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(Figure 2). U.S. interest rate differentials with Ger-
many have been most significant at the shorter end of
the maturity spectrum: the spread on three-month

rates stood at 250 basis points at end-May 1997.
Spreads between yen- and dollar-denominated bonds
have been particularly large: long-term spreads have
been in the range of 300–500 basis points since mid-
1995, averaging about 420 basis points in May 1997,
and short-term spreads have been in the range of
450–525 basis points, averaging about 510 basis
points in May 1997.

Large global macro hedge funds viewed the rela-
tively wide yen-dollar interest rate spread as a poten-
tially lucrative trading opportunity. They presumed
that the Bank of Japan did not want the yen to
strengthen in 1996–97 and preferred not to raise inter-
est rates in light of the continuing cyclical weakness
as well as concerns over the loan books of Japanese
banks and the banks’ relatively large exposure to in-
terest rate risk. If expectations about the yen-dollar
rate and yen interest rates proved correct, then bor-
rowing cheaply in yen, selling yen for dollars, and
lending the proceeds to the U.S. Treasury would gen-
erate a net profit equal to the sizable interest rate dif-
ferential. While Japanese banks reduced total cross-
border positions by $20 billion in 1996, they increased
lending to nonbank entities in the Cayman Islands—a
home for some major hedge funds—by almost $19
billion. On the other side of the ledger, entities in the
Cayman Islands accumulated $20 billion of U.S. long-
term bonds in 1996.2 These yen-carry trades were
even more profitable than anticipated because the yen
depreciated in 1996 and the first four months of 1997.

A second factor boosting flows into U.S. markets
was a diversification out of instruments denominated
in yen and deutsche mark, in part reflecting a precau-
tionary move to avoid risks associated with uncer-
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Table 1. Net Foreign Purchases of U.S. Bonds
(In millions of U.S. dollars)

Government Corporate
Bonds Bonds Total

1993 58,980 30,572 89,552
1994 100,481 37,992 138,473
1995 162,844 57,853 220,697
1996 293,685 77,978 371,663

Of which:
Europe 137,148 56,194 193,342

Germany 19,297 3,514 22,811
United Kingdom 76,323 43,702 120,025
Spain 18,421 462 18,883

Asia 112,597 9,806 122,403
Japan 48,985 6,099 55,084
People’s Republic of China 17,209 257 17,466
Hong Kong, China 15,281 1,737 17,018

1997:Q1 77,048 20,826 97,874

Source: U.S. Department of Treasury, Treasury Bulletin.

2These data are from the Bank for International Settlements and
the U.S. Department of Treasury, Treasury Bulletin.
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tainty about the likelihood, timing, and country com-
position of EMU3 and about the resolution of finan-
cial system problems in Japan. This revealed prefer-
ence for reducing yen and deutsche mark exposures

was also associated with the appreciation of the cur-
rencies of some of the higher-yielding EU and “dol-
lar-bloc” countries, such as the United Kingdom,
Australia, Canada, and New Zealand. A possible third
interrelated factor was that Europe and Japan were
net suppliers of international liquidity. In both loca-
tions, real money growth exceeded output growth,
and domestic demand for funds fell short of domestic
supplies.

In European currency markets, renewed optimism
about the prospects for EMU and progress in reducing
inflation and fiscal deficits led to the appreciation of
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Table 2. Net Purchases of Domestic Bonds by Nonresidents
(In billions of U.S. dollars)

Germany United_________________
United States Japan Bunds1 Other France Kingdom Canada

1993 89.55 –31.07 93.15 33.29 19.94 20.82 21.70
1994 138.47 –13.72 2.95 11.67 –36.15 1.85 10.83
1995 220.70 –8.46 35.38 25.35 2.84 5.26 21.78
1996 371.66 25.27 26.91 38.06 –31.29 15.75 13.58

Sources: BZW Securities Limited; and U.S. Department of Treasury, Treasury Bulletin.
1Bundesanleihan are German long-term federal bonds.

Table 3. United States: International Transactions

1990 1991 1992 1993 1994 1995 1996

(In billions of U.S. dollars)

Current account balance –91.9 –5.7 –56.4 –90.8 –133.5 –129.1 –148.2

Foreign assets in the United States, net 
(increase/capital inflow (+)) 141.0 109.6 168.8 279.7 297.3 451.2 547.6

Foreign official assets, net 33.9 17.4 40.5 71.8 40.4 110.7 122.4
Other foreign assets, net 107.1 92.3 128.3 207.9 256.0 340.5 425.2

Direct investment 47.9 22.0 17.9 49.0 45.7 67.5 77.0
Domestic securities –0.9 53.0 67.2 104.5 91.2 195.9 289.4
U.S. liabilities to unaffiliated foreigners 

reported by U.S. nonbanking concerns 45.1 –3.1 13.6 10.5 –7.7 34.6 31.8
U.S. liabilities reported by U.S. banks, 

not included elsewhere –3.8 4.0 16.2 25.1 104.3 30.2 9.8
U.S. currency flows 18.8 15.4 13.4 18.9 23.4 12.3 17.3

U.S. assets abroad, net (increase/capital outflow (–)) –74.0 –57.9 –68.8 –194.5 –160.5 –307.2 –352.4
U.S. official reserve assets plus government assets, net 0.1 8.7 2.2 –1.7 5.0 –10.3 6.0
U.S. private assets, net –74.2 –66.6 –71.0 –192.8 –165.5 –296.9 –358.4

Direct investment –30.0 –31.4 –42.6 –77.9 –69.3 –86.7 –87.8
Foreign securities –28.8 –45.7 –49.2 –146.3 –60.3 –100.1 –108.2
U.S. claims on unaffiliated foreigners reported 

by U.S. nonbanking concerns –27.8 11.1 –0.4 0.8 –31.7 –35.0 –64.2
U.S. claims reported by U.S. banks, 

not included elsewhere 12.4 –0.6 21.2 30.6 –4.2 –75.1 –98.2

Unrecorded outflows (statistical discrepancy) 24.9 –46.1 –43.6 5.6 –3.3 –14.9 –46.9

(In percent of GDP)
Memorandum items:
Current account balance –1.6 –0.1 –0.9 –1.4 –1.9 –1.8 –2.0
Foreign assets in the United States, net 

(increase/capital inflow (+)) 2.5 1.9 2.7 4.3 4.3 6.2 7.2
U.S. assets abroad, net (increase/capital outflow (–)) –1.3 –1.0 –1.1 –3.0 –2.3 –4.2 –4.7

Sources: International Monetary Fund, World Economic Outlook database; and U.S. Department of Commerce, Survey of Current Business.

3The diversification away from Europe and toward the dollar can
be seen as reflecting uncertainty about the initial strength or weak-
ness of the euro once EMU begins. There were also occasions when
the deutsche mark strengthened against the dollar and other Euro-
pean currencies, usually on the release of economic and financial
data or on policy developments that called into question whether
EMU would go ahead on time, in which case the deutsche mark
could be seen as a “safe haven” within Europe.



tainty about the likelihood, timing, and country com-
position of EMU3 and about the resolution of finan-
cial system problems in Japan. This revealed prefer-
ence for reducing yen and deutsche mark exposures

was also associated with the appreciation of the cur-
rencies of some of the higher-yielding EU and “dol-
lar-bloc” countries, such as the United Kingdom,
Australia, Canada, and New Zealand. A possible third
interrelated factor was that Europe and Japan were
net suppliers of international liquidity. In both loca-
tions, real money growth exceeded output growth,
and domestic demand for funds fell short of domestic
supplies.

In European currency markets, renewed optimism
about the prospects for EMU and progress in reducing
inflation and fiscal deficits led to the appreciation of

Foreign Exchange Markets: Capital Flows and the Rise of the Dollar

5

Table 2. Net Purchases of Domestic Bonds by Nonresidents
(In billions of U.S. dollars)

Germany United_________________
United States Japan Bunds1 Other France Kingdom Canada

1993 89.55 –31.07 93.15 33.29 19.94 20.82 21.70
1994 138.47 –13.72 2.95 11.67 –36.15 1.85 10.83
1995 220.70 –8.46 35.38 25.35 2.84 5.26 21.78
1996 371.66 25.27 26.91 38.06 –31.29 15.75 13.58

Sources: BZW Securities Limited; and U.S. Department of Treasury, Treasury Bulletin.
1Bundesanleihan are German long-term federal bonds.

Table 3. United States: International Transactions

1990 1991 1992 1993 1994 1995 1996

(In billions of U.S. dollars)

Current account balance –91.9 –5.7 –56.4 –90.8 –133.5 –129.1 –148.2

Foreign assets in the United States, net 
(increase/capital inflow (+)) 141.0 109.6 168.8 279.7 297.3 451.2 547.6

Foreign official assets, net 33.9 17.4 40.5 71.8 40.4 110.7 122.4
Other foreign assets, net 107.1 92.3 128.3 207.9 256.0 340.5 425.2

Direct investment 47.9 22.0 17.9 49.0 45.7 67.5 77.0
Domestic securities –0.9 53.0 67.2 104.5 91.2 195.9 289.4
U.S. liabilities to unaffiliated foreigners 

reported by U.S. nonbanking concerns 45.1 –3.1 13.6 10.5 –7.7 34.6 31.8
U.S. liabilities reported by U.S. banks, 

not included elsewhere –3.8 4.0 16.2 25.1 104.3 30.2 9.8
U.S. currency flows 18.8 15.4 13.4 18.9 23.4 12.3 17.3

U.S. assets abroad, net (increase/capital outflow (–)) –74.0 –57.9 –68.8 –194.5 –160.5 –307.2 –352.4
U.S. official reserve assets plus government assets, net 0.1 8.7 2.2 –1.7 5.0 –10.3 6.0
U.S. private assets, net –74.2 –66.6 –71.0 –192.8 –165.5 –296.9 –358.4

Direct investment –30.0 –31.4 –42.6 –77.9 –69.3 –86.7 –87.8
Foreign securities –28.8 –45.7 –49.2 –146.3 –60.3 –100.1 –108.2
U.S. claims on unaffiliated foreigners reported 

by U.S. nonbanking concerns –27.8 11.1 –0.4 0.8 –31.7 –35.0 –64.2
U.S. claims reported by U.S. banks, 

not included elsewhere 12.4 –0.6 21.2 30.6 –4.2 –75.1 –98.2

Unrecorded outflows (statistical discrepancy) 24.9 –46.1 –43.6 5.6 –3.3 –14.9 –46.9

(In percent of GDP)
Memorandum items:
Current account balance –1.6 –0.1 –0.9 –1.4 –1.9 –1.8 –2.0
Foreign assets in the United States, net 

(increase/capital inflow (+)) 2.5 1.9 2.7 4.3 4.3 6.2 7.2
U.S. assets abroad, net (increase/capital outflow (–)) –1.3 –1.0 –1.1 –3.0 –2.3 –4.2 –4.7

Sources: International Monetary Fund, World Economic Outlook database; and U.S. Department of Commerce, Survey of Current Business.

3The diversification away from Europe and toward the dollar can
be seen as reflecting uncertainty about the initial strength or weak-
ness of the euro once EMU begins. There were also occasions when
the deutsche mark strengthened against the dollar and other Euro-
pean currencies, usually on the release of economic and financial
data or on policy developments that called into question whether
EMU would go ahead on time, in which case the deutsche mark
could be seen as a “safe haven” within Europe.



domestic markets. In international markets, issuance
increased by nearly 100 percent on strong demand for
funds by U.S. corporations and by Dutch, German,
U.K., and U.S. financial institutions (Table 5). Finan-
cial institutions accounted for two-thirds of this sharp
increase, and U.S. corporations accounted for more

than half of all issuance by nonfinancial corporations.
In domestic markets, private issuance rose 10 percent,
half of which occurred in U.S. domestic markets; most
of the remaining issuance occurred in Germany, Italy,
Japan, and the United Kingdom. Public issuance de-
clined slightly.
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Table 4. One-Year Interest Differentials with Germany, February 28, 1995,
January 30, 1997, and May 31, 19971

(In basis points)

Spot January 1, 19992 January 1, 20002 January 1, 20012

February 28, 1995
France 118 29 30 25
Italy 546 424 415 385
Spain 438 435 410 378
Sweden 319 . . . . . . . . . 
United Kingdom 204 165 157 143
European currency unit (ECU) 132 91 70 56

January 30, 1997
France 15 –22 –29 –26
Italy 342 154 105 81
Spain 231 86 54 33
Sweden 111 137 131 112
United Kingdom 370 293 211 146
ECU 87 6 10 –5

May 31, 1997
France 39 –23 –28 –21
Italy 345 189 148 116
Spain 185 85 49 41
Sweden 144 173 158 130
United Kingdom 378 289 202 132
ECU 95 22 14 12

Source: Bloomberg Financial Markets L.P.
1Calculated based on the one-year forward rates embedded in the yield curve.
2Based on the data for the first available day of the year.
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Table 5. Domestic and International Debt Securities: Amounts Outstanding and Net Issues
(In billions of U.S. dollars)

Amounts Outstanding Net Issues_________________________________________ _________________________________________
1997 1996 1997_______ ________________________________ _____

1994 1995 1996 Q1 Q1 Q2 Q3 Q4 Q1

International debt securities
Total issues 2,441.2 2,802.5 3,225.9 3,240.7 113.8 141.5 108.2 176.6 137.6

Bonds 2,035.2 2,208.7 2,391.8 2,354.0 57.4 65.9 60.1 91.7 54.6
Medium-term notes 292.0 461.3 662.5 711.9 47.5 58.1 51.9 66.4 75.9
Euro-commercial paper 81.5 87.0 102.9 110.2 6.7 10.4 –1.5 1.8 9.5
Other short-term notes 32.6 45.5 68.7 64.6 2.3 7.1 –2.4 16.7 –2.4

Private sector 1,559.1 1,804.2 2,150.7 2,178.2 91.7 106.4 83.9 134.5 105.5
Of which:

United States 204.7 253.0 366.2 377.8 26.5 30.0 25.0 38.3 18.6
Japan 341.3 347.4 332.9 321.2 0.9 4.3 5.9 0.5 2.1
Germany 179.1 257.9 334.6 349.0 27.7 19.3 19.4 26.5 32.2
France 178.9 199.3 201.2 196.3 –0.3 8.5 5.2 –1.6 5.8
Italy 40.2 40.3 40.9 38.8 0.1 –0.4 –0.3 1.3 –0.1
United Kingdom 195.4 210.1 257.3 259.4 7.5 6.2 3.9 20.7 10.0
Canada 37.4 40.0 47.2 47.7 1.7 1.0 2.8 2.1 1.0

Public sector 598.7 689.3 756.0 751.8 18.6 27.3 21.4 31.4 23.7
Of which:

United States 5.0 19.8 36.4 40.2 4.8 4.8 3.2 4.1 4.1
Japan 20.0 21.8 23.8 23.4 0.7 0.3 1.0 0.9 0.3
Germany 9.4 11.2 7.7 7.4 0.2 –0.2 0.0 –2.6 0.3
France 6.6 8.1 14.7 15.3 0.7 3.7 1.1 1.8 1.3
Italy 45.0 52.5 54.9 53.4 –0.2 3.0 1.3 0.9 0.8
United Kingdom 17.1 17.1 16.9 16.1 0.0 0.0 –2.0 2.0 –0.1
Canada 128.0 137.6 135.5 135.9 –1.4 –0.3 0.5 2.0 2.7

Domestic debt securities 
Total issues1 22,823.9 24,874.3 25,829.6 . . . 624.6 422.5 393.5 440.0 . . .

Bonds 18,336.2 19,923.6 20,541.9 . . . 329.6 400.2 347.9 330.9 . . .
Medium-term notes 530.9 612.4 664.1 . . . 23.2 19.8 20.1 8.0 . . .
Commercial paper 815.9 907.2 1,031.6 . . . 12.6 62.7 18.6 43.4 . . .
Treasury bills 1,876.9 1,998.3 1,964.3 . . . 106.1 –7.6 –37.9 –23.8 . . .
Other short-term notes 1,264.0 1,432.7 1,627.7 . . . 153.1 –52.6 44.8 81.6 . . .

Private sector1 8,335.0 9,195.4 9,624.9 . . . 255.4 121.8 165.6 245.8 . . .
Of which:

United States 3,654.0 4,069.6 4,513.0 . . . 84.9 120.1 110.2 128.2 . . .
Japan 1,497.3 1,529.7 1,469.1 . . . 62.1 –40.9 15.9 79.5 . . .
Germany 863.9 1,026.6 1,024.6 . . . 38.5 13.9 18.8 9.5 . . .
France 572.7 601.9 549.5 . . . 4.3 –5.2 –2.3 –10.4 . . .
Italy 325.4 356.5 410.0 . . . 16.7 11.4 1.9 10.6 . . .
United Kingdom 170.0 186.2 258.6 . . . 18.5 2.1 7.9 23.1 . . .
Canada 47.2 53.1 65.9 . . . 0.2 4.1 0.9 7.8 . . .

Public sector1 14,488.9 15,678.9 16,204.7 . . . 369.2 300.7 227.9 194.2 . . .
Of which:

United States 6,362.3 6,708.2 7,102.0 . . . 105.8 59.3 110.4 118.2 . . .
Japan 3,252.7 3,425.9 3,299.0 . . . 128.1 103.5 10.0 37.5 . . .
Germany 805.0 882.4 853.6 . . . 4.5 14.4 10.4 11.6 . . .
France 549.4 673.6 689.8 . . . 28.3 14.7 26.1 –8.6 . . .
Italy 1,074.0 1,169.5 1,277.8 . . . 16.4 26.1 22.2 4.2 . . .
United Kingdom 354.8 412.8 467.3 . . . –6.6 17.8 6.9 –3.0 . . .
Canada 410.5 443.2 443.3 . . . 6.6 1.0 –0.6 –5.4 . . .

Memorandum items:
International debt securities

Financial institutions 835.9 1,037.5 1,344.4 . . . 78.1 78.0 72.6 113.9 89.8
Government and state agencies 603.1 689.1 755.8 . . . 18.5 27.3 21.4 31.3 23.6
Corporate issuers 718.5 766.7 806.4 . . . 13.6 28.3 11.3 20.6 15.7

Source: Bank for International Settlements.
1Organization for Economic Cooperation and Development countries plus major emerging markets.



Heightened investor concerns about the direction of
interest rates during 1996–97 led to a shift in demand
toward floating-rate and short-term paper and away
from bonds. Between end-1994 and the end of the first
quarter of 1997, issuance of medium-term notes, Euro
commercial paper, and other short-term notes grew by
118 percent whereas international bond issuance grew
by only 16 percent. The shift away from bonds is
partly attributable to the growing sophistication of
borrowers, who value the flexibility offered by note
issuance facilities.

In search of higher yields, and in an attempt to
economize on capital requirements, banks’ issuance of
asset-backed securities continued to expand briskly in
the United States and in international markets. In
1996, issuance in the U.S. market—the largest asset-
backed securities market in the world—expanded at
double-digit rates, and the amount of outstanding
asset-backed securities reached about $740 billion. In
both the U.S. and international markets, some of the
larger asset-backed securities issues included the se-
curitization of loan portfolios and of various types of
receivables from developing countries.

International Bank Loan Markets

The ample supply of funds in securities markets in
1996 intensified competition and maintained thin
margins in international loan markets. Announced syn-
dicated credits rose 68 percent in 1996, driven by refi-
nancing operations, mergers and acquisitions, com-
mercial paper and asset-backed securities backup
facilities, and project financing. Most of the increase in
borrowing was by entities located in the United States,
the United Kingdom, the offshore centers, and devel-
oping countries (Table 6). The demand for syndicated
loans by U.S. borrowers rose by $218 billion in 1996,
an increase of almost 400 percent and greater than the
increase in announced credits to all other countries.

Much of the increase in lending came from
Benelux, British, Dutch, German, Italian, and Swiss

banks, and EMU convergence plays provided a signif-
icant boost to the international lending activities of
European banks. Cross-border activity by U.S. banks
was buoyed by demand in the Eurodollar markets and
by financing associated with the surge in foreign de-
mand for U.S. bonds. Japanese banks are still the
largest international lenders, but they continued to re-
treat, especially from international interbank markets,
as their share of international lending dropped to the
13-year low of 22 percent.

Aggregate loan spreads over the London interbank
offered rate (LIBOR) remained relatively constant in
1996–97, as banks in a relatively benign economic en-
vironment sought higher margins by expanding their
lending into new geographic areas and to lesser-
known names (Table 7). As competition has led in-
vestors to ratchet down the credit spectrum, spreads
among prime and nonprime borrowers have nar-
rowed.7 These considerations once again prompted
warnings from regulators that diligence must not be
ignored in extending credits at razor-thin margins.
U.S. regulators, in particular, expressed concern also
with the lengthening of maturities and relaxation of
covenants to higher-risk borrowers.

A notable development is the growing displacement
of interbank lending by repurchase agreements
(repos). At end-1996, international repos outstanding
totaled about $1 trillion, and annual turnover is esti-
mated to have reached between $40 trillion and $50
trillion. The increased use of repos reflects the greater
emphasis on collateral in interbank funding, which is
attributable to two factors. First, heightened credit-
risk awareness, partly inspired by capital require-
ments, has encouraged the use of repos as banks have
extended their funding activities into geographically
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Table 6. Announced International Syndicated Credit Facilities by Nationality of Borrowers
(In billions of U.S. dollars)

1996 1997__________________________________ _____
1992 1993 1994 1995 1996 Q1 Q2 Q3 Q4 Q1

All countries 221.4 220.9 252.0 310.8 530.0 96.8 158.3 115.6 159.3 114.4
Industrial countries 165.2 168.3 199.4 244.1 448.1 77.0 140.3 93.5 137.1 93.7

Of which:
United States 91.3 88.1 72.1 76.3 297.9 41.8 96.1 61.4 98.6 71.7
Japan 1.5 1.5 1.3 0.7 4.1 0.4 0.3 0.0 3.4 0.6
Germany 2.1 2.9 1.4 13.0 7.3 3.9 0.8 2.1 0.4 1.4
France 5.5 6.0 6.2 12.2 16.2 0.7 12.6 1.3 1.6 0.9
Italy 5.4 2.8 3.7 15.2 5.7 1.0 1.0 1.9 1.8 1.0
United Kingdom 25.5 17.0 34.2 54.6 59.4 11.1 17.2 17.6 13.5 11.6
Canada 3.5 9.4 16.0 11.9 12.2 1.4 3.0 0.5 7.2 1.1

Source: Bank for International Settlements.

7For instance, in November 1996 a large commercial bank in the
Czech Republic obtained financing from a group of European banks
at a spread of 20 basis points over LIBOR for the first three years of
the loan, which is within a few basis points of the cost of funds for
any of the highest-rated borrowers. 
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less familiar markets and as concerns have increased
about some major banks active in the international
markets. Second, collateralization procedures and
documentation are more standardized, which has fa-
cilitated the use of repos by banks.

Risks in Foreign Exchange and 
Credit Markets

Analysis of global currency markets suggests that
the large volume of long dollar positions held by in-
vestors, speculators, and dynamic hedgers might have
increased the sensitivity of international portfolios to
downward movements in the dollar. An example of
this increased risk is the mid-May 1997 sell-off of dol-
lar assets in favor of yen assets and the sharp and un-
expected rebound of the yen (see the appendix at the
end of this chapter), which followed remarks about
overshooting by Japanese officials and raised con-
cerns that some of Japan’s dollar reserves would be
liquidated. The unwinding of yen-carry trades might
have hastened the momentum of the yen’s rebound as
investors rushed to liquidate long dollar positions to
cover their short yen positions. There are also market
risks associated with the transition to EMU. In partic-
ular, market volatility could increase as investors re-
balance their portfolios as decisions about the initial
country composition and euro conversion rates are an-
ticipated and made between now and January 1, 1999.

In credit markets, there is a risk that risk-adjusted
spreads may have fallen below what is justified by
fundamentals. Cyclical factors increasingly suggest
that monetary policy is likely soon to be tightened in
some major countries, and a key question is whether
markets have fully priced in the risks of a further tight-
ening and the associated credit risk. There appears to
be significantly less leverage in credit markets than
there was before the bond market turbulence in 1994.
At a minimum, this would suggest a smaller likeli-

hood of overshooting if and when an adjustment in
spreads occurs. In the event that growth continues to
be sluggish in Japan and Europe, a further tightening
of monetary policy in the United States could lead to
a widening of interest rate differentials and an in-
creased demand for dollar instruments.

Equity Markets

Equity prices in industrial countries have risen
strongly over the past 18 months (Figures 8–9), with
the increase in Japanese prices being somewhat less
pronounced. Markets in 10 European countries ended
1996 at all-time highs, while North American, French,
and German markets also reached record valuations in
December. In local currencies, European markets
comfortably outperformed the 20 percent advance in
U.S. equity prices in 1996. Some of the momentum in
European equity markets has been attributed to the
improved prospects for their export sectors associated
with the depreciation of most continental European
currencies against the dollar. Also favorable has been
the trend toward low interest rates, which have an im-
portant impact on the discounted value of future cor-
porate earnings.

The U.S. equity market has clearly been the star
performer in the 1990s (Figure 8). Although the rise in
U.S. markets after early 1996 has been matched or ex-
ceeded by other advanced equity markets, U.S. mar-
kets have outperformed most other advanced equity
markets since the beginning of the decade, in some
cases by a factor of two or more. Remarkably, in the
period 1992–96, the Dow Jones Industrial Average
doubled in value, while historically the index has dou-
bled every 17 years. Moreover, over the same period,
U.S. equity market capitalization increased from 72
percent of GDP to 107 percent of GDP.

An important factor that has added significant mo-
mentum to U.S. equity prices during the past few
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Table 7. Average Spreads and Maturities on Eurocredits

1991 1992 1993 1994 1995 1996

(In basis points)

Average spread1

OECD countries 80 85 78 59 43 51
Non-OECD countries 78 87 103 113 117 99

All countries 79 85 81 64 50 56

(In months)

Average maturity
OECD countries 62 56 51 61 64 64
Non-OECD countries 76 69 67 64 58 60

All countries 65 57 53 61 63 64

Source: Organization for Economic Cooperation and Development (OECD).
1Weighted average of spreads (over LIBOR) applied to Eurocredits signed during the period. Tax-sparing

loans as well as facilities classified under “other debt facilities” are excluded.
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their historical ranges. While these deviations can be
explained by the shift away from capital-intensive in-
dustries to services, the rise in the ratio of equity
prices to book value is still extraordinary. Moreover,
the average price-earnings (P/E) ratio is clearly ap-
proaching the upper end of its normal range. On the
other hand, given the favorable interest rate environ-
ment, the equity-yield gap, which measures the differ-
ence between long-term bond yields and the earnings-
price ratio (inverse of the P/E ratio), remains within
historical ranges and is still well below the levels
reached prior to the 1987 stock market crash.

