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Foreign trade and current account

During the second quarter of the year Ger-
man exports continued to provide a steady
stimulus to the generally muted expansionary
forces. The discernible acceleration in the
flow of orders from abroad towards the end
of 2001 and the beginning of 2002 was fol-
lowed in the second quarter of the year by a
further increase in the rate of orders received
by German exporters, resulting in a 5% rise
over the previous quarter. However, it must
not be forgotten that this sharp growth was
partly due to large-scale orders and therefore
its reliability for indicating future develop-
ments should not be overestimated. Even so,
the positive trend in the export sector appears
to have remained intact up to the time this re-
port went to press. However, it is only with
certain qualifications that this can be applied
to the more future-oriented export expect-
ations of German industry as recorded by the
Ifo institute. Although in the second quarter
of the year these expectations were generally
also much more positive than in the previous
quarter, business optimism has recently fallen
again slightly.

It seems sensible to see exporters’ more cau-
tious assessment of the situation also in con-
nection with the appreciation of the euro
against the US dollar. In doing so, however, it
is advisable to distinguish between the conse-
guent decline in price competitiveness in the
narrower sense of the term and the general,
more indirect effects arising from the lower-
than-expected global growth rate and the
general uncertainty on the financial markets
as it is these latter factors which are ultimate-
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ly behind the depreciation of the US dollar
(see page 14ff). The resultant negative im-
pact on the future growth of Germany’s ex-
port markets will certainly also have a detri-
mental effect on the sales prospects of enter-
prises operating in the export field whereas
the favourable competitive position that Ger-
man suppliers have been enjoying as a result
of the weakening dollar is only marginally af-
fected. Experience has shown that the retard-
ing effects of this on German exports take
some time to become apparent and are also
relatively limited. Experience has also shown
that the crucial factor determining Germany’s
export momentum is the rate of world eco-
nomic growth. Changes in competitiveness
dictate Germany’s share of this growth. If
long-term averages of the appropriate indica-
tors drawn up on the basis of macroeconomic

price comparisons or the relative unit labour
costs in the corporate sector are used to as-
sess price competitiveness, German export-
ers, even after the recent exchange rate
changes have been taken into account, still
have an advantage of more than 6% com-
pared with these long-term averages.

Current developments in export sales are also
consistent with the generally more cautious
assessment of the business prospects of Ger-
man enterprises operating in foreign markets.
It is true that second-quarter sales were a fur-
ther 2% up on the first quarter, but, when
compared with the rate of incoming orders,
export growth was fairly moderate. This can
certainly be explained to some extent by the
above-average length of the delivery periods
that probably have to be assumed in the light
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Export trend
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of the considerable weight of large orders.
The unusually sharp fall in exports in May,
which this year had an exceptionally large
number of Briickentage, ie extra days’ holiday
taken between a public holiday and a week-
end, was made good in June owing to the
absence of such holidays. These Briickentage
are not taken into consideration when the ex-
port figures are adjusted to take account of
seasonal and working-day variations. How-
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ever, the second-quarter results were prob-
ably also adversely affected by strikes in
major industrial sectors. Apart from these
special factors, the generally moderate export
growth is probably to be seen in connection
with the generally sluggish growth in the
world economy rather than any competitive
disadvantages which arose from the depreci-
ation of the dollar and which probably had lit-
tle effect on export deliveries in the second
quarter.

The regional breakdown of exports could nor-
mally provide certain indications of this. How-
ever, the information so far available extends
only up to the end of May 2002 and can
therefore be applied even less in connection
with recent exchange rate developments
than the complete outcome for the second
quarter could, especially as it is precisely the
May figures that are probably distorted by the
special factors already mentioned. In the
three months between March and May Ger-
man exporters were particularly successful in
achieving sales increases over the previous
period in the emerging markets of South-East
Asia (+7'2%) which have now recovered
somewhat from the global slump in the infor-
mation and communications technology sec-
tor. Exports to the OPEC countries, which
have been enjoying substantial oil revenues
over the past few years, also rose relatively
sharply (+4 %). By contrast, sales by German
exporters to industrial countries declined
slightly during the period under review. This
applies to both the United States and Japan
(-1% and -%2% respectively) as well as to

German exporters’ traditional sales areas in
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western Europe and the euro area, in particu-
lar (-2 %).

