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Despite a certain weakening in the buoyancy
of German exports, they continued to be a
strong motor for economic growth in the
spring. Although exports had not been in-
creasing so dynamically since the autumn of
last year, German exporters recorded a re-
markably favourable sales trend on the whole
in both the first and second quarters of this
year even if there were some dramatic down-
turns in demand from Asian countries and
from a few of the oil-producing countries.
However, real imports rose only slightly less
sluggishly during the same period. Even so, as
a result of the significant fall in import prices,
Germany’s trade balance in the second
quarter of 1998 showed a record seasonally
adjusted surplus of just over DM 36 ' billion.
The trend in invisibles, which ran a much
smaller deficit in the second quarter than in
the previous three months, also had a positive
influence on the country’s external position.
The overall balance on current account in the
second quarter of the year was therefore in
surplus by just over DM 2 % billion (seasonally
adjusted) compared with a deficit of DM
7 billion in the previous quarter.

Current account in detail

Overview

Exports, which had risen by a (seasonally ad-
justed) 2%2% in the first quarter of 1998
compared with the last quarter of 1997, rose
by a further 2 % in the second quarter of the
year. The slight downturn in the period under
review was essentially due to the trend in ex-
port prices, which fell by 2% in the second
guarter whereas at the beginning of the year
they had remained virtually unchanged. Real

Exports



Regional
breakdown of
exports

export growth, at approximately 22 %, was
equally strong in the first two quarters of the
year. This means that in the period under re-
view exports exceeded their level in the cor-
responding period of 1997 by 82 % in real
terms and by 9 % in value.’

However, exports, which were still remarkably
brisk at the time this Report went to press,
could not keep up with their performance
last year when exports had grown at rates in
double figures. What is particularly striking is
the gradual deceleration in the trend in sea-
sonally adjusted export orders received by the
manufacturing sector. Since the autumn of
last year this trend in the orders received from
abroad has been rising appreciably more
slowly than the exports delivered during the
same period. They rose by just over 1% in the
second quarter of 1998 compared with the
first quarter of the year. Even so, this means
that they still exceeded the comparable level
last year by 62 %; in the second quarter of
1997, however, this rate had been more than
twice as high. The fact that exports have
recently been running at a slightly less rapid
pace can also be seen from the findings of
the ifo industrial surveys. While these show
that the export expectations of the business
community remain positive, optimism has
been voiced almost consistently less frequent-
ly in surveys since the autumn of 1997.

The prolonged crises in East Asia, which have
had a more detrimental effect on the emer-
ging markets concerned than many had ini-
tially expected, had a negative impact here.
The sharp drop in demand there, which in
some cases was particularly pronounced, and
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the continued economic weakness in Japan
resulted in a considerable downturn in Asian
business in Germany and in other EMU coun-
tries. German exports to the emerging mar-
kets in South-East Asia were a seasonally ad-
justed 14 % lower in the second quarter of
this year than they had been in the previous
three-month period and 26 % lower than in
the second quarter of 1997. However, ex-
ports of German goods to this region account
for just under 4 % of Germany’s total exports.
Some of the other major EMU countries
recorded even greater falls in sales than

1 In its monthly report in June 1998 the Federal Statistical
Office revised its published monthly figures since January
of this year. The additional factors estimated for “missing
returns” in the intratrade statistics (missing statistical re-
ports for trade in goods within the EU) were reduced
with the result that both exports and (to a lesser extent)
imports were revised slightly downwards from the origin-
al figures.
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Regional breakdown of foreign trade

Second quarter of 1998

Exports Imports
Change Change
from from
the the
pre- pre-
vious vious
Group of countries/ |DM year DM year
Country billion |in % billion |in %
Industrial countries 186.3 11.6| 157.6 7.6
EU countries 139.5 123 113.8 7.4
of which
Austria 12.7 13.2 8.2 15.0
Belgium/
Luxembourg 14.1 8.4 123 - 0.5
France 27.7 16.2 22.9 12.0
Italy 19.1 13.4 16.7 7.9
Netherlands 16.6 6.4 17.1 3.7
Spain 9.9 15.5 7.7 10.2
United Kingdom 21.3 12.1 14.0 5.4
Other industrial
countries 46.8 9.4 43.8 7.9
of which
United States 22.2 18.1 16.9 9.4
Japan 42| -144 10.5 15.5
Countries in
transition 30.1 19.4 26.1 13.4
of which
Countries in
central and
eastern Europe 26.5 18.7 20.6 14.3
China 1 3.1 29.3 5.1 6.8
Developing
countries 265 - 88 22.2 33
of which
OPEC countries 48| - 0.6 28| -129
Emerging markets
in South-East Asia 9.3| -26.1 10.0 7.8
All countries 241.7 9.0 205.1 7.1