In assessing the sustainability of U.S. equity prices,
a key question is whether U.S. equity valuations reflect
expectations of further increases in earnings growth
that may prove unrealistic. (This was emphasized by
Federal Reserve Board Chairman Alan Greenspan in
widely reported remarks before a meeting of the Na-
tional Association of Business Economists on March 5,
1997.) In early 1997, S&P 500 earnings were about
15 percent above a year earlier, and a majority of com-
panies’ earnings exceeded market forecasts. Earnings
growth averaged about 15 percent during the past five
years, while average five-year real earnings growth
since 1960 has been in the range of 2 percent. This sug-
gests that the balance of risks would imply lower rather
than higher earnings growth, especially because profit
margins would be unlikely to improve in an environ-
ment of near-capacity economic activity and tight
labor markets.

Despite these downside risks, U.S. equities do not
appear to be as far out of line as they were in August
1987 or when compared with the Japanese market in
1989, when bond yields were high and rising, corpo-
rate earnings were weak, and monetary policy was
stimulative. Nevertheless, equity prices are at levels
that make them vulnerable to reductions in corporate
earnings and to increases in interest rates. An addi-
tional concern is that the steady, high returns experi-

enced in recent years might have created the illusion
for small mutual fund investors that there are only lim-
ited risks associated with equity investments. It re-
mains to be seen, therefore, how small investors (and
the mutual funds they invest in) will behave in a more
volatile environment in which equity investments are
seen to be risky and to produce less-spectacular gains.8

The Japanese market has not performed as strongly
as markets in some of the other main industrial coun-
tries (Table 8).9 Japan’s Nikkei 225 index declined 2.5
percent in 1996. There is little domestic demand for
Japanese equities. Some major institutional investors
(e.g., insurance companies) have negative cash flows,
while others, such as banks, have weak balance sheets,
and both groups have been forced to sell equities.
Households also have been net sellers of domestic eq-
uities. Prior to the collapse of equity prices in 1990,
investment trusts had more than half of their assets in-
vested in Japanese equities; by the first quarter of
1997, this weighting was just over 20 percent. While
this smaller weighting can be traced to lower equity
prices, there also have been significant net redemp-
tions in recent years. Public and foreign purchases
have provided some support for Japanese equity
prices. Continuing concerns about the nonperforming
loan problem led bank stocks to underperform the
market as a whole: between January 1996 and May
1997, the TOPIX index (a capitalization-weighted
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Table 8. Major Industrial Countries: Equity Market Risk-Adjusted Returns in
Local Currency (Sharpe Ratios)1

United United 
Period States Japan Germany France Italy Kingdom Canada

1983–87 0.42 1.03 0.36 0.61 0.53 0.60 0.23
1984–88 0.38 1.17 0.33 0.56 0.61 0.42 –0.04
1985–89 0.69 1.17 0.55 0.68 0.57 0.41 0.24
1986–90 0.27 0.23 –0.21 0.07 –0.30 0.05 –0.24
1987–91 0.39 –0.19 –0.23 –0.13 –0.84 –0.02 –0.22

1988–92 0.64 –0.46 0.12 0.27 –0.47 0.12 –0.49
1989–93 0.63 –0.59 0.17 0.07 –0.28 0.36 –0.17
1990–94 0.27 –0.61 –0.26 –0.37 –0.32 –0.03 –0.33
1991–95 1.16 –0.18 0.13 0.04 –0.05 0.60 0.28
1992–96 1.21 –0.16 0.39 0.21 0.03 0.69 0.63

Source: BZW Securities Limited.
1Sharpe reward-to-volatility ratios are calculated as the equity return minus three-month Euro deposit

rates (i.e., portfolio excess return), divided by the standard deviation of equity returns, all measured over
the previous five years.

8To bolster crisis management systems, in February 1997 U.S.
and U.K. equity market regulators, exchanges, and clearinghouses
held the first cross-border stress test involving a hypothetical default
of a firm on a U.S. exchange that precipitated a corresponding de-
fault of a firm on a U.K. exchange. The test identified weaknesses
ranging from incorrect emergency phone numbers to the inability to
determine the amount of capital available to corporations with in-
terlocking affiliates.

9Sharpe reward-to-volatility ratios indicate that Japanese equities
have underperformed both equities in the other major industrial
countries and the return on riskless yen assets.



index of all companies listed on the Tokyo Stock
Exchange First Section) recorded a drop of about
10 percent, whereas the TOPIX bank index fell nearly
30 percent.

A significant rebound in Japanese equity prices
rests, therefore, on the resolution of several sources of
uncertainty about the Japanese economy and the state
of the financial system. The broader market is likely to
be held back by weakness in financial sector equities
and the weak local investor demand for equities. A
resolution of the financial system problems in Japan
would have significant benefits in terms of resolving
uncertainty about the prospects for the Japanese econ-
omy and would help in reviving investor demand.

Expanding and Maturing 
Derivative Markets

Three general tendencies have shaped the evolu-
tion of global derivative markets. The first and most

important tendency is that over-the-counter (OTC)
derivative markets are increasingly becoming the hub
of derivative trading. In 1987, the notional principal
of outstanding OTC interest rate and currency swaps
and interest rate options was 20 percent larger than
the global exchange-traded derivative market, but by
1995 it was 90 percent larger. In 1995, turnover on
the major North American, European, and Asia-
Pacific derivative exchanges actually declined while
OTC activity rose by 40 percent. A broad survey con-
ducted by the Bank for International Settlements
(BIS) estimated outstanding OTC contracts (foreign
exchange, interest rate, equity, and commodity) at
$47.5 trillion in early 1995 (after adjusting for double
counting and including estimated gaps in reporting).
The notional principal of outstanding OTC currency
and interest rate swaps and interest rate options re-
ported by the International Swaps and Derivatives
Association (ISDA) in a less comprehensive survey
was more than $24 trillion in 1996. Although the
OTC markets continued to be the major sources of

Expanding and Maturing Derivative Markets
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Table 9. Markets for Selected Derivative Financial Instruments: Notional Principal Amounts Outstanding
(In billions of U.S. dollars)

1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996

Interest rate futures 370.0 487.7 895.4 1,200.8 1,454.5 2,156.7 2,913.0 4,958.7 5,777.6 5,863.4 5,931.1
Futures on short-term instruments 274.3 338.9 721.7 1,002.6 1,271.1 1,906.3 2,663.7 4,632.8 5,422.3 5,475.3 5,532.7

Three-month Eurodollar1 229.5 307.8 588.8 671.9 662.6 1,100.5 1,389.6 2,178.7 2,468.6 2,451.7 2,141.8
Three-month Euroyen2 0.0 0.0 0.0 109.5 243.5 254.5 431.8 1,080.1 1,467.4 1,400.7 1,445.6
Three-month Euro-

deutsche mark3 0.0 0.0 0.0 14.4 47.7 110.0 229.2 421.9 425.7 654.6 526.2
Three-month PIBOR futures4 0.0 0.0 15.7 12.4 23.3 45.8 132.5 228.7 184.6 167.1 209.6

Futures on long-term instruments 95.7 148.8 173.7 198.2 183.4 250.4 249.3 325.9 355.3 388.1 398.5
U.S. Treasury bond5 23.0 26.5 39.9 33.2 23.0 29.8 31.3 32.6 36.1 39.9 45.7
Notional French government 

bond4 2.1 7.6 7.0 6.1 7.0 11.4 21.0 12.6 12.7 12.4 12.9
Ten-year Japanese government 

bond6 63.5 104.8 106.7 129.5 112.9 122.1 106.1 135.9 164.3 178.8 145.6
German government bond7 0.0 0.0 1.4 4.2 13.7 20.2 27.8 33.3 41.7 56.7 58.4

Interest rate options8 146.5 122.6 279.2 387.9 599.5 1,072.6 1,385.4 2,362.4 2,623.6 2,741.8 3,277.8
Currency futures 10.2 14.6 12.1 16.0 17.0 18.3 26.5 34.7 40.1 38.3 50.3
Currency options8 39.2 59.5 48.0 50.2 56.5 62.9 71.1 75.6 55.6 43.2 46.5
Stock market index futures 14.5 17.8 27.1 41.3 69.1 76.0 79.8 110.0 127.3 172.2 198.6
Stock market index options8 37.8 27.7 42.9 70.7 93.7 132.8 158.6 229.7 238.3 329.3 380.2

Total 618.3 729.9 1,304.8 1,766.9 2,290.4 3,519.3 4,634.4 7,771.1 8,862.5 9,188.2 9,884.6
North America 518.1 578.1 951.7 1,155.8 1,268.5 2,151.7 2,694.7 4,358.6 4,819.5 4,849.6 4,839.7
Europe 13.1 13.3 177.7 251.0 461.2 710.1 1,114.3 1,777.9 1,831.7 2,241.6 2,831.7
Asia-Pacific 87.0 138.5 175.4 360.0 560.5 657.0 823.5 1,606.0 2,171.8 1,990.1 2,154.0
Other 0.0 0.0 0.0 0.1 0.2 0.5 1.8 28.7 39.5 106.8 59.3

Source: Bank for International Settlements.
1Traded on the Chicago Mercantile Exchange-International Monetary Market (CME-IMM), Singapore International Monetary Exchange

(SIMEX), London International Financial Futures Exchange (LIFFE), Tokyo, International Financial Futures Exchange (TIFFE), and Sydney
Futures Exchange (SFE).

2Traded on the TIFFE and SIMEX.
3Traded on the Marché à Terme International de France (MATIF) and LIFFE.
4Traded on the MATIF.
5Traded on the Chicago Board of Trade (CBOT), LIFFE, Mid-America Commodity Exchange (MIDAM), New York Futures Exchange

(NYFE), and Tokyo Stock Exchange (TSE).
6Traded on the TSE, LIFFE, and CBOT.
7Traded on the LIFFE and the Deutsche Terminbörse (DTB).
8Calls plus puts.
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growth in 1996, exchange activity increased on re-
newed interest in EMU. The volume of exchange-
traded futures and options (currency, interest rate, eq-
uity) rose to 1.2 billion contracts at end-1996, and the
total notional principal outstanding approached $10
trillion (Tables 9 and 10).10

Important reasons for the OTC markets’ dominance
are the flexible, customized nature of OTC contracts
and regulatory advantages. These regulatory advan-
tages may soon be reduced in the United States. Leg-
islation pending in the U.S. Congress would amend
the Commodity Exchange Act to recognize the dis-
tinction between “professional” and “retail” market
segments, and to reduce the regulatory burden for

product innovation and reporting requirements in the
professional segment. U.S. exchanges are hailing the
legislation as contributing to a “truly more competi-
tive industry world-wide.”11 In the medium term, ex-
changes could benefit from the activity in the new ex-
changes in emerging markets and by introducing new
emerging-market products.

The second tendency in global derivatives markets
has been consolidation, in both the exchange-traded
and OTC market. In the U.S. OTC markets, the top
eight banks account for about 94 percent (almost $19
trillion at end-1996) of the total notional principal
outstanding. Consolidation in the exchange-traded
markets is exemplified by the proliferation of trading
links among exchanges. In Europe, consolidation has
also occurred via mergers and closures, reflecting the
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Table 10. Notional Principal Value of Outstanding Interest Rate and Currency Swaps
(Of the members of the International Swaps and Derivatives Association; in billions of U.S. dollars)

June 
1987 1988 1989 1990 1991 1992 1993 1994 1995 1996

Interest rate swaps

All counterparties 682.9 1,010.2 1,502.6 2,311.5 3,065.1 3,850.8 6,177.3 8,815.6 12,810.7 15,584.2

Interbank (ISDA member) 206.6 341.3 547.1 909.5 1,342.3 1,880.8 2,967.9 4,533.9 7,100.6 . . .
Other (end user and brokered) 476.2 668.9 955.5 1,402.0 1,722.8 1,970.1 3,209.4 4,281.7 5,710.1 . . .

End user 476.2 668.9 955.5 1,402.0 1,722.8 1,970.1 3,209.4 4,281.7 5,710.1 . . .
Financial institutions 300.0 421.3 579.2 817.1 985.7 1,061.1 1,715.7 2,144.4 3,435.0 . . .
Governments1 47.6 63.2 76.2 136.9 165.5 242.8 327.1 307.6 500.9 . . .
Corporations2 128.6 168.9 295.2 447.9 571.7 666.2 1,166.6 1,829.8 1,774.2 . . .
Unallocated 0 15.5 4.9 0 0 0 0 0 0 . . .

Brokered 0 0 0 0 0 0 0 0 0 . . .

Currency swaps

All counterparties 365.6 639.1 898.2 1,155.1 1,614.3 1,720.7 1,799.2 1,829.7 2,394.8 2,589.4
(Adjusted for reporting of 

both sides) (182.8) (319.6) (449.1) (577.5) (807.2) (860.4) (899.6) (914.8) (1,197.4) (1,294.7)

Interbank (ISDA member) 71.0 165.2 230.1 310.1 449.8 477.7 437.0 422.5 619.9 . . .
Other (end user and brokered) 294.6 473.9 668.1 844.9 1,164.6 1,243.1 1,362.2 1,407.2 1,774.9 . . .

End user3 147.3 237.0 334.1 422.5 582.3 621.5 681.1 703.6 887.5 . . .
Financial institutions 61.9 102.7 141.7 148.2 246.7 228.7 221.9 227.1 378.5 . . .
Governments1 33.9 54.0 65.6 83.2 96.9 110.6 135.8 122.1 190.2 . . .
Corporations2 51.6 76.5 116.5 191.1 238.7 282.2 323.4 354.4 318.7 . . .
Unallocated 0 3.8 10.3 0 0 0 0 0 0 . . .

Brokered 0 0 0 0 0 0 0 0 0 . . .

Interest rate options4 0.0 327.3 537.3 561.3 577.2 634.5 1,397.6 1,572.8 3,704.5 4,190.1

Total (interest rate and 
currency swaps for all 
counterparties plus 
interest  rate options) 865.6 1,657.1 2,489.0 3,450.3 4,449.5 5,345.7 8,474.5 11,303.2 17,712.6 21,068.9

Sources: Bank for International Settlements, International Banking and Financial Market Developments; and International Swaps and De-
rivatives Association, Inc. (ISDA).

1Including international institutions.
2Including others.
3Adjusted for double counting because each currency swap involves two currencies.
4Including caps, collars, floors, and swaptions.

10Derivative markets are large relative to the size of cash markets:
for example, outstanding debt securities in the EU, Japan, and North
America totaled $25.8 trillion in 1995, whereas the notional princi-
pal of related derivatives amounted to $44.5 trillion. 11“Mixed Reactions to U.S. Regulatory Changes” (1997).
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depth, and liquidity of the euro sovereign bond mar-
kets and by the characteristics of private markets.
Some of the pressures on the euro arising from in-
flows seeking higher returns could be offset by a rise
in issuance of euro securities as the single-currency
market evolves. Ultimately, the role of the euro in the
international monetary system will turn on the future
stability and strength of the euro vis-à-vis the dollar
and yen, and will be defined by the shares of the euro
in official and private portfolios, international finan-
cial transactions, and trade flows. For now, Asian and
U.S. investors appear to have shifted out of the
deutsche mark and into the dollar because of uncer-
tainties surrounding EMU and the euro, but there
could be a gradual rebalancing of portfolios toward
EMU as both the euro and the credibility of the ECB
become known and accepted and as euro markets ac-
quire liquidity and depth.

EMU and the Potential Benefits of 
Europe-wide Securities Markets

By removing the volatile currency risk component
of intra-EMU cross-border financing costs, the intro-
duction of the euro may eventually create the largest
single-currency financial market in the world. Viewed
as a single set of markets, the value of EU bonds, eq-
uities, and bank loans circulating in European capital
markets totaled more than $27 trillion at end-1995,
compared with $23 trillion in U.S. capital markets and
$16 trillion in Japan’s (see Table 12). The potential
benefits of establishing this kind of euro presence in
international capital markets would be considerable in
terms of market liquidity and depth, and lower fund-
ing costs for sovereign and private borrowers. Once
the euro is introduced, borrowers and lenders will
begin to seek lower costs and higher returns across na-

tional boundaries, European financial markets could
become less segmented, and there could be more uni-
formity in market practices and more transparency in
pricing. In addition, if continued efforts toward fiscal
consolidation lead to the privatization of state-owned
enterprises and of public pension, health, and other so-
cial insurance funds, the demand for, and supply of,
capital could increase substantially, and this too would
support the development of deep and liquid EMU-
wide markets.

Major structural changes are required to bring this
transformation about. The development of Europe-
wide private securities markets has thus far been im-
peded by long-standing, inhibiting regulations for issu-
ing, dealing, and trading securities, by elements of tax
systems that encourage bank financing, and by differ-
ences in market practices and in securities clearance
and settlement systems. Some progress has already
been made in Europe to harmonize the regulations for
issuing securities, the supervision of mutual invest-
ment funds and insurance companies, and the liberal-
ization of services in those financial products. How-
ever, further progress in removing impediments would
increase the pace of EMU-wide market integration.

Whether institutional arrangements and financial
policies may also affect the pace of market integration
and development is an open question. Two general
paradigms and corresponding historical examples can
be distinguished of how central bank operating proce-
dures have affected the development of private securi-
ties markets.17 In the United States, the central bank
has played an active role by intervening daily in
money and securities (repo) markets in order to
smooth fluctuations in liquidity during the day and to
provide stability to the pattern of interest rates on
overnight funds; this paradigm applies also to Aus-
tralia, Canada, the United Kingdom, and to some ex-
tent Japan. Financial institutions that operate within
the U.S. markets (including European institutions)
have come to expect this level of participation, and the
structure of financial activities and balance sheets re-
flects this mode of central bank operations. It has been
argued that this active participation has fostered the
development of one of the most efficient money and
securities markets in the world. By contrast, in Ger-
many, the central bank’s reliance on minimum reserve
requirements, reserve averaging, other restrictions on
instruments and market practices, and weekly market-
smoothing interventions has tended, until recently, to
discourage the development of a broad spectrum of
deep and liquid money markets and to foster the pre-
dominance of bank-intermediated finance.

At this point in building the institutional structure of
the ESCB, it is uncertain which paradigm will prevail
over the next few years, but any solution would need
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17See Folkerts-Landau and Garber (1992).

Table 11. Total Foreign Exchange Reserves
Minus Gold in Selected Countries and Regions
(In billions of U.S. dollars)

1995 1996

All countries 1,412.1 1,563.6

Industrial countries 725.0 789.2
Of which:

United States 74.8 64.0
Japan 183.3 216.7
European Union 376.3 402.2

Developing countries 687.1 774.4
Africa 25.4 29.3
Asia 375.2 424.5
Europe 84.2 86.9
Middle East 73.7 78.5
Western Hemisphere 128.8 155.2

Source: International Monetary Fund, International Financial
Statistics (May 1997).
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Table 12. European Union (EU), North America, and Japan: Selected Indicators of the Size of the Capital Markets, 1995
(In billions of U.S. dollars unless noted otherwise)

Bonds, Equities,
Population Total Reserves Stock Market Debt Securities1

Bank Bonds, Equities, and Bank Assets3_____________________________
(In millions) GDP Minus Gold Capitalization Public Private Total Assets2 and Bank Assets3 (In percent of GDP)

EU-154 371.8 8,427.6 376.3 3,778.5 4,809.9 3,863.5 8,673.4 14,818.0 27,269.9 323.58
EU-115 289.0 6,804.9 284.5 2,119.4 3,903.8 3,088.6 6,992.4 11,971.6 21,083.4 309.83
EU-86 182.7 5,055.4 199.2 1,693.8 2,324.2 2,613.6 4,937.8 9,456.0 16,087.6 318.23

North America 383.1 8,105.7 106.7 7,314.7 7,339.5 4,439.2 11,778.7 5,652.4 24,745.7 305.29
Canada 29.6 565.6 15.0 366.3 580.8 93.1 673.9 515.8 1,556.0 275.11
Mexico 90.5 286.3 16.8 90.7 30.7 23.5 54.2 136.6 281.5 98.32
United States 263.0 7,253.8 74.8 6,857.6 6,728.0 4,322.6 11,050.6 5,000.0 22,908.2 315.81

Japan 125.2 5,134.3 183.3 3,667.3 3,447.7 1,877.1 5,324.8 7,382.2 16,374.2 318.92

Memorandum items:
EU countries

Austria 8.5 233.2 18.7 32.5 105.9 105.7 211.6 457.7 701.9 300.97
Belgium 10.0 269.2 16.2 105.0 305.4 165.5 470.9 734.2 1,310.0 486.64
Denmark 5.2 172.7 11.0 56.2 142.1 188.6 330.7 155.5 542.4 314.07
Finland 5.1 125.0 10.0 44.1 94.6 49.5 144.1 143.5 331.8 265.46
France 58.0 1,538.8 26.9 522.1 681.7 801.2 1,482.9 2,923.0 4,927.9 320.25

Germany 81.6 2,412.5 85.0 577.4 893.6 1,284.5 2,178.1 3,752.4 6,507.8 269.76
Greece 10.5 114.3 14.8 17.1 100.1 5.8 105.9 63.9 186.8 163.41
Ireland 3.6 61.9 8.6 25.8 38.5 7.4 45.9 82.3 154.0 248.63
Italy 57.2 1,087.2 34.9 209.5 1,222.0 396.8 1,618.8 1,513.5 3,341.8 307.38
Luxembourg 0.4 19.3 0.1 30.4 1.0 15.9 16.9 555.0 602.3 3,125.08

Netherlands 15.5 395.5 33.7 356.5 203.5 183.9 387.4 808.0 1,551.9 392.39
Portugal 9.9 102.7 15.9 18.4 56.0 15.6 71.6 161.8 251.8 245.06
Spain 39.2 559.6 34.5 197.8 301.6 62.6 364.2 840.2 1,402.2 250.58
Sweden 8.8 230.6 24.1 178.0 234.0 184.2 418.2 202.8 799.0 346.49
United Kingdom 58.3 1,105.1 42.0 1,407.7 429.9 396.3 826.2 2,424.4 4,658.3 421.53

Sources: Bank for International Settlements;  Bank of England, Quarterly Bulletin (November 1995); Bank of Japan, Economic Statistics Monthly (May 1996);  Central Bank of Ireland,
Quarterly Bulletin (Winter 1995); International Finance Corporation, Emerging Stock Markets Factbook 1997; Organization for Economic Cooperation and Development, Bank Profitabil-
ity:  Financial Statements of Banks, 1985–1994; and International Monetary Fund, International Financial Statistics and World Economic Outlook databases.

1Domestic and international debt securities shown by the nationality of the issuer.
2All bank data are for 1994. Category definition comprises all banks in each country except as follows: for Canada, comprises commercial banks consolidated worldwide; for Denmark,

commercial banks and savings banks; for Greece, Luxembourg, and Mexico, commercial banks; for Japan, domestically licensed banks excluding trust accounts; for Sweden, commercial,
savings, and cooperative banks; and for the United States, commercial banks, savings banks, and savings and loan associations.

3Sum of the Stock Market Capitalization, Debt Securities, and Bank Assets columns.
4Austria, Belgium, Denmark, Finland, France, Germany, Greece, Ireland, Italy, Luxembourg, the Netherlands, Portugal, Spain, Sweden, and the United Kingdom.
5Austria, Belgium, Finland, France, Germany, Ireland, Italy, Luxembourg, the Netherlands, Portugal, and Spain.
6Austria, Belgium, Finland, France, Germany, Ireland, Luxembourg, and the Netherlands.
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In sharp contrast, in 1990–94, official flows de-
clined significantly as a source of external finance for
emerging markets, falling from 29 percent of total
flows in 1990 to 6 percent in 1994. Official flows rose
steeply during 1995 as assistance was extended to
Mexico in the aftermath of the crisis. However, for the
first time in the 1990s, total net official flows to
emerging markets in 1996 were negative. Net official
flows were negative not only to Latin America, re-
flecting the substantial repayments by Mexico of offi-
cial assistance, but also to the Middle East, Europe,

and the transition economies. Still, for Africa, official
flows have continued to be the largest source of flows,
and in 1996 accounted for over 40 percent of total
flows.

The regional distribution of private capital flows
has been closely linked to the macroeconomic perfor-
mance of countries in the various areas, reflecting an
improved ability of investors to discriminate among
countries according to the quality of policy and
economic performance. While Asia remained the
largest recipient of capital flows in 1996, Latin Amer-
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Table 13. Private Capital Flows to Emerging Markets
(In billions of U.S. dollars)

1990 1991 1992 1993 1994 1995 1996

Emerging markets
Total net private capital inflows1 45.7 139.8 133.4 161.0 147.0 192.8 235.2

Net foreign direct investment 18.8 32.1 37.9 56.9 75.5 87.3 105.9
Net portfolio investment 17.0 39.7 59.2 106.8 97.2 31.6 58.7
Net other investment 9.9 68.0 36.3 –2.7 –25.7 73.9 70.6

Net external borrowing from official creditors 18.8 22.5 13.9 24.6 9.8 39.2 –13.2
Africa

Total net private capital inflows1 2.9 5.5 5.7 4.7 12.7 13.6 9.0
Net foreign direct investment 1.4 2.4 1.9 1.2 3.4 2.3 5.1
Net portfolio investment –1.6 –1.6 –0.7 0.9 0.4 1.9 0.7
Net other investment 3.1 4.7 4.5 2.5 8.8 9.4 3.2

Net external borrowing from official creditors 4.4 5.9 8.6 6.2 5.5 4.0 6.4

Asia
Total net private capital inflows1 21.4 37.7 22.4 59.5 75.1 98.9 106.8

Net foreign direct investment 9.5 15.2 17.2 35.2 44.6 50.7 58.0
Net portfolio investment –0.9 2.8 9.6 23.8 18.5 20.1 20.1
Net other investment 12.9 19.7 –4.5 0.5 12.0 28.1 28.8

Net external borrowing from official creditors 5.6 10.7 10.2 8.2 5.9 5.0 6.7

Middle East and Europe
Total net private capital inflows1 7.0 73.3 42.8 24.1 –1.1 15.3 22.2

Net foreign direct investment 1.3 1.3 1.8 1.1 0.5 1.3 1.6
Net portfolio investment 2.0 23.2 20.5 17.4 14.7 13.8 9.3
Net other investment 3.7 48.8 20.5 5.5 –16.3 0.3 11.3

Net external borrowing from official creditors –6.2 1.1 –2.7 5.9 10.3 –1.4 –5.9

Western Hemisphere
Total net private capital inflows1 10.3 24.9 55.5 61.7 44.9 35.7 77.7

Net foreign direct investment 6.6 10.9 12.9 13.4 21.5 19.9 29.9
Net portfolio investment 17.5 14.5 30.6 61.1 60.8 –7.5 27.1
Net other investment –13.8 –0.5 12.0 –12.8 –37.5 23.3 20.7

Net external borrowing from official creditors 8.3 3.2 –2.0 1.1 –1.7 22.7 –11.7

Countries in transition
Total net private capital inflows1 4.2 –1.6 7.1 10.9 15.4 29.1 19.4

Net foreign direct investment 0.0 2.4 4.2 6.0 5.4 13.1 11.3
Net portfolio investment . . . 0.8 –0.8 3.4 2.7 3.4 1.6
Net other investment 4.1 –4.8 3.8 1.5 7.3 12.6 6.6

Net external borrowing from official creditors 6.6 1.5 0.0 3.2 –10.3 8.8 –8.8

Memorandum items:
Changes in reserve assets

Emerging markets 66.2 75.1 31.7 83.9 90.5 122.9 104.8
Africa 4.6 3.7 –2.9 1.6 4.6 1.8 8.9
Asia 47.4 46.0 7.1 43.1 77.9 47.7 61.8
Middle East and Europe –1.2 4.9 1.3 4.9 4.3 12.4 9.5
Western Hemisphere 14.7 18.0 23.0 20.2 –4.3 24.8 26.2
Countries in transition 0.7 2.6 3.3 14.2 8.1 36.2 –1.7

Sources: International Monetary Fund, International Financial Statistics and World Economic Outlook databases.
1Net foreign direct investment plus net portfolio investment plus net other investment.



spreads, with the average spread on new loans declin-
ing from 105 basis points in 1995 to 88 basis points in
1996. In addition, there was a weakening of loan
covenants, such as restrictions on the double pledging
of assets as collateral and limitations on the maximum
leveraging of capital, particularly on loans to Latin
American corporations.

