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Capital market and bank interest rates

Long-term interest rates in the German cap-
ital market fell slightly in the second quarter
of 2000 amid minor fluctuations. The yield on
ten-year Federal bonds outstanding in mid-
August stood at just under 5% %. The very
close convergence between rates in the Ger-
man bond market and yields in the other
euro-area countries persisted. Thanks to their
benchmark position within the euro area,
however, ten-year Federal bonds were priced
just over a4 percentage point lower than the
euro-area average (excluding Germany). Un-
like the yields on long-term Federal bonds,
interest rates on Federal securities with short-
er residual maturities again rose distinctly in
the summer months. Consequently, the bond
market yield curve has been virtually flat since
the end of July. In mid-August yields on ten-
year Federal bonds observable in the market
actually fell slightly below those on one-year
paper, whereas they had showed a yield
spread of just under % percentage point
three months earlier and almost 1'% percent-
age points at the end of 1999. In fact, ten-
year Federal bonds — owing to their bench-
mark status and associated liquidity advan-
tage — have recently tended to attract a
slightly lower interest rate than Federal bonds
with medium-term residual maturities.

However, the interest rate movement of the
most liquid Federal bonds was influenced by
special factors which render it hard to make a
reliable assessment of the general interest
rate trend in the German bond market. The
chief factor was the expectation on the part
of market participants that the government
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would significantly reduce its borrowing in
the bond market in the course of this year as
a result of the anticipated substantial add-
itional receipts from the auction of mobile
phone licences and from further privatisation
proceeds. Assuming that Federal bond issues
would thus be in relatively short supply, mar-
ket players hastened to buy long-term public-
sector bonds, in particular, thereby driving
down the yield. As yields on private-sector
debt securities did not match this downward
trend but instead rose somewhat compared
with their levels at the end of April, the inter-
est rate differential between many private-
sector debt securities and Federal bonds
widened considerably. For instance, the
spread between ten-year debt securities is-
sued by domestic banks and comparable Fed-
eral bonds increased by about 20 basis points
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between the end of April and the beginning
of June. In mid-August it amounted to about
% percentage point; this gap is almost twice
as great as the average for the nineties. As
rates for ten-year interest rate swaps largely
track the yield on bank debt securities out-
standing, the spread between swaps and
Federal bonds likewise widened distinctly dur-
ing the past few months." Besides leading to
a flatter yield curve, the widening of interest
rate differentials resulted in the fact that — for
the first time since the early nineties — the
average yield on all domestic bonds outstand-
ing was significantly higher than the yield on
ten-year Federal bonds

The emergence of a virtually flat yield curve in
the market for Federal securities coupled with
only slightly changed long-term interest rates
indicates that market participants’ inflation
expectations are very subdued, despite the
improved economic outlook for both Ger-
many and the whole euro area. This estima-
tion is borne out by direct indicators of eco-
nomic agents’ long-term inflation expect-
ations. Thus the expected inflation rate for
Germany for the average of the next ten
years, as culled from surveys (Consensus Fore-
cast) in the first half of 2000, was no more
than 1.6 %. If this measure is subtracted from
the yield on domestic debt securities out-
standing, the real capital market rate in the
ten-year maturity range in June was 3% %,
compared with just over 4 % on average dur-
ing the nineties. Therefore, the financing

1 By means of interest rate swaps the counterparties ex-
change future interest payments (fixed coupons against
floating rates linked to a money market rate). Such
swaps are mostly concluded between banks. Hence swap
rates and yields on bank debt securities are very similar.

Flat yield curve
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inflation
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Further rise in
bank interest
rates

terms for the German economy remain com-
paratively favourable in both nominal and
real terms.

