, makes it clear that dollar interest rates remain higher than
would be desirable in the interest of the indebted countries.

In many cases, the improvement in the trade balance not only implied a reduc-
tion in foreign trade deficits; moreover, a number of countries — particularly in
Latin America — achieved trade surpluses of impressive proportions or even
managed to increase the surpluses attained in the preceding year. For in-



External debt of the developing countries *
USS$ billion
item 1980 1981 1982 1983 1984
A. Long-term 396 464 523 580 627
Public 158 177 198 221 241
Private 239 287 325 359 385
B. Short-term 93 114 132 113 104
C. Total (A plus B) 490 578 655 694 731
By foreign trade structure
Oil exporters 103 133 154 163 169
Oil importers 387 445 501 530 561
By area
Latin America 194 247 288 304 318
Middle East 42 47 52 56 60
Rest of Asia 116 135 154 168 179
Africa 54 59 66 869 72
Europe 67 72 73 75 79
Other countries 17 19 23 22 23
Memorandum items
Debt service payments 76 98 110 95 103
Interest 39 56 65 59 61
Repayment of long-term loans 37 42 45 36 42
Debt service as a percentage
of receipts from exports
of goods and services 17.9 218 252 217 215
* Excluding the major oil exporters, among which are Algeria, Indonesia, Iran, Irag, Kuwait, Libya, Nigeria,
Oman, Qatar, Saudi Arabia, United Arab Emirates and Venezuela; but including European developing countries
and eastern European members of the IMF. — Excluding debt to the IMF.
Discrepancies in the totals are due to rounding.
Source: IMF.

stance, Brazil's foreign trade surplus rose to $ 13 billion, almost twice as much
as in 1983. The trade balances of Argentina and Venezuela also moved further
into surplus. Mexico was once again among those at the top of the league in
the adjustment process, with a trade surplus of likewise $ 13 billion; this was,
however, slightly less than in the preceding year. The pressure to achieve trade
surpluses, which in some cases also led to surpluses on current account, has
sometimes been described as a transfer of resources in the wrong direction.
But in the light of the heavy debt service burden that these countries had
shouldered, there was no alternative to this once the capital inflows had slack-
ened off. Moreover, such a transfer of resources only means that the countries
which had got into a critical situation have to meet at least part of their debt
service payments by themselves through trade and current account surpluses
as long as their creditworthiness is in doubt. Besides, in the case of the princi-
pal debtor countries, the necessary transfer of resources is taking place on an
economic base that has been strengthened, at least in part, by earlier large-
scale imports of capital.

Even with a continuing improvement in their trade balances, the net demand for
credit by debtor countries is still considerable. Excluding liabilities vis-a-vis the
IMF, the long and short-term debt of the developing countries rose in 1984 by
$ 37 billion to $ 731 billion, leaving the major oil-exporting countries out of ac-
count. Net borrowing by these countries was thus not cut back again as mark-
edly as it had been in 1983, when, at $ 39 billion, it was just half as large as in
1982. However, the new debt incurred in 1984 was accompanied by the above-
mentioned considerable increase in the monetary reserves of these countries,
after their foreign assets had remained unchanged in the preceding year.

After the crisis management stage and the difficult negotiations on adjustment
programmes, the task today — in a third stage — is to achieve a long-term
consolidation of outstanding debts and thus make it easier for the debtor coun-
tries to resume growth on a durable basis. A long-term consolidation of debts

Only slight decline in

new debt

First multi-year
rescheduling
arrangements

73



74

Global solutions no
longer under
discussion

Renewed rise in
aggregate internation-
al new lending

was also recommended by the heads of state and government of the major in-
dustrial countries at the London Summit Conference in June 1984. Indeed, last
year the first rescheduling agreements relating not only to credits maturing in
the short term, as hitherto, but also to maturities several years ahead, were
concluded in principle between banks and the highly indebted countries (“mul-
ti-year rescheduling arrangements”). Such agreements were particularly desir-
able because a “bunching” of maturities in the second half of the 1980s was in
prospect and would once again have placed large balance of payments bur-
dens on the countries concerned. However, multi-year rescheduling arrange-
ments appear to be warranted only in cases where notable success in terms of
adjustment is discernible and where, moreover, there is no need to fear that fi-
nancial concessions will tempt countries to deviate from the indispensable path
of consolidating their domestic and external position. Mexico was the first ma-
jor debtor country with which foreign creditor banks agreed on a correspond-
ing lengthening of debt maturities, covering liabilities amounting to no less than
$ 48 billion. This arrangement, which was concluded in principle in August
1984, was followed last year by similar agreements in principle with Venezuela,
the Philippines and Ecuador. A common feature of these arrangements is that
they cover the maturities of the next three to five years and stretch the repay-
ment of these credits over long periods of time which extend to the end of the
century and in some cases also include grace periods. The other terms of the
rescheduled credits differ — sometimes quite sharply — from country to coun-
try, with the debtor’s creditworthiness and the progress it has made in terms of
adjustment playing the major role. Apart from their multi-year character, the
novel aspect of these arrangements is that they open up a possibility, for the
non-American creditor banks, of converting part of their claims, which were ori-
ginally denominated almost exclusively in U.S. dollars, into their respective na-
tional currency. However, the possible interest rate advantages to the debtor
countries that might result from using some European currencies or the yen
contrast with the exchange rate risks arising at the time in the future when the
credits are repaid. Of course, the extent to which use is actually made of such
conversion clauses also depends on other considerations on the part of both
the debtor and the creditor. Certain creditor banks, for example, seem to prefer
denomination in their national currency if they think this will facilitate the refi-
nancing of the claims they have rescheduled at long term.

The discussion about global solutions to the debt problem has meanwhile died
away. This applies both to proposals amounting to forming debtor cartels and
granting debt waivers and to proposals whose main objective was to transfer
bank claims to international institutions and subsidise the interest payment ob-
ligations. The successes achieved so far, which are the result of a policy
geared to solving individual problems as they arise, are obviously rated highly
by all those involved. It may be hoped all the more that this policy wiil continue
to be pursued resolutely and with perseverance in the interest of gradually
overcoming the debt problems.

6. The international financial markets

The volume of finance provided by the international financial markets in 1984
was much higher than in 1983. According to BIS estimates, after allowing for
double-counting and repayments as well as for exchange-rate-induced
changes in interbank positions not denominated in dollars, the total volume of
new short, medium and long-term lending rose by about $ 20 billion compared
with the previous year to $ 150 billion. Net international new lending thus re-
gained the level last registered in 1982, but was still much lower than in 1981. In
particular, the volume of international bond issues of all kinds — some of
which, however, hardly differ from bank credits — increased considerably last
year; even earlier, when total net international new lending was falling sharply,



the dynamism of this sector of the market was demonstrated by the fact that it
was scarcely affected by the contractionary forces.

In gross terms, the volume of new medium and long-term international bank
credits, which had shrunk considerably in 1983, declined by only $ 7 billion to
$ 60 billion. A major role was played in this process by the fact that new loans
to the non-OPEC developing countries fell by $ 5 billion to $ 20 billion. More-
over, more than half of the new credits extended to them were granted only in
connection with rescheduling arrangements; in this context, amounts totalling
$ 6.5 billion and $ 4 billion went to Brazil and Mexico, respectively. Among the
developing countries, in the main only countries in South-East Asia as well as
South Korea, India and Hong Kong were able to take up new Euro-credits with-
out being tied to such arrangements. There was also a distinct reduction in the
volume of new loans granted to OPEC countries. By contrast, the industrial
countries took up practically the same large amount of resources on the inter-
national credit markets as in the preceding year; however, a quarter of this sum
related to the refinancing of credits taken up in the past. Only the volume of
new lending to centrally planned economies rose again, for the first time for
years. This generally muted development of the international market for bank
credits further intensified the competition among banks for good customers,
and meant that the average maturity of new internationally syndicated loans
lengthened from a good 7 years to almost 8 years. At the same time, the inter-
est rate premiums on top of LIBOR which depend on the debtor’s credit stand-
ing declined on average from 1.2 percentage point to 0.9 point; excluding new
loans granted in the context of rescheduling arrangements, they went down
from 0.7 to 0.6 point.

In contrast to the subdued trend in international bank lending, the gross vol-
ume of issues on the international bond markets increased very sharply last
year. However, floating-rate notes and multi-year certificates of deposit ac-
counted for a large share of the rise of $ 34 billion to $ 112 billion, growing as
they did by $ 20 billion to $ 38 billion. As usual, by far the greater part of the
new issues was accounted for by borrowers in industrial countries. Issuers in
the United States led the field, with an issue volume which, at $ 25 billion, was
three times as high as in the preceding year. This rise owed something to the
abolition of U.S. withholding tax. Issuers in Japan and France followed, with
bond issues totalling $ 17 billion and $ 8.5 billion, respectively. At the same
time, the significance of the U.S. dollar as a currency of issue increased; its
share in the total sum of all issues rose from 57 0/ to 64 %0. The Swiss franc re-
mained the second most important currency of issue after the dollar; in com-
parison with 1983, however, there was a slight fall in the aggregate volume of
issues — calculated in dollars — to $ 13.1 billion, with the result that, in terms
of the total volume of the market, the Swiss currency declined in importance.
Calculated in Swiss francs, however, the volume of issues in Switzerland con-
tinued to grow. Much the same is true of the Deutsche Mark, which comes
third on the list of currencies of issue. The volume of Deutsche Mark bonds
issued by non-residents rose from DM 17 billion to DM 19 billion. Owing to
exchange rate changes, however, it reached only an (unchanged) equivalent of
$ 6.7 billion. As a consequence, the market share of the Deutsche Mark fell
from 9% to 6%o. In contrast, both the yen and sterling were used to a rather
greater extent for international bond issues and were able to increase their
shares of the market. In the process, the Japanese currency closely ap-
proached the position of the Deutsche Mark. There was also a further rise in
the volume of issues denominated in ECUs; but with a volume of $ 2.9 billion
and a market share of less than 3o, the ECU continued to play a comparatively
modest role on the international bond market.
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International credit and bond markets