Offshore derivative products in emerging market
instruments have continued to proliferate. These prod-
ucts enhance the ability of investors to manage the
risks associated with their emerging market invest-
ments and foster arbitrage between different instru-
ments. Moreover, recent experience has again illus-
trated the ability of financial markets to innovate to
manage risk exposures across markets and to circum-
vent official controls; it underscores the need for na-
tional authorities in emerging markets to understand
the limited effectiveness of many restrictions that are
being placed on financial transactions, lest institutions
engage in a variety of unobserved, let alone unregu-
lated, transactions. One new hedging product is the
over-the-counter nondeliverable forward (NDF) for-
eign exchange contract, which allows investors to
hedge foreign exchange risks on emerging market in-
struments when hedging transactions have been con-
strained by either underdeveloped local forward and
futures foreign exchange markets or capital controls.
While the price for the contract is linked to move-
ments in a particular emerging market currency, set-
tlement is made in U.S. dollars. The Asian segment of
the market is particularly active, with banks and bro-
kers in Singapore and Hong Kong, China, estimating
daily volumes of between US$500 million and
US$800 million; participants expect the market to
continue to grow rapidly (by 30–50 percent) over the
coming year. Other innovations include exchange-
traded emerging market debt derivatives, for example,

futures and options on Brady bonds; structured notes;
the development of emerging market index funds;
growth of over-the-counter swaps and options on
emerging market stocks and stock indices; and the cre-
ation of offshore exchange-traded equity derivative
products, such as the stock index futures contracts on
Mexico’s and Taiwan Province of China’s equity
indices that are traded on the Chicago Mercantile
Exchange. Since May 1995, futures exchanges in
Chicago and New York have offered a variety of
emerging market products including options on the
Mexican peso and Brazilian real futures. Several new
derivative products were also developed in emerging
markets, including the launching of future and options
contracts on the rand-dollar exchange rate on the
South African Futures Exchange.

Performance of Emerging Debt and 
Equity Markets

The continued surge of capital flows into emerging
markets during 1996 was an important contributor to
the spectacular rally in emerging debt markets (Table
14 and Figure 13).24 Spreads on new bond issues and
in secondary markets, which had been declining since
the peaks reached in the spring of 1995, continued to
decline during 1996. Sovereign yield spreads, as mea-
sured by the J.P. Morgan Emerging Market Bond
Index (EMBI), fell from 1,044 basis points at the end
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Table 14. Emerging Market Total Return Equity and Debt Indices
(In percent unless otherwise noted)

1990 1991 1992 1993 1994 1995 1996 1997:Q1

Emerging stock markets
International Finance Corporation 

Investable (IFCI) indexes
Composite1 –2.2 39.5 3.3 79.6 –12.0 –8.4 9.4 9.5

Latin America 9.1 139.3 3.5 60.8 –9.4 –16.9 17.2 15.1
Asia –19.2 12.4 18.5 97.6 –12.8 –5.5 10.5 1.2
Europe, Middle East, and Africa 13.9 –29.2 –32.7 122.4 –27.1 22.5 –2.3 19.4

Memorandum item:
S&P 500 –3.1 30.5 7.6 10.1 1.3 37.6 23.0 2.7

Emerging market debt
J.P. Morgan Emerging Market Bond 

Index (EMBI) 38.8 7.0 44.2 –18.7 27.5 34.2 1.4
(Spreads in basis points)2 1,111 631 831 396 1,039 1,044 537 507

1The IFCI Composite Index comprised 1,224 stocks in 26 emerging markets at end-1996. It is widely used as a benchmark for international
portfolio management.

2End of period.

24Traditionally, the bulk of trading activity by international in-
vestors in emerging market debt has been in instruments denomi-
nated in the major convertible currencies, which are issued and
traded in the Eurobond, Yankee, Samurai, and other offshore mar-
kets. Foreign investment in domestic local currency debt has histor-
ically been limited, though it has been growing recently.
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the most traded instrument, with transactions increas-
ing by 70 percent to $2,686 billion. Despite the sharp
increases in turnover of Brady bonds, their share in
total trading has continued to decline steadily, falling
from 61 percent in 1994 to 58 percent in 1995, and 51
percent in 1996. Similarly, the share of loans traded in
the market has continued to decline as the stock of
loans traded has fallen, and in 1996 accounted for 4
percent of activity, compared with a third of all activ-
ity in 1992. These declines have been offset by robust
increases in the trading of corporate and non-Brady
sovereign bonds, of local market instruments, and of
derivative instruments on emerging market debt. With
the rapid increase in primary issuance, turnover of
corporate and non-Brady sovereign bonds rose almost
threefold to $658.1 billion, and their market share ex-
panded from 8.5 percent in 1995 to 12 percent in
1996. Trading of local emerging market instruments
doubled during 1996 to $1,187.9 billion.13 The steady
growth of this segment of the market, which in 1996
accounted for 22 percent, is a particularly significant
development since it suggests the increasing accep-
tance of emerging market debt into the mainstream.
Reflecting the growing maturity of the secondary mar-
ket for emerging market debt, trading in options and
warrants also continued to grow rapidly, contributing
9 percent to total turnover in 1996.

Trading in Latin American instruments continued to
dominate the market, accounting for 80 percent of
total trading in 1996, while the debt of four coun-

tries—Brazil, Argentina, Mexico, and Venezuela—ac-
counted for 77 percent of all trading activity. Brazilian
instruments were the most commonly traded ($1,441
billion—27 percent), followed closely by Argentine
($1,292 billion—25 percent) and Mexican ($946 bil-
lion—18 percent) instruments. There was a significant
increase in the volume of trading in several Asian in-
struments. In particular, trading in Indonesian, Thai,
and Malaysian debt totaled $75 billion, compared
with negligible amounts in 1995. In other segments,
there was also tremendous growth in volumes of
South African instruments, which rose fourfold to
$170 billion, and in Russian instruments, which grew
by 160 percent to $380 billion.

Trading volumes surged again in the first quarter of
1997, reaching $1,620 billion, with all of the major
trends evident in 1996 continuing. As increases in
turnover have exceeded new issuance, there have been
substantial improvements in the liquidity of emerging
market debt instruments. The turnover on Brady
bonds, for example, increased from $1,580 billion in
1995 to $2,686 billion in 1996, while the outstanding
stock of Brady bonds increased only modestly over
the period, from around $148 billion to $156 billion
(these figures should be viewed as only broadly in-
dicative as there are wide disparities in turnover
across Brady bonds). This implies that, on average,
each dollar face value of Brady bonds turned over 17
times in 1996 compared with 11 times in 1993. While
such improvements in liquidity helped further stimu-
late demand for the instruments, these markets remain
small relative to the mature debt markets. The U.S.
government bond market, for example, with a mar-
ketable stock of around $3.5 trillion, is estimated to
have a daily turnover of $200 billion—more than the
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Table 15. Secondary Market Transactions in Debt Instruments 
of Emerging Markets
(In billions of U.S. dollars)

1993 1994 1995 1996 1997:Q1

Total turnover 1,978.9 2,766.2 2,738.8 5,296.9 1,620.6
By region

Africa 78.8 110.0 108.8 222.4 53.4
Asia 16.4 23.5 26.3 165.8 30.7
Eastern Europe 104.5 172.3 314.2 612.7 161.5
Middle East 2.8 2.6 5.3 21.2 6.6
Western Hemisphere 1,621.6 2,259.3 2,284.2 4,265.9 1,366.8
Unspecified 154.8 198.5 . . . 8.9 1.6

By instrument
Loans 273.6 244.4 175.1 248.6 68.9
Brady bonds 1,021.3 1,684.0 1,580.1 2,686.0 671.4
Corporate and non-Brady 

sovereign bonds 176.6 164.9 233.3 658.1 361.4
Local market instruments1 361.9 518.9 571.1 1,187.9 427.4
Options and warrants on debt 57.4 142.4 179.2 471.0 90.8
Unspecified 88.1 11.6 . . . 45.3 0.7

Source: Emerging Markets Traders Association. 
1Data for 1993 do not include trading in short-term local market instruments.

13The coverage of transactions in local instruments is limited to
external trading of local instruments, that is, purchases and sales of
local instruments arranged with counterparties outside of the juris-
diction of the issuer.



doubled, from $23.1 billion in 1995 to $47.2 billion in
1996, while its share in total issuance rose from 40
percent to 47 percent. The three largest borrowers—
Mexico, Argentina, and Brazil—raised $18 billion,
$14 billion, and $11 billion, respectively, accounting
for over 90 percent of issuance from the region. Asian
issuance rose from $25.3 billion in 1995 to $43.1 bil-
lion in 1996, while the share in total issuance re-
mained steady at 43 percent. Following the liberaliza-
tion of external borrowing restrictions, Korean entities
were the most active issuers, raising $16 billion, ac-
counting for 38 percent of issues from the region,
while Hong Kong, China, Indonesia, and Thailand
each raised about $4 billion. While issuance from the
European emerging markets rose, their share in total
issuance fell to 7 percent, as increases from Russia
and Romania were offset by declines from Hungary.
Issuance from the Middle East rose to account for

some 3 percent of the total, while that from Africa
continued to decline, accounting for 1!/2 percent.

Sovereign issuance, which had risen sharply in
1995 in the aftermath of the Mexican crisis, as private
sector issuance fell off, continued to rise, accounting
for 37 percent of issuance in 1996 and 40 percent in
the first quarter of 1997. The growth of sovereign is-
suance was driven by, as noted earlier, the restructur-
ing of previous liabilities at improved terms, the en-
trance of several new sovereign credits, and the
establishment of benchmarks for domestic corporate
bonds. In a number of headline deals, several sover-
eigns bought back or swapped existing Brady bonds
for uncollateralized Eurobonds with lower sovereign
risk spreads and relatively long maturities, and freed
up the collateral on the Brady bonds. With strong de-
mand for the new Eurobond issues, many of the place-
ments were heavily oversubscribed. In September
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Table 16. Emerging Market Bond Issues, Equity Issues, and Syndicated Loan Commitments
(In millions of U.S. dollars)

1990 1991 1992 1993 1994 1995 1996 1997:Q1

Bond issues1

Emerging markets 7,789 13,945 24,394 62,672 56,540 57,619 101,926 27,723
Africa 0 311 724 170 2,116 1,947 1,648 0
Asia 2,604 4,072 5,908 21,998 29,897 25,307 43,144 12,748
Europe 2,335 2,077 4,829 9,658 3,543 6,583 7,408 2,824
Middle East 0 400 0 2,052 2,993 710 2,570 275
Western Hemisphere 2,850 7,085 12,933 28,794 17,990 23,071 47,157 11,876

Equity issues
Emerging markets 1,166 5,574 7,247 11,915 18,038 11,193 16,414 3,203

Africa 0 143 154 215 574 542 781 0
Asia 900 952 2,914 5,156 12,130 8,864 9,789 2,873
Europe 97 81 21 186 641 570 1,289 157
Middle East 70 506 281 336 89 256 894 93
Western Hemisphere 98 3,891 3,876 6,022 4,604 962 3,661 80

Syndicated loan commitments
Emerging markets 28,377 50,669 42,488 43,015 55,156 74,933 79,737 21,367

Africa 2,127 6,426 6,214 2,327 569 6,929 2,658 932
Asia 12,541 15,613 20,069 26,130 35,502 40,402 49,488 13,638
Europe 9,139 10,257 5,753 4,484 8,361 10,511 11,457 1,473
Middle East 1,089 12,119 3,602 2,456 6,995 7,323 5,836 1,436
Western Hemisphere 3,480 6,255 6,851 7,618 3,729 9,768 10,297 3,888

Short-term commitments2

Emerging markets 4,423 5,247 8,245 11,868 14,312 21,565 30,458 7,352
Africa 83 494 96 155 449 2,237 3,701 99
Asia 3,116 2,417 3,090 5,733 8,272 14,628 20,374 5,252
Europe 775 522 336 1,177 1,245 1,198 3,136 1,611
Middle East 350 44 369 25 52 14 0 0
Western Hemisphere 100 1,770 4,355 4,778 4,295 3,487 3,248 390

Total
Emerging markets 41,755 75,435 82,374 129,470 144,046 165,310 228,535 59,645

Africa 2,210 7,374 7,188 2,867 3,708 11,655 8,788 1,031
Asia 19,161 23,054 31,981 59,017 85,801 89,201 122,795 34,511
Europe 12,346 12,937 10,939 15,505 13,790 18,862 23,290 6,065
Middle East 1,509 13,069 4,252 4,869 10,129 8,303 9,300 1,804
Western Hemisphere 6,528 19,001 28,015 47,212 30,618 37,288 64,363 16,234

Sources: Capital Data Bondware and Loanware.
1Including note issues under Euro medium-term note (EMTN) programs. 
2Commercial paper, certificates of deposit, revolving credits, and trade finance.
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1996, Mexico followed up its April exchange of Brady
bonds for $1.8 billion uncollateralized dollar-denomi-
nated 30-year global bonds, by using the proceeds of
a $1 billion issue to retire a further $1.2 billion of dis-
count bonds. In the same month, the Philippines
launched a $690 million 20-year bond in exchange for
Brady bonds. The Mexican and Philippine transac-
tions were widely viewed as forerunners for other
such exchanges and as heralding the eventual demise
of the Brady market. More recently, in June 1997,
Brazil swapped a 30-year $3 billion global bond for
$2.7 billion (face value) of Brady bonds and $750 mil-
lion of new money. Among the newly rated sovereign
credits, in November 1996, Russia placed a $1 billion
five-year issue, its first since 1917 and the largest-ever
debut issue by an emerging market sovereign.

There was a broad-based improvement in the terms
of issuance for borrowers (Figure 28 and Table 17).
Spreads declined, maturities lengthened, the propor-
tion of fixed-rate issues increased, and the proportion

of callable bonds rose. While the average spread for
unenhanced dollar issues actually increased from 218
basis points in 1995 to 244 basis points in 1996, this
reflected higher average spreads on private sector is-
sues as the spectrum of borrowing entities expanded
and maturities lengthened. For sovereign issues,
spreads declined from an average of 383 basis points
in 1995 to 307 basis points in 1996. There was an im-
pressive lengthening of yield curves as several issuers
placed 10-, 20-, 30-, and even some 100-year bonds.
During 1996 and the first quarter of 1997, some 175
issues, or almost a quarter of all issues by emerging
market entities, had maturities of 10 or more years,
while six entities issued 100-year bonds.18 The aver-
age maturity of new issues in the dollar sector rose
from 6.6 years in 1995 to 7.7 years in 1996, while sov-
ereign maturities, after having shortened to 4.5 years
in 1995, rose dramatically to 9.5 years during 1996.
The search for higher yields also appeared to shift is-
suance in favor of fixed-rate issues, as investors traded
yield for interest rate risk. The proportion of fixed-rate
issues rose from 67 percent in 1995 to 70 percent in
1996, and to 72 percent in the first quarter of 1997.
Similarly, bonds with call options, offering a pickup in
yield for the risk of the call being exercised, rose from
13 percent in 1995 to 21 percent in 1996.

The U.S. dollar has traditionally been the primary
currency in which international issues of emerging
market debt have been denominated, accounting for
some 70 percent during 1990–94 (Table 18). A re-
markable change in the last two years has been the
growing diversity of currencies of issuance. The cur-
rency sectors targeted by issuers have not always cor-
responded to the pattern of their export earnings, as is-
suers have sought to take advantage of pockets of
strong local investor—often retail—interest, some-
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Table 17. Emerging Market Bond Issues: Fixed-Rate, Floating-Rate, and Call Options1

(In percent)

1990 1991 1992 1993 1994 1995 1996 1997:Q1

Fixed-rate issues as a percentage of total issues
Number of issues 61.3 48.9 69.5 67.7 43.4 52.3 57.4 54.8
Issue amount 69.4 64.5 75.0 74.2 48.3 67.1 69.6 73.6

Floating-rate issues as a percentage of total issues 
Number of issues 13.3 13.5 10.8 10.8 29.7 32.7 27.6 31.5
Issue amount 8.9 6.9 7.9 8.2 26.5 27.0 22.5 18.0

Callable as a percentage of total issues 
Number of issues 20.0 30.8 11.2 18.5 30.4 25.1 27.8 21.0
Issue amount 11.3 18.4 8.5 15.5 25.1 12.8 21.1 13.7

Source: Capital Data Bondware.
1The combined total for fixed- and floating-rate bonds may not add to 100 percent because convertible and unclassified bonds are excluded.

18These were the People’s Republic of China, the Endesa Chile
Overseas Company, India’s Reliance Industries, the Israel Electric
Corporation, the Korean Electric Power Company, and Malaysia’s
Tenaga Nasional Berhad.
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1Unenhanced U.S. dollar-denominated bonds.



times tailoring issues to investor preferences, and sug-
gesting that primary markets for emerging market
debt remain segmented. The spate of issues in a host
of currencies has continued to raise concerns about
pricing in nontraditional sectors—that investors may
be underpricing credit risk and issuers underestimat-
ing exchange rate risk. Little information is available
on the extent to which the proceeds from emerging
market borrowing have been swapped into currencies
matching their export earnings patterns and, therefore,
on their exposure to exchange rate movements among
the major currencies.

Following the surge in yen issuance after the liber-
alization of rating requirements on the Samurai mar-
ket in 1995, the value of yen issuance (in yen) re-
mained steady in 1996, though the share in total
issuance (measured in dollars) fell from 26 percent to
14 percent. Retail investor demand in Japan remained
strong and is estimated to have accounted for about
half of the purchases. Emerging market issues also
continued to receive positive receptions in the
deutsche mark sector, and the share of deutsche mark
issuance remained steady at around 10 percent in
1996. Strong retail investor interest was evidenced by
the successful repackaging by investment banks of

outstanding Latin American Brady bonds and other
bonds into deutsche mark–denominated bonds that
were predominantly sold to German retail investors
(see Box 3). Although the proportion of “other” cur-
rencies of issuance remained unchanged, there was a
shift to new and largely untapped currency sectors as
borrowers sought new niches. The lira sector was par-
ticularly active, with an unprecedented $3.7 billion of
issuance since the beginning of 1996, with large sov-
ereign issues by Argentina and Mexico. With the de-
cline of Italian interest rates prompting a strong inter-
est in these issues, the authorities limited emerging
market issues in the sector to two a month. Moreover,
there were a number of issues in French francs, Dutch
guilders, Australian dollars, and pounds sterling.

The share of dollar issuance by all emerging market
borrowers rose from 57 percent in 1995 to 69 percent
in 1996—about its level during 1990–94. While the
share of total dollar issuance returned to its historical
level, there remained some notable shifts in currency
composition across regions. The most notable shift
has been the increase of the nondollar segment for
Latin America, where dollar issues, which had ac-
counted for almost 90 percent of issuance during
1990–94, represented only 64 percent during 1996.
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Table 18. Emerging Market International Bond Issues by Currency of
Denomination 
(In percent) 

1990 1991 1992 1993 1994 1995 1996 1997:Q1

Share in total issues by 
emerging markets 

U.S. dollar 60 68 70 74 75 57 69 68
Deutsche mark 26 12 9 7 3 10 11 16
Yen 10 13 16 13 13 26 14 8
Other 4 7 5 6 9 7 6 8

Asia
U.S. dollar 65 62 70 81 72 70 79 83
Deutsche mark 11 2 2 1 1 3 1 4
Yen 19 30 22 14 16 19 16 11
Other 5 6 6 4 11 8 4 2

Western Hemisphere
U.S. dollar 85 88 92 88 89 56 64 63
Deutsche mark 12 5 5 4 5 18 17 20
Yen 0 0 0 3 4 22 11 4
Other 3 7 3 5 4 4 8 13

Europe
U.S. dollar 24 14 22 12 31 18 44 21
Deutsche mark 60 49 21 34 12 14 29 58
Yen 11 25 52 45 44 61 25 15
Other 5 12 5 9 13 7 2 6

Share in total issues in 
global bond markets

U.S. dollar 35 31 37 39 41 40 43 43
Deutsche mark 7 7 10 11 7 14 11 9
Yen 13 13 13 12 18 18 13 8
Other 45 49 40 38 34 28 33 40

Sources: Capital Data Bondware; and IMF staff estimates.
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Table 19. Stock Market Turnover Ratio and Value of New Equity Issues in Selected Countries and Regions

1990 1991 1992 1993 1994 1995 1996

(In percent)

Annual stock market turnover ratios1

Developed markets 47.0 46.0 41.0 55.0 56.0 63.0 71.0

All emerging markets2 132.0 83.0 72.0 86.0 94.0 54.0 76.0

Africa 
South Africa . . . . . . . . . . . . 13.9 6.7 10.4

Asia 
China . . . . . . . . . 131.3 235.0 116.6 328.9
India 66.3 53.6 36.7 20.8 24.2 8.8 17.4
Indonesia 77.1 39.9 41.3 40.6 29.4 25.3 40.7
Korea 60.4 82.2 114.0 171.6 173.4 99.3 110.6
Malaysia 24.6 19.8 28.6 94.2 58.8 36.5 65.5
Philippines 13.7 18.7 26.0 24.9 29.6 25.7 36.6
Taiwan Province of China 425.4 322.5 213.4 234.0 321.8 176.6 204.1
Thailand 92.4 100.8 153.2 84.9 61.3 41.9 36.8

Europe 
Czech Republic . . . . . . . . . . . . . . . 46.7 49.9
Hungary . . . . . . 7.1 13.7 22.4 17.4 42.1
Poland . . . 13.5 87.4 135.7 180.3 72.9 85.6

Western Hemisphere 
Argentina 20.6 42.7 84.4 33.0 28.1 12.3 10.6
Brazil 20.3 37.1 51.6 55.0 67.9 46.9 61.2
Chile 6.7 9.1 7.1 7.5 9.4 15.7 12.2
Mexico 44.0 48.1 37.6 37.5 50.0 30.6 43.6
Venezuela 43.0 32.4 28.6 25.8 20.0 11.8 18.2

(In millions of U.S. dollars) 
Value of new equity issues3

Emerging markets2 19,364.1 16,712.1 16,856.2 35,377.9 52,903.5 53,077.8 41,631.1

Africa . . . . . . . . . . . . 851.7 1,903.3 2,178.4
South Africa . . . . . . . . . . . . 851.7 1,903.3 2,178.4

Asia 18,856.8 13,177.8 12,977.7 21,283.8 41,209.1 41,040.5 23,722.6
China . . . . . . 0.0 0.0 0.0 804.5 550.6
India 1,796.5 2,849.8 4,267.8 7,421.4 12,242.3 10,516.3 3,691.5
Indonesia 0.0 178.2 734.8 3,509.8 11,255.5 9,284.8 1,584.7
Korea 4,039.5 3,648.3 2,269.5 3,512.3 6,805.7 7,323.3 4,285.4
Malaysia 3,488.5 1,896.2 2,378.8 2,738.9 2,684.0 4,572.7 4,824.8
Philippines 339.4 381.1 124.5 413.7 1,387.7 1,493.3 1,198.0
Taiwan Province of China 7,444.6 1,688.0 1,044.6 2,526.9 3,676.9 3,878.0 3,983.1
Thailand 1,748.2 2,536.3 2,157.7 1,160.8 3,157.0 3,167.0 3,604.6

Europe . . . 0.0 399.0 117.6 1,175.6 5,538.2 2,373.3
Czech Republic . . . . . . . . . . . . . . . 4,453.8 2,327.2
Hungary . . . 0.0 274.1 93.8 387.9 959.0 29.2
Poland . . . 0.0 125.0 23.9 787.7 125.4 17.0

Middle East . . . . . . . . . . . . . . . . . . 723.0
Egypt . . . . . . . . . . . . . . . . . . 723.0

Western Hemisphere 507.3 3,534.3 3,479.5 13,976.5 9,667.0 4,595.7 12,633.7
Argentina 4.8 182.5 107.5 9,439.7 2,058.7 236.3 0.0
Brazil . . . 0.0 977.4 884.6 2,590.9 1,820.0 8,971.5
Chile 208.8 242.7 511.7 944.4 917.2 625.0 1,629.9
Mexico 293.7 3,091.9 1,812.2 2,698.8 4,011.9 1,899.1 2,009.5
Venezuela 0.0 17.2 70.6 9.0 88.3 15.3 22.8

Source: International Finance Corporation (IFC), Emerging Markets Data Base. 
1Ratios for each market are calculated in dollar terms by dividing total value traded by average market capitalization. 
2All emerging markets rather than the 30 countries for which the IFC compiles indices. 
3Regional totals do not reflect individual countries shown. 
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markets also rose strongly, increasing by 9.0 percent,
while the volume of loans extended to Latin America
grew more modestly, by 5.4 percent, and declined to
Africa and the Middle East. In the first quarter of
1997, the total volume of syndicated lending to the
emerging markets dropped off by 2.4 percent relative
to the average quarterly pace during 1996. Lending to
the European emerging markets fell sharply, to half its
pace during 1996, while lending to Asia (–2.4 percent)
and the Middle East (–1.6 percent) declined moder-
ately. By contrast, loan volumes to Latin America
picked up, growing by a strong 38 percent, and lend-
ing to Africa recovered. The proportion of refinanc-
ings in new syndications for emerging market entities
grew from the unusually high level of 17 percent in
1995 to 19 percent in 1996 (Table 20), with particu-
larly strong increases to Latin America, Europe, and
the Middle East. Average interest margins on new
loans to the emerging markets as a whole, after having
risen modestly in 1995, declined from 105 basis points
to 88 basis points in 1996 (Table 20). The rise in
spreads during 1995 had been localized to loans to
Latin American entities, while average spreads on
loans to the other emerging market regions had nar-
rowed. The compression of spreads during 1996 was
most evident in the Latin American and European
emerging markets, where margins sometimes fell to
levels close to those of the most highly rated interna-
tional borrowers, again raising concerns as to whether
risks were being mispriced.

