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Part A: General part

The currency
and the economy in 1987



|. The global economic environment

In 1987 economic activity in the Federal Republic of Germany unfolded in a
difficult international environment. However, the sustained external disequilibria
in the major industrial countries (involving for a while a precipitous fall in the
dollar), the slump in prices in the international stock markets and the unresolved
debt problems of developing countries were not entirely due to developments in
1987 but also owed something to long-term dislocations in the world economy.
Hence economic policy in Germany — as in other countries too — and in
particular the Bundesbank’s monetary policy could not be geared exclusively to
domestic requirements; external conditions likewise had to be taken into
account to a high degree. First, the dampening effect on domestic business
activity of the appreciation of the Deutsche Mark had to be minimised by means
of appropriate economic policy measures. Second, Germany, being a major
industrial country, had to consider the repercussions of its actions on the
economies of its trading partners. The need for closer cooperation in economic
policy has increased with the scale of the global economic tensions; this applies
particularly to the major industrial countries. However, the global economic
problems call for solutions which in part can only be implemented over the
longer term; moreover, structural adjustments, which cannot always be made
without hurting, are indispensable. The important thing for the Bundesbank was
to combine the interests of international cooperation with the fulfiiment of its
stabilisation mandate.

Given the problems affecting the world economy, it is remarkable that economic
growth in the industrial countries in 1987 was rather strong. After a period of
instability at the beginning of the year, the expansionary forces strengthened
distinctly as time went by; overall real GNP in the industrial countries rose by
around 30/, just as it had done in 1986. The resilience of the economy in the face
of new pressures emerged particularly clearly after the stock market slump and
the further depreciation of the dollar towards the end of last year; contrary to
widespread fears, neither development brought economic expansion to a halt,
not in the fourth quarter of 1987 and not in the first few months of 1988 either.
However, growth rates did fan out somewhat by region last year. While overall
expansion in Western Europe was no longer quite as strong as in 1986,
economic growth remained as brisk as ever in the United States in the wake of a
steep increase in exports. In Japan, indeed, the expansion in 1987 was actually
greater than a year before, owing in part to the greater adaptability of the
economy and economic policies to the new underlying conditions in the world
economy.

Despite numerous disturbances, the upswing in global business activity has now
been in progress for five years — in the case of the United States, in fact, for six
— and a slowdown in the growth trend is not in sight. This not only bears witness
to the inherent strength of the economic growth; the expansionary forces have
also been fostered by the fact that, throughout this long period, there has
nowhere been any economic overheating which — as in the past — might have
ushered in a downswing caused by bottlenecks on the supply side and inevitable
braking efforts on the demand side. The absence of such overheating has been
reflected not least in the fact that the pace of price rises in most industrial
countries has not quickened significantly in the fifth and sixth years of the
upswing. Consumer price increases remained moderate in 1987, at 30/ (after
2.0/ in 1986), even though there is no mistaking the fact that in some countries
it has become more difficult to keep price rises within acceptable bounds. At the
same time employment went up strongly again in the industrial countries;
however, in view of the expansion of the labour force owing to demographic
factors, the rise was not large enough, especially in Western Europe, to reduce
the number of unemployed significantly. The high level of unemployment in
Europe, the underlying reasons for which are structural rather than cyclical,
therefore remains one of the principal challenges facing economic policy.
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Headway in the

external adjustment

process

Key economic variables
for selected countries and groups of countries
Real domestic Consumer Balance on
Real GNP 1 demand prices 2 current account
1986 1987 p 1986 1987 p 1986 1987 p 1986 1987 p
Country/Group
of countries Change from previous year in % USS$ billion
A. Industrial
countries 3
of which
European
industrial countries + 26 + 25 + 39 + 34 + 29| + 29| + 570 + 436
of which
Germany + 25 + 17 + 38 + 29 - 02| + 02| + 397 | + 453
°(+ 85.0)| ° (+ 80.5)
France + 20 + 21 + 38 + 33 + 27| + 31| + 30| — 46
United Kingdom + 33 + 40 + 38 + 38 + 34| + 42| + 01| — 28
Italy + 27 + 28 + 32 + 45 + 58| + 47| + 41| + 04
United States + 29 + 29 + 39 + 25 + 19| + 37| —1414| —1607
Japan + 24 + 38 + 4.0 + 47 + 06| + 01| + 858 + 867
Canada + 33 + 38 + 39 + 43 + 42| + 44| — 67| — 72
Industrial countries,
total + 27 + 29 + 3.8 + 32 + 23| + 28| — 162 | — 478
B. Developing
countries 4
By region
of which
Latin America + 40 + 23 . . +884| +1308| — 164 | — 93
Middle East + 20 - 10 . . +113| + 163| — 171 — 29
Rest of Asia + 65 + 66 + 80| + 87| + 50| + 230
Developing countries,
total + 441 + 31 4+299| + 403| — 389 + 44
C. Centrally planned
economies 5 + 441 + 3.0 . . . .l + 08| + 04
D. Total + 32 + 3.0 6+ 87| 6+11.2|7— 543 | 7— 430
1 Real GNP/GDP for the industrial countries and developing countries; net material product (real) for the cen-
trally planned economies. — 2 Cost of living index. — 3 OECD countries excluding Greece, Portugal and Tur-
key. — 4 Including OPEC countries. — 5 East European countries not belonging to the IMF. — 6 Excluding
centrally planned economies. — 7 Statistical discrepancy (= missing surpluses or overly large deficits). —
p Provisional. — ° Calculated in DM billion.
Sources: IMF and national statistics. BBk

In 1987 global economic performance was hampered by the fact that the
countries with external disequilibria initially made only gradual headway in the
adjustment process — at least as measured by the current account balances of
individual countries. However, real foreign trade flows did move in the desired
direction. In the deficit country United States exports increased in volume by
150/ in 1987, while imports grew by only 6 % in real terms. On the other hand, in
the surplus countries Japan and Germany the volume of imports continued to
rise strongly while the volume of exports increased only a littie or even declined
somewhat. In other words, in real terms the disequilibria decreased markedly,
owing no doubt in quite considerable measure to the exchange rate adjust-
ments. Even so, in nominal terms the current account surpluses and deficits of
the key countries remained exceptionally high since — as a direct consequence
of the exchange rate changes — foreign trade prices initially moved in the
opposite direction to foreign trade volumes. In the United States, for example,
the current account deficit rose from US$ 141 billion in 1986 to as much as US$
161 billion, or 3.6 % of GNP, in 1987. In Japan the surplus in 1987, at ¥ 12.5 trillion
(3.6%0 of GNP), was only a little lower than in 1986 (¥ 14.4 ftrillion), and in
Germany it declined by DM 4.5 billion to DM 80 billion (4.00/ of GNP). Of the
NICs in East Asia (such as Hong Kong, Singapore, South Korea and Taiwan),
some ran much higher current account surpluses in 1987 than in 1986, the levels
involved being hardly consistent in some cases with the objective of a balanced
global payments pattern in the long run.



Needless to say, sustained global current account disequilibria result in
profound shifts in assets in the world. In absolute terms, the United States has
now become the world’s biggest debtor country (which fact impedes the
reduction of the current account deficit, owing to the associated growing
interest payments to other countries). But the persistent accumulation of
external claims can lead to economic problems in the surplus countries too. In
1987 the pronounced differences in current account positions affected condi-
tions in global financial and foreign exchange markets so much that — in
contrast to the situation in earlier years — the deficits could no longer be
financed smoothly, or at any rate without sharp swings in exchange rates,
through the market. In an effort to prevent an even stronger depreciation of the
dollar, the monetary authorities outside the United States bought huge amounts
of US dollars in the foreign exchange markets and added them to their own
holdings, rather as they had done when the dollar was depreciating in the late
seventies. In this way the non-US central banks contributed massively to the
financing of the US external deficit, even though this at the same time involved a
substantial creation of money in their own monetary systems.

In spite of the massive foreign exchange purchases of the central banks, the
dollar came under pressure at times, e.g. at the beginning of 1987. Only after the
finance ministers and central bank governors of the United States, Japan,
Germany, France, the United Kingdom and Canada had all declared at a meeting
in Paris in February 1987 that they intended to stabilise the exchange rates of
their currencies at “around current levels” (the “Louvre accord”) did the
monetary situation quieten down for a fairly long time. Besides the central banks’
massive and coordinated dollar purchases, this also owed something to the rise
in interest rates in the United States (gradual at first but gathering pace in the
late summer), which widened the interest rate differential in favour of US bonds,
despite unavoidable interest rate increases outside the United States.

On Monday, October 19, 1987 there was a sharp downturn in the US stock
market; the share price index fell by 22.6 9. However, share prices had been
declining since September 4, 1987, when the US discount rate was raised by 2
percentage point: by Friday, October 16 they had dropped by 12.3%0. The
Annual Report of the economic advisers to the President of the United States
says with respect to this fall that there are a host of explanations for the crash
and that many different factors played a part, e.g. the steep rise in share prices
since the beginning of 1987, the deficit on the trade balance and in the national
budget, and the increase in US interest rates. There was, however, also a
positive aspect to the stock market slump; it was instrumental in bringing about
a better balance in overall economic policy. In actual fact, the efforts made in
Congress to reduce the US public sector deficit were stepped up. Nevertheless,
the dollar remained weak, especially since official pronouncements made
immediately before the crash were understood to imply that the United States
was no longer fully behind the Louvre accord. Even though the major industrial
nations reaffirmed the Louvre accord in a joint statement issued a week before
the year ended, the dollar continued to decline and at the end of 1987 reached
new historical lows all round the world. But after the turn of the year a more
positive view was taken of the US currency and the dollar began to strengthen
again.

However, the sharp depreciation of the US dollar against the Deutsche Mark, the
yen and other major currencies since the beginning of 1987 exaggerates the
scale of the world-wide exchange rate shifts. In the first place, exchange rates in
Europe remained largely stable — despite the realignment in the European
Monetary System in January 1987 and despite occasional tensions in the pattern
of exchange rates (which prompted the Banque de France in particular to
undertake considerable intramarginal interventions). Secondly, the dollar depre-
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ciated only a little or not at all against the currencies of some of the East Asian
NICs. Taking the average against all other major currencies, the appreciation of
the Deutsche Mark — like, conversely, the depreciation of the US dollar — was
therefore far smaller than the change in the bilateral exchange rates. If,
moreover, the differing inflation rates in the respective countries are eliminated,
the changes in the real exchange rates of the European currencies in particular
are very moderate. For example, the weighted real external value of the
Deutsche Mark against the currencies of 14 industrial countries hardly changed
at all from the beginning of 1987 to the first quarter of 1988.

Even so, in many countries the weakness of the US dollar dampened the
assessment of the economic outlook, if only because of its function as a global
key currency. For example, the depreciation of the dollar not only impaired the
sales prospects of numerous foreign suppliers in the US market and in the
markets of other countries, it also had a direct adverse effect on investment
conditions at times in countries with appreciating currencies. Moreover, the
decline in the dollar tended to delay the external adjustment process, at least in
the short run, since the relief on the import side was often more significant than
the sales losses due to the decline in price competitiveness, especially in the
surplus countries. In the meantime the conviction seems to have gained ground
that the present exchange rate level is high enough to trigger and support the
necessary adjustments to trade flows.

As already indicated, the major industrial countries strove to quieten the foreign
exchange markets by means of closer international cooperation. A particularly
important factor in this connection was that they did not confine themselves to
curing the symptoms, but endeavoured to remedy the underlying causes of the
disequilibria by means of economic policy adjustments. Not only in the Louvre
accord but also later at the world economic summit meeting in Venice and in the
statement issued by the finance ministers and central bank governors in
December 1987, attention was focused on support of the external adjustment
process by national economic policy. Economic and financial policies were
supposed to ensure that domestic demand grows less than aggregate output in
the deficit countries whereas (conversely) the rise in domestic demand is to
exceed the growth of real GNP in the surplus countries. Agreement was also
reached on measures to stabilise the dollar by means of central bank
intervention, though without committing central banks to “target zones” for the
dollar, let alone to defending a particular exchange rate for the dollar “at all
costs”. As past experience has shown, a particular exchange rate level cannot
be maintained in the long run, contrary to the market trend, by central bank
intervention alone. In 1987 too the dollar in the final analysis continued to
depreciate even though central banks bought record amounts of dollars in the
foreign exchange market.

Financial policy has assumed a major role in the international strategy to foster
the external adjustment process. By means of a restrictive financial policy, a
country with a massive current account deficit can restrain the rise in domestic
demand, enhance domestic saving and release economic resources for exports.
It is consistent with this objective that the United States lowered its budget
deficit from US$ 221 billion in fiscal 1986 to US$ 150 billion in fiscal 1987.
However, this reduction also owed something to special factors associated with
the tax reform that became effective in 1986; hence a continuation of this trend
does not necessarily appear to be assured. The US Administration proposes to
lower the budget deficit further; if the reductions in the deficit cannot be
achieved in full by the budget laws, general expenditure cuts under the so-called
Gramm-Rudman-Hollings Act come into force. The surplus countries Japan and
Germany have already significantly eased their financial policies in accordance
with the general policy strategy referred to above. In May 1987 Japan approved a
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programme of substantial expenditure designed to stimulate domestic demand;
Germany lowered taxes again at the beginning of 1988 and, in addition, the
Federal Government will accept shortfalls in budget revenue that had not
originally been expected. At all events, the international coordination of financial
policies has made headway, so that, viewed from that angle too, the prospects
for a reduction in the external disequilibria have improved.

In 1987 monetary policy in the major industrial countries likewise endeavoured to
buttress the reduction of the external disequilibria over a relatively long period.
In the United States monetary growth slackened at first in the course of 1987,
interest rates moved upwards and the upturn bolstered the dollar. In the surplus
countries monetary policy remained fairly easy under conditions of strong
monetary growth and low interest rates; but from mid-year onwards it became
more and more obvious that the rise in interest rates in the United States was not
failing to have an impact on the interest rate level in the other major industrial
nations.

After the stock market crash in October 1987 the United States temporarily
adopted a rather expansionary monetary policy stance and in other countries
too, such as Germany, the money markets were amply provided with liquidity so
as to prevent the stock market slump from having any adverse repercussions on
the financial system. Not least for this reason, but also because of investors’
tendency to switch out of shares into fixed interest securities, the world-wide
rise in interest rates has now largely reversed again — a trend that has been
fostered in Europe by a number of reductions in central bank interest rates.
Since the autumn of last year the US monetary authorities have primarily been
intent on keeping economic growth going by means of low interest rates, albeit
without increasing the room for inflationary trends. Interest rate policies in the
surplus countries are directed towards moderating the tendency towards
appreciation and at the same time towards buttressing domestic economic
activity. This is clearly reflected, in the first place, in the rise in the national money
stock, which — particularly in Germany, Japan and the United Kingdom — has
been substantially outpacing the growth of production potential since 1986. The
interest rate structure, which (especially in Germany) is marked by a historically
wide spread between the short end and the long end of the credit market, also
attests to this expansionary monetary policy stance. Only in a few countries do
the domestic markets in goods and services mirror an increase in inflationary
tendencies, doing so hitherto to only a moderate degree. If, however, the money
stock in most industrial countries were to go on growing at its present pace, a
rekindling of global inflationary tendencies could no longer be ruled out. The
comparatively high level of interest rates for financial assets with long maturities
is a symptom of this assessment by market participants. Although in the short
run the industrial countries could hardly have been prevented from using their
monetary policy more to stabilise exchange rates and bolster business activity,
the possible longer-term implications for the value of money must be kept in
mind.

The adjustment process could be fostered not only by an internationally
balanced and consistent set of financial and monetary policy measures, such as
has been outlined in the various agreements, but also by dismantling existing
trade barriers and bringing economic structures — some of which are too rigid
— into line with the changed global economic conditions more quickly than has
been the case in the past. Approaches to reducing supply-side rigidities which
are hampering economic growth are discernible but, it seems, still inadequate.
Extensive studies by international organisations show that the necessary
structural changes could and should be speeded up by displaying greater
flexibility in the labour, financial and commodity markets and by intensified
government deregulation. It would be particularly tragic if the present external



disequilibria further reinforced the protectionist tendencies which are already
springing up throughout the world anyway. Government intervention in the free
movement of goods would at best mitigate the economic problems over the
short term, but in the longer run it would entail even tougher adjustment
measures. The correction of the external disequilibria can proceed without
undue friction only if it takes place against the background of growth in exports
and imports alike. Keeping the markets open is an essential precondition for this.

Given the magnitude of the external disequilibria that are to be run down, it
appears essential to underpin international economic policy cooperation by
making the market mechanisms operate in the same direction. In particular, in a
free market system — and “coordination” in the world economy is effected
primarily through the market — exchange rates and interest rates must be
sufficiently flexible, since the elimination of disequilibria cannot be expected
from the flexibility of goods prices alone, especially if a general upturn in prices is
to be prevented. Changes in the “prices” of capital and foreign currencies
likewise have an important part to play in the adjustment process. After the
exchange rate realignments of recent years, there is a good chance that the
present, largely non-inflationary economic growth will continue in the major
industrial countries and at the same time that the external adjustment process
will enter a phase in which the current account positions, which are intolerable in
the long run, will be reduced in nhominal as well as in real terms. When setting
their respective economic policy priorities, the deficit and surplus countries will
continue to have relatively little room for manoeuvre if they intend to meet their
specific responsibilities in the world economy. Germany, in reaching its financial
and monetary policy decisions, has always taken account of the commitments it
has entered into under international agreements. The fact that it has found it
difficult at times to reconcile wishes from abroad with domestic economic
requirements emerges clearly from the following section of this Report.

Strengthening the
market mechanisms
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Il. Economic trends in the Federal Republic of Germany

and central bank policy

1. Sustained economic growth in the Federal Republic of Germany
fuelled by buoyant domestic demand

The economic upswing in the Federal Republic of Germany continued in 1987 in
spite of being braked by the preceding appreciation of the Deutsche Mark and
the further reduction in the real trade surpluses. The real gross national product
showed a rise on the year, according to provisional calculations, of 1.70%0. This
meant that growth was indeed somewhat below the average of the preceding
four years of the upswing, in which it had been 2.4 9%, but this owed something
to the fact that in the first few months of last year there were considerabie output
losses owing to an unusually long period of sub-zero temperatures. Domestic
demand was the pace-setter of the growth process last year: in real terms, it
rose by 300 — a rate which is thoroughly respectable by international standards.
The fact that the increase in aggregate output remained below this rate was due
to the reduction in the real trade surpluses, which made up a good 100 of GNP at
constant prices. Real net exports of goods and services had already fallen by a
similar amount in 1986. The shift in the cyclical upswing forces towards domestic
demand, which was necessary not least because of the braking effects
mentioned, seems to have succeeded in both 1986 and 1987. At any rate,
economic growth continued without domestic demand artificially ballooning and
without inflationary trends arising. In actual fact, 1987 saw the maintenance of
price stability in Germany, although exogenous factors such as cheaper
imported commodities and energy sources played a major role in this.

The longer-term basis for the growth potential in the German economy
expanded in 1987 too; Bundesbank estimates show that production potential
grew again by about 294. The prime reason here was the increase in fixed
assets. Admittedly, net investments are not always identical with an expansion in
production capacity. For example, investments in environmental protection do
not usually directly expand productive plant, but increased efforts in this
direction not only do something for the environment, they also reduce
resistance to new fixed assets being created in the manufacturing, energy-
generating and transportation sectors; if there were fewer investments in
environmental protection, expansion might well come to a hait in some areas. If,
however, more of GNP goes into environmental protection in Germany than in
many other industrial countries, one cannot expect industrial output to grow as
strongly. A particular feature of economic trends in Germany which typified 1987
too is that the increase in production potential is not really being promoted by
the production factor labour. It is true that the labour force has continued to
increase fairly strongly, but average working hours have decreased again. Last
year major sectors of the economy saw previously agreed reductions in weekly
working hours going into force; in other areas, the annual vacation was
lengthened. The labour potential — calculated from the potential number in the
labour force and the potential number of man-hours worked — consequently
went up only slightly, just as was the case in 1986.

Overall output in 1987 increased to about the same extent as production
potential grew. After the start of the year, however, growth was initially
hampered considerably by the long, cold winter. The bad weather led to heavy
losses of demand and output, especially in the construction sector, which was
the main reason why real GNP fell to a more than seasonal extent in the first
guarter. In the spring months, however, the upswing forces gained the upper
hand again, and domestic demand, in particular, expanded strongly. These
overall economic trends continued to the end of the year; in the fourth quarter of
1987 real GNP showed a 29/ rise on the year.



Key economic variables in the Federal Republic of Germany

1984 I 1985 | 1986 I 1987

Iltem Unit 1984 1985 1986 1987 Change from previous year in %/
Aggregate demand
Private consumption DM billion 1,003.6 1,041.0 1,080.1 1,119.6 + 441 + 37 + 38 + 37
Public consumption DM billion 350.2 365.6 382.1 396.8 + 42 + 44 + 45 + 38
Fixed capital formation DM billion 354.6 360.8 376.8 388.3 + 31 + 17 + 44 + 341

Machinery and equipment DM billion 137.6 153.9 1614 168.7 + 15 + 118 + 49 + 45

Construction DM billion 2171 207.0 2154 2197 + 42 — 47 + 41 + 20
Increase in stocks DM billion + 66 — 14 - 21 + 87
Domestic expenditure DM billion 1,715.0 1,765.9 1,836,9 1,9134 + 44 + 30 + 40 + 42
Foreign balance 1 DM billion + 549 + 797 +111.9 +109.8 . . - .

Exports DM billion 590.8 647.0 636.3 636.6 + 1286 + 95 16 + 00

Imports DM billion 535.9 567.3 524.4 526.8 + 101 + 59 — 76 + 05
GNP at current prices DM billion 1,769.9 1,8456 1,948.8 2,023.2 + 53 + 43 + 56 38
Memorandum items

Orders received by the manu-

facturing sector 1980 = 100 118.2 127.8 127.9 128.2 + 96 + 8.1 + 0.1 + 02

Domestic orders 1980=100 109.5 116.4 119.1 118.8 + 6.2 + 63 + 24 — 03
Foreign orders 1980 =100 137.1 152.3 146.9 1484 + 159 + 111 - 35 + 10

Orders received by the con-

struction industry 1980=100 88.9 87.4 953 927 — 58 - 17 + 9.1 - 27
Distribution of income
Wage and salary income DM billion 954.0 991.1 1,041.3 1,080.6 + 386 + 39 + 5.1 + 38
do. as a percentage of national income 0/ 703 69.7 68.8 68.8 . . . .
Entrepreneurial and property income DM billion 403.9 430.3 4721 490.8 + 1086 + 656 + 97 + 40
Memorandum items

Gross income of

producing enterprises DM billion 307.2 330.9 373.8 392.3 + 108 + 77 + 13.0 + 5.0

do. as a percentage of national income | % 228 233 247 250
National income DM billion 1,357.9 1,421.3 1,513.4 15714 + 656 + 47 + 65 + 38
Output
GNP at 1980 prices DM billion 1,548.1 1,579.6 1,618.4 1,645.6 + 3383 + 20 + 25 + 17
Productivity 2 1980 = 100 110.3 112.5 1151 117.6 + 833 + 20 + 23 + 22
Output in the producing sector
(excluding construction) 3 1985=100 957 100.0 101.8 102.4 + 28 + 45 + 18 + 086
Construction output 3 1985=100 108.9 100.0 106.4 106.1 + 12 — 82 + 64 — 03
Employment
Employed Millions 254 255 258 26.0 + 041 + 07 + 10 + 07
Wage and salary earners Millions 221 22.3 225 227 + 02 + 08 + 11 + 08
Memorandum item

Total number of man-hours worked 1980 =100 945 94.5 94.7 94.2 — 00 + 00 + 02 — 05
Unemployed Thousands 2,265.6 2,304.0 2,228.0 2,228.8 + 03 + 17 — 833 + 00
do. as a percentage of

the total labour force %o 8.1 8.2 7.9 7.9

the dependent labour force O/ 9.1 9.3 9.0 8.9
Prices
GNP deflator 1980=100 1143 116.8 120.4 122.9 + 20 + 22 + 341 + 21
Memorandum item

Unit labour costs in the

economy as a whole 4 1980 =100 108.7 110.6 1132 1154 + 02 + 17 + 24 + 19
Cost of living index for all households 1980=100 118.4 121.0 120.7 121.0 + 24} + 22, — 02 + 02
Producer price index of industrial products | 1980 =100 119.2 121.8 118.2 1156 + 29 + 22 — 30 - 22
Overall construction price level 1980=100 1125 113.5 1155 117.7 + 24 + 09 + 18 + 19
Index of import prices 1980=100 122.8 124.6 101.0 94.4 + 6.0 + 15 — 189 — B85

1 Balance of transactions in goods and services

with other countries (inciuding the GDR). —~

2 GNP at 1980 prices per man-hour worked;

calculated by the Bundesbank. — 3 Resu
kinds of activity units. — 4 Index of gross

Its for

wages and salaries per employee divided by

index of real GNP per employed person. — The
figures from the national accounts from 1985
onwards are provisional.
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Change in the pattern
of production under
external adjustment

pressure

Rise in employment
virtually confined to
the services sector

Further growth of
the labour supply

The economy’s adjustment to the changed external conditions left clear marks
on the overall pattern of production. They are to be found principally in the
output of the manufacturing sector, the products of which are largely destined
for export and which in domestic markets is more exposed than are other areas
to competition from foreign suppliers. The individual sectors of industry were
admittedly affected to widely varying degrees by pressure from foreign
competitors. Thus output in the capital goods sector (excluding road vehicle
manufacture), which is particularly dependent on exports and sustained
considerable losses of market shares at home owing to strongly rising imports
of machinery and equipment, was no higher than in 1986. On the other hand,
both road vehicle manufacture and the consumer goods sector were favoured
by the persistently good consumption climate and were able to expand their
output, aithough in some cases foreign manufacturers clearly gained ground
here too. In the construction sector, the whole of 1987 saw somewhat lower
output than 1986. However, this is only a part of total construction output. The
output of the installation and building completion sector in 1987, by contrast,
rose substantially. The increase in GNP last year owed much to those sectors of
the economy which produce goods mainly or exclusively for the domestic
market and thus profited from the strong growth in private domestic demand.
This was true first and foremost of the services sector. The value added by the
enterprises in this sector (including distribution and transportation) went up in
1987 by a real 30/0. Its share in the total value added amounted to 430/; it is thus,
in line with a long-term trend, higher than the share of the producing sector
(4190/0).

In the labour market, economic growth with a simultaneous shortening of
working hours led to a further increase in the number of employed. Taking the
average of last year, about 26 million employees and self-employed persons
were at work in Germany; this constitutes a rise of 180,000 over 1986 and of
640,000 over the 1983 low. The growth in employment in 1987 was somewhat
weaker than a year before. In line with the differing production trends, the
number of personnel increased particularly in the services sector, where, not
least, female members of the workforce found improved job opportunities.
Particularly distribution, the banking industry and other services (e.g. business
consultants, service trades) increased their personnel numbers, as did the
public sector too. By contrast, the number of those employed in the manufac-
turing sector hardly changed at all in 1987, although it is true to say that there
were marked differences in the individual sectors. The reduction of personnel
numbers continued in the construction industry.

The growth in the number of employed in 1987 was roughly in line with the
increase in the labour supply, which was largely due to the renewed rise in
female participation in the workforce, the fact that young people born in
high-birth-rate years were starting work, and the immigration into Germany of
persons of working age. Consequently, the number of unemployed in 1987,
which averaged 2.23 million during the year, remained unchanged against the
previous year; the unemployment rate was 8.9 00 of the dependent labour force
or — and this characterises the situation better and is more in line with the
normal international definition — 7.99/ of the total labour force. In the course of
last year, however, unemployment increased slightly (in contrast to the situation
in 1986). In the last quarter of 1987 70,000 more unemployed were registered at
the labour exchanges than a year before. At the beginning of 1988 conditions
eased somewhat under the influence of the mild weather; after adjustment for
the normal seasonal fluctuations, the number of unemployed declined and the
unemployment rate — as a percentage of the total labour force — fell to 7.8 %/0.
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Structural unemploy-
ment problems

Conditions in the labour market

1984 I 1985 l 1986 | 1987 1986 1987

Change from previous
Item in thousands, annual average year in thousands
Employment
Employed p 25,363 25,540 25,794 25,971 + 254 + 177
of whom
Wage and salary earners p 22,097 22,274 22,527 22,707 + 253 + 180
Short-time workers 384 235 197 278 — 38 + 81
Vacancies 88 110 154 171 + 44 + 17
Unemployment rate
in O/o
Unemployed 2,266 2,304 2,228 2,229 3 79 3 79
4 90 4 89
Structure
of unemployment
by Land labour exchange district
Schleswig-Holstein/Hamburg 189 207 209 210 1.7 11.8
lL.ower Saxony/Bremen 373 386 366 362 119 i1.8
Berlin (West) 82 81 85 91 105 10.5
North Rhine-Westphalia 717 733 725 737 10.9 11.0
Hesse 168 165 155 155 6.8 6.7
Rhineland-Palatinate/Saarland 172 178 172 169 9.4 9.2
Baden-Wirttemberg 217 210 199 198 5.1 5.1
Northern Bavaria 173 166 150 144 78 7.3
Southern Bavaria 175 179 166 162 6.4 6.1
in thousands, at end-September Percentage of total
Unemployed, total 2,143 2,151 2,046 2,107 100 100
by sex
male 1,156 1,132 1,040 1,082 50.8 514
female 988 1,019 1,006 1,025 49.2 48.6
by vocational qualification
qualified 1 925 883 821 804 401 38.2
unqualified 2 1,218 1,268 1,224 1,304 59.8 61.8
by length of time unemployed
less than 6 months 1,061 1,039 978 1,019 478 48.4
6 months to less than 1 year 464 446 414 418 20.2 19.8
1 year and more 617 666 654 670 320 318
by age
up to 24 years 582 564 503 479 246 227
25 to 44 years 959 951 919 953 449 452
45 to 64 years 601 636 624 676 30.5 321

1 Skilled workers and salary earners of equivalent status. — 2 Unskilled workers and salary earners of equiv-
alent status. — 3 Unemployed as % of the total labour force; annual average. — 4 Unemployed as % of the
dependent labour force; annual average. — p As from 1985 provisional. BBk

The persistently large number of unemployed in Germany is partly cyclical in
origin, but to a high degree it has structural causes too; these include distortions
between the demand for labour and the labour supply. This is suggested, for
example, by the strong regional differences in unemployment rates and the great
discrepancies in the length of time unemployed, even in regions which have
equally high unemployment rates. The structural differences are also reflected in
the fact that in some sectors in 1987 there was a scarcity of more highly qualified
labour, in particular. This was true even of sectors such as construction, in which
employment was falling. By contrast, the supply of less qualified labour was
especially plentiful. This was confirmed for 1987 by the special survey which the
Federal Labour Office carries out every year as at the end of September. This
showed that last year, of those out of work, one in two had failed to complete a
course of vocational training. Of those in employment, this is true only of one in
four. The unemployment rate for less qualified members of the workforce, at an
estimated 169/, is nearly twice as high as that for the labour force as a whole,
and the average length of unemployment, at 15 months, is not only far longer
than in general, but also increased markedly last year — unlike the situation for



persons who did complete their vocational training. Increased efforts at
retraining and at improving the qualifications of the unemployed are being
undertaken by the Federal Labour Office in particular, which spent a total of DM
5.7 billion on such measures in 1987, or about 27 %/0 more than in 1986; however,
these measures can bear fruit only gradually. In addition to many types of rigidity
which stand in the way of a solution of the labour market problem, the lower
chances which less qualified job-seekers have of finding employment probably
owe something to the relatively inflexible wage structure in Germany, which
obstructs stronger regional and sectoral wage differentiation. In spite of
increasing regional and sectoral differentiation in the labour market situation,
Germany is still seeing — as during the long period of nation-wide labour
shortage — the negotiation of uniform wage and salary rises and of other
working conditions for large wage-bargaining sectors and for regions including
several million employees.

Price trends in Germany remained steady in 1987. One of the main reasons for
this was that commodities and energy could be obtained at lower prices from
abroad. Prices in the international commodity and oil markets had started to rise
in the second half of 1986. After the OPEC conference in December 1986 the oil
price went up strongly again; until autumn 1987 it remained at the higher level
reached at the start of the year and then dropped back. Around the turn of
1986-87 price rises for industrial raw materials gathered pace, and persisted for
practically the entire year. As, however, many of these products are invoiced in
US dollars in the international markets, Deutsche Mark prices fell as the dollar
was depreciating. Thus the HWWA dollar price index for raw materials and
sources of energy in 1987 was a good 49%b higher than in 1986; calculated in
Deutsche Mark, however, these products were 14%:0/0 cheaper. This trend was
reflected clearly in import prices. Over the year as a whole imported goods cost
6200 less than in 1986.

By and large, price stability was maintained in the domestic markets in 1987. It is
true that prices started moving upwards again in the course of last year, not least
because import prices rose at times. However, the upward trends were strictly
limited. Towards the end of the year, in addition, new stability imports had a
further price-curbing effect. At the industrial producer level, domestic selling
prices fell again by just over 20%0b in 1987 on an annual average, with imported
cost savings in 1986 playing a certain role. Basic and producer goods, in
particular, were cheaper last year than in 1986, whereas capital goods — in spite
of fiercer competition from foreign suppliers in the domestic markets — became
more expensive. Construction work cost 20/ more in 1987 than a year before.