US$ billion
Item 1980 1981 1982 1983 1984 p
A. Medium and long-term
international bank loans 1 11 810 94.6 98.2 67.2 60.3
Borrowing sectors
Public 2 50.9 54.1 64.8 479 409
Private 30.1 405 334 19.3 19.4
Borrowing countries 3
OECD countries 418 47.4 54.4 305 323
Seven major countries 23.9 27.8 31.2 15.0 18.4
Other countries 17.9 19.7 23.2 15.5 139
OPEC countries 7.0 6.0 8.0 7.2 33
Other developing countries 28.2 38.3 325 249 19.6
Centrally planned economies 4 30 15 06 1.0 3.0
Other countries § 1.0 14 2.8 36 21
Types of loans
Euro-credits B1.0 91.3 90.8 60.2 51.7
Traditional credits . 34 74 70 86

Memorandum Items
(not included in the above data)

Back-up credits 6 . 14.0 54 95 28.9
Other credits 7 . 391 - 4.0 265
B. Internationai bond issues 39.8 52.8 755 771 1115
Borrowing sectors
Public 2 255 28.2 42.0 435 54.8
Private 143 246 335 336 56.7
Borrowing countries 3
OECD countries 28.8 39.6 60.1 60.3 94.9
OPEC countries 0.2 04 0.5 04 05
Other developing countries 1.5 38 36 2.2 3.1
Other countries 04 04 0.5 09 1.2
International organisations
European 3.6 25 3.5 6.8 39
Other 53 6.0 7.3 6.6 79
Types of issues
Euro-bonds 8 204 313 50.3 50.1 81.7
Traditional foreign bonds 9 18.0 20.5 252 27.0 27.8
Special issues 10 1.4 1.0 - — 20
Issue currencies and units of ac-
count
U.S. dollar 171 329 48.2 43.9 716
Swiss franc 76 8.4 11.3 135 13.1
Deutsche Mark 8.7 27 54 6.7 6.7
Yen 21 33 39 41 6.1
Pound sterling 1.2 1.4 1.9 3.0 586
ECU - 0.2 0.8 22 29
Other 3.1 39 40 3.8 55
C. Total (A plus B) 120.8 147.5 173.7 144.3 171.8

1 Publicised loans running for more than one year granted mostly by international bank syndicates (Euro-cred-
its) or in national currency by national bank syndicates (traditional credits) and almost entirely financed on a
roll-over basis which have not necessarily been taken up yet. — 2 Including public enterprises and financial in-
stitutions and including international organisations. — 3 For the definition of the groups of countries see the ta-
ble on p. 56. Borrowing operations by foreign financing companies are included under the country of domicile
of the parent company. — 4 Including CMEA institutions. — 5 Including international organisations. — 6 Issued
by international bank syndicates for the purpose of backing up revolving issues of money market paper (Euro-
notes, commercial paper, etc.). — 7 Merger-related stand-by credits to U.S. enterprises, hardly taken up at all.
— 8 Primarily internationally syndicated issues. Including private placements and bonds with variable interest
rates. As from 1981 also including medium-term certificates of deposit with variable interest rates. — 9 Nation-
ally syndicated issues in domestic currency — 10 Direct placements and “specially targeted issues” of the Unit-
ed States. — 11 Including loan commitments of stand-by type, but excluding traditional credits. — p Pro-
visional.

Discrepancies in the totals are due to rounding.

Source: OECD.

Last year greater use was made of new financing techniques on the internation-
al financial markets, without this being reflected properly in the usual statistics.
These techniques consist of credit commitments or credit guarantees serving
only back-up purposes, while the actual financing operation is generally effect-
ed via the placing of money market paper on a roll-over basis with other banks
or other institutional investors, for which the services of specialised selling syn-
dicates are enlisted. According to OECD estimates, the total volume of new fa-




cilities of this nature rose in 1984 by $ 19 billion to $ 29 billion. Facilities which,
depending on the particular nature of the contract in question, have become
known under differing names, such as “note issuance facilities” (NIFs), “revolv-
ing underwriting facilities” (RUFs) or “multi-option funding facilities”, account-
ed for the largest part of this total; in all, they rose in volume by $ 14 billion to
$ 18 billion. To this extent, the actual development of the market is understated
if only “classical” internationally syndicated loans and the international bond
markets are taken into account. The reasons for the development of new fi-
nancing techniques are to be seen in the banks' endeavours to take part in in-
ternational lending transactions without involving their capital in the process
and also in their desire for greater flexibility. The shocks caused by the debt
crisis and the gradual raising in many countries of the capital adequacy require-
ments for banks are making themselves felt in this respect.

However, the problems associated with such novel financing techniques
should not be underestimated. Such facilities — together with other new tech-
niques such as currency and interest rate swaps, and option and futures con-
tracts — tend to further obscure the already blurred dividing line between short
and long-term financing, between credits and bonds, as well as between differ-
ent credit currencies, and place considerable interest rate burdens on the bor-
rower. For banks, the particular dangers reside in the fact that they have to fuffil
their credit commitments or credit guarantees when the capital markets are
less willing to provide funds. If this decreasing receptiveness were due to a de-
terioration in the creditworthiness of their customers, the banks would be
bound to be affected. Moreover, the refinancing capacity of the banks would
suffer if the receptiveness of the markets were to decline generally. Since
these new facilities are only partly reflected in banks' balance sheets and are
otherwise recorded to only an insufficient degree, the transparency of the mar-
ket is significantly impaired. The successful efforts to improve information on
international lending activities by banks as well as on the foreign debts of all
countries should therefore be extended to include these new financing tech-
niques as well.

7. Financial assistance granted by the IMF and the international develop-
ment banks

Lending by the International Monetary Fund, which had grown strongly in 1983,
declined again last year. It fell by over 400/ from the preceding year's record
level of SDR 12.6 billion to SDR 7.3 billion ($ 7.5 billion). At the same time, loan
repayments rose again after having already increased in 1983. As a result of
these developments, net new lending by the Fund declined from SDR 10.6 bil-
lion to SDR 5 billion, although this still constituted the third highest volume of
lending in the history of the Fund. In the process, the volume of IMF loans out-
standing went up to about SDR 35 billion. The slower rate of growth of lending
by the Fund is chiefly due to the fact that the general improvement in the bal-
ance of payments position of the developing countries led to a decrease in the
need for IMF adjustment assistance. Moreover, far less use was made of the
Compensatory Financing Facility, seeing that the export receipts of many coun-
tries improved again. Of course, the significance of the IMF’s assistance does
not lie solely in its volume. An important role continues to be played, in particu-
lar, by assistance granted within the Fund’s credit tranches and under the Ex-
tended Fund Facility — assistance that is coupled with economic policy condi-
tions and is designed to keep access to private sources of finance open on an
appropriate scale for countries experiencing difficulties.

The “Policy of Enlarged Access to Fund Resources”, which allows countries in
a weak balance of payments position, under certain conditions, to exceed the
ceilings for drawings in the Fund’s credit tranches as well as in the Extended
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Purchases and repurchases under IMF credit facilities

SDR billion

Item 1980 1981 1982 1983 1984

Credit tranches 1.8 34 25 49 3.1
Extended Fund Facility 0.6 2.1 21 46 33
Compensatory Financing Facility 1.0 1.2 26 28 038
Buffer Stock Facility — — 01 03 0.0
Total purchases 34 6.8 74 12.6 7.3
Total repurchases 32 21 1.6 20 23
Net purchases 0.2 47 58 10.6 50

Discrepancies in the totals are due to rounding.
Source: IMF.

Explanatory notes on the IMF credit facilities and the conditions attached
to them

Credit Tranches

Fund members may obtain balance of payments assistance in four credit tranches, each of 2500 of the mem-
ber's quota. Use of Fund resources in the first credit tranche requires the country to demonstrate reasonable
efforts to overcome its balance of payments difficulties. Use of Fund resources in the upper credit tranchas re-
quires a country to adopt policies that give substantial assurance that the country’s balance of payments prob-
lems will be resolved. Such use is almost always made under stand-by arrangements that include performance
criteria and drawings in instaiments.

Extended Fund Facility

As an alternative to the use of Fund resources in the upper credit tranches, a country can apply under this facili-
ty for medium-term financial assistance to overcome serious external or domestic structural maladjustments.
Purchases under the facility may not exceed 1400 of the member's quota. The country must present a com-
prehensive programme that includes a detailed statement of the policies and measures that it will foliow during
the period of the extended arrangement. The programme envisaged must be likely to reduce the balance of
payments disequilibrium to sustainable proportions in the medium term. Extended arrangements (like stand-by
arrangements) include performance criteria and drawings in instalments.

Enlarged Access

Under the policy of enlarged access to Fund resources, which is effective — for the time being — until the end
of 1985, the Fund may provide, in conjunction with the use of its ordinary resources, supplementary financing
that substantially exceeds the regular limits under the credit tranches and under the extended Fund facility.
Present guidelines specify annual access limits of 9500 to 1150/ of quota or of 28000 to 34500 over a three-
year period: at the same time, a cumulative limit of 408 % to 450%o of quota applies on the net use of Fund re-
sources. These limits may be exceeded in exceptional circumstances. The enlarged access policy is used only
in support of economic programmes under stand-by arrangements or under extended arrangements. The
amount available to a country under the policy of enlarged access depends on the size and the urgency of its
baiance of payments needs and the strength of the country’s adjustment efforts. The Fund obtains its resour-
ces for such supplementary financing by borrowing from financially strong countries on market-related terms.
The cost of borrowing by the Fund is passed on to the debtor countries.

Compensatory Financing Facllity

Under this facility countries — particularly primary commodity exporting countries — encountering payments
difficulties caused by temporary shortfalls in export proceeds or by a temporary excess in the cost of their ce-
real imports may draw on the Fund up to 10590 of their quota, provided that the reasons for the export shortfall
or the import excess are largely beyond the country's control.

Buffer Stock Facility

Member countries can make drawings under the buffer stock facility to finance their contributions to an interna-
tional buffer stock accepted as suitable by the Fund.

Fund Facility, is to be continued for the time being. Although these easier
drawing conditions granted since 1981 were originally designed only to in-
crease the scope for drawings on the Fund in anticipation of the increase in
Fund quotas that came into force at the end of 1983, it was possible to make
use of them also in 1984, albeit to a limited extent. The IMF Interim Committee
decided in the autumn to keep the “Enlarged Access” policy in effect, with
slightly reduced drawing facilities, initially for a further year until the end of
1985. Thus, it remained possible to come to the aid of countries still encounter-
ing considerable balance of payments problems with appropriate kinds of as-
sistance. In order to be able to procure the additional financial resources re-
quired under its “"Enlarged Access” policy, the Fund has various credit lines
with member countries in a strong financial position as well as with the BIS, as
explained in detail in the Bundebank’s Report for the Year 1983.