Bank interest rates were raised further across
the board during the summer months. In par-
ticular, banks increased their short-term lend-
ing and deposit rates noticeably. For example,
in July banks charged more than 8'2% on
average for current account credit (from DM 1
million to less than DM 5 million) and 12 %
on average for personal credit lines, which in
both cases corresponds to an increase of
more than 50 basis points compared with
April. The terms offered for short-term time
deposits were adjusted on a comparable
scale. Thus the rates of interest paid in July
on time deposits running for one month
and three months (deposit amount from
DM 100,000 to less than DM 1 million) — just
over 32% and 3% % - were both more
than 60 basis points higher than they had
been three months earlier. By contrast, the in-
crease in long-term bank rates was more
moderate. Thus mortgage loans with interest
rates locked in for ten years cost just under
634 % on average in July, which was around
15 basis points more than in April. The inter-
est charged on long-term fixed-rate loans to
enterprises increased by roughly 4 percent-
age point. In July their effective rates aver-
aged around 7% % (credit volume of
DM 200,000 to less than DM 1 million) and
7 % (credit volume of DM 1 million to less
than DM 10 million).
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1 DM 1 million and more, but less than DM
5 million. — 2 On residential property;
effective interest rate, fixed rate over ten
years. — 3 With a mean residual maturity
of over nine to ten years. — 4 Time de-
posits with an agreed maturity of one
month (up to and including October 1996:
a maturity of between one and three
months), for amounts of DM 100,000 and
more, but less than DM 1 million.
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Share prices

Following their record high in March, equity
prices in the German share market fell by
13 % up to mid-August, as measured by the
broad CDAX share price index. At the same
time the advantage over average European
share prices which they had enjoyed during
the first few months of 2000, and which at
times had amounted to almost 10 %, was all
but wiped out. German equities nevertheless
remained approximately 5% ahead of their
end-1999 level. The stock price correction
during the past few months also caused un-
certainty on the German stock exchanges to
abate considerably. Thus the implied volatility
of German blue-chip share prices captured by
the VDAX index has fallen continuously by
more than one-third from the beginning of
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this year to below 20 %. Since the end of
May, actual price volatility has also decreased.

However, the development of the overall
market continues to mask significant differ-
ences in the price movements of individual
equity market segments. While the “growth
stocks” in the technology, media and tele-
communications (TMT) industries, following
their earlier dynamic price surge, plummeted
from spring onwards, quotations in the more
traditional sectors rose steadily. By the time
this Report went to press, high-tech stocks
had lost nearly 40 % of their market value
compared with their peak at the beginning of
March and were down by more than 5%
compared with their level at the end of last
year; by contrast, non-TMT equities rose to
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new all-time highs and in mid-August were
7 % up on end-December.?

Equities which are listed on the Neuer Markt
are mainly issued by very young and innova-
tive companies from high-tech sectors whose
profit potential is dependent on market de-
velopments which lie quite a long way in the
future. Attempts to assess the underlying
value of such shares is therefore subject to
major uncertainty; moreover, their prices gen-
erally react more strongly to new information
or even to mere market rumours. This not
only leads to a greater degree of price volatil-
ity compared with the shares of firms in es-
tablished economic sectors, it also means
that the valuation level of such growth stock
is more dependent on changes in investors’
risk propensity. For example, fears expressed
in the United States and then Germany about
the possibly insufficient solvency of some
high-tech companies triggered dramatic price
falls across the entire market segment. The
NEMAX-All-Share price index, which com-
prises all equities traded on the Neuer Markt,
was latterly more than 40 % below its peak
recorded in mid-March. Nevertheless, share
prices in that market were still 12 % above
their level at the end of 1999.

Borrowing in the securities markets

Borrowing via the issuance of domestic debt
securities increased slightly in the second
quarter. Gross sales of bonds and notes is-
sued by domestic borrowers, calculated at

2 Measured by Primark-Datastream’s market-wide sector-
al indices.

Sales of bonds



Sharp increase
in sales of bank
debt securities

market prices, totalled € 183 billion, which
was roughly the same as between January
and March 2000. However, after subtracting
the lower redemptions and taking account of
the changes in issuers’ holdings of their own
bonds, net domestic bond sales raised € 52 5
billion between April and June and thus more
than in the preceding quarter (€ 47 billion).3
By contrast, sales of foreign bonds, at € 102
billion, were considerably lower than in the
first quarter (€ 34 billion). For one thing, Ger-
man investors bought foreign debt securities
denominated in euro or one of its national
currency units only to the amount of € 14 bil-
lion (after € 292 billion in the previous quar-
ter and € 284 billion in the second quarter of
1999). Most of these issues were launched by
residents of other euro-area countries. For
another thing, residents sold debt securities
denominated in foreign currencies in the
amount of € 3" billion net between April
and June, after having bought such securities
to the value of € 4" billion in the previous
quarter.