German imports increased discernibly in the
second quarter of this year despite the slug-
gish increase in domestic demand. Germany’s
imports of goods rose by 3% both in real
terms and in value compared with the previ-
ous period. Growth was concentrated on
April and June, with May showing an un-
usually sharp decline. As in the case of ex-
ports both the special working-day factors al-
ready mentioned and the intermittent strikes
probably had a substantial downward distort-
ing effect on the May figures. Even so, much
of the shortfall relating to working-day vari-
ations was evidently made good in June on
the imports side, too. The generally strong
rise in German imports in the second quarter
is probably to be seen against the back-
ground of the extraordinarily weak growth in
imports in the first quarter when the value of
Germany'’s imports of goods had fallen by just
over 3%2%. The greatest downturn at the
time had been in the imports of energy and
inputs. Enterprises evidently responded rela-
tively late to the improvement in order books,
especially in the export field, by importing
foreign inputs and also increasing stocks.

The regional breakdown of Germany's im-
ports of goods, which, as in the case of
exports, extends only to the end of May,
shows that supplier countries outside the
euro area benefited most from Germany’s
heavy demand for imports. Provided these
data can be regarded as indicative for the
whole of the second quarter at all, which is
fairly questionable given the sharp fall in May,
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Regional trend in foreign trade

March — May 2002; seasonally adjusted

Percentage
change
from
Dec 2001-
Group of countries/country € billion Feb 2002
Exports
All countries 158.8 + 0.1
of which
Euro-area countries 67.0 - 04
Other EU countries 18.7 - 21
United States 16.5 - 1.0
Japan 3.0 - 0.7
Central and east
European countries
in transition 184 - 16
OPEC countries 3.9 + 4.0
Emerging markets in
South-East Asia 6.5 + 75
Imports
All countries 128.2 + 1.1
of which
Euro-area countries 51.4 - 33
Other EU countries 12.7 + 1.8
United States 10.2 + 4.6
Japan 4.6 - 11
Central and east
European countries
in transition 18.1 + 84
OPEC countries 1.6 - 438
Emerging markets in
South-East Asia 7.0 + 49
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Major items of the balance
of payments

€bn
2001 2002
Item Q2 Qlr Q2
| Current account
1 Foreign trade 1
Exports (fob) 160.7 156.0 162.6
Imports (cif) 139.1 124.2 132.6
Balance +216| +31.8| +300
2 Services (balance) -12.2 -106| - 8.1
3 Factor income (balance) - 43 - 44| - 11
4 Current transfers (balance) - 80| -50| - 81
Balance on current account 2 - 44| +105| +11.6
Memo item
Balances, seasonally adjusted
1 Foreign trade +212| +323| +293
2 Services -118| -107 - 79
3 Factor income - 58| - 24| - 26
4 Current transfers - 89| -61| -90
Current account 2 - 66| +11.4| + 9.0
Il Balance of capital transfers 3 - 06| + 02| - 0.1
1l Balance of financial account 4 + 54| -245| -315
IV Change in the foreign reserves
at transaction values
(increase: -) 5 + 20 - 14| + 24
V Balance of unclassifiable
transactions - 241 +1521 +17.6

1 Special trade according to the official foreign trade statistics
(source: Federal Statistical Office). — 2 Includes supplementary
trade items. — 3 Including the acquisition/disposal of non-
produced non-financial assets. — 4 For details see the table
“Financial transactions” on page 47. — 5 Excluding allocation of
SDRs and changes due to value adjustments.
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it was, at all events, suppliers in central and
eastern Europe (+8'2 %) and in the emerging
markets of South-East Asia (+5 %) as well as
in the United States (+4'2 %) that recorded
the greatest increases in sales on the German
market between March and May compared
with the previous period. Imports from the
euro area, by contrast, declined appreciably
during this period (-32 %). The same applies
to imports from the OPEC countries; despite
the recent increase in oil prices, these imports
fell by almost 5 % in the period under review
compared with the previous period.

Owing to the heavy overall demand for im-
ports and the mere moderate growth in ex-
ports during the second quarter of 2002,
Germany’s trade surplus fell in seasonally ad-
justed terms by €3 billion to €29": billion.
However, the deficit on current invisible trans-
actions with non-residents remained virtually
unchanged. While the deficit on the German
services account was smaller than in the first
quarter, this was offset by larger net current
transfers to non-residents. As a result, the
German current account in the second quar-
ter of 2002 ran a (seasonally adjusted) surplus
of €9 billion compared with a surplus of
€11 billion in the first quarter.