In contrast to the balance of payments loans granted by the IMF, the new long-
term financial assistance extended by the international development banks has
continued to rise even in recent times. In the 1983-84 financial year the World
Bank group increased its loan commitments by $ 0.9 billion to $ 16.2 billion. In
addition, the Inter-American Development Bank and the Development Banks



for Africa and Asia stepped up the volume of their new loans by $ 0.7 billion to
$ 6.6 billion in the calendar year 1984, if account is also taken of the develop-
ment funds affiliated to these Banks. In the case of the World Bank, besides its
classical project-financing activities, its so-called structural and sectoral adjust-
ment loans increased further in importance. in the light of the deep-seated diffi-
culties faced by the developing countries, these loans are designed to help the
developing nations to facilitate changes in the thrust of their economic policies
and, in the process, to create the preconditions for reducing their excessive
current account deficits on a durable basis. Moreover, without a broadly-based
rehabilitation of their economies the conditions for traditional project-financing
operations to be successful are frequently lacking. Even if adjustment loans are
granted without being tied to economic policy conditions, as is customary in
the case of the IMF, they are disbursed in such a way that a critical review of
the economic policies of the borrowers is ensured. Apart from this, discus-
sions are currently being held between the World Bank and the IMF as to how
both institutions can coordinate their policies even better within the framework
of their differing tasks, with a view to fostering the adjustment process in the
developing countries.

The international development banks once again had great recourse to world fi-
nancial markets. In the financial year 1983-84 gross borrowing by the World
Bank rose by $ 1 billion to $ 11.3 billion, while the regional development banks
increased their new borrowing by $ 0.9 billion to $ 3.4 billion in the calendar
year 1984. However, the World Bank’s additional funds only constituted short-
term resources. By issuing short-term notes — the World Bank had been au-
thorised to do so for the first time in the preceding year — an additional
amount of $ 500 million was raised. Moreover, the World Bank took up short-
term loans under the facility newly introduced in the financial year 1983-84 for
taking up dollar loans from central banks and other public agencies, whereby
the prescribed ceiling of $ 750 million was immediately reached. This further
strengthened the tendency of the World Bank to refinance its activities to an in-
creasing degree with short-term funds. To ensure that no problems arise from
this, the Bank should not move too far away in future from a balance between
the average maturity of its loans and that of the resources which it borrows.

Increase in the World
Bank’s resources
through short-term
financing instruments
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1. Legal basis, classification and valuation

The legal basis for the annual accounts of the Bank is provided by section 26 of
the Deutsche Bundesbank Act (Gesetz (iber die Deutsche Bundesbank) of Ju-
ly 26, 1957 (Federal Law Gazette |, page 745); the provisions of that section re-
garding the accounting system and the annual accounts remained unchanged
during the year under review.

The classification of the balance sheet and the profit and loss account re-
mained unchanged as against the preceding year.

The provisions of the Companies Act (Aktiengesetz) were applied mutatis mu-
tandis in the valuation (section 26 of the Bundesbank Act).

Comparison of balance sheet figures

DM million
December 31 December 31
Assets 1983 1984 Liabilities 1983 1984
Gold 13,687.5 | 13,687.5 | Banknotes in circulation 96,073.0 | 100,636.0
Reserve position in the Deposits of banks 52,702.0 | 54,254.3
ergr::;g:rhﬁa?:;agg:?snd Deposits of public authorities
Drawing rights within the Federal Government 1,5616.8 4141
reserve tranche 77050 | 9,1736| Equalisation of Burdens
Loans under special Fund and ERP Special Fund 19.1 7.4
borrowing arrangements 25037 | 26325| Lénder Governments 592.2 511.0
Special drawing rights 4,394.1 4,288.1 Other public depositors 319 494
Claims on the European Deposits of other domestic
Monetary Cooperation depositors
Fund in connection with the Federal Railways 10.4 86
European Monetary System Federal Post Office 25618| 20827
ECU balances resulting from Other depositors 599.6 7209
the provisional contribution — L
of gold and dollar reserves 1 | 12,496.1| 12,539.6 h:z%'ill';‘;z:;'sa':g Ifirourirc]:ﬁ
ECU balances resulting from paper sold quidity 6.296.0 6.513.7
transfers from other central Liabilities arising from B U
Ba?::cl:(:s with foreign banks 2.948.3 18017 external transactions 9,780.5| 11,4392
and money market g Counterpart of special
investments abroad 37,794 1 37,475.4 drawmg I'IghtS allocated 3,452.7 3,736.0
Foreign notes and coins 247 24.7 | Provisions 61922 87392
External loans and other Other liabilities 159.9 1839
external assets Deferred.expenses and
Loans to the World Bank 24557 | 2,485.7 | accruedincome 3%08) 3669
Foreign bills of exchange 9,448.4 | 14,8149 | Capital 290.0 290.0
Domestic bills of exchange 46,586.5 | 47,767.6 | Reserves 47187 50936
Securities bought in open Unappropriated profit 11,7705 13,202.0
market transactions under
repurchase agreements 16,168.4 | 25,735.6
Lombard loans 13,294.8 7,967.5
Cash advances 901.5 2,440.4
Equalisation claims on the
Federal Government and
non-interest-bearing debt
certificate in respect of Berlin 8,683.6 8,683.6
Securities 7,797.3 4,340.2
German coins 1,0136 987.4
Balances on postal giro
accounts 2385 148.0
Land and buildings 1,386.7 1,567.1
Furniture and equipment 119.2 129.4
Items in course of settlement 3,487.1 5,588.8
Other assets 3977.0 39624
Prepaid expenses and
deferred income 36.3 37.2
Balance sheet total 197,148.1 | 208,248.9 | Balance sheet total 197,148.1 | 208,248.9
Contingent claims 0.1 0.0 | Contingent liabilities 0.1 0.0

1 After deduction of the difference between the ECU value and the book value of the reserves contributed.




2. Annual accounts

The annual accounts for 1984 are attached to this Report as an Appendix; as
usual, the notes on them are in the same order as the items in the balance
sheet and profit and loss account. At the same time a report is rendered on the
Bank’s activities during 1984.

Balance sheet

The balance sheet total at December 31, 1984 was DM 208,248.9 million, as
against DM 197,148.1 million at end-1983.

Assets

The gold holding at December 31, 1984, amounting to 95 million ounces of fine
gold (excluding the gold reserves provisionally contributed to the European
Monetary Cooperation Fund), is shown at the same figure as at end-1983, viz.
DM 13,687.5 million.

As at December 31, 1984 the drawing rights within the reserve tranche in the
IMF amounted to DM 9,173.6 million (= SDR 2,973.0 million) against DM
7,705.0 million (= SDR 2,701.9 million) at end-1983. Increases due to other
members’ Deutsche Mark drawings and transactions of similar effect equiva-
lent to SDR 455.3 million were accompanied by decreases equivalent to SDR
184.3 million due to other members’ Deutsche Mark repayments and transac-
tions of similar effect. The level of drawing rights within the reserve tranche
represents the difference between the German quota of SDR 5,403.7 million
and the Deutsche Mark balances equivalent to SDR 2,430.7 million at the dis-
posal of the IMF at the end of the year.

Loans under special borrowing arrangements amounted to DM 2,632.5 million
at December 31, 1984 against DM 2,503.7 million at end-1983. The loans out-
standing at the end of 1984 comprise exclusively claims of SDR 853.1 million on
the IMF arising from the financing of other members’ drawings under the Sup-
plementary Financing Facility.

The amount of special drawing rights (SDRs) held at December 31, 1984 is
shown at DM 4,288.1 million (= SDR 1,389.7 million) against DM 4,394.1 million
(= SDR 1,540.9 million) at end-1983. It is composed of SDR 1,210.8 million of
SDRs allocated, the counterpart of which is shown on the liabilities side, and
SDR 178.9 million of SDRs purchased. in the year under review the Bank re-
ceived SDR 308.6 million through designations, SDR 4.1 million through repay-
ments and SDR 271.6 million through interest payments and remunerations.
The Bank sold a total of SDR 735.5 million in freely agreed transactions in the
year under review.

This item comprises the Bank’s ECU balances and the claims arising from re-
course to the very short-term financing arrangement by other central banks.
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These ECU balances, amounting to DM 40,205.9 million, arose from the provi-
sional contribution of 200/ of the Bank’s gold and dollar reserves to the Euro-
pean Monetary Cooperation Fund (EMCF) in the form of three-month swaps.

The gold and dollar reserves provisionally contributed to the European Mone-
tary Cooperation Fund in connection with the European Monetary System
(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 27,666.3 million is deducted in this sub-item.

This sub-item comprises the reserve ECUs amounting to DM 1,801.7 million
(end-1983: DM 2,948.3 million) transferred to the Bank by other central banks
participating in the EMS.

At end-1984 no other ECU claims arising from loans under the very short-term
financing arrangement were outstanding.

The balances with foreign banks and money market investments abroad, the
vast bulk of which are denominated in U.S. dollars and bear interest, amounted
to DM 37.475.4 million at end-1984 against DM 37,794.1 million at December 31,
1983.

Owing to larger dollar sales on the foreign exchange market, the Bank's turn-
over in foreign exchange spot deals (foreign currency against Deutsche Mark)
rose slightly to DM 45,555.1 million against DM 44,284.5 million in 1983. The
number of deals fell from 7,593 in 1983 to 6,966. The deals consisted of

1983 1984

Number DM million Number DM million

Purchases 2,786 12,4452 2,147 9,446.7
Sales 4,807 31,839.3 4,819 36,108.4
7,593 44 284.5 6,966 45,555.1.

The volume of cross deals (foreign currency against foreign currency) almost
doubled in the year under review compared with 1983, although the number of
deals declined somewhat (343 deals equivalent to DM 7,306.6 million against
390 deals equivalent to DM 3,759.2 million in 1983). By contrast, the number of
SDR/U.S. dollar and SDR/Deutsche Mark deals fell markedly to 70 (equivalent
to DM 2,813.9 million as against 138 equivalent to DM 4,283.1 million in 1983). In
addition, 195 U.S. dollar inter-centre switch transactions totalling US$ 28.7 mil-
lion were concluded against 148 transactions amounting to US$ 29.5 million in
the preceding year.

124 forward (*outright”) sales of U.S. dollars totalling US$ 1,106.4 million were
effected, compared with 49 U.S. dollar sales totalling US$ 600 million in the pre-
vious year.