It was particularly consumers in Germany who enjoyed virtually stable prices in
1987. On an annual average, the cost of living index for all households was only
0.20%o higher than in 1986; at the end of 1987, too, the rise on the year was no
more than 100, just as in March 1988. The good result for 1987 owed something
not only to the after-effects of the marked drop in the oil price in the preceding
year (which worked through to consumers — in the shape of lower prices for
natural gas and lower heating costs — in part with a time-lag), but also to the fact
that domestic cost pressure became weaker during the year. This may have
contributed to the fact that the rise in the cost of services turned out markedly
smaller than in 1986 and the increase in rents slackened. The price rises for
industrial goods (excluding energy) were also markedly lower.

In most western industrial countries price rises continued last year, in contrast
to the situation in Germany. After the noticeable slowdown in price increases
owing to the fall in oil prices in 1986, the upward price trend steepened again in
various industrial countries in 1987. This applies not only to the United Kingdom
but also to the United States, where the rise in import prices deriving from the

Stability imported
again

Relaxed price climate
in the domestic
markets

Price stability at the
consumer level

Sustained price
differential between
foreign countries and
Germany
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Private consumption
the most important
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domestic economic
activity
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depreciation of the dollar was increasingly reflected in higher consumer prices.
In the United States consumer prices went up by a good 3'%9%0 in 1987 as
opposed to barely 20/ in 1986. The price differential between the United States
and Germany thus widened again in 1987. Vis-a-vis the EEC member countries it
was somewhat narrower than in 1986 but, at 30/, it was still considerable.

Private consumption continued to be the decisive stimulus to growth in
Germany in 1987. Since the second half of 1985, when foreign demand began to
decline, households’ consumption spending has increasingly become the major
counterbalance. Private consumption stabilised the domestic economy and
supported the external adjustment process, for the growing consumer demand
was to a great extent focused on imports of goods and services. In total,
households expanded their consumption expenditure last year by 3%200. In real



terms, private consumption rose by 3%0. Leaving aside the year 1986, which was
a particularly good one for consumers because of the unexpectedly great relief
afforded by the fall in the price of oil and the tax cuts, this was the strongest
increase since the end of the seventies. One has to go back to 1978-79 to find
two successive years in which real private consumption increased as strongly as
it did in 1986 and 1987 taken together, namely by 7%206. The buoyant
consumption climate last year covered practically all areas of private consump-
tion. It even encompassed those sectors which usually lag behind the growth in
income. This applies for example to the area of food (including drink and
tobacco). In 1987, as shown by the retail turnover figures, consumer spending
here increased by 390 in real terms (as prices were decreasing, it admittedly
rose less in nominal terms, namely by 290). Given the almost stable population
level in Germany, this increased consumption is astonishing and is probably due
less to stronger demand for conventional goods than to heavier consumption of
up-market food, drink and tobacco. Foreign suppliers, not least, benefited from
this. Interest in further car purchases continued. 4¥2%0 more new passenger
vehicles were registered for households than in 1986, when new registrations
had already gone up strongly. Expenditure on new cars rose considerably more
sharply than the numbers of cars sold. Firstly, passenger vehicles became much
more expensive last year and, secondly, the trend towards more powerful and
better-equipped vehicles continued; low-pollutant cars particularly became
more and more popular — not least because of the tax concessions. Last year
the share accounted for by cars with low pollutant emissions in the total of
newly-registered passenger vehicles was already over four-fifths; in 1986 it was
littte more than one-half. Household furniture and electrical appliances also
found relatively large numbers of buyers in 1987; retail turnover trends, which
probably do not show all consumer spending here, reveal a good 3%:% rise
against 1986. Textiles, clothing and shoes met with less demand last year. The
consumer demand for services seems to have risen much more strongly. For
example, German holiday-makers spent about 7% more on trips abroad in
1987, at almost DM 40 billion. They thus continued to lead the world in
international tourism. Within Germany, too, travelling seems to have gone up
noticeably. This is indicated by the number of overnight stays at hotels in
Germany having risen strongly. One proof of consumers having had more
recourse to services last year is the fairly high growth rate of turnover in the
service trades.

Two factors determined the buoyant consumption climate: the strong increase
in households’ income and the stability of prices. In 1986, when the fall in the
price of oil and tax relief coincided, the rise in households’ real income, at 590,
was admittedly steeper than in 1987. But in the year under review the growth, at
300, was still impressive and higher than in any year of the first haif of this
decade (and, in the years 1986 and 1987 together, higher than it has been since
1978-79). In last year’s wage round, major sectors of the economy saw the
signing of pay agreements containing phased pay rises and reductions in
working hours for the period up to and including 1989. The conclusion of this
sort of pay agreement, which will run for much longer than the previously usual
period of one year, shows the confidence management and labour have in the
price stability which has now been attained. Such trust was warranted for 1987,
is warranted for 1988 and naturally still has to be warranted for the period even
further ahead. For 1987 pay rises were agreed which as a rule were somewhat
jower than for 1986. In total, the overall negotiated wage and salary level in 1987
(on a monthly basis) was 3%0%b up on the year and actual earnings were 300
higher than a year earlier. Given the ongoing (albeit weaker) growth in
employment, this implies a rise in total gross wages and salaries of just under
49%0. Unlike the situation in 1986, when the first stage of tax relief went into effect,
deductions of wage tax and social security contributions rose more sharply in
1987, especially as a result of the progressive effect of the tax scale.

Strong growth in real
income again
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Consequently, net wages and salaries went up less than gross wage and salary
income. By contrast, government current transfers — pensions and mainte-
nance payments — increased much more strongly than previously, viz. by 50/0. A
whole series of factors contributed to this. It was especially significant in this
connection that the rise in pensions in the middle of last year, at 3 %0, was higher
than before, the number of pensions granted increased further (by about 1%20/)
and the baby allowance introduced in 1986 found particularly many claimants in
1987.

Saving by households in 1987 was largely in step with income trends, i.e. private
saving went up by 490 and households’ disposable income by a good 3%290. The
saving ratio thus remained unchanged at about 13%20%. As regards investments
— households’ financial assets expanded in 1987 by over DM 140 billion — there
was a slight decrease in the very marked preference for liquidity which was
characteristic of 1986. While households built up their cash holdings very
strongly in 1987 too, they added less to their sight and time accounts and
savings deposits at statutory notice. By contrast, purchases of securities gained
somewhat more weight, having been particularly insignificant in the previous
year. Here, however, the picture was influenced very strongly by trends in the
last quarter of 1987, as private investors took advantage of the slump in prices in
the stock markets in mid-October to buy large amounts of shares. Households’
purchases of bonds also came somewhat more to the fore last year, taken as a
whole. High-yielding foreign currency bonds were the focus of investors’
interest, whereas domestic issuers’ debt instruments were less in demand. The
same is true of longer-term investments at banks. The trends which have been
observable since the start of the eighties with respect to the other forms of
long-term saving continued in 1987. On the one hand, the placing of funds with
insurance enterprises gained further ground but, on the other hand, the
weakness in saving with building and loan associations persisted. Last year
households took up an extra DM 11.5 billion in debt for consumption purposes;
this was somewhat more than in 1986. Consumers primarily took up longer-term
personal loans in connection with their heavy purchases of passenger vehicles
and other consumer durables.

In 1987 enterprises (excluding the housing sector and financial institutions)
spent a total of 420/0 more than a year before on fixed capital formation, and
likewise 4290 more on machinery and equipment. Hence the share in GNP
accounted for by enterprises’ fixed capital formation rose further, as did the
share taken by investment in machinery and equipment. However, considering
the improvement in their profitability since the start of the upswing — in 1987 the
gross income of producing enterprises rose by a further 500 — the increase in
enterprises’ capital formation was not particularly strong. Business could rely on
favourable investment conditions from the financing point of view too last year:
the cash flow increased further, the provision of liquidity was ample and outside
funds were available on particularly favourable terms. The reasons for invest-
ment not having gone up more strongly in spite of this are probably to be found
in the increased competitive pressure from abroad in foreign and domestic
markets associated with the appreciation of the Deutsche Mark, in the
uncertainty as to future trends in this area, and in the ongoing structural crisis in
some particularly capital-intensive industrial sectors (mining, steel production,
shipbuilding). As industry has to shoulder the main burden of the external
adjustment process, it was precisely in this important sector of the economy
that the propensity to invest was subdued. Restrained investment planning in
industry has a detrimental impact, above all, on the growth of investment in
machinery and equipment, but it also affects investment in industrial construc-
tion. Areas such as the services sector which profit particularly from the high
level of domestic economic activity and are virtually not exposed to stronger
competition from foreign suppliers are generally less capital-intensive than

Unchanged behaviour
on the part of savers

Investment by enter-
prises continues to
expand
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Rising direct invest-
ment abroad by
German enterprises

New housing
construction still in
the doldrums

industry. Moreover, their investments, e.g. those in distribution and in the hotel
and catering trade, consist to a very large extent of construction projects. in
total, enterprises’ investment in construction work in 1987 went up by 490 in
value (although it cannot be classified individually at present by the sectors
carrying out the investment).

The fact that the rise in capital formation was no stronger can partly be explained
by German enterprises’ increased investment abroad. External direct invest-
ment, which admittedly largely constitutes the acquisition of participations and
thus not physical investment, has been expanding strongly since the beginning
of the eighties. In 1980 it amounted to DM 11.5 billion, but taking the average of
the years 1986-87, at DM 26 billion, it was more than twice as high. To a certain
extent, this increase seems to have been a sign of the progressive international
division of labour and closer capital links. This also includes the policy decision
to be represented in major sales markets such as the United States not only by
one’s own distribution network but in some cases by one's own production
facilities as well. The same applies equally to foreign enterprises and their
branches and participations in Germany. Doubtless, in the last few years fears of
protectionist trends abroad and of the effects of strong exchange rate
fluctuations have underpinned decisions to be represented abroad by firms of
one's own. The lower taxation which corporate profits attract in some countries
is arguably of some significance here too. in the last two years, in addition, the
low dollar rate has played a role, making direct investment in the United States
relatively cheap, whereas, conversely, direct investment by non-residents from
the dollar area in Germany has become relatively expensive. In earlier years, too,
it was observable that transactions of this kind came and went rapidly,
depending on the exchange rate situation. The fact that, where there are high
current account surpluses and (closely associated therewith) an appreciation of
the national currency, direct investment abroad increases, is incidentally a token
of a highly developed economy in which there is often a tendency towards a
relatively high level of aggregate saving, accompanied by moderate investment
propensity at home. Direct investment is to this extent consistent with surpluses
on current account. For deficit countries it poses far fewer problems than a
continuous increase in their foreign indebtedness.

The fact that investment needs in Germany are much less strong than they used
to be in some sectors is not least apparent in housing construction. The
weakness of residential construction is often measured by the trend in the
number of completed dwellings; at barely 220,000 in 1987, it declined by a further
13%20/0 and reached the lowest level since the start of the fifties. However, these
figures do not adequately reflect the actual situation. Construction investment
has not fallen nearly as strongly as the number of housing completions; in value
terms, it was in fact somewhat higher (190), and in volume terms only 1 %o lower,
than in 1986. The difference is due firstly to the quality of the fittings in each new
dwelling having improved further. Secondly, the discrepancy can be put down to
new housing construction having lost ground, within construction as a whole, to
modernisation and rehabilitation work on existing buildings. New housing
construction can be expected to impart only comparatively few stimuli to growth
in Germany in the years to come. One of the main reasons for this is the trend in
the resident population, which has been declining slightly in the last few years
and will tend to decrease further. Judging by the available information (data from
the 1987 census have not yet come to hand), the number of dwellings is
currently about the same as the number of households in Germany. Admittedly,
there will be big differences in the housing market from one region, municipal
district or rural district to another. In economically prosperous regions there is
no doubt always an additional demand for housing. The management of
construction activity should therefore operate mainly through the market;
measures by the public sector often inhibit, rather than promote, the necessary



structural changes in Germany. That would be the case if, for instance, using the
argument of creating jobs (in the construction industry), government funds were
to be used to construct housing in places where additional long-term jobs are
not to be expected and where the structural component in unemployment is very
significant anyway. There is, incidentally, much evidence that the maintenance
and renovation of existing buildings, i.e. the improvement of fittings and
thorough modernisation, is increasing in importance. According to an estimate
by the German Institute for Economic Research in Berlin, the construction
volume in this sector in 1987 was already higher than that for the construction of
new dwellings.

In 1987 the expansion of domestic demand was buttressed by the public
authorities too. The central, regional and local authorities and the social security
funds taken as a whole stepped up their spending by almost 40/ last year.
Government expenditure thus rose as sharply as nominal GNP; this also meant,
however, that no further progress was made in 1987 in the gradual reduction of
the “government spending ratio” (the ratio of government expenditure to GNP),
which is the longer-term obijective. In 1987 there was admittedly a break in the
tax reductions, in accordance with the medium-term strategy, but major
decisions were taken in the course of the year to continue a policy which is
designed to strengthen the basis for future economic growth in Germany. Last
year the central, regional and local authorities accepted the fact that the deficits
were rising perceptibly, contrary to the budget plans; the main reason for this
was that tax receipts were flowing in more sluggishly than envisaged (owing to
economic developments). The deficits of the central, regional and local
authorities in 1987, at DM 51.5 billion, were DM 9 billion higher than a year before.
Their new debt accordingly increased more sharply: at the end of 1987 the level
of debt of all central, regional and local authorities reached DM 850 billion.
Moreover, the surpluses of the social security funds declined. If their budget
results are combined with those of the central, regional and local authorities, the
overall public sector deficit amounted to DM 48 billion; it thus corresponded to
almost 220/ of GNP, against nearly 2% in 1986.

The central, regional and local authorities’ expenditure grew by 3%0/4 in 1987,
and thus slightly less than a year previously (490). Especially the further tax
reductions planned for 1988 and 1990 presumably compelled them to cut back
their additional spending. The 390 limit to the growth of the central, regional and
local authorities’ expenditure recommended for some years by the Financial
Planning Council (in which the Federal and Lédnder Governments and local
authorities coordinate the basic stance of their budgetary policy) was, however,
exceeded yet again in 1987, although this limit now provides greater scope for
“real” expenditure increases than it did a few years ago, given the virtual stability
of prices these days. The public authorities benefit from the stable prices not
only when acquiring goods but, in addition, also in so far as the rise in personnel
expenditure and in social expenditure, which is in part dependent on the
movement of wages and prices, is curbed over the longer term. The develop-
ment of spending at the various levels of government was in part determined by
the differing expenditure patterns of the Federal Government, the Lander
Governments and the local authorities. In 1987 the expenditure of the Lander
Governments and local authorities rose by 4%. The Federal Government, by
contrast, increased its spending by only 30%b. Government expenditure also
includes the sums spent in Germany in the context of membership of the
European Communities (mainly on interventions in the domestic agricultural
market) and on transfers in favour of partner countries. (On the receipts side this
expenditure is matched by the turnover tax share transferred to the EEC and the
yield of customs duties and agricultural levies.) These are the transactions of a
fourth, supranational level of government besides the Federal and Lander
Governments and the local authorities. The expenditure in question grew

Domestic economic
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Finances of the public authorities*

Item 1984 ] 1985 | 1986 pe | 1987 pe 1984 | 1985 l 1986 pe l 1987 pe
DM billion Change from previous year in %
A. Budgetary trend
Central, regional and local authorities
Expenditure
Personnel expenditure 186.7 193.6 202.4 211 + 186 + 37 + 45 + 45
Other operating expenditure 93.2 97.3 100.2 103 + 48 + 44 + 30 + 3
Transfers 1 160.8 165.5 1727 181.5 + 1.7 + 29 + 43 + 5
Interest 53.6 56.0 57.8 58.5 + 42 + 45 + 33 + 15
Fixed capital expenditure 49.4 52.0 559 57 — 20 + 53 + 75 + 2
Financial aid 2 41.0 394 40.1 39,5 + 86 — 39 + 18 — 15
Total expenditure 3 584.9 604.3 629.0 651 + 25 + 33 + 41 + 35
of which
Federal Government 2539 259.4 2639 2715 + 2.1 + 22 + 17 + 3
Lander Governments 2343 2433 2541 264 + 26 + 39 + 44 + 4
Local authorities 154.7 162.9 1719 178 + 20 + 53 + 55| 4+ 4
Receipts
Tax revenue 4147 437.2 452 .4 468.5 + 486 + 54 + 35 + 35
Other receipts 1247 130.0 1356.5 134 + 4.1 + 42 + 42 -1
Total receipts 3 538.5 565.0 586.4 600 + 45 + 49 + 38 + 25
of which
Federal Government 2252 236.7 2406 2435 + 39 + 51 + 186 + 1
Lander Governments 2161 226.2 236.3 244 + 44 + 47 + 45 + 35
Local authorities 155.8 163.6 169.9 175.5 + 37 + 50 + 38| 4+ 4
Surplus (+) or deficit (—) — 46.3 — 393 — 428 — 515
of which
Federal Government — 286 — 228 — 233 — 28
Lander Governments — 182 — 171 — 177 — 20
Local authorities + 11 + 07 — 20 — 25
Social security funds
Expenditure 331.1 3417 3538 370.5 + 45 + 32 + 35 + 5
Receipts 328.2 3436 360.1 374 + 40 + 47 + 48 + 4
Surplus {+) or deficit (—) — 28 + 19 + 63 + 35
Public authorities, tota!
Expenditure 877.3 905.9 9422 979 + 34 + 3.3 + 40 + 4
Receipts 828.1 868.5 905.9 931 + 46 + 49 + 43 + 3
Deficit (—) — 492 — 374 — 36.3 — 48
Level at end of year in DM billion Change from previous year in DM billion
B. Indebtedness of the central,
regional and local authorities
Borrowers’ note loans 490.0 497.7 486.2 489.5 +155 + 77 —11.5 + 35
Securities 205.1 243.4 293.1 339.5 +29.4 +38.3 +49.7 +46.5
Other debt 224 19.1 21.7 19 + 08 - 33 + 26 — 25
Total indebtedness 7175 760.2 801.0 848.5 +458 +427 +408 +475
of which
Federal Government 367.3 392.4 4154 440.5 +259 +25.1 +23.0 +25
Lénder Governments 2306 247.4 264.4 2845 +18.5 +169 +16.9 +20
Local authorities 104.8 105.6 107.3 110 + 07 + 08 + 17 + 3

* Including hospitals keeping commercial
accounts and other special accounts. Receipts
and expenditure are shown here under the pe-
riod for which they are intended, in accordance
with budgetary practice. — 1 Mainly social ex-
penditure and current grants to the enterprise

sector. — 2 Expenditure on investment grants -~
and loans to third parties, plus the acquisition of
participations. — 3 This aggregate — unlike the
figures below for the Federal and Lander
Governments and local authorities — does not
include transfers between the various levels of

government (apart from differences in clearing
transactions). — 4 Adjusted growth rates, taking
due account of the elimination of double-count-
ing in one German Land. — pe Partly estimated.
Discrepancies in the totals are due to rounding.
BBk



relatively sharply last year, i.e. by 11%o; including the amounts advanced in 1987
by the Federal Institution for Agricultural Market Regulation, it reached a volume
of almost DM 22 billion.

The relatively large share of personnel expenditure in the Lander Governments’
and local authorities’ total spending (two-fifths and one-third of the total,
respectively) was one of the reasons why these levels of government recorded
above-average expenditure rises. The 3.4 00 increase in public service pay at the
beginning of 1987 had an impact here. Staff numbers were apparently also raised
somewhat, however, especially at local authority level. Altogether, the central,
regional and local authorities’ personnel expenditure grew by a good 49%o.

The social expenditure of the central, regional and local authorities, which (like
personnel expenditure) ultimately benefits private consumption most, likewise
rose steeply in 1987, i.e. by 420/. This was a reflection of the relatively extensive
recourse to the baby allowance introduced at the beginning of 1986. National
expenditure in the context of agricultural policy also grew vigorously because
higher grants were paid towards the cost of farmers’ social security. Moreover,
social assistance, which is mostly financed by the local authorities, cost far more
money in 1987 than a year previously. By contrast, spending on unemployment
assistance, which is paid by the Federal Government, declined slightly because
the unemployment benefits financed by the Federal Labour Office have been
granted for a longer period than before since the middle of 1987, and therefore
fewer jobless persons have had to change over to unemployment assistance.
Smaller sums than in 1986 also had to be spent on children’s benefits and war
victims' pensions and related benefits, as the number of beneficiaries is
shrinking for demographic reasons. Government subsidies to the enterprise
sector went up sharply in 1987. A particularly significant factor was that the
decline in the dollar led to a heavier demand for coking coal subsidies. The
so-called coking coal allowance (amounting to DM 2.25 billion in 1987) is paid to
German hard coal mines to facilitate sales of coal and coke to the steel industry,
i.e. to improve the competitiveness of domestic coking coal relative to cheaper
foreign coal.

On the other hand, the central, regional and local authorities’ interest expendi-
ture rose little further in 1987. To a large extent its movement was determined by
the borrowing operations conducted in 1986, as interest payments usually do
not begin until a year after the loan has been taken up. A factor which mitigated
the further rise in the level of debt in 1986 was the decline in interest rates, which
made it possible to replace maturing liabilities at relatively high rates of interest
by new, lower-interest debt instruments. The fact that in 1987 the central,
regional and local authorities incurred more new debt than in 1986 will be
reflected for the first time in the interest expenditure account for 1988.

The rather vigorous growth of the central, regional and local authorities’ current
expenditure adversely affected their financial scope for capital spending.
However, this was not yet reflected as clearly in the relevant budget items as in
the placing of new orders. While in 1987 the construction orders of the central,
regional and local authorities (which had risen substantially in 1986) were 1200
smaller than a year before in value terms, the production figures in public
construction slightly exceeded the previous year’s level, and capital spending
increased by 2% (after 7%20/0 in 1986). The main reason for this change in the
trend of public sector capital formation was that the local authorities (the most
significant public investors) responded to the deterioration in their financial
position above all by cutting back their construction projects. Notably local
authorities in structurally weak areas with high expenditure on social assistance
on the one hand and low tax revenue on the other had very little scope for capital
formation. In order to foster investment by the local authorities, the Federal

Rise in personnel
expenditure mainly
due to wage and
salary increases

Sharp increase in
social transfers and
subsidies

Little further rise in
interest expenditure

Smaller scope for
capital formation by
the public sector
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Cabinet decided at the beginning of December 1987 that in the years from 1988
to 1990 the Reconstruction Loan Corporation should provide them with
low-interest loans to the total amount of DM 15 billion (with the Federal
Government assuming the cost of the interest subsidies). This facility can only
be taken advantage of, however, by local authorities which have not yet reached
their borrowing ceiling; for the local authorities the budgetary provisions
governing borrowing are much stricter than those for the Federal and Lénder
Governments. If public sector investment is to be put on a steadier basis, the
question of the adequate provision of funds thus arises, not least in view of the
financial needs of the local authorities, especially those in structurally weak
areas. The overall significance of public sector capital spending is admittedly
overestimated at times; at present it accounts for only around 139%b of all fixed
capital formation, or 2"2%0 of GNP.

The spending of the social security funds (like the central, regional and local
authorities’ social expenditure) increased relatively sharply in 1987, i.e. by almost
50/ (against 320/ a year earlier); its share in GNP thus rose slightly again (to
18.30/0), after having declined by just over 1 percentage point between 1983 and
1986. Particularly substantial additional spending (+ 13%0) was incurred by the
Federal Labour Office, mainly as a result of the extension of the period of
entitlement to unemployment benefits in mid-1987 and the increased use of the
instruments of “active labour market policy”. Spending by the pension insurance
funds likewise grew more sharply than before, i.e. by 49%b. The expansion of the
statutory health insurance institutions' expenditure slowed down somewhat, by
contrast; here the cost-cutting efforts of the contracting parties in the field of
medical and dental care produced results. Even so, the statutory health
insurance institutions’ total expenditure still grew by 4%.0/6, and hence more
sharply than the wages and salaries subject to compulsory contributions, and
the pressure towards raising the contribution rates therefore persisted.

On the receipts side of the public budgets, tax revenue in 1987 fell approximately
DM 10 billion short of the amount which had been expected according to the
official tax estimate of November 1986. Compared with the preceding year, the
central, regional and local authorities’ tax receipts rose in 1987 by 3%:00, i.e.
slightly less than nominal GNP. This result, which is unusual in a year without tax
cuts, can primarily be put down to the fact that the tax receipts of 1986 included
substantial payments deriving from the sale of a major industrial holding, and
that some of these taxes had to be refunded in 1987. These refunds especially
affected corporation tax, whose yield decreased by 15%:00 against 1986.
Another cause underlying this decline was, however, that a number of
enterprises had requested their tax offices to reduce their advance payments,
referring primarily to the lowering of their profits owing to the Deutsche Mark
appreciation. Similar circumstances presumably aiso played a part in the case of
trade tax, the yield of which fell by almost 2% in 1987. The yield of assessed
income tax rose by not quite 30/; after adjustment for non-recurring additional
receipts in 1986, it actually grew more than twice as fast. Receipts of wage tax
deducted at source increased by almost 80/ in 1987; in view of the upturn in
wages and salaries, the progressive nature of the tax scale again took effect in
the year between the tax reductions (the extent of the excess payments, which
are offset only during the income tax assessment procedure, is however not
known). Turnover tax yields likewise developed rather favourably (+ 79%o), not
least on account of the vigorous growth of private consumption. By contrast, the
central, regional and local authorities’ non-tax receipts declined, mainly owing to
the smaller profit transfer by the Bundesbank (DM 7.3 billion after DM 12.7 billion
in 1986).

Relatively sharp
expansion of spend-
ing in the social
security sector

Only moderate
growth of tax revenue
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Decision on additional
tax cuts in 1988 and
paving the way for
the 1990 tax reform

Considerable expan-
sion of the budget
deficits in 1988

Growth losses owing
to external adjust-
ment

Exporting more diffi-
cult after exchange
rate shifts

With special reference to the further outiook in Germany, it was important that
the basic decisions on further tax relief through a tax reform were taken in the
course of 1987. Most of the amendments planned to tax legislation are to enter
into force in 1990. Some of them were brought forward to 1988; as a result, the
second stage of the income tax reductions approved already in 1985 was
increased by just over DM 5 billion to almost DM 14 billion. The tax reform will
lead to further relief totalling over DM 20 billion net in 1990; part of the
substantially higher revenue shortfalls due to the new tax scale will be offset by
higher receipts deriving from the dismantling of tax concessions and the
broadening of the tax assessment basis. In the longer term, however, the tax
reductions call for strict restraint in the growth of public sector spending, in
order to curb the temporary rise in the deficits (and the associated calls on the
credit markets by the public sector) and to run down the deficits again
thereafter; otherwise, the growth-promoting effects which the tax reform is
designed to achieve would be called in question.

According to the budgets for 1988, the expenditure of the Federal and Lander
Governments and local authorities taken as a whole is to grow by just over 2%,
On the other hand, the amounts required for the purposes of the European
Communities are rising sharply. In conformity with the agreements reached at
the EEC summit meeting in February 1988 the Federal Government will make
available to the European Communities in the current year about DM 4 billion
more than had been envisaged on the basis of the financial framework which had
previously applied. In view of these prospective additional burdens, and as the
Bundesbank will transfer only a little profit in 1988 (in the Federal budget for
1988, a sum of DM 6 billion was entered under this head), the Federal Cabinet
stated at the beginning of January 1988 that it was now expecting the deficit in
the 1988 Federal budget to come to approximately DM 40 billion; this would be
roughly DM 10 billion more than in the budget which the Bundestag approved at
the end of November 1987. Some budgetary risks also exist with respect to tax
revenue (this likewise applies to the respective receipts of the Lénder
Governments and local authorities). The Federal Cabinet decided to tolerate an
increase in the deficit in 1988 caused by shortfalls in receipts in order to avoid
any dampening of economic activity. In 1989, however, it intends to lower the
Federal Government deficit by at least DM 10 billion. This is to be accomplished
by means of consistent expenditure restraint, the dismantling of subsidies and
the raising of certain excise taxes. By its decision to reduce the deficit
considerably again in 1989, the Federal Cabinet has proclaimed its determination
to adhere to the medium-term orientation of its financial policy. It is planned that,
after the renewed expansion of the deficits in the year of the tax reform (i.e. in
1990), the deficits will decline progressively again from 1991 onwards.

2. Progress in the external adjustment process

In 1987 Germany’s external adjustment continued, with an inevitable dampening
effect on economic growth. The surpluses on current account decreased
strongly in volume; exports failed to keep pace with the rapid advance of
products from abroad in the German market. As outlined above, increasing
competitive pressure from abroad and uncertainty as to future trends in this
field, which was widespread at times, prevented even more vigorous investment
activity in Germany. Finally, this also impaired the expansion of domestic
demand as a whole, which at the same time largely precluded an acceleration of
overall economic growth.

Early in 1987 the trend in German exports was decidedly weak, but it picked up
again later in the year. Exports were as high as in the previous year in value, in
volume they were just under 30/ up on the year. Hence in 1987 German exports
again grew more slowly than the total imports of Germany’s major trading



Major items of the balance of payments

DM billion
ltem 1980 1981 1982 1983 1984 1985 1986 1987
A. Current account
1. Foreign trade
Exports (f.o.b.) 1 350.3 396.9 427.7 432.3 488.2 537.2 526.4 527.0
Imports (f.o.b.) 1 3314 357.3 365.2 3785 4214 4511 403.0 399.4
Balance + 189 + 396 + 626 + 538 + 66.8 + 86.0 +1234 +127.6
2. Supplementary trade items
and merchanting trade 2 — 05 — 02 + 08 + 33 - 11 — 13 — 15 - 08
Balance of trade + 184 + 394 + 63.3 + 57.0 + 65.8 + 847 +121.9 +126.7
3. Services
Receipts 88.5 106.0 116.6 118.8 1335 1424 141.0 1424
Expenditure 108.6 128.6 141.6 137.1 14186 149.8 150.9 160.2
Balance - 201 -~ 228 - 250 — 183 — 81 - 7.4 - 99 — 178
4. Transfer payments — 235 — 248 — 259 — 252 — 297 — 289 — 270 — 284
of which
Remittances of foreign workers — 81 — 83 — 83 — 83 — 90 - 78 - 73 — 686
Transfers to the European
Communities — 44 — 65 - 75 — B4 — 75 — 82 - 79 — 99
Balance on current account — 252 — 80 + 124 + 135 + 279 + 484 + 850 + 805
B. Capital account
1. Long-term capital transactions

(a)} German investment abroad (increase: —) — 281 — 269 — 283 — 365 — 450 — 817 — 552 — 624
Direct investment — 73 — 87 — 6.0 — 841 — 125 — 141 — 203 — 16.3
Foreign securities - 77 — B0 — 114 — 104 — 157 — 315 — 216 — 249
Advances to non-residents — 111 — 96 — 87 — 147 — 142 — 131 — 103 — 184
Other investment abroad -~ 20 - 25 — 23 — 33 — 286 — 30 — 30 — 28

(b) Foreign investment in Germany (increase: +) + 339 + 353 + 142 + 295 + 252 + 483 + 885 + 391
Direct investment + 08 + 08 + 20 + 45 + 16 + 18 + 22 + 36
Domestic securities and official
domestic borrowers’ notes + 234 + 233 + 122 + 255 + 217 + 36.3 + 690 + 209

Securities + 09 + 1.0 + 28 + 138 + 174 + 383 + 7441 + 332

Borrowers' notes + 2286 + 223 + 94 + 119 + 43 — 20 - 51 - 123

Advances to residents 3 + 99 + 112 + 01 — 03 + 19 + 103 + 173 + 147

Other investment in Germany — 02 — 00 — 01 — 02 — 00 — 04 — 01 - 01

Balance of long-term capital transactions + 58 + 84 — 142 70 — 198 — 134 + 333 — 233
2. Short-term capital transactions

(net capital exports: —)

(a) Banks — 89 — 103 + 84 + 1.8 + 041 — 277 — 59.0 — 6.2
Assets - 71 - 1.2 + 43 + 53 — 178 — 334 — 65.8 — 154
Liabilities — 18 + 09 + 38 — 386 + 178 + 57 + 68 + 93

(b) Enterprises and individuals + 22 + 58 + 32 — 89 — 16.1 — 141 — 534 — 1186
Financial relations with foreign banks + 65 + 83 + 74 — 25 - 33 — 135 — 454 — 116
Financial relations with foreign non-banks + 14 + 07 — 20 — 08 — 40 + 28 - 28 — 19
Trade credits - 57 - 32 - 19 — 59 - 87 — 35 — 52 + 19

(c) Official + 04 + 18 — 03 — 43 — 16 + 041 - 10 - 27

Balance of short-term capital transactions — 6.2 — 26 + 110 - 115 — 177 — 417 —1134 — 205

Balance on capital account — 04 + 58 — 32 — 184 — 375 — 551 — 80.1 — 437
C. Balance of unclassifiable transactions

(balancing item) — 23 — 00 — 62 + 08 + 65 + 86 + 11 + 44
D. Balancing item in respect of the Bundesbank’s

external position 4 + 22 + 386 — 04 + 24 + 21 — 31 — 32 — 93
E. Change in the net external assets of the

Bundesbank 5 {increase: +)

(A plus B plus C plus D) — 257 + 13 + 27 — 18 — 10 - 13 + 28 + 319

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

external position which are not caused by external
current and capital transactions: allocations of
IMF special drawing rights and differences
between the transaction values of the Bundes-
bank’s foreign exchange business and the

changes in the external position shown at
balance sheet rates. — 5 Valued at balance
sheet rates.