During 1996, refinancings accounted for around 36
percent of new medium- and long-term syndications
to Latin America, while average margins on loans
declined steeply, from 181 basis points in 1995 to
109 basis points. An example of the levels to which
competition pushed spreads was provided in Septem-

ber by the five-year $500 million refinancing loan
by Codelco, a Chilean copper conglomerate, which
priced at LIBOR plus 22.5 basis points. The propor-
tion of refinancings in new syndications to Latin
America moderated in the first quarter of 1997 to 27
percent, margins appeared to bottom out, and average
margins remained unchanged. The deterioration in
loan covenants, such as restrictions on the gearing
ratio of the borrower and the double pledging of assets
as collateral, was most evident in mid-1996 when
three unsecured loans by Argentine companies were
put up for syndication without financial covenants. In
another unprecedented deal, in December 1996 the
Central Bank of Argentina arranged a collateralized
$6.1 billion contingent repo facility with international
private sector banks to provide liquidity to the domes-
tic banking system.31

Average margins on loans to the European emerg-
ing markets fell from 131 basis points in 1995 to
88 basis points in 1996, and further to 73 basis points
in the first quarter of 1997. The National Bank of
Hungary pushed pricing to an all-time low for the
region by refinancing a $350 million loan, priced at
LIBOR plus 50 basis points signed in August 1996,
at LIBOR plus 20 basis points in December. This
rapid decline, also enjoyed by other Hungarian bor-
rowers, coincided with the country’s membership in
the OECD, which reduced capital requirements for
lenders against loans to various Hungarian entities.
The keen competition among banks for high-yielding
loans was evidenced in April 1997 by the $2.5 billion
syndication for Gazprom, the Russian gas and oil
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Table 20. Emerging Market Medium- and Long-Term Syndicated Loan Commitments: Interest Margins
and Refinancings

1990 1991 1992 1993 1994 1995 1996 1997:Q1

(In basis points)
Interest margins1

Emerging markets 56 80 103 90 100 105 88 92
Africa 84 119 106 53 126 91 46 37
Asia 56 88 99 84 94 85 85 104
Europe 47 106 112 105 162 131 88 73
Middle East 98 51 86 109 91 60 83 72
Western Hemisphere 74 88 113 127 58 181 109 98

(In percent)
Refinancings

Emerging markets 3.1 10.5 4.1 4.9 7.5 16.6 18.5 18.4
Africa — 37.3 — — 5.6 48.5 19.8 51.9
Asia 2.3 4.3 6.6 5.6 7.7 16.0 16.5 17.4
Europe 4.4 3.6 3.4 2.2 2.4 3.7 13.0 3.9
Middle East — 0.8 — 13.4 4.3 0.9 14.7 —
Western Hemisphere 5.8 28.4 2.9 2.7 24.0 22.5 36.3 26.5

Source: Capital Data Loanware.
1On unenhanced loans.

31The convertibility plan limits the extent to which the central
bank can provide liquidity to the domestic banking system.



company, which priced at LIBOR plus 200 basis
points and was three times oversubscribed.

The robust growth of syndicated lending to the
Asian emerging markets was underpinned by the con-
tinued expansion of lending to the financial and prop-
erty sectors and for infrastructure financing. Infra-
structure financing increasingly took the form of
project finance which, by allowing for a separation of
risks specific to the project from the overall balance
sheet of the parent company, can provide higher
yields. Project finance accounted for 32 percent of
medium- and long-term syndications to the region
during 1996. In terms of the number of project financ-
ing arrangements worldwide, the emerging markets of
Indonesia, Thailand, China, India, and Hong Kong,
China, have been among the top 10 most active coun-
tries in the world. These have included projects in
power, telecommunications, water, and transport. Pro-
ject financing has been particularly popular in Hong

Kong, China, with the largest number of deals outside
the United States, driven by the surge in building
ahead of the territory’s handover to China this year.
Compared with the sharp pickups in the share of refi-
nancings in total syndications to Latin America and
the European emerging markets during 1996, the
share in Asia remained steady at around 16 percent
and was essentially unchanged in the first quarter of
1997. Average interest margins on syndicated lending
to Asia remained unchanged in 1996 at 85 basis
points, then rose to 103 basis points in the first quar-
ter of 1997.

Interbank Market

In addition to syndicated lending, interbank loans
account for an important share of bank lending to
emerging markets. Table 21 documents the recent
evolution of interbank credit from BIS-reporting
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Table 21. Changes in Net Assets of BIS-Reporting Banks vis-à-vis Banks in Selected Countries and Regions1

(In millions of U.S. dollars)

Net
Outstanding

1996 Credit at______________________________________
1993 1994 1995 1996 Q1 Q2 Q3 Q4 End-1996

Africa
South Africa –323 842 267 1,104 –195 471 –63 891 6,706

Asia
China 5,146 –4,990 12,120 1,874 3,989 2,082 986 –5,183 –1,888
Hong Kong 15,629 10,846 40,246 26,049 6,507 10,267 2,083 7,192 216,866
India –2,524 –292 –1,433 –4,002 –1,793 –455 –628 –1,126 –4,947
Indonesia 5,252 3,443 2,920 –1,254 330 –682 91 –993 11,105
Korea 2,634 8,287 14,899 14,442 898 3,700 4,902 4,942 58,190
Malaysia –2,680 8,363 208 935 –2,274 1,495 3,141 –1,427 4,208
Singapore 10,406 8,136 18,021 7,713 –4,890 5,296 3,321 3,986 116,290
Thailand 8,816 17,188 31,705 9,632 2,544 3,073 3,019 996 77,439

Europe
Czech Republic –770 497 818 –395 –366 –1,633 1,674 –70 472
Hungary –767 227 –795 –323 –402 –399 157 321 3,357
Poland –55 –8,022 –3,541 1,997 –1,857 1,808 959 1,087 –7,963
Russia 2,222 –3,286 –1,461 1,150 2,472 228 –1,832 282 33,272
Turkey 3,282 –8,230 –750 4,296 –830 –972 3,822 2,276 –3,868

Middle East
Algeria 266 –1,090 –1,096 –2,994 –575 –425 –1,170 –824 3,438
Egypt –3,333 –2,246 1,390 2,741 2,401 191 –111 260 –17,252
Iran –81 1,004 –1,108 –3,152 –894 –284 –1,204 –770 1,496
Kuwait 822 870 –441 –371 –464 –58 790 –639 –4,670
Saudi Arabia 1,910 3,256 –3,520 –1,053 –6,258 3,541 7,036 –5,372 –27,415
United Arab Emirates 6,338 1,430 –4,479 –5,149 –3,086 492 –1,340 –1,215 –16,937

Western Hemisphere
Argentina –4,895 2,859 –2,244 2,857 –658 –2,130 3,677 1,968 4,154
Brazil 2,681 –20,826 –15,104 –435 2,145 –9,083 1,592 4,911 –10,043
Chile –2,404 –2,144 –181 –744 –535 –658 –136 585 –3,789
Colombia 768 –21 922 307 94 –54 499 –232 –995
Mexico –2,854 9,404 –11,297 –3,481 –233 –2,001 –1,880 633 1,676

Source: Bank for International Settlements (BIS).
1BIS-reporting banks comprise banks in the Group of Ten countries (Belgium, Canada, France, Germany, Italy, Japan, the Netherlands, Swe-

den, the United Kingdom, and the United States) plus Austria, Denmark, Finland, Ireland, Luxembourg, Norway, and Spain, and foreign af-
filiates of these banks.



deficit was #/4 of a percent of GDP, but residents ac-
cumulated U.S. government and corporate bonds
equivalent to 1 percent of GDP. And in France, pur-
chases of U.S. government and corporate bonds were
almost 3 percent of GDP, or more than double the
current account surplus. Finally, although the U.K.
current account was roughly in balance, net pur-
chases of U.S. government and corporate bonds
booked in the United Kingdom were equal to more
than 10 percent of GDP.
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Table 22. United States: Selected External Account Variables

U.S. Assets Foreign Assets in Current U.S. Assets Foreign Assets in Current 
Abroad, Net1 the United States2

Account Abroad, Net1 the United States2
Account_________________ ________________ ________________ _______________

Total Private Total Private Balance Total Private Total Private Balance

‹––––––––––– (In billions of U.S. dollars) –––––––––––› ‹––––––––––––– (In percent of GDP) –––––––––––––›

1963 –7.27 5.99 3.22 1.23 4.41 –1.18 0.97 0.52 0.20 0.71
1964 –9.56 –8.05 3.64 1.98 6.82 –1.44 –1.21 0.55 0.30 1.03
1965 –5.72 –5.34 0.74 0.61 5.43 –0.79 –0.74 0.10 0.08 0.76
1966 –7.32 –6.35 3.66 4.33 3.03 –0.93 –0.81 0.46 0.55 0.38
1967 –9.76 –7.39 7.38 3.93 2.58 –1.17 –0.89 0.89 0.47 0.31

1968 –10.98 –7.83 9.93 10.70 0.61 –1.21 –0.86 1.09 1.18 0.07
1969 –11.59 –8.21 12.70 14.00 0.40 –1.18 –0.84 1.29 1.43 0.04
1970 –9.34 –10.23 6.36 –0.55 2.33 –0.90 –0.99 0.61 –0.05 0.23
1971 –12.48 –12.94 22.97 –3.91 –1.43 –1.11 –1.15 2.04 –0.35 –0.13
1972 –14.50 –12.93 21.46 10.99 –5.80 –1.17 –1.04 1.73 0.89 –0.47

1973 –22.87 –20.39 18.39 12.36 7.14 –1.65 –1.47 1.33 0.89 0.52
1974 –34.75 –33.64 35.34 24.80 1.96 –2.32 –2.25 2.36 1.66 0.13
1975 –39.70 –35.38 17.17 10.14 18.12 –2.43 –2.17 1.05 0.62 1.11
1976 –51.27 –44.50 38.02 20.33 4.30 –2.82 –2.45 2.09 1.12 0.24
1977 –34.79 –30.72 53.22 16.40 –14.34 –1.72 –1.52 2.63 0.81 –0.71

1978 –61.13 –57.20 67.04 33.36 –15.14 –2.67 –2.50 2.93 1.46 –0.66
1979 –66.05 –61.18 40.85 54.52 –0.29 –2.58 –2.39 1.60 2.13 –0.01
1980 –86.97 –73.65 62.61 47.12 2.32 –3.12 –2.65 2.25 1.69 0.08
1981 –114.15 –103.88 86.23 81.27 5.03 –3.66 –3.33 2.77 2.61 0.16
1982 –122.34 –111.24 96.42 92.83 –11.44 –3.77 –3.43 2.97 2.86 –0.35

1983 –61.57 –55.37 88.78 82.93 –43.99 –1.75 –1.58 2.53 2.36 –1.25
1984 –36.31 –27.69 118.03 114.89 –98.95 –0.93 –0.71 3.02 2.94 –2.54
1985 –39.89 –33.21 146.38 147.50 –123.99 –0.95 –0.79 3.50 3.53 –2.97
1986 –106.75 –105.04 230.21 194.56 –153.19 –2.41 –2.38 5.21 4.40 –3.46
1987 –72.62 –82.77 248.38 203.00 –168.05 –1.55 –1.76 5.29 4.33 –3.58

1988 –100.02 –99.28 246.07 206.31 –128.25 –1.98 –1.97 4.87 4.09 –2.54
1989 –168.74 –144.71 224.39 215.89 –104.23 –3.10 –2.66 4.13 3.97 –1.92
1990 –74.01 –74.16 140.99 107.08 –91.89 –1.29 –1.29 2.45 1.86 –1.60
1991 –57.88 –66.56 109.64 92.25 –5.66 –0.98 –1.12 1.85 1.56 –0.10
1992 –68.77 –71.02 168.78 128.30 –56.38 –1.10 –1.14 2.70 2.05 –0.90

1993 –194.54 –192.82 279.67 207.92 –90.77 –2.97 –2.94 4.27 3.17 –1.39
1994 –160.52 –165.51 297.34 256.95 –133.54 –2.31 –2.39 4.29 3.70 –1.93
1995 –307.21 –296.92 451.23 340.51 –129.10 –4.24 –4.09 6.22 4.69 –1.78
1996 –352.44 –358.42 547.56 425.20 –148.18 –4.65 –4.73 7.23 5.61 –1.96

Period averages
1963–69 –8.88 –5.31 5.90 5.26 3.33 –1.13 –0.67 0.75 0.67 0.42
1970–74 –18.79 –18.03 20.90 8.74 0.84 –1.50 –1.44 1.66 0.70 0.07
1975–79 –50.59 –45.79 43.26 26.95 –1.47 –2.45 –2.22 2.09 1.31 –0.07
1980–84 –84.27 –74.37 90.41 83.81 –29.41 –2.54 –2.25 2.73 2.53 –0.89
1985–89 –97.60 –93.00 219.09 193.45 –135.54 –2.05 –1.96 4.61 4.07 –2.85
1990–96 –173.62 –175.06 285.03 222.60 –93.65 –2.63 –2.65 4.32 3.37 –1.42

Sources: International Monetary Fund, World Economic Outlook database; and U.S. Department of Commerce, Survey of Current Business.
1A negative value represents an increase in U.S. assets abroad, a capital outflow.
2A positive value indicates an increase in foreign assets in the United States, a capital inflow.

In summary, there have been large inflows into dol-
lar markets during the past two years, and these capi-
tal flows have been attributed to three factors: liquid-
ity spilling over into international capital markets
associated with a loosening of monetary policy in Eu-
rope and Japan, which has been facilitated by the
weak demand for funds by firms in several European
countries and in Japan; wide interest differentials
among the three largest economies, which have fa-
vored dollar assets; and uncertainties associated with



the long position fell in relation to German Bunds, then
the capital gains on the position represented the excess
return to the convergence position.

By contrast, in the recent episode, convergence
plays were more sophisticated in that the capital cost
associated with establishing positions in cash markets
was circumvented to a large extent by taking spread
positions in the interbank swaps market. This was re-
flected in the sharp expansion in swap market activity
in 1996: according to the International Swaps and De-
rivatives Association (ISDA), swaps activity denomi-
nated in deutsche mark—the “pay side” associated
with convergence positions in the swaps market—
soared by 44 percent in the first half of 1996.

To illustrate how convergence plays are executed in
swap markets, consider the following simple example.
Suppose an investor believes that the spread between
five-year lira and deutsche mark rates will narrow
from its “current” level of, say, 300 basis points. The
investor enters into a swap contract in which he or she
agrees to pay a stream of deutsche mark fixed interest
payments (calculated based on a given underlying no-
tional sum) in exchange for a stream of lira fixed in-
terest payments. One year later, suppose the spread on
four-year lira and deutsche mark rates is 100 basis
points, and to simplify things also assume that the lira-
DM exchange rate has not changed—alternatively, the
investor could have swapped out the currency risk of
the original position. The investor could then unwind
his position by entering into an offsetting swap in
which he or she pays fixed lira rates for four years and
receives fixed deutsche mark rates. In sum, the swap
portfolio has no open currency position. However, the
investor is receiving net lira income of 200 basis
points guaranteed for the next four years.

With substantial convergence in interest rates hav-
ing occurred by late 1996, there was a measure of con-
sensus in financial markets that, based on current fun-
damentals (including the available information on
which countries would participate in EMU in 1999),
the convergence process had largely run its course.
Convergence positions were, therefore, largely un-
wound by late 1996. This does not imply that it was
unlikely that there would be further narrowing of
some spreads in the run-up to EMU, but rather that
any further narrowing of spreads would hinge on new
information about entry into EMU or further improve-
ments in fundamentals.

The most widely watched indicator of the “matu-
rity” of the convergence process is the difference
between current yield spreads and forward yield
spreads after 1998 (as implied by current deposit and
swap rate curves). For core EMU countries, spreads
(over deutsche mark) on seven-year swaps at end-May
1997 were within 20 basis points of implied forward
spreads in early 1999, and the levels of these spreads
were small (Table 24). In other words, there is little
room for further convergence in core Europe in the
run-up to the introduction of the single currency in
1999, as the markets have effectively priced in partici-
pation in EMU by all core European countries in 1999.

In Italy and Spain, spreads on seven-year swaps at
end-May 1997 were about 40–50 basis points above
spreads on implied forward swaps in early 1999. As
current long-term interest rates are a function of short-
term rates in the run-up to EMU and beyond, one can
interpret the difference between current and implied
forward long-term interest rate spreads as a gauge of
the maturity of convergence only by first separating out
the (possibly large) component of these spreads that is
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Table 23. Major Industrial Countries: Bond and Equity Index Returns 
(In percent)

1995 1996 January–May 1997_________________ _________________ _________________
Local U.S. Local U.S. Local U.S.

currency dollars currency dollars currency dollars

Bond indices1

United States 23.73 23.73 1.51 1.51 1.05 1.05
Japan 15.47 11.08 7.30 –4.42 1.10 1.01
Germany 18.91 28.15 8.45 0.25 2.23 –6.83
France 19.21 29.60 13.89 7.73 2.06 –8.24
Italy 19.83 22.40 30.46 35.58 2.84 –7.48
United Kingdom 18.69 17.53 7.55 18.96 4.80 0.20
Canada 22.73 26.10 13.10 12.61 2.07 1.59

Equity indices
United States (S&P 500) 34.11 34.11 20.26 20.26 14.52 14.52
Japan (Nikkei 225) 0.74 –3.09 –2.55 –13.20 3.65 3.56
Germany (Commerzbank) 5.26 13.43 22.51 13.26 23.25 12.33
France (CAC 40) –0.49 8.19 23.71 17.01 11.58 0.32
Italy (Banca Commerciale) –6.78 –4.78 12.38 16.79 14.34 2.85
United Kingdom (FT-SE 100) 20.35 19.18 11.64 23.48 12.21 7.28
Canada (TSE-300) 11.86 14.93 25.74 25.19 7.68 7.17

Source: Bloomberg Financial Markets L.P.
1For government bonds with maturities of 7–10 years.
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attributable to the convergence that has yet to take
place in short-term rates in the run-up to EMU. There
is, in general, substantial room for convergence in
short-term rates for the peripheral countries because
risk premiums for credit and currency risks have be-
come concentrated to a considerable degree at the short
end of yield curves. Specifically, spreads over deutsche
mark one-year deposits were less than 100 basis points
for core EMU countries in May 1997 as well as for im-
plied one-year swaps in 1999 and beyond, but were
several hundred basis points for lira and peseta deposits
in May 1997, and the implied forward spreads narrow
by early 1999 by roughly 50 percent for Spain and
Italy. Thus, the fact that the difference between current
and forward swap spreads suggests that there will be
considerable further convergence in the interest rates of
the non-core EMU countries reflects to a considerable
degree the fact that short-term rates are expected to
converge sharply over the next few years.

Trading positions in European fixed-income mar-
kets have most recently focused either on the
prospects of participation in EMU by the various
countries and exploiting what is considered to be
overly optimistic or pessimistic pricing, or else on
buying insurance (for spot positions) against an un-
raveling of the convergence process.3 A particularly
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Table 24. One-Year and Seven-Year Interest Differentials with Germany, February 28, 1995, January 1,
1996, January 30, 1997, and May 31, 19971

(In basis points)

One-Year Interest Differential Seven-Year Interest Differential______________________________________________ ______________________________________________
February 28, January 1, January 30, May 31, February 28, January 1, January 30, May 31,

1995 1996 1997 1997 1995 1996 1997 1997

France
Spot 118 132 15 39 53 50 –20 –13
January 1, 19992 29 15 –22 –23 . . . . . . –25 –27
January 1, 20002 30 –4 –29 –28 . . . . . . –26 –29
January 1, 20012 25 4 –26 –21 . . . . . . . . . –25

Italy
Spot 546 648 342 345 464 439 150 168
January 1, 19992 424 398 154 189 . . . . . . 92 116
January 1, 20002 415 334 105 148 . . . . . . 78 98
January 1, 20012 385 322 81 116 . . . . . . . . . . . .

Spain
Spot 438 532 231 185 467 356 87 73
January 1, 19992 435 310 86 85 . . . . . . 46 33
January 1, 20002 410 269 54 49 . . . . . . 37 30
January 1, 20012 378 254 33 41 . . . . . . . . . 34

Sweden
Spot 319 449 111 144 . . . 241 112 122
January 1, 19992 . . . 206 137 173 . . . . . . 100 123
January 1, 20002 . . . 155 131 158 . . . . . . 98 111
January 1, 20012 . . . 95 112 130 . . . . . . . . . . . .

United Kingdom
Spot 204 269 370 378 149 133 201 171
January 1, 19992 165 122 293 289 . . . . . . 132 103
January 1, 20002 157 94 211 202 . . . . . . 99 63
January 1, 20012 143 86 146 132 . . . . . . . . . . . .

European currency unit
Spot 132 135 87 95 103 73 20 28
January 1, 19992 91 79 6 22 . . . . . . 5 14
January 1, 20002 70 12 10 14 . . . . . . 4 12
January 1, 20012 56 18 –5 12 . . . . . . . . . . . .

Source: Bloomberg Financial Markets L.P.
1Calculated based on the one-year and seven-year forward rates embedded in the yield curve.
2Based on the data for the first available day of the year.

3To varying degrees investors have sought to combine positions
in derivative markets with spot positions in European bond markets
with the objective of having some measure of insurance against ad-
verse shocks to the EMU process. Some of the more common strate-
gies in this regard involve combining long positions in call options
on deutsche mark–lira spreads (for example) and short put option
positions on the same spread at a lower strike price (so that the cost
of the option position is negligible). In this example, if the spread
were to widen, the option positions’ value would offset the decline
in the cash position in bonds. More simply, combining long posi-
tions in put options on lira bonds, say, with short positions on
deutsche mark puts provides a qualitatively similar hedge.



most of the EU countries, although there was some
modest increase in new issuance by entities in the
higher-yielding EU countries.

Risks in Fixed-Income Markets

Low, and in many cases declining, inflation in the
major countries, progress on the fiscal front, and low
volatility in foreign exchange markets have created a
favorable environment for fixed-income investors as
well as lower borrowing costs for issuers. The bond
market rally in 1996–97 rests on some assumptions
about the future, which could change.

First, the markets have priced in an improved out-
look for macroeconomic fundamentals—most impor-
tant, low inflation—in all the major markets. The bal-

ance of risks points to accelerating economic activity
and thus a tightening of monetary policy in at least
some of the major countries. In the United States, ca-
pacity constraints evidently have little slack, and eco-
nomic growth in Japan and several European coun-
tries appears to be gathering momentum. The main
risk to the compression of yield spreads—in Europe,
in the U.S. high-yield market, in emerging markets,
and in smaller industrial countries—is that cyclical
factors will increasingly imply a significant global
tightening of monetary policy. If, however, growth
does not accelerate in Japan and the major continental
European economies, a further tightening of monetary
policy in the United States will result in a further real-
location of global fixed-income funds toward the dol-
lar markets.
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Table 25. Outstanding Amounts of International Debt Securities 
(In billions of U.S. dollars)

1993 1994 1995 1996 1997:Q1

All countries 2,037.8 2,441.2 2,802.5 3,225.9 3,240.7

Industrial countries 1,650.3 1,977.6 2,282.1 2,594.3 2,600.9
Of which:

United States 176.9 209.6 272.8 402.6 418.1
Japan 340.1 361.3 369.2 356.7 344.6
Germany 120.1 188.6 269.1 342.4 356.4
France 153.1 185.5 207.4 215.9 211.6
Italy 70.2 85.2 92.8 95.8 92.2
United Kingdom 186.7 212.5 227.2 274.2 275.5
Canada 146.9 165.4 177.6 182.6 183.7

Developing countries 121.8 161.9 192.1 276.3 289.7

Offshore centers1 11.3 18.3 19.4 36.3 39.4

Source: Bank for International Settlements.
1The Bahamas, Bahrain, Bermuda, the Cayman Islands, Hong Kong, China, the Netherlands Antilles,

Singapore, and other offshore centers.

Table 26. Outstanding Amounts and Net Issues of International Debt Securities by Currency of Issue
(In billions of U.S. dollars)

Net Issues_________________________________________________________
Amounts Outstanding 1996 1996 1997_____________________________________

1993 1994 1995 1996 1993 1994 1995 1996 Q3 Q4 Q1

U.S. dollar 836.4 910.1 983.7 1,245.9 31.5 73.4 74.2 262.1 46.7 86.5 55.5
Japanese yen 272.3 412.6 496.7 517.6 33.8 106.8 108.3 81.2 24.5 19.0 14.1
Deutsche mark 192.8 244.0 318.8 347.1 31.2 27.5 55.1 54.8 10.6 12.6 13.9
French franc 92.7 131.6 149.0 168.1 34.5 27.0 5.2 29.1 7.0 7.1 7.2
Italian lira 37.7 57.5 69.7 99.7 13.0 18.4 10.4 27.3 3.7 11.7 12.1

Pound sterling 154.8 178.2 186.7 237.3 31.7 14.5 10.1 30.8 3.7 17.2 22.9
Canadian dollar 81.7 83.5 83.7 77.0 20.5 6.7 –2.1 –6.3 –2.6 –2.9 –0.2
Spanish peseta 10.6 10.7 13.2 17.9 3.5 –0.7 1.4 5.7 1.2 1.9 1.2
Netherlands guilder 44.9 65.9 84.5 95.3 7.9 14.8 13.5 18.1 3.8 6.3 4.0
Swedish krona 3.5 5.1 5.3 5.2 0.6 1.0 –0.4 0.0 –0.2 –0.2 –0.4

Swiss franc 149.1 161.2 189.0 165.7 –2.3 –6.4 4.4 4.2 0.4 0.3 0.2
Belgian franc 2.2 2.3 4.3 13.4 –0.4 –0.3 2.0 9.3 0.2 8.0 0.1
Other 159.1 179.0 217.9 235.7 –8.0 2.7 29.5 23.8 9.2 9.1 7.0

Total 2,037.8 2,441.7 2,802.5 3,225.9 197.5 285.4 311.6 540.1 108.2 176.6 137.6

Source: Bank for International Settlements.



most of the EU countries, although there was some
modest increase in new issuance by entities in the
higher-yielding EU countries.

Risks in Fixed-Income Markets

Low, and in many cases declining, inflation in the
major countries, progress on the fiscal front, and low
volatility in foreign exchange markets have created a
favorable environment for fixed-income investors as
well as lower borrowing costs for issuers. The bond
market rally in 1996–97 rests on some assumptions
about the future, which could change.