To regulate the money market, 27 U.S. dollar swaps totalling DM 3,318.2 million
were conducted with domestic banks to increase liquidity during the year un-
der review, against 63 U.S. dollar swaps amounting to DM 12,967.1 million and



43 foreign exchange transactions under repurchase agreements totalling DM
10,471.8 million to reduce liquidity in 1983.

The Bank executed the following payment orders in the context of external pay-
ments:

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 SW.LFT.1
1983 437,084 1,988,267 2,425,351 2,161,779 168,565
1984 426,074 2,116,182 2,542,258 2,270,475 174,195
Incoming external payment orders
of which
Payments received via SW.L.F.T.
1983 14,294 201,719 216,013 182,935
1984 14,977 210,584 225,561 203,477

1 SW.LF.T. (= Society for Worldwide Interbank Financial Telecommunication) is a Belgian society which trans-
mits external payments messages by means of data telecommunication. The Bank is a member of the society

and has been using the services provided by S.W.I.F.T. since the middle of 1978.

During 1984 17,001 (1983: 14,679) foreign cheques payable to order totalling
DM 470.2 million (1983: DM 726.1 million) were sold. In addition, the Bank sold
27,742 traveller’'s cheques amounting to DM 3.3 million against 24,658 travel-
ler’'s cheques totalling DM 2.9 million in the preceding year.

The number and amount of cheques received under the simplified collection
procedure for foreign cheques developed along divergent lines for a while in
1984. A decrease in the number was accompanied by an increase in the
amount. Details are given in Appendix 3 of the German original of this Report.

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

1983 1984

Number Number

Bills, cheques, etc. 41,795 39,836
Foreign notes and coins 5,439 5,711
47,234 45,547.

The amount of foreign notes and coins shown at end-1984, at DM 24.7 million,
is the same as at end-1983. During the year under review, the Bank effected
22,585 purchases (1983; 21,320) and 41,090 sales (1983: 41,171) of foreign
notes and coins.

As in the preceding year, only loans to the World Bank are shown in this item.
Loans under the EEC medium-term monetary assistance arrangement and
other loans to foreign monetary authorities were not granted in the year under
review.
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As in the preceding years, the loans to the World Bank were mainly granted
against borrowers’ notes denominated in Deutsche Mark.

At the end of 1984 the portfolio of foreign bills accumulated through purchases
in Germany amounted to DM 14,814.9 million, compared with DM 9,448.4 million
at December 31, 1983. The share of Deutsche Mark bills in the total value of the
foreign bills purchased in 1984 averaged about 9000 (1983: about 87 %/0).

Purchases of foreign bills of exchange in the Land Central Bank areas
1983 1984

Land Central Bank Number DM million Number DM million
Baden-Wirttemberg 40,772 4,2346 45,379 6,080.8
Bavaria 23,096 4,493.6 28,162 6,506.7
Berlin 1,581 2,545.6 1,903 3,199.6
Bremen 2,702 519.7 2,413 640.6
Hamburg 13,067 49105 13,534 6,560.8
Hesse 23,690 12,674.7 26,860 14,802.9
Lower Saxony 4534 895.3 6,384 1,553.9
North Rhine-Westphalia 38,302 10,0071 40,530 12,732.5
Rhineland-Palatinate 7.288 1,028.1 9,132 1,619.0
Saarland 2,886 808.7 3,132 903.7
Schleswig-Holstein 1,642 606.3 2,558 939.2
Total 159,560 42,724.2 179,987 55,439.7

At the end of 1984 the Bank’s portfolio of domestic bills amounted to DM
47,767 .6 million against DM 46,586.5 million at the end of 1983. The Bank’s av-
erage portfolio of domestic bills on all return days, at DM 48,367 million, was al-
so higher than in the preceding year (DM 46,308 million).

The domestic bill portfolio comprised Dec. 31,1983 Dec. 31,1984

DM million DM million

Domestic bills discounted 42,826.1 44,095.6
Prime bankers’ acceptances

acquired in the course of open market operations 3,760.4 3,672.0

46,586.5 47,767.6.




Purchases of domestic bills of exchange in the Land Central Bank areas
1983 1984

Land Central Bank Thousands DM million Thousands DM million
Baden-Wirttemberg 627 27,911.2 639 30,820.1
Bavaria 385 26,952.1 401 28,876.3
Berlin 24 5,009.5 23 4,794.5
Bremen 45 3,906.2 40 3,4131
Hamburg - 114 14,7156 120 15,061.7
Hesse 344 41,030.3 335 40,189.8
Lower Saxony 178 13,719.6 183 14,677.7
North Rhine-Westphalia 612 48,454.7 609 51,038.1
Rhineland-Palatinate 104 6,368.3 109 6,824.8
Saarland 27 2,580.0 29 2,709.9
Schleswig-Holstein 41 35716 42 36265
Total 2,501 194,219.1 2,530 202,032.5

The average value of the bilis purchased in the year under review was
DM 79,900 compared with DM 77,700 in the preceding year.

Of the bills purchased, the following were returned and charged, in the ab-
sence of payment, to the parties presenting them for rediscounting:

1983 1984

Number DM million Number DM million

13,904 232.5 13,226 168.3

as 0/ of the total purchased 0.56 0.12 0.52 0.08.

During the year under review the Bank's discount rate for domestic and foreign
bills was 490 until June 28 and 4'/20/0 as from June 29.

The amount of prime bankers’ acceptances which the Bank is prepared to pur-
chase in the course of its open market operations, at DM 4 billion, remained
unchanged during the year under review. Throughout the year the Bank’s buy-
ing rate for prime bankers’ acceptances was 0.5 percentage point below the
discount rate. During the year the Bank’s purchases through the Privatdiskont-
Aktiengesellschaft came to DM 19,171.9 million, thus distinctly exceeding the
previous year’s level (DM 17,290.1 million). There were no resales to the market
via the broker in 1984.

The amount of prime bankers’ acceptances that remained in the Bank's portfo-
lio until payment on maturity, at DM 17,063.7 million, was larger than in the pre-
vious year (DM 16,334.2 million). At December 31, 1984 the Bank held prime
bankers' acceptances stemming from open market operations totalling DM
3,672.0 million (end-1983: DM 3,760.4 million).

The Bank conducted no open market transactions under repurchase agree-
ments in bills during the year under review.

To provide liquidity for a limited period, during the year under review the Bank
offered the banks, by tender, open market transactions under repurchase
agreements in securities on a larger scale than in earlier years. In these trans-
actions the Bank bought bonds eligible as collateral for lombard loans on con-
dition that the sellers repurchased them forward. The repurchase periods var-
ied between 27 and 42 days, and the interest rates between 5.4% and 5.8 %.
At the end of the year the Bank held DM 25,735.6 million of securities deriving
from such transactions.
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Lombard loans At the end of 1984 the Bank’s outstanding lombard loans to banks amounted to
DM 7,967.5 million against DM 13,294.8 million at end-1983. The average level of
such loans on all return days of the year under review was DM 6,451 million
compared with DM 5,779 million in the previous year. The outstanding amount
of such loans was subject to marked fluctuations, as in preceding years, and
was largest on September 27, 1984, at DM 20,045 million.

Lombard rate  Throughout the year under review the lombard rate was 5'/20/.

Cash advances Section 20 (1) 1 of the 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 Egualisation 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.

As well as cash advances, Treasury bills which the Bank holds in its portfolio or
has undertaken to purchase are to be counted against these credit ceilings.

Federal Government, [ qh advances outstanding
Equalisation
of Burdens Fund, DM million
Lander Govern-
Borrower December 31, 1983 December 31, 1984
ments Federal Government - 1,773.4
Lénder Governments
Bremen 54.1 497
Hamburg 130.0 -
Hesse 150.0 139
North Rhine-Westphalia 438.6 506.0
Saarland 420 97
Schleswig-Holstein 86.8 87.7
Total 9015 24404

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

Federal Railways, No cash advances to the Federal Railways or Federal Post Office were out-
Federal Post Office  standing at December 31, 1984; such advances, together with claims arising
from the purchase of Treasury bills and Treasury discount paper, are to be
shown in the item “Loans to the Federal Railways and Federal Post Office” on

the assets side of the Bank’s balance sheet.

Throughout the year the rate of interest on cash advances was identical with
the Bank’s discount rate.

Treasury bills and In the issuing of Treasury discount paper in 1984 the Bank again acted as the
Treasury discount selling agent for the Federal Government. This paper, which serves financing
paper purposes, is distinct from the mobilisation and liquidity paper issued pursuant
to sections 42 and 42 (a) of the Bundesbank Act, which is reported on below.
No Treasury bills serving financing purposes were issued during the year under

review.



To meet the credit requirements of the Federal Government, Treasury discount
paper amounting to DM 3,461.0 million (1983: DM 8,167.8 million) was issued.
The sharp fall in the sales of these securities particularly affected Treasury dis-
count paper type “BN”, which is not returnable before maturity; of this paper,
DM 717.7 million (1983: DM 5,441.8 million) was placed with domestic banks.
The total issue figure included DM 1,903.3 million (1983: DM 2,476.0 million) of
Treasury “financing” paper of the Federal Government. The residual DM 840
million, consisting of paper returnable prior to maturity (type “B"), was pur-
chased by an institutional investor.

After the redemption of DM 9,036.5 million (1983: DM 10,217.0 million) of ma-
tured Treasury discount paper (including Treasury financing paper), the amount
of Treasury discount paper types “B" and “BN” outstanding at December 31,
1984 was DM 10,605.3 million (end-1983: DM 16,180.8 million). Of this total,
much as in the preceding year, DM 1,090.0 million was repurchasable by the
Bank (type “B”).

As regards the Treasury discount paper of the Federal Railways (types “Ba”
and “BaN"), changes during the year under review were confined to the re-
demption of DM 100 million (type “BaN"); hence at December 31, 1984 there
was only (returnable) Treasury discount paper of the Federal Railways (type
“Ba”) to the amount of DM 131 million outstanding (end-1983: DM 231 million).

The amount of Treasury discount paper of the Federal Post Office (type “PN")
outstanding at end-1983, at DM 524.9 million, was repaid in full and not re-
newed in the year under review.

The total amount of money market paper issued for the account of the Federal
Government and its Special Funds and outstanding at December 31, 1984 was
DM 10,736.3 million (end-1983: DM 16,936.7 million).