Discrepancies in the totals are due to rounding.
BBk
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Sharp expansion of
exports to the EEC
countries

Export losses in the

dollar area

Strong growth of
imports

partners, which expanded by 490 to 5%o in real terms (rather like world trade). In
1986, too, the growth of German exports had been perceptibly slower than that
of world trade. The price and exchange rate shifts in those two years obviously
had adverse effects on the situation of German suppliers. However, the losses in
market shares do not imply any serious impairment of international competitive-
ness. The recent losses must be seen against the background of earlier gains in
market shares, which had accompanied the dollar appreciation until spring 1985
and could not necessarily be regarded as permanent. Moreover, German
exporters are still benefiting from a number of non-price competitive factors,
such as the quality of the products, the careful regulation of the markets,
reliability in delivery and not least the high technological standard of the goods.

Exports of goods to the EEC countries were the mainstay of exports in 1987,
moving up by 6% in real terms. This was due to the cyclical increase in demand
in this region, and especially to the fact that the Deutsche Mark exchange rate
remained relatively stable vis-a-vis the currencies of the EEC countries despite
the realignment in the European Monetary System early in 1987. Furthermore,
the high degree of interdependence within the EEC is becoming increasingly
noticeable. Non-EEC competitors only play a minor role here, since volumes are
higher in intra-Community trade than in trade between the EEC countries and
non-EEC countries.

In direct trade with the United States and other countries which are oriented
mainly towards the US dollar in their external trade, German exporters incurred
substantial losses in some fields in 1987. Some exporters seem to have tried at
first to leave their selling prices in US dollars more or iess unchanged, so that
their proceeds fell dramatically in the wake of the dollar depreciation. However,
in view of the large scale of the dollar decline, they could not avoid passing on at
least part of the change in exchange rates to the purchasers, i.e. they had to
increase the dollar prices of German products in the dollar area. Calculated in
Deutsche Mark terms, exports to the United States went down in value by nearly
100/ last year; in volume the decline was probably lower. Car exports, for which
data on numbers are available, fell by 16%0, however. Exports to the OPEC
countries and the centrally planned economies also decreased in 1987 (more or
less independently of exchange rate movements), primarily because both
regions had to keep down their imports of industrial products, owing to their
acute shortage of foreign exchange.

Although in 1987 German imports of goods decreased slightly in value (—10%A),
this was wholly due to the sharp fall in import prices. In volume, imports
increased by 5%20/0 and hence nearly twice as fast as exports. The heavy demand
for imports was due to the relatively high level of domestic demand and the low
prices of products from abroad. It is true that there is a permanent tendency
towards an increasing interdependence of markets anyway. In 1987, however,
the absorptive capacity of the German market, and hence import growth, was
particularly high, just as it had been a year earlier. While imports of raw materials,
semi-finished goods and primary products increased only moderately — more
or less in line with domestic production — and imports of energy actually
declined in real terms, there was a particular rise in the demand for imports of
end-products. In this field there was an increase of 109% in real terms, which
even exceeded the growth rate of 1986 (+809/). Imports of EDP products and
consumer goods expanded especially fast (+180%0 and + 129%0, respectively).
Even in the case of motor vehicle imports, the record level of 1986 was
surpassed once more. On balance, the share of products from abroad in the
domestic market thus rose to just over 2790 in 1987, compared with only 2000
ten years earlier.
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In 1987 imports of finished products expanded roughly four times as much as  Finished products
domestic demand, reflecting the undiminished attractiveness of goods from make further inroads
abroad in Germany. This structural advance of foreign finished products in the into the German
German market was also fostered by exchange rate movements. Since the market
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Increasing deficits
on services and
transfer payments
accounts

Strong decline in the
real surplus on
current account

sources of energy) have cheapened by about 9% in Germany, while producer
prices of domestic products have remained more or less constant. Imported
capital goods and imported consumer goods, for example, have cheapened by
about 7% relative to domestic products. While the price advantage of goods
from abroad hardly increased any further during the year, the full magnitude of
the preceding exchange rate adjustments has now taken effect, in accordance
with the time-lags usual in foreign trade. The influence of the exchange rates is
also clearly reflected in the breakdown of imports by region. Imports from the
United States and from countries whose foreign trade is oriented mainly towards
the US dollar have gone up distinctly more than imports from Europe. Imports of
finished products from the United States have decreased by 5% in value; but
since at the same time the dollar has depreciated by 1790 this fall probably
masks strong real growth, with import prices having declined sharply. Imports of
finished products from developing countries actually expanded by as much as
290/ in real terms, with East Asian suppliers making the greatest inroads into
the German market. Considered separately, the corresponding imports from the
EEC countries likewise rose substantially, at just over 6 %o, during the whole of
1987; compared with other regions, however, the increase was rather below the
average, mainly no doubt because exchange rates within the EMS were largely
stable, so that there were hardly any exchange-rate-induced competitive
advantages.

Another factor which contributed to the reduction of the external surpluses in
1987 was the strong increase in the deficits on invisible current transactions. The
deficit on services account (including the freight and insurance costs of imports)
positively shot up, increasing from DM 10 billion to DM 18 billion. This was mainly
due to the high net expenditure on foreign travel, which reached a new record
level in 1987, at over DM 28 billion. Moreover, the traditional German surplus on
investment income decreased slightly. With the current account surpluses,
Germany’s net external assets rose by an estimated DM 80 billion, owing to
transactions, to roughly DM 270 billion in 1987. But this effect, which in itself
boosts earnings, was eclipsed by other influences. Income from dollar assets
fell, if only because of the declining market rates; furthermore, the dollar
depreciation lessened all income denominated in US dollars — including that
from shares and other participations — upon its conversion into Deutsche Mark.
The deficit on transfer payments account increased from DM 27 billion to more
than DM 28 billion in 1987. As much as DM 10 billion flowed out as the German
net contribution to the EEC budget (compared with DM 8 billion a year in 1985
and 1986 alike). Another DM 6.5 billion was remitted by foreign workers to their
home countries, and about DM 8 billion in pensions and maintenance payments
was paid to non-residents.

Overall, the German surplus on current account declined by DM 4.5 billion in
nominal terms in 1987 against the preceding year to just over DM 80 billion. The
only reason why the German surplus position could not be run down more
quickly last year was that import prices once again declined more steeply than
export prices. After adjustment for this improvement in the terms of trade, the
current account surplus — at constant prices — can be estimated to have
declined by a further one-fifth. In 1986, too, the surplus on current account went
down to about the same extent in real terms. To be sure, this is a hypothetical
calculation, but it does highlight the strength of the real external adjustment
process and indicate both its implications for growth in Germany and its
expansionary effect on the rest of the world.



Changes in the net external position of the Bundesbank
due to operations in the foreign exchange market and other foreign
exchange movements*
DM billion; increase in foreign exchange: +
Operations in the foreign exchange market 1
EMS
Net Deutsche Other
external Mark/ Debt foreign
position, dollar Inter- settle- exchange
Period total market Total ventions ment 2 movements
1986 January + 21 — - - - + 2.1
February + 14 — — — - + 14
March — 13 - - - - - 13
April — 10.2 + 02 — 10.2 — 102 — — 02
May + 09 - - - — + 09
June + 12 - — 0.1 — 01 - + 1.3
July 4+ 22 - - - - + 22
August + 24 - - - - + 24
September 4+ 43 — 01 + 24 + 24 - + 19
October + 62 + 24 - - - + 28
November — 08 - — 18 - — 18 + 11
December — 14 — + 1.0 + 1.0 — — 24
Total + 6.0 + 25 — 88 — 70 - 18 + 12.2
1987 January + 183 + 1.1 + 158 + 158 - + 14
February + 04 - — 09 - — 09 + 13
March — 45 — 0.1 - 57 - - 57 + 13
April + 34 + 07 — — — + 27
May + 27 + 05 - 07 — — 07 + 28
June — 03 + 07 - — - - 1.0
July — 24 - — — - — 24
August - 07 - 17 — — - + 10
September + 16 + 06 — — — 4+ 1.0
October + 27 + 1.0 — — — + 1.7
November + 16.0 + 34 + 10.0 + 10.0 - + 26
December + 40 + 29 - - - + 10
Total + 412 + 92 + 185 + 258 - 73 + 135
1988 January + 40 + 22 - - - + 18
February — 53 - — 641 - — 6.1 + 08
March p — 16 — — - — — 16
1st quarter p — 28 + 22 — 6.1 - — 6.1 + 10
* Excluding liquidity swaps. Transactions recorded accbrding to the date of entry. — 1 Including operations by
other central banks, where they affect the external position of the Bundesbank. — 2 Deutsche Mark repay-
ments to the Bundesbank by EMS partners. — p Provisional.
Discrepancies in the totals are due to rounding. BBk

As far as the countermovements to the current account surpluses on the
financing side of the balance of payments are concerned, the picture presented
by the balance of payments in 1987 differs considerably from that of the previous
year, when the surpluses on current account had likewise been very high; in
particular, the influx of reserves to the Bundesbank played a much more
important role in the year under review than in 1986. It is true that the diminishing
interest of international investors in domestic Deutsche Mark securities resulted
in the long-term capital account showing net capital exports (totalling about DM
23 billion) in 1987 and therefore — unlike the situation in the previous year —
contributing to the financing of the massive current account surplus. However,
as a consequence of the advanced depreciation of the US dollar — not only
against the Deutsche Mark but also against the currencies of other industrial
countries — the major countries had reached the February 1987 agreements,
which also included central banks’ willingness to undertake US dollar interven-
tions; moreover, additional financing facilities were agreed for “intramarginal”
interventions in the EMS (for details of the agreements see the section starting
on page 56). This resulted in large-scale foreign exchange purchases by the
Bundesbank, whose net external assets increased by the record amount of DM
41 billion owing to transactions last year. Hence in 1987 about one-half of the
current account surplus was reflected in the Bundesbank’s external position on
balance, and only the other half was financed “through the market”.

One-half of the
current account
surplus “financed”
on balance by the
Bundesbank
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Foreign demand for
German securities
perceptibly weaker

Increasing long-term
capital exports,
focusing on foreign
currency bonds

Drastic reduction in
the outflow of short-
term funds

Strong increase in
the monetary
reserves

In 1987 foreign investment in German securities was again the decisive factor in
the outflow of long-term capital. As detailed on page 47ff., the inflows of foreign
funds to the German capital market, which were very sizeable at first, slackened
during the early summer, since Deutsche Mark bonds were rated less attractive
at a time when the dollar was relatively stable or even appreciating temporarily
and interest rates were rising world-wide. In the wake of the later turmoil in the
financial markets and investors’ unsettled state, non-residents divested them-
selves of German shares, in particular. In addition, more funds flowed abroad in
1987 because borrowers’ notes issued by German debtors were returned. In
total, non-residents’ net investment in German securities and official borrowers’
notes in 1987, at DM 21 billion, reached barely one-third of the previous year’s
figure. Moreover, owing to the deterioration in conditions in the international
bond market, German banks imported fewer long-term funds through their
foreign financing companies. Altogether, foreign investment in Germany in-
creased by only DM 39 billion in 1987, compared with DM 89 billion in the
previous year.

German long-term capital exports, which are probably determined more strongly
by autonomous transactions and longer-term investment motives than are
capital imports, developed relatively steadily in 1987. As in the preceding years,
purchases of “securitised” external assets predominated. Last year, German
investors bought especially large quantities of high-yielding foreign currency
bonds; at DM 21.5 billion, their net purchases of such securities reached a
record level. Moreover, against the background of a general recovery in
international lending, which had previously stagnated for quite some time, the
amount of long-term credit extended by domestic banks to non-residents in
1987, at DM 14 billion, was over twice as large as in the previous year, the vast
bulk of it going to industrial countries and Euro-market centres. German
enterprises were once again very willing to engage in direct investment abroad in
1987 these capital exports made a major contribution to squaring the balance of
payments. Hence, including other private and public capital exports, residents
invested a total of DM 62 billion abroad last year.

In 1987 the outflow of short-term funds from Germany decreased dramatically,
viz. to only DM 16 billion (including the balancing item of the balance of
payments), after funds amounting to DM 112 billion had been exported in the
preceding year. This reflects, firstly, the above-described rather substantial
offsetting of the inflow of funds from abroad by long-term capital exports.
Secondly, the foreign exchange purchases by the Bundesbank must be seen as
a substitute for the exports of funds by German banks and non-banks which
would otherwise have been necessary.

As mentioned before, the net foreign exchange purchases by the Bundesbank
amounted to about DM 41 billion in 1987. Obligatory support purchases of
partner currencies in the European Monetary System before the realignment of
January 12, 1987 had led to an inflow of foreign exchange to the Bundesbank
amounting to nearly DM 16 billion, which was partly neutralised later by the
settlement of balances. Then, at the end of October, some EMS partner central
banks for the first time took advantage of the new regulations agreed in
September whereby partner currencies sold intramarginally can be procured
within the framework of the so-called very short-term financing mechanism (see
page 66f.). As a consequence of transactions in the EMS, at the end of
December 1987 external assets were DM 18.5 billion higher than a year earlier.
At times, particularly towards the end of the year, the pressure on the dollar in
the DM/US$ market gave rise to major supporting dollar purchases by the
Bundesbank and the US monetary authorities, which drew on their Deutsche
Mark deposits at the Bundesbank for the purpose. There were also the usual
dollar inflows to the Bundesbank from dollar conversions by US military



agencies and from interest income, which could not be channelled into the
market on account of exchange rate movements; altogether, the dollar holdings
increased by the equivalent of DM 22.7 billion in 1987 owing to transactions.’

After the preceding strong appreciation of the Deutsche Mark, this tendency
faded in 1987; at the same time exchange rate movements were more diverse
than in 1986. Although the Deutsche Mark appreciated by another 17 %0 against
the US dollar between the beginning of 1987 and the end of March 1988, the
external value of the Deutsche Mark against some other major currencies
outside the exchange rate mechanism of the EMS — the Japanese yen, the
pound sterling and the Swiss franc — declined in the same period. Within the
EMS, after central rates had been realigned on January 12, 1987, there were only
slight exchange rate movements during the rest of the year. After temporary
signs of weakness in the late autumn, the EMS currencies strengthened again
early in 1988. Overall, the Deutsche Mark appreciation has remained very limited
since the beginning of 1987, with an increase of 1%:0%0 in its external value
against the average of the currencies of 14 industrial countries. Since at the
same time the growth rate of prices and costs in Germany has been an
estimated 10/ lower than that abroad, the real external value of the Deutsche
Mark hardly changed at all over the year. In view of the strong exchange rate
shifts of the years 1985-86 this stabilisation of the external value of the Deutsche
Mark in the course of last year was imperative in order to facilitate the
adjustment of the economy to the changed price and cost conditions. As
described above, the adjustment of the real trade flows is in full swing; but this
will emerge only over time in the trade balance and current account figures,
which are presented at current prices.

3. Monetary policy against the background of unsettled financial markets
(a) Flexible money market management

The Bundesbank’s interest rate and liquidity policy was faced with unusual
challenges last year. For one thing, it had to take account of temporary
turbulence in the international financial and foreign exchange markets. For
another, it continued its efforts to prevent monetary expansion from getting
completely out of hand in the longer run, even though 1987 saw another
overshooting of the target corridor set for the growth of the central bank money
stock. As will be discussed in more detail below, the Bundesbank cut its key
short-term interest rates several times last year, above all in the light of the
unsettled exchange market conditions. Moreover, it provided about DM 30
billion of extra central bank balances on a permanent basis by enlarging its
foreign exchange reserves. This was much more than was needed to accom-
modate the demand for cash and the growth of minimum-reserve-carrying bank
deposits. Only part of this oversupply of liquidity was offset by measures to
absorb liguidity on a lasting basis; the remaining excess liquidity was used by the
banks to sharply reduce their shorter-term central bank borrowing outstanding
— primarily securities repurchase agreements. The strong impact of external
constraints on the stance of monetary policy, however, stood in the way of a
domestic orientation.

1 The above-mentioned increase in reserves owing to transactions was accompanied by reductions in the net
external assets caused by valuation adjustments on account of the usual revaluation of the foreign currency
positions, which reductions are reflected in the balance of payments together with other valuation differences in
the “Balancing item in respect of the Bundesbank’s external position” (— DM 9.3 billion). Especially the US dollar
slump — to a new low of DM 1.5815 per dollar at the end of 1987 — made a corresponding adjustment of the
balance sheet rate necessary (see the notes on the annual accounts).

Further appreciation
of the Deutsche Mark
against the US dollar,
but only a moderate
overall rise in the
external value of the
Deutsche Mark

Monetary policy of
the Bundesbank
faced with unusual
challenges
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Record of economic policy measures

1987
January 12

January 22

February 22

April 16

June 10

June 16

July 2

September 8

September 26

October 19

November 5

December 3

December 23

1988
January 7

January 21

1987
January 1

|. Domestic and external monetary policy

In the 11th exchange rate realignment within the EMS the Deutsche Mark and the Dutch guilder are
revalued by 300 and the Belgian and Luxembourg francs by 200.

The Bundesbank decides to lower the rediscount quotas granted to banks (including a number of
minor special credit lines) by almost DM 8 billion and to raise the minimum reserve ratios across the
board by 100/ with effect from February 1. These measures in effect siphon off some DM 12 billion
from the banking system, thus neutralising part of the very large influx of foreign exchange
registered ahead of the EMS realignment of January 12. By deciding at the same time to lower the
discount and lombard rates by /2 percentage point each to 3% and 5% respectively (as from
January 23}, the Bundesbank takes account of the changed domestic and external environment after
the turn of the year.

The finance ministers and central bank governors of the major western industrial countries agree in
Paris on an enhanced coordination of economic policies, among other things in order to reduce the
imbalances in the world economy; furthermore, they intend to cooperate with the aim of stabilising
exchange rates “around current levels” (“Louvre accord”).

The Bundesbank approves its annual accounts for 1986; DM 7.3 billion of its net profit is to be
transferred to the Federal Government in a single sum.

The heads of state and government of the seven major western industrial countries reaffirm in Venice
the economic policy agreements reached under the Louvre accord.

The Bundesbank decides to change its authorisation practice under monetary law to permit the
private use of ECUs among residents to the same extent as the private use of foreign currencies. In
doing so the Bundesbank takes account of the fact that progress has been made in the EEC in
removing controls on capital movements and that the ECU has assumed increasing significance in
the monetary, capital and external transactions of some partner countries.

In its regular review of the monetary target for 1987, the Bundesbank comes to the conclusion that
the target range of 3% to 69%b envisaged for the expansion of the central bank money stock (from
the fourth quarter of 1986 to the fourth quarter of 1987) should be retained.

The Committee of EEC Central Bank Governors, meeting in Basle, adopts a report on the
strengthening of the EMS. It agrees on changes in some of the intervention and financing rules,
including the financing of intramarginal intervention — i.e. intervention undertaken within the margins
of fluctuation — through the European Monetary Cooperation Fund (EMCF).

Ahead of the annual meeting of the IMF and the World Bank in Washington, D.C., the finance
ministers and central bank governors of the Group of Seven reaffirm the Paris agreements on
coordinating economic policies and stabilising exchange rates.

Unrest in the global financial markets culminates in a world-wide slump in stock market prices
(“Black Monday"). Shortly afterwards the dollar begins to slide. To counteract temporary tensions in
the EMS, Community financing of intramarginal intervention is undertaken for the first time from
October 29, with the consent of the Bundesbank, in the context of Deutsche Mark sales by EMS
partner central banks.

The Bundesbank lowers the lombard rate from 5.00/0 to 4.5 %0 with effect from November 6. By this
measure the Bundesbank hopes to help stabilise the exchange rate of the Deutsche Mark both
against the US dollar and against the EMS currencies. A simultaneous raising of money market rates
in France and interest rate changes in other EEC countries underline the intention to continue to act
in line with the Louvre accord.

Parallel to key interest rate cuts by other European central banks, the Bundesbank decides to lower
the discount rate from 3.0%0 to 2.500 with effect from December 4.

The Louvre accord is reaffirmed by a joint declaration on the part of the seven major western
industrial countries. After the US dollar has fallen to a new low, at DM 1.5815, on December 31, joint
intervention by the major central banks and improved US trade figures contribute to its rise in the
ensuing period.

To neutralise on a lasting basis some of the increase in the liquidity of the banking system resulting
from exchange market intervention, the Bundesbank cuts the banks' rediscount quotas by some DM
6 billion as from February 1. This measure is designed to ensure that money market management
through securities repurchase agreements remains possible in the future.

The Bundesbank announces the 1988 monetary target. According to the decision taken by the
Central Bank Council, the Bundesbank will conduct its monetary policy in 1988 in such a way as to
maintain monetary stability and promote the growth of domestic demand. It considers an increase of
30/0 to 600 in the money stock between the fourth quarter of 1987 and the fourth guarter of 1988 to
be consistent with this objective. On this occasion, in contrast to previous years, the target is
expressed in terms of the money stock M3.

1. Economic and financial policy
The contribution rate to the pension insurance funds is lowered from 19.2%0 to 18.7 %/ of eligible

income; the contribution rate to the Federal Labour Office is raised from 4.0% to 4.3%o.
The reorganisation of the tax promotion of owner-occupied dwellings comes into effect.




January 15

February 10

February 24

April 1

June 1

June 3

July 1

October 11

November 24

November 27

December 2

1988

January 7

January 29

March 22

In its 1987 Annual Economic Report the Federa! Cabinet notes that the salient feature of economic
conditions is the shift in the expansionary forces from foreign demand to domestic demand. It
expects a real growth in GNP of around 2'2% or more, accompanied by an increase of 100 in
employment; the unemployment rate will most likely decline to about 71290 of the total labour force.
The rise in consumer prices can probably be kept distinctly below 19%o.

The Federal Cabinet approves bills concerning the extension of the period of entitiement to
unemployment benefit as from mid-1987 and the granting of a financial benefit for child-rearing to
mothers born before 1921.

The coalition parties agree on the basic features of the tax reform which is to come into force in 1990.

The tax relief will have a volume of just over DM 44 billion gross. The amendments include:

— the raising of the basic tax allowance, the lowering of the lowest and highest marginal rates of
income tax to 19% and 53%, respectively, with a linear progressive tax scale between these two
rates, and the raising of the children’s allowance;

— the lowering from 560/ to 5090 of the rate of corporation tax payable on retained earnings;

- the extension of special depreciation allowances for small and medium-sized enterprises.

Some DM 19 billion of the tax relief is to be financed by running down tax concessions and subsidies

and/or by raising indirect taxes.

The Federal Cabinet approves the draft of the 1988 Act on the Extension of Tax Reductions. Some of
the tax relief envisaged for 1990 is to be brought forward and the second stage of the 1986-88 Tax
Reduction Act is thereby to be increased by DM 5.2 billion to DM 13.7 billion. In accordance with the
Louvre accord reached in Paris on February 22, 1987, the Federal Republic of Germany is thus
contributing to balanced international economic growth.

The so-called “coal penny” is raised from 4.5% to 7.500, taking the average of the whole of
Germany.

The Financial Planning Council discusses the economic and financial policy assumptions underlying
the 1988 draft budgets and the financial plans until 1991. It agrees that a policy of strict spending
restraint continues to be needed, and that the overall growth rate of the central, regional and local
authorities’ expenditure must be limited to a maximum of 3% a year.

The Federal Cabinet approves the draft Federal budget for 1988 and the financial plan for the period
from 1987 to 1991. The budget volume in 1988 amounts to DM 275.0 billion (2.49%0 more than the
estimate for 1987) and the deficit to DM 29.9 billion. In the medium term expenditure is to rise by
2Y20/ a year. The Federal deficit is expected to reach DM 31.5 billion in 1990 owing to the revenue
shortfalls caused by the tax reform, but it is likely to decline again to just over DM 26.5 billion in
1991.

The coalition parties agree on a series of measures to “dismantle tax subsidies and other special
regulations so as to bring about a more equitable and simpler tax system”. This gives concrete shape
to the partial offsetting of revenue losses deriving from the 1990 tax reductions. These measures
include extended taxation of investment income.

In its Report for 1987-88 the German Council of Economic Experts thinks there is a good prospect of
the German economy moving along an expansionary path again for the sixth successive year. The
Council recognises that enterprises were unsettled by the downturn in the dollar and the slump in
the stock markets in the last few months of 1987, but sees no convincing reasons why a recession
should be looming. At the consumer level the rate of price rises in the course of 1988 is estimated at
11/20/0. The Federal Republic of Germany is again making a contribution to the reduction of external
disequilibria in the world. Altogether, the Council expects real GNP to grow by 1290 in 1988. Such
an expansion will not, however, bring any relief to the labour market.

The Bundestag approves the 1988 Federal budget, with an expenditure volume of DM 275.1 billion
(+ 2.4%0) and a financial deficit of DM 30.0 billion.

The Federal Cabinet approves measures to foster growth:

— Shortfalls on the receipts side of the 1988 Federal budget will not be offset.

— With a view to strengthening and steadying capital formation, the Reconstruction Loan
Corporation will provide additional loans totalling DM 21 billion from 1988 to 1990. Under this
scheme DM 15 billion will be made available, and subsidised by up to 2 percentage points for ten
years, for local authority capital formation. The Federal Government will provide for this purpose an
annual average of DM 200 million, i.e. a total amount of DM 2.6 billion. The Reconstruction Loan
Corporation will increase its low-interest loan programme for small and medium-sized enterprises
by DM 2 billion per year out of its own resources.

— In addition, the Federal Post Office will step up its capital formation in 1988. The Federal Cabinet
will take initiatives relating to the opening-up of markets and deregulation.

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

In its 1988 Annual Economic Report the Federal Cabinet sees a good chance of real GNP being
11/20/0 to 20 higher than a year before. While this will result in a further rise in employment, the
unemployment rate will nevertheless go up slightly because of the persistently large number of
persons looking for work. Consumer prices should increase by no more than 1%o. A renewed sharp
lowering of the real foreign balance would contribute to reducing the international balance of
payments disequilibria.

The Federal Cabinet approves the draft of the 1990 Tax Reform Act. Gross tax relief of approximately
DM 40 billion is accompanied by some DM 19 billion of additional tax receipts deriving from the
dismantling of tax concessions and the broadening of the tax determination bases (net saving in the
first year of operation: almost DM 21 billion).

33



34

Interest rate and
liquidity policy
adjustments at the
beginning of the year

Easy conditions in
the money market

Rise in the money
and capital market
rates after mid-year

As early as the turn of 1986-87 the Bundesbank’s policy in the money market
was subject to considerable constraints. Strong upward pressure on the
Deutsche Mark — as mentioned above — put the exchange rate pattern in the
European Monetary System (EMS) under marked strain, causing some partner
currencies to fall to their lower intervention points. In the course of its own
obligatory interventions and those of EMS partner central banks, the Bundes-
bank channelied approximately DM 17 billion of liquidity into the domestic
market up to the realignment on January 12, 1987. Because of the relatively
moderate EMS exchange rate realignment there were subsequently — in
contrast to previous experience — no immediate major foreign exchange
outflows. To neutralise in the short run the emerging excess supply of liquidity in
the banking system, the Bundesbank had to forgo planned securities repur-
chase agreements in January. This seemed to jeopardise a continuation of
efficient money market management through this open market policy instru-
ment. Some DM 12 billion was therefore permanently siphoned off from the
banks with effect from the beginning of February by a cut in the refinancing
facilities and an increase in the minimum reserve ratios. Moreover, the
Bundesbank decided with effect from January 23, 1987 to lower the discount and
lombard rates by 2 percentage point each to 3% and 5% respectively and to
conclude new securities repurchase agreements in February at a far lower
interest rate of 3.80% (after 4.600/0 at the beginning of January). By means of
these interest rate reductions the Bundesbank also hoped to reduce tensions in
the EMS and ease the upward pressure on the Deutsche Mark.

Throughout the ensuing months the Bundesbank ensured a fairly ample supply
of liquidity to the domestic money market. This was reflected in particular in the
fact that in the spring months the banks rather consistently invested excess
liquidity at short term in Treasury bills (mobilisation and liquidity paper pursuant
to sections 42 and 42a of the Bundesbank Act) with the Bundesbank. Temporary
tensions which arose when large EMS redemption payments by partner central
banks drained funds from the domestic money market were counteracted
flexibly by the Bundesbank, which provided additional funds through shifts of
Federal balances into the banking system (pursuant to section 17 of the
Bundesbank Act). In May the Bundesbank moreover allowed the effective rate
applied to securities repurchase agreements by interest rate tender to fall by a
further Y« percentage point to 3.55%/. By keeping the money market highly liquid,
the Bundesbank sought to promote exchange market stabilisation; from April
1987 this objective was fostered by a rise in interest rates in the United States.
The Deutsche Mark/US dollar exchange rate stabilised during this period, in line
with the stated aims of the “Louvre accord” signed by the major western
industrial countries in February 1987.

In the wake of the rise in interest rates in the US financial markets and the
lowering of interest rates in Germany, the interest rate gap between the United
States and Germany began to widen from the spring of last year. After mid-year
Germany, like other hard currency countries, was increasingly affected by the
rise in US interest rates. Expectations of an appreciation of the Deutsche Mark
obviously evaporated with the sustained stability of exchange rate patterns,
increasing the immediate impact of the link with interest rates abroad on
domestic financial markets. Starting with the capital market, which registered
outflows of funds abroad during this period, the uptrend in interest rates was
also reflected increasingly in the domestic money market. Between the
beginning of July and mid-October last year some domestic time deposit rates
went up by over 1 percentage point. At first, the Bundesbank mostly confined
itself to preventing an overly generous supply of liquidity to the banking system
in the context of its ongoing money market management. When interest rates in
the domestic money market, including those for very short-term funds, had
diverged considerably from its own interest rates, notably the money-market-
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related repurchase rates, the Bundesbank tried to realign itself more closely with
the trend in market rates. At that time, developments in the international markets
were dominated by inflationary fears; these were reflected in particular in a rise in
interest rates at the long end of the market, and were the main reason for the
tightening of liquidity, which aroused considerable public attention in the
international markets, and the raising of the discount rate in the United States at
the beginning of September 1987. With a minimum bidding rate which was raised
only slightly against mid-year (from 3.500%0 to 3.600/0) for the securities
repurchase agreements offered by interest rate tender again since the end of
September, the allotment rate ultimately worked out at 3.850/ in mid-October
because of the banks’ comparatively high bidding rates. This rather moderate
increase in the repurchase rate in effect restored the rates applying to securities
repurchase agreements immediately after the Louvre accord.
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Rapid fall in interest
rates in the wake of
the stock market
crisis

Intervention and coor-
dinated interest rate
reductions to stabilise
the foreign exchange
markets

Liquidity policy
adjustment of the
currency inflows at
the beginning of 1988

The global slump in stock market prices on October 19, 1987" abruptly reversed
the interest rate trend. The switching out of shares into interest-bearing assets,
notably in the United States, and the uncertainty about the dollar exchange rate
brought downward pressure to bear on interest rates. As early as the beginning
of November, key interest rates in the German money market had largely
returned to their mid-year level. In the wake of a weakening of the US dollar rate,
new pressure was also building up in the European Monetary System.

In response, European central banks intervened in the exchange markets in
support of the US dollar at the end of October-beginning of November last year.
Sizeable intramarginal purchases of partner currencies against Deutsche Mark
were financed primarily by the Bundesbank under the new Basle EMS
arrangements of the EEC central banks of September last year, thus increasing
liquidity. In order to back up the stabilisation of exchange markets hoped to be
achieved by the support operations and to promote stability in the financial
markets further, the Bundesbank, in combination with interest rate adjustments
by a number of other European central banks, initially lowered the lombard rate
by "2 percentage point to 4.0/ with effect from November 6, 1987. In addition, it
signalled its intention of encouraging the fall in interest rates that had got under
way in the market by lowering its repurchase rate in several steps to 3.25% in
the course of the month. Finally, effective December 4, 1987, the discount rate
was reduced from 39/ to a historical low of 2%20/, which restored an appropriate
differential between it and the repurchase rate. Several interest rate reductions,
as well as heavy intervention by the central banks primarily involved, helped
stabilise the exchange rate pattern in the European Monetary System. This
stabilisation also continued when in December last year the US dollar suffered a
severe relapse, falling to an all-time low against the Deutsche Mark of DM 1.58 on
December 31. The Bundesbank slowed down the slide in the dollar, particularly
around the turn of 1987-88, by substantial dollar buying in the exchange market,
closely coordinating its purchases with corresponding intervention by other
central banks, in compliance with the agreements reached by the G-7 on
December 23, 1987.

Between the end of October 1987 (when intramarginal intervention in the EMS,
which increased liquidity, started) and the beginning of January 1988 (when the
major support operations in favour of the US dollar ended), the liquidity-boosting
increase in the Bundesbank’s net monetary reserves came to over DM 22 billion.
To neutralise this strong expansion of bank liquidity, in the short run the
Bundesbank had little choice but to reduce the basic amount of outstanding
securities repurchase agreements substantially. This was reflected not least in
the fact that during this period the Bundesbank had to shorten the maturity of
several new transactions of this type to two weeks or altogether dispense with
the usual renewal of maturing securities repurchase agreements. By January
1988, the average volume of these transactions had dropped to a mere DM 16.4
billion; this marked the lowest level in any month since money market
management was first geared to securities repurchase agreements three years
ago. Continuation of the flexible open market policy approach thus seemed to be
in grave jeopardy — just as it had done a year earlier. The Bundesbank therefore
decided to permanently offset some of the foreign exchange inflows which
chiefly derived from interventions. With effect from February 1, 1988, the banks’
refinancing facilities were reduced by some DM 6 billion. This enabled the
Bundesbank to induce the banks to enter into securities repurchase agree-
ments on a sufficiently large scale and prevent an undesirable decline of the

1 The Report of the Council of Economic Advisers to the President of the United States of February 1988 points
out a number of fundamental factors which played a part in the stock market crash, such as rising interest rates (in
the United States), overvaluation of the (share) market, the large trade and budget deficits, and then elaborates:
“Rising interest rates were certainly a factor in the stock market's decline . . ., one major bank announced another
half percentage point hike in its prime rate on the Thursday before the plunge, and the outiook for even higher
interest rates had been bolstered by the lack of improvement in the monthly U.S. trade figures” (p. 41).