First, the markets have priced in an improved out-
look for macroeconomic fundamentals—most impor-
tant, low inflation—in all the major markets. The bal-

ance of risks points to accelerating economic activity
and thus a tightening of monetary policy in at least
some of the major countries. In the United States, ca-
pacity constraints evidently have little slack, and eco-
nomic growth in Japan and several European coun-
tries appears to be gathering momentum. The main
risk to the compression of yield spreads—in Europe,
in the U.S. high-yield market, in emerging markets,
and in smaller industrial countries—is that cyclical
factors will increasingly imply a significant global
tightening of monetary policy. If, however, growth
does not accelerate in Japan and the major continental
European economies, a further tightening of monetary
policy in the United States will result in a further real-
location of global fixed-income funds toward the dol-
lar markets.
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Table 25. Outstanding Amounts of International Debt Securities 
(In billions of U.S. dollars)

1993 1994 1995 1996 1997:Q1

All countries 2,037.8 2,441.2 2,802.5 3,225.9 3,240.7

Industrial countries 1,650.3 1,977.6 2,282.1 2,594.3 2,600.9
Of which:

United States 176.9 209.6 272.8 402.6 418.1
Japan 340.1 361.3 369.2 356.7 344.6
Germany 120.1 188.6 269.1 342.4 356.4
France 153.1 185.5 207.4 215.9 211.6
Italy 70.2 85.2 92.8 95.8 92.2
United Kingdom 186.7 212.5 227.2 274.2 275.5
Canada 146.9 165.4 177.6 182.6 183.7

Developing countries 121.8 161.9 192.1 276.3 289.7

Offshore centers1 11.3 18.3 19.4 36.3 39.4

Source: Bank for International Settlements.
1The Bahamas, Bahrain, Bermuda, the Cayman Islands, Hong Kong, China, the Netherlands Antilles,

Singapore, and other offshore centers.

Table 26. Outstanding Amounts and Net Issues of International Debt Securities by Currency of Issue
(In billions of U.S. dollars)

Net Issues_________________________________________________________
Amounts Outstanding 1996 1996 1997_____________________________________

1993 1994 1995 1996 1993 1994 1995 1996 Q3 Q4 Q1

U.S. dollar 836.4 910.1 983.7 1,245.9 31.5 73.4 74.2 262.1 46.7 86.5 55.5
Japanese yen 272.3 412.6 496.7 517.6 33.8 106.8 108.3 81.2 24.5 19.0 14.1
Deutsche mark 192.8 244.0 318.8 347.1 31.2 27.5 55.1 54.8 10.6 12.6 13.9
French franc 92.7 131.6 149.0 168.1 34.5 27.0 5.2 29.1 7.0 7.1 7.2
Italian lira 37.7 57.5 69.7 99.7 13.0 18.4 10.4 27.3 3.7 11.7 12.1

Pound sterling 154.8 178.2 186.7 237.3 31.7 14.5 10.1 30.8 3.7 17.2 22.9
Canadian dollar 81.7 83.5 83.7 77.0 20.5 6.7 –2.1 –6.3 –2.6 –2.9 –0.2
Spanish peseta 10.6 10.7 13.2 17.9 3.5 –0.7 1.4 5.7 1.2 1.9 1.2
Netherlands guilder 44.9 65.9 84.5 95.3 7.9 14.8 13.5 18.1 3.8 6.3 4.0
Swedish krona 3.5 5.1 5.3 5.2 0.6 1.0 –0.4 0.0 –0.2 –0.2 –0.4

Swiss franc 149.1 161.2 189.0 165.7 –2.3 –6.4 4.4 4.2 0.4 0.3 0.2
Belgian franc 2.2 2.3 4.3 13.4 –0.4 –0.3 2.0 9.3 0.2 8.0 0.1
Other 159.1 179.0 217.9 235.7 –8.0 2.7 29.5 23.8 9.2 9.1 7.0

Total 2,037.8 2,441.7 2,802.5 3,225.9 197.5 285.4 311.6 540.1 108.2 176.6 137.6

Source: Bank for International Settlements.
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repo transaction—a “reverse repo” (a purchase with
an agreement to resell at a specified price on a future
date)—provides greater security because of the collat-
eralization of the loan advanced. Third, (reverse) repo
transactions are a more efficient use of a bank’s capi-
tal than traditional interbank lines: capital require-
ments on banks’ lending activities—including those of
the Basle Capital Accord of 1988—provide for capital
weights on collateralized loans corresponding to the
weight attached to the collateral, which is zero for
OECD government securities. Fourth, the increased
emphasis on repos has fostered the development of
standardized collateralization procedures and docu-
mentation which has, in turn, further facilitated the
use of this method of interbank funding.

The rapid proliferation of repos in interbank mar-
kets has resulted in a closer integration of securities

markets and banking markets. This integration has
also been promoted by the participation of institu-
tional investors and investment banks in the interna-
tional loan markets. This is evidenced by the preva-
lence of securities structures such as note issuance
facilities—including commercial paper facilities and
medium-term notes programs—that have reduced the
distinction between bank loans and securities issues.
Further, financing packages that entail a blend of
securities financing and bank loans have also become
common. The distinction between loans and securi-
ties will undoubtedly narrow as new tools are devel-
oped for pricing (and thus trading) credit risk and as
mergers between commercial and investment banks
proceed.

The increased integration of securities markets and
banking has also been facilitated by progress in secu-
ritizing loans, which has been fostered by the desire of
many banks to economize on capital and thus pare
loans from their balance sheets. The securitization of
loans has proceeded along two dimensions. One di-
mension is establishing secondary markets for loans,
which has already been implemented in the United
States and is the objective of the recently formed Loan
Markets Association in London. The second dimen-
sion is bundling portfolios of loans with the objective
of securitizing the bundle. The issuance of these asset-
backed securities (ABS) has grown rapidly in recent
years. According to the Federal Reserve Board, in the
United States asset-backed securities outstanding
reached $738.1 billion in 1996. Although this repre-
sents less than 4 percent of all U.S. credit market
debt—amounting to $19.9 trillion in 1996—its rate of
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Table 27. Changes in Net Assets of BIS-Reporting Banks vis-à-vis Banks in
Selected Countries and Regions1

(In billions of U.S. dollars)

1990 1991 1992 1993 1994 1995 1996

All countries –38.3 73.7 95.4 267.1 –299.0 206.8 . . .

Industrial countries –22.7 87.1 22.2 179.9 –146.7 172.1 51.9
Of which

United States 28.1 3.8 74.1 124.4 3.4 53.2 –21.3
Japan 47.0 –24.1 –59.9 –7.8 –6.3 –12.4 18.7
Germany –21.5 13.1 55.2 –37.5 61.7 43.8 23.9
France –17.0 –7.5 –52.1 0.8 12.0 –10.1 21.9
Italy 26.0 36.3 43.3 –18.0 1.7 –22.2 –9.3
United Kingdom –32.1 44.4 27.4 116.0 –141.9 88.7 19.0
Canada 2.6 3.9 10.9 12.4 –5.8 –6.2 –10.9

Developing countries –29.0 50.1 79.6 80.9 –115.3 112.0 54.5
Africa –3.9 –3.7 –3.1 –1.0 –5.4 –3.9 –2.7
Asia 43.4 58.1 43.6 44.7 37.1 128.7 78.8
Europe –1.8 –1.4 –8.2 –5.8 –29.4 –6.0 14.5
Middle East –22.8 4.1 23.0 16.7 –0.9 –13.9 –19.4
Western Hemisphere –43.9 –7.0 24.2 26.3 –116.8 7.1 –16.7

Source: Bank for International Settlements (BIS).
1BIS-reporting banks comprise banks in the Group of Ten countries (Belgium, Canada, France, Ger-

many, Italy, Japan, the Netherlands, Sweden, the United Kingdom, and the United States) plus Austria,
Denmark, Finland, Ireland, Luxembourg, Norway, and Spain, and foreign affiliates of these banks.

Table 28. United States: Outstanding Repurchase
Agreements (Repos)
(In billions of U.S. dollars)

Overnight and Term
Continuing Repos Repos

1990 242.72 188.64
1991 276.80 237.57
1992 367.26 324.23
1993 438.66 372.86
19941 441.94 344.27
1995 522.44 360.79
1996 571.03 428.55

Source: Board of Governors of the Federal Reserve System.
1Break in the series.
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equity prices in late 1996 and into 1997—which seems
more difficult to justify on the basis of improved fun-
damentals—also may suggest a cause for concern.

One of the factors that has helped propel the U.S.
market upward has been significant net inflows from
small investors, routed mostly through the conduit of
equity mutual funds (Table 29 and Box 5). From 1989
to 1995, household (direct and indirect) holdings of

equities rose from 32 percent of all households to 41
percent, and equity holdings as a share of total finan-
cial assets of households rose from 26 percent to 40
percent.16 The net inflow into U.S. equity mutual
funds from January 1995 through April 1997 totaled
$424 billion, almost $300 billion of which occurred
since the start of 1996. To put the role of equity mu-
tual funds into perspective, in April 1997 they man-
aged $1.88 trillion in assets, which is equal to 20 per-
cent of the market capitalization of the New York
Stock Exchange, the American Stock Exchange, and
NASDAQ (the over-the-counter market) combined.17

The relative attractiveness of expected returns on
equities, in comparison with other savings vehicles,
has been at work here. But the historically low
volatility of stock prices in recent years (see Appen-
dix 2) may also have reassured investors. Recently,
volatility, as reflected in options premiums, has been
picking up (Figure 49). It remains to be seen how re-
cent equity investors will react to an environment
where equities appear more risky and turn in less
spectacular gains.

There are reasons to expect that a sharp correction
in equity prices—which would reduce price-earning
ratios to near the long-term average—need not have
serious consequences for the U.S. economy. Con-
sumer spending has not been driven sharply upward
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Table 29. U.S. Mutual Funds: Net New Cash Flow and Total Assets 
(In billions of U.S. dollars)

Net New Cash Flow Assets_____________________________________________________________ _____________________________________________
To equity funds To bond and To money Equity Bond and Money _________________________

Total Total Domestic Foreign income funds market funds Total funds income funds market funds

1984 54.2 5.9 4.9 0.9 13.3 35.1 370.6 83.1 54.0 233.6
1985 68.3 8.5 7.7 0.8 65.2 –5.4 495.5 116.9 134.8 243.8
1986 164.4 21.9 17.7 4.2 108.6 33.9 716.2 161.5 262.6 292.2
1987 40.1 19.1 19.6 –0.6 10.9 10.2 769.9 180.7 273.2 316.1
1988 –23.1 –16.2 –13.8 –2.4 –7.0 0.1 810.3 194.8 277.5 338.0
1989 73.0 5.8 4.6 1.2 3.1 64.1 982.0 249.0 304.8 428.1

1990 44.5 12.8 6.3 6.5 8.5 23.2 1,066.8 245.8 322.7 498.4
1991 112.3 39.5 36.4 3.2 67.2 5.5 1,395.5 411.6 441.4 542.4
1992 156.5 79.2 72.1 7.0 93.7 –16.3 1,646.3 522.8 577.3 546.2
1993 229.2 129.6 91.1 38.5 113.7 –14.1 2,075.4 749.0 761.1 565.3
1994 84.6 119.3 75.4 43.9 –43.4 8.8 2,161.5 866.4 684.0 611.0
1995 212.8 128.2 116.5 11.7 –4.8 89.4 2,820.3 1,269.0 798.3 753.0
1996 323.7 221.6 175.3 46.3 12.6 89.4 3,539.2 1,750.9 886.5 901.8

1997
January 53.9 29.1 23.0 6.1 3.6 21.2 3,687.0 1,854.7 897.6 934.7
February 40.9 16.1 13.7 2.4 2.3 22.5 3,731.1 1,865.5 907.2 958.4
March 10.1 10.7 8.1 2.7 –2.0 1.4 3,666.0 1,810.2 890.3 965.5
April –5.8 15.7 10.6 5.1 0.8 –22.3 3,729.0 1,879.0 903.1 946.9
May1 . . . 18.5 . . . . . . 2.5 . . . . . . . . . . . . . . .

Source: Investment Company Institute.
1Estimated.

16See Board of Governors of the Federal Reserve System (1997). 
17These data are from the Investment Company Institute.
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Figure 48. United States: Corporate Profits
Volatility1

Source: IMF staff calculations using data from The WEFA Group.
1Calculated as standard deviation for the previous two years ending

in the quarter shown of corporate profits (in percent of national in-
come). Data for 1980:Q1 to 1997:Q1.
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Table 30. Bank Financial Strength Ratings for Selected Countries, June 2, 19971

A B+ B C+ C D+ D E+ E Average

Industrial countries
Australia 0 0 4 0 6 2 0 0 0 C–C+
Austria 0 0 0 4 2 2 0 0 0 C
Belgium 0 2 2 2 1 0 0 0 0 B
Canada 0 1 5 4 0 0 0 0 0 B
Denmark 0 0 1 1 1 0 0 0 0 C+

Finland 0 0 0 0 0 3 0 0 1 D
France 0 2 5 6 4 6 2 1 1 C
Germany 1 4 4 9 8 3 0 0 0 C+
Greece 0 0 0 0 2 2 2 1 0 D+
Ireland 0 0 2 1 1 3 0 0 0 C

Italy 0 0 2 7 6 2 1 1 2 C
Japan 0 0 2 2 10 10 15 6 4 D+
Liechtenstein 0 0 1 0 0 0 0 0 0 B
Luxembourg 0 0 5 0 0 1 0 0 0 C+–B
Netherlands 3 1 1 1 1 0 0 0 0 B+

Norway 0 0 0 0 3 1 0 0 0 C
Portugal 0 0 0 1 3 1 0 0 0 C
Spain 1 3 5 1 2 0 0 0 0 B
Sweden 0 0 1 1 3 0 0 0 0 C–C+
Switzerland 1 1 2 2 1 0 0 0 0 B

United Kingdom 3 4 8 5 6 3 1 0 0 C+
United States 3 20 68 129 63 9 3 0 0 C+

Emerging markets 
Asia

China 0 0 0 0 0 1 12 3 0 D
Hong Kong, China 0 0 2 0 7 2 0 0 0 C
India 0 0 0 0 0 2 3 0 1 D
Indonesia 0 0 0 0 0 3 5 2 2 D
Korea 0 0 0 1 1 4 7 4 1 D

Malaysia 0 0 0 1 1 0 0 0 0 C–C+
Philippines 0 0 0 1 1 5 2 0 0 D+
Singapore 0 3 0 1 2 0 0 0 0 B
Taiwan Province of China 0 0 0 1 4 4 0 0 0 C
Thailand 0 0 0 1 2 1 4 3 0 D–D+

Europe
Croatia 0 0 0 0 0 0 1 0 0 D
Cyprus 0 0 0 0 2 0 0 0 0 C
Czech Republic 0 0 0 0 0 3 2 1 0 D
Hungary 0 0 0 0 0 3 3 0 0 D–D+
Israel 0 0 0 0 2 3 0 0 0 D+

Poland 0 0 0 0 0 3 3 1 0 D
Romania 0 0 0 0 0 0 2 1 1 E+
Slovak Republic 0 0 0 0 0 0 3 0 0 D
Slovenia 0 0 0 0 0 2 0 0 0 D+
Turkey 0 0 0 0 2 2 6 4 0 D

Latin America
Argentina 0 0 0 0 2 3 4 1 0 D+
Brazil 0 0 0 3 5 10 4 1 2 D+
Chile 0 0 0 5 4 1 0 0 0 C
Colombia 0 0 0 1 3 0 2 0 0 D+–C
Mexico 0 0 0 0 0 0 3 4 2 E+

Panama 0 0 0 0 1 0 0 0 0 C
Peru 0 0 0 0 1 3 0 0 0 D+
Puerto Rico 0 0 0 0 0 1 1 0 0 D–D+
Uruguay 0 0 0 0 0 1 1 0 0 D–D+
Venezuela 0 0 0 0 0 2 3 0 0 D
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tion of the emphasis of bank supervision toward capi-
tal adequacy. The deregulation of financial markets al-
lowed for greater disintermediation from banking, as
depositors searched for higher yields in investment
funds and securities, and corporate borrowers found
access to financing at competitive terms in the securi-
ties markets by selling bonds to institutional investors.
Table 31 provides some evidence for these trends by
presenting data on two indicators of disintermedia-
tion, the ratio of institutional investors’ financial as-
sets in total financial assets of domestic financial
institutions, and the share of household assets repre-
sented by claims on institutional investors. Both ratios
have increased sharply since the mid-1980s for most
industrial countries. For example, in France the assets
of institutional investors rose from 11 percent of total
financial system assets in 1985 to 23 percent in 1995;
the share of household assets held by institutional in-
vestors also rose, from 16 percent in 1985 to 27 per-
cent in 1995. Disintermediation is most advanced in
the United States, where in 1995 institutional in-
vestors accounted for 55 percent of financial system
assets and held 45 percent of household assets. These
indicators suggest the difficulties banks have faced in
responding to the deregulation of financial markets.

The move toward risk-based capital requirements in
the late 1980s marked a significant change in the su-
pervision of banks and led to a reorientation of bank
management objectives toward maximizing risk-ad-
justed returns on capital, rather than increasing gross
measures of performance such as total revenues, prof-
its, or market share. The need to increase capital as the
scale of bank operations expands or as its activities
become more risky reinforces the incentives to maxi-
mize shareholder value in order to maintain access to
sources of capital. Mergers and acquisitions (M&A)
have been viewed as one way to increase shareholder
value, although it is notable that there is little evidence
to support the existence of economies of scale or

scope for banks or for improvements in efficiency re-
sulting from mergers or takeovers.2

It may be, however, that recent technological devel-
opments will make improvements in shareholder
value arising from M&A transactions more signifi-
cant, even for so-called mega-mergers of very large
banks. Developments in computational and communi-
cations technologies have been an important catalyst
for restructuring both by possibly changing the scale
and scope economies within banking and by increas-
ing the effectiveness of competition from nonbank fi-
nancial institutions. These developments have already
revolutionized the products and services offered by
banks, and the ways in which these are delivered.
They have also increased the efficient scale of a num-
ber of operations, including check processing and
other payment operations, the processing of loan ap-
plications (e.g., through the adoption of credit scoring
models for mortgage loan applications), risk manage-
ment and treasury operations, trading, and the central-
ization of most data back-office activities. More re-
cently, and most visibly, the employment of electronic
banking technology—automated teller machines,
point-of-sale debit machines, telephone banking, and
Internet banking—is more cost effective if the bank
has a very large customer base. It is possible, there-
fore, that consolidation among very large banks can
allow a more efficient adoption of these new tech-
nologies than is possible for smaller banks.

For many banks, the most effective incentive for re-
structuring has been a sudden decline in profitability,
and this is true also for banking systems as a whole.
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Middle East and Africa
Bahrain 0 0 0 0 1 2 3 0 0 D+
Egypt 0 0 0 0 1 1 1 0 0 D+
Jordan 0 0 0 0 0 1 1 0 0 D–D+
Kuwait 0 0 0 1 1 1 3 2 0 D–D+
Oman 0 0 0 0 0 3 1 0 0 D+

Pakistan 0 0 0 0 0 0 0 2 2 E–E+
Qatar 0 0 0 0 0 1 2 0 0 D
Saudi Arabia 0 0 0 1 2 4 4 1 0 D+
South Africa 0 0 0 0 3 3 0 0 0 D+–C
United Arab Emirates 0 0 0 0 0 2 1 1 0 D

Source: Moody’s Investors Service.
1The Bank Financial Strength Rating is Moody’s assessment of whether a bank is likely to require financial support from shareholders, the

government, or other institutions. The ratings range from A (highest) to E (lowest). Note that the coverage of banking systems is not generally
complete, so that the ratings are not necessarily representative of the credit quality of the entire system.

Table 30 (concluded)

A B+ B C+ C D+ D E+ E Average

2See Berger and Humphrey (1997). Empirical studies have gener-
ally not found evidence of statistically significant economies of
scale except for small banks. On average, mergers and acquisitions
do not appear significantly to improve cost efficiency, but there is
some evidence of increased profit efficiency arising from mergers of
large banks in the United States.



The past decade or so has seen the emergence of seri-
ous banking difficulties in a large number of industrial
countries and emerging markets, and their resolution
has often provided an opportunity for consolidation or
acquisitions by outside investors. Takeovers by strong
banks of relatively weaker ones is a common pattern
in bank mergers and acquisitions and can hasten the
resolution of asset-quality problems by improving
bank management, reducing the constraint on cash
flow posed by nonperforming assets by combining
them in a portfolio with a higher average quality, and
providing greater income flows or capital with which
to set aside loan loss reserves or to write off problem
loans; for these reasons such takeovers are often en-
couraged by bank supervisors.3

Another factor that has contributed to the dynamics
of restructuring in banking systems has been the de-
clining role of the state in financial systems due, in part,
to the growing pressure for fiscal consolidation and the
allocation of scarce budgetary resources to other prior-
ities, including pension finance, for example. As it be-
comes more difficult for governments to justify the
expenditures necessary to bail out failed banks4—
government owned or not—the direct ownership stake

that governments have had in individual institutions has
gradually been withdrawn in many countries.

Banks have responded to these pressures with a
variety of strategies, including concentrating on core
activities in which they have a strong comparative ad-
vantage and expanding vertically (to exploit econo-
mies of scale) or horizontally (to capture economies of
scope). The expansion strategy has been in many ways
the most visible, as the past few years have seen a
seemingly unprecedented wave of mergers and acqui-
sitions within the international financial markets. One
strategy that some large institutions appear to have
adopted is to become a globally competitive actor. The
liberalization of international financial transactions
over the past two decades made most markets con-
testable to firms willing to expand geographically.
With the asset-quality problems associated with the
1980s debt crisis and then the early 1990s real estate
crisis behind them, many of the large banks in the
major industrial countries have begun to compete for
business on an international level.

The pace of consolidation in industrial country
banking systems slowed slightly in 1996 after a hectic
year. In the United States, where mergers and acquisi-
tions are far more common than in other mature sys-
tems, activity slowed significantly in 1996 after a
record volume of transactions in 1995. A total of 442
deals were announced in 1996, with a total value at
announcement of $44 billion, compared with 537
deals for $73 billion in 1993.5 More important than the
volume of transactions, however, has been the types of
deals announced. In the past two years, the five largest
U.S. bank mergers ever arranged have been an-
nounced—Wells Fargo and First Interstate ($13.7 bil-
lion); Chemical Bank and Chase Manhattan Bank
($13.3 billion); NationsBank and Boatman’s Banc-
shares ($9.5 billion); First Bank and U.S. Bancorp
($8.4 billion); and First Union and First Fidelity ($6.1
billion)—and a bid for the third-largest savings and
loan institution (Great Western Financial Corp.) ap-
pears to have been won by the second-largest thrift
(Washington Mutual) in a deal that might cost $6.7
billion. The banking industry has embarked on an al-
most unprecedented process of consolidation leading
to the creation of a small number of institutions that
are dominant on a national scale.

Most of this M&A activity has been truly consoli-
dation of commercial banking within or between geo-
graphical areas as restrictions on interstate banking
have been progressively relaxed, culminating in their
widespread elimination under the Riegle-Neal Act of
1994. However, with the liberalization of banking reg-
ulations on sales of insurance and on securities under-
writing and sales, the focus of attention has recently
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Table 31. Distintermediation in Selected
Industrial Countries 

Assets of Institutional Institutionalization of
Investors1 Household Savings2

___________________ ___________________
1985 1995 1985 1995

Canada 26.4 35.9 24.5 31.4
France3 11.4 23.4 15.7 27.3
Germany 12.8 19.0 19.6 28.9
Japan4 10.2 22.6 32.2 34.8

Norway5 13.0 21.9 25.1 37.5
Spain 3.2 15.0 2.9 24.4
United Kingdom6 26.7 31.6 . . . 52.0
United States 43.8 54.6 33.4 45.3

Source: Organization for Economic Cooperation and Development.
1Financial assets of insurance companies, pension funds, and in-

vestment companies as a proportion of total financial assets of do-
mestic financial institutions.

2Outstanding claims of households on institutional investors as a
proportion of total household financial assets.

3Data include financial assets of insurance companies and in-
vestment companies only.

4Earlier data are for 1990, not 1985. Data include financial assets
of insurance companies, investment companies, and trust accounts
of trust banks (excluding investment trusts) only.

5Later data are for 1993, not 1995.
6Earlier data are for 1988, not 1985.

3O’Keefe (1996) found, for example, that for unassisted bank ac-
quisitions in the United States during 1984-94, target banks tended
to have higher loan loss provisioning requirements, lower prof-
itability, higher noninterest expenses, and higher liquidity (i.e., a
smaller proportion of assets invested in loans) than the acquiring
institutions.

4For estimates of the magnitude of such expenditures in recent
years, see Lindgren, Garcia, and Saal (1996).

5Elstein (1997). First quarter 1997 data suggest that activity has
picked up considerably, with a total of $22 billion in deals
announced. 
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Table 32. Japan and the United States: Summary of Prompt Corrective Action Provisions

United States____________________________________________________________________________
Japan Actions___________________________________________ __________________________________________________

Capital levels1 Actions Capital levels2 Mandatory Discretionary

n.a. n.a. “Well capitalized” None None
Total ≥10 percent, and 
Tier 1 ≥6 percent, and 
Leverage ratio ≥5 percent.

n.a. n.a. “Adequately capitalized” Disallow brokered deposits, None
Total ≥8 percent, and except with FDIC 
Tier 1 ≥4 percent, and approval.
Leverage ratio ≥4 percent.

International capital Order formulation and “Undercapitalized” Suspend dividends and Order recapitalization.
ratio <8 percent; implementation of Total <8 percent, or management fees. Restrict interaffiliate 
National capital management Tier 1 <4 percent, or Require capital restoration transactions.
ratio <4 percent. improvement plan. Leverage ratio <4 percent. plan. Restrict deposit interest 

Restrict asset growth. rates.
Require approval for Order other measures 

acquisitions, branching, necessary to carry out 
and new activities. prompt corrective action.

Disallow brokered deposits.

International capital Order recapitalization plan. “Significantly Same as above. Same as above.
ratio <4 percent; Impose restraints on asset undercapitalized” Order recapitalization. Order conservatorship or 
National capital growth. Total <6 percent, or Restrict interaffiliate receivership if bank fails 
ratio <2 percent. Impose ban on new Tier 1 <3 percent, or transactions. to submit or implement 

activities and branches Leverage ratio <3 percent. Restrict deposit interest rates. a plan to recapitalize. 
and limits on current Restrict pay of officers. Impose any provision 
activities. for “critically 

Impose ban on new undercapitalized”
subsidiaries and overseas banks if necessary.
affiliates and limits on 
the current activities of 
such entities. 

Limit payment of dividends. 
Limit payment of bonuses 

to directors and 
management. 

Limit deposits, interest rates. 

International capital Suspend whole or part of “Critically undercapitalized” Same as for “Significantly n.a.
ratio <0 percent; banking business. This Tangible equity to total undercapitalized” banks.
National capital order can be replaced with assets ratio of ≤2 percent. Order receivership/
ratio <0 percent. lesser actions if: (1) the conservatorship within

net value of assets, 90 days.
including unrealized gains, Order receivership if critically 
is positive; (2) the net undercapitalized for four 
value including unrealized quarters.
gains is negative but Suspend payments on 
expected to be positive subordinated debt.
after considering: (a) the Restrict certain other 
implementation of activities.
management improvement 
plans and other specific 
measures; (b) business 
income and profitability; 
(c) the bad assets ratio.