Financial transactions

Current
account

There was a complete change in sentiment
on the international financial markets in the
second quarter of 2002: whereas economic
expectations were optimistic in the first few
months of the year, the weakness in the
share markets in connection with the corpor-

Trends in
financial
transactions
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ate balance sheet irregularities, particularly in
the United States, resulted in a veritable flight
of investors into the safety of the bond mar-
kets in the spring and early summer. Conse-
quently, the yields on public bonds again de-
clined discernibly, and there were extensive
shifts in exchange rate patterns. Both the
sombre market mood and the change in in-
vestor preferences can be seen in the inter-
national capital flows. According to the statis-
tical data already available, the euro area re-
corded substantial inflows of funds through
portfolio investment, evidently at the expense
of the United States. In Germany portfolio
transactions and direct investment also result-
ed in net capital imports between April and
June whereas (unsecuritised) credit transac-
tions led to the export of funds.

From the German point of view the reversal
in portfolio investment is particularly marked
at more than €30 billion. Between January
and March this year there had been net ex-
ports of capital amounting to €21": billion; in
the following three-month period there were
net capital imports of €9% billion. This means
that for the first time since the third quarter
of 2001, which was marked by market par-
ticipants’ general uncertainty following the
terrorist attacks in New York and Washing-
ton, non-residents’ acquisitions of securities
in Germany exceeded the portfolio invest-
ment by German residents abroad.

Between April and June non-residents invest-
ed €30 billion in German paper compared
with €13% billion in the three months earlier.
Demand was heaviest for both private and
public German bonds (€18': billion). Con-
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Financial transactions
€ bn, net capital exports: —
2001 2002
Item Q2 Qir Q2
1 Direct investment -255| +10.1 +13.3
German investment
abroad -358| - 27| - 16
Foreign investment
in Germany +104 | +128| +14.9
2 Portfolio investment +27.0| -213| + 93
German investment
abroad -49.0| -348| -21.2
Shares -144| - 73| + 04
Investment fund
certificates - 48| - 74| - 30
Bonds and notes -286| -158| -17.6
Money market paper - 1.1 - 43| - 1.0
Foreign investment
in Germany +759| +13.5| +305
Shares +71.0] + 6.0| +10.5
Investment fund
certificates - 07| + 11 - 1.0
Bonds and notes +106| +225| +18.6
Money market paper - 50| -16.1 + 2.4
3 Financial derivatives 1 + 85] + 15| + 15
4 Credit transactions - 43| -144) -553
Credit institutions -353| +13.5| -48.6
Long-term - 05| - 54, - 32
Short-term -348| +19.0| -454
Enterprises and
individuals + 85| -106| - 84
Long-term + 16 + 1.0/ - 08
Short-term + 69| -116| - 75
General government + 34] - 02| + 23
Long-term - 00| - 02| + 0.0
Short-term + 34| - 00| + 23
Bundesbank +19.1) -171| - 0.7
5 Other investment - 03| - 04, - 04
6 Balance of all
statistically recorded
capital flows + 54| -245| -315
Memo item
Change in the foreign
reserves at transaction
values (increase: -) 2 + 20! - 141 + 24

1 Securitised and non-securitised options and financial
futures contracts. — 2 Excluding allocation of SDRs and
changes due to value adjustments.
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tributory factors here were the security and
liquidity advantages which characterise Fed-
eral bonds, in particular, and also other Ger-
man debt securities with first-class ratings.
However, shifts in interest and exchange rate
patterns probably also played an important
role. For example, the interest rate disadvan-
tage of Federal bonds with ten-year matur-
ities compared with similar US Treasury paper
was transformed into an advantage during
the quarter. Furthermore, the euro gained
considerable ground internationally, especial-
ly against the US dollar, a development which
brought additional exchange rate gains to
investors who value their assets in currencies
other than the euro. This was possibly also
the main reason why non-residents were ac-
quiring German money market paper (€2':
billion) for the first time in a while. They also
purchased German shares worth €10"2 billion
although, if compared with international
competitors, the German share market sus-
tained fairly large losses between the end of
March and the end of June. Evidently, pur-
chasers saw the lower prices as another op-
portunity to enter the market.