Monetary developments

Change during year 1

Item 1981 \ 1982 ! 1983 | 1984 l 1985 l 1986 ‘ 1987
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: —) - 27 — 75 — 101 - 741 — 686 — 131 — 1565
Foreign exchange movements (excluding foreign exchange
swaps and repurchase agreements) — 34 + 17 - 20 — 39 — 07 + 87 + 387
Cash transactions of the central and regional authorities
(including shifts of Federat balances under section 17 of the
Bundesbank Act) + 11 — 44 + 17 + 13 — 42 — 02 + 18
Transfer of the Bundesbank'’s profit to the Federal Govern- + 127
ment + 23 + 105 + 11.0 + 114 + 129 + 73
Other factors — 93 — 121 - 97 — 121 — 140 — 80 - 89
Total 1 — 118 — 114 — 90 — 106 — 125 + 00 + 233
2. Liquidity policy measures
Change in minimum reserves 4 + 41 + b4 — 02 — 04 + 01 + 74 — 81
Change in refinancing facilities + 541 + 77 — 07 + 7.8 + 33 — 58 — 78
Open market operations (with non-banks, in “N paper”
— excluding short-term sales of Treasury bills — and in
long-term securities) - 041 + 15 + 24 — 39 + 01 + 14 - 10
Securities repurchase agreements + 44 — 14 + 66 + 77 + 165 — 95 — 55
Other assistance measures in the money market 5 — 05 + 186 — 34 + 00 + 086 + 15 — 23
Total 2 + 13.0 + 148 + 47 + 113 + 206 — 48 — 225
3. Remaining deficit (—)
or surplus (+) (1 plus 2) + 1.2 + 34 — 43 + 07 + 81 — 48 + 08
covered or absorbed by
Recourse to unused refinancing facilities
(reduction: +) + 13 — 35 + 33 — 10 — 341 + 42 + 01
Raising ( + ) or repayment (—) of lombard or
special lombard loans — 25 + 0.1 + 1.0 + 03 — 50 + 06 - 09
%
B. Key monetary indicators
Central bank money stock 2,6 + 32 + 6.0 + 69 + 486 + 45 + 8.2 + 83
Memorandum item: As an annuat average + 44 + 49 + 73 + 48 + 48 + 64 + 81
Money stock M3 7 + 49 + 72 + 57 + 46 + 51 + B9 + 6.1
Money stock M2 (= M3 excluding savings deposits) + 88 + 52 + 24 + 50 + 47 + 6.2 + 59
Money stock M1 (= currency in circulation and sight deposits) — 08 + 68 + 78 + 55 + 53 + 78 + 78
Lending by banks and the Bundesbank
to domestic non-banks + 80 + 65 + 867 + 6.0 + 6.0 + 40 + 42
DM billion
C. Money stock and its counterparts
Money stock M3 (= 1 plus 2 less 3 less 4 less 5) + 36.1 + 548 + 453 + 413 + 454 + 657 + 626
Counterparts in the balance sheet
1. Volume of credit 8 +132.0 +104.4 +113.2 +108.1 + 98.1 + 817 + 87.0
of which
Bank lending to domestic non-banks +129.9 +106.1 +111.3 +110.0 +100.6 + 778 + 898
— to enterprises and individuals 9 + 417 + 300 + 440 + 474 + 485 + 399 + 388
— to the housing sector 10 + 407 + 36.1 + 48.1 + 435 + 332 + 337 + 224
— to public authorities + 475 + 400 + 193 + 191 + 189 + 42 + 286
2. Net external assets 11 + 119 + 45 + 12 + 08 + 30.0 + 559 + 532
3. Monetary capital + 86.0 + 465 + 671 + 697 + 75.0 + 69.8 + 707
of which
Savings deposits at agreed notice - 21 + 43 — 20 + 60 + 112 + 163 + 97
Bank savings bonds + 140 + 119 + 130 + 163 + 104 + 99 + 98
Time deposits and funds borrowed for 4 years and over + 138 + 72 + 272 + 263 + 345 + 376 + 4341
Bank bonds outstanding 12 + 536 + 144 + 226 + 132 + 93 — 47 — 20
4. Central bank deposits of domestic public authorities - 02 + 05 + 09 - 12 + 13 - 11 + 35
5. Other factors + 220 + 72 + 10 - 10 + 65 + 32 + 34

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 {excluding the banks' hold-
ings of domestic notes and coins, which are
deductible from the required minimum reserves)
and required reserves on the banks’ domestic
liabilities at current reserve ratios; changes in
the required reserves resulting from changes in

the reserve ratios are shown initem A.2. — 4In-
cluding changes in minimum reserves due to
growth in reserve-carrying foreign liabilities. —
5 Open market operations under repurchase
agreements in trade bilis, foreign exchange
swaps and repurchase agreements, shifts of Fed-
eral balances under section 17 of the Bundes-
bank Act and short-term sales of Treasury bills. —
6 Reserve component calculated at constant
reserve ratios (base: January 1974); excluding

reserve-carrying bank bonds. — 7 Currency in
circulation and sight deposits, time deposits for
less than 4 years and savings deposits at statuto-
ry notice held by domestic non-banks at domestic
banks. — 8 Banks and the Bundesbank; including
lending against securities. — 9 Excluding hous-
ing. — 10 Excluding lending against securities.
— 11 Banks and the Bundesbank. — 12 Exclud-
ing banks’ portfolios.
Discrepancies in the totals are due to rounding.

B

37



38

Central bank money
stock target for 1987

Rapid four-quarter
growth of the central
bank money stock

Macroeconomic
reasons for tolerating
the overshooting of
the target

day-to-day money rate. The virtual absorption of the excess liquidity in the
banking system associated with the exchange market intervention did not,
however, alter the fact that in the wake of the capital inflows since the autumn of
last year domestic non-banks’ money balances, too, were expanding even more
than before. The external situation prompted the Bundesbank to refrain from
measures which — though they could not have guaranteed meeting the 1987
monetary target — might at least have better contained the overshooting.

(b) Monetary growth outside the target corridor

When setting the 1987 monetary target, the Bundesbank had to take into
account at the end of 1986 that the rise in money balances during the previous
year had been considerably faster than would have been consistent with the
target; the growth of the central bank money stock in particular had quickened in
the second half of 1986. The Bundesbank therefore concluded that the ongoing
expansion of the central bank money stock in 1987 should gradually be restored
to a path that was acceptable in the medium term. The monetary target was
accordingly derived on the basis of the expected average annual rise (of about
4720/0) in nominal production potential, which was taken as the average rate of
growth of the central bank money stock in 1987. The new corridor provided for
an increase of 3% to 6% in the central bank money stock between the fourth
quarter of 1986 and the fourth quarter of 1987. By widening the target corridor
for 1987 by Y2 percentage point each at the top and bottom of the target range,
the Bundesbank took account of the special situation at the beginning of the
new target period, which was characterised from the outset by uncertainty about
the future outlook in the financial markets, primarily on external grounds.

In the first few months of 1987 the expansion of the central bank money stock
initially appeared to slacken. Subsequently, however, growth picked up strongly
again. Up to mid-year the rise in money balances was stimulated by the
continued fairly large inflows of funds from abroad, while domestic monetary
capital formation remained comparatively weak. The further reduction in money
market rates, taken by itself, accelerated the pace of monetary expansion over
the first haif of 1987. This effect, which — normally — is associated with a
lowering of central bank interest rates, might have been counterbalanced to the
extent that — as was the intention — foreign capital inflows were reduced.
However, the growth of the central bank money stock remained buoyant even
when, in connection with the upturn in interest rates abroad, inflows of funds
from abroad tailed off after mid-year and at times gave way to outflows. Towards
the end of the year, when central bank rates had been cut again, monetary
growth — as indicated — was given additional momentum by renewed massive
inflows of foreign funds. Overall, between the fourth quarter of 1986 and the
fourth quarter of 1987, the central bank money stock increased by 8.1%, and
thus much more than would have been consistent with the 1987 monetary
target.

There were a number of reasons which in the Bundesbank's eyes made it seem
advisable to tolerate the overshooting of the 1987 central bank money stock
target, which emerged increasingly clearly as the year progressed. Given the
combination of external factors, in periods of upward pressure on the Deutsche
Mark — which, as mentioned, were frequent, though not continuous — any
attempt to stem monetary expansion by means of interest rate and liquidity
policy measures would have increased the tendency towards foreign exchange
inflows. Such a monetary policy stance would hardly have been consistent with
paying regard to exchange rate policy, which was imperative last year. In
addition, the course of economic activity in Germany in 1987 suggested a need
for some monetary policy support; the Bundesbank’s primary aim was to contain
the uncertainty felt by some industrial investors because of developments in the
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money stock

Target for 1988

exchange markets. In the final analysis, however, tolerating the sharp monetary
growth appeared acceptable to the Bundesbank only because the low prices of
energy and agricultural products and the cost-curbing and price-restraining
effect of the sustained appreciation of the Deutsche Mark initially counteracted
the emergence of inflationary pressures.

In assessing the overshooting of the target for the growth of the central bank
money stock, it should incidentally be borne in mind that the rate of monetary
expansion in 1987 increasingly tended to be exaggerated by the central bank
money stock owing to its particular composition. The main reason for this was
that the rise in currency in circulation accelerated sharply during the year, owing
presumably to both the low level of short-term interest rates and the sustained
strength of the Deutsche Mark. Currency in circulation is included in the central
bank money stock with its full weight, while reserve-carrying bank deposits are
represented only by the amount of minimum reserves they attract, specificaily at
the ratios that were in effect in January 1974.' Accordingly, currency in
circulation — without doubt a particularly liquid form of holding money — has a
much heavier weight in the central bank money stock than sight deposits, which
are similarly liquid, and hence also a greater weight than the other, less liquid
deposits (which seems reasonable enough in the case of time and savings
deposits). With an expansion of 10.3%/0 in currency in circulation and of 5.8% in
the minimum reserve component between the fourth quarter of 1986 and the
fourth quarter of 1987, there was an exceptionally wide gap between the growth
rates of the various central bank money stock components last year, even
though in the longer term they tend to move parallel to each other. The
“unweighted” money stock M3,2 which comprises roughly the same money
components as the central bank money stock, and which in the somewhat
longer run shows a growth similar to that of the Bundesbank’s traditional target
variable, went up by 6.29%b in the same period. The trend of the money stock M3
in 1987 thus also implies that monetary expansion once again markedly
exceeded the medium-term increase in the production potential at current
prices in Germany, though not by as much as suggested by the central bank
money stock because of the heavier weight of currency in circulation.

Similarly wide divergences in the trends of the currency and reserve compo-
nents had occasionally prompted the Bundesbank in earlier years to proffer its
interpretation of the money stock data, so as to preclude public misconcep-
tions.? In the past, however, adjustment of such distortions used to be quicker
than is to be expected now, given present interest rate and exchange rate
conditions, which have persisted for quite some while. The Bundesbank
therefore decided to express the 1988 monetary target in terms of the money
stock M3, which normally does not react as much as the central bank money
stock to interest and exchange rate movements and expectations. Because of
the roughly parallel movement of the two monetary aggregates over the
somewhat longer run, the previous method of deriving the target could largely
be retained.* An average annual increase of about 2% in the real production
potential and an average annual price rise of not more than 20/ were assumed.
The latter rate is likely at present to be consistent with the underlying trend of
prices in Germany, after elimination of the estimated restraining effect on
domestic prices of the temporary fall in import prices. In addition, in deriving the
monetary target the Bundesbank included an increment of about ¥z percentage

1 16.6% for sight deposits, 12.404 for time deposits and 8.10% for savings deposits.

2 The money stock M3 comprises currency and sight deposits, time deposits for less than four years and savings
deposits at statutory notice held by residents with domestic banks.

3 See Reports of the Deutsche Bundesbank for the Year 1978 (p. 26) and 1981 (p. 10).

4 For the technical background to the change in the monetary policy target indicator see Monthly Repart of the
Deutsche Bundesbank, Vol. 40, No. 3, March 1988, p. 18.



point to allow for the fact that, according to calculations by the Bundesbank, the
money stock M3 tends to expand slightly more rapidly in the long run than
production potential at current prices. Providing for a target range of 3
percentage points, which is primarily designed to allow for the continued
external uncertainties involved in the money creation process, a four-quarter
target for the expansion of overall money balances was derived for 1988 from the
above-mentioned macroeconomic benchmark figures. It provides for an
increase of 3%/ to 6 % in the money stock M3 between the fourth quarter of 1987
and the fourth quarter of 1988. Given this monetary target, the Bundesbank will
conduct its monetary policy in the current year in such a way as to maintain
monetary stability and promote the growth of domestic demand.

(c) The money creation process in 1987

The money balances in the hands of domestic non-banks — as mentioned —
grew vigorously again last year; as in 1986, their rate of expansion considerably
exceeded that of real production potential in the economy. In the fourth quarter
of 1987 the money stock in the traditional broad definition M3, in terms of which
the 1988 monetary target is expressed, was 6.2 %0 up on the last quarter of 1986.
The narrower monetary aggregates likewise signal a very ample supply of
money. In particular, highly liquid cash in the definition M1 (currency and sight
deposits) grew very sharply in the course of 1987 (at a rate of almost 80/), while
the money stock M2 (M1 and shorter-term time deposits and borrowed funds)
increased at virtually the same pace as the money stock M3. In terms of demand
for money, these trends mirror a very pronounced liquidity preference on the
part of households and enterprises. The opportunity cost of holding traditionally
non-interest-bearing or low-interest-bearing money balances rather than inter-
est-bearing assets was insignificant in 1987. Non-banks in particular showed an
exceptionally strong demand for currency, the rise in which — in part of course
probably owing to external factors — was steepest last year. The general public
also had a strong predilection for sight deposits and savings deposits at
statutory notice, the assets which many households choose for holding liquidity.
Short-term time deposits, by contrast, tended to be considered unattractive.
The fall in deposit rates to an all-time low — at the beginning of 1988 the “basic
savings rate” stood at 2% and the three-month rate for time deposits of DM
100,000 and over but less than DM 1 million at 2%06 — in the wake of the
lowering of interest rates by the Bundesbank towards the end of last year further
promoted the expansion of liquid money holdings at the beginning of 1988.

The statement that the money supply in Germany increased rapidly in 1987 also
holds good if the Euro-deposits maintained by German residents are included.
Such deposits held with German banks’ offices abroad alone grew by DM 8
billion last year. This rise was not nearly as rapid as in 1986, however (DM 29
billion). It should be borne in mind, though, that non-banks’ short-term bank
bond portfolios — which had previously served as a high-yielding substitute for
time deposits — and thus the potential for switching to the Euro-market had
dropped to a very low level as early as 1986. But over the last year, too,
Euro-deposits proved to be a particularly “interest-sensitive” component of the
money holdings of major corporations in particular. If the traditional money stock
definition M3 is extended to include domestic non-banks’ deposits in the
Euro-market and their portfolios of short-term bank bonds, “extended M3” grew
at virtually the same pace in 1987 as the traditional domestic aggregate M3.'

1 This is one of the reasons why the Bundesbank is retaining the traditional money stock definitions; it will,
however, closely monitor the significance of residents’ money balances abroad and review it with the aid of
additional calculations.

Vigorous growth of
all monetary aggre-
gates

Further rise in Euro-
deposits, too
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The money creation process in 1987, with major fluctuations from quarter to
quarter, was once again strongly determined by external influences. The net
external assets of the banks and the Bundesbank, the increase in which mirrors
a corresponding inflow of liquidity from non-banks’ external payments, went up
by DM 53 billion, and thus almost as sharply as in 1986. Given the prevailing
interest rates and exchange rates, Germany's large current account surplus —
unlike that of other surplus countries — was not accompanied by a correspond-
ing outflow of capital. On the contrary, in the first half of 1987 the surpluses on
current account were joined by inflows of capital in the long-term field. At the
same time, monetary capital formation was rather sluggish since the average
German bond yield had plunged to an all-time low which seemed unattractive to
domestic investors. After mid-year there were some months of massive capital
outflows against the backdrop of rising interest rates in the United States and
temporarily fairly stable exchange rates between the US dollar and other major
currencies. But this period, when non-banks’ external payments tended to curb
monetary expansion, ended after the stock market crash on October 19, 1987.
There was then another upsurge in foreign exchange inflows, and in the light of
the situation in the exchange market the Bundesbank felt obliged to lower its
short-term interest rates once again. In the circumstances, monetary growth
was given additional momentum in the late autumn of last year.

Against the background of the heavy influx of funds from abroad, the overall
contribution of domestic credit expansion to the current money supply tended
to be small in 1987. As external factors added to liquidity, non-banks’ need to
borrow from domestic banks seemingly declined. If the rise in net external
assets and that in domestic bank lending are combined, however, it is evident
that the overall available domestic capital and credit sources (at DM 140 billion)
were fairly large. To that extent, the sluggish trend of lending should not be
interpreted as an indication of a low borrowing requirement, but as a reflection of
inflows of funds from abroad replacing bank lending. Over 1987 as a whole,
lending by the banking system (including the Bundesbank) to domestic
non-banks increased by a good 490 and thus at much the same pace as a year
before. In terms of the absolute amount, it rose by DM 87 billion. in the course of
the year the fact that the movement of external payments invariably runs counter
to domestic credit expansion was indicated by alternating shifts from one
component of the money creation process to the other. Overall, the domestic
supply of money remained large and highly elastic, so that monetary expansion
was restrained only moderately even in the period when there were outflows of
funds abroad, quite apart from the fact that this period was fairly short.

While the inflows of foreign funds to the private sector last year outstripped
those of 1986, lending from foreign sources to German public authorities
declined. As a result, the public sector had to meet an increasing part of its
borrowing requirements from domestic sources. Since at the same time the
budget deficits were rising and domestic non-banks were reducing their
securities purchases, bank lending to the public sector picked up markedly.
Lending by the banking system to public authorities increased by DM 26 billion
or 5%20/ in 1987, compared with a mere 120/ a year before. A considerable part
of the rise was accounted for by the banks’ purchases of public bonds.

Bank lending to the private sector rose by DM 61 billion or 3%: 9/ |ast year against
4%.0/0 in 1986. Enterprises’ working fund needs in particular declined in 1987
because of the inflows of foreign capital and the rather subdued level of
economic activity at times. Borrowing for housebuilding purposes likewise
decreased in view of the sustained structural weakness in this sector, which the
current fairly low level of interest rates is unable to outweigh. In contrast to this,
households drew heavily on consumer credit once more last year against the
background of the strong upturn in private consumption, and notably the
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buoyant demand for passenger cars. Hence, for the third consecutive year, the
growth of consumer credit outpaced lending to enterprises and the housing
sector. At the end of 1987, consumer credit was 629/, lending to the housing
sector 3Y20/0 and lending to enterprises 2%20/0 up on the year.

Given the low level of interest rates, private borrowers definitely favoured
long-term fixed rate loans in 1987. Longer-term direct bank lending to enter-
prises and individuals expanded by 520/, while short-term lending fell by some
40/. The financing pattern in the economy thus improved further. Short-term
debt was reduced sharply, especially in periods of heavy inflows of funds from
abroad. In the summer months the temporary firming of interest rates in the
capital market gave some borrowers an additional incentive to engage in
consolidatory borrowing they had put off before. In view of investors’ marked
preference for liquidity, some banks which mainly fund their lending by means of
variable-rate deposits apparently had some difficulty, given the strong demand
for long-term fixed rate loans, in avoiding major mismatching between lending
and deposit business.

Long-term fixed rate
loans well to the fore
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At the same time, borrowers’ and lenders’ preferences, as described above,
helped to forestall a major fall in long-term interest rates. At all events, long-term
lending rates declined only a little (Ys percentage point) in 1987 despite the
Bundesbank's easy money market policy and massive inflows of funds to the
bond market from abroad at times, while short-term bank lending rates
decreased markedly again in line with the easy stance of the Bundesbank’s
policy in the money market. After the Bundesbank’s interest rate cuts in
December 1987, the rates charged for bills discounted fell below, and the rates
for “major” credit in current account (DM 1 million and over but less than DM 5
million) almost reached, their 1978 all-time low. Only “minor”™ current account
credits (under DM 1 million) still cost more than at that time.

Even though long-term financial assets yielded distinctly more than short-term
ones in 1987, investors were reluctant to enter into long-term commitments.
Domestic non-banks’' monetary capital formation at banks therefore had only a
comparatively minor contractionary impact on monetary growth last year. At DM
71 billion, it was about as moderate as in 1986, when it had slackened for interest
rate reasons. Domestic non-banks’ (primarily households’) investment be-
haviour was obviously motivated by the fact that long-term interest rates were
considered comparatively low in historical terms; at all events, they had little
confidence in the viability of the prevailing interest rate and price levels in the
bond market (see also page 48f.). Only in the third quarter of 1987, when the
average bond yield began to rise rapidly, did the amount of long-term funds
accruing go up markedly for a time. Investors showed particular reluctance to
buy bank bonds, which are subject to price risks. Domestic non-banks’ holdings
of such paper declined again in 1987 (by DM 2 billion) although a much smaller
amount of bank bonds — particularly short-dated ones — was up for
redemption than a year before. But savings deposits at agreed notice also met
with relatively little interest; at DM 10 billion, the amount raised was one-third
down on 1986. The rise in traditional savings accounts in particular was
negligible, while the growth of higher-yielding special savings schemes was fairly
strong. Sales of bank savings bonds (DM 10 billion) held up rather better. The
interest paid on them was reduced less during the year than that paid on savings
deposits; moreover, they often had attractive short or medium-term maturities.
Long-term time deposits (with maturities of four years and more) were built up
by the record amount of DM 43 billion in 1987. The rise was primarily accounted
for by purchases of price-risk-free registered bank bonds and borrowers’ notes
by institutional investors, such as insurance enterprises. Such assets have been
growing markedly faster than overall monetary capital formation at banks for the
last five years. The main reason for this is probably that in periods of relatively
low interest rates insurance enterprises in particular prefer such investment
facilities to securities, because they do not have to be written down in the
balance sheet if interest rates are rising, while a fall in fixed rate securities prices
normally requires value adjustments to be made. Major fluctuations from year to
year in the insurance industry’s investment income and in the surplus-sharing by
insured persons can be avoided in this way.

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

While the overall demand for loans remained moderate, the commercial banks
again captured new market shares in their lending business with domestic
non-banks in 1987. At 5.49%o, their lending to domestic customers expanded
more rapidly than that of all banks taken together (4.29%0). Within this category of
banks, however, there were fairly large differences in the pace of expansion.
Thus the lending volume of private bankers (6.4%0) and of regional banks and
other commercial banks (6.290) increased faster, and that of the big banks
(4.99%0) much more slowly, than a year before. The commercial banks stepped
up, above all, their longer-term loan business with the private sector, while the
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regional banks in addition registered a steep rise in their public sector lending.
The savings banks, which had slightly fallen behind in the preceding years in
bidding for borrowing customers, made up some lost ground in 1987, their
lending growing by 4.9%. They benefited from the larger public sector
borrowing requirement. Moreover, their share in corporate finance picked up
again. Lending by the private mortgage banks continued to expand at an
above-average rate (4.50/0). They profited from borrowers’ persistent prefer-

45



46

Profitability of the
banking industry
declines

Securities markets
under changing
conditions

ence for long-term fixed rate loans. For them, adverse factors were the
weakness of housing construction and to a smaller extent probably also the fact
that in their debt management the public authorities tended to prefer securities
issues to bank loans. On the other hand, the exceptionally rapid increase in
lending by the regional institutions of credit cooperatives (10.10/0) was largely
attributable to direct lending to the public sector. In 1987 the credit cooperatives
and the regional giro institutions (at 3.4%0 and 3.5%o, respectively) again
recorded below-average growth of their domestic loan portfolios, though faster
than a year before. In both cases, the main factor was the moderate pace of
lending to enterprises and individuals. The volume of lending of the banks with
special functions and the postal savings bank sector went up but little last year,
while that of the branches of foreign banks and public mortgage banks actually
declined.

The banks’ overall operating results in 1987 are unlikely to have matched those
of 1986. In interest business the margins between lending and deposit rates
narrowed slightly. Net interest received tended to be depressed because less
profitable longer-term lending continued to grow vigorously while short-term
lending decreased. Most banks obviously sought to limit their interest rate
exposure and, in contrast to earlier periods of low interest rates, preferred not to
go for possible profitability gains, taking less advantage of the maturity
transformation opportunities provided by the steeply upward-sloping yield
structure curve. In 1987, net commissions received apparently failed to increase
at the double-digit rates recorded in 1985 and 1986. By contrast, the item “Other
operating and administrative expenses” seems to have risen — as in the
preceding years — roughly as fast as the volume of business. The banks’ overall
operating results, which include the expenditure and receipts items mentioned,
therefore presumably deteriorated in 1987. At any rate, they are likely to have
fallen in relative terms, i.e. as a percentage of the banks’ volume of business.
This would appear to be equally true of the annual profits, which reflect overall
earnings in the industry. The fall in prices in the capital markets, notably the
slump in share prices last autumn, sharply eroded own account trading profits;
moreover, a relatively large amount had to be written off securities at the end of
1987. Loan loss provisions, by contrast, probably impaired the banks' profit and
loss accounts less in 1987 than in 1986, given the high level of existing reserves,
quite apart from the fact that the number of insolvencies in Germany has fallen
considerably.

4, The capital market faced with unexpected challenges

(a) Unchanged significance of the securities markets in the overall
financing cycle

Last year the securities markets in Germany were exposed to considerable
changes in sentiment. The world-wide trend towards securitised financial assets
and liabilities, the deregulation of the markets and the increasing internationali-
sation of securities transactions enabled the share and bond markets in the
industrial countries to expand relatively strongly for a long period during the
eighties. In the course of 1987, however, the global financial markets moved into
more troubled waters. After the stock market crisis in October 1987 prices and
turnover in the share markets suffered setbacks whose after-effects were felt
beyond the turn of 1987-88. These developments constituted a particular test for
the German capital market, which has become a preferred field of operations for
foreign investors in recent years. Nevertheless, in 1987 the securities markets,
viewed as a whole, managed to maintain their much more important position in
Germany's overall financing cycle.



In 1987 new investment capital totalling DM 130 billion was raised in the German
securities markets. This corresponds (rather as in 1988) to approximately
one-quarter of the overall volume of financing. There were no major changes in
1987, as against the previous year, in the pattern of acquisition of financial assets
or in borrowing by the domestic non-financial sectors, either. As already
indicated, households’ and enterprises’ investment and financing decisions
were largely determined by the view that domestic capital market rates were
running at historically low levels; borrowers concentrated on the longer
maturities, while investors mostly preferred liquid investments not subject to
price risks. In contrast to 1986, the investments of the domestic non-financial
sectors in bonds and shares picked up again somewhat last year. Especially
high-yielding foreign currency bonds were a focus of interest. For the rest,
domestic investors’ heavy buying in the share market (which, however, was
concentrated in the final months of last year) is also remarkable. In 1987 the
domestic non-financial sectors purchased long-term bonds and shares totalling
DM 38 billion compared with DM 25.5 billion a year previously; in contrast to
1986, they only slightly reduced their holdings of short-dated bonds.

(b) The bond market under speculative influences

At the beginning of 1987 the German bond market was rather buoyant at first,
but this mood later gave way to a fairly long period of uncertainty regarding
interest rates. This is why the reduction in interest rates in the capital market
which was initiated in the eighties hardly made any further progress in 1987. With
some major swings, capital market rates in Germany, as measured by the yield
on domestic bonds outstanding, fluctuated around an average of just
under 69%0.

At the beginning of the year a “buying spree”, fuelled by non-residents, led to a
decline of more than 2 percentage point in Deutsche Mark bond rates in the
German bond market; in mid-May 1987 the yield reached its lowest level yet, at
5%0/. In the international financial markets substantial rises in interest rates
originating in the dollar area had already emerged by then. At its peak the
Deutsche Mark/US dollar interest rate differential in the ten-year field was more
than 3 percentage points, compared with less than 1 percentage point at the
beginning of the year. In the further course of the year, however, non-residents’
interest in purchasing Deutsche Mark bonds declined noticeably, especially
when the dollar began to strengthen around mid-year. Subsequently, German
bond yields went up markedly and in the course of July they regained the level of
the beginning of the year (at just under 690). Under the impact of growing fears
of inflation abroad, and of faster interest rate rises world-wide as a consequence,
the firming of interest rates continued until well into the late summer. The
reversal of the interest rate trend was accompanied at first by a decrease in
foreign investors' propensity to invest; subsequently, the increase in interest
rates was intensified by non-residents’ sales.

In this rather unstable market situation, the news of the planned withholding tax
on the interest income of domestic and foreign owners of German assets led to
a further depression of sentiment in the market at the beginning of October
1987. Foreign investors in particular divested themselves of German bonds on a
substantial scale. Federal bonds, which had previously been the preferred
investment paper of this group of buyers, suffered above-average price losses.
The interest cost advantage which the Federal Government, as the issuer, had
enjoyed until then over other domestic bond debtors abroad evaporated almost
entirely and at times turned into its opposite. Parallel to the spectacular plunge in
prices in the stock markets of the major industrial countries on October 19, 1987
(“Black Monday”) the average yield on all domestic bonds outstanding finally

Securities markets’
large share in the
overall volume of
financing
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interest rate reduction
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in non-residents’
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reached 6% 00; this was the highest rate quoted in the German market since
end-1985.

In the ensuing period the bond market quickly recovered from its depressed
state. Under the influence of massive world-wide portfolio switching out of
shares into bonds and new speculation on a Deutsche Mark appreciation, a
longer-term nosedive in interest rates began, and came to only a temporary halt
towards the end of 1987, at an average yield of barely 600. Since that time
German capital market rates have declined further, with slight fluctuations, in line
with the international interest rate trend; at the end of March 1988 they averaged
just over 5%20/.

The upward trend of interest rates in the capital market which lasted until autumn
last year was in conspicuous contrast to the Bundesbank’s interest rate and
liquidity policy stance in the money market (page 31f.), which, taken as a whole,
fostered a further decline in short-term interest rates. Since central bank
measures normally affect the interest rate in the capital market only to a small
extent or not at all {(especially in the case of long maturities), the interest rate
pattern between the short and long end of the market fanned out widely. As
measured by the yield differentiai between ten-year and one-year Federal bonds,
the fanning-out of the interest rate pattern increased in the course of 1987 from
barely 2 to over 3 percentage points, which is a peak level by German standards.
This reflects not least the pronounced “maturity mismatching” in domestic
market participants’ investment and financing behaviour, which depends in turn
on long-term interest rate and inflation expectations. The accruing domestic
savings flowed, as already indicated, primarily into liquid, short-term forms of
investment, while domestic borrowers’ financing wishes, which were concen-
trated in the long-term sector of the market, tended to push up longer-term
capital market rates. In their behaviour in the financial markets investors and
borrowers alike seemed to assume that the scope for further interest rate
reductions is virtually exhausted. This assessment is backed by the historical
experience that market interest rates below 600 have never lasted long in
Germany. This experience is based in turn on the fact that such a far-reaching
reduction in the inflation rate as at present has never continued for an extended
period in recent decades. A renewed increase in prices has been followed
sooner or later by the interest rate level. In other words, only when market
participants regard the degree of price stability now reached as being fairly
durable is this likely to be reflected more strongly in the interest rate level at the
long end of the market. In Germany, with its close integration in the international
financial markets, this relationship may however be greatly obscured by
international interest rate movements; 1987, in particular, provided some
examples of this.

In 1987, much as in the previous year, domestic non-banks showed great
restraint in purchasing domestic bonds. They only invested DM 11.5 billion in
such paper; this corresponds to about one-tenth of total sales. In contrast to
this, they increased their purchases in foreign bond markets to a considerable
extent. They were especially interested in high-yielding foreign currency bonds.
Until autumn last year Australian dollar paper, a substantial proportion of which
was issued or guaranteed by German banks, was in the forefront. Since then
these securities have been replaced by sterling issues, the pound sterling
having held up relatively well in the foreign exchange markets against the
Deutsche Mark.
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By contrast, non-residents’ propensity to buy was strong until the early summer
of 1987. Mainly long-term paper was purchased, although decisions to buy were
in many cases dictated by rather short-term interest rate and speculative
investment motives. In the first few months of last year foreign buyers provided
far more than one-half of the total amount raised in the domestic bond market.
Because of their withdrawal from the market in the second half of the year,
however, aggregate foreign purchases in 1987, at DM 35 billion (net), were
smaller than in 1986 (DM 59 billion). Domestic banks now increasingly featured
as buyers. They took advantage of the more and more attractive gap between
long-term capital market yields and the low short-term cost of raising funds to
step up their purchases in the bond market. In this way they performed the
“traditional” function of overall maturity transformation. Last year banks (includ-
ing the Bundesbank) added more bonds to their portfolios (DM 43.5 billion) than
in 1986 (DM 32.5 billion).