Credit institutions were the principal benefi-
ciaries of the higher amount of resources
raised from sales of domestic debt securities.
Between April and June they sold their own
debt securities for € 45 billion net, com-
pared with € 36" billion in the first quarter.
For the first time in two quarters, longer-
dated debt securities (with maturities of more
than four years) were predominant. The bank
debt securities sold again primarily took the
form of communal bonds (Offentliche Pfand-
briefe), which once more accounted for € 19
billion. However, sales of other bank debt
securities, designed to refinance lending to
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Investment activity in the German
securities markets

€ billion
2000 1999
Jan.to |April to |April to
Item March |June June
Bonds and notes 1
Residents 75.8 27.8 51.9
Credit institutions 2 37.9 22.2 374
of which
Foreign bonds and notes 3 15.2 5.6 19.2
Non-banks 4 37.9 5.7 14.5
of which
Domestic bonds and notes 19.1 0.8 4.8
Non-residents 3 5.0 34.9 26.9
Shares
Residents - 25| - 48 11.6
Credit institutions 2 458 | -28.1| -13.7
of which
Domestic shares 430 -31.7| -16.0
Non-banks 4 -483 233 253
of which
Domestic shares -100.0| - 0.6 12.2
Non-residents 3 62.0 40.2 22.0
Investment fund certificates
Investment in specialised funds 9.5 8.5 14.3
Investment in funds open
to the general public 16.3 8.0 9.6
of which: Share-based funds 12.9 9.1 3.2

1 Since the beginning of 2000 including debt securities is-
sued by non-banks with an original maturity of up to and in-
cluding one year plus commercial paper. — 2 Book values,
statistically adjusted. — 3 Transaction values. — 4 Residual.
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the private sector, rose considerably from
€ 9 billion to € 16 billion. At € 9" billion,
the amount raised from bond sales by special-
ised credit institutions remained virtually un-
changed. The net proceeds raised by govern-
ment debt securities between April and June
was distinctly lower than in the previous
quarter (€ 8 billion) and amounted to € 3
billion. The main reason for this was the sub-
dued issuing activity of the Federal Govern-
ment (€ 3 billion), whose cash situation is ra-
ther favourable. Corporate bonds were sold
in the net amount of € 3 billion, which was
half as much again as in the first quarter.

3 As from the beginning of the year 2000, the figures dis-
cussed here also contain debt securities issued by non-
banks with an original maturity of up to and including
one year plus commercial paper.
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Price movements
and issuing activity
in the Neuer Markt
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Between April and June, domestic enterprises
placed new shares in the German equity
market to the market value of € 8 billion,
compared with € 5 billion in the preceding
quarter. Foreign enterprises accommodated
equities worth € 27" billion net in the
domestic market, as against € 54" billion in
the first quarter, which had been bloated by a
large cross-border takeover. The Neuer Markt
was again the main conduit for new issues in
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Germany, launching 39 and 41 initial public
offerings (IPOs) in the first and second quar-
ter, even though the climate for stock market
flotations deteriorated perceptibly from mid-
March in the wake of growing investor
restraint caused by the sharp drop in share
prices and greater uncertainty. More and
more enterprises that went public were un-
able to maintain their issuing price, with the
result that a number of planned IPOs were
postponed. Nevertheless, the total number of
enterprises listed on the Neuer Markt has in-
creased to 300 since the end of July. Just
under one-sixth of them are foreign firms.
The share of foreign investors, too, rose
significantly compared with last year to
around 20 %.