1 Excluding Hong Kong.
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Germany. German exports to Japan, which
had already declined substantially in 1997,
weakened further in seasonally adjusted
terms in the second quarter of 1998 com-
pared with the first quarter of the year and
also remained much below (142 % lower)
their level in the corresponding period last
year. German exports to the OPEC countries
were also somewhat lower (-2 %) than a
year earlier because the persistently low oil
prices and the resultant fall in the income of
the oil-producing countries had limited their
absorption capabilities.

The relatively small proportion of German ex-
ports taken up by the aforementioned groups
of countries was one reason for the fact that,
although the sales trends in these export mar-
kets did contribute to the downturn observed
in the export momentum and to the more
cautious, if still positive, assessment of the
situation, these trends failed to undermine
the general course of foreign trade. Another
reason was the stronger market growth in
the industrial countries which are important
for German exporters. The sharpest rise was
recorded in exports to the United States,
which were just over 18 % above the level in
the corresponding period last year. For some
time now the generally robust economic
growth in the United States and the exchange-
rate-related price advantages have been
providing German exporters with favourable
sales opportunities. Even so, the main reason
for the continuation in the upward trend in
exports was the much stronger growth in ex-
ports to the other countries of the European
Union, which absorb more than one-half of
Germany’s exports. Deliveries to these coun-



Breakdown of
exported goods

Imports

tries rose by 122 % in the second quarter of
this year compared with the corresponding
period of 1997. Exports to the central and
east European countries in transition have
likewise continued to rise at an above-average
rate (by 182 % compared with the second
quarter of 1997). These countries’ share of
total German exports, at 11%, now exceeds
the combined share of the South-East Asian
emerging markets, Japan and the OPEC
states (72 %). However, exports of German
goods to Russia declined recently. The annual
growth rate in the second quarter of 1998
did reach 182 %, but the rise in exports in
1997 as a whole was no less than 4372 %.

High-value capital goods, for which there is a
particularly heavy demand abroad, tradition-
ally make up the largest share of German ex-
ported goods. The growth in the export sales
of mechanical engineering products was cor-
respondingly sharp, and manufacturers, des-
pite the burdens placed on some firms and in-
dustrial sectors by the Asia crisis, increased
their exports in the second quarter of this
year by 10 % over the same period last year.
The motor industry led the field; between
April and June 1998 the value of motor ve-
hicles sold abroad was 15% higher than in
the second quarter of last year.

Imports grew only slightly less sluggishly than
exports in the first six months of the year. Fol-
lowing a distinct rise in the first quarter of the
year, the value of imports grew somewhat
less slowly, at a seasonally adjusted 2%, in
the second quarter. At the same time, how-
ever, the decline in import prices continued
with the result that the real growth in imports
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was appreciably faster at 2% and remained
only slightly below the growth in exports over
the same period. The value of imports in the
second quarter was 7 % higher than in the
corresponding quarter of 1997; after adjust-
ment for price changes imports actually rose
by 82 %. This means that in a comparison
with domestic demand or overall economic
output the growth in imports was again re-
markably sharp. The parallel trend emerging
in exports and imports, when viewed in this
way, has been discernible for some time. It
can be partly explained by the increasing
international integration in production, espe-
cially in the case of the large enterprises oper-
ating in the export field. It might also be asso-
ciated with stockpiling recently because there
have been some dramatic cuts in prices, par-
ticularly in the case of mineral oil and other

raw materials.

Developments in the breakdown of the
goods imported by Germany match this
trend. For example, the imports of intermedi-
ates, in particular, in the second quarter of
1998 rose at rates in double figures com-
pared with the same period last year. Al-
though the volume of imports of raw mater-
ials and oil also increased, the value of im-
ports of raw materials in the second quarter
of the year was 112 % below the level last
year while the value of imported petroleum
was actually 18 % lower.