Bridging of the
“maturity gap” by
non-residents’ and
banks’ investment
purchases
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Sales and purchases of bonds in the Federal Republic of Germany
DM billion
Sales of domestic bonds 1
Memo item
of which: Issues Balance of
Sales of transactions
Sales, by public foreign with non-
Period total Total by banks authorities bonds 2 residents 3
1 2 3 4 5 6
1980 526 45.2 415 4.9 7.3 - 70
1981 731 66.9 70.5 — 26 6.2 - 77
1982 837 727 44.8 28.6 11.0 — 87
1983 91.3 855 51.7 344 57 + 51
1984 86.8 711 34.6 36.7 15.7 — 19
1985 103.5 76.1 33.0 427 275 + 40
1986 103.8 87.5 295 57.8 16.3 +42.7
1987 113.0 88.2 28.4 59.8 248 +10.1
1st qtr 497 425 153 27.2 7.2 +15.9
2nd qtr 221 13.9 5.3 87 8.1 + 39
3rd qtr 28.6 19.9 6.5 133 8.7 — 92
4th qtr 127 1.9 13 106 08 — 05
Purchases by
domestic non-banks 5
Purchases, Domestic Foreign non-
total banks 4 Total bonds bonds residents 6
7 8 9 10 1 12
1980 526 19.1 33.2 29.1 4.1 0.3
1981 731 17.4 57.1 515 57 — 15
1882 83.7 448 36.7 245 12.2 23
1983 91.3 3786 429 36.4 6.5 10.8
1984 86.8 23.0 50.0 342 15.8 138
1985 103.5 325 39.5 15.9 237 315
1986 103.8 324 124 - 03 12.7 59.1
1987 113.0 436 344 1.3 23.1 35.0
1st qtr 49.7 123 14.2 8.7 5.6 23.2
2nd qtr 221 7.2 29 — 43 7.2 120
3rd qtr 286 126 16.5 7.7 8.8 — 05
4th qtr 127 1186 0.8 — 07 16 0.3
1 Net sales at market values plus/less changes in issuers’ holdings of their own bonds. — 2 Transaction val-
ues. — 3 Purchases of domestic bonds by non-residents less sales of foreign bonds to residents (col. 12 less
col. 5); — = capital exports, + = capital imports. — 4 Including the Bundesbank; book values. — 5 Residual.
— 6 Net purchases (+) or net sales (—) of domestic bonds by non-residents, transaction values.
Discrepancies in the totals are due to rounding. BBk

At the beginning of 1987 issuers again exploited the buoyant market conditions
to raise considerable amounts of funds. Sales slackened perceptibly, however,
when foreign demand declined and market conditions became more unsettled in
the further course of the year. More than one-half of the total amount raised from
sales of domestic and foreign bonds (DM 113 billion) was accounted for in 1987
by sales of public bonds (DM 60 billion). By far the greatest part of this sum was
accounted for by Federal Government paper. In 1987 — much as in the previous
years — its direct recourse to the bond market was greatly in excess of the
current budget financing, thus causing a further change in its debt pattern in
favour of “securitised” debt. The net sales of Federal bonds totalled about DM 47
billion. The bulk of its issues consisted of traditional bonds, which are preferred
by non-residents. By contrast, sales of five-year special Federal bonds and
Federal savings bonds, which the Federal Government offers solely to domestic
private investors, decreased further in importance. Last year only DM 7.5 billion
was raised by these tap issues. In 1987 the special funds of the Federal
Government — the Federal Railways and the Federal Post Office — likewise
increased their sales activity in the bond market; together, they raised DM 10
billion net in the market (compared with DM 6.5 billion a year before). A marked
upturn in issuing activity was recorded until the summer of 1987 at the Lander
Government level, too. In the second half of the year, however, the Lander




Governments met their capital needs on balance exclusively through borrowers’
note loans, and ran down their bond market indebtedness.

in 1987 banks’' issuing activity in the bond market showed rather divergent
trends. In all, banks raised a total amount of DM 28.5 billion from sales of their
own bonds last year; that was almost as much as in 1986. “Traditional” bank
bonds, mortgage bonds and communal bonds, which were used by issuing
institutions to fund their mortgage lending and their loans to the public
authorities, receded further into the background. Thus, sales of communal
bonds halved in 1987 to less than DM 6 billion. This is in a sense the mirror image
of the shifts of emphasis in the government’s debt policy; in recent years the
government has steadily enlarged the share of its direct borrowing in the market
from sales of its own bonds. The weakening in the mortgage bond sector was
even more pronounced; because of the low demand for the financing of
housebuilding, the second traditional “pillar” of issuing institutions’ lending and
investment business, a decrease of DM 2 hillion in the amount outstanding was
recorded in this area.

In conspicuous contrast to this, sales activity was particularly buoyant in 1987 in
the field of other (“uncovered”) bank bonds, for which no special cover fund has
to be formed from lending business. In recent years banks which do not
specialise in traditional mortgage and communal lending have made increasing
use of this flexible refinancing instrument. At almost DM 10 billion, these
institutions, which include inter alia commercial banks, accounted last year for
no less than two-thirds of the total amount raised from sales of “uncovered”
securities (DM 15.5 billion). In 1986, by contrast, the total sum raised from sales
of “other” bank bonds had come to no more than DM 1.5 billion.

As a source of funding, the German bond market remains unattractive to large
industrial firms. This owes something to securities transfer tax, which is levied
on this paper at the maximum rate of 2.5%o. The abolition of securities transfer
tax has repeatedly been called for, to make the German capital market generally
more competitive. The disadvantage is particularly marked in the case of
corporate financing. Hence enterprises felt obliged in 1987 to make greater use
of the international Deutsche Mark bond market by raising Deutsche Mark
through issues floated by their own financing companies abroad. Altogether,
these indirect financing activities by German enterprises in the Deutsche Mark
bond market ran at the level of more than DM 2 billion. At the end of 1987 the
total amount of these issues outstanding was about DM 8.5 billion. It thus
distinctly exceeded the volume of industrial bonds outstanding in the domestic
market (DM 2.5 billion). Regardiess of this, issuing activity in the field of foreign
Deutsche Mark bonds decreased markedly in the course of last year; net sales
came to barely DM 9 billion, compared with close on DM 24 billion in 1986.
Recently, foreign Deutsche Mark bonds have increased in attractiveness again
for issuers and investors, as these securities, unlike domestic bonds, will not be
affected by the planned withholding tax.

(c) The share market between crisis and success

1987 was a turbulent year for the German share market. The massive downturn in
share prices in the wake of the international stock market crash of October 19,
1987 highlighted the drawbacks and risks of the German share market’s great
dependence on non-residents. Yet the German share market, where the slump
in prices was more pronounced than in the world’s leading stock markets, did
not lose its capacity to function, neither on “Black Monday” nor in the following
critical weeks. Seen from today’s point of view, 1987 marked the end of a period
of price increases lasting several years in the German share market. With
hindsight, it can be said that the zenith of this trend was passed as early as

Issuing institutions’
“traditional” bank
bonds on the retreat

Increasing weight of
issues of other bank
bonds

German enterprises
in the foreign
Deutsche Mark
bond market

Turbulent year in the
German share market
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spring 1986. Under the influence of the accelerating appreciation of the
Deutsche Mark in the international foreign exchange markets at that time and
the associated impairment of the price competitiveness of many German
enterprises faced with foreign competition, German share prices came under
pressure as early as 1986 and declined at the beginning of 1987, too, along a
broad front, in contrast to those in the major global stock markets. After the
stabilisation of the principal dollar exchange rates in the wake of the Louvre
accord of February 1987, there was a temporary rise in prices in the further
course of the year, but the German share market tended to weaken again when
the Deutsche Mark came under upward pressure in the late summer. In
connection with the international stock market crash, a slump of unprecedented
scale in share prices then occurred. Within a few weeks listed German shares
lost one-third of their market value. At the end of 1987 share prices were on an
average more than 3590 down on the year. After the turn of 1987-88, too, share
prices remained under pressure for a while; since February, however, there has
been something of a recovery.

The causes of the stock market crash of October 1987, its extent and global
dimensions are to be sought both in the economic environment of the stock
markets and in the structural and organisational peculiarities of the individual
stock market centres. In recent years prices in all international share markets
have risen disproportionately sharply, stimulated by the success of the
world-wide stabilisation efforts towards the end of the seventies and at the
beginning of the eighties (as reflected in falling interest rates), supported by an
ample provision of liquidity by the monetary authorities of the major industrial
countries, and partly fostered by large savings surpluses (especially in Japan,
which reached a peak position in this respect). The risk of a price setback grew
with the increasing duration of the international boom in the share markets and
of important markets’ growing tendency towards speculative exaggerations,
which were also reftected in the fact that the prices differed more and more
widely from the share earnings. In addition, the markets became more conscious
of the external economic disequilibria which had meanwhile arisen among the
industrial countries. The instability of the international financial situation was
mirrored in increasing interest rates in the United States and world-wide,
especially in the autumn of last year. Moreover, disappointing figures on the US
trade deficit, and a public remark which seemed to point to a depreciation of the
dollar, which had been kept rather stable up till then, resuited in a world-wide
slump in stock market prices, proceeding from the United States. The markets’
extreme nervousness may have additionally intensified the initial scale of the
price adjustments. Furthermore, institutional and organisational peculiarities,
such as the newly introduced trade and portfolio management techniques in the
US stock markets, seem to have played a destabilising role.' The force with
which the German share market was hit by the international stock market slump
is mainly ascribable to its close ties with markets abroad. At the same time the
relative narrowness of the German market and its comparatively heavy depend-
ence on groups of institutional investors from abroad, operating in large sums of
money, also became apparent.

The contractionary effects of the stock market crash on overall economic
activity, which were feared in some quarters, remained on a limited scale. Private
shareholders and institutional investors are naturally both affected by the price
losses — at least as far as shares are concerned which have not been in their
possession for a long time and whose prices are determined by external
developments. But adverse repercussions on the real economy, such as a
world-wide dampening of economic growth, have not been apparent as yet.
Among the positive side-effects have been the allaying of the previously

1 See also the Report of the Presidential Task Force on Market Mechanisms, Washington, D.C., January 1988.
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burgeoning fears of inflation and the correction of the rise in interest rates of
autumn 1987. Judging by very recent experience, a reappraisal of developments
which have left a pronounced mark on the international financial markets in the
last few years. under such designations as “innovation”, “securitisation” and
“deregulation”, seems to have started without this necessarily entailing, from the
German point of view, any new regulations for the financial and especially for the
share markets.

In the share market itself the slump in stock market prices of October 1987
resulted in a marked shift of emphasis in the importance of individual groups of
investors. Until then, by far the most important group of investors on the buyers’
side of the German market had been foreign investors, and price trends had
often been crucially influenced by them. In 1986 alone non-residents bought
German shares to the market value of DM 15 billion — more than in the four
preceding years taken together. In the first three quarters of 1987 they built up
their portfolios of German equities by a further DM 6 billion. In striking contrast
to this, however, in the fourth quarter of 1987 non-residents divested themselves
of German shares to the market value of over DM 7 billion. On the other hand,
domestic non-banks took advantage of the severely depressed price level
towards the end of the year to acquire considerable amounts of German
equities. In the fourth quarter of 1987 their additional purchases seem to have
amounted to about DM 10 billion at a rough estimate. Such a steep increase in
domestic shareholdings was not even achieved in the successful privatisation
operations of the early sixties. It would undoubtedly be advantageous to the
German share market’s further development if, given this shift in emphasis in
favour of domestic purchasers, long-term investment objectives were to move
more into the forefront, relative to short-term buying by foreigners motivated
more by speculative considerations.

In the course of the last few years the significance of the share as a financing
instrument for domestic enterprises has increased gratifyingly even though its
contribution to German enterprises’ aggregate fund-raising has remained
relatively limited. Enterprises’ basically improved earning prospects and the
favourable issuing climate in the wake of the sustained bull market for shares
decisively helped fund-raising by the issue of shares to gain ground. In contrast
to this, the more recent bear market for shares inevitably involved a certain
setback. In all, the amount raised in the German share market in 1987, at close
on DM 12 billion (market value), was quite considerably below the record level of
1986 (DM 16.5 billion). This weakening of issuing activity was certainly influenced
by the price slump in October, although (of course) this only affects the last two
months of 1987. Recent developments definitely give grounds for expecting that
issuing activity in the share market will by no means come to a halt.

The future development potential of the German share market as a source of
funding for a substantial number of enterprises was fostered over the long term
by the new Stock Exchange Admission Act, which came into force on May 1,
1987 and which introduced the regulated market. This market constitutes a
further refinement of existing semi-official stock exchange dealing, and grants
easier access to the stock exchange, at lower cost, than is possible by means of
official dealing. For fairly new enterprises, in particular, this might enhance the
attractiveness of share funding and at the same time, from the investor's point of
view, extend the range of investment outlets in an interesting way. In 1987 ten of
the 18 public limited companies newly listed on the stock exchange approached
the regulated market. In addition, by the end of March 1988 a fairly large number
of enterprises had exploited the option of transferring shares and participation
certificates from semi-official dealing to the new market segment. The attractive-
ness of the German share market would probably increase further if more
enterprises could bring themselves to take such a step in future.



In spite of a number of favourable trends, the reform of the stock exchange
system made little headway last year in the organisational, legislative and tax
fields. At the same time, the need to take action with a view to promoting the
international competitiveness of German stock market centres seems to have
increased if anything. Of late there have repeatedly been calls for the creation in
Germany of a viable financial futures and option exchange modelled on
exchanges of this kind abroad. In its Annual Economic Report for 1988, the
Federal Cabinet declared itself willing to establish the legislative framework
necessary for this. Over and above this long-term objective, the consistent and
resolute pursuit of the reform policy adopted on the German stock exchanges
— including the closer cooperation already initiated between the individual
exchanges — remains a pressing necessity. In this connection, all participants
are called upon to play their part in ensuring that the German share market can
perform its macroeconomically important dual function of being a turntable for
long-term savings and an abundant source of liable capital even more effectively
in future, and that Germany remains an internationally attractive financial
centre.

Reform of the stock
exchange system
remains pressing
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[ll. International monetary developments and policy

1. Exchange rates and global monetary reserves
dominated by the weakness of the US dollar

After the external value of the US dollar had fallen sharply against the major
currencies of Europe and the yen in 1985-86, a stage appeared to have been
reached in the monetary relationships between the countries concerned where
adjustment policy was bound to shift more strongly away from exchange rates
towards economic policy in general. This was suggested by the fact that the
inappropriate development of major exchange rates from the beginning of the
eighties to early 1985 had meanwhile been neutralised or even more than offset.
Any further rapid depreciation of the dollar therefore threatened to hit exporters
in major partner countries of the United States harder than could be desirable in
the light of the envisaged external adjustment and an improvement in overall
economic equilibrium among all the countries concerned. At the same time, the
inflationary risks facing the United States owing to the depreciation of the US
dollar, in the form of faster rises in import prices as well as growing capacity
utilisation in its exporting industries, could no longer be overlooked. In February
1987 the finance ministers and central bank governors of the United States,
Japan, the Federal Republic of Germany, France, the United Kingdom and
Canada therefore agreed, under the Louvre accord, to adopt new measures
designed to help reduce the disequilibria existing in the world economy.
Moreover, they announced their intention of cooperating with the objective of
stabilising the exchange rates of their currencies “around current levels”.

In the months following the Louvre accord the US dollar did indeed stabilise
temporarily against the other major currencies; this phase did not come to a
stop until the October crash in the stock markets. However, the stabilisation of
the dollar rates initially required purchases of dollars on a considerable scale by
the central banks participating in the Louvre accord, joined by a number of other
central banks, partly with the intention of increasing their dollar reserves. The
reason behind the persistent selling pressure in the dollar market, which only
eased as the year progressed through the stabilising effect of wider interest rate
differentials, was above all the fact that the US trade balance continued to
develop unsatisfactorily. As described in the first section of this Report, US
exports began to grow strongly last year, while the volume of imports into the
United States likewise rose considerably, albeit distinctly less than exports.
Thus, the difference between the real rates of increase of exports and imports
was large enough to reduce the volume of the US trade deficit, but in value terms
— and this is what the markets watch primarily — the US trade balance
continued to deteriorate into the autumn of last year. For 1987 as a whole this led
to a renewed rise in the US trade deficit. In addition, the markets registered the
fact that, with the surge in the net foreign debt of the United States, the
traditional surplus on the US investment income account continued to decline,
thus further burdening the current account position of the United States. In
actual fact, the current account deficit of the United States rose again last year
by about $ 20 billion to $ 161 billion. Moreover, the markets remained unsettled
because basic adjustment measures in the United States were slow to get under
way. This explains the reluctance of foreign investors to purchase dollar assets
and the sharp decline in the influx of private capital to the United States in the
course of last year. It is probable that at times there were even net outflows of
private capital from the United States.

Owing to the effects on the dollar rate associated with these developments, the
monetary authorities of the major countries repeatedly felt disposed in this
situation to undertake interventions on a considerable scale, in harmony with the
agreement on cooperation that had been made. With the participation of the
United States, this resulted in coordinated dollar purchases on an unprecedent-
ed scale. However, these dollar purchases are reflected in the balance of
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payments of the United States only to the extent that they led to a rise in the
dollar assets held in the United States by foreign monetary authorities. Official
dollar investments in the Euro-markets are reflected in the US balance of
payments only indirectly as part of US capital imports.

Despite the fact that the monetary authorities intervened once again, especially
towards the end of the year, by purchasing a considerable volume of dollars, the
external value of the US dollar, which had come under renewed pressure after
the decline in prices in the stock markets, finally suffered a sharp fall, with the
announcement of the further rise in the monthly trade deficit of the United States
playing @ major part; even the wide-ranging cooperation among the major
industrial countries, as confirmed in a press communiqué on December 23,
1987, did little to change this initially. According to the method of calculation
used by the Bundesbank, the weighted external value of the US dollar fell by
140/c against the currencies of the other industrial countries in terms of the
dollar rate before the Louvre accord came into effect. It was not until the
beginning of 1988, when the far lower US trade deficits for November and
December 1987 became known and the Federal Reserve System had taken part
more openly and to a greater extent than in the past in continued concerted
foreign exchange market operations, that the US dollar recovered. However, at
the end of March 1988 the external value of the US currency, on a weighted
average, was again about 139%0 lower than it was at the time when the Louvre
accord was announced. As most partner countries of the United States invoice a
considerable part of their imports in dollars, the further decline in the US
currency benefited their stabilisation efforts through a decrease in import prices.

Renewed persistent
decline in the US
dollar since the stock
market crash
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The large-scale support operations for the US dollar, together with the
willingness of a number of countries to considerably increase their monetary
reserves, led to a far stronger rise in official global gross monetary reserves in
1987 than ever before in a single year. According to IMF statistics, they went up
by over $ 200 billion. However, this calculation in terms of the US dollar
overstates the increase in global monetary reserves in that there was a strong
rise over the course of the year in the countervalue in terms of the US dollar of
reserve holdings denominated in other currencies, special drawing rights and
ECUs owing to shifts in exchange rates. If these exchange rate effects are more
or less eliminated by only converting transaction-related changes in non-dollar
reserve holdings into dollars and merging them with the changes in reserves
denominated in dollars, then global monetary reserves increased in 1987 by
$ 149 billion. Even so, global reserves still grew by as much as 27 %/.

Of the rise of over $ 200 billion in global monetary reserves not adjusted for
changes in exchange rates, three-quarters was accounted for by the industrial
countries ($ 148 billion). Of this sum in turn, three industrial countries accounted
for a share of just under two-thirds, with the gross reserves of Japan rising
fastest, at $ 39 billion, followed by Germany (+ $ 27 billion)' and the United
Kingdom (+ $ 23 billion). Already in the preceding year a good half of the total
growth in global monetary reserves, which was admittedly very much lower, was
concentrated in these three countries. However, at the same time a large
number of smaller industrial countries also increased their monetary reserves to
a considerable extent.

As far as the developing countries are concerned, Taiwan accounted for over
half of the growth in their reserves in 1987, at $ 28 billion, after having already
increased its monetary reserves strongly in the preceding year. As a result,
Taiwan has the third highest level of official monetary reserves in the world after
Japan and Germany, if holdings of gold are valued at a relatively low level or left
completely out of account. In addition, there was a more or less strong rise in the
monetary reserves of all the regional groups of developing countries, including
those of 15 major debtor countries.

To a much greater extent than before, the increase in global monetary reserves
in 1987 reflects the great unsolved problems posed by external disequilibria.
Like the fall in the dollar rate, this indicates that balancing large current account
deficits through private capital movements does not work over the longer term
by any means as smoothly as appeared to be the case for a certain period of
time. As long as the dollar was rising, the attitude of the United States, in
particular, was strongly influenced by the notion that the levels of current
account deficits and surpluses are mainly determined by capital flows and that
therefore no serious financing problems are to be feared. Now, by contrast, the
greater willingness of the United States to participate in stabilising the dollar rate
implies that there, too, the financing of persistently large current account deficits
is no longer considered to be readily assured, at all events not at exchange rates
and interest rates that appear acceptable in view of the objective of continuing to
have non-inflationary economic growth. However, if only because of their
expansionary monetary effects, foreign exchange policy measures by central
banks can only provide bridging assistance until basic adjustment measures
begin to take effect.

1 Of this increase in the gross monetary reserves of the Bundesbank, the countervalue of $ 10 billion is due to
interventions within the EMS. Just over one-third of this rise was offset by repayments in Deutsche Mark by our
partners at the beginning of 1988.



Regional distribution of global monetary reserves*
US$ billion
Level at end of year Change
Country/Group of countries 1985 1987 p 1986 1987 p
A. Industrial countries 1
United States 43.2 458 + 53 - 27
Japan 27.7 82.0 +16.5 + 387
Canada 3.4 8.1 + 07 + 40
Germany 484 82.8 + 74 + 270
France 30.0 36.5 + 49 + 186
United Kingdom 137 425 + 56 + 233
Italy 18.4 33.0 + 44 + 10.2
Other industrial countries 98.2 154.9 +10.8 + 459
Total 283.0 485.6 +546 +148.0
B. Developing countries
Africa 96 10.3 — 05 + 13
Europe 11.8 16.6 + 19 + 30
Latin America 418 39.0 — 80 + 52
Middle East 2 64.5 64.6 —~ 6.0 + 61
Rest of Asia 746 137.0 +249 + 375
of which
Taiwan 22.8 743 +238 + 277
Memorandum item
15 major debtor countries 3 410 38.4 — 65 + 39
Total 202.3 267.6 +12.3 + 53.0
C. All countries (A plus B) 485.2 753.1 +66.9 +201.0
Memorandum items
Total reserves, excluding ECU balances
created against the contribution of gold 4 458.7 710.5 +63.2 4 188.6
of which
All industrial countries 256.5 442.9 +50.8 +135.6
Germany 41.0 714 + 6.4 + 240
France 23.7 26.7 + 4.0 - 10
United Kingdom 12.2 403 + 54 + 227
Italy 13.2 25.0 + 38 + 80
* Gross monetary reserves of all IMF member countries plus Switzerland and Taiwan. The gold was valued at
US$ 42.22 per ounce. — 1 OECD countries excluding Greece, Portugal and Turkey. — 2 Bahrain, Egypt, Iran,
Iraq, Israel, Jordan, Kuwait, Lebanon, Oman, Qatar, Saudi Arabia, Syria, United Arab Emirates, Yemen, People’'s
Republic of Yemen. — 3 Countries to which the “Baker initiative” primarily refers (Argentina, Bolivia, Brazil, Chi-
le, Colombia, Céte d’lvoire, Ecuador, Mexico, Morocco, Nigeria, Peru, Philippines, Uruguay, Venezuela, Yugo-
slavia). — 4 The gold underlying the ECU balances has been included in the other gold holdings again. —
p Provisional.
Discrepancies in the totals are due to rounding.
Sources: IMF and EMCF. BBk

Global official reserves denominated in dollars, including the amounts contribut-
ed to the European Monetary Cooperation Fund, rose by an estimated $ 138
billion from the end of 1986 to the end of 1987. This gives an indication of the
great extent to which the US current account deficit of $ 161 billion was financed
by foreign monetary authorities last year. The growth in reserve assets resulting
from transactions over and above the rise in reserves in dollars and totalling $ 11
billion primarily reflects an increase in global holdings of Deutsche Mark (+ $ 10
billion). In calculating these rises, reserve holdings in individual currencies were
increased by amounts conjectured on the basis of assumptions in the light of
certain information and criteria with respect to foreign exchange reserves that
cannot be broken down by the IMF. Expressed in Deutsche Mark, the official
assets held in German currency rose by DM 17 billion to DM 129 billion, after
having declined by a similar amount in 1986. As a result, the total amount of
Deutsche Mark reserves almost regained its previous record level of DM 133
billion reached in mid-1985; at the end of 1987 their share in total global foreign
exchange reserves (including the dollars contributed to the EMCF), at 149/, was
actually somewhat higher than two and a half years ago, because the
countervalue in terms of the US dollar of the Deutsche Mark reserves has

Besides reserve
holdings in US

dollars, only Deutsche
Mark reserves go up

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

Type of reserves 1985 1987 p | 1986 1987 p | 1986 1987 p | 1986 1987 p
Gold 3 40.1 399| -~ 00| — 02 - -|— 00| - 02
Special drawing rights 20.0 287+ 15( + 09| + 24|+ 39} + 38| + 48
Reserve positions in the IMF 425 446 — 39| — 51|+ 46|+ 65|+ 07|+ 14
Official ECU balances 40.7 727 + 46| + 124 + 35| + 116 + 80 + 240
— against gold 30.2 464+ 03|+ 13| + 35| + 112 + 38| + 125
— against US dollars 105 219 + 38|+ 76 — — |+ 38|+ 76
- arising from very short-

term financing - 44| + 05| + 35|+ 00|+ 04|+ 05| + 38
Foreign exchange 341.9 567.2| + 306 +1408| + 238 | + 30.1| + 544 | +171.0

US dollars 234.0 4111} + 466 +1305 - — | + 466 | +1305

Deutsche Mark 53.2 817| — 86| + 98| + 131 + 143 + 45| + 240

Yen 274 382 — 43| — 00|+ 63|+ 89+ 19| + 89

Pounds sterling 11.0 148| — 04| + 10|+ 03|+ 29(— 01|+ 38

Swiss francs B.2 94| — 20| — 09|+ 20|+ 20{+4+ 00+ 12

French francs 45 58| — 05|+ 01|+ 07|+ 10+ 02} + 11

Dutch guilders 3.6 62| — 02|+ 03|+ 14|+ 11|+ 12|+ 14
Total reserves 4852 7531 | + 328| +1488| + 342 + 521 | + 66.9| +201.0
* Gross monetary reserves of all IMF member countries plus Switzerland and Taiwan. — 1 Where the mon-
etary reserves are not denominated in gold and dollars, the changes in units of the reserve asset concerned
have been converted into dollars at average rates based on the rates on the relevant reference dates. Where
the ECU balances are based on the contribution of gold and dollars to the EMCF, the changes in these gold and
dollar contributions are shown. — 2 Difference between the change in levels on a dollar basis and the change
due to transactions; also including the change caused by variations in the gold price in the ECU balances based
on the contribution of gold to the EMCF. — 3 Valued at US$ 42.22 per ounce of fine gold. — p Provisional.
Discrepancies in the totals are due to rounding.
Sources: IMF, EMCF and Committee of EEC Central Bank Governors. BBk

increased considerably since then owing to changes in exchange rates.
According to IMF statistics, only the industrialised countries as a group
increased their holdings of Deutsche Mark, whereas the Deutsche Mark
reserves of the other groups of countries (the oil-producing countries and the
other developing countries) registered a slight decline. In this context, only a
minor role was played by the net purchases of Deutsche Mark by the countries
participating in the exchange rate mechanism of the EMS. The increase in
Deutsche Mark reserves was probably mainly due to reserve diversification
operations by other industrial countries and this or that developing country. By
contrast, there was no change in 1987 in the level of statistically recorded official
reserve holdings of yen in terms of the Japanese currency, which ranked third
after the dollar and the Deutsche Mark.

in the light of the high level and further growth of global monetary reserves, as
well as for other reasons, the conditions are still not right for a new allocation of
special drawing rights by the IMF to satisfy the global need for international
liquidity. The frequently heard argument in favour of an allocation of SDRs to the
effect that reserves are distributed unevenly has not become more persuasive in
the light of recent developments; in any case, this argument cannot substantiate
any global need for the creation of additional reserves, such as is necessary
according to the IMF’s Articles of Agreement to justify the allocation of new
special drawing rights. Instead, concern has grown that, owing to the associated
rise in domestic liquidity and the easing of external constraints when reserves
are high, an increase in reserves on the scale registered in 1987 might give a
stronger boost to inflationary forces again.



2. Subdued development of the international financial markets

Despite the world-wide turmoil in the financial markets, international lending
activity continued to expand in 1987. Nevertheless, the sobering impact of the
temporary rise in dollar interest rates and the subsequent stock market crash
was not without its effects on the financial markets generally. This is reflected in
the fact that, expressed in US dollars and in gross terms, the volume of new
longer-term loans and financing facilities newly arranged in the international
financial markets was not higher in 1987 than in the preceding year; adjusted for
movements in exchange rates, there was even a decline in the gross volume of
business. The collapse in prices on the stock exchanges as well as in the
Euro-dollar bond markets has evidently brought home to market participants
more clearly than before the dimensions of the risks they face. Whether or not
the supervisory and monetary authorities at both national and international level
will have reason to re-examine the existing risk provisioning arrangements over
and above the present efforts to establish internationally harmonised capital
ratios must be reviewed in the light of this experience; the outcome will depend
not least on the behaviour of market participants. Since the causes underlying
the turmoil are only partly to be found in the financial markets themselves, but
are basically associated with persistent domestic and external disequilibria
among major countries, it will above all be important that the financial and
monetary policies of the major countries are geared strictly to the need to
reduce the existing imbalances. The adjustment process that is evidently
proceeding in this direction gives grounds for confidence. A positive assess-
ment of the viability of the financial markets can also be justified by the fact that
the turmoil which occurred and the losses associated with it had no serious
after-effects. Moreover, with the prompt intervention particularly of the US
central bank in the market, it became evident that liquidity squeezes induced by
market crises and the concomitant dangers can be successfully countered.

According to OECD data, the volume of new medium and long-term gross
borrowing in international markets in 1987, at about $ 380 billion, was similar to
that recorded in the preceding year. Including short-term bank loans and in net
terms, new lending actually increased more than in the previous year. In this
connection a large number of corporate and other borrowers, especially less
well-known ones not categorised as first class, tended to return to relationship
banking. Thus, newly granted international syndicated credits shot up by
one-half last year to $ 93 billion. The greater part of these credits went to
borrowers in industrial countries, the financing of large-scale projects and
corporate takeovers being a particularly significant factor; some of the loans
were also only in the form of credit lines to meet an unforeseen need for finance.
The volume of new loans granted to the developing countries of Asia and to the
countries of Eastern Europe also increased, albeit to a lesser extent. By
contrast, new lending to the heavily-indebted countries of Latin America in
connection with rescheduling arrangements (Mexico and Argentina together
received about $ 10 billion) as well as refinancing operations through the market
contributed only a little to the growth of aggregate international bank lending.

As is shown by the international banking statistics of the BIS, interbank lending
within the reporting area, for all maturities taken together, continued to grow at a
considerably faster rate than lending to final borrowers. The high rates of growth
reflect the rapidly increasing lending and deposit-taking business of Japanese
institutions in various financial centres, especially in Asia. Adjusted for move-
ments in exchange rates, their share in the growth of the cross-border interbank
business of the banks reporting to the BIS rose from about 4090 in 1985 to an
estimated 700/ last year.

Growth of interna-
tional lending busi-
ness not unaffected
by the turmoil in the
financial markets

Return to
syndicated loans

Above-average
growth in interbank
lending
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Owing to uncertain interest rate and exchange rate expectations, there were
signs of structural shifts in the international credit markets early in 1987. The
international bond markets were particularly affected by this. Last year the
volume of longer-term bonds issued declined by $ 50 billion to $ 177 billion in
gross terms, and in net terms by as much as one-third to $ 103 billion. Issues of
fixed rate dollar bonds decreased even more strongly in relative terms. In fact,
owing to insufficiently large interest rate spreads and a lack of confidence in its
functioning, the primary market for dollar-denominated bonds carrying a floating
rate of interest largely collapsed. The market for fixed rate dollar bonds did not
recover until after interest rates had declined in the wake of the turmoil of
October 1987. Previously, new issuing business in the international markets was
fuelled almost entirely by convertible and option bonds put on to the market
mostly by Japanese corporations, but this practically ceased to be the case after
the slump in share prices. Owing to the heavy issuing activity of Japanese
corporations at times, the yen, with a share of 15%0, moved up into second place
as a currency of issue in the international bond markets, behind the US doliar
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Owing to uncertain interest rate and exchange rate expectations, there were
signs of structural shifts in the international credit markets early in 1987. The
international bond markets were particularly affected by this. Last year the
volume of longer-term bonds issued declined by $ 50 billion to $ 177 billion in
gross terms, and in net terms by as much as one-third to $ 103 billion. Issues of
fixed rate dollar bonds decreased even more strongly in relative terms. In fact,
owing to insufficiently large interest rate spreads and a lack of confidence in its
functioning, the primary market for dollar-denominated bonds carrying a floating
rate of interest largely collapsed. The market for fixed rate dollar bonds did not
recover until after interest rates had declined in the wake of the turmoil of
October 1987. Previously, new issuing business in the international markets was
fuelled almost entirely by convertible and option bonds put on to the market
mostly by Japanese corporations, but this practically ceased to be the case after
the slump in share prices. Owing to the heavy issuing activity of Japanese
corporations at times, the yen, with a share of 1500, moved up into second place
as a currency of issue in the international bond markets, behind the US dollar
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Owing to uncertain interest rate and exchange rate expectations. there were
signs of structural shifts in the international credit markets early in 1987. The
international bond markets were particularly affected by this. Last year the
volume of longer-term bonds issued declined by $ 50 billion to $ 177 billion in
gross terms, and in net terms by as much as one-third to S 103 billion. Issues of
fixed rate dollar bonds decreased even more strongly in relative terms. In fact,
owing to insufficiently large interest rate spreads and a lack of confidence in its
functioning, the primary market for dollar-denominated bonds carrying a floating
rate of interest largely collapsed. The market for fixed rate dollar bonds did not
recover until after interest rates had declined in the wake of the turmoil of
October 1987. Previously, new issuing business in the international markets was
fuelled almost entirely by convertible and option bonds put on to the market
mostly by Japanese corporations, but this practically ceased to be the case after
the slump in share prices. Owing to the heavy issuing activity of Japanese
corporations at times, the yen, with a share of 1500, moved up into second place
as a currency of issue in the international bond markets, behind the US dollar



{359/0) and ahead of the Swiss franc (149%0); the Deutsche Mark was able to
maintain its fourth place (900). The declining trend in issuing activity in the
international markets is, however, partly due to the fact that national bond
markets — Germany’s in particular — have become more attractive to foreign
investors in the last few years. For example, in 1987 foreign investors purchased
only DM 5 billion of foreign Deutsche Mark bonds but bought domestic German
bonds, by contrast, to the amount of DM 35 billion, although this was much less
than in 1986.