Investment activity in the securities
markets

Foreign investors were the principal buyers in
the bond market in the second quarter. On
balance, they bought domestic debt secur-
ities for € 35 billion, compared with € 5 billion
between January and March. They were
mainly interested in short-term bank debt
securities; they also purchased public debt
securities totalling € 12 ' billion net. Domes-
tic credit institutions increased their bond
portfolios by € 22 billion, compared with € 38
billion in the previous quarter. Whereas they
bought bank debt securities to the value of
€ 23 billion and foreign bonds totalling € 52
billion, they sold public paper in the amount
of € 6% billion. While domestic non-banks
had acquired a fairly large amount of bonded
debt in the first quarter (€ 38 billion), they

Purchases of
bonds



Purchases
of shares

Investment
fund
certificates

Ongoing
growth of
share-based
funds

reduced their investment in the bond market
considerably between April and June to just
€ 5% billion. Their interest in domestic and
foreign debt securities alike waned notice-
ably.

On balance, foreign investors were the main
purchasers of domestic shares in the second
quarter. They bought German equities to the
net value of € 40 billion, compared with € 62
billion between January and March. Domestic
non-banks increased their stock portfolios by
€ 23" billion on balance, buying exclusively
foreign shares. Credit institutions sold Ger-
man shares worth € 31 billion and pur-
chased foreign equities for € 3 billion, thus
reducing their total stock holdings by € 28 bil-
lion. However, the related shift in the owner-
ship of German shares away from domestic
banks and towards foreign investors was
mainly due to maturing forward transactions.

Sales of investment fund certificates fell be-
tween April and June, just as they had done
in the first quarter of 2000. Domestic invest-
ment funds sold certificates to the net value
of € 162 billion, compared with € 26 billion
in the first quarter. Net sales of foreign mu-
tual fund units in the period under review, at
€ 10 billion, were likewise well down on the
previous quarter (€ 17 2 billion).

Domestic specialised funds, which are open
only to institutional investors, raised new re-
sources amounting to € 8 billion between
April and June, compared with € 9 billion in
the previous quarter. At € 4 billion, almost
half of this sum accrued to share-based
funds. Domestic funds open to the general
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public sold certificates for € 8 billion net dur-
ing the period under review, after having at-
tracted significantly larger inflows of capital
in the first quarter of 2000 (€ 16" billion
net). In this segment, too, investors predom-
inantly favoured share-based funds, which re-
corded inflows of € 9 billion. This means that
in the first six months of this year retail invest-
ors invested far more in share-based funds on
balance (€ 22 billion) than they had done in
the whole of 1999 (€ 17 billion). Neither the
muted share price trend in the second quarter
nor the greater uncertainty in some market
segments have evidently dented the growing
popularity of share-based fund certificates.
Retail investors perhaps regard this type of in-
vestment vehicle as an appropriate means of
diversifying their portfolios, because they
show a clear preference, on the one hand, for
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Movement of the lending and deposits
of monetary financial institutions
(MFIs) in Germany *

€ billion
2000 1999
April to | April
Item June to June
Deposits of domestic non-MFls 1
Overnight + 0.6 + 26.2
With agreed maturities
up to 2 years + 43 - 120
over 2 years + 26| + 1.0
At agreed notice
up to 3 months - 201 + 22
over 3 months 2 + 23] - 71
Lending
Lending to domestic enterprises
and individuals
Loans + 253 + 34.2
Lending against securities -221| - 5.2
Lending to domestic public
authorities
Loans - 17| - 33
Lending against securities - 661 - 04

* As well as banks (including building and loan associ-
ations, but excluding the Bundesbank), monetary finan-
cial institutions (MFIs) here also include money market
funds; see also Table IV.1 in the Statistical Section of this
Report. — 1 Enterprises, individuals and public author-
ities. — 2 Savings deposits.
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investment funds with a European or inter-
national investment profile and, on the other
hand, for investment funds focused on “new
economy” growth stocks. Such securities are
likely to be subject to comparatively high price
volatility. In contrast to their growing appetite
for share-based funds, private investors re-
duced their involvement in bond-based funds
and money market funds by € 2 billion each on
balance during the period under review.