Money market paper issued for the account of the Federal Government
and its Special Funds
DM million
1984
Outstanding at Outstanding at

Type of paper Dec. 31, 1983 | Issued Redeemed Dec. 31, 1984
Treasury discount paper of the
Federal Republic of Germany type “B™ 1
and type “BN" 2 16,180.8 3,461.0 9,036.5 10,605.3

of which Treasury financing paper (4,022.5) (1,903.3) (2,570.1) (3,365.7)
Treasury discount paper of the
Federal Railways types “Ba” and “BaN" 2 2310 - 100.0 131.0
Treasury discount paper of the
Federat Post Office type “PN" 2 524.9 — 524.9 -
Total 16,936.7 3,461.0 9,661.4 10,736.3
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 may not be returned before maturity.

At end-1984, 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-inter-
est-bearing debt certificate in respect of Berlin remained unchanged during the
year under review.
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No loans to the Federal Railways or Federal Post Office were outstanding at
December 31, 1984, 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 — fell by DM 3,457.1 million to DM 4,340.2 million owing to redemptions
on account of maturities and sales to the market (end-1983: DM 7,797.3 mil-
lion).

In 1984 12 bond issues totalling DM 19,750 million (1983: 13 bond issues
amounting to DM 17,900 million) were launched through the Federal Bond Con-
sortium, which is under the direction of the Bank. Of these bonds, an amount
of DM 4,650 million was reserved for the issuers’ own institutions and for price
regulation purposes.

At the end of 1984 the outstanding amount of bonds of the Federal Republic of
Germany was DM 77,102.6 million (end-1983: DM 66,047.1 million), that of the
Federal Railways was DM 15,888.7 million (end-1983: DM 15,745.3 million) and
that of the Federal Post Office DM 12,686.4 million (end-1983: DM 10,708.3 mil-
lion).

Bond issues of the Federal Republic of Germany,
the Federal Railways and the Federal Post Office in 1984

Amount issued
(DM million) Terms
of which Nominal
Sold through | interest Issue Start
Federal Bond | rate Maturity | price Yield of
Issuer Total Consortium (%) (years) | (%) (%) sales
Federal Republic of Germany 2,000 1,500 8.25 10 99.50 8.33] Jan. 2
Federal Republic of Germany 2,000 1,600 8.25 10| 100 8.25( Feb. 2
Federal Post Office 1,000 800 8.25 10| 100.50 8.17 | Feb. 15
Federal Republic of Germany 2,000 1,500 8 10| 100 8.00 | Mar. 1
Federal Railways 875 700 8.25 10| 100.25 8.21| May15
Federal Republic of Germany 2,000 1,500 8.25 10| 100.25 8.21 | June 6
Federal Republic of Germany 2,000 1,500 8.25 10| 100.25 821 July 4
Federal Republic of Germany 2,000 1,500 8.25 10| 100.25 8.21 | Aug. 1
Federal Post Office 1,000 800 8 10| 100.75 789 | Sep. 3
Federal Republic of Germany 2,000 1,500 7.50 10| 100 750 | Oct. 9
Federal Railways 875 700 7.25 10 99.75 729 | Oct. 25
Federal Republic of Germany 2,000 1,500 7 10 99.75 704 | Dec. 5

With the assistance of the Bank (selling operations via banks and own sales),
DM 6,014.3 million (gross) of Federal savings bonds were placed with private
purchasers during the year under review (1983: DM 3,815,6 million).

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




Gross sales, interest rates and yields of Federal savings bonds in 1984
Interest rate (l) in, and yield (Y) after,
Gross sales (DM million) ... year after issue (%% p.a.)
Federal | Federal
savings | savings
Sales bonds bonds
period type A type B
Issue 1984 Total 1 2 1st 2nd  |3rd 4th 5th 6th 7th
1984/ Jan.2— 1,237.7 2497 l 550 7.50|( 800| 825| 825 9.50
1+2 Mar. 8 : Y | 550 647]| 6.94( 7.24( 741| 769
788.0 | 550 7.50| 800| 825| 825| 9.50| 9.50
~]1 Y| 550| 650 699 731 749| 7.83| 806
1984/ Mar. 9— 1444 63.1 | 550| 7.00| 7.50( 7.75( 8.00| S.00
3+4 Mar. 26 : Y | 550| 623| 662| 688 7.07| 7.34
813 | 550 7.00| 750| 7.75| B.00| 9.00| 9.00
1Y | 550 625 666 693 7.15| 745 767
1984/ Mar. 27 — 2,338.8 979.5 | 550 7.50| 800| 825| B850| 9.00
5+6 Sep. 3 : Y | 550| 647| 6.94| 7.24| 745| 7.66
13593 | 550 7.50| 800| 825| 850| 9.00| 9.00
WYY | 550 650 699 7.31| 754 7.79| 7.96
1984/ Sep. 4— 713.6 3387 | 550 750| 7.75| 8.00| B25| 850
7+8 Oct. 8 ’ Y | 550| 647| 687 712 7.31| 7.48
3749 | 5.50f 750 7.75| 800| 825| 850{ 8.50
Y1 Y | 550f 6.50| 691 7.18| 7.40]| 758 7.71
1984/ Oct. 9— 1,258.0 587.5 | 500f 7.00( 7.25{ 7.75( 800| 8.0
9+10 Dec 5 i Y | 500{ 597| 6.37| 668 691 7.13
670.5 | 500f 7.00( 7.25{ 7.75| 800| 8.50| 8.50
~1 Y| 500/ 600 641 6.74| 699 7.24( 7.42
1985/ Dec.6—* 321.8 1403 | 5.00f 650 7.00| 7.25| 7.50| 8.00
1+2 X Y | 500| 573| 6.13| 638 658 677
1815 | 500( 6.50( 7.00| 7.25| 7.50{ 8.00| 8.00
~| Y| 500| 575| 6.16| 6.43| 665/ 687 7.03
Jan. 2—
Total Dec.31* | 6,014.3 2,558.8 | 3,455.5
1 With annual payment of interest. — 2 With accrual of interest. — * Sales not completed on December 31,
1984

During 1984 DM 337.2 million (1983: DM 97.7 million) of Federal savings bonds
from earlier tranches were returned to the issuer before maturity, and a further
DM 553.0 million were redeemed on maturity. The amount of Federal savings
bonds outstanding rose from DM 16,000.4 million (end-1983) to DM 21,1245
million at December 31, 1984.

With the assistance of the Bank (selling operations via banks and own sales),
DM 13,289.3 million of newly-issued five-year special Federal bonds were sold
(1983: DM 12,101.9 million). In addition, an amount of DM 1,766.5 million was
reserved for market regulation purposes after the completion of the issue of
the current series.

During the year under review the terms of special Federal bonds were brought
into line with market conditions on 20 occasions.

Issue of five-year
special Federal bonds
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Issue of medium-term
notes

Sales and terms of issue of five-year special Federal bonds in 1984

Terms (%) Amount issued (DM million)
Date of
Sales admis-
sion to
Nomi- Price stock
nal in- per regula- ex-
Designation Start of | terest Issue issue tion change
Series sales rate price Yield price Total share Total dealing
S. 45 of 1984 (1989) | Jan. 2 8.00 | 100.00 8.00| 2,6044
Feb. 6 100.80 7.80 361.7
Feb. 20 101.20 7.70 453.0 | 3,419.1 380.9 3,800 | Mar. 15
S. 46 of 1984 (1989) | Mar. 6 7.50| 100.00 7.50 1815
Mar. 23 99.20 7.70 309 2124 87.6 300 | Apr. 5
S. 47 of 1984 (1989) | Mar. 27 7.75 99.80 7.80 990.0
Apr. 17 100.40 7.65 128.6
May 4 99.80 7.80 247.2
May 21 99.40 7.90 908.9 | 2,274.7 125.3 2,400 | July 16
S. 48 of 1984 (1989) |July 5 7.75 99.40 7.90| 1,380.2
Aug. 13 99.80 7.80 39.7
Aug. 14 100.20 7.70| 1,465.1
Sep. 4 100.80 7.55 7044 | 35894 3106 3,900 | Sep. 25
S. 49 of 1984 (1989) | Sep. 14 7.50{ 100.40 7.40 130.7
Sep. 18 100.80 730 1,6065| 1,737.2 262.8 2,000 | Oct. 18
S. 50 of 1984 (1989) | Oct. 9 7.25( 10040 7.15 27.2
Oct. 10 100.80 7.05 544.4 5716 228.4 800 [Nov. 5
5. 51 of 1984 (1989) | Oct. 23 7.00! 100.50 6.88 20.1
Oct. 31 99.80 7.05 503.7
Nov. 6 100.40 6.90 755.3 | 12791 3709 1,650 | Dec. 17
S. 52 of 1984 (1989) | 1Dec. 6 6.75 99.70 6.82 205.8 2058 |1 — |1 — | Feb. 26,
1985

1 Sales not completed on December 31, 1984,

In the year under review series 1 of the special Federal bond issue to the
amount of DM 1,100 million was redeemed upon maturity. The outstanding
amount of five-year special Federal bonds at end-1984 was DM 62,328.0 million
(end-1983: DM 48,403.8 million).

Through the agency of the Bank, DM 3,482.5 million of Treasury bonds (medi-
um-term notes) of the Federal Republic of Germany, the Federal Railways and
the Federal Post Office were sold in five issues by four tenders in 1984 (1983:
DM 4,511.8 million by four tenders).

Treasury bonds (medium-term notes) of the Federal Republic of Germany,
the Federal Railways and the Federal Post Office sold by tender in 1984
Nominal

Amount sold | interest Maturity Selling Yield on Month
Issuer {DM million}) rate (%) (years) price (%) issue (%) of sale
Federal
Railways 489.1 7.75 4 99.20 7.99 January
Federal
Republic
of Germany 1,159.3 7.50 4 99.40 768 March
Federal
Post
Office 357.5 7 99.20 7.31 May
Federal
Post
Office 389.0 7.50 99.20 774 May
Federal
Republic
of Germany 1,087.6 6.50 99.30 6.71 November




At the end of 1984 the outstanding amount of medium-term notes of the Feder-
al Republic of Germany was DM 12,924.4 million (end-1983: DM 13,053.5 mil-
lion), that of the Federal Railways DM 1,394.1 million (end-1983: DM 1,543.4 mil-
lion) and that of the Federal Post Office DM 1,903.7 million (end-1983: DM
2,100.9 million).

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 bonds series 44 to 51, to
official dealing on all German stock exchanges; it also introduced 15 issues of
bearer bonds of the Equalisation of Burdens Bank to regulated unofficial deal-
ing on the Disseldorf stock exchange.