In view of the difficulties in the international bond markets, a considerable
number of first-class corporate borrowers as well as a fair number of banks
switched over to the market for short-term Euro-notes. Incidentally, in some
cases the financing costs in this market were lower than the normal cost of
funds in the international interbank market. As a result, the outstanding volume
of such paper doubled in 1987 to almost $ 60 billion.

Developments in the international financial markets in 1987 continued to be
marked by the difficult situation of the heavily-indebted countries. In view of this,
banks that operate internationally were able to increase their provisions for loans
to problem countries last year. Triggered by Brazil’s temporary moratorium on
its interest payments, the step in this direction by the largest US creditor bank
acted as a signal both to many other banks in the United States and to some
banks in other countries. Provisioning by US banks is still considerably below
the level reached quite some time ago in Germany and a number of other
countries in Europe. But, all in all, the banks have safeguarded themselves better
against the risk of default on problem loans and therefore have strengthened
their position. The international banking system has become less prone to
disturbances as a result. If the willingness to participate in the granting of fresh
loans in the context of rescheduling operations has also diminished as a
consequence, this may weil make it more difficult in individual cases to solve the
acute financing problems facing certain countries. But if these countries
subsequently initiate more efficient adjustment measures and carry them out
resolutely — and this alone will ensure over the longer run that the problems
caused by excessive borrowing can be overcome — then a positive effect will
have been achieved. Over the longer term, a greater willingness to extend credit
could then more readily be expected of those banks which see international
business as an important field of activity in the future too. However, given the
level of outstanding foreign debt of many developing countries, unduly high
hopes should not be entertained in this respect.

Furthermore, the banks also played an active role last year in further refining the
details of the case-by-case approach in the debt strategy, in order not least to
safeguard the functioning of the international financial system. Thus, the “menu”
of financing facilities — which has hitherto included, in addition to fresh loans in
the context of rescheduling arrangements, above all various techniques to
reduce the interest burden and debt/equity swaps — was enriched by an
interesting variant when in January 1988 Mexico offered the banks an opportu-
nity to swap an amount of up to $ 20 billion for collateralised bonds by way of an
auction. Although the result of this auction (the conversion of bank claims
totalling $ 3.7 billion at a discount of about 3000 into “Mexico bonds” with a
period to maturity of 20 years, carrying interest at 1%90 above LIBOR and
collateralised by zero bonds issued by the US Treasury and purchased by
Mexico) did not come up to Mexico’s high expectations, it can be regarded as a
sign that both debtors and creditors are willing to adopt new approaches in their
search for suitable solutions. In doing so, the guideline must continue to be
participation in market-related solutions on a voluntary basis.
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External debt of the developing countries *
US$ billion
Change
in 1987
from
Item/Group of countries 1 1982 1983 1984 1985 1986 1987 p |1986p
A. Long-term 658 722 764 857 937 1,013 +76
Public creditors 245 272 297 340 392 449 +57
Banks 212 267 274 318 343 367 +24
Other creditors 2 20 193 193 199 202 197 -5
B. Short-term 189 175 178 160 162 182 +20
C. Total (A plus B) 847 897 942 1,017 1,099 1,195 +96
D. Group of countries
Africa 124 132 135 147 166 186 +21
Europe 107 107 11 126 143 158 +15
Latin America 330 342 357 368 381 400 +19
Middle East 103 113 122 128 137 144 + 6
Rest of Asia 184 203 217 247 272 307 +34
15 major debtor countries
(already included above) 380 394 407 420 442 466 +24
Memorandum items
Debt service payments 134 120 136 138 144 146 + 2
Interest 77 73 82 81 76 71 -5
Repayment of long-term loans 56 47 55 57 67 75 + 8
Debt service as a percentage
of receipts from exports
of goods and services
Total 18.9 17.8 19.2 20.3 219 191 3— 28
15 major debtor countries 489 39.3 39.5 39.2 432 359 3—73
* Excluding debt to the IMF. — 1 For the definition of the groups of countries see the table on page 59. —
2 Including those liabilities of public and private entities which are not guaranteed by the debtor country
in question. — 3 In percentage points. — p Provisional.
Discrepancies in the totals are due to rounding.
Source: IMF. BBk

3. Agreements among the central banks to strengthen the EMS

On September 8, 1987 the Committee of EEC Central Bank Governors decided
to change a number of rules relating to interventions and financing within the
EMS and to further strengthen cooperation among the central banks invoived.'
The decisions were preceded by discussions provoked by the realignment of
January 1987, which was triggered by the decline in the dollar. Despite
considerable progress in reducing inflation rates and other divergences that may
jeopardise their cohesion, the currencies participating in the exchange rate
mechanism of the EMS still react in different ways to a general decline in the
dollar. The decisions were therefore primarily directed at making the system less
vulnerable to external influences. This requires agreement on intervention
policies and interest rate policies with the aim of minimising the incentives for
short-term capital movements, but to an even greater extent it requires
economic and financial policies in all the member countries which are geared to
safeguarding the progress towards convergence that has already been made
within the EMS. In particular, the greater mobility of capital — itself a conse-
quence of the increasing internationalisation of the financial markets as well as of
the dismantling of capital controls that has begun again within the EEC — has
heightened awareness of the fact that it is becoming less and less possible to
pursue monetary and economic policies that are geared to different objectives if
the exchange rate mechanism of the EMS is not to be endangered, and that this
in turn calls for particularly close cooperation among the central banks
participating in the system.

1 The individual items of this package of measures relate to questions regulated in the EMS Agreement concluded
between the central banks involved. The new arrangements required changes to this Agreement only in part; in part
it was possible to take them into account by modifying the way in which existing rules are applied. The Bundesbank

discussed the contractual bases of the EMS in effect up to now in its Monthly Report of March 1979 and its Report
for the Year 1984.



in the past the Committee of EEC Central Bank Governors has regularly
discussed the economic performance and economic policies of the member
countries, and above all their monetary policies, as being the particular area of
responsibility of the central banks, with special reference to the requirements of
the exchange rate mechanism. Over time it has become increasingly clear that,
owing to their effects on interest rates and exchange rates, money and capital
transactions in the rapidly developing international financial markets entail an
increasingly strong degree of willingness to cooperate among central banks in
general, and the central banks of the EMS in particular. This is why the EMS
central banks agreed in September 1987 to combat possible tensions within the
EMS exchange rate mechanism by making greater use of the margins of
fluctuation for exchange rates, adjusting interest rates more rapidly and also
cooperating more closely when intervening in the foreign exchange market.
These measures are intended to counter disturbances in the exchange rate
mechanism that are not due to undesirable developments in the fundamentals.
However, they must not iead to necessary adjustment measures — either in
economic and monetary policy or in the exchange rates themselves — being
unduly delayed. In order to detect tensions between the currencies in the EMS
and to counter them as early as possible, the central bank governors intend to
monitor economic performance and economic policy in the Community more
closely through a regular exchange of views. This monitoring is designed to help
the measures adopted by individual countries to be shaped as far as possible in
such a way as to avoid undesirable repercussions on other partner countries and
thus to strengthen the cohesion of the system as well. However, decisions on
economic and monetary policy are not being shifted from the sphere of national
responsibility to Community level as a result of these decisions. Thus they do not
imply any encroachment upon the autonomy of the Bundesbank in applying its
instruments of monetary policy; nor do they lead to any obligation that could give
rise to a conflict with its stability-oriented monetary policy.

For foreign exchange market interventions at the limit rates (obligatory
interventions), the EMS Agreement provides for unlimited central bank financing
via the European Monetary Cooperation Fund (EMCF). Under the old rules,
liabilities arising from interventions of this kind fell due for settlement for the first
time 45 days after the end of the month in which the interventions took place, i.e.
intervention balances fell due for settlement not later than 2> months after they
had come into being. Under the new agreement, this period for settlement has
been extended to 3%: months. In addition, the prolongation of the initial
settlement date, which was already possible under the old rules, has been
extended in scope. In the past, a central bank was able to renew its intervention
liabilities once for a period of three months, up to an amount corresponding to
the size of its debtor quota in the short-term monetary support mechanism.’
Under the new agreement, this “automatic” right of renewal applies up to double
the amount of a country’s debtor quota. The agreement of the creditor central
bank continues to be necessary for the renewal of any liabilities arising from
interventions in excess of this amount.

Both these new arrangements not only imply an easing of the settlement terms
for the intervention liabilities of debtor central banks; they are also beneficial to
creditor central banks. In the event of a reversal in the trend of rates in the
foreign exchange market, they enable the debtor to acquire the currency of the
creditor in the market over a longer period of time than formerly until its
intervention liabilities fall due, allowing it to settle its liabilities arising from
interventions in the currency of the creditor instead of assigning ECUs or other

1 Since January 1, 1986 the following debtor quatas in the short-term monetary support mechanism have applied
to EEC central banks (in ECU million): Deutsche Bundesbank: 1,740; Bank of England: 1,740; Banque de France:
1,740; Banca d'ltalia: 1,160; Banco de Espafia: 725; Banque Nationale de Belgique: 580; Nederlandsche Bank: 580;
Danmarks Nationalbank: 260; Bank of Greece: 150; Banco de Portugal: 145; Central Bank of Ireland: 100.
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Press communiqué of the EEC Central Bank Governors and the EMCF
of September 18, 1987 on arrangements to strengthen the EMS

At their monthly meeting on 8th September 1987, the Governors of the Central Banks of the
Member States of the European Economic Community agreed on measures to strengthen
the operating mechanisms of the European Monetary System, which are as follows:

1. The duration of the very short-term financing on which central banks can draw through
the European Monetary Co-operation Fund (EMCF) to finance interventions in EMS curren-
cies will be extended by one month, taking the maximum duration from two and a half to
three and a half months. The ceiling applied to the automatic renewal for three months of
these financing operations will be doubled, i.e. it will amount to 200 per cent. of the central
bank’s debtor quota in the short-term monetary support mechanism instead of 100 per
cent. as at present.

2. The Governors point out that very short-term financing through the EMCF of intramargin-
al interventions in EMS currencies is already possible if the central banks directly involved
concur. While there will be no automatic access to such financing, a presumption that in-
tramarginal interventions in EMS currencies agreed to by the central bank issuing the inter-
vention currency will qualify for very short-term financing via the EMCF will be established
under certain conditions; the cumulative amount of such financing made available to the
debtor central bank shall not exceed 200 per cent. of its debtor quota in the short-term
monetary support mechanism, the debtor central bank is also prepared to use its holdings
of the currency to be sold in amounts to be agreed and the creditor central bank may re-
quest repayment in its own currency taking into account the reserve position of the debtor
central bank.

3. The usability of the official ECU will be further enhanced. The central banks will accept
settiements in ECUs of outstanding claims in the very short-term financing in excess of their
obligation (50 per cent.) and up to 100 per cent. as long as this does not result in an unbal-
anced composition of reserves and no excessive debtor and creditor positions in ECUs
arise. After two years of experience, the formal rules relating to the official ECU will be sub-
ject to review.

These measures form part of a comprehensive strategy to foster exchange rate cohesion
within the EMS. The Governors are convinced that greater exchange rate stability depends
on all Member States achieving, through their economic and monetary policies, sufficient
convergence towards internal stability. In the light of this basic understanding they have
agreed in particular to exploit the scope for a more active, flexible and concerted use of the
instruments available, namely exchange rate movements within the fluctuation band, interest
rates and interventions. To promote this more effective use of the instruments, the Commit-
tee of Governors will strengthen the procedure for joint monitoring of economic and mone-
tary developments and policies with the aim of arriving at common assessments of both the
prevailing conjuncture and appropriate policy responses.

This strategy and these measures were presented by the Governors to the EEC Ministers of
Finance at the informal meeting in Nyborg on 12th September 1987. The changes to the op-
erating mechanisms of the EMS will come into effect following the formal amendment of
certain provisions of the central bank Agreement of 13th March 1979 which lays down the
operating procedures for the EMS and consequential changes to the rules governing the
operations of the European Monetary Co-operation Fund which will take place in the coming
weeks.

reserve "assets, as provided for in the rules for the settlement of residual
balances. This arrangement is helpful because the domestic expansion of
liquidity brought about by jointly financed support operations in the country that
had provided its currency in the form of credit is reduced again through the
settlement of intervention liabilities in the currency of the creditor. By contrast,
the expansionary monetary effects of interventions would be perpetuated if the
debtor central bank were to settle its liabilities by transferring other reserve
assets rather than the currency of the creditor central bank.

Unlike interventions at the limit rates, intramarginal foreign exchange market
operations — i.e. interventions within the margins of fluctuation — are
undertaken at the discretion of the central bank concerned. However, in line with
agreements reached many years ago, intramarginal purchases or sales of the
currency of a partner country are permissible only with the explicit consent of
the central bank that issues it. In past years the Bundesbank has as a rule agreed
to intramarginal interventions in Deutsche Mark by its partners provided that
these operations did not run counter to developments in the dollar market, but
without intending to express its agreement with the associated foreign




exchange policy intentions of its partners in doing so. In fact, the Bundesbank
has tended to take a critical view of the strategy pursued by its partner central
banks within the EMS of stabilising exchange rates within the margins through
large-scale interventions; for inadequate mobility of exchange rates within the
margins may increase the incentive to switch out of the weak currency into the
strong one as long as exchange rates still appear to be favourable and without
incurring any serious exchange rate risk. Even so, owing to the international role
played by the Deutsche Mark and its significance in the EMS, intramarginal
interventions in Deutsche Mark have steadily increased in importance in recent
years. But recourse has only very rarely been had to financing these transactions
via the EMCF in agreement with the central banks concerned — an option which
is not exciuded by the EMS Agreement. However, in the course of liberalising
their capital movements, a number of partner countries have been insisting for
quite some time that the very short-term financing mechanism within the system
should be used more readily to finance intramarginal interventions, thus placing
them at least partially on an equal footing with obligatory interventions. This
appeared to be justified in the eyes of some partner countries, inter alia because
intramarginal interventions can help to avoid the necessity for obligatory
interventions in certain situations. To this extent they would replace obligatory
interventions which might otherwise become necessary, with the result that their
inclusion in the very short-term financing mechanism would not be associated
with any additional Community financing. The wishes of our partners in this
respect are covered by the new arrangements under certain conditions. During
the temporary tensions within the EMS that arose from mid-October 1987
onwards the Bundesbank provided financing assistance on a considerable scale
in line with the new arrangements.

From the point of view of a creditor central bank, great material importance
attaches to this innovation because of its possible implications for monetary
policy. In the past intramarginal foreign exchange market operations were
primarily reflected in changes in the reserves of the intervening central bank that
were held in the market; this had no direct impact on domestic liquidity in the
country whose currency was used for intervention purposes. By contrast, the
current development of liquidity is directly affected if intramarginal interventions
exercise an immediate influence on bank liquidity through being financed via the
EMCF. This is why the main aim in the negotiations on the financing of
intramarginal interventions was to limit the risks to monetary policy posed by the
new arrangements.

These new arrangements envisage the possibility of a central bank financing
intramarginal sales of a partner currency via the EMCF only if the central bank
which issues the currency concerned does not, in agreeing to the intervention
operations in question, explicitly object to their being financed under Commu-
nity arrangements. The central bank that issues the intervention currency can
also restrict recourse to the very short-term financing mechanism by demanding
that the partner central bank finances part of its currency sales from its existing
holdings of foreign exchange. It can in addition insist on its claims being repaid in
the currency of the creditor central bank to the extent that the debtor central
bank’s reserves allow this. Above all, however (and in contrast to the financing of
obligatory interventions), the credit granted via the EMCF for intramarginal
interventions is limited in amount, namely to double the debtor quota the
intervening central bank has in the short-term monetary support mechanism. As
mentioned before, the “automatic” renewal of liabilities when they first fall due —
obligatory and intramarginal interventions taken together — is also limited to
twice the debtor quota. This means that it is possible that renewal cannot be
expected automatically, or to the full extent, for intramarginal interventions
financed via the EMCF. All this makes it clear that automatic or large-scale
recourse to Community financing is not envisaged. For these reasons, the risks
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Deutsche Mark interventions in the EMS*
DM billion
+ = Deutsche Mark sales or expansionary impact on liquidity in Germany
— = Deutsche Mark purchases or contractionary impact on liquidity in Germany
Memo item
Affecting
Intra- liquidity in
Period Obligatory | marginal Total Germany 1
A. By calendar years
1986 Purchases —19.0 —33.6 —52.6 —121
Sales + 41 +76.0 +80.1 + 38
Balance —148 +42.4 +27.6 — 84
1987 Purchases — —48.1 —48.1 - 73
Sales +15.0 +62.7 +77.7 +254
Balance +15.0 +146 +297 +18.1
B. By selected perlods, net
July 8, 1986 to January 9, 1987
Dollar weak; Deutsche Mark increasingly strong
in the EMS, too +18.9 +44.1 +63.0 +17.4
January 12, 1987 to March 18, 1987
Gradual reversal in foreign exchange movements
in the EMS after the realignment of January 12,
1987 - —246 —248 — 68
March 19, 1987 to September 11, 1987
Dollar initially weak; renewed strengthening of
the Deutsche Mark in the EMS - +226 +226 - 07
September 14, 1987 to October 14, 1987
Easing of tensions in the EMS after the Confer-
ence of EEC Ministers of Finance in Nyborg,
Denmark - —14.5 —145 -
October 15, 1987 to January 14, 1988
Doliar under strong downward pressure;
Deutsche Mark in firm position in the EMS - +21.5 +215 +10.0
January 15, 1988 to end-March 1988
Recovery of the dollar; easing of tensions in the
EMS - — 82 — 82 - 6.1
* Deutsche Mark interventions by other central banks participating in the EMS exchange rate mechanism and
EMS interventions by the Bundesbank; classified by date of transaction. — 1 Indicates the extent to which
Deutsche Mark interventions in the EMS and the settlement of creditor and debtor positions in the EMCF
affected the net external position of the Bundesbank and thus the banks' provision with central bank money.
Discrepancies in the totals are due to rounding. BBk

to monetary policy posed by the new intervention policy arrangements will
probably be limited. A factor of decisive importance for the agreement of the
Bundesbank to this easier access to financing was that the central banks
involved agreed to utilise all available exchange rate policy instruments more
actively and more flexibly and to leave exchange rates as much scope as
possible to move within the margins. This closer cooperation proved highly
successful the first time it was activated in the period of tensions in the autumn
of last year.

A fourth and final point relating to the new arrangements concerns the
acceptance limit for “official” ECUs in the EMS settlement system. According to
the rules of the EMS Agreement, liabilities arising from interventions have to be
settled primarily by using the currency of the creditor central bank. If none is
available, the Agreement provides for the debtor central bank settling part of its
liabilities with “official” ECUs and the rest in accordance with the composition of
its monetary reserves by transferring dollar reserves and other assets held with
the IMF. In the past creditor central banks had to accept a maximum of only
one-half of their claim in ECUs. From now on it is envisaged that creditor central
banks should accept up to 100%0 of repayments in ECUs, so long as this does
not lead to an unbalanced composition of their reserves or the building-up of
excessive debtor and creditor positions in ECUs. As a result, holdings of
“official” ECUs, which have previously been utilised to only a limited extent, were
made more fungible. However, the new rule only applies for two years to start




with. Whether it becomes a permanent rule depends, inter alia, on the extent to
which the inclusion of intramarginal interventions in the Community financing
arrangements engenders relatively large and persistent imbalances in the
distribution of ECUs among the EMS central banks. However, such imbalances
are hardly to be expected, if only because interest has to be paid on debtor
positions in ECUs at a weighted market rate which is normally higher than the
level of interest rates in the country of the creditor currency. This means that
there is an inducement for interest rate reasons to settle debtor positions in
ECUs by raising the currency of the creditor, which, moreover, helps to mop up
liquidity in the creditor country.

The Bundesbank agreed to the new easing of the financing arrangements
primarily in the light of the fact that the EMS has proved to be a stabilising
element in the economic and monetary policies pursued by member countries
and that particularly in recent years all the countries belonging to the EMS have
stepped up their efforts as regards stability policy. Moreover, in assessing the
new arrangements special significance attaches to the circumstance that the
ministers approved the statement contained in the report by the central bank
governors to the effect that the central banks of all members of the Community
should be required to give priority to the objective of price stability in their
monetary policy. A basic orientation of policy in this direction in itself prohibits
any attempt to achieve short-term stability of exchange rates to the detriment of
the purchasing power of one’s own currency or of a partner currency.

The new regulations largely comply with the wishes of those countries whose
currencies have repeatedly tended to be weak within the EMS. Nevertheless,
some of them still feel that the obligation to react with interventions and
monetary policy measures implies a one-sided burden (asymmetry), because in
their view countries with strong currencies are not required to take such
measures. However, the notion that in the exchange rate mechanism of the EMS
adjustment burdens have to be shouldered primarily only by countries with weak
currencies is not in line with reality. Because of the central role of the Deutsche
Mark in the EMS, Germany in particular has time and again been affected by
inflows of funds from the partner countries which have led to an unwanted
expansion of the money stock and, if the limit rates are reached, to interventions.
Such developments, which may clash with national objectives, can only be
prevented or reduced to a tolerable measure if economic developments in all
partner countries are geared to monetary stability and run largely parallel. This
naturally requires special efforts on the part of countries which have not yet
achieved price stability. It is therefore the asymmetry of the starting position and
not the distribution of burdens in the system which forces individual countries to
make special efforts.

The inclusion of the currencies of partner countries in the foreign exchange
reserves of every member country — and of late it has been suggested that the
Bundesbank, in particular, should do this — would not eliminate the existing
divergences and contribute to the stability of the EMS. The contrary would be
more likely if a country with a depreciation-prone currency could count on its
stronger partners assuming a major part of the adjustment and financing
burdens associated with the stabilisation of exchange rates. Owing to its
significance in the EMS and its role as an international transaction and
investment currency, the use of the Deutsche Mark as an intervention currency
(alongside the US dollar) and the accumulation of some Deutsche Mark holdings
are apparently of advantage to our partners. The Bundesbank has accepted this,
inter alia because the monetary effects of intramarginal interventions remain
fairly limited to the extent that interventions are financed with our partner central
banks’ Deutsche Mark holdings invested in the market. For the Bundesbank the
use of partner currencies, if it included themin its holdings, would not offer any

New arrangements
also a result of
progress in stability

policy

The system not asym-
metrical

Mutual reserve
holding in partner
currencies inappro-
priate

69



70

Proposed new EEC
Directive on the
complete liberalisation
of capital movements

Endeavours to intro-
duce special protec-
tive and support
arrangements

comparable advantages. Experience has shown that exchange rate problems of
the Deutsche Mark are usually not confined to the EMS, but arise at the same
time vis-a-vis the US dollar too; tensions in the EMS are not infrequently
triggered by developments which primarily affect the exchange rate relationship
between the Deutsche Mark and the US dollar. They can be countered only by
selling or buying US dollars, provided that, in the given situation, interventions
promise any effect at all. Holding and using EMS partner currencies would be no
substitute for this. It is in line with this perception that the Bundesbank has
confined itself to dollar assets in its reserve holding, particularly as their liquidity
is assured at all times and on virtually any scale because the market for dollar
assets is sufficiently large.

4. The proposals of the EEC Commission on creating a single European
financial area

With the “Single European Act” adopted at the beginning of 1986, the member
countries of the European Community undertook to complete the common
internal market by the end of 1992. The EEC Treaty, as amended by these
arrangements, defines the internal market as an area without intra-Community
borders in which the free movement of goods, persons, services and capital is
guaranteed. The EEC Commission, acting on this basis, submitted proposals on
the creation of a single European financial area to the Council in November 1987.
They centre on the adoption of a new Directive on liberalising capital transac-
tions within the Community. Through this initiative the second, final stage of the
liberalisation programme submitted by the Commission in May 1986 would
become reality and, as a result, the complete freedom of capital movements
within the Community as well as vis-a-vis third countries would be achieved in
principle. The first stage of this liberalisation programme has meanwhile been
put into effect by a Directive of November 1986. As mentioned in the Report of
the Deutsche Bundesbank for the Year 1986, this Directive imposed an
obligation to liberalise a number of remaining types of capital transactions, the
freedom of which is of particular importance for the functioning of the Common
Market as well as for the integration of national capital markets. These measures
comprised the dismantling of controls on the granting of long-term trade credits,
trading in unlisted securities and the admission of securities to trading in the
capital market. The proposed new Directive is now essentially directed at
liberalising cross-border financial credits and money market transactions, at the
complete decontrol of exports and imports of assets and at permission to open
accounts with non-resident credit institutions. Moreover, in this context the
Commission urges the member countries not only to close any gaps in the
liberalisation of exchange controls but also to abolish any discriminatory legal
provisions that in practice may likewise obstruct cross-border capital move-
ments in general. Under the Commission’s proposal, the two-tier foreign
exchange market still in force in Belgium-Luxembourg would incidentally also
have to be abolished.

There are, however, endeavours to combine the creation of complete freedom of
capital movements with the introduction of special protective and support
arrangements. These moves are intended to make it easier for member
countries to counter disturbing capital movements, as and when necessary. To
this end, the Commission has envisaged special protective measures in its
liberalisation Directive for the event that short-term capital movements on an
exceptionally large scale seriously disrupt the foreign exchange and monetary
policies of a member country. In addition, member countries should equip
themselves with certain monetary and foreign exchange policy instruments in
order to be able to influence capital movements — particularly those vis-a-vis
third countries — in critical situations of their own accord or upon the
recommendation of the Commission. As a basis for this, thought is being given



to supplementing a Directive from the year 1972, which in the special circum-
stances ruling at that time brought about a harmonisation of administrative tools
for warding off disturbing inflows of capital, with respect to such instruments,
and to envisaging their utilisation especially with regard to capital outflows as
well. In addition to this, according to the Commission’s proposals the scope for
receiving Community standby loans in the event of balance of payments
difficulties should be widened.

However, the special arrangements described above involve the danger of
complete freedom of capital movements within the Community not being
achieved in the first place or of it being sacrificed again all too easily to other
objectives. Besides, they may impair the confidence needed for close financial
integration in the freedom of capital movements being defended in the event of
difficulties arising. Moreover, the pressure towards the pursuit of stability-
oriented policies in all countries also being aimed at through the freedom of
capital transactions would be undermined if the reintroduction of capital controls
were made unduly easy. The same would have to be feared in the event of
Community credit facilities being made even more generous. Easier access to
escape clauses would, incidentally, be a still more critical matter if it were to
result primarily or exclusively in capital controls vis-a-vis third countries in
difficult situations. Such a procedure would require the introduction of controis
in equal measure by all members of the Community, which would not be
acceptable to Germany because the global freedom of capital movements is a
necessary concomitant of Germany’s very close trading ties with the rest of the
world. All these factors go to show that the establishment of complete freedom
of capital movements within the Community should do without additional
regulations and balance of payments assistance, particularly since the EEC
Treaty already contains protective clauses which enable the envisaged complete
freedom of capital movements to be temporarily restricted in exceptional
circumstances. Dispensing with special regulations and additional balance of
payments assistance would be all the easier, the more all the member countries
perceive the decisions to complete the internal market as an inducement to
orient their monetary and economic policies even more closely to stability. in the
final analysis, it is only in this way that the even more far-reaching goal of
European monetary union can be approached. Moreover, following the recent
decisions to strengthen the EMS, monetary policy cooperation has intensified
among the members of the Community, and this in turn should help to overcome
certain difficulties that complete freedom of capital movements might perhaps
involve for a transitional period.

Above and beyond the proposals submitted by the Commission up to the
present, the creation of a single European financial area requires a certain
degree of harmonisation of those national regulations that are of great
significance for international competitiveness in the field of financial services.
This relates in particular to tax regulations as well as to questions of bank
supervision and the protection of savers and creditors. Although as regards the
establishment of the internal market the Commission, in the case of normative
regulations, has recently been applying the approach of trying to bring about
harmonisation only in absolutely essential instances, but otherwise only
demanding mutual recognition of the relevant national regulations, with respect
to bank supervision and the protection of savers it appears necessary to require
a far-reaching harmonisation of national regulations at a high level. This is
suggested by the great significance of a healthy financial system for the
existence of the entire common internal market. It would be desirable for
satisfactory solutions to all the points mentioned above to be found as soon as
possible. However, achievements in this field must not be made a prerequisite of
progress in liberalising capital movements, since the advantages of free capital
transactions should be felt very soon.
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5. Recent developments in the IMF and among the international
development banks

(a) Financial assistance provided by the IMF

In 1987 the IMF once again supported the stabilisation efforts of its members
through new lending. At SDR 3.7 billion ($ 4.8 billion), new lending almost
regained the level of the preceding year (SDR 3.9 billion). In the process, there
were substantial shifts in the structure of its lending activities: whereas drawings
in the credit tranches, which are obtainable only with economic policy conditions
attached to them, declined, lending under the Compensatory Financing Facility
and the Structural Adjustment Facility newly set up in 1986 increased. However,
the volume of aggregate new lending by the Fund contrasted with loan
repayments totalling SDR 7.9 billion. As a result, the Fund’s total loans
outstanding declined on balance by SDR 4.2 billion to SDR 29.2 billion. However,
the net reflows to the IMF that began in 1986 must be seen in the context of the
very large volume of lending by the Fund in the years from 1982 to 1984. Since, in
accordance with its monetary functions, the IMF can grant only short to
medium-term balance of payments assistance and its limited resources must in
principle be available to all members, periods of heavy drawings are automati-
cally associated with a similar bunching of repayments in subsequent periods.
The present repayments, for instance, were accounted for in large measure by
countries that have meanwhile made progress in adjustment with the assistance
of stabilisation programmes supported by the Fund. Incidentally, the financial
resources provided by the IMF almost always constitute only part of the funds
that are made available to borrowing countries as a whole to support their
adjustment measures. Particularly in cases where adjustment difficulties are due
to deep-seated structural problems, the Fund primarily plays the role of a
catalyst in that, by fostering appropriate adjustment policies, it helps to mobilise
additional funds from other sources. Moreover, not all members are dependent
on financial support from the Fund: last year again a number of members availed
themselves of the option of Enhanced Surveillance, where the assistance of the
Fund is restricted to giving a kind of “seal of approval” to adjustment
programmes devised by the countries themselves, which in most cases clears
the way for these countries to obtain new credit from, and undertake
rescheduling operations with, private commercial banks and public lending
agencies.

The lending activities of the Fund were also partly siowed down by the fact that a
number of member countries were unable to meet their existing debt service
obligations vis-a-vis the Fund. In order to protect its resources, the Fund is
forbidden under its current operational principles to grant fresh loans to such
debtors who are in default. Instead, the Fund must see to it in the event of such
developments that its internal risk provisions are enhanced. For this reason, as
early as July 1986 the IMF decided, in response to the strong rise in payment
arrears of some countries, to strengthen the Fund’s risk provisions over the
following two years by adding larger amounts to its reserves, the financial
burdens involved being borne jointly by the Fund’s creditors and debtors. In the
summer of last year the Fund in addition placed part of its profit for the financial
year ended April 30, 1987 in a newly created Special Contingent Account.

In the light of the persistently large balance of payments disequilibria of many
countries, the IMF has decided to continue its “Policy on Enlarged Access to the
Fund’s Resources” again in 1988. These temporarily extended drawing facilities,
which were originally intended to expire at the end of 1983, were thus renewed
for the fifth time. As was the case last year, the ceilings on drawings under this
facility were left unchanged.



Purchases and repurchases under IMF credit facilities

SDR billion

Item 1983 1984 1985 1986 1987

Credit tranches 49 31 26 3.0 1.9
Extended Fund Facility 46 33 04 0.3 0.2
Compensatory Financing Facility 28 0.8 09 06 1.2
Buffer Stock Facility 0.3 0.0 - — —
Structural Adjustment Facility 1 — - — 0.1 04
Total purchases 126 7.3 4.0 3.9 3.7
Total repurchases 20 23 3.6 5.7 7.9
Net purchases (net repurchases: —) 10.6 5.0 04 — 18 — 42

1 Financed out of a Special Disbursement Account of the Fund and available only to countries whose per capi-
ta income is particularly low.