The shifts in the respective import values
caused by the sharp decline in the prices of
raw materials and energy sources were re-
flected in corresponding shifts in the regional
breakdown of German imports. The value of
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Current account

DM billion; seasonally adjusted

1997 1998
Item 4th qtr | 1st gtr |2nd qtr
1. Foreign trade
Exports (f.0.b.) 230.3 | 236.3 241.1
Imports (c.i.f.) 200.2 | 203.3 204.6
Balance 30.0 33.0 36.6
2. Services (balance) -140| -15.6| -15.7
of which
Foreign travel (balance) | -12.9| -12.4| -13.0
3. Factor income (balance) - 30| - 37| - 64
of which
Investment income
(balance) - 25| - 35| - 59
4. Current transfers (balance) | —-10.3| -19.9| -10.5
Balance on current account 1 111 - 7.0 2.7

1 Includes supplementary trade items.
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imports from the OPEC countries, in particu-
lar, and from Russia and Norway, too, fell
substantially between April and June com-
pared with the same quarter of 1997. By
contrast, there was a sharp growth in im-
ports from numerous EU countries, especially
Austria (+ 15 %), France (+ 12 %) and Spain
(+ 10%). Imports of goods from Japan and
the United States also rose sharply in the
second quarter of this year compared with
the corresponding period in 1997 (15% %
and 92 %, respectively). The value of imports
from the emerging markets in South-East
Asia likewise increased steeply (by just under
8 %). The increase in imports from this region
was probably even greater in real terms than
the aforementioned figure suggests because
the Deutsche Mark import prices are likely to
have fallen as a result of the substantial de-
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preciation in the currencies of most of those

countries.  Nevertheless, the associated
“flood"” of imports widely expected from East
Asia has so far not materialised. This is cer-
tainly due just as much to the relatively small
proportion of value added which these coun-
tries create, making them dependent on cor-
respondingly more expensive imported inter-
mediates, as it is to the difficulties which
exporters in these countries are encountering
in obtaining financial resources and which
restrict the range of goods they can pro-

duce.

In contrast to its performance in trading
goods, Germany has traditionally run a deficit
on cross-border services, factor income and
transfer payments. In the second quarter of
1998 the seasonally adjusted deficit on invis-
ible current transactions with non-residents
amounted to DM 32" billion; this means
that it declined by DM 6 billion compared
with the unusually high figure in the previous
quarter and was again running at a level that

was similar to last year’s.

The main reason for this result was the trend
in current transfers. The deficit here fell by
DM 9 billion to just under DM 107 billion
compared with the previous quarter. This
primarily reflects the contributions to the
EC budget, which fluctuate enormously
throughout the year. As in 1997, substantial
amounts of the overall sum that Germany has
to contribute towards the EC budget during
the year had been called in right at the begin-
ning of the year. Consequently, correspond-
ingly smaller payments have to be made in
the subsequent months of the year.

Invisibles

Current
transfers
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Factor income By contrast, the seasonally adjusted deficit on Major items of the balance
factor income rose sharply; at DM 6 2 billion, of payments

it was almost DM 3 billion above the level in

the previous quarter. This result had much to

do with the substantially higher net invest-

ment income payments to non-residents,

which account for almost 95% of cross-

border factor income and are subject to fairly

sharp fluctuations in the course of the year.

Unusually large dividend payments to non- Bilillion
. . . 1997|1998
residents and other profit transfers arising
. .. . . . Item 2nd gtr | 1stqtr |2nd qtr
from foreign participating interests in Ger-
) ) ) I. Current account
many were the main reasons for this while
i ) 1. Foreign trade
the net interest payments of German issuers S »18| 2323 2417
of securities to banks and non-banks domi- eIl b 19151 2026 2051
ciled abroad declined Balance +303| +297| +36.6
2. Balance of invisibles -241| -36.1| -284
. . 1 =
Services After seasonal factors have been eliminated, Balance on current account + A8 - 72 + 69
the deficit on services, at just over DM 15
- . . II. Balance of capital transfers + 04| + 14| + 07
billion, was much the same as in the previous
quarter. The deficit was largely due to
. . Il. Financial account 2
German net expenditure on foreign travel; at Direct investment 113l - 59l -135
DM 13 billion, however, this expenditure was Portfolio investment 3 -16.7{ -40.1) -1638
German investment
only slightly larger than in the previous quar- abroad _433| —832| —980
ter. This means that, overall, the stabilising 2°'Ei9"i”"e“me”“" I P
) ) ) ermany +31. +43. +81.
trend in foreign travel that has been discern- Credit transactions 3, 4 +365| +303| +383
ible for some time has continued whereas in Overall balance on financial
the first half of the nineties Germany’s current account + 841 -157] + 80
account had been adversely affected by the
rapidly growing deficits in this segment. IV. Balance of unclassifiable
transactions -140) +225| -136
Z;rfelgfort:ave/ In the quarter under review it was primarily V. Change in the Bundesbank's
the substantially lower expenditure on travel net external assets at trans-
. action values (increase: +) 5
to the United States and on other long-haul (1 plus 1 plus Il plus 1V) a3l s 0 - a6