In addition, the Bank introduced the new issues of medium-term notes of the
Federal Republic of Germany, the Federal Railways, the Federal Post Office and
the Reconstruction Loan Corporation to regulated unofficial dealing on the
Frankfurt stock exchange.

In the year under review, as in preceding years, the Bank conducted price reg-
ulation operations for the account of the issuers on the eight German stock ex-
changes in respect of the bonds issued by the Federal Government and its
Special Funds, five-year special Federal bonds, and the bonds issued by one
Land Government, the Reconstruction Loan Corporation and the Equalisation
of Burdens Bank.

As the paying and collecting agent for, in particular, bonds (including external
bonds) of the Federal Government and its Special Funds, the Bank paid
583,725 interest coupons and matured bonds in the year under review (1983:
731,700).

The amount of German coins held by the Bank at end-1984 was DM 987.4 mil-
lion (end-1983: DM 1,013.6 million). In 1984 the Federal Government was cred-
ited with DM 323.5 million in respect of coins taken over from the Mints and de-
bited with DM 12.9 million in respect of coins no longer fit for circulation and
melted down. Between 1948 and 1984 the Bank — acting for the account of the
Federal Government — took over coins amounting to DM 11,629.3 million and
redeemed DM 1,685.8 million of coins which were no longer fit to circulate or
had been called in.

The total amount of coins in circulation at the end of 1984 (DM 8,856.1 million)
divided by the number of inhabitants of the Federal Republic of Germany and
Berlin (West) on September 30, 1984 (61.1 million) yields a coin circulation of
DM 146.58 per head of population (1983: DM 140.37).

During the year under review the DM 5 commemorative coins “Zollverein” and
“Mendelssohn Bartholdy” were put into circulation.

At December 31, 1984 the postal giro account balances, including the
branches’ transfers in transit to the postal giro account of the Bank (Central
Office) in Frankfurt am Main, amounted to DM 148.0 million (1983: DM 238.5
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 cur-
rent payments, are offset daily, in rounded amounts, against the giro balances
of the Central Cash Office of the Federal Post Office and the Berlin (West)
Postal Giro Office.
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Postal giro transactions with third parties

1983 1984

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-Wirttemberg 72,236 | 18,646.7 5527 | 25109| 62,319 (18,9308 5,177 | 2,803.5
Bavaria 41,179 | 13,1620 8,048 | 7,337.3| 40,837 [ 13,7238 8484 | 82274
Berlin 17,082 | 3,049.0 2,147 | 1,5604( 16,587 | 2,686.4 1,886 1,7416
Bremen 4741 388.0 103 0.0 4,704 370.4 11 00
Hamburg 115,076 | 19,818.7 2,031 594.7 [ 99,456 | 18,863.6 1,927 676.9
Hesse 85,565 | 8,584.6 3,593 6,855.8| 81,345 8,889.4 4,111 | 8,218.3
Lower Saxony 50,597 | 8,877.8 3,783 2,8420| 46,531 9,356.0 4,019 | 3,0575
North Rhine-Westphalia 141,105 | 23,852.3 | 10,454 | 7,909.3 | 123,521 | 21,495.4 9,703 [ 6,160.5
Rhineland-Palatinate 18,771 | 1,194.6 3,943 8206 | 21,624| 1,0855 4,253 827.0
Saarland 6,056 [ 2,044.1 132 0.1 5541 | 2,079.8 137 0.1
Schieswig-Holstein 5,088 723 638 77 5,224 856 497 04
Total 557,496 |99,690.1 | 40,339 | 30,438.8 | 507,689 [97,566.7 | 40,305 |31,713.2
Bundesbank
— Central Office — 4,991 | 2,2492 842 38 5966 | 2,739.5 904 37
Grand total 562,487 [101,939.3 | 41,241 /30,4426 | 513,655 {100,306.2| 41,209 |31,716.9

After additions of DM 272.6 million and depreciation totalling DM 92.2 million,
land and buildings are shown at DM 1,567.1 million.

The balance sheet value of furniture and equipment works out at DM 129.4 mil-
lion after additions totalling DM 62.4 million and depreciation amounting to DM
52.2 million.

The “Items in course of settlement” mainly comprise the intercity credit and
debit transfers proceeding inside the Bank at the end of the year and the
cheques and direct debits being cleared. At December 31, 1984 the balance of
items in course of settlement stood at DM 5,588.8 million against DM 3,487.1
million at end-1983.

In this item, other assets are shown at end-1984 at DM 3,962.4 million (end-
1983: DM 3,977.0 million). This item primarily contains the interest due in 1985
but assignable to the profit and loss account for the year under review on funds
invested abroad and securities (DM 3,390.6 million against DM 3,079.3 million at
end-1983) and the balance arising from intra-German settlements (commercial
payments under the “Berlin Agreement”), which amounted to DM 273.3 million
(1983: DM 480.7 million). The regulations governing intra-German payments are
outlined in Part A IV of the German original of this Report.

This item also contains the Bank’s 300/ 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 — following a capital increase in the year
under review — a maximum commitment of DM 279 million.

The prepaid expenses and deferred income almost exclusively comprise salary
and pension payments made in the year under review but relating to 1985.



Liabilities

The amount of banknotes in circulation at December 31, 1984, at DM 100,636.0
million, was DM 4,563.0 million larger than at end-1983.

Currency in circulation
DM milllon

Currency in circulation,
End of Bundesbank notes Federal coins total
1979 79,385.6 6,988.7 86,374.3
1980 83,730.3 7,461.0 91,191.3
1981 83,790.3 7,816.6 91,606.9
1982 88,574.7 8,120.2 96,694.9
1983 96,073.0 8,619.3 104,692.3
1984 100,636.0 8,956.1 109,592.1

The denominations of the Bundesbank notes and Federal coins in circulation
are shown in Appendix 3 to the German original of this Report.

In the year under review the Bank again took over new Bundesbank notes of
various denominations 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:

1979 1980 1981 1982 1983 1984

Number (millions) 505.9 466.4 662.3 834.5 5829  569.0
Value (DM million) 20,829.6 18,4951 28,7939 39,604.0 24,938.5 25,098.5.

In the year under review the number and value of the counterfeit Bundesbank
notes detained in payments in the Federal Republic of Germany and Berlin
(West) rose in comparison with the preceding year, whereas the number and
value of Federal coins fell.

Counterfeits detected in payments
Bundesbank notes Federal coins

Year Number DM thousand Number DM thousand

1975 927 92.3 14,151 65.0
1976 2,709 275.0 8,249 31.0
1977 9,754 946.0 6,754 257
1978 6,341 586.4 9,835 355
1979 3,388 296.6 7,405 243
1980 2,421 183.4 9,428 25.1
1981 2,896 219.1 17,172 343
1982 3,317 250.7 19,975 43.3
' 1983 2,156 181.7 26,607 56.1
1984 7,318 710.3 21,365 49.3

Banknotes in
circulation
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96 Deposits of banks

Deposits of public
authorities

Deposits of other
domestic depositors

Giro transactions,
simplified cheque
and direct debit
collections

The banks’ deposits on giro accounts are mainly composed of the minimum re-
serves to be held at the Bank. The sub-item “Other” contains the deposits of
domestic banks on U.S. dollar accounts. At the end of the year, compared with
end-1983, the deposits were made up as follows:

Dec. 31, 1983 Dec. 31, 1984

DM million DM million

Deposits on giro accounts 52,681.2 54,239.7
Other 20.8 14.6
52,702.0 54,254 3.

In the item “Deposits of public authorities” the current balances of public au-
thorities are shown as follows:

Dec. 31, 1983 Dec. 31, 1984

DM million DM million

Federal Government 1,516.8 414 1
Equalisation of Burdens Fund

and ERP Special Fund 19.1 7.4

Lander Governments 592.2 511.0

Other public depositors 31.9 4384

2,160.0 981.9.

The deposits of other domestic depositors were composed as follows:

Dec. 31, 1983 Dec. 31, 1984

DM million DM million

Federal Railways 10.4 8.6

Federal Post Office

(including postal giro and

postal savings bank offices) 2,561.8 2,082.7

Other depositors 599.6 7209

3,171.8 2,812.2.

As in the previous year, almost 1000/ of the turnover on the Bank’s giro ac-
counts was settled on a cashless basis, in terms of both the number of trans-
actions and the amount involved.



Annual turnover on the giro accounts of the Bank
1983 1984
Number Number
of trans- | Total Average |oftrans- | 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 1,066 221,792 208.1 1,060 231,831 218.7
Clearings with
account-holders 4,008 | 4,902,191 1,223.1 3,817 | 5,513,711 1,444.5
Local transfers 83,408 | 5,373,283 64.4 80,539 | 5,984,224 74.3
Intercity transfers 318,135 | 5,486,555 17.2 334,611 | 5,957,454 17.8
Cheque and direct
debit collections
(total presented) 1,158,858 | 2,163,736 1.9 1,225517 | 2,324,794 1.9
Total 1,565,475 (18,137,557 — | 1,645,544 (20,012,014 —
(b) Debits
Cash payments 1,576 231,394 146.8 1,672 238,898 152.0
Clearings with
account-holders 2,993 | 4,760,915 1,690.7 2,908 | 5,329,107 1,832.6
Local transfers 83,408 | 5,373,283 64.4 80,539 | 5,984,224 743
Intercity transfers 318,959 | 5,590,432 17.5 335,542 | 6,135,343 18.3
Cheque and direct
debit collections
(total paid) 1,158,833 | 2,150,089 1.9 1,224,230 | 2,321,882 1.9
Total 1,565,769 (18,106,113 — | 1,644,791 (20,009,454 -
(c) Percentage of total turnover
(credits and debits)
Cash payments 0.08 1.256 — 0.08 1.18 -
Clearings with
account-holders 0.22 26.66 —_ 0.20 27.09 —
Local transfers 5.33 29.65 — 4.90 29.91 -
Intercity transfers 20.35 30.56 - 20.37 30.21 -
Cheque and direct
debit collections
(total presented and paid) 74.02 11.88 - 74.45 11.61 -
Total 100.00 100.00 - 100.00 100.00 -

In 1984 the turnover on the giro accounts of the Bank increased over the previ-
ous year by 5% in terms of the number of transactions and by 10%o in terms of
the amount involved. The number of intercity transfers went up by 5% (1983:
90/0). The number of items presented by the banks under the simplified collec-
tion procedure for cheques and direct debits grew by another 6%. The number
of cash outpayments (1.6 million) and cash inpayments (1.1 million) remained
practically unchanged.