Whereas non-residents increased their invest-
ment in Germany, German investors were
somewhat reluctant to purchase securities
abroad. Their acquisitions of such paper were
worth a total of €21 billion in the second
quarter compared with €35 billion in the pre-
vious three-month period. Most of their port-
folio investment was in euro-denominated
bonds, ie in paper that was not subject to ex-
change rate risk (€18 billion). In the case of
foreign currency bonds there was, as in the
previous quarter, a small amount of net sales
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(€% billion). The same applies to foreign
shares, which German investors likewise sold
for €2 billion. By contrast, they purchased
foreign investment certificates worth approxi-
mately €3 billion and money market paper
worth €1 billion. The choice of investment in-
struments shows that resident investors were
averse to running exchange rate and market
risks in an environment that was marked by
uncertainty and falling prices.

Capital also flowed into Germany outside the
field of portfolio investment between April
and June, namely in the form of direct invest-
ment. At €13% billion net, the inflow of
funds was actually somewhat greater than in
the first three months of 2002 (€10 billion).
Foreign enterprises, in particular, invested
more heavily in Germany, providing their
branches domiciled in the country with funds
amounting to €15 billion. The bulk of this
money was in the form of equity capital. It is
quite remarkable that the flow of inward dir-
ect investment continued to be fairly steady
in that globally the climate for cross-border
investment has cooled discernibly as a result
of cyclical and stock exchange weakness. '

had been
strengthening their presence abroad especial-

German enterprises, which

ly at the end of the 1990s, have also been

1 UNCTAD put the decline in global direct investment at
40 % for the year 2001 (UNCTAD Press Release TAD/INF/
NC27 of 5 December 2001). In the OECD countries the
downturn at 56 % in 2001 and with an estimate of be-
tween 20% and 25% in 2002 was even greater; see
A Bertrand/H Christiansen, “Sharp fall in FDI flows into
OECD countries in 2001", The Statistics Newsletter,
OECD, July 2002, p 2 and A Bertrand/H Christiansen,
“Trends and recent developments in foreign direct invest-
ment”, which will appear shortly in OECD International
Investment Perspectives, September 2002.

Direct
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Direct investment flows between January 1996 and June 2002

German direct investment abroad

Equity capital €318 billion

v

2

Reinvested earnings €20 billion

Germany

Reverse flows' €128 billion

Abroad

<

Credit from German direct investors® €155 billion
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Foreign direct investment in Germany

Equity capital €209 billion

Reinvested earnings® €19 billion

Germany

Reverse flows' €10 billion

Abroad

Credit from foreign direct investors® €165 billion
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1 Amounts borrowed by parent companies from their foreign subsidiaries; in the case of foreign direct investment
in Germany the net amounts repaid by foreign parent companies to their German subsidiaries. — 2 Including
“other assets”. — 3 Liquidation of retained profits; loss provisions.
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operating much more cautiously for some
time. Between April and June they built up
the financial position of their foreign affiliates
by no more than about €1'2 billion net.
Measured in terms of investment in some
earlier quarters, this amounted to much less
than one-tenth. In the period under review,
however, the quite buoyant acquisition of
participating interests by German enterprises
abroad (about €207 billion) was understated
in the statistically recorded total figures be-
cause at the same time subsidiaries granted
fairly substantial loans to their parent com-
panies (reverse flows), which reduced Germa-
ny's direct investment abroad overall (see the
notes on page 50).

The net capital imports arising from portfolio
investment and direct investment were

accompanied by large outflows of funds
through non-securitised credit transactions.
The transactions of non-banks accounted for
the smaller part of this. For example, enter-
prises and individuals transferred €8'% billion
net abroad. Some firms “parked” proceeds
from securities emissions temporarily with
foreign banks if these funds were not re-
quired immediately, for example, for the ac-
quisition of participating interests. A consid-
erably larger amount, €48 billion (net), was
exported through the external operations of
the credit institutions. The latter built up their
non-securitised claims on foreign partners, in
particular. The cross-border transactions of
the public authorities and the Bundesbank
which were recorded under credit transac-
tions were fairly limited during the period
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Different forms of direct investment and their relative importance for Germany

The purpose of recording direct investment is to
give a comprehensive account of the cross-
border financial relationships within a group of
companies. Direct investment therefore com-
prises not only the provision of equity capital
and the reinvested earnings but also all credit
transactions between a parent company and its
subsidiaries abroad. In other words, it includes
short-term financial loans and trade credits.
Loans are classified according to the directional
principle. That means that, for example, the
granting of a loan by a German parent company
to one of its own subsidiaries abroad is regarded
as German direct investment abroad (owing to
the close substitutional link between loans and
the provision of equity capital) while a loan re-
ceived by a German parent company from a sub-
sidiary abroad appears as a deduction (reverse
flow) from Germany'’s direct investment abroad.
Showing direct investment in this form has its
origins in the Balance of Payments Manual of
the IMF; this form of presentation was intro-
duced into Germany at the start of European
monetary union in 1999, and it has been pos-
sible to break the time series down in this form
back to 1996.