Discrepancies in the totals are due to rounding.

Source: IMF. BBk

With the decision of December 1987 to set up an Enlarged Structural
Adjustment Facility the Fund’s scope for contributing to the solution of the
chronic structural balance of payments problems of the poorest developing
countries was greatly improved. This new facility totalling about SDR 6 billion is
virtually an addition to the Structural Adjustment Facility with which since March
1986 the IMF has been supporting structural adjustment processes in countries
with particularly low per capita income on concessionary terms from special
resources totalling SDR 2.7 billion that are kept strictly separate from its
resources of a monetary character. In doing so, however, the Fund is entering
territory that is more in the area of development financing and hence is
compatible to only a limited extent with its specific monetary functions. In
comparison with normal IMF loans, this applies both to the relatively long
duration of the lending and to the distinctly weaker form of conditionality. This
special nature of the Enlarged Structural Adjustment Facility, strongly geared as
it is to development policy, made it seem logical to supply the resources for
loans and interest rate subsidies primarily provided by the industrial countries
through a special Trust Account administered by the IMF and kept separate from
the general resources of the Fund. This also makes it clear in institutional terms
that this facility is designed for a task that is not comparable with the normal
lending operations of the Fund.

The Compensatory Financing Facility has been undergoing a thorough re-
examination since 1987. The object is to eliminate a number of constructional
shortcomings in the way it operates and, above all, to tie the utilisation of this
facility more closely to certain adjustment requirements in future. In connection
with the re-examination, the proposal of the United States is also being
discussed to replace this facility, designed as it is to meet needs arising from
temporary shortfalls in export earnings, by a general “External Contingency
Facility”, or to include such precautions for the event of unforeseeable external
disturbances in the Compensatory Financing Facility. Even though adjustment
requirements would likewise have to be met under such a facility, this proposal is
nevertheless of a very far-reaching nature in that it could amount in practice to an
automatic financing guarantee by the Fund, which might just possibly be
available for all conceivable kinds of balance of payments disturbance brought
about by external factors. A particularly problematic feature here would be any
automatic offsetting of increases in interest costs, since in the final analysis this
would render the control function of interest rates ineffective.

In order to provide broad support for the Fund’s financial basis it was decided as
early as November 1987 to extend the General Arrangements to Borrow (GAB),
which give the IMF a credit line totalling SDR 17 billion with its members in a
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strong financial position, by a further five years as from December 1988.
Moreover, in 1987 the Fund began to examine the adequacy of its own
resources, in the context of the 9th General Review of Quotas. The need to
bridge temporary balance of payments deficits also with official funds — which
need increases in line with the growth of world trade, even under normal global
economic conditions — argues in favour of substantially enlarging quotas in the
IMF, which determine both the financial contributions and the drawing facilities
of the individual members. Apart from this, the persistent balance of payments
difficulties of a large number of heavily-indebted countries make it appear
sensible for the IMF to equip itself with a financial cushion in the form of own
resources. At all events, on grounds of principle, additional borrowing by the
Fund must be restricted to exceptional cases only.

(b) Multilateral surveillance of economic and monetary policies

Against the background of the recent problems in the world economy and the
greater willingness on the part of the major industrial countries to cooperate
more closely in the field of monetary and economic policy, the endeavours to
improve economic policy coordination among the member countries were also
continued in the context of multilateral surveillance, anchored as it is in the Fund.
As early as 1986 agreement was reached on a set of objective indicators with the
help of which the Fund was regularly to examine economic performance in the
major countries in order to gain evidence of any need to adjust economic policy.
In this way, it is hoped to foster the compatibility of the economic policies of the
leading countries more effectively, both in domestic terms and in the context of
the world economy. Last year the discussions within the Fund were directed at
giving this system of multilateral surveillance based on indicators a more
concrete shape. It was made clear in this context that this plan is not an
international scheme for fine-tuning economic policies (which hardly works even
at the national level) but is only intended to shed more light on medium-term
prospects. Moreover, it was recognised that no automatic obligation for national
monetary or economic policy-makers to take action can be derived in this way
either, but rather that a comprehensive, carefully balanced analysis must always
remain of key importance. In technical terms, it is true, a number of questions are
still open. They include the proposal subsequently submitted to extend the list of
indicators, which is in principle to be kept small, to include the movement of
commodity prices, as a kind of leading indicator of probable trends in inflation. In
addition, the discussion of the criteria according to which the outcome and
prospects of the economic performance of the major countries are to be
assessed has not yet been concluded. But it is becoming evident that the
important thing in this respect will be to examine the policies of the individual
countries using different scenarios for the world economy and their implications.

However, the limits to the system of surveillance based on indicators should not
be overlooked. They reside not only in “technical” problems but above all in the
fact that those participating in the process of cooperation are sovereign states
that will probably not be willing to unreservedly accept serious encroachments
on their national economic policy autonomy. On the other hand, given the
growing interdependence even of the largest countries in the world economy,
the lack of any realistic alternatives warrants the hope that, despite the
difficulties and setbacks that are constantly to be expected, the enlightened
self-interest of the countries concerned will promote the political will to
cooperate.



(c) Strengthening the lending capacity of the international development banks

In the 1987 financial year of the international development banks there was a
substantial improvement in lending capacity in favour of the countries in Africa.
The negotiations on the eighth replenishment of resources of the International
Development Association (IDA-8) were concluded as early as December 1986,
with the donor countries providing a total of $ 12.4 billion for the financial years
1988 to 1990, after IDA-7 had yielded only $ 9 billion. Approximately one-half of
these funds is intended to benefit the poorest countries in Africa. These
countries will also benefit from the fact that it was decided in the summer of last
year to triple the capital of the African Development Bank to SDR 16.2 billion. In
addition to this, the negotiations on replenishing the African Development Fund
were concluded in November 1987; with a total volume of some SDR 2 billion for
the three-year period from 1988 to 1990, this fund was also equipped with more
resources than in the three-year period that ended in 1987. Furthermore, at a
meeting of donor countries, including Germany, in December last year, the
World Bank was able to put together a cofinancing programme totalling $ 6.4
billion for heavily-indebted countries in Africa for the three years from 1988 to
1990. According to World Bank estimates, this programme, which is intended to
safeguard adjustment measures, will provide the sub-Saharan countries with
additional financial assistance totalling about $ 3 billion.

A considerable increase in the capital of the World Bank, which will probably be
decided upon in the course of 1988 after the United States expressed its
support for this measure in autumn 1987, will benefit the world’s major debtor
countries in particular. Almost one-half of the World Bank’s loan commitments
was accounted for by the 15 most heavily indebted countries already in the
financial year 1987. An above-average proportion of the funds it provided was in
the form of sectoral and structural adjustment loans, which, in contrast to
traditional project loans, are disbursed quickly. Whereas the World Bank
increased its loan commitments and disbursements to the major debtor
countries, especially those in Latin America, once again in 1987, the Inter-
American Development Bank (IDB) registered a decline in its loan commitments.
This is probably partly due to the fact that the discussions held last year about a
general increase in the IDB’s capital foundered not least on the United States’
demand to be given virtually a veto in voting on loan commitments through
radical procedural changes.

Improved provision
of funds for African
countries

Considerable increase
in the World Bank’s
capital in preparation
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Part B: Notes on the
Deutsche Bundesbank’s
annual accounts for 1987



1. Legal basis

The legal basis for the annual accounts of the Bank is provided by section 26 of
the Deutsche Bundesbank Act (Gesetz Uber die Deutsche Bundesbank). Sec-
tion 26 (2) of that Act, as amended by the Act Concerning the EEC Annual Ac-
counts Directive (Bilanzrichtlinien-Gesetz) of December 19, 1985, is to be ap-
plied for the first time to the annual accounts for 1987. As a whole, however,
this has not altered the provisions governing the accounting system and the
annual accounts of the Deutsche Bundesbank. Section 26 (2) now reads as fol-
lows:

“The accounting system of the Deutsche Bundesbank shall comply with the
principles of orderly bookkeeping. The layout of and the notes on the annual
accounts (balance sheet, profit and loss account) shall take the functions of
the Deutsche Bundesbank into account; the liability structure need not be dis-
closed. Regarding valuation, the provisions of the Commercial Code relating to
corporations shall apply as appropriate; section 280 (1) of the Commercial
Code need not be applied. The creation of liability items, in the context of
establishing the profit or loss, for general risks inherent in domestic and for-
eigh business, as considered warranted in the light of reasonable commercial
judgement and with due regard to the functions of the Deutsche Bundesbank,
shall not be affected.”

2. Annual accounts

The annual accounts for 1987 are attached to this Report as an Appendix; as
usual, the notes on them are presented in the same order as the items appear
in the balance sheet and profit and loss account. At the same time a report is
rendered on the Bank’s activities during 1987.

The layout of the balance sheet has been changed against the previous year in
the item “Lending to domestic banks”, with the order of the sub-items being
rearranged to conform to the presentation in the Weekly Return.

Balance sheet

The balance sheet total at December 31, 1987 was DM 230,474.6 million,
against DM 220,851.2 million at end-1986.

Assets

The gold holding at December 31, 1987, 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-1986, viz.
DM 13,687.5 million.

At December 31, 1987 the level of drawing rights within the reserve tranche in
the International Monetary Fund (IMF) amounted to DM 5,778.8 million (= SDR
2,575.7 million), against DM 6,462.0 million (= SDR 2,722.0 million) at end-1986.
It represents the difference between the German quota of SDR 5,403.7 million
and the Deutsche Mark balances equivalent to SDR 2,828.0 million at the dispos-
al of the IMF at the end of the year. Increases equivalent to SDR 488.5 million
due to a member’s Deutsche Mark drawings in connection with the settlement
of balances in the European Monetary System (EMS) and other Deutsche Mark
payments of similar effect to other members were accompanied by decreases
equivalent to SDR 634.8 million due to other members’ Deutsche Mark repay-
ments and other transactions of similar effect.

Legal basis

Comparison of bal-
ance sheet figures

Gold

Reserve position in
the international
Monetary Fund and
special drawing rights
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Comparison of balance sheet figures

DM million
December 31 December 31

Assets 1986 1987 Liabilities 1986 1987

Gold 13,687.5 | 13,687.5 | Banknotes in circulation 113,983.0 | 125,608.0

Reserve position in the Deposits of banks 55,869.5 | 60,490.7

International Monetary Fund D its of publi thoriti

and special drawing rights €posits of public authorities
Drawing rights within the Federal Government 404.2 3,8771
reserve tranche 6,462.0 5,778.8 Equalisation of Burdens
Loans under special Fund and ERP Special Fund 49 86
borrowing arrangements 1,006.7 3884 | Lander Governments 689.0 753.4
Special drawing rights 3,919.8 3,105.6 Other public depositors 457 25.1

Claims on the European Deposits of other domestic

Monetary Cooperation depositors

Fund in connection with the .

European Monetary System Federal Railways 117 14.4
ECU balances 1 153642 | 219475 Federal Post Office 2,388.2 2,474.9
Other claims 956.7 7.005.0 Other depositors 876.6 7732

Balances with foreign banks L'agll'."ef. arlsmg ;ror:ﬁ

and money market mobllisa ;gn and liquidity 4808.2 59334

investments abroad 50,172.6 | 68,253.9 | PaPerso s @00

. . Liabilities arising from

Foreign notes and coins 224 256 external transactions 1991562} 17,078.2

External loans and other .

external assets Counterpart of speciai

drawing rights allocated 28743 2,716.5
Loans to the World Bank 2,444 1 24374 Provisions 47432 4.287 1

Lending to domestic banks Other liabilities 3080 3325
Securities bought in open Deferred expenses and
market transactions under accrued income 2829 184.9
repurchase agreements 33,190.7 ; 27,6397 ) :
Domestic bills of exchange | 40,496.4 | 337442 | C2Pital 250.0 2%00
Foreign bills of exchange 20,3632 | 20,2065 | Reserves 55608 5.989.1
Lombard ioans 2.368.0 765.8 Unappropriated profit 7,795.8 337.5

Cash advances 2,950.4 808.4

Equalisation claims on the

Federal Government and

non-interest-bearing debt

certificate in respect of Berlin 8,683.6 8,683.6

Securities 5,209.1 4,500.0

German coins 856.1 737.4

Balances on postal giro

accounts 178.1 168.9

Land and buildings 2,144.6 2,425.8

Furniture and equipment 173.8 185.7

Items in course of settlement 7.556.6 5,065.4

Other assets 2,606.2 2,873.9

Prepaid expenses and

deferred income 384 39.6

Balance sheet total 220,851.2 | 230,474.6 | Balance sheet total 220,851.2 | 230,474.6

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

contributed.




The loans under special borrowing arrangements amounted to DM 388.4 mil-
lion at December 31, 1987 against DM 1,006.7 million at end-1986. The loans
outstanding at the end of 1987 consisted entirely of claims on the IMF totalling
SDR 173.1 million and arising from the financing of other members’ drawings
under the Supplementary Financing Facility.

The amount of special drawing rights (SDRs) held at December 31, 1987 was
DM 3,105.6 million (= SDR 1,384.2 million) against DM 3,919.8 million (= SDR
1,651.2 million) at end-1986. It was composed of SDR 1,210.8 million of SDRs
allocated, the counterpart of which is shown on the liabilities side, and SDR
173.4 million of SDRs purchased. Increases of SDR 752.6 million were accom-
panied by decreases of SDR 1,019.6 million. Of the increases, SDR 218.4 million
was accounted for by a payment in connection with the settlement of balances
in the EMS, SDR 129.9 million by purchases through designations, SDR 47.1
million by freely agreed purchases, SDR 178.6 million by loan repayments and
SDR 178.6 million by interest payments and remunerations on the part of the
IMF. The decreases were all accounted for by sales in the context of freely
agreed SDR transactions.

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

The ECU balances, amounting to DM 39,974.6 million, arise mainly from the pro-
visional 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. In
addition, these balances include the reserve ECUs transferred to the Bank by
other central banks participating in the European Monetary System (EMS). The
gold and dollar reserves provisionally contributed to the European Monetary
Cooperation Fund in connection with the EMS against the crediting of ECUs
were transferred at market prices and therefore at values higher than those
shown in the balance sheet. The resulting difference of DM 18,027.1 million is
deducted from the ECU balances. At the end of 1987 other ECU claims arising
from loans under the very short-term financing mechanism amounted to
DM 7,005.0 million.

The balances with foreign banks and money market investments abroad, the
great majority of which are denominated in US dollars and bear interest,
amounted to DM 68,253.9 million at the end of 1987 against DM 50,172.6 million
at December 31, 1986. The assets and liabilities expressed in US dollars have
been valued at the middle rate of December 31, 1987 (US$ 1 = DM 1.5815).

Claims on the
European Monetary
Cooperation Fund

Balances with
foreign banks and
money market
investments abroad
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Foreign exchange

Mainly owing to US dollar purchases on the foreign exchange market, the

dealing Bank's turnover in spot foreign exchange deals (foreign currency against

External payments

Sales of foreign
cheques

Deutsche Mark) increased in the year under review to DM 39,093.5 million
against DM 32,835.0 million in 1986. The number of deals rose from 5,710 in the
previous year to 6,001. Specifically, the deals consisted of

1986 1987

Number DM million Number DM million

Purchases 3,194 16,446.4 3,347 22,861.7
Sales 2,516 16,388.6 2,654 16,231.8
5,710 32,835.0 6,001 39,093.5.

The volume of cross deals (foreign currency against another foreign currency)
went up from DM 3,343.5 million in the preceding year to DM 4,592.3 million. At
the same time the number of deals rose slightly to 225. The volume of SDR-US
dollar and SDR-Deutsche Mark deals (there were 77 such transactions) was
equivalent to DM 1,654.4 million (1986: 43 transactions equivalent to DM
1,196.8 million). In addition, 201 US dollar inter-centre switch transactions to-
talling US$ 42.0 million were entered into (1986: 189 transactions amounting to
US$ 35.9 million).

To fine-tune the money market, the Bank concluded 66 US dollar swaps equiva-
lent to DM 10,928.0 million with domestic banks during the year under review in
order to increase liquidity (against 162 transactions equivalent to DM 24,000.2
million in 1986).

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 SWIFT 1
1986 403,194 2,278,298 2,681,492 2,427,767 179,442
1987 392,450 2,391,280 2,783,730 2,533,987 175,231
Incoming external payment orders
of which
Payments received via SWIFT
1986 16,300 225,877 242,177 209,441
1987 16,350 225,604 241,954 216,305

1 SWIFT (= Society for Worldwide Interbank Financial Telecommunication) is a Belgian society which transmits
external payments messages by means of data telecommunication. The Bank is a member of the society and
has been using the services provided by SWIFT since 1978.

During 1987 20,082 (1986: 18,781) foreign cheques payable to order totalling
DM 238.5 million (1986: DM 381.9 million) were sold. In addition, the Bank sold
41,086 traveller's cheques amounting to DM 4.9 million (against 34,856 travel-
ler's cheques totalling DM 4.4 million in 1986).



In 1987 the number of cheques presented under the simplified collection
procedure for foreign cheques was again lower than in the preceding year. De-
tails are given in Appendix 3 of the German original of this Report.

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

1986 1987

Number

Bills, cheques, etc. 33,996 27,718
Foreign notes and coins 7,081 7,468
41,077 35,186.

The amount of foreign notes and coins held at end-1987, at DM 25.6 million,
was DM 3.2 million higher than at end-1986. During the year under review the
Bank effected 19,370 purchases (1986: 19,200) and 45,829 sales (1986: 44,210)
of foreign notes and coins.

As in the preceding year, only loans to the World Bank are included in this item.
Loans under the EEC medium-term monetary assistance mechanism and other
loans to foreign monetary authorities were not granted in the year under re-
view.

As in previous years, the loans to the World Bank are mostly granted against
borrowers’ notes denominated in Deutsche Mark.

This item reflects domestic banks’ recourse to the Bank’s refinancing facilities.

During the year under review the Bank again regularly offered the banks, by
tender, open market transactions under repurchase agreements in securities
on a considerable scale in order to provide liquidity for a limited period. In these
transactions the Bank bought securities eligible as collateral for lombard loans
subject to the condition that the sellers repurchased them forward. The repur-
chase periods varied between 13 and 35 days and the interest rates ranged be-
tween 3.250/6 and 4.600/. At the end of the year the claims deriving from these
transactions amounted to DM 27,639.7 million (end-1986: DM 33,190.7 million).

At the end of 1987 the Bank’s portfolio of domestic bills amounted to
DM 33,744.2 million against DM 40,496.4 million at the end of 1986. The Bank’s
average holding of domestic bills on all return days, at DM 35,367 million, was
likewise lower than in the preceding year (DM 42,109 million). The domestic bill
portfolio comprised:

Dec.31,1986  Dec. 31,1987
DM mitlion

Domestic bills discounted 36,985.8 30,365.4

Prime bankers’ acceptances
acquired in the course of open market operations 3,510.6 3,378.8

40,496 4 33,744.2.

Simplified collection
procedure for
foreign cheques

Foreign commission
business

Foreign notes
and coins

External loans and
other external assets
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Purchases of domestic bills of exchange in the Land Central Bank areas
1986 1987

Land Central Bank Thousands DM million Thousands DM million
Baden-Wurttemberg 594 29,1563.2 523 25,852.2
Bavaria 377 26,7144 348 22,9478
Berlin 22 4,193.4 19 3,876.4
Bremen 37 2,967.8 36 3,135.7
Hamburg 113 12,501.7 99 10,038.0
Hesse 334 32,882.4 299 26,1453
Lower Saxony 166 14,235.0 141 11,579.0
North Rhine-Westphalia 612 44,1193 528 37.430.2
Rhineland-Palatinate 96 5,680.7 89 5,109.4
Saarland 23 2,062.6 21 1,902.7
Schleswig-Holstein 34 3,068.6 29 2,360.3
Total 2,408 177,579.1 2,132 150,377.0

The average value of the bills purchased in the year under review was
DM 70,500 compared with DM 73,700 in the previous year.

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

1986 1987
Number DM million Number DM million

13,191 186.4 10,163 172.7
as 0o of the total purchased 0.55 0.1 0.48 0.11.

Discountrate  During the year under review the Bank’s discount rate for domestic and foreign
bills was 3% 0/ until January 22, 30/ as from January 23 and 2’00 as from
December 4.

Prime bankers’ The total amount of prime bankers’ acceptances which the Bank is prepared to
acceptances purchase in the course of its open market operations was lowered by DM 500
million to DM 3.5 billion with effect from May 4, 1987. Throughout the year the
Bank’s buying rate for prime bankers' acceptances was 0.5 percentage point
below the discount rate, and thus remained substantially under the money mar-
ket rates; hence recourse to prime bankers’ acceptances as a source of fund-
ing continued to be heavy. During the year under review the Bank's purchases
through Privatdiskont-Aktiengeselischaft totalled DM 15,821.5 million (1986:
DM 17,034.7 million). There were, however, no repurchases.

DM 15,953.3 million remained in the Bank’s portfolio until payment on maturity
(DM 16,978.9 million in 1986). At December 31, 1987 the Bank held prime bank-
ers’ acceptances deriving from open market operations totalling DM 3,378.8
million (end-1986: DM 3,510.6 million).

Foreign bills of At the end of 1987 the portfolio of foreign bills accumulated through purchases
exchange in Germany amounted to DM 20,206.5 million (end-1986: DM 20,363.2 million).
The share of Deutsche Mark bills in the total value of the foreign bills pur-

chased averaged 97.30/% in 1987 (1986: about 97 %0).



Purchases of foreign bills of exchange in the Land Central Bank areas
1986 1987

Land Central Bank Number DM million Number DM million
Baden-Wirttemberg 53,222 10,205.0 48,384 10,440.3
Bavaria 31,818 10,275.5 30,967 11,158.2
Berlin 2,779 5,289.0 3,317 5,204.8
Bremen 2,438 1,195.8 2,310 1,060.1
Hamburg 16,167 10,946.2 14,978 10,236.8
Hesse 33,054 26,159.3 31,258 24,4475
Lower Saxony 8,778 3,397.5 7,884 3,257.5
North Rhine-Westphalia 48,251 21,4318 44,879 20,775.9
Rhineland-Palatinate 9,113 2,183.5 9,399 1,955.3
Saarland 3,758 1,282.9 3,673 1,360.3
Schleswig-Holstein 2,942 1,333.2 2,868 1,354.0
Total 212,320 93,699.7 199,917 91,250.7

At the end of 1987 the outstanding amount of lombard loans granted by the
Bank to banks was DM 765.8 million against DM 2,368.0 million at end-1986.
The average level of such loans on all return days was DM 626 million com-
pared with DM 932 million in the previous year. The outstanding amount of such
loans was subject to marked fluctuations, as in earlier years; it was highest on
March 31, 1987, at DM 5,339 million.

In the year under review the lombard rate was 5%: % until January 22, 5% as
from January 23 and 4. %0 as from November 6.

Section 20 (1) 1 of the Deutsche Bundesbank Act lays down the following cred-
it ceilings:

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

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

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

Cash advances outstanding

DM million

Borrower December 31, 1986 December 31, 1987

Federal Government 2,0149 —

Lander Governments
Baden-Wirttemberg — 117.0
Bavaria — 239.0
Bremen 48.3 —
Hamburg - 144.0
Lower Saxony 721 186.0
North Rhine-Westphalia 553.0 —
Rhineland-Palatinate 134.9 -
Saarland 40.0 41.1
Schleswig-Holstein 87.2 81.3

Total 2,950.4 808.4

Lombard loans

Lombard rate

Cash advances

Federal and Lander

Governments
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Federal Railways
and Federal Post
Office

Treasury bills and
Treasury discount

paper

Federal
Government

Federal Railways

Federal Post Office

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

No cash advances to the Federal Railways or Federal Post Office were out-
standing at December 31, 1987; such advances, together with claims arising
from the purchase of Treasury bills and Treasury discount paper, are to be
shown in the item “Lending to the Federal Railways and Federal Post Office” on
the assets side of the Bank’s balance sheet.

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

For issues of Treasury discount paper in 1987 the Bank again acted as selling
agent for the Federal Government. This paper, which serves financing pur-
poses, is distinct from the mobilisation and liquidity paper issued pursuant to
sections 42 and 42a of the Deutsche Bundesbank Act, which is reported on
below. No Treasury bills serving financing purposes were issued during the
year under review.

The issuing of Treasury discount paper to meet the Federal Government's bor-
rowing requirements declined perceptibly in the year under review. in 1987
Treasury discount paper type “BN”, which is not returnable before maturity,
was placed with domestic banks to the amount of only DM 582.5 million (1986:
DM 1,793.8 million). DM 1,016.2 million of “Treasury financing paper” was sold
(1986: DM 1,192.1 million). A further DM 616.0 million of paper returnable be-
fore maturity (type “B”) was purchased by two institutional investors.

After the redemption of DM 5,508.5 million (1986: DM 5,191.8 million) of ma-
tured Treasury discount paper (including “Treasury financing paper”), the total
amount of Treasury discount paper of the Federal Government (types “B” and
“BN”) outstanding at December 31, 1987 was DM 5,732.1 miilion (end-1986: DM
9,025.9 million). Of this total, DM 1,456.0 million was repurchasable by the Bank
(Treasury discount paper type “B”).

Turnover in Treasury discount paper of the Federal Railways in the year under
review was confined to the redemption and reissue of DM 131.0 million (type
“‘Ba”); hence at December 31, 1987 the outstanding amount of return-
able Treasury discount paper of the Federal Railways (type “Ba”) was stili
DM 131.0 million.

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

The total amount of money market paper issued for the account of the Federal
Government and its Special Funds outstanding at the end of 1987 was DM
5,863.1 million (end-1986: DM 9,156.9 million).



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

DM million

1986 1987

Outstanding at Outstanding at
Type of paper Dec. 31 Issued Redeemed Dec. 31
Treasury discount paper of the
Federal Republic of Germany types “B” 1
and “BN" 2 9,025.9 2,214.7 5,508.5 5,732.1

of which “Treasury financing paper” (2,946.1) (1,016.2) (2,062.5) (1,893.8)

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

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

Total 9,156.9 2,345.7 5,639.5 5,863.1

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-1987, as in the preceding year, the Bank had no money market paper of  Lander
the Léander Governments in its portfolio. Governments

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

No loans to the Federal Railways or Federal Post Office were outstanding at  Lending to the Fed-
December 31, 1987, as in the previous year. See also the notes on the items eral Railways and
“Cash advances” and “Treasury bills and Treasury discount paper”. Federal Post Office

During the year under review the Bank’s portfolio of securities — chiefly bonds  Securities
of the Federal Republic of Germany, the Federal Railways and the Federal

Post Office — decreased by DM 709.1 million net to DM 4,500.0 million (end-

1986: DM 5,209.1 million) owing to redemptions on maturity and transactions in

the open market.

In 1987 sixteen bond issues totalling DM 43,300 million (1986: fifteen issues Issue of bonds
amounting to DM 36,250 million) were placed through the Federal Bond Con-

sortium, which is under the direction of the Bank. Of these bonds, an amount

of DM 8,650 million was reserved for the issuers’ own institutions and for mar-

ket regulation purposes.

At the end of 1987 the outstanding amount of bonds of the Federal Republic
of Germany was DM 143,069.7 million (end-1986: DM 118,132.0 million), that of
the Federal Railways was DM 23,451.0 million (end-1986: DM 19,855.3 million)
and that of the Federal Post Office DM 28,223.2 million (end-1986: DM 20,644.2
million).
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Issue of Federal
savings bonds

Bond issues of the Federal Republic of Germany,
the Federal Railways and the Federal Post Office in 1987
Amount issued
(DM million) Terms

of which Nominal

Sold through | interest Issue Start

Federai Bond | rate Maturity | price Yield of
Issuer Total Consortium (%/0) (years) | (%) (%) sales
Federal Republic of Germany 4,000 3,200 6.125 10| 100.25 6.09| Jan. 2
Federal Railways 1,100 900 6.125 10| 100 6.13 | Jan. 20
Federal Republic of Germany 4,000 3,200 5.75 10 99.75 578 | Feb. 6
Federal Post Office 2,000 1,600 6.25 10| 100 6.25 | Feb. 25
Federal Republic of Germany 4,000 3,200 6 10| 100.25 597 | Mar. 10
Federal Railways 900 750 6.25 10| 100 6.25 | Mar. 17
Federal Republic of Germany 4,000 3,200 5.50 10| 100 550 | May 27
Federal Post Office 2,000 1,600 6 10 99.50 6.07 | June1s
Federal Republic of Germany 4,000 3,200 6.125 10| 100 6.13 | July 14
Federal Railways 2,000 1,700 6.625 10| 100 6.63| Aug.19
Federal Republic of Germany 4,000 3,200 6.375 10| 100.25 6.34 | Aug.27
Federal Post Office 2,000 1,600 6.75 10 99.50 6.82 | Sep. 21
Federal Republic of Germany 4,000 3,200 6.75 10 99.75 679 | Oct. 7
Federal Republic of Germany 2,000 1,500 6.375 10| 100.50 6.31 | Nov. 11
Federal Railways 1,300 1,000 6.625 10| 100.25 6.59 | Nov. 19
Federal Post Office 2,000 1,600 6.50 10| 100.50 6.43 | Dec. 3

With the assistance of the Bank (selling operations through banks and sales of
its own), Federal savings bonds to the value of DM 6,441.5 million (gross) were
placed with private purchasers in 1987 (1986: DM 4,131.6 million).

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

During the year under review DM 927 million (1986: DM 77.7 million) of Federal
savings bonds from earlier tranches were returned to the issuer before maturi-
ty, and a further DM 3,331.6 million were redeemed on maturity. The amount of
Federal savings bonds outstanding accordingly rose from DM 28,135.9 million
to DM 31,153.1 million at December 31, 1987.



Gross sales, interest rates and yields of Federal savings bonds in 1987
Interest rate (1) in, and yield (Y) after,
Gross sales (DM million) the respective year after issue in % p.a.
Federal | Federal
Sales savings | savings
period bonds bonds
Issue 1987 Total type A1 [type B2 1st 2nd _|3rd 4th 5th 6th 7th
1986/ Jan. 2— 41,4133 661.0 | 3.50| 500| 550| 6.00f 7.00{ 8.00
9+10 Feb.33 : Y 3.50| 423| 464 495| 532] 570
7623 1 3.50| 5.00| 550| 6.00( 7.00] 8.00| 8.00
- Y | 350 425| 466| 500| 539| 582} 6.13
1987/ Feb. 4 1,470.6 611.2 | 3.00| 450 500| 550| 650| 800
142 May 11 : Y | 3.00| 374} 414| 446| 482| 528
859.4 | 3.00f 450{ 5.00| 550 650 800| 8.00
) Y | 3.00| 375| 4167 450| 489| 541 577
1987/ May 12— 527.0 220.4 | 3.00| 400| 450| 5.00| 6.00| 7.50
3+4 July 6 ’ Y 3.00( 349 381] 409 444 489
306.6 | 300| 400| 450| 5.00{ 6.00| 7.50| 7.50
Y 3.00( 3.50| 383| 4.12| 450 499| 535
1987/ July 7- 402.4 1759 | 3.00( 400 500| 550| 650 8.00
5+6 Aug. 6 : Y 3.00] 349 397| 433| 472 519
296.5 [ 3.00{ 400| 500| 550 650 800| 8.00
~l1yY 3.00| 350| 4.00| 437| 479 532} 570
1987/ Aug. 7- 8339 344.4 | 3.00| 5.00| 550| 6.00| 7.00( 8.00
7+8 Oct. 14 ) Y 3.00| 3.98| 446 482| 521 561
4895 | 3.00| 500 550 6.00| 7.00( 800| 800
’ Y 300| 4.00] 449 487| 529| 574| 6.06
1987/ Oct. 15— 609.5 2928 I 400| 550| 6.00| 650 7.50( 8.00
9+ 10 Nov.55 ) Y 4.00| 473| 5.13| 545 581 6.12
316.7 | 400| 500| 6.00| 650, 7.50{ 8.00 8.00
) Y 4.00| 475| 5.16| 550, 589 624 649
1987/ Nov.12-6| 1,1848 544.7 | 350| 5.00| 550| 6.00f 7.00( 7.50
11+12 : Y 3.50| 4.23| 464| 495/ 532 563
640.1 | 350| 500| 550| 6.00( 7.00| 7.50| 7.50
) Y 350| 425| 466| 500 539| 574| 599
Jan.2—
Total Dec.316 6,441.5| 2,8504 | 3,591.1
1 With annual payment of interest. — 2 With accrual of interest. — 3 Start of sales on October 27, 1986. —
4 Sales from October 27 to December 31, 1986: FSB/A, DM 246.1 million; FSB/B, DM 367.9 million = total DM
614.0 million. — 5 Sales temporarily suspended from November 6 to 11, 1987. — 6 Sales not completed on
December 31, 1987.

With the assistance of the Bank, newly-issued five-year special Federal bonds
to the value of DM 16,787.0 million were sold in the year under review (1986:
DM 16,575.9 million). In addition, an amount of DM 3,454.5 million was reserved
for market regulation purposes. During the year the terms of these special Fed-
eral bonds were brought into line with market conditions on twenty-one occa-
sions. Series 24 to 35 of these special Federal bonds to the amount of DM
16,100.0 million were redeemed on maturity in the year under review. The out-
standing amount of five-year special Federal bonds at the end of the year was
DM 85,692.4 million (end-1986: DM 81,216.5 million).