A business suspension order 
can be issued at any time 
when the net value of 
assets, including 
unrealized losses is, or is 
expected to be, negative.

Sources: Japan, Ministry of Finance; and United States, Federal Deposit Insurance Corporation.
1The international capital standards (BIS capital adequacy standards) apply to banks with international operations. The adjusted national cap-

ital standards apply to banks with purely domestic operations.
2The total capital ratio cited is the total risk-weighted capital; the leverage ratio is the ratio of Tier 1 capital to total assets.



deposit insurance corporation. Also, 2 of the 20 major
banks reported significant restructuring packages in
April 1997. On April 1, 1997, Nippon Credit Bank
(NCB) announced that it would: (1) write off ¥460 bil-
lion in nonperforming loans, which would result in a
pretax loss of ¥350 billion; (2) cut salaries (by 10–30
percent for most personnel, and 50 percent for man-
agers) and personnel (by 900, or 31 percent), and sell
off all of its own real estate holdings, including its
headquarters; (3) not pay dividends for the 1996/97
fiscal year; (4) cut assets by ¥6 trillion to ¥10 trillion
(a 37 percent decline); (5) close its foreign branches
and subsidiaries (five branches and seven representa-
tive offices); and (6) seek an injection of capital of
¥300 billion to prevent insolvency. This capital injec-
tion would come from shareholders and the other
long-term credit banks (for a combined ¥70 billion),
subordinated debt holders (mostly insurance compa-
nies, ¥140 billion), and the New Financial Stabiliza-
tion Fund (¥80 billion), which was originally estab-
lished to assist in the resolution of the jusen last year.
It also announced that its three nonbank affiliates—
Crown Leasing, Nippon Total Finance, and Nippon
Assurance Finance Service—would file for bank-
ruptcy rather than be bailed out by the NCB. These
three institutions had total loans of ¥1.8 trillion, of
which only ¥300 billion was owed to NCB. All other
creditors would have to write off their loans to these
nonbanks (it was reported that agricultural coopera-
tives had total loans to the nonbanks of ¥240 billion
and the seven trust banks had lent a combined ¥430
billion). On April 10, 1997, NCB announced an agree-
ment with Bankers Trust involving collaboration in
securitization and international operations. Also on
April 1, Hokkaido Takushoku Bank (HTB) announced
that it would merge with Hokkaido Bank (the twenty-
second largest of the first-tier regional banks) at the
end of the 1997/98 fiscal year, forming a new insti-
tution, tentatively called the New Hokkaido Bank
(NHB). HTB announced that it would also close or

transform to representative offices all of its 20 over-
seas branches and subsidiaries, and the merged entity
would close 100 of its combined 340 branches. HTB
will also cut 2,000 employees, resulting in expected
cost savings equivalent to 30 percent of operating
expenses.

The NCB resolution strategy combined elements of
the old approach to bank failures—shareholder banks,
the long-term credit banks, and the Bank of Japan
(through the New Financial Stabilization Fund) are to
provide capital for NCB—and some new ideas, and
holders of subordinated debt were also asked to inject
capital. More important, the bankruptcy of NCB’s
nonbank affiliates was a significant departure from the
principle of parent responsibility. However, at end-
March 1997, NCB had ¥1.3 trillion in problem loans,
still 7 percent of total loans. In addition, NCB’s total
capital ratio has been reduced to 3 percent and its
hidden reserves on listed and unlisted securities
have been reduced by 86 percent, covering only 3 per-
cent of problem loans. More fundamentally, NCB, like
all of the long-term credit banks, suffers from a de-
cline in franchise value. The market for long-term cor-
porate loans has been eroded by competition from
other banks, foreign institutions, and capital market
funding.

The Next Challenge: Core Profitability

As the major banking systems recover from their
asset-quality problems, the focus is turning toward
their underlying strength and their ability to respond
to the changes in the financial landscape outlined at
the beginning of this annex by increasing noninterest
income and yielding greater returns to equity holders.
Table 33 shines some light on these issues by compar-
ing the income generation and profitability of the
banking systems of the major industrial countries over
the 10-year period 1985–94. During that time, almost
all of these countries have experienced a significant
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Table 33. Major Industrial Countries: Commercial Bank Profitability

Real Return on
Net Interest Income Noninterest Income Operating Expenses Provisions Equity1
_________________ __________________ __________________ __________________ __________________
l985–89 l990–94 1985–89 1990–94 1985–89 1990–94 l985–89 1990–94 l985–89 l990–94

‹–––––––––––––––––––––––––– (In percent of total assets) ––––––––––––––––––––––––––› ‹––– (In percent) –––›

Canada 2.9 3.0 1.1 1.6 2.3 2.8 0.8 0.7 7.9 12.1
France2 1.9 1.2 0.5 0.8 1.6 1.4 0.5 0.5 . . . –3.3
Germany 2.3 2.2 1.0 0.9 2.2 2.0 0.4 0.6 6.5 2.7
Italy . . . 3.0 . . . 0.9 . . . 2.5 . . . 0.6 . . . –1.2
Japan 1.2 1.0 0.3 0.1 0.9 0.9 . . . 0.1 10.4 1.5
United Kingdom 3.2 2.7 1.8 1.9 3.2 3.0 0.9 0.9 6.1 4.9
United States 3.5 3.7 1.5 2.0 3.3 3.7 0.9 0.7 5.0 8.5

Sources: International Monetary Fund, World Economic Outlook database; OECD (1996); and IMF staff estimates.
1Calculated as net income after taxes divided by capital and reserves at the end of the previous year, minus consumer price index for the year.
2Data for the first period cover l988–89 only.
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too the market has underlying weakness. In Kuala
Lumpur and Manila (Makati), conversely, vacancy
rates are extremely low.

Korea’s accession to OECD membership in 1996
focused international attention on its banking system
and in particular raised some concern that increasing
competition from foreign banks and a surge in foreign
capital inflows could put pressure on the system.
However, foreign banks already have a presence in
Korea and operate on an equal basis with domestic
banks (there were 77 foreign branches at end-1995);
and while capital account liberalization may have a
more important effect, the gradual approach to liberal-
izing inflows provides an opportunity to strengthen
the domestic financial sector. Instead, the vulnerabili-
ties in the Korean banking system have their roots in
past practices. Explicit government-directed lending
(Industrial Rationalization Loans)36 has given way to
directed lending of a different kind—for example,
banks are required to allocate a certain proportion of
marginal loans to the small and medium-sized enter-
prise sector—while political influence on lending
decisions appears to continue. Consequently, many
Korean banks have not yet developed sophisticated in-
ternal credit evaluation systems, placing greater em-
phasis on collateral than on an analysis of the project
being financed.

In the current environment, many banks have built
up large exposures to individual corporate groups
(chaebols), many of which are highly leveraged.37 The

reduction in economic growth and export prices in
1996 heightened the illiquidity of many of these
groups. In addition, many Korean firms have taken on
increasing amounts of foreign-currency-denominated
debt—both by borrowing in the international markets
directly and by borrowing in foreign currencies from
Korean banks. It is believed by many market analysts
that very little of this currency exposure is hedged (the
onshore forward foreign exchange market is very
illiquid and would provide cover for only about 12
months in most cases), so that as the won depreciated
these debts became more expensive to service. In the
past year at least four large corporations or groups
have defaulted on their debts, and other large compa-
nies are rumored to be in difficulty.

The growing liquidity problems among the large
corporations have already put pressure on the banks’
asset quality. At end-1995, nonperforming loans (those
six months or more past due) among the eight largest
commercial banks, for example, amounted to 6 percent
of total loans.38 By the end of 1996, the reported non-
performing loans had declined to 4.3 percent of loans
for these eight banks, but if the exposures to Hanbo
Iron and Steel Company and Sammi Steel are in-
cluded, this ratio rises to 6.0 percent.39 Net of reserves,
these nonperforming loans equate to 68.9 percent of
the banks’ equity. However, since only loans six
months past due are included, and restructured loans
are not included at all, the true asset-quality situation
of the Korean banks may be much worse (see Appen-
dix 2 at the end of this annex for a description of asset-
quality accounting practices in 20 emerging markets).

As is true among emerging markets elsewhere,
much of the collateral that secures problem loans is
real estate or specialized fixed capital that may be dif-
ficult to repossess or to sell at book value. Also, there
are other potential sources of problems for the Korean
banks in addition to the loans to the chaebols. Con-
sumer loans, including credit cards, have been an im-
portant source of expansion for Korean banks in the
past few years, and these have emerged as having high
ratios of nonperforming loans. In addition to declining
loan quality, the banks have had to deal with the col-
lapse of Korean equity prices in 1996, which has im-
posed large revaluation losses on their extensive eq-
uity portfolios.
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Table 34. Selected Asian Property Markets:
Vacancy Rates and Changes in Rents1

(In percent)

Vacancy Rate Change in________________________
March 1996 March 1997 Rents2

Bangkok 13.2 13.9 0.3
Beijing3 1.0 22.9 –19.2
Hong Kong, China 4.7 5.1 6.3
Jakarta 10.8 12.4 3.9
Kuala Lumpur 2.8 2.9 0.0
Manila 2.1 2.0 1.9
Shanghai3 14.1 24.6 –24.0
Singapore 4.9 6.1 4.5

Source: Jones Lang Wooton (1997).
1Prime office space in central business locations.
2Change in contracted net rents denominated in local currency,

except for Beijing, Jakarta, and Shanghai, which are changes in
U.S. dollar values.

3The increase in vacancy rates and decline in rents for Beijing
and Shanghai reflect both the small initial stock of office space and
the comparatively large developments that were completed in 1996.

36The commercial banks still had W 4.5 trillion in policy loans on
their books at end-1996, 56 percent of which were nonperforming.

37The 30 largest chaebols accounted for 16 percent of GDP in
1995. Among the 30 largest chaebols, 19 have debt-equity ratios
greater than 400 percent, and 4 have ratios greater than 1,000 percent.

38These asset-quality data are reported by IBCA Ltd., which cites
the Economic Research Institute of Korea as the source, and include
substandard, doubtful, and loss loans. The Office of Bank Supervi-
sion in Korea reports nonperforming loans according to a narrower
definition, which includes only doubtful and loss loans. According
to this definition, bad loans in Korea average less than 1 percent of
total loans. They report that substandard and precautionary loans are
generally fully covered by collateral and that the historical loss rates
are negligible. 

39Hanbo Iron and Steel Company, the center of the Hanbo Group,
the fourteenth largest chaebol, declared bankruptcy on January 23,
1997. Sammi Steel, the twenty-sixth largest chaebol, declared bank-
ruptcy on March 20, 1997.



Table 35. Loan Classification in Selected Emerging Markets

Loan Classification System Provisioning Requirements

Asia
Hong Kong, Performing Borrowers are current in meeting commitments and full repayment of There are no requirements as to provisioning other than that 
China interest and principal is not in doubt. individual banks have their own internal guidelines for 

Special mention Borrowers are experiencing difficulties; ultimate loss is not expected but maintaining adequate provisions. Interest must be accrued 
could occur. to a suspense account if loans are substandard and not fully 

Substandard Borrowers displaying definable weakness; loan losses or rescheduling at secured or overdue by more than 6 months; interest accrual 

concessional terms are possible. ceases altogether for substandard loans past due more than 

Doubtful Collection in full is improbable; loss of principal and/or interest is expected, 
12 months and for loans classified as doubtful or loss. Loans 

taking account of collateral.
must be written off after they are deemed irrecoverable.

Loss Uncollectible after exhausting all collection efforts, including realization 
of collateral.

India Nonperforming Loans on which interest is overdue for at least six months. None.
Substandard Loans that have been nonperforming for up to two years, term loans on 10 percent.

which the principal has not been reduced for more than one year, and all 
rescheduled debts.

Doubtful Loans that have been nonperforming for two to three years and term loans 100 percent of unsecured assets; for secured assets: 
on which the principal has not been reduced for more than two years. 20 percent if doubtful for less than one year; 30 percent if 

doubtful for one to three years; 50 percent if doubtful for 
more than three years.

Loss All other assets deemed irrecoverable, where the loss has been identified 100 percent.
by internal or external auditors or by the Reserve Bank of India inspectors, 
but where the amount has not been written off.

Interest accrual stops once loans are nonperforming. For loans
with balances below Rs 25,000, banks must set aside reserves
equal to at least 10 percent of the balance.

Indonesia Current Installment credit with no arrears, other credit in arrears less than 90 days, 0.5 percent.
overdrafts less than 15 days.

Substandard Generally, loans with payments in arrears between three and six months. 10 percent.
Doubtful Nonperforming loans that can be rescued and the value of collateral exceeds 50 percent.

75 percent of the loan, or loans that cannot be rescued, but are fully 100 percent.
collateralized.

Loss Doubtful loans that have not been serviced for 21 months; credit in process 
of bankruptcy/liquidation.

Loans must be written off 21 months after litigation indicates
the loan will not have to be repaid.

Korea Current Borrower’s credit conditions (including collateral) are good and 0.5 percent.
collectibility of interest and principal are certain.

Special mention Payments are past due for between three months and six months, but 1 percent.
collection is certain.

Substandard Loans covered by collateral but borrower’s credit conditions are 20 percent.
deteriorating and payments are more than six months past due.

Doubtful Unsecured portion of the loans that are more than six months past due and 75 percent.
losses are expected.

Estimated loss Unrecoverable amounts due net of collateral. 100 percent.
Loans must be written off within six days of being declared
unrecoverable; write-offs in excess of W500 million require
Bank of Korea approval.
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Malaysia For loans less than RM 1 million:
Substandard More than a normal risk of loss due to adverse factors; past due for 0 percent.

between 6 and 12 months.
Doubtful Collection in full is improbable and there is a high risk of default; past due 50 percent of net (of collateral) outstanding value.

for between 12 and 24 months.
Bad Uncollectible; past due for more than 24 months. 100 percent of net outstanding value.

Loans must be written off when bankruptcy hearings have
finished and/or partial or full repayment is unlikely.
A general provision of at least 1 percent of total loans net of
interest in suspense and specific provisions is also required.

Philippines Unclassified Borrower has the apparent ability to satisfy obligations in full; no loss in 0 percent of net (of collateral) exposure.
collection is anticipated.

Special mention Potentially weak due, for example, to inadequate collateral, credit 0 percent.
information, or documentation.

Substandard Loans that involve a substantial degree of risk of future loss. 25 percent. 
Doubtful Loans on which collection or liquidation in full is highly improbable, 50 percent.

substantial losses are probable.
Loss Uncollectible or worthless. 100 percent.

Interest is not accrued on past-due loans, which are loans or
other credit not paid at the prescribed maturity date or, in the
case of installment credit, in arrears by more than a prescribed
amount depending upon the frequency of installments.

Singapore Special mention Accounts with evidence of potential weakness in creditworthiness, such as A provision of 50 percent of the loan value for defaults of 
untimely repayment. over a year; for defaults of 3 to 6 months provision is the 

Substandard Normal repayment may be jeopardized by continuing adverse trend of difference between the loan amount and 80 percent of 
severe financial weakness. collateral; for 6 to 12 months, the difference between the 

Doubtful Repayment of outstanding debt appears questionable; expectation of loss. loan amount and 70 percent of the collateral. In aggregate,

Bad Outstanding debt is uncollectible.
100 percent of substandard, doubtful, and bad loans must be
provided for, with those graded doubtful to have at least 50
percent provision. 
Loans must be written off in the year that they are recognized as
a loss. The Monetary Authority of Singapore has established a
minimum (tax exempt) general provision of 2 percent of
outstanding loans (including accrued interest) net of specific
provisions.

Taiwan Province Nonperforming loans (on which interest is not accrued) are: Only provisions (general and specific combined) up to 
of China 1. Short-term loans with principal payments three months past due. 1 percent of loan balance are tax deductible. Specific 

2. Loans with interest payments (or installments) six months past due. provisions in excess of that amount are made on a quarterly 
3. Loans to companies for which legal proceedings by the bank have basis. Interest is no longer accrued after 180 days. Loans 

commenced. must be written off after all legal proceedings have finished.

Thailand Loans are nonperforming (substandard or doubtful) if they are 12 months 
past due but fully collateralized or secured, or if they are 6 months past due 
but not fully secured.

Substandard Loan is in arrears, but there is sufficient security to ensure that full 15 percent (by end-June 1999; at least 7.5 percent by end-
recovery of the debt will be possible. June 1998).

Doubtful Loan is in arrears, but there is insufficient collateral. 100 percent.
Irrecoverable Legal enforcement has been initiated and has been unsuccessful. 100 percent.

Table 35 (continued)
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Europe
Czech Republic Watch Accounts overdue by 30–90 days. 5 percent of net (after collateral) exposure.

Substandard Accounts overdue by 91–180 days. 20 percent of net exposure.

Doubtful Accounts overdue by 181–360 days. 50 percent of net exposure.

Loss Accounts have been overdue for more than a year, there is little likelihood 100 percent of net exposure.
of repayment, and assets are not adequately secured.

Restructured loans must be classified as substandard for six months after 
restructuring and then as watch for three years.

Hungary Performing Assumption that interest or principal will not be more than 15 days overdue. 0 percent.

To be monitored No loss is assumed, but management is of the opinion that the exposure 0–10 percent.
requires separate monitoring.

Substandard Risks are higher than average or some loss may be assumed at the time 11–30 percent.
of classification.

Doubtful A loss will be incurred but the size of the loss is uncertain or where 31–70 percent.
payment is at least 90 days past due or payment delay becomes regular.

Bad The loss will exceed 70 percent or the company is in bankruptcy. 71–100 percent.

General reserves (out of net income)  must amount to
1.25 percent of the balance sheet total plus 1 percent of
guarantees.

Poland Standard No arrears or doubts about the borrower’s financial strength; receivables None.
guaranteed by the state.

Substandard Loans in arrears by more than a month, or loans to a borrower with 20 percent.
weakened financial standing. 

Doubtful Loans in arrears by more than three months, or loans to a borrower with 50 percent.
deteriorating financial standing.

Loss Loans in arrears by more than six months or the subject of legal dispute, or 100 percent.
loans to a borrower who is either in liquidation or whose location is 
unknown, or whose financial standing makes repayment impossible.

Approval for lower provisions may be given if the loans are
adequately collateralized. General reserves may be set up
without limit, although reserves equal to only the first 1 percent
of impaired loans are tax deductible.

Turkey Special follow-up Loans to uncreditworthy borrowers (defined as borrower whose capital is Initial 15 percent provision.
insufficient to pay the debt when due, or borrower lacks the ability to pay Increased to 50 percent by the end of the first year, 
the debt, or the borrower’s working capital is insufficient to meet its 100 percent after two years.
operating needs). 

Administrative Loans classified as overdue or one month in arrears. 15 percent provision is required after two months 
follow-up (i.e., when 90 days past due).

Legal follow-up Loans in arrears for three months. 25 percent provision is required after 6 months, rising to 
50 percent after one year, 75 percent after 18 months, and 
100 percent after two years. Banks must cease accruing interest
on loans in legal follow-up.

Loans to state entities (including state-owned enterprises) are not included 
in the classification system, and provisions are not required for these loans.
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Latin America

Argentina Consumer loans Commercial loans Liquid guarantee Preferred guarantee Without guarantee

Normal Less than 31 days overdue. No doubt exists. 1 percent. 1 percent. 1 percent.

Potential risk 31–89 days overdue. Performing, but sensitive to changes; 1 percent. 3 percent. 5 percent.
or more than  30 days overdue.

Problem 90–179 days overdue. Problems meeting obligations; 1 percent. 12 percent. 25 percent.
or 90–179 days overdue.

High risk 180–365 days overdue or subject Highly unlikely to meet obligations; 1 percent. 25 percent. 50 percent.
to judicial proceedings for default. or more than 180 days overdue.

Irrecoverable More than 365 days overdue. Obligations cannot be met; more than 1 percent. 50 percent. 100 percent.
365 days overdue.

Irrecoverable for Bankruptcy/liquidation/insolvency. Bankruptcy/liquidation/insolvency. 100 percent. 100 percent. 100 percent.
technical decision

Brazil Consumer loans Commercial loans Unsecured Partially/fully secured Export/import
0–29 days overdue. 0–29 days overdue. 0 percent. 0/0 percent. 0/100 percent.
30–59 days overdue. 30–59 days overdue. 0 percent. 0/0 percent. 100/100 percent.
60–180 days overdue. 60–180 days overdue. 100 percent. 50/20 percent. 100/100 percent.
181–360 days overdue. 181–360 days overdue. 100 percent. 100/20 percent. 100/100 percent.
More than 360 days overdue. More than 360 days overdue. 100 percent. 100/100 percent. 100/100 percent.

Chile Consumer loans Commercial loans Allowance
A Current Probability of default: 0 percent. 0 percent.
B 1–29 days overdue. Probability of default: less than 5 percent. 1 percent.
B– 30–59 days overdue. Probability of default: 5–40 percent. 20 percent.
C 60–119 days overdue. Probability of default: 40–80 percent. 60 percent.
D More than 120 days overdue. Probability of default: 80–100 percent. 90 percent.

Colombia Consumer loans Commercial loans Unsecured principal Interest Secured principal
A (Normal) Current. Current. 0 percent. 0 percent. 0 percent.
B  (Subnormal) 30–59 days overdue. 30–119 days overdue. 1 percent. 1 percent. 0 percent.
C  (Deficient) 60–89 days overdue. 120–179 days overdue. 20 percent. 100 percent. 0 percent.
D  (Doubtful) 90–179 days overdue. 180–359 days overdue. 50 percent. 100 percent. 0 percent.
E  (Unrecoverable) 180–360 days overdue. 360–719 days overdue. 100 percent. 100 percent. 0 percent.
E  (Unrecoverable) More than 360 days overdue. More than 720 days overdue. 100 percent. 100 percent. 100 percent.

Mexico Consumer loans Commercial loans Allowance
A Minimal risk. Minimal risk. 0 percent.
B Low risk. Low risk. 1 percent.
C Moderate risk. Moderate risk. 20 percent.
D High risk. High risk. 60 percent.
E Noncollectible. Noncollectible. 100 percent.

Loan loss reserves should be at least equal to the greater of (1)
reserves calculated according to the above classification; (2) 4
percent of total loans; or (3) 45 percent of past-due loans. The
entire amount of an amortizing loan (including past-due interest)
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is considered past due if any payment is 90 days overdue (180
days for mortgages). Nonamortizing bullet loans are past due if
more than 30 days overdue. Credit cards are past due when two
minimum payments have been missed. Loans restructured into
UDIs are transferred to trusts (consolidated into the bank’s
financial statements) and attract a 15 percent loan loss reserve.

Peru Consumer loans Commercial loans Unsecured consumer Unsecured commercial
A (Normal) Current. Current with no doubts. 0 percent. 0 percent.
B  (Potential problem) 10–29 days overdue. Demonstrated difficulties. 3 (on total balance) percent. 1 (on total balance) percent.
C  (Substandard) 30–59 days overdue. Serious weaknesses. 30 percent. 25 percent.
D  (Doubtful) 60–120 days overdue. Making payments, but less than contracted. 60 percent. 50 percent.
E  (Loss) More than 120 days overdue. Unrecoverable. 100 percent. 100 percent.

Venezuela Consumer loans Commercial loans Allowance
A (Normal) Fully performing. Fully performing. 0 percent.
B  (Potential risk) 1–3 monthly payments overdue. Performing, but showing signs of potential 5 percent.

future problems (e.g., deterioration of 
financial condition, inadequate 
documentation).

C  (Real risk) 4–6 monthly payments overdue. Experiencing delays in interest and/or 10 percent.
principal payments with estimated losses.

D  (High risk) 7–12 monthly payments overdue. Interest and/or principal payments three 50 percent.
months or more past due and where legal 
recovery proceedings have been initiated.

E  (Irrecoverable) More than 12 monthly payments Interest and/or principal payments are 100 percent.
overdue. 12 months past due or where legal

proceedings indicate very scarce 
possibility of recovery.

Once a loan is 30 days past due it is placed on nonaccrual
status, and a reserve equal to 100 percent of accrued interest
must be created immediately. Loans must be written off after
36 months. Provisioning requirements do not apply to credits
guaranteed by the Venezuelan public sector.

Consumer Loans
Provisioning based on the amount of principal overdue for
A–D loans. For E loans, the reserve must take into account
the entire outstanding balance.

Sources: IBCA Ltd.; ING Barings Securities; and J.P. Morgan.
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commercial paper. These observations about the use
of debt securities reflect the greater historical reliance
by firms in the United States on direct intermediation
through the corporate debt securities markets, the
heavy reliance in Europe on bank financing, and the
relatively undeveloped European corporate securities
markets.

Another way of assessing the potential importance
of the euro from a purely quantitative perspective is to
examine the use of existing European currencies as
currencies of denomination in international financial
transactions. In international bond markets, 35 per-
cent of the outstanding stock of international debt se-
curities was denominated in EU currencies at end-
September 1996 (Table 36). Although this is a

substantial share of international issues outstanding,
and is a close second to the amount of dollar interna-
tional issues outstanding, EU countries themselves is-
sued more than 45 percent of all international bonds
outstanding. In addition, in the five-year period end-
ing in December 1995, only a minor share of develop-
ing country debt was issued internationally in EU
currencies.

Still another way to gauge the potential role of the
euro is to examine daily turnover in the global foreign
exchange markets. According to the most recent Bank
for International Settlements (BIS) survey, as of April
1995 the dollar was involved in at least one side of a
transaction about 42 percent of the time, the deutsche
mark 18.5 percent, the yen 12 percent, and the pound
sterling 5 percent. EMS currencies combined were
involved in at least one side of a transaction about
35 percent of the time, including European cross-
currency trading (Table 37). In related derivative mar-
kets, the dollar, EU currencies, and the yen accounted
for shares of trading that are roughly equivalent to the
relative sizes of their economies (in terms of GDP),
but most of this activity actually involved U.S. and
U.K. financial institutions. Transactions involving
currency swaps were clearly tilted toward the dollar,
reflecting its now dominant position in international
finance and as a reserve currency (Table 38).

In summary, although the EU currencies command
a significant share of activity in international financial
markets, they do not now command shares in line with
either the size of the EU economy or the relative size
of their domestic financial markets.

Institutional Framework for
Financial Markets

Between now and the start of EMU, countries of the
European Union will implement a new institutional
framework for EMU financial policymaking. The
main parts of this framework are the new EU-wide
payments system, the institutional framework for con-
ducting the single EMU monetary and exchange rate
policy, and a still-evolving institutional framework for
implementing and coordinating financial supervision
and regulation across European financial markets, in-
cluding the management of systemic risk. Each of
these important elements of the new framework is dis-
cussed in this subsection.