journeys, which had grown particularly rapid-
1 Includes supplementary trade items. — 2 Net capital exports: —.

ly in 1997, that had a retarding impact on the — 3 Excluding direct investment. — 4 Including other official and
services deficit. It therefore appears that de- private investment. — 5 Excluding allocation of SDRs and changes
due to value adjustments.

mand is responding somewhat belatedly to
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the persistent strength of the dollar and the
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related increase in travel costs. It was only for
travel within Europe that more money was
spent in the second quarter of the year com-
pared with the same period in 1997. The
southern European holiday countries of
Spain, Italy and Portugal recorded the strong-
est growth in revenue from spending by Ger-
man tourists whereas travel expenditure by
Germans in most other EU countries de-
clined.

Financial transactions and reserve
movements

Trends in
financial
transactions

As a result of the serious developments in
Asia, the situation in the international finan-
cial markets was considerably tense during
the early summer. This was reflected in the re-
luctance of international market players to in-
vest in the capital markets of the emerging
economies and in the “flight into safe invest-
ment havens”. Not only the financial markets
in the United States but also those in Ger-
many and in Europe as a whole benefited
from this. Furthermore, assets in the future
European monetary union apparently have
become more popular with internationally
operating investors even without the impact
exerted by the turbulence in the Asian finan-
cial markets. At all events, the upward trend
in the German equity and bond markets con-
tinued between May and July as investors
sought a home for large volumes of liquid
funds. This was followed by a distinct down-
turn on the share markets on both sides of
the Atlantic in August. Portfolio transactions
between May and July resulted in net capital
inflows (of DM 6 billion) while the statistically
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recorded credit transactions of the non-
banks, too, ended in surplus. By contrast,
there were net capital exports through direct

investment.

Nevertheless, the heavy investment by non-
residents in the German equity and bond
markets is visible only in the relevant “gross
figures”: in the period under review foreign
investible funds totalling DM 108" billion
flowed into the German securities markets. A
further point of particular interest is that
about one-half of this sum (DM 54 billion)
went into German shares. That was twice as
much as in the whole of 1997 when the
previous all-time high of DM 27 billion was
recorded. In June alone, foreign purchases on
the German equity market amounted to DM
35 billion.

Large amounts of foreign capital (DM 41":
billion compared with DM 27 billion in the
previous period) also flowed into the German
bond market. In contrast to what happened
in the previous few months, when non-
residents had clearly shown a preference for
bank bonds, interest this time was fairly even-
ly divided between private and public-sector
issues. Foreign investors transferred official
paper worth DM 20 billion net to their port-
folios whereas in the previous period they
had reduced their holdings by DM 5 billion.
Accordingly, their acquisition of bank bonds
for DM 21 billion was substantially lower
than in the previous three months (DM 32 bil-
lion).

Non-resident investors also acquired German
money market paper worth DM 62 billion

Foreign
investment in
German ...

... Shares

... bonds and
notes

... and money
market paper



German
investment
abroadin ...

... Shares

... foreign
bonds and
notes

net in the period under review (previous
period: DM 3 billion). As in the previous
three-month period, however, holdings of
German investment fund certificates were
slightly reduced (by DM " billion at the time
this Report went to press).