It is now clear that the individual components of
German direct investment abroad and those of
foreign direct investment in Germany have dif-
ferent respective weights and that these, if
short-term fluctuations are disregarded, are a re-
flection of economic determinants. From the be-
ginning of 1996 to the end of June 2002 German
enterprises invested €365': billion abroad; the
provision of equity capital accounted for €318":
billion (87%) of this, reinvested earnings for
€19 billion (5%) and the granting of loans and
"other assets” abroad (eg acquisition of real es-
tate) €27 billion (7%). However, loans received
by parent companies from foreign subsidiaries
and amounting to €128 billion are an important
element of the “loans” item and, as explained
above, have been offset against the total. These
partly concern proceeds which arose from secur-
ities issued on the international market by finan-
cing enterprises (operating abroad for tax rea-
sons, among others) and which were passed on
to these enterprises’ owners domiciled in Ger-
many. These reverse flows were recently so ex-
tensive, especially between April and June 2002,
the period under review, that — as indicated in
the main text — they dominated the entire credit
transactions of German direct investors.

The situation is different in the case of foreign
direct investment in Germany. It is true that, at
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€364 billion, inward investment in Germany
has been almost as extensive since 1996 as Ger-
man direct investment abroad. Even so, only
slightly more than half of these funds was in the
form of equity capital (€208'. billion) and
slightly less than half in the form of loans
(€174'% billion); at the same time, the proceeds
distributed by German direct investment enter-
prises among their owners abroad exceeded the
total amount of profits made by foreign firms in
Germany, ie there were negative reinvested
earnings (€19 billion). The reasons for the differ-
ence in the financing of German direct invest-
ment enterprises include fiscal considerations
(tax-reducing liquidation of retained profits,
possibility of deducting loan interest from earn-
ings) and the greater capital market orientation
in other economies, notably the Anglo-Saxon
ones, which has possibly made corporate acquisi-
tions easier there than in Germany. Loans re-
ceived by foreign owners from their subsidiaries
in Germany played only a minor role over the
period as a whole; recently, however, foreign
parent companies have been repaying earlier
loans from their subsidiaries domiciled in Ger-
many in somewhat larger amounts, a develop-
ment which, if taken by itself, has improved
their subsidiaries’ financial position.

Direct investment flows in detail

Net capital exports: —

January 1996 to | 2002 2002
June 2002 Q1 Q2
€bn Share ' |€bn €bn
German direct
investment abroad | -365.4| 100% | - 27| - 1.6
Equity capital -3184 87%| - 92| -205
Reinvested
earnings - 19.7 5% - -
Loans by German
direct investors 2 | — 27.3 7% | + 6.5| +18.9
of which
Reverse flows 3 | +127.9 -| + 45| +19.7
Foreign direct
investment in
Germany +3645| 100% | +12.8| +14.9
Equity capital +208.7 57% | +13.0| +10.9
Reinvested
earnings - 188 - 5%| - 09| - 09
Loans by foreign
direct investors2 | + 174.6 48% | + 07| + 48
of which
Reverse flows3 | + 9.7 -1+ 741 +128

1 Expressed as a percentage of the respective total item. —
2 Including “other assets”. — 3 Loans received by direct in-
vestors from direct investment enterprises.
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under review and almost cancelled out in net
terms.

The foreign reserves of the Bundesbank,
which are shown separately from credit trans-
actions in the balance of payments, declined
by €2 billion at transaction values between
the end of March and the end of June. When
valued at current balance sheet rates, ie val-
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ued at the respective market prices and ex-
change rates, the decline was even greater,
namely from €98 billion to €86 billion. This
is mainly a reflection of the depreciation of
the US dollar against the euro, which — in
euro terms — reduced the value of both the
foreign currency reserves and the gold hold-
ings.
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