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 1987

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
of series sales rate price Yield price Total share Total dealing
S. 67 of 1986 (1991) [ Jan. 21 550 | 100.00 550 ( 1,559.0
Jan. 19 100.40 541 2,525.5 24,0845 864.1 5,200 | Feb. 16
S. 68 of 1987 (1992) | Feb. 4 5.25 99.70 632 1,401.2
Mar. 3 100.00 525 884.8
Mar. 17 100.30 5.18 149.5
Mar. 20 100.60 511 | 1,124.3
Apr. 7 101.00 5.02 2199 | 3,779.7 720.3 4,500 [ May 13
S. 69 of 1987 (1992) | Apr. 30 500 | 100.00 5.00| 1,280.5
May 11 100.50 4.88 404
May 12 100.80 4.82 102.4
June 18 100.00 5.00 130.3 | 1,553.6 2464 1,800 | July 22
S.70 of 1987 (1992) | July 7 6525| 100.60 5.11 1814 181.4 3186 500 | Aug. 19
S.710f 1987 (1992) | Aug. 7 550 ( 100.00 550 | 2,698.7
Aug. 20 100.60 5.36 54.6
Sep. 2 99.80 5.55 1726 | 2,9259 574.1 3500 | Oct. 5
S. 72 of 1987 (1992) | Sep. 23 675| 100.20 570 266.5 266.5 3335 600 | Oct. 26
S. 73 of 1987 (1992) | Oct. 15 6.00 | 100.00 6.00 | 2,321.0
Nov. 23 100.60 5.86 B81.5| 3,2025 397.5 3,600 | Nov. 27
S. 74 of 1987 (1992) | Nov. 12 5.50 | 100.00 5.50 201.2
Nov. 23 100.40 5.41 150.7
Nov. 25 100.60 5.36 243.4
Dec. 1 101.00 5.27 1976 7929 4 ...| 4 ... |17.2.88

1 Start of sales on December 4, 1986. — 2 Sales from December 4 to 31, 1986 = DM 251.4 million. — 3 Sales
temporarily suspended from November 6 to 11, 1987. — 4 Sales of series not completed on December 31,
1987

With the assistance of the Bank, DM 12,103.2 million Treasury bonds (medium-
term notes) of the Federal Republic of Germany and the Federal Railways were
sold in eight issues by five tenders in 1987 (in the preceding year,
DM 6,075.0 million by four tenders).

At the end of 1987 the outstanding amount of medium-term notes of the Feder-
al Republic of Germany was DM 38,458.3 million (end-1986: DM 23,220.0 mil-
lion), that of the Federal Railways DM 2,452.1 million (end-1986: DM 2,141.8 mil-
lion) and that of the Federal Post Office DM 589.0 million (end-1986: DM 946.5
million).

Treasury bonds (medium-term notes) of the Federal Republic of Germany
and the Federal Railways sold by tender in 1987
Nominal Maturity
Amount sold | interest (years/ Selling Yield on Value

Issuer (DM million) rate (0/0) months) price (%0) issue (%) date
Federal
Republic
of Germany 1,304.1 5.00 31 99.80 5.07

7100 5.25 4/1 100.00 5.25

1,758.5 575 5/11 100.00 575 January 16

Federal
Republic
of Germany 2,659.8 5.25 5/0 99.90 5.27 March 3
Federal
Republic
of Germany 1,662.2 5.00 5/11 98.90 5.22 May 6
Federal
Repubiic
of Germany 2,679.0 4,875 3/11 99.70 4.96

769.3 5,375 5/10 99.10 5.5 July 3
Federal
Railways 560.3 5,375 5/0 98.80 5.66 July 27




In 1987 the Bank introduced the new bond issues of the Federal Republic of
Germany, the Federal Railways, the Federal Post Office and the Reconstruction
Loan Corporation, as well as the five-year special Federal bond series 67 to 73,
to official dealing on all German stock exchanges.

The Bank likewise introduced the new issues of medium-term notes of the Fed-
eral Republic of Germany and the Federal Railways to semi-official dealing until
the end of April and to the regulated market as from May 1, 1987 on Frankfurt
stock exchange. Since May 1987 the medium-term notes of Federal issuers
and the Reconstruction Loan Corporation, which were previously traded in
semi-official dealing, have also been listed in the regulated market.

Furthermore, the Bank introduced the new issues of bearer bonds and medi-
um-term notes of the Reconstruction Loan Corporation to official dealing or the
regulated market on 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 bonds issued by the Federal Government and its Special
Funds, five-year special Federal bonds and bonds issued by the Reconstruc-
tion Loan Corporation and the Deutsche Ausgleichsbank, and also in respect
of bearer bonds of the Deutsche Ausgleichsbank introduced to official dealing
on individual German stock exchanges.

As paying and collecting agent for, in particular, bonds (including external
bonds) of the Federal Government and its Special Funds, the Bank paid
315,999 interest coupons and matured bonds in the year under review (1986:
327,539).

The amount of German coins held by the Bank at the end of 1987 was DM 737.4
million (end-1986: DM 856.1 million). In 1987 DM 450.7 million was credited to
the Federal Government in respect of coins taken over from the mints and DM
26.5 million was debited to it in respect of coins no longer fit for circulation. Be-
tween 1948 and 1987 the Bank — acting for the account of the Federal Govern-
ment — took over coins amounting to DM 12,773.9 million and redeemed coins
which were no longer fit for circulation or had been called in to the value of DM
1,743.8 million.

The total amount of coins in circulation at the end of 1987 (DM 10,292.7 million)
divided by the number of inhabitants of the Federal Republic of Germany in-
cluding Berlin (West) on March 31, 1987 (61.1 million) yields a coin circulation
per head of population of DM 168 (end-1986: DM 160).

During the year under review the DM 10 commemorative coins “750-Jahr-Feier
Berlins” (750th Anniversary of Berlin) and “30 Jahre Rémische Vertrage” (30
Years Treaties of Rome) were put into circulation.

At December 31, 1987 the balances on postal giro accounts, including the
branch offices’ transfers in transit to the postal giro account of the Bank (Cen-
tral Office) in Frankfurt, amounted to DM 168.9 million (1986: DM 178.1 million).
The Bank’s credit balances on the latter account and on the postal giro ac-
count of the Land Central Bank in Berlin, other than those required for current
payments, are offset daily against the giro account balances of the Central
Cash Office of the Federal Post Office and the Berlin (West) Postal Giro Office.

Admission to stock
exchange dealing

Price regulation
operations

The Bank as paying
and collecting agent
for bonds

German coins

Balances on postal
giro accounts
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Land and buildings

Furniture and

equipment

Items in course
of settlement

Other assets

Prepaid expenses

and deferred income

Postal giro transactions with third parties

1986 1987

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 Centrai Bank
Baden-Wirttemberg 44,896 | 21,3786 5339 | 34969 | 45700 22,0741 5,181 | 4,554.8
Bavaria 40214 | 14,4996 9,596 | 9,5976| 37,964 | 134921 9,012 | 10,167.0
Berlin 5711 3,132.7 1,828 1,959.1 6,533 3,536.7 1,049 | 2,326.6
Bremen 5,404 346.6 107 0.0 4,857 356.6 107 0.1
Hamburg 26,818 ( 20,214.9 1,809 403.5( 23,358 | 20,6020 1,727 664.3
Hesse 39,991 6,907.6 4,438 93572 44,720 7,280.6 4,149 (10,065.7
Lower Saxony 35,241 8,676.4 4475 3,847.5| 35,149 8,633.7 4,270 | 48707
North Rhine-Westphalia 97,845 19,3769 8,922 | 5,268.9( 110,411 19,782.2 7.422| 50948
Rhineland-Palatinate 28,602 1,043.2 4,608 9534 | 47,140 988.2 4,429 | 11540
Saarland 2,666 2,060.1 169 0.1 2,883 1,487.6 118 0.1
Schleswig-Holstein 8,871 1151 482 251 15651 1157 354 0.3
Total 336,259 | 97,7517 | 41773 34,886.7 | 374,366 | 98,359.5| 37,818 |38,898.4
Bundesbank
— Central Office — 5,571 2,306.8 1,621 3.3 6,231 23754 1,916 32
Grand total 341,830 | 100,058.5 | 43,394 | 34,890.0 | 380,597 | 100,734.9 39,734 | 38,9016

After additions amounting to DM 433.4 million and depreciation totalling DM
1562.2 million, land and buildings are shown at DM 2,425.8 million (1986: DM
2,144.6 million).

The balance sheet value of furniture and equipment, after additions totalling DM
90.1 million and depreciation amounting to DM 78.2 million, is DM 185.7 miilion
(1986: DM 173.8 million).

The “ltems in course of settlement” mainly consist of the intercity credit and
debit transfers in transit within the Bank at the end of the year and the cheques
and direct debits being cleared. At December 31, 1987 the balance of items in
course of settlement stood at DM 5,065.4 million against DM 7,5656.6 million at
end-1986.

At the end of 1987 other assets amounted to DM 2,873.9 million (end-1986: DM
2,606.2 million). They primarily consist of the interest due in 1988 but assign-
able to the profit and loss account for the year under review on funds invested
abroad and securities (DM 2,095.6 million against DM 2,091.2 million at end-
1986) and the balance resulting from intra-German settlements (commercial
payments under the “Berlin Agreement”), which came to DM 233.4 million
(1986: DM 194.1 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 a maximum commitment of DM 279 mil-
lion.

The prepaid expenses and deferred income almost entirely comprise salary and
pension payments made in the year under review but relating to 1988.



Liabilities

The amount of banknotes in circulation at December 31, 1987, at DM 125,608.0 Banknotes in

million, was DM 11,625.0 million larger than at end-1986.

Currency in circulation
DM miillion

Currency in circulation,
End of total Banknotes Coins
1982 96,694.9 88,574.7 8,120.2
1983 104,692.3 96,073.0 8,619.3
1984 109,592.1 100,636.0 8,956.1
1985 114,718.6 105,416.0 9,302.6
1986 123,732.8 113,983.0 9,749.8
1987 135,900.7 125,608.0 10,292.7

The denominations of the banknotes and coins in circulation are shown in Ap-
pendix 3 to the German original of this Report.

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

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

1982 1983 1984 1985 1986 1987

Number (millions) 834.5 582.9 569.0 575.4 595.7 578.0
Value (DM million) 39,604.0 24,938.5 25,098.5 26,046.7 27,035.3 25,895.5.

In the year under review the number and value of the counterfeit banknotes and
coins detained in payments in the Federal Republic of Germany and Berlin
(West) declined perceptibly. The counterfeit banknotes consisted aimost en-
tirely of DM 100 notes, while the counterfeit coins were mostly DM 5 and DM 2
pieces.

Counterfeits detained in payments
Banknotes Coins

Year Number DM thousand Number DM thousand

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
1985 7,585 712.2 24,617 577
1986 8.257 807.4 17,111 46.6
1987 6,010 598.4 11,758 38.0

circulation
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Deposits of banks

Deposits of public
authorities

Deposits of other
domestic depositors

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 US dollar accounts. At the end of the year the deposits
were made up as follows:

Dec. 31, 1986 Dec. 31, 1987

DM million

Deposits on giro accounts 55,849.0 60,461.1
Other 20.5 296
55,869.5 60,490.7.

The current balances of public authorities are shown as “Deposits of public
authorities”; they break down as follows:

Dec. 31, 1986 Dec. 31, 1987

DM million

Federal Government 404.2 3,877.1
Equalisation of Burdens Fund

and ERP Special Fund 49 8.6

Lander Governments 689.0 753.4

Other public depositors 457 251

1,143.8 4,664.2.

The deposits of other domestic depositors are composed as follows:

Dec. 31, 1986 Dec. 31, 1987
DM million
Federal Railways 11.7 14.4
Federal Post Office
(including postal giro and
postal savings bank offices) 2,388.2 24749
Other depositors 876.6 7732

3,276.5 3,262.5.



The entries on giro accounts increased by 6.4 % in 1987 against 1986, the total
turnover went up by 3.4%o. As in the preceding years, almost 100 9% of the turn-
over was processed on a cashless basis.

Annual turnover on the giro accounts of the Bank
1986 1987
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 1,062 251,275 236.6 1,068 263,783 247.0
Clearings with
account-holders 3,798 | 6,323,714 1,665.0 3,756 | 6,660,664 17738
Local transfers 75,753 | 6,315,587 834 66,439 | 6,306,472 94.9
Intercity transfers 370,949 | 6,785,934 18.3 414,275 | 7,085,292 171
Cheque and direct
debit collections
(total presented) 1,405,382 | 2,571,907 1.8| 1,489272 | 2,685,911 1.8
Total 1,856,944 (22,248,417 — | 1,974,810 |23,002,202 —
(b) Debits
Cash payments 1,546 261,072 168,9 1,560 276,756 177.4
Clearings with
account-holders 2,866 | 6,484,411 2,262.5 2,750 | 6,884,308 2,503.4
Local transfers 75,753 | 6,315,587 834 66,439 | 6,306,472 94.9
Intercity transfers 372,708 | 6,610,469 17.7 415,009 | 6,840,706 16.5
Cheque and direct
debit collections
(total paid) 1,398,472 | 2,571,105 1.8 | 1,483,520 | 2,691,380 1.8
Total 1,851,345 |22,242.644 — | 1,969,278 (22,999,622 —
(c) Percentage of total turnover
(credits and debits)
Cash payments 0.07 1.15 — 0.07 1.18 —
Clearings with
account-holders 0.18 28.79 - 0.186 29.44 —
Local transfers 4.09 |- 28.39 — 3.37 27.42 -
Intercity transfers 20.05 30.11 — 21.03 30.27 —
Cheque and direct
debit collections
(total presented and paid) 75.61 11.56 - 75.37 11.69 —
Total 100.00 100.00 — 100.00 100.00 —

In the year under review virtually all of the collection and credit transfer orders
presented were processed on an automated basis at the Bank’s computer cen-
tres. The volume of payments executed through the paperless exchange of
data media (EDM) was 140/ higher than in the preceding year. Such payments
now account for more than 67 %o of the payment items presented under the au-
tomated procedure. The renewed strong increase in paperless payments is due
to the fact that the banks are converting cheques up to DM 1,000 into data rec-
ords (cheque truncation) on an even larger scale than ever, and channelling
them into the EDM procedure. In addition, credit transfer orders so far present-
ed in paper-based form are increasingly being issued to the banks in paperless
form by the originators or converted into data records by the banks. By con-
trast, the conversion of cheques eligible for the truncation procedure, but still
presented in paper form, at the Bank’s computer centres is on the decline; al-
together, only 103 million cheques (1986: 107 million) to the value of DM 29 bil-
lion were so converted.

Giro transactions,
simplified cheque
and direct debit
collections
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Liabilities arising
from mobilisation
and liquidity
paper sold

Automation of intercity transfers
Coliection orders presented Intercity credit transfers presented
processed processed
in paper-based operations in paper-based operations
through the through the
paperless paperless
exchange exchange
conven- auto- of data conven- auto- of data
Total | tional mated media Total | tional mated media
mil- mil- mil- mil- mil- mil- mil- mil-
Year lions |lions |% |lions |% |lions (9% |lions |lions |% |lions |% |lions |%
1978 694 31 5 412 | 59 251 36 183 26| 14 89| 49 68| 37
1979 775 15 2 441 | 57 319 41 192 13 7 95| 49 84 44
1980 873 11 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 5121 46 5679 53 291 6 2 180 62 105| 36
1983 1.159 6 1 5241 45 629 | 54 318 5 2 202 63 112| 35
1984 1.226 B 1 533 43 687 | 56 335 4 1 216 65 115| 34
1985 1316 6 1 511| 39 799| 60 350 4 1 2241 64 122 35
1986 1.405 5 0 412 29 988 71 372 3 1 238 64 131 35
1987 1.489 5 0 364 | 25} 1,120 75 415 3 1 254 | 61 158 38

If, besides intercity transfers, local payments and clearing transactions —
which, apart from local credit transfers in Hamburg, are not yet processed
automatically — are also taken into account, then about 8500 of cashless pay-
ments at the Bank are automated. It should be borne in mind in this connection
that, as part of the conventional clearing procedure, magnetic tapes containing
payments are exchanged locally between banks on a considerable scale; how-
ever, only the total amounts of the magnetic tape data files are cleared in this
way.

To control liquidity, mobilisation and liquidity paper pursuant to sections 42 and
42 a of the Deutsche Bundesbank Act in the form of short-term Treasury bills
(running as a rule for three days) were again sold to domestic banks in the year
under review. These transactions totalled DM 46,890.0 million (1986: DM
39,167.0 million).

In addition, just as in the preceding years, Treasury bills were issued to permit
the revolving investment of funds by foreign institutions and the investment of
funds by domestic public authorities. Altogether, sales amounting to DM
71,979.0 million (1986: DM 64,924.8 million) were accompanied by redemptions
totalling DM 71,564.3 million (1986: DM 68,889.3 million), so that the amount
outstanding increased to DM 4,955.9 million (1986: DM 4,541.2 million).

Mobilisation and liquidity Treasury discount paper to the amount of DM 200.5
million (1986: DM 187.4 million) was issued in the year under review; after re-
demptions totalling DM 190.0 million (1986: DM 182.5 million), the amount of
such paper outstanding at the end of 1987 was DM 277.5 million (end-1986:
DM 267.0 million).

At December 31, 1987 the total amount of liabilities arising from mobilisation
and liquidity paper outstanding was DM 5,233.4 million (end-1986: DM 4,808.2
million).




Mobilisation and liquidity paper sold and redeemed
DM million

1986 1987

Outstanding Outstanding
Type of paper at December 31 Sold Redeemed at December 31
Treasury bills (running
for up to 90 days) 4,541.2 71,979.0 71,564.3 4,955.9
Treasury discount
paper {running
for 6 to 24 months) 267.0 200.5 190.0 2775
Total 4,808.2 72,179.5 71,754.3 5,233.4

The liabilities arising from external transactions declined to DM 17,078.2 million
at end-1987 (1986: DM 19,915.2 million). The liabilities to foreign monetary au-
thorities decreased most. Specifically, the liabilities arising from external trans-
actions were made up as follows:

Dec. 31, 1986 Dec. 31, 1987
DM million
Deposits of foreign
depositors
Banks 19,632.2 16,962.6
Other depositors 266.2 19,898.4 103.5 17,066.1
Other
Provision of cover
for letters of
credit, etc. 4.3 47
Misceillaneous
liabilities 125 16.8 7.4 12.1
19,915.2 17,078.2.

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

After the withdrawal of DM 142.6 million for the payment of pensions and an in-
crease of DM 222.6 million, the provisions for pensions amount to DM 2,171.0
million (end-1986: DM 2,091.0 million); they correspond to the actuarially calcu-
lated requirements.

To offset losses arising from the valuation of the monetary reserves and other
foreign currency positions, DM 536.1 million net was withdrawn from the provi-
sions for other purposes, which serve primarily to cover general risks inherent
in domestic and external transactions (see also the notes below on the ex-
penditure item “Write-downs of monetary reserves and other foreign currency
positions”). As a consequence, at December 31, 1987 the provisions for other
purposes amounted to DM 2,116.1 million against DM 2,652.2 million at end-
1986.
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Other liabilities

Deferred expenses
and accruedincome

Capital

Reserves

Unappropriated profit

Interest

The other liabilities increased by DM 24.5 miilion to DM 332.5 million.

Deferred expenses and accrued income amounted to DM 184.9 million at De-
cember 31, 1987 (end-1986: DM 282.9 million). This item mainly comprises in-
terest received in the year under review, but relating to the following year, on
domestic and foreign bills of exchange and US Treasury notes.

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

In accordance with the decision taken by the Central Bank Council on April 16,
1987, the legal reserves were increased by DM 428.3 million out of the profit for
1986. After this increase, the legal reserves totalled DM 5,699.1 million; they
thus reached the maximum level permissible by law of 50%0 of the amount of
banknotes in circulation, which was DM 113,983.0 million at the end of 1986.
The other reserves reached the statutory ceiling of DM 290 million as long ago
as end-1980.

See the notes on page 98 of this Report.

Profit and loss account

Comparison of expenditure and receipts

DM million

Expenditure 1986 1987 Receipts 1986 1987

Interest paid on foreign Interest received

3’;‘;’;2’;%2 ::’:ﬂ;’é%:g;:ghase Funds invested abroad 69055 | 74422

banks 69 20| Lending to domestic banks 3,668.6 | 2,742.4

Interest paid on mobilisation Equalisation claims 81.4 81.4

and liquidity paper 203.3 164.2 Securities 387.8 352.8

Other interest paid 10.7 9.6 Cash advances 64.2 579
220.9 176.0 | Other interest received 28 28

Administrative expenditure 11,105.3 | 10,679.5

Staff costs 786.5 820.3 | Fees received 24.2 25.0
Other 202.7 [ 213.4 | Other receipts 141.9 98.8
Note printing 142.0 1424
Depreciation 197.9 230.4
Increases in provisions
for pensions 218.2 2226

for other purposes
Pension payments in
respect of the Reichsbank 226 21.0
Write-downs of monetary
reserves and other foreign

currency positions 1636.3 | 8,594.8
Other expenditure 48.5 449
Profit for the year
(= unappropriated profit) 7,795.8 337.5
Total 11,2714 | 10,803.3 | Total 11,271.4 | 10,8033
Receipts

1986 1987

DM million

Interest received amounted to 11,1053 10,679.5;
after deduction of interest paid, namely 220.9 176.0,
interest is shown in the profit and loss account at 10,8844 10,503.5.

Total interest received declined on balance against the previous year by DM
380.9 million to DM 10,503.5 million. Specifically, the amounts received through
external transactions increased by DM 536.7 million, largely because of higher



ECU holdings owing to heavier interventions within the EMS. The further rise in
US dollar assets resulted in only slightly higher interest receipts, the decline in
the US dollar and the lower interest rate level in the United States being signifi-
cant factors. Interest receipts from domestic business, by contrast, fell by DM
962.5 million. Especially where lending to domestic banks was concerned, both
the declining interest rates and the lower levels had a marked impact.

The interest paid, at DM 176.0 million, was DM 44.9 million lower than in the
previous year. DM 164.2 million (1986: DM 203.3 million) was disbursed on
Treasury bills and Treasury discount paper of the Federal Government (mobili-
sation and liquidity paper pursuant to sections 42 and 42a of the Deutsche
Bundesbank Act); DM 2.2 million (1986: DM 6,9 million) was spent on foreign
exchange repurchase agreements and swaps with domestic banks.

Fees, which accrue mainly in payments and in securities transactions, totalled
DM 25.0 million (1986: DM 24.2 million).

The other receipts amounted to DM 98.8 million (1986: DM 141.9 million).
Expenditure

Staff costs went up against the previous year by DM 33.8 million to DM 820.3
million. This owed something, firstly, to pay rises for the Bank’s staff; secondly,
in 1987 — as in the two preceding years — there was a slight increase in the
number of employees. After having grown by 182 in 1986, the number of staff
members rose by 267 (+ 1.70%0) in 1987, to a total of 15,526. About one-fifth of
this increase was accounted for by civil servants undergoing preparatory train-
ing and other trainees.

Staff of the Bank

Beginning of 1987 Beginning of 1988
of whom of whom
Land Land

Central| Central Central | Central
Staff Office | Banks | Totall male female | Office | Banks [ Total1 male | female
Civil servants 946 5,565 6,511 5,884 627 960 5,623 6,583 | 5,903 680
Other salaried
staff 1,639 6,026 7,665 3,529 4136 | 1,664 6,187 7.851 | 3606 4,245
Wage earners 236 847 1,083 203 880 236 856 1,092 208 884
Total 2,821 12,438 15,259 9,616 5643 | 2860 | 12,666 15,526 | 9,717 | 5,809

1 Including 135 (1987: 107) salaried staff working outside the Bank or released to work for international institu-
tions, 849 (1987: 797) trainees, 653 (1987: 595) part-time salaried staff and 737 (1987: 738) part-time wage
earners.

Payments to serving members of the Central Bank Council and the Directorate
of the Bank amounted to DM 8,923,220.27 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 8,400,434.68.

In 1987 the Bank again entered into a number of pay agreements, thereby
bringing the legal status of its wage and salary earners into line with the regula-
tions applying to the wage and salary earners of the Federal Government, while
paying due regard to the special conditions prevailing at the Bank.

Other (non-staff) administrative expenditure increased by DM 10.7 million
(+ 5.3%0) to DM 213.4 million during the financial year 1987.

Fees

Other receipts

Staff costs

Changes in staff
regulations

Other
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Note printing

Depreciation and
increases in
provisions

Pension payments
in respect of the
Reichsbank

Write-downs of
monetary reserves

Other
expenditure

Unappropriated profit

Proposed distribution

of profit

Expenditure on note printing amounted to DM 142.4 million, i.e. it remained
almost unchanged against the previous year.

Depreciation of land and buildings and of furniture and equipment is discussed
in connection with the respective balance sheet items, as are increases in pro-
visions.

Payments to members of the former Deutsche Reichsbank and other persons
to whom the Act concerning Article 131 of the Basic Law applies, for whom the
Bank is required to provide in accordance with section 41 of the Deutsche Bun-
desbank Act, at DM 21.0 million, continued to decline in the year under review.

This item contains the result of the valuation of the monetary reserves and
other foreign currency positions. Valuation losses owing to the appreciation of
the Deutsche Mark in part had no impact on the result, as provisions formed for
this purpose in earlier years could be released. Valuation losses in excess of
that amount — after offsetting against the receipts accruing in the year under
review from purchases and sales of foreign currencies — entailed write-downs
totalling DM 8,594.8 million (1986: DM 1,636.3 million).

Other expenditure is shown at DM 44.9 million (1986: DM 48.5 million).

Profit for the year

The profit and loss account for 1987 DM
shows a profit for the year of 337,544,967 .82,
which is entered in the balance sheet

as unappropriated profit (net profit).

In accordance with section 27

of the Deutsche Bundesbank Act, the
Directorate proposes to the Central
Bank Council that the following
appropriations should be made:

to the legal reserves 67,500,000.00

to the Fund for the Purchase
of Equalisation Claims

30,000,000.00 97,500,000.00.

The balance of 240,044,967 .82

will be transferred
to the Federal Government.

The appropriation to the legal reserves represents 20% of the net profit. After
it, the legal reserves will amount to DM 5,766,600,000.00: they will thus remain
below the statutory ceiling of 5% of the amount of banknotes in circulation,
which came to DM 125,607,993,860.00 at the end of 1987. The other reserves
reached the statutory ceiling of DM 290,000,000.00 at the end of 1980.

Frankfurt am Main, April 1988

Deutsche Bundesbank

The Directorate
P&hl  Prof. Dr. Schlesinger
Gaddum Prof. Dr. Gleske Prof. Dr. Kdhler Dr. Storch Werthméller
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The annual accounts of the Deutsche Bundesbank for 1987 and the Report
on the Fund for the Purchase of Equalisation Claims as at December 31, 1987
have been audited by Treuarbeit Aktiengesellschaft Wirtschaftsprifungsgesell-
schaft Steuerberatungsgesellschaft of Frankfurt am Main and Dr. Woliert —
Dr. EImendorff KG Wirtschaftsprifungsgesellschaft of Disseldorf, whom the
Central Bank Council appointed to be auditors in accordance with section 26 of
the Deutsche Bundesbank Act.

In their certificates of audit the auditors confirm without qualifications that the
annual accounts for 1987 and the bookkeeping comply with German law and
present an accurate picture of the assets, liabilities, financial position and profit
or loss, and that the Fund for the Purchase of Equalisation Claims has been
properly administered.

The Central Bank Council approved the annual accounts for 1987 on April 7,
1988 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, 1987.

Since the publication of the Report for the Year 1986 the following changes
have taken place in the Central Bank Council and the Directorate of the
Deutsche Bundesbank:

Retired
as at the close of July 31, 1987

Dr. Hans Georg Emde
Member of the Directorate of the Deutsche Bundesbank.

Reappointed
with effect from May 16, 1987

Lothar Muller
President of the Land Central Bank in Bavaria,

with effect from January 1, 1988

Karl Otto Pohl,
President of the Deutsche Bundesbank,

Professor Dr. Drs. h. c. HelImut Schlesinger,
Deputy President of the Deutsche Bundesbank.

Appointed
with effect from December 1, 1987

Dr. Gunter Storch,
to be a member of the Directorate of the Deutsche Bundesbank.

The Central Bank Council, acting also on behalf of the Directorate and the Man-
aging Boards of the Land Central Banks, expresses its thanks to the entire
staff of the Deutsche Bundesbank — civil servants, other salaried employees
and wage earners alike — for their loyal and understanding work during 1987.
The Council likewise wishes to record its appreciation of the continued excel-
lent collaboration with the staff representative bodies.

Frankfurt am Main, April 1988
Karl Otto Po6hl
President of the Deutsche Bundesbank
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Balance sheet of the Deutsche Bundesbank as at December 31, 1987

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

10

Monetary Fund and special drawing rights

2.1 Drawing rights within the reserve tranche

2.2 Loans under special borrowing arrangements
2.3 Special drawing rights

Claims on the European Monetary Cooperation Fund
in connection with the European Monetary System
3.1 ECU balances 39,974,666,103.90
less
Difference between the ECU
value and the book value of
the gold and dollar reserves

contributed 18,027,137,277.90

5,778,837,155.80
388,412,078.24
3,106,564,823.81

3.2 Other claims

Balances with foreign banks

and money market investments abroad

Foreign notes and coins

External loans and other external assets

6.1 Loans in connection with EEC
medium-term monetary assistance

6.2 Other loans to foreign monetary authorities

6.3 Loans to the World Bank

Lending to domestic banks

7.1 Securities bought in open market transactions under
repurchase agreements

7.2 Domestic bills of exchange

7.3 Foreign bills of exchange

7.4 Lombard loans

Cash advances

8.1 Federal Government

8.2 Equalisation of Burdens Fund
8.3 Lander Governments

Equalisation claims on the Federal Government and non-
interest-bearing debt certificate in respect of Berlin
Lending to the Federal Railways and Federal Post Office
10.1 Cash advances
10.2 Treasury bills and
Treasury discount paper
Securities
German coins
Balances on postal giro accounts
Land and buildings
Furniture and equipment
Items in course of settlement
Other assets
Prepaid expenses and deferred income

21,947 528,826. —

7,005,046,636.84

2,437,383,750. —

27,639,722,000. ~
33,744,225,261.04
20,206,491,844.30

765,754,600. —

808,415,805.—

Appendix to the Report of the Deutsche Bundesbank for the Year 1987

9,272,814,057.85

28,952,575,462.84

68,253,878,615.36
25,654,742.73

2,437,383,750. —

82,356,193,705.34

808,415,805. —

8,683,585,988.93

4,499,995,138.76
737,431,755.27
168,892,895.04
2,425,794,084.93
185,676,766.85
5,065,380,450.24
2,873,870,224.78
39,573,618.34

230,474,635,883.96




Liabilities 103
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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 Qther depositors

Liabilities arising from mobilisation

and liquidity paper sold

Liabilities arising from external transactions
6.1 Deposits of foreign depositors

6.2 Other

Counterpart of special drawing rights allocated
Provisions

8.1 For pensions

8.2 For other purposes

Other liabilities _
Deferred expenses and accrued income
Capital

Reserves
12.1 Legal reserves
12.2 Other reserves

Unappropriated profit

60,461,158,267.75
29,570,762.44

3,877,087,007.19

8,634,947.76
753,389,302.45
25,100,285.65

14,402,241.21

2,474,9565,150.93
773,180,446.14

17,066,158,355.16
12,090,467.79

2,171,000,000. —
2,116,050,000.—

5,699,100,000. —
290,000,000. —

DM
125,607,993,860. —

60,490,729,030.19

4,664,211,543.05

3,262,537,838.28

5,233,400,000. —

17,078,248,822.95
2,716,473,243.60

4,287,050,000. —

332,459,887.34
184,886,690.73
290,000,000. —

5,989,100,000. —
337,544,967 .82

230,474,635,883.96
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Profit and loss account of the Deutsche Bundesbank for the year 1987

Expenditure

1 Administrative expenditure
1.1 Staff costs
1.2 Other

820,264,803.32
213,368,128.48

2 Note printing

3 Depreciation
3.1 of land and buildings
3.2 of furniture and equipment

152,248,953.27
78,181,983.64

4 Increase in provisions
4.1 for pensions 222,623,461.60

4.2 for other purposes -

5 Pension payments in respect of the Reichsbank
6 Write-downs of monetary reserves and other foreign

DM

1,033,632,931.80
142,374,150.91

230,430,936.91

222,623,461.60
21,014,403.92

currency positions 8,594,815,206.07
7 Other expenditure 44,833,079.85
8 Profit for the year (= unappropriated profit) 337,544,967 .82
10,627,269,138.88

Receipts
DM
1 Interest 10,503,477,494 .34
2 Fees 24,958,604.93
3 Other receipts 98,833,039.61

Frankfurt am Main, February 3, 1988
Deutsche Bundesbank
The Directorate
Péht  Prof. Dr. Schlesinger
Gaddum Prof. Dr. Gleske Prof. Dr. Kéhler

10,627,269,138.88

Dr. Storch Werthmolier

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

is in line with the actual situation.
Frankfurt am Main, March 4, 1988
Treuarbeit Aktiengesellschaft
Wirtschaftsprifungsgesellschaft

Steuerberatungsgeselischaft

Prof. Dr. Forster Kern
Certified Auditor Certified Auditor

Appendix to the Report of the Deutsche Bundesbank for the Year 1987 (cont’d)

Thoennes
Certified Auditor Certified Auditor

Dr. Wollert — Dr. ElImendorff KG
Wirtschaftsprifungsgesellschaft

Brickner
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