German residents, in turn, invested large
sums abroad. German investment in foreign
securities markets, at DM 102 "2 billion, was
one-fifth greater in the period under review
(May to July) than in the previous three-
month period. Purchases of foreign shares, in
particular, rose again, increasing from DM 46
billion in the previous three months to DM
487, billion in the period under review.? This
sum is quite remarkable in terms of the for-
eign investment of German savers, for ex-
ample in the years prior to 1997 when, on an
annual basis, amounts of more than DM 10
billion were seldom invested. Apparently, in-
vestment in the equity markets of the partner
countries in the future European monetary
union was again particularly heavy. Most of
these funds were probably invested indirectly
through the acquisition of corresponding in-
vestment fund certificates in Germany.

German investors also had a greater demand
for foreign bonds and notes during the period
under review than in the previous three
months. Overall, they increased their invest-
ment in foreign bond markets by DM 35 bil-

Financial transactions

DM billion, net capital exports: —
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2 The growth of DM 2% billion currently shown under-
states the actual trend because, owing to late reports
and corrections vis-a-vis securities transactions for the
first four months of the year, a substantial downward re-
vision is to be expected in the net purchases of foreign
equities. This will be done, as usual, during the annual re-
vision of the balance of payments at the beginning of
1999.

1997 1998
May- |Feb.- |May-
Item July Apr. July
1. Direct investment -11.4| - 93|- 76
German investment
abroad -146| -16.0 - 153
Foreign investment
in Germany + 31| + 68|+ 7.6
2. Portfolio investment - 38| -479|+ 6.0
German investment
abroad -63.1| -853|-1024
Shares - 85| -46.0 - 484
Investment fund
certificates - 42| - 84|- 52
Bonds and notes -38.4| -25.0| - 351
Money market paper - 23| - 20|- 05
Financial derivatives 1 - 97| - 39|- 132
Foreign investment
in Germany +59.3| +37.3|+108.4
Shares +294| + 93|+ 54.2
Investment fund
certificates + 07| - 14|- 03
Bonds and notes +27.6| +268 |+ 413
Money market paper + 09| + 30|+ 6.7
Warrants + 07| - 04|+ 6.5
3. Credit transactions + 88| +29.8|+ 36.5
Credit institutions - 1.0| +539|+ 26.6
Long-term + 27| + 74|- 52
Short-term - 37| +46.4 |+ 317
Enterprises and
individuals +18.1| -26.1|+ 15.2
Long-term + 13| - 00|+ 6.2
Short-term 2 +16.8| -26.1|+ 9.0
Public authorities - 83| + 21|- 53
Long-term - 45| - 16)|- 24
Short-term - 38| + 37|- 29
4. Other investment - 09| - 09|- 34
5. Balance of all statistically
recorded capital flows - 73| -283|+ 314
Memo item
Change in the Bundesbank’s
net external assets at trans-
action values (increase: +) 3 - 361 + 231+ 0.2

1 Securitised and non-securitised options as well as
financial futures contracts. — 2 Excluding the changes
in financial operations with foreign non-banks and in
the trade credits for July 1998, which are not yet
known. — 3 Excluding allocation of SDRs and changes
due to value adjustments.
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Portfolio transactions
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lion between May and July (February-April:
DM 25 billion). Greater interest was shown,
for example, in foreign Deutsche Mark
bonds; DM 13 billion worth of these were
bought compared with DM 8V billion in the
previous three months. Their yield advantage
over German Deutsche Mark bonds is appar-
ently having a greater influence again on the
investment decisions of German residents in
view of the present low level of long-term
interest rates. Investors sometimes forget,
however, that this reflects a market-related
risk assessment, which has a sound justifica-
tion in the real economy.

German investment in foreign bonds, at ap-
proximately DM 21 billion, likewise in-
creased discernibly. There was a particularly
great demand between May and July for Ital-
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(DM 9% billion) and ECU-
denominated bonds (DM 3 billion) in the light
of their interest rate advantage. By contrast,

ian bonds

German investment in most of the other seg-
ments of portfolio transactions abroad de-
clined. For example, net German investment
in foreign investment funds and in money
market paper between May and July fell to
DM 5 billion and DM V2 billion, respectively,
compared with the preceding three months.