Deposit and lending business
of monetary financial institutions (MFls)
with domestic customers

Weak demand
for overnight
deposits

In the deposit business of German MFls, the
overnight deposits of domestic customers de-
clined considerably on balance in the second
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guarter of 2000, measured on a seasonally
adjusted basis. While these deposits had in-
creased significantly during the first four
months of this year against the background
of expectations of rising interest rates, a
change in investment behaviour occurred in
May and June. Rising short-term interest rates
pushed up the opportunity cost of liquid cash
holding, as a result of which savings were
switched from sight deposits to better remu-
nerated forms of investment.

This switch primarily benefited deposits with
an agreed maturity of up to two years, whose
attractiveness was appreciably enhanced by
the quite steep increase in interest rates on
shorter-term time deposits during the second
quarter amounting to more than 'z percent-
age point. They grew by € 4.3 billion in the
second quarter after having contracted by
€ 7.7 billion in the previous three months.
Deposits with an agreed maturity of more
than two years rose by € 2.6 billion between
April and June, thereby growing faster than
they had done in the second quarter of last
year (€ 1.0 billion). While domestic insurance
companies continued to invest in longer-term
deposits, employed and other individuals not-
ably decreased their holdings of longer-dated
fixed-term deposits.

The fall in deposits with an agreed period
of notice of three months, which has been
apparent for some time, persisted in the
second quarter. For almost a year now this
decline has affected not only traditional
savings deposits but also special savings facil-
ities attracting a higher rate of interest,
whose negative interest rate gap vis-a-vis

Marked rise
in shorter-
term time
deposits, ...

... moderate
increase in
longer-term
time deposits

Marked fall in
savings deposits
at three
months’ notice



Lower lending
to the private
sector

comparable fixed-term deposits with a ma-
turity of three months has widened notice-
ably of late. To some extent domestic house-
holds appear to have switched their short-
term savings deposits not only into fixed-term
deposits but also into deposits redeemable at
a period of notice of more than three
months; in the period under review the latter
increased substantially in seasonally adjusted
terms.

MFI lending to domestic enterprises and indi-
viduals was noticeably lower in the second
quarter than in the first. However, this was
mainly a consequence of extensive disposals
of securities by German MFls in June in con-
nection with large-scale forward transactions
concluded in March 2000 with non-residents
both inside and outside the euro area.
Altogether, German MFIs ran down their
holdings of securities issued by domestic
enterprises by € 22.1 billion between April
and June. Loans grew somewhat less rapidly
in the second quarter. They expanded at a
seasonally adjusted annual rate of 42 %, fol-
lowing 72 % in the first quarter. A slightly
stronger demand was recorded for medium
and long-term borrowing in the second quar-
ter on a seasonally adjusted basis; in particu-
lar, employees and other individuals increased
their indebtedness to German MFls. By con-
trast, short-term loans, which had increased
considerably in the preceding quarter, grew
far more slowly in the period under review.
With regard to the different categories of
borrowers, credit utilisation by enterprises
and households decreased in the second
quarter while lending to the housing sector
rose marginally. Within the enterprise sector,
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credit demand weakened especially in whole-
sale/retail trade, transport, communication
and other financial mediation services. By
contrast, it showed a surge in the manufac-
turing sector.

The level of indebtedness of German public
authorities to domestic MFIs decreased by
€ 8.4 billion in the second quarter of 2000,
compared with a decline of € 3.7 billion one
year earlier. This owed much to the govern-
ment sector’s markedly improved budgetary
situation. On balance banks' holdings of se-
curities issued by public authorities decreased
by € 6.6 billion in the second quarter, while
loans were curtailed by € 1.7 billion. In add-
ition, the government increased its deposits
with German MFls in the period under review
by the unusually substantial amount of € 5.1
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billion. For the most part this increase oc-
curred in June in the context of the issuance
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of a further tranche of shares in Deutsche
Telekom in that month.