In the year under review 990/ of the 539 million vouchers presented for collec-
tion and about 980/ of the 220 million paper-based credit transfers, as well as
687 million direct debits (1983: 629 million) and 115 million credit transfers
(1983: 112 million) recorded on magnetic tape, were processed by the Bank’s
computer centres. The volume of payments executed through the paperless
exchange of data media was 8% larger than in the preceding year. Such pay-
ments now account for more than half (51.7 0/0) of the payment items presented
under the automated procedure. Altogether, more than 9990 of intercity trans-
fers — paper-based as well as paperless — was processed automatically in the
year under review.
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Liabilities arising
from mobilisation
and liquidity
paper sold

Automation of intercity transfers
Collection orders presented Intercity credit transfers presented
processed processed
in paper-based operations in paper-based operations
through the through the
paperless paperiess
exchange exchange
conven- auto-~ of data conven- auto- of data
Total | tional mated media Total | tionai mated media
mil- mil- mil- mil- mil- mil- mil- mil-
Year lions |lions {% |lions |9% |lions [0 |lions |lions [O% |lions |{% [lions | 9%
1974 374 142 38 232 62 0.2 0 123 75| 61 48| 39 0.1 0
1975 423 143 | 34 272 64 8 2 163 85| 52 73| 45 5 3
1976 501 83| 17 313 | 62| 105 21 174 62| 36 83| 481 29 16
1977 587 47 8 359 | 61| 181 31 169 36| 21 87| 51| 46 28
1978 694 31 5 412 59| 251 36 183 26| 14 83| 49| 68 37
1979 775 15 2 441] 57| 319 41 192 13 7 95| 49| 84 44
1980 873 1 1 473 | 54| 389 45 230 7 3 125| 54| 98 43
1981 1,023 8 1 490 | 48| 525 51 271 7 2 162 | 60| 102 38
1982 1.098 7 1 512 | 46| 579 53 291 6 2 180 62| 105 36
1983 1.158 6 1 524 | 45| 629 54 319 5 2 2021 63| 112 35
1984 1.226 6 1 633 | 43| 687 56 335 4 1 216 65| 115 34

If local payments and clearing transactions — which, apart from local credit
transfers in Hamburg, are not yet processed automatically — are also taken in-
to account, 800/ of cashless payments at the Bank is automated. It should be
borne in mind in this connection that, as part of the conventional clearing
procedure, magnetic tapes containing payments are being exchanged locally
between banks on a considerable scale; however, only the total amounts of the
magnetic tape data files are being cleared in this way.

In the year under review sales of mobilisation and liquidity paper pursuant to
sections 42 and 42 (a) of the Bundesbank Act, at DM 30,893.7 million, were
roughly as large as in the preceding year (DM 30,660.9 million). As in 1983,
sales of these instruments focused mainly on Treasury bills, which were issued
for the purpose of the revolving investment of funds by foreign institutions and
for investments by domestic public agencies; once again, there were no trans-
actions with domestic banks in the year under review. Sales amounting tc DM
30,692.5 million (1983: DM 30,519.7 million) were accompanied by redemptions
totalling DM 30,515.9 million (1983: DM 28,950.7 million), so that the amount
outstanding at the end of 1984 was DM 6,247.4 million (end-1983: DM 6,070.8
million).

The Bank sold DM 201.2 million of mobilisation and liquidity Treasury discount
paper (1983: DM 141.2 million); after redemptions totalling DM 160.1 million
(1983: DM 65.8 million), the amount of such paper outstanding at the end of the
year was DM 266.3 million (end-1983: DM 225.2 million).

The total liabilities arising from mobilisation and liquidity paper outstanding
amounted to DM 6,513.7 million at December 31, 1984 {end-1983: DM 6,296.0
million).



Mobilisation and liquidity paper sold and redeemed
DM million

1983 1984

Outstanding Outstanding
Type of paper at December 31 Sold Redeemed at December 31
Treasury bills (running .
for up to 90 days) 6,070.8 30,692.5 30,5159 6,247 .4
Treasury discount
paper (running
for 6 to 24 months) 2252 201.2 160.1 266.3
Total 6,296.0 30,893.7 30,676.0 6,513.7

The liabilities arising from external transactions grew to DM 11,439.2 million at
end-1984 compared with DM 9,780.5 million at end-1983. It was the liabilities to
foreign monetary authorities that increased most. Specifically, the liabilities
arising from external transactions were made up as follows:

Dec. 31, 1983 Dec. 31, 1984
DM million DM million DM million DM million
Deposits of foreign
depositors
Banks 9,380.5 11,118.2
Other depositors 383.1 9,763.6 313.2 11,4314
Other
Provision of cover
for credits, etc. 12.0 4.9
Miscellaneous
liabilities 4.9 16.9 29 7.8
9,780.5 11,439.2.

The counterpart of the special drawing rights allocated by the International
Monetary Fund 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.

DM 133.2 million was withdrawn from the provisions for pensions in order to
pay retirement pensions and widows’ and orphans’ pensions. After an increase
of the same size, these provisions amounted at December 31, 1984 to DM
2,066.0 million, as in the preceding year.

DM 2,547.0 million was added to the provisions for other purposes. At end-
1984 they totalled DM 6,673.2 million (end-1983: DM 4,126.2 million). They serve
chiefly to cover the general risks inherent in domestic and external transactions
as well as the risks arising from time commitments in course of settlement (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”).

The other liabilities are shown at DM 183.9 million against DM 159.9 million at
end-1983.
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Deferred expenses
and accrued income

Capital

Reserves

Unappropriated profit

Contingent liabilities
and claims

Interest

Deferred expenses and accrued income amounted to DM 366.9 million at De-
cember 31, 1984 (end-1983: DM 380.8 million). As before, this item mainly com-
prised interest received in the year under review, but relating to the following
year, on domestic and foreign bills and U.S. Treasury Notes.

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

In accordance with the decision taken by the Central Bank Council on April 12,
1984, the legal reserves were increased by DM 374.9 million out of the profit for
1983. After this increase, the legal reserves totalled DM 4,803.6 million; they
thus reached the maximum level permissible by law of 500 of the amount of
banknotes in circulation, which came to DM 96,073.0 million at end-1983. The
other reserves had already reached the statutory ceiling of DM 290 million at
the end of 1980.

See the notes on page 102 of this Report.

The contingent liabilities and claims amounted to DM 3,000 against DM 120,900
at end-1983.

Profit and loss account

Comparison of expenditure and receipts

DM million

Expenditure 1983 1984
Interest paid on foreign exchange

Receipts 1983 1984
Interest received

transactions under repurchase Funds invested abroad 9,386.1 | 10,690.5
agreements and swaps with 200! 135| Lending to domestic banks 29222 | 35639
Interest paid on mobilisation Equah.s.atnon claims 81.4 81.4
and liquidity paper 248.1| 2704| Securities 5940| 5405
Other interest paid 10.2 10.5| Cash advances 0.7 65.3

278.3 294.4 | Other interest received 8.3 31

Administrative expenditure 13.082.7 | 14,9447

Staff costs 719.8 729.8 | Fees received 19.0 171
Other 164.4 172.1 | Receipts from purchases and
Note printing 153.9 139.5 | sales of foreign currencies and
. from the valuation of the monetary

Depreciation 1644 | 14441 ocerves and other foreign cur-

Increases in provisions rency positions 2,140.1 | 2,238.2
for pensions 163.9 | 133.2 | Other receipts 99.1 2238
for other purposes 1,856.2 | 2,547.0

Pension payments in

respect of the Reichsbank 28.9 263

Other expenditure 406 |  35.1

Profit for the year

(= unappropriated profit) 11,770.5 | 13,202.0

Total 15,340.9 | 17,423.8 | Total 15,3409 | 17,4238

Receipts
1983 1984
DM million DM million
Interest received amounted to 13,082.7 14,944.7;
after deduction of interest paid, namely 278.3 294 4,
interest is shown in the profit and loss account at 12,804 .4 14,650.3.

In the year under review total interest income, at DM 14,944.7 million, was
DM 1,862.0 million larger than in 1983. The interest received from external
transactions rose from DM 9,386.1 million to DM 10,690.5 million. As in 1983,
this was mainly because the depreciation of the Deutsche Mark led to an in-



crease in the Deutsche Mark equivalent of the interest income paid in dollars.
Receipts from lending to domestic banks — domestic bills, transactions under
repurchase agreements in securities, lombard loans and foreign bills bought in
Germany — increased by DM 641.7 million to DM 3,563.9 million, mainly on ac-
count of the interest received from the greater number of transactions under
repurchase agreements in securities. The interest received from securities
dropped by DM 53.5 million to DM 540.5 million, the security portfolio being
smaller. The interest received from equalisation claims remained unchanged at
DM 81.4 million. Other interest income decreased from DM 99.0 million to DM
68.4 million, chiefly owing to the fall in interest received from cash advances.

The interest paid, at DM 294.4 million, rose by DM 16.1 million against the previ-
ous year. DM 270.4 million (1983: DM 248.1 million) was disbursed on Treasury
bills and Treasury discount paper of the Federal Government (mobilisation and
liquidity paper pursuant to sections 42 and 42 (a) of the Bundesbank Act): DM
13.5 million (1983: DM 20.0 million) was spent on dollar swaps.

Fees totalling DM 17.1 million were received in the year under review (1983: DM
19.0 million).

This item contains DM 2,238.2 million of receipts stemming from purchases and
sales of foreign currencies and, in particular, from the changes in the exchange
rate of the Deutsche Mark vis-a-vis the special drawing right (SDR). Any valua-
tion gains included therein were retained among provisions. The claims denom-
inated in U.S. dollars were valued, as before, at DM 1.7275.

The other receipts are shown at DM 223.8 million against DM 99.1 million in the
preceding year.

Expenditure

Administrative expenditure on personnel amounted to DM 729.8 million against
DM 719.8 million in the preceding year.

The number of trainees rose by 33 in the year under review; overall, the number
of employees dropped by 85 (= 0.6%) in 1984 to 14,939.