TARGET Payments System

TARGET (Trans-European Automated Real-Time
Gross Settlement Express Transfer) is a payments sys-
tem designed to process cross-border transactions de-
nominated in euros after the start of Stage III of EMU
on January 1, 1999. TARGET has two main objec-
tives. The first objective is to provide a safe payments
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Table 36. Amounts Outstanding of International
Debt Securities by Currency and Country of
Nationality, March 19971

(In billions of U.S. dollars)

Amounts
Outstanding

By currency
U.S. dollar 1,301.4
Japanese yen 499.6
Currencies of European Union (EU) countries2 1,107.9
Other3 331.8

Total 3,240.7

By country of nationality

EU countries 1,478.2
Austria 64.4
Belgium 50.2
Denmark 32.0
Finland 53.8
France 211.6

Germany 356.4
Greece 20.0
Ireland 17.4
Italy 92.2
Luxembourg 11.8

Netherlands 124.4
Portugal 12.6
Spain 43.7
Sweden 116.3
United Kingdom 275.5

North America 647.2
Canada 183.7
Mexico 45.4
United States 418.1

Japan 344.6

Others 770.7
All countries 3,240.7

Source: Bank for International Settlements, International Bank-
ing and Financial Market Developments (May 1997).

1Euronotes and international bonds.
2Currencies of Austria, Belgium, Denmark, Finland, France, Ger-

many, Ireland, Italy, Luxembourg, the Netherlands, Portugal, Spain,
Sweden, and the United Kingdom; plus ECU.

3Currencies of Australia; Canada; Hong Kong, China; New
Zealand; Norway; and Switzerland; plus other currencies.



mechanism within the euro area based on real-time
gross settlement (RTGS) procedures that will insulate
the payments system across Europe from the effects of
liquidity and payment difficulties experienced by a
single institution.4 The second goal is to create an ef-
ficient system of cross-border payments that will inte-
grate the money markets of the participating countries
and support the implementation of the single mone-
tary policy in Stage III.5

Participation

The TARGET system is composed of one RTGS
system in each of the EMU countries and the pay-
ments mechanism of the European Central Bank

(ECB) connected by common infrastructures and pro-
cedures forming the Interlinking system (a communi-
cations network) (Figure 54).6 Only the ECB and na-
tional central banks (NCBs) will be allowed to use the
Interlinking system, but any participant in any RTGS
system connected to TARGET will be allowed to send
payments via TARGET. Because TARGET is de-
signed to process only euro transactions, RTGS sys-
tems of EU countries not in EMU will be allowed to
connect to TARGET only if they are able to process
euros. Remote access to domestic RTGS systems will
be granted on a nondiscriminatory basis to credit in-
stitutions licensed in other EU states either through
their local branches or directly from another EU coun-
try. (At the start of EMU, however, remote access to
monetary operations will not be available.) To facili-
tate the operations of large-value net settlement sys-
tems working in euros through TARGET, net settle-
ment systems will be allowed to open a special
account with the ECB or a national central bank that
must be used exclusively for settlement purposes and
must have a zero balance at the beginning and at the
end of the day.
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Table 37. Use of Selected Currencies on One Side of Foreign Exchange
Transaction, April 1989, April 1992, and April 19951

(As a percentage of global gross foreign exchange market turnover)

Currency April 1989 April 1992 April 1995

U.S. dollar 90 82 83
Deutsche mark2 27 40 37
Japanese yen 27 23 24
Pound sterling 15 14 10
French franc 2 4 8
Swiss franc 10 9 7
Canadian dollar 1 3 3
Australian dollar 2 2 3
European currency unit (ECU) 1 3 2
Other European monetary system 

(EMS) currencies 3 9 13
Currencies of other reporting countries 3 3 2
Other currencies 19 8 8

All currencies 200 200 200

Memorandum item:
EMS currencies including ECU 48 70 70

Source: Bank for International Settlements, Central Bank Survey of Foreign Exchange and Derivatives
Market Activity 1995 (May 1996).

1Numbers of reporting countries are 21 in 1989 and 26 in 1992 and 1995. Data for 1989 and data for Fin-
land in 1992 include options and futures. Data for 1989 cover local currency trading only, except for the
U.S. dollar, deutsche mark, Japanese yen, pound sterling, Swiss franc, and ECU. The figures relate to gross
turnover because comparable data on a “net-gross” or “net-net” basis are not available for 1989.

2Data for April 1989 exclude domestic trading involving the deutsche mark in Germany.

4In RTGS systems, payments orders are processed one by one
on a sequential basis. As long as there are sufficient funds or
overdraft facilities available in the sending institution’s account
with the central bank, there will be immediate and final settlement
of all payments. The receiving institution does not bear any credit
or liquidity risk on the payments orders received since its account
is credited only after the account of the sending institution is
debited.

5Within TARGET the delay between the debiting of the account
of the sending institution and the crediting of the account of the re-
ceiving institution should be a matter of seconds. Banks will then be
able to move funds across borders immediately and at low cost, re-
sponding very rapidly to arbitrage opportunities. As a result, a sin-
gle interbank rate is likely to prevail in all EMU countries and the
liquidity impact of European Central Bank operations will be uni-
form across EMU.

6While the Interlinking procedures will be identical in all coun-
tries, the payments services for end users may differ reflecting local
conditions under which RTGS systems have been developed in each
country (e.g., some systems may include queuing facilities or cash
management facilities).
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Structure

TARGET is designed as a decentralized system in
which payments messages are exchanged on a bilat-
eral basis among national central banks, according to
the “central banking correspondent model,” without
any central counterparty. It remains to be decided
whether the ECB will have its own payments mecha-
nism connected to TARGET. This may not be neces-
sary because the national central banks will imple-
ment most monetary policy operations, in agreement
with the principle of decentralization underlying mon-
etary policy in EMU. Even if the Governing Council
of the ECB decides to retain the execution of fine-
tuning operations and foreign exchange intervention,
the settlement of transactions for both operations may

remain decentralized and the ECB may still not need
to access the payments system.7

The ECB will neither monitor nor receive informa-
tion on inter-NCB payments orders during the day. At
the end of the day, the ECB will perform specific con-
trol operations with the aim of checking the correct-
ness of cross-border payments exchanged during the
day and the resulting inter-NCB balance positions.
The European Monetary Institute (EMI) has not yet
decided on the clearing and settlement modalities (fre-
quency of settlement, degree of centralization, means
of payment) of outstanding balances among national
central banks.

In the U.S. Federal Reserve System, the Board of
Governors, like the ECB, does not monitor the settle-
ment positions of each federal reserve bank during the
day. At the end of each business day, the reserve
bank’s Integrated Accounting System settles the cross-
district financial transactions by debiting or crediting
as appropriate each reserve bank’s Interdistrict Settle-
ment Account. This daily clearing process is known as
the “gold wire process.” The board coordinates once a
year (in April) the settlement of the balances on the In-
terdistrict Settlement Accounts by means of transfer of
Gold Certificate assets among reserve banks. The
amount settled is equal to the daily average balance in
the Interdistrict Settlement Account over the previous
year. No such clearing process has been decided upon
in the European System of Central Banks, and this
opens up the possibility of one national central bank
accumulating large claims against another national
central bank with no mechanism for settling them.8

Transactions Processed

In accordance with the objective of facilitating the
implementation of a single monetary policy, credit in-
stitutions will be required to use TARGET for pay-
ments directly connected with monetary policy opera-
tions. Furthermore, large-value net settlement systems
are likely to use TARGET to perform their settlement
operations because they are bound to settle in central
bank money9 and therefore in euros. Credit institu-
tions will decide whether to use TARGET for other
categories of payments, and there will be no upper or
lower limits to the amounts transferred besides those
in the domestic RTGS systems. Nevertheless, the Eu-
ropean Monetary Institute has indicated that TARGET
is expected to process mainly large-value payments
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Table 38. Notional Principal Value of
Outstanding and New Interest 
Rate and Currency Swaps, 1995
(In billions of U.S. dollars)

Amounts
Outstanding New Swaps

Interest rate swaps 12,810.7 8,698.8

U.S. dollar 4,371.7 2,856.5

Japanese yen 2,895.9 2,259.3

Currencies of European 
Union (EU) countries1 4,620.9 3,160.9

Of which:
Deutsche mark 1,438.9 984.5
French franc 1,219.9 1,113.5
Italian lira 405.4 217.3
Netherlands guilder 101.8 62.3
Pound sterling 854.0 433.4
Spanish peseta 163.7 91.9
ECU 223.1 96.4

Other 922.4 422.1
Of which:

Swiss franc 331.7 159.2

Currency swaps2 2,394.8 910.2

U.S. dollar 837.8 307.9

Japanese yen 400.0 164.5

Currencies of EU countries1 684.7 248.1
Of which:

Deutsche mark 238.0 78.1
French franc 81.4 41.6
Italian lira 72.6 18.5
Netherlands guilder 28.1 13.0
Pound sterling 91.5 23.4
Spanish peseta 27.5 22.4
ECU 83.0 28.2

Other 472.3 189.8
Of which:

Swiss franc 150.6 29.7

Source: Bank for International Settlements, International Bank-
ing and Financial Market Developments (November 1996).

1Includes the currencies of Belgium, Denmark, France, Germany,
Italy, the Netherlands, Spain, Sweden, and the United Kingdom;
plus ECU.

2Not adjusted for reporting on both sides.

7There are only two other instances in which the ECB may need
to connect its own payment system to TARGET. First, a net settle-
ment system may open a special account with the ECB. Second, in-
ternational organizations may keep their accounts at the ECB.

8See the papers by Bishop (1997), Dooley (1997), Garber (1997),
and Kenen (1997).

9According to Principle 5 of the report on “Minimum Common
Features for Domestic Payments Systems” released by the Commit-
tee of Governors in November 1993.



terest rates. Second, reserve requirements could be
used to create or enlarge a structural liquidity short-
age in the money market. Third, they could help to sta-
bilize monetary aggregates. By stabilizing short-term
rates, average reserve requirements would reduce the
amount and frequency of fine-tuning operations,
which in a decentralized operational framework could
become cumbersome. The institute indicated that
terms and conditions for reserve requirements would
be harmonized in the euro zone, but it did not specify
whether reserve requirements would be remunerated.

Eligible counterparties of the ESCB for monetary
policy operations will be either institutions estab-
lished in the euro area subject to at least one form of
EU supervision or branches of non-EMU institutions
that have their head office in an EU or European Eco-
nomic Area (EEA) country. These institutions must
be financially sound and the ESCB will have the au-
thority to suspend temporarily or permanently their
access to monetary policy instruments on prudential
grounds. Branches of institutions from third countries
could be counterparties only in bilateral outright op-
erations involving purchases or sales of securities.

All ESCB liquidity-providing operations will be
based on adequate collateral as required by Article
18.1 of the statute of the ESCB. Both public and pri-
vate assets denominated in euros will be eligible as
collateral. Tier I collateral will include assets that ful-
fill eligibility criteria specified by the ECB for the

whole euro area; Tier II collateral will include other
assets that EMU national central banks may consider
eligible in accordance with ECB guidelines (Table
40). Both Tier I and Tier II assets will be eligible in the
whole euro area, but, whereas the default risk related
to Tier I paper will be borne by the ESCB as a whole,
default risk related to Tier II paper will be borne by the
EMU national central bank that proposed it.13 To
avoid the “cheapest to deliver” problem (counterparts
delivering the lowest-quality collateral), the ECB
could impose margins (“haircuts”) or additional guar-
antees on Tier II assets with a lower credit standing. A
list of Tier II assets was deemed necessary because
several national central banks have traditionally ac-
cepted sizable amounts of nonmarketable private bills
and loans as collateral; to assess the related counter-
party risk, some national central banks employ a con-
siderable number of people (about 500 in France, 300
in Germany, and 100 in Austria).

The ESCB will have the capacity to conduct foreign
exchange intervention from the start of Stage III by
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Table 39. European System of Central Banks: Open Market Operations and Standing Facilities

Monetary Policy Types of Transactions____________________________________________
Operations Provision of liquidity Absorption of liquidity Maturity Frequency Procedure

Open market operations

Main refinancing Reverse transactions n.a. Two weeks Weekly Standard tenders
operations (repos)

Longer-term refinancing Reverse transactions n.a. Three months Monthly Standard tenders
operations (repos)

Fine-tuning operations Reverse transactions Reverse transactions Nonstandardized Nonregular Quick tenders
(repos) (repos)

Foreign exchange swaps Foreign exchange swaps

Collection of fixed-term Bilateral procedures
deposits

Outright purchases Outright sales n.a. Nonregular Bilateral procedures

Structural operations Reverse transactions Issuance of debt Standardized/ Regular and Standard tenders
(repos) certificates nonstandardized nonregular 

Outright purchases Outright sales n.a. Nonregular Bilateral procedures

Standing facilities

Marginal lending facility Reverse transactions n.a. Overnight Access at the Access at the 
(repos) discretion of discretion  of 

counterparties counterparties

Deposit facility n.a. Deposits Overnight Access at the Access at the 
discretion of discretion of 
counterparties counterparties

Source: European Monetary Institute (1997).

13Cross-border use of collateral (i.e., the possibility of a counter-
party located in one country of the euro area receiving credit from
its national central bank using assets located in another country of
the euro area) is envisaged. Given the incomplete coverage of inter-
national linkages between central securities depositories for this
purpose, the European Monetary Institute is implementing a scheme
that would allow the relevant transfer of information to take place
across the ESCB itself.
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means of reserves transferred from the EMU national
central banks to the ECB, totaling a maximum amount
of 50 billion euros (Article 30 of the statute of the
ESCB). The management of foreign reserves that re-
main with the EMU national central banks will be
subject to guidelines issued by the ECB (Article 31.3)
to ensure that such operations will not interfere with
the monetary and exchange rate policies of the ECB.
Exchange rate policy cooperation between the euro
area and other EU countries is envisaged within the
framework of a new exchange rate mechanism called
ERM2 (see Box 7). The ECB will make decisions re-
lated to foreign exchange intervention, but it has not
yet been decided whether the ECB or the EMU na-
tional central banks will implement them; this deci-
sion is left to the Governing Council of the ECB.
Counterparties for foreign exchange intervention will
need to satisfy a number of prudential and efficiency
criteria.

Monetary Policy Operating Procedures in Other
Industrial Countries

Monetary policy operating procedures in industrial
countries seem to be guided by two alternative para-

digms (Table 41).14 On the one hand, the central banks
of the United States, Japan, the United Kingdom,
Canada, and Australia play an active role in their do-
mestic money markets by intervening daily. This re-
flects a relatively volatile demand for liquidity, owing
in part to their more developed securities markets. On
the other hand, most continental European central
banks intervene infrequently, relying mainly on aver-
age reserve requirements to smooth liquidity shocks.15

Like the ECB, most central banks use reverse trans-
actions, in the form of repos or reverse repos, as their
main monetary policy instrument. Only in Canada are
reverse transactions not the main monetary policy in-
strument; there the central bank transfers government
deposits between its balance sheet and that of clearing
banks. In the United Kingdom, since 1994 the Bank of
England has increasingly used repos alongside the tra-
ditional outright purchases of commercial bills; this
trend has continued with the opening of the private
repo market in January 1996.
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Table 40. European System of Central Banks: Eligible Assets

Criteria Tier I Tier II

Type of asset European System of Central Banks debt certificates. Marketable financial obligations.
Other marketable financial obligations. Nonmarketable financial obligations.

Equities traded on a regulated market.

Settlement procedures Assets must be centrally deposited in book-entry Assets must be easily accessible to the national 
form with a national central bank or a Central central bank that has included them in its Tier II 
Securities Deposit fulfilling European Central list.
Bank minimum standards.

Type of issuer European System of Central Banks. Public sector.
Public sector. Private sector.
Private sector.
International and supranational institutions.

Financial soundness The issuer (guarantor) must be financially sound. The issuer/debtor (guarantor) must be financially 
sound.

Location of issuer European Economic Area Euro area.
Location in other European Economic Area 

countries can be accepted subject to European
Central Bank approval.

Location of asset Euro area Euro area.
Location in other European Economic Area 

countries can be accepted subject to European
Central Bank approval. 

Currency of denomination Euro Euro.
Other European Economic Area or widely traded 

currencies can be accepted subject to European
Central Bank approval.

Memorandum item:
Cross-border use Yes For “domestic” assets: yes.

For “foreign” assets: possibly restricted.

Source: European Monetary Institute (1997).

14See Borio (1997), pp. 286–368.
15In the United States, the growing use of so-called sweep accounts

is increasingly reducing the buffer role of reserve requirements.
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Table 41. Key Monetary Policy Operating Procedures in Industrial Countries and in the European Central Bank 

European
Central United United
Bank Austria Belgium France Germany Italy Netherlands Spain Sweden Kingdom Australia Canada Japan Switzerland States

Main operation RT RP RP1 RP RP RT CL RP RT OT RT RT RT FXS RT
Maturity (days) 14 7 7–15 7 14 ≤30 2–8 10 7 1–33 av. 7 1 1–90 80–120 1–15
Frequency 1/wk 1/wk 1/wk 2/wk 1/wk ≥1/wk 1/4d 1/10d 1/wk ≤3/d 1/d 1/d ≤3/d ≈1/wk ≈1/d

Fine-tuning operations Yes No Yes Yes No Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes

Long-term refinancing 
operations Yes Yes Yes Yes Yes Yes Yes No No Yes No No Yes Yes Yes

Standing facility 
Lending Yes Yes Yes Yes Yes Yes No No Yes 2 Yes Yes3 No Yes No
Deposit Yes Yes Yes No No4 No No No Yes No Yes 3 No No No
Below market No Yes Yes No Yes Yes Yes No No No No No Yes5 No Yes

Reserve requirements 6 Yes No Yes Yes Yes Yes Yes No 7 Yes Yes8 Yes Yes Yes
Remuneration 6 No No No No Yes Yes No No No Yes No No Yes No

Source: Borio (1997).
Notes: RT = reverse transaction (repo or reversed repo); RP = repo (reversed purchase); OT = outright transaction, secondary market; CL = collateralized loan; FXS = foreign exchange

swap (purchase or sale). 
1Or collateralized loans, depending on assets backing the transaction.
2A number of facilities aimed at limiting the rise in the overnight rate.
3Mainly overdraft loans. In addition, discretionary reversed transactions operated on occasions as a quasi-standing facility.
4Discretionary issuance of short-term paper operated on occasions as a standing facility.
5Inactive since July 1995.
6Not yet decided.
7Cash ratio deposit. 
8Requirement that average settlement balances before overdrafts be non-negative. 



tions and assign supervisory responsibilities to an-
other agency, usually under the control of the ministry
of finance. In some instances the distinction is blurred.
In France, for example, the Banking Commission
(Commission Bancaire) is chaired by the Governor of
the Bank of France with representatives of the French
Treasury; the commission supervises compliance with
regulations, but the Bank of France carries out inspec-
tions on behalf of the commission.16

There does not seem to be any clear-cut correspon-
dence between monetary operating procedures and
banking supervision models. Industrial countries out-
side continental Europe do not share the same model.
Some countries (Australia, New Zealand, the United
Kingdom,17 to some extent the United States) com-
bine monetary and supervisory functions within the

central bank, whereas other countries (Canada, to
some extent the United States) separate them. Conti-
nental European countries are also split as to how to
allocate these responsibilities. Germany, some of its
close neighbors (Austria, Switzerland, Belgium, Den-
mark), and three Scandinavian countries (Sweden,
Norway, and Finland) separate the two functions,
whereas the other EU countries combine them.

Current plans suggest that EMU is likely to follow
the German model of separating monetary and super-
visory responsibilities. The Treaty of Maastricht lim-
its the role of the ECB in the area of prudential super-
vision to “specific tasks” that the EU Council may
confer to it on a proposal of the European Commis-
sion. Specifically, Article 105(6) of the treaty states:
“The Council may, acting unanimously on a proposal
from the Commission and after consulting the ECB
and after receiving the assent of the European Parlia-
ment, confer upon the ECB specific tasks concerning
policies relating to the prudential supervision of credit
institutions and other financial institutions with the
exception of insurance undertakings.” The commis-
sion has not yet taken any initiative in this direction.
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Table 42. Monetary and Supervisory Agencies 

Monetary Agency Supervisory Agency Notes

Australia Reserve Bank of Australia (CB) Reserve Bank of Australia (CB) C
Austria National Bank of Austria (CB) (Federal) Ministry of Finance (MF) S
Belgium National Bank of Belgium (CB) Bank and Finance Commission S 
Canada Bank of Canada (CB) Office of the Superintendent of Financial Institutions (MF)
Denmark Danmarks Nationalbank (CB) Financial Supervisory Agency (MEA) S 

Finland Bank of Finland (CB) Financial Supervision Authority (CB) S
Bank of Finland (CB)

France Bank of France (CB) Bank of France (CB) Banking Commission C 
Germany Deutsche Bundesbank (CB) Federal Banking Supervisory Office Deutsche Bundesbank (CB) S 
Greece Bank of Greece (CB) Bank of Greece (CB) C
Hong Kong, China Hong Kong Monetary Authority (CB) Hong Kong Monetary Authority (CB) C 

Ireland Central Bank of Ireland (CB) Central Bank of Ireland (CB) C
Italy Banca d’Italia (CB) Banca d’Italia (CB) C
Japan Bank of Japan (CB) Ministry of Finance (MF) S 
Luxembourg Luxembourg Monetary Institute (CB) Luxembourg Monetary Institute (CB) C
Netherlands De Nederlandsche Bank (CB) De Nederlandsche Bank (CB) C

New Zealand Reserve Bank of New Zealand (CB) Reserve Bank of New Zealand (CB) C
Norway Norges Bank (CB) Banking, Insurance and Securities Commission (MF) S 
Portugal Banco de Portugal (CB) Banco de Portugal (CB) C
Spain Banco de Espana (CB) Banco de Espana (CB) C
Sweden Sveriges Riksbank (CB) Swedish Financial Supervisory Authority S 

Switzerland Swiss National Bank (CB) Federal Banking Commission S 
United Kingdom Bank of England (CB) Bank of England (CB) C1

United States Federal Reserve Board (CB) Office of the Comptroller of the Currency (MF) S
Federal Reserve Board (CB)
State governments
Federal Deposit Insurance Corporation

Venezuela Banco Central de Venezuela (CB) Superintendency of Banks S

Source: Goodhart and Schoenmaker (1995).
Note: The sample covers all industrialized countries (OECD); Hong Kong, China; and Venezuela. C = combined; CB = Central Bank; 

MEA = Ministry of Economic Affairs; MF = Ministry of Finance; and S = separated.
1In May 1997, the U.K. government announced plans to move responsibility for banking supervision from the Bank of England to the Se-

curities and Investments Board.

16These cases were classified following Goodhart and Schoen-
maker (1995). 

17The United Kingdom is about to adopt the alternative model of
banking supervision. In May 1997, the government announced plans
to move responsibility for banking supervision from the Bank of
England to the Securities and Investments Board.
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Table 43. Deposit Insurance Schemes for Commercial Banks in the European Union and G-10 Countries, 1995

Administration of 
System: Government Extent or Ex Ante or Fund Minimum Risk-Based 

or Industry Amount of Coverage Ex Post Funding Reserve Level Base for Premium Premiums

Austria Industry S 260,000 (per physical Ex post; system organized n.a. The deposit guarantee system shall obligate its n.a.
person depositor) as an incident-related member institutions, in case of paying out of 

guarantee facility guaranteed deposits, to pay without delay pro 
rata amounts that shall be computed according 
to the share of the remaining member institution 
at the preceding balance sheet data as compared
to the sum of such guaranteed deposits of the 
deposit guarantee system

Belgium Government/industry ECU 15,000 until Dec. 1999, Ex ante, but in case of No Total amount of customer’s deposits that No
(joint) ECU 20,000 thereafter insufficient reserves, banks qualify for reimbursement and that are 

may be asked to pay, each expressed either in BF, ECU, or another 
year if necessary, an EU currency
exceptional additional
contribution up to 
0.04 percent

Canada Government Can$60,000 (per depositor) Ex ante No Insured deposits No
(Crown Corporation)

Denmark Government DKr 300,000 or ECU 42,000 Ex ante Yes, 3 billion DKr Deposits No
(per depositor)

Finland Industry 100 percent (per depositor) Ex ante No Total assets No

France Industry F 400,000 (per depositor) Ex post n.a. The contribution consists of two parts: (1) A
fixed part, irrespective of the size of the bank, 
equal to 0.1 percent of any claim settled and  
with a F 200,000 ceiling; and (2) a proportional 
part, varying according to a regressive scale  
relative to the size of the bank contributing,  
based on deposits and one-third credits. n.a.

Germany Industry 100 percent up to a limit Ex ante; however, No Balance sheet item “Liabilities to Customers” No
of 30 percent of the bank’s additional assessments 
liable capital (per deposit) may be made if necessary 

to discharge the fund’s 
responsibilities. These 
contributions are limited 
to twice the annual 
contribution

Greece Government/industry ECU 20,000 (per depositor) Ex ante No Total deposits No
(joint)

Ireland Government 90 percent of deposits; Ex ante No, but minimum Total deposits excluding interbank deposits No
maximum compensation is Premium Rate of and deposits represented by negotiable 
ECU 15,000 £20,000 certificates of deposit

Italy Industry 100 percent of first Ex post; banks commit No Maximum limit for funding the whole system: Yes
Lit 200 million (per depositor) ex ante; however, Lit 4,000 billion. Contributions are distributed 

contributions are ex post among participants on the basis of deposits 
plus loans minus own funds with a correction 
mechanism linked to deposit growth.