In contrast to what happened in the case of
cross-border portfolio transactions, there
were again net capital outflows as a result of
direct investment between May and July al-
though the flow rate was somewhat slower
than before. DM 7 ' billion was exported, on
balance, during the period under review com-
pared with DM 9" billion in the previous
three months. German enterprises built up
their financial interests abroad by DM 15
billion compared with DM 16 billion in the
previous three-month period. This means that
since the beginning of the year Germany has
increased its financial investment in foreign
locations by DM 387 billion, which amounts
to an increase of more than DM 6 billion
compared with the corresponding period in
1997. Partner countries in the European
Union accounted for the lion's share (DM 7 bil-
lion) of German direct investment in the period
under review. German firms also invested ex-
tensively — about DM 1" billion in each case —
in the United States and in the countries in

transition in central and eastern Europe.

Even more remarkable than this long-term
trend on the part of German enterprises to
internationalise was the comparatively keen

Direct
investment

German
investment
abroad

Foreign
investment in
Germany
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transactions

interest of foreign enterprises in Germany as
an industrial location over the past few
months. Foreign enterprises, which had in-
vested just under DM 7 billion in the previous
period, increased their participating interests
in Germany by DM 7' billion between May
and July. Thus, foreign direct investment in
Germany in the first seven months of this
year totalled DM 16 billion compared with
just over DM 1 billion in the same period last
year. There is no doubt that this trend has to
be seen against the backdrop of the world-
wide tendency to diversify on the part of
internationally operating enterprises and fi-
nancial institutions. If it had not been for the
considerable efforts by German business to
improve its competitiveness and the conse-
guently more favourable growth prospects,
however, Germany could hardly have benefit-
ed from this trend to the extent it has done.

Net inflows of DM 10 billion arose in the stat-
istically recorded credit transactions of non-
banks, primarily enterprises and individuals,
between May and July. Firstly, they increased
their longer-term borrowing abroad and, sec-
ondly, they substantially reduced their short-
term financial investment in the Euro-market.
Overall, over DM 15 billion accrued to them
as a result. The operations of the public sec-
tor, on the other hand, led to capital outflows
of about DM 54 billion.

The strikingly large negative balance of
unclassifiable transactions which arose for
June (DM 20" billion) and which, according
to the present available data, is to be expect-
ed for the whole period under review, could
be an indication that a substantial amount of
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other claims arising from financial transac-
tions with non-residents arose in addition to
the statistically recorded outflows of funds
from the non-banking sector. Another point
that cannot be ruled out is the possibility of
discrepancies in the temporal classification of
financial transactions playing a greater role
than before as a result of increasing turnover
in portfolio transactions and the growing im-
portance of securities lending business and
therefore being reflected in — temporarily
large — unclassifiable items in the balance of
payments.

During the period under review there were
net capital imports of about DM 264 billion
as a result of domestic banks’ credit transac-
tions with non-residents. Capital outflows of
DM 5 billion at the long end of the market
were accompanied by short-term inflows of
funds to credit institutions. These amounted
to DM 31" billion and are to be interpreted
as being essentially a reflection of the afore-
mentioned trends in the other segments of
the financial and current accounts.

In contrast to the external position of the
credit institutions the net external assets of
the Bundesbank changed only slightly be-
tween the end of April and the end of July
1998. They increased, at transaction values,
by approximately DM Y billion compared
with a rise of DM 2" billion in the previous
three months. There were contrasting
changes within the monetary reserves. Ger-
many's reserve position at the IMF rose by
about DM 2 billion because during the sum-
mer the Bundesbank was called upon to

make a substantial contribution within its
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membership quota to the refinancing of the
IMF’s loans to countries in Asia and to Russia.
Consequently, the German drawing rights in
the reserve tranche rose by just under DM
1 billion and the credits arising from special
loan agreements by DM ' billion. Most of
the funds were made available to the IMF in
dollars with the result that the foreign cur-
rency reserves declined by just over DM 1
billion between the end of April and the end
of July. The net external assets of the Bundes-
bank increased again by just under DM 4 bil-
lion in August. This means that the net exter-
nal assets at the end of August, when calcu-
lated at the balance sheet rates at the end of
1997, amounted to DM 113" billion com-
pared with DM 111 billion at the end of
1997.

Exchange rate trends

US dollar

Events on the world foreign exchange mar-
kets have continued to be strongly influenced
by the situation in Asia during the summer, a
fact that was particularly apparent in the ex-
change rate movements of the yen against
the dollar. By contrast, the financial crisis in
Russia and the resultant uncertainty about ex-
change rate relationships between the major
world currencies were initially much less
discernible during this period. It was not until
a few weeks ago that the progressive cloud-
ing of global economic growth prospects had
a somewhat more pronounced effect on the
trend in the foreign exchange markets.