Staff of the Bank

Beginning of 1984 Beginning of 1985
of whom of whom
Land Land

Central | Central Central} Central
Staff Office | Banks | Total 1 male female | Office | Banks | Total1 male | female
Officials 905 5,484 6,389 5,894 495 907 5,504 6411 5879 632
Salary earners 1,575 5,964 7,559 3,534 4,025 | 1,549 5,903 7.452 | 3,485 | 3,967
Wage earners 225 851 1,076 200 876 233 843 1,076 199 877
Total 2705 | 12,319 15,024 9,628 5396 | 2,689 12250 14,939 9,563 | 5,376

1 of whom 102 (1984: 88) salaried staff working outside the Bank or released to work for international institu-
tions; 662 (1984: 704) trainees; 501 (1984: 475) part-time salaried staff and 748 (1984: 744} part-time wage

earners.
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Changes in staff
regulations

Other

Note printing

Depreciation and
increases in
provisions

Pension payments

in respect of the
Reichsbank

Other
expenditure

Unappropriated profit

Proposed distribution
of profit

Payments to serving members of the Directorate of the Bank and the Central
Bank Council amounted to DM 7,216,844.37 in the year under review. Former
members of these bodies and of the Board of Directors and Board of Managers
of the Bank deutscher Lander and the Managing Boards of the Land Central
Banks, including their surviving dependants, received payments totalling
DM 7,643,407.71.

On March 1, 1984 the Central Bank Council approved a revised version of the
regulations on the staffing of the various career groups, thereby taking account
of operational changes.

In addition, in 1984 the Bank again entered into a number of pay agreements,
thereby bringing the legal status of its wage and salary earners — with due re-
gard to the special conditions prevailing at the Bank — into line with the regula-
tions applying to the wage and salary earners of the Federal Government.

Other (non-staff) administrative expenditure increased by DM 7.7 million to DM
172.1 million during the year under review.

Expenditure on note printing amounted to DM 139.5 million against DM 153.9
million in the previous year.

Depreciation of land and buildings and of furniture and equipment was dis-
cussed in connection with the respective balance sheet items, as were in-
creases 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 Bundesbank
Act, at DM 26.3 million, declined slightly in the year under review.

Other expenditure is shown at DM 35.1 million (1983: DM 40.6 million).

Profit for the year
The profit and loss account for 1984 DM
shows a profit for the year of 13,202,021,259.27

which is recorded in the balance sheet
as unappropriated profit (net profit).

In accordance with section 27 DM
of the Bundesbank Act, the

Directorate proposes to the Central

Bank Council that the following

appropriations should be made:

to the legal reserves 228,100,000.00

to the Fund for the Purchase

of Equalisation Claims 30,000,000.00 258,100,000.00.
The balance of 12,943,921,259.27

will be transferred
to the Federal Government.



After this appropriation, the legal reserves will amount to DM 5,031,700,000.00;
as in the previous year, they will then come up to the statutory ceiling of
50 of the amount of banknotes in circulation, which totalled
DM 100,635,953,220.00 at the end of 1984. The other reserves reached the stat-
utory ceiling of DM 290,000,000.00 at the end of 1980.

Frankfurt am Main, April 1985

Deutsche Bundesbank

The Directorate
Pohl  Dr. Schlesinger
Dr. Emde Dr. Gleske Prof. Dr. Kdhler Werthmdiler
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The annual accounts of the Deutsche Bundesbank for 1984 and the Report on
the Fund for the Purchase of Equalisation Claims as at December 31, 1984,
were audited by Treuarbeit Aktiengesellschaft Wirtschaftsprufungsgesellschaft
Steuerberatungsgeselischaft of Frankfurt am Main and Dr. Wollert — Dr. El-
mendorff KG Wirtschaftsprufungsgesellschaft of Dusseldorf, whom the Central
Bank Council had appointed to be auditors in accordance with section 26 of the
Bundesbank Act.

In their certificates of audit the auditors confirmed without qualifications that
the annual accounts for 1984 and the bookkeeping as shown by the books at
December 31, 1984, complied with German law and that the Fund for the Pur-
chase of Equalisation Claims had been properly administered.

The Central Bank Council approved the annual accounts for 1984 on April 11,
1985, 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, 1984.

Since the publication of the Report for the Year 1983 the following changes

have taken place in the Central Bank Council and the Directorate of the Deut-

sche Bundesbank:

Retired

as at the close of May 31, 1984

the Vice-President of the Land Central Bank in Lower Saxony
Dr. Gerhard Hauptmann,

as at the close of March 31, 1985
the Vice-President of the Land Central Bank in Hesse
Professor Dr. Dr. Adolf H{ttl,

the Vice-President of the Land Central Bank in Baden-Wlrttemberg
Dr. Volkhard Szagunn.

Reappointed

with effect from April 24, 1984

Professor Dr. Dr. h. c. Norbert Kloten

President of the Land Central Bank in Baden-Wirttemberg,

with effect from September 1, 1984
Hans Wertz
President of the Land Central Bank in North Rhine-Westphalia,

with effect from October 1, 1984
Dr. Julia Dingwort-Nusseck
President of the Land Central Bank in Lower Saxony.

Appointed

with effect from June 1, 1984

Roman Flesch

Vice-President of the Land Central Bank in Lower Saxony,
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with effect from April 1, 1985

Walter Kulla

hitherto a member of the Managing Board
Vice-President of the Land Central Bank in Hesse,

Heinz-Georg Vdollgraf
member of the Managing Board of the Land Central Bank in Hesse,

Helmut Schieber
Vice-President of the Land Central Bank in Baden-Wurttemberg.

The Central Bank Council, acting also on behalf of the Directorate and of the
Managing Boards of the Land Central Banks, expresses its thanks to the entire
staff of the Deutsche Bundesbank for their loyal and understanding cooper-
ation during 1984. The Council likewise wishes to record its appreciation of the
excellent collaboration with the staff representative committees.

Frankfurt am Main, April 1985

Karl Otto P6hl
President of the Deutsche Bundesbank



Appendix
to Part B



Balance sheet of the Deutsche Bundesbank as at December 31, 1984

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

[e o]

10
11

12

13

14

15
16
17
18
19
20
21
22

Monetary Fund and special drawing rights

2.1 Drawing rights within the reserve tranche

2.2 Loans under special borrowing arrangements

2.3 Special drawing rights

Claims on the European Monetary Cooperation Fund

in connection with the European Monetary System

3.1 ECU balances resulting from the DM
provisional contribution of

gold and dollar reserves 40,205,914,856.73
less Difference between the ECU

value and the book value of

the reserves contributed 27 666,276,563.59

3.2 ECU balances resulting from
transfers from other central banks
3.3 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 EEC
medium-term monetary assistance

6.2 Other loans to foreign monetary authorities

6.3 Loans to the World Bank

Foreign bills of exchange

Domestic bills of exchange

Securities bought in open market transactions
under repurchase agreements

Lombard loans

Cash advances

11.1 Federal Government

11.2 Equalisation of Burdens Fund
11.3 Lander Governments

Treasury bills and Treasury discount paper
12.1 Federal Government
12.2 Lander Governments

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

Loans to the Federal Railways and Federal Post Office
14.1 Cash advances
14.2 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

Prepaid expenses and deferred income

Rights of recourse in respect of contingent liabilities

9,173,622,313.57
2,632,469,499.61
4,288,124,761.80

12,539,638,293.14

1,801,717,194.53

2,455,698,000. —

1,773,400,000. —

667,026,832. —

3,000.—
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16,094,216,674.98

14,341,355,487.67

37,475,358,377.17
24,674,247 13

2,455,698,000.—
14,814,928,108.63
47,767,590,163.18

25,735,638,885.81
7,967,471,700. -

2,440,426,832. —

8,683,585,988.93

4,340,211,635.57
987,412,196.86
147,978,042.81
1,567,062,136.01
129,390,069. —
5,588,777,896.65
3,962,378,692.46
37,242,730.97

208,248,916,587.53
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—

10
11
12

13

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 Provisions for pensions

8.2 Provisions for other purposes

Other liabilities

Deferred expenses and accrued income

Capital

Reserves

12.1 Legal reserves

12.2 Otherreserves

Unappropriated profit

Contingent liabilities

DM

54,239,747,165.21
14,596,223.08

414,095,851.10

7,344,018.91
511,001,121.93
49,409,927.14

8,585,717.05

2,082,682,660.72
720,973,980.96

11,431,427,011.79
7,789,555.34

2,066,000,000.—
6,673,200,000. —

4,803,600,000. —
290,000,000. —

3,000.—

DM

100,635,963,220. —

54,254,343,388.29

981,850,919.08

2,812,242,368.73

6,513,700,000.—

11,439,216,567.13
3,736,030,024.40

8,739,200,000. —
183,863,830.51
366,894,920.12
290,000,000. —

5,093,600,000. —
13,202,021,259.27

208,248,916,587.53
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Profit and loss account of the Deutsche Bundesbank for the year 1984

Expenditure

Administrative expenditure
1.1 Staff costs
1.2 Other

2 Note printing

3 Depreciation

3.1 of land and buildings
3.2 of furniture and equipment

Increases in provisions
4.1 for pensions
4.2 for other purposes

5 Pension payments in respect of the Reichsbank

~N O

Other expenditure

Profit for the year (= unappropriated profit)

DM

729,753,641.85
172,094,229.13

92,236,178.72
52,188,307 .51

133,160,859.87
2,547,000,000. —

DM

901,847,870.98
139,602,740.67

144,424,486.23

2,680,160,859.87

26,266,540.01
35,133,788.49
13,202,021,259.27

17,129,357,545.52

Receipts

DM
1 Interest 14,650,261,671.82
2 Fees 17,091,256.12
3 Receipts from purchases and sales of foreign

4

currencies and from the valuation of the monetary

reserves and other foreign currency positions
Other receipts

Frankfurt am Main, February 13, 1985

2,238,186,136.80
223,818,480.78

17,129,357 545 .52

Deutsche Bundesbank

The Directorate
P6hl  Dr. Schlesinger
Dr. Emde Dr. Gleske Prof. Dr. Kdhler Werthmoller

According to the audit which we have duly carried out, the bookkeeping and annual accounts comply with
German law and the Bank’s by-laws.
Frankfurt am Main, March 7, 1985

Dr. Wollert — Dr. EImendorff KG
Wirtschaftsprifungsgesellschaft

Treuarbeit Aktiengeselischaft
Wirtschaftsprufungsgesellschaft
Steuerberatungsgesellschaft

Thoennes Euskirchen
Certified Auditor Certified Auditor

Dr. Scholz
Certified Auditor

Goldbach
Certified Auditor
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