The trend in the US dollar has been some-
what erratic during the summer. In June it
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made up part of the relatively substantial
losses it had suffered in the previous two
months, but, at almost DM 1.83, it remained
about two pfennigs below its April level,
which was the highest point it has reached so
far this year. Since the middle of July the US
currency has been tending to depreciate
again. This development is in line with the
cyclically induced reduction that market play-
ers had been expecting in the growth differ-
ential between the two countries. Whereas
the upswing in Germany appears to be gain-
ing momentum, a certain weakness is emer-
ging in the United States, despite the con-
tinuing robustness in growth. The larger
US trade deficit due to the Asian crises may
also have led to some reassessment of the
dollar's exchange rate prospects. This under-
lying tendency was overshadowed for a time
by the uncertainty in connection with Russia’s
financial difficulties, which meant that there
was temporarily greater demand for the
US currency again. At the end of August,
however, the dollar tended to weaken once
more when the markets began to suspect an
imminent lowering of US interest rates; when
this Report went to press, the US dollar was
being quoted at DM 1.69, which is its lowest
level so far this year.

Although the traditionally close relationship
between the US dollar and the pound sterling
has again been manifest in the exchange rate
movements of the past few months, it has
also been evident that new assessments of
the future prospects for the British economy
and the resultant expectations regarding the
Bank of England’s interest rate policy have
been playing a role. Thus, the pound was like-

Pound sterling
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wise able for a time to make up for some of
its earlier losses although it failed to reach
this year's record level of DM 3.10. Since the
beginning of July, however, it has again come
under increasing pressure after the emer-
gence of a discernible slowdown in the rate
of economic growth. The British currency was
being quoted at DM 2.85 when this Report
went to press. That is equivalent to a depreci-
ation of about 3'2% against the Deutsche
Mark since the beginning of the year; when
measured against its highest level for the year
so far, which it reached in the spring, the cor-
rection was even greater.

The yen, too, depreciated almost continuously
from the peak it had reached in mid-February
until well into August. Numerous factors
played a role here although presumably the
main influences were the persistent structural
problems facing the financial sector and the
temporary loss of confidence in the Japanese
government’s determination and ability to
take action. It is certain that the weak domes-
tic economy together with the fall in competi-
tiveness as a result of the dramatic depreci-
ation in a number of South-East Asian curren-
cies also contributed to the downward trend
in the yen. At the beginning of August the
Japanese currency was being quoted at
DM 1.21, which was its lowest rate since
1992. Since then, however, it has again
gained ground with the result that, when this
Report went to press, it was being quoted at
DM 1.29.

Essentially, the trend in the exchange rates of
the EMU currencies against the Deutsche
Mark was characterised by a general conver-
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gence towards the current central rates,
which are also the same as the bilateral con-
version rates which have already been an-
nounced for the currencies participating in
EMU and which will come into effect at the
start of monetary union at the beginning of
next year. Only the Irish pound is showing a
somewhat greater deviation (0.8 %) from the
central rate. The reasons for this are the cyc-
lically induced interest rate differentials and
the state of interest rate convergence, which
is evidently expected to be achieved relatively
late. During the past few months, however,
this deviation, too, has been continuously re-
duced. Although after a period of conver-
gence the Italian lira, the Spanish peseta and
the Portuguese escudo had again moved
slightly away from their respective central
rates, they have not continued this trend since
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then. At the time this Report went to press,
the deviations were as much as 0.3%, de-
pending on the currency. Consequently, the
current deviations are largely consistent with
the present interest rate differentials despite
the slightly greater exchange rate movements
towards the end of August.

During the summer there has been little

change in the external value of the Deutsche
Mark when measured on a weighted average
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against the currencies of 18 industrial coun-
tries. At the time this Report went to press,
the Deutsche Mark was just less than 1% %
above its level at the beginning of June. This
means that, after eliminating the differences
in price movements in Germany and abroad,
its real external value is more or less equiva-
lent to its long-term average. Generally
speaking, the present weighted external
value of the Deutsche Mark is largely in line
with the economic fundamentals.