Japan Government/industry ¥10 million yen Ex ante No Insured deposits No
(joint) (per depositor)
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Luxembourg Industry Lux F 500,000 Ex post n.a. Banks’ premiums based on percentage of loss n.a. 
(per depositor), only to be met
natural persons

Netherlands Government/industry ECU 20,000 (per Ex post n.a. Amount repaid in compensation to insured is n.a.
(joint) depositor); compensation apportioned among participating institutions. 

paid in guilders However, the contribution in any one year 
shall not exceed 5 percent per an institution’s 
own funds and per all institutions’ own funds

Portugal Government 100 percent up to 15,000 ECU Ex ante. However, the No Guaranteed deposits Yes
75 percent: 15,000–30,000 ECU payment of the annual 
50 percent: 30,000–45,000 ECU contributions may be 
(per depositor) partly replaced, with a 

legal maximum of 
75 percent, by the
commitment to deliver 
the amount due to the 
Fund, at any moment it 
proves necessary

Spain Government/industry Ptas 1.5 million (per depositor); Ex ante No Deposits No
(joint) to be increased to ECU 20,000 

Sweden Government SKr 250,000 (per depositor) Ex ante No Covered deposits Yes

Switzerland Industry SwF 30,000 (per depositor) Ex post n.a. Two components: fixed fee in relation to gross n.a.
profit; variable fee depending on share of total 
protected deposits of an individual bank

United Kingdom Government 90 percent of protected deposits, Ex ante; banks make initial Yes, the fund is   All deposits in European Economic Area No
with the maximum amount of contributions of £10,000 required by law to  currencies less deposits by credit institutions; 
deposits protected for each when a bank is first maintain a level of financial institutions, insurance undertakings, 
depositor being £20,000 (unless authorized, further £5 million to £6 million, directors, controllers and managers, secured 
the sterling equivalent of contributions if the fund but the Deposit deposits, CDs, deposits by other group 
ECU 22,222 is greater). Thus, falls below £3 million, Protection Board can companies and deposits that are part of the
the most an individual can not exceeding £300,000 decide to borrow to  bank’s own funds
collect in a bank failure is per bank based on the meet its needs
£18,000 (per depositor) or insured deposit base of 
ECU 20,000 if greater the banks involved, and 

special contributions, 
again based on the insured 
deposit base of the banks 
involved, but with no 
contribution limit

United States Government $100,000 (per depositor) Ex ante Yes, 1.25 percent of Domestic deposits Yes
insured deposits

European Union Only directs that each The aggregate deposits of each  Determined within each Determined within Determined within each member state Determined
(EC Directive member state shall depositor must be covered up member state each member state within each 
on Deposit- ensure within its to ECU 20,000. Until Dec. 31, member state
Guarantee territory one or more 1999, member states in which  
Schemes) deposit guarantee deposits are not covered up to 

schemes are ECU 20,000 may retain the 
introduced and maximum amount laid down on
officially recognized their guarantee schemes, 

provided that this amount is 
not less than ECU 15,000 
(per depositor)

Sources: IMF country desks; and Barth, Nolle, and Rice (1997).
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The implementation of several EU directives24 and
of the Basle Accord has not fully harmonized capital
standards, which still differ somewhat across EU
countries owing to the different lists of items that
banks can use to meet capital requirements (Table
46). Likewise, supervisory practices vary in terms of
procedures for examinations and inspections, disclo-
sure of regulatory information, lending limits (on bor-
rowers, sectors, countries, and large exposures), and
limits on bank activities abroad (Table 47). Whereas
a single currency will increase pressures for harmo-
nization, decentralized supervisory functions may
well allow these differences to persist long enough to
affect the location of the banking industry within
EMU.

Euro as a Catalyst: Incentives for
Continued Structural Change

Driven by financial deregulation, changing oppor-
tunities for investment, and bank disintermediation,
European securities markets have become more
highly integrated and liquid. These changes have been
associated with the placement of large sovereign debt
issues, which provided strong incentives to develop
liquid and efficient secondary bond markets, and with
the accumulation of large stocks of public debt, which
raised yields on government securities thereby making
them an attractive alternative to bank deposits. Facili-
tated by the recent convergence of macroeconomic
policies, greater capital mobility has contributed to
market integration by linking national securities
markets, reducing bond spreads, and increasing co-
movements in bond and equity returns across EU
countries.25
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Table 44. Permissible Banking Activities and Bank Ownership in the European Union and G-10
Countries, 1995

Commercial Bank Nonfinancial Firm
Investment in Investment in

Securities1 Insurance2 Real Estate3 Nonfinancial Firms Commercial Banks

Banks given very wide powers
Austria Unrestricted Permitted Unrestricted Unrestricted Unrestricted
Switzerland Unrestricted Permitted Unrestricted Unrestricted Unrestricted
United Kingdom Unrestricted Permitted Unrestricted Unrestricted Unrestricted
France Unrestricted Permitted Permitted Unrestricted Unrestricted
Netherlands Unrestricted Permitted Permitted Unrestricted Unrestricted

Banks given wide powers
Denmark Unrestricted Permitted Permitted Restricted Unrestricted
Finland Unrestricted Restricted Permitted Unrestricted Unrestricted
Germany Unrestricted Restricted Permitted Unrestricted Unrestricted
Ireland Unrestricted Prohibited Unrestricted Unrestricted Unrestricted
Luxembourg Unrestricted Permitted Unrestricted Unrestricted Restricted
Portugal Unrestricted Permitted Restricted Permitted Unrestricted
Spain Unrestricted Permitted Restricted Unrestricted Permitted

Banks given somewhat restricted powers
Italy Unrestricted Permitted Restricted Restricted Restricted
Sweden Unrestricted Permitted Restricted Restricted Restricted
Belgium Permitted Permitted Restricted Restricted Unrestricted
Canada Permitted Permitted Permitted Restricted Restricted
Greece Permitted Restricted Restricted Unrestricted Unrestricted

Banks given restricted powers
Japan Restricted Prohibited Restricted Restricted Restricted
United States Restricted Restricted Restricted Restricted Restricted

Source: Barth, Nolle, and Rice (1997).
Definitions: Unrestricted: a full range of activities in the given category can be conducted directly in the bank. Permitted: a full range of ac-

tivities can be conducted, but all or some must be conducted in subsidiaries. Restricted: less than a full range of activities can be conducted in
the bank or subsidiaries. Prohibited: the activity cannot be conducted in either the bank or subsidiaries.

1Securities activities include underwriting, dealing, and brokering all kinds of securities and all aspects of the mutual fund business. 
2Insurance activities include underwriting and selling insurance products/services as principal and as agent.
3Real estate activities include investment, development, and management.

24The two main EU directives concerning capital standards are
the EC Own Funds Directive (April 1989) and the EC Solvency
Directive (December 1989). By January 1, 1993, EU banks had
to satisfy a minimum 8 percent risk-weighted total capital ratio
in line with the Basle Accord. A third directive, the EC Capital
Adequacy Directive (June 1993), set capital requirements for the
market risk resulting from trading in securities, derivatives, and
foreign exchange.

25See Artis and Taylor (1990), Frankel, Phillips, and Chinn
(1993), and Eijffinger and Lemmen (1995).



Against the background of these ongoing structural
changes, the introduction of the euro will alter incen-
tives in such a way so as to encourage the further se-
curitization26 of European finance, greater uniformity
in market practices, more transparency of pricing, and

increased market integration.27 First, by eliminating
separate currencies, the introduction of the euro re-
duces the direct cost of spot transactions and elimi-
nates a relatively volatile element of market risk—for-
eign exchange risk—in longer-dated real and financial
contracts between entities in EMU member countries.
While foreign exchange risk between some ERM cur-
rencies may have diminished recently (as measured by
implied volatilities, for example), the costs incurred
by market participants—including central banks—
during the violent disruptions in the ERM crisis in
1992–93 will long be remembered as will the frequent
realignments, often preceded by speculative attacks,
in the early years of the EMS and in the less formal
exchange rate arrangements before the EMS.

Second, the elimination of currency risk increases
the relative importance of other elements of risk, in-
cluding credit, liquidity, settlement, legal, and event
risks. Credit risk is likely to be the most important
component of securities pricing within EMU, with the
implication that the “relative value” of underlying
credits rather than judgments about the stability and
volatility of currency values will drive securities
prices.

Increased attention will be paid to other elements of
risk. Bond issues of two otherwise identical credit
risks—say, a German company and a French one pro-
ducing the same goods and having similar balance
sheets—may be priced differently if issuing tech-
niques, clearing and settlement procedures, and legal
procedures are different in the respective countries.
The impact of these remaining and less volatile com-
ponents of risk on the cost of raising funds will provide
incentives to suppliers of securities to narrow further
their interest rate spreads by increasing transparency
and by improving issuing techniques and financial in-
frastructures to attract investors. This competitive
process, if allowed to run its course, could lead to the
sufficient harmonization of market practices within the
euro zone to eliminate the advantages a particular geo-
graphical market may now have. In this way, the elim-
ination of currency risk could lead to greater unifor-
mity and transparency of market practices, with the
benefits of more uniform pricing and a breakdown of
market segments within Europe.

The elimination of currency risk and its costs, the
convergence of credit spreads, and more uniformity in
market practices together can be expected to increase
the depth and liquidity of European securities markets.
In short-term markets (money, swap, and short-term

Annex IV European Monetary Union
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Table 45. List of Bank Activities Subject to
Mutual Recognition in the European Union1

Acceptance of deposits and other repayable funds from the public.

Lending.2

Financing leasing.

Money transmission services.

Issuing and administering means of payment (e.g., credit cards,
traveler’s checks and banker’s drafts).

Guarantees and commitments.

Trading for own account or for account of customers in:
Money market instruments (checks, bills, certificates of deposit) 
Foreign exchange
Financial futures and options
Exchange and interest rate instruments
Transferable securities.

Participation in share issues and the provision of services related
to such issues.

Advice to undertakings on capital structure, industrial strategy,
and related questions and advice and services relating to mergers
and the purchase of undertakings.

Money brokering.

Portfolio management and advice.

Safekeeping and administration of securities.

Credit reference services.

Safe custody services.

Source: Barth, Nolle, and Rice (1997).
1The Second Banking Directive specifies that an EU bank or

“credit institution” (i.e., deposit-taking and lending institution) may
conduct directly or through branches the listed activities throughout
the EU so long as its home country authorizes the activities. Sub-
sidiaries of credit institutions governed by the law of the same
member state may also conduct the activities, subject to conditions
that include 90 percent ownership and a guarantee of commitments
by the parent credit institutions. Insurance and real estate activities
are not on the list and are therefore determined by both home and
host country regulations. The Second Banking Directive took effect
January 1, 1993.

2Including among other things consumer credit; mortgage credit;
factoring, with or without recourse; financing of commercial trans-
actions (including forfaiting).

26Securitization refers to the creation of any credit, ownership, or
derivative claims that are publicly tradable, either in organized ex-
changes or over the counter, and whose prices are determined
at frequent intervals in an open market. The popular press has
used this term, almost exclusively, to describe asset-backed secu-
rities (the creation of high-quality, negotiable, liquid securities
that are funded by setting aside illiquid separate claims, such as
mortgage obligations, consumer receivables, and other classes of
assets).

27Even without the euro, full implementation of the EU Invest-
ment Services Directive (ISD), which creates a single passport for
securities firms (brokers and dealers), portfolio managers, and in-
vestment advisories, would provide renewed stimulus for the cre-
ation of an EU single market in financial services, although some
impediments to cross-border competition remain. The euro is likely
to enhance the impact of the ISD.
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Table 46. Components of Capital for Meeting the Capital Standards or Requirements in the European Union and G-10 Countries

Hybrid Capital Investment in
Current Year Instruments Limited Life Latent, or the Capital of

Noncumulative Profit Added Intangible (Including Cumu- Redeemable Fixed-Asset Hidden, General Other Banks
Perpetual (or Loss Assets Other Undisclosed lative Perpetual Subordinated Preference Revaluation Revaluation Loan/Loss and Financial

Preferred Stock Deducted) than Goodwill Goodwill Reserves Preferred Stock) Term Debt Shares Reserves Reserves Reserves Institutions

Austria Yes Yes No No Yes, but limits Yes, but limits Yes, but limits No Yes, but limits No Yes No

Belgium Yes Yes No No Yes, but limits Yes, but limits Yes, but limits Yes, but limits Yes, but limits No Yes No

Denmark No, does Yes No No No Yes, but limits No No, does No, does No, does No, does No
not exist not exist not exist not exist not exist

Finland Yes Yes No No No Yes Yes Not applicable Yes No Yes No

France No, issues not Yes No, except 
permitted in lease renewal No No Yes Yes Yes, but not Yes No Yes Yes, but limits
domestic markets rights issued

Germany Yes No No No Yes, but limits Yes, but limits Yes, but limits No No Yes, with Yes, with No
limits limits

Greece Yes Yes Yes Yes No Yes, but limits Yes, but limits Yes, but not  Yes, but limits No Yes No
utilized at
present

Ireland Yes, no limits Yes No No No Yes, but limits Yes, but limits Yes, but limits Yes, but limits No Yes, but limits No

Italy Yes, but limits Yes Yes Yes No Yes, but limits Yes, but limits No, does Yes, but limits No Yes, but limits No
not exist

Luxembourg Yes Yes No No Yes Yes Yes Yes No No Yes No

Netherlands Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes

Portugal Yes Yes Yes Yes No information Yes Yes, but limits No information Yes No information Yes No

Spain Yes No No No No Yes, but limits Yes, but limits Yes, but limits Yes, but limits No No No

Sweden Yes Yes No No No Yes with Yes No Yes, with No No No
approval approval

United Yes Yes No No n.a. Yes, but limits Yes, but limits Yes Yes, with n.a. Yes, but limits No
Kingdom caution

Canada Yes Yes Yes No No Yes Yes Yes No No No Yes, but back-
to-back issues
are deducted

Japan Yes Yes Yes No No Yes, but not Yes Yes, but No Yes Yes No, if sole 
prevalent not issued purpose is to

raise capital 
ratio 

Switzerland Yes, no limits Yes No No Yes, but limits Yes, but limits Yes, but limits No Yes, but limits Yes, but limits Yes, no limits No
and not including 
cumulative 
perpetual 
preferred stock

United States Yes Yes No, with limited No No Yes, but limits Yes, but limits Yes, but limits No No Yes, but limits No
exceptions

Source: Barth, Nolle, and Rice (1997).
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Table 47. Commercial Bank Supervisory Practices in the European Union and G-10 Countries, 1995

Domestic Bank Activities Abroad____________________________
Information Limits or

Publicly Disclosed restrictions Lending Limits on:____________________________ _______________________________________________________________________
Examinations and/or Inspections Bank Specific placed on Persons____________________________

Banks Required examinations Enforcement authorization domestic bank’s A single connected Particular Country risk Large 
On-site pay exam External Audits or inspections actions required foreign activities borrower with the bank sectors exposure exposures

Austria Yes Yes Yes No No No No Yes Yes No No Yes

Belgium Yes No Yes No Yes No, only No, only Yes Yes No No Yes
notification notification

Denmark Yes, usually Yes Yes No No No No Yes No No No Yes
every 3 years

Finland Yes, not Yes Yes No No No No Yes Yes Yes Yes Yes
regularly

France Yes No information Yes No information No information No No No information No information No information No information No information

Germany Yes Yes Yes No No No No Yes No No No Yes

Greece Yes, generally No Yes No No Yes No Yes Yes No No Yes
every 2–3 years

Ireland Yes, usually No Yes No No Yes No Yes Yes No No Yes
every 18–24
months 

Italy Yes, usually No Yes, for banks No Yes Yes No Yes Yes Yes No Yes
every 4–8 years quoted on the 

stock exchange

Luxembourg Yes, on an Yes Yes No No No No Yes Yes No No Yes
ad hoc basis

Netherlands Yes, depends on No Yes No No No Yes Yes Yes Yes Yes Yes
size/risk profile

Portugal Yes, usually No Yes No Yes Yes No Yes Yes No No Yes
annually

Spain Yes No Yes No No Yes, but only No Yes Yes No No No
branches 
outside EU

Sweden Yes No Yes No No No No Yes No Yes No Yes

United Yes, but limited No, not directly Yes No Yes, but not No No Yes Yes No No Yes
Kingdom and usually explicitly 

biennially naming
institutions

Canada Yes, annually Yes Yes No No No No Yes Yes No No Yes

Japan Yes No information No information No information No information No information No information Yes No information No information No information No information 

Switzerland No Yes Yes, official No No No, only No Yes Yes No No, but Yes
part of notification provision 
supervisory requirements
system per country

United States Yes Yes Yes, for banks No Yes No Yes Yes Yes No No No
with assets 
exceeding 
$500 million

Source: Barth, Nolle, and Rice (1997).
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treasury bill markets, for example), contracts denomi-
nated in individual currencies will be redenominated
in euros and could be traded across national markets,
even if small credit spreads remain. For securities with
multiple exchange listings, competition among ex-
changes could lead to a consolidation of trading in a
single location. Even in markets that remain some-
what segmented (because of higher credit spreads or
restrictions), lower transaction costs (elimination of
commissions on foreign exchange transactions and
costs of hedging exchange rate risk) and the removal
of trading restrictions (e.g., on institutional investors)
will add liquidity. Moreover, competition among is-
suers—no longer based on the strength of the cur-
rency—will encourage sovereign borrowers to intro-
duce market reforms.

Third, the euro will directly reduce the number of
existing barriers to cross-border investment and elim-
inate some restrictions on currency exposures of
various pools of capital (pension funds, insurance
companies, other asset managers). To begin with, all
intra-EMU foreign exchange restrictions on the invest-
ments of pension funds and insurance companies will
become irrelevant within the EMU area (see the ap-
pendix at the end of this annex). The EU matching rule
(liabilities in a foreign currency must be 80 percent
matched by assets in that same currency) for insurance
companies, which has been extended to pension funds
in some countries, will also cease to be binding within
EMU since insurance companies will be able to invest
their assets in any country of the euro area as long as
their liabilities are denominated in euros. The size and
country diversification of assets managed by institu-
tional investors in the European Union, say mutual
funds—still far smaller than in the United States—
could rapidly increase together with their share of for-
eign investments (Table 48). Finally, the “anchoring”
principle, restricting lead managers of issues to full
subsidiaries domiciled in the issuing country, will be-
come irrelevant and will thereby increase the potential
for intra-EMU market penetration.

Fourth, portfolio diversification will change along
with volatilities and correlations of assets in the EMU
area, although some “home bias” could remain (see
Box 8). Moreover, the advantages of currency diversi-
fication will be lost to the extent that business cycles
have been asynchronous and shocks asymmetric. This
will encourage investors and financial institutions to
search for, and find, new opportunities for portfolio
diversification within EMU repo, government securi-
ties, and corporate securities markets, but it may also
encourage them to seek diversification outside the
euro area as well.

European securities markets will also be shaped by
other important factors. Technological progress will
soon make fully integrated EU-wide securities and
derivative markets unavoidable, by making the loca-
tion of trading, clearing, and settlement largely ir-
relevant. Continued fiscal consolidation—as part of
the Stability and Growth Pact—is likely to reduce
the volume of new government bond issues, provid-
ing room for private entities to issue new equity
shares and debt securities. Finally, if the role of
the unfunded social security system diminishes, the
stepped-up activities of institutional investors (e.g.,
insurance companies and private pension funds) will
increase the demand for public and private paper of
various maturities and types, perhaps including cor-
porate bonds.

Structural Implications for Securities
Markets: Further Securitization of

European Finance

As just discussed, the euro has the potential for cat-
alyzing and enhancing the impact of EU financial di-
rectives, increasing transparency in credit evaluation,
accelerating the processes of financial market integra-
tion, and further expanding Europe’s institutional in-
vestor base. This section examines prospects for the
development of EMU-wide securities markets, includ-
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Table 48. Mutual Funds, June 1996

Money
Equity Bond Market Total

Net assets (in billions of U.S. dollars)
European Union1 366.74 533.94 496.32 1,396.99
United States 1,532.46 741.78 817.75 3,091.99
Japan 119.12 189.39 102.22 410.73

Number of funds (in units)2

European Union1 7,136 4,436 1,912 13,484
United States 2,611 2,390 995 5,996
Japan 4,118 2,060 15 6,193

Source: Investment Company Institute.
1Does not include Ireland and the Netherlands for equity and bond funds; does not include Austria, Den-

mark, Ireland, and the Netherlands for money market funds.
2The equity funds also include balanced funds and “other” funds.



BACKGROUND MATERIAL PART II SELECTED ISSUES

ing repo, bond (public and private), equity, and deriv-
ative markets.

EMU-Wide Repo and Interbank Markets

The decision that the ECB will use reverse transac-
tions (repos) as the main instrument for implementing
monetary policy could fuel the development of an
EMU-wide market for repurchase agreements (repo
market). Although private repo markets currently exist
in some countries, with a few exceptions they are not
highly developed and lack the liquidity and depth of
the repo markets in the United States.

In the United States, repo markets are an important
alternative money market instrument. By providing
ready access to secured borrowing, and by enhancing
liquidity in the securities markets, repos facilitate
portfolio financing and the ability to short the market.
Banks also can use repurchase agreements for extend-
ing credits to securities dealers collateralized by a
zero-risk-weighted central government bond. In Eu-
rope, only France has a transparent and liquid repo
market (20 primary dealers are required to post prices
on Reuters). The United Kingdom recently introduced
a gilt repo market, while other countries, notably Ger-
many, discouraged them until the end of 1996 by sub-
jecting repo transactions with nonbanks to reserve re-
quirements, with the result that a large share of the
German repo business migrated to London. In Italy,
legal, taxation, and settlement obstacles have pre-
vented the development of a liquid repo market.

Whether the different market structures characteriz-
ing the interbank markets in each member country will
survive or whether market pressures—acting through

price differentials—will lead to a single EMU-wide
interbank market is an open question. Integration has
already increased somewhat, with growing shares of
foreign interbank deposits (Table 49) and smaller dis-
crepancies between interest rates on euro and domes-
tic markets. On short-maturity transactions, especially
shorter than one month, interest rate arbitrage is still
imperfect, in part because of differences in taxation
and regulation. With the euro, the elimination of Eu-
ropean cross-currency risk, the establishment of ECB
repo operations, and the provision of intraday liquid-
ity for settlement purposes, there would be few, if any,
impediments preventing first-, second-, and third-tier
European banks from dealing directly with each other
for supplying or accessing overnight funds. This
overnight borrowing and lending could quickly lead to
the creation of an efficient EMU-wide interbank mar-
ket with total volumes at least equal to the sum of
those of current domestic interbank markets. In this
scenario, domestic interbank rates would be harmo-
nized across EMU with residual differences reflecting
only the different credit standings of second- or third-
tier banks.

It is a possible next step, although by no means cer-
tain, for a private repo market to develop in all EMU
countries, in which a private yield curve will offer
instruments ranging in maturity from overnight to
long-term contracts. In such a market, financial and
nonfinancial entities alike can engage in short-term
collateralized refinancing operations for conducting
day-to-day treasury operations in supporting their real
economic activities. Many European multinationals
now conduct such refinancing in New York, London,
Tokyo, and other international financial centers.
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Table 49. European Union: Cross-Border Interbank Assets
(In percent of GDP)

1992 1993 1994 1995 1996

European Union countries
Austria 17.71 16.72 17.77 17.89 21.16
Belgium 56.01 60.33 59.20 58.29 58.03
France 17.81 18.22 20.12 18.80 18.51
Germany 8.60 10.21 12.64 13.08 12.67
Ireland 26.26 35.66 38.82 50.80 55.90
Italy 15.81 17.74 18.22 16.71 16.25

Luxembourg 914.54 921.38 937.81 908.43 840.15
Netherlands 26.45 26.54 27.39 27.04 31.24
Portugal 7.63 13.50 20.36 22.17 20.75
Spain 7.38 9.14 10.85 9.61 10.24
United Kingdom 58.14 74.71 74.59 81.59 79.99

Memorandum items:
North America

Canada 8.27 9.27 10.10 9.92 10.41
Mexico 6.07 5.07 6.57 7.88 6.18
United States 9.36 8.96 9.49 9.65 8.89

Japan 16.97 13.85 13.49 12.78 12.67

Sources: Bank for International Settlements; and International Monetary Fund, World Economic Outlook
database.
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Maastricht Treaty rules out the possibility of direct EU
assistance to individual EMU member countries, it is
unlikely that market participants will price sovereign
debt as if it were corporate debt.30 The mere size of
public debt outstanding in any potential EMU member
country relative to any single corporate issuer would
imply significant systemic implications of an involun-
tary restructuring or an outright default by an EMU
member country. This would increase the pressure to
find alternative solutions.

From a pricing perspective, credit risk will become
the most important risk and will make up the largest
part of the remaining interest rate spreads among
EMU issuers after the introduction of the euro. Unfor-
tunately, there is no unambiguous guide to the likely
levels or dispersion of sovereign credit spreads in
EMU. One way of estimating credit spreads is to com-
pare interest rates on sovereign debt issues that trade in
a common currency. Among the potential EMU mem-
ber countries that have issued dollar-denominated
debt, as of June 1997, spreads between 10-year dollar

issues trading in domestic markets and comparable
U.S. treasury issues ranged from a low of 23 basis
points for Austria to a high of 30 basis points for Italy
and Spain (Table 52).31 Spreads on five-year issues
ranged between a low of 6 basis points for Austria and
a high of 12 basis points for Italy. Although it is diffi-
cult to assess whether these spreads are “high” or
“low,” it would appear that they are probably reflect-
ing a good deal of market optimism about the
prospects for a successful EMU and about the adjust-
ments made in some countries.

Another rough benchmark of credit spreads is the
pricing of debt issued by the separate legal entities
making up the separate states of the United States and
of the provinces of Canada. In the case of the United
States, a sample of municipal bonds issued by traders
over the period 1973–90 indicates that the largest
spread during the 28-year period was 146 basis
points; the mean of the spread was 32.4 basis points
with a standard deviation of 24.8 basis points.32 The
sample also reveals that in December 1989, the last
date in the sample, the maximum difference in
spreads on 20-year general obligations issues of 41

Table 50. European Union: Ratings of Foreign and Local Currency Debt of Sovereign Governments, 
May 29, 1997

Foreign Currency Local Currency________________________________________________________________ _____________________________
IBCA S&P Moody’s IBCA S&P Moody’s____________________ ____________________ ____________________

Long-term Short-term Long-term Short-term Long-term Short-term long-term long-term long-term

European Union countries
Austria AAA A1+ AAA A-1+ Aaa P-1 AAA AAA
Belgium AA+ A1+ AA+ A-1+ Aa1 P-1 AAA AAA
Denmark AA+ A1+ AA+ A-1+ Aa1 P-1 AAA AAA Aaa
Finland AA+ A1+ AA A-1+ Aa1 P-1 AAA AAA Aaa
France AAA A1+ AAA A-1+ Aaa P-1 AAA AAA Aaa

Germany AAA A1+ AAA A-1+ Aaa P-1 AAA AAA Aaa
Greece BBB– A3 BBB– A-3 Baa1 P-2 A–
Ireland AA+ A1+ AA A-1+ Aa1 P-1 AAA AAA Aaa
Italy AA– A1+ AA A-1+ Aa3 P-1 AAA AAA Aa3
Luxembourg AAA A1+ AAA A-1+ Aaa P-1 AAA AAA

Netherlands AAA A1+ AAA A-1+ Aaa P-1 AAA AAA Aaa
Portugal AA– A1+ AA– A-1+ Aa3 P-1 AAA AAA Aa2
Spain AA A1+ AA A-1+ Aa2 P-1 AAA AAA Aa2
Sweden AA– A1+ AA+ A-1+ Aa3 P-1 AAA AAA
United Kingdom AAA A1+ AAA A-1+ Aaa P-1 AAA AAA Aaa

Memorandum items:
North America

Canada AA A1+ AA+ A-1+ Aa2 P-1 AAA AAA Aa1
Mexico BB B BB B Ba2 NP BBB+
United States AAA A1+ AAA A-1+ Aaa P-1 AAA AAA Aaa

Japan AAA A1+ AAA A-1+ Aaa P-1 AAA AAA Aaa

Sources: Bloomberg Financial Markets L.P.; IBCA Ltd.; Moody’s Investors Service; and Standard & Poor’s.

30The “no-bailout” clause—Article 104b of the Maastricht
Treaty—states that “the Community shall not be liable for or assume
the commitments of Central Governments, regional or local author-
ities, public authorities, other bodies governed by public law, or
public undertakings of any Member State, without prejudice to mu-
tual financial guarantees for the joint execution of a specific pro-
ject.” The same provision applies to individual EU countries.

31One problem with using this method for estimating credit
spreads is that the spreads may also reflect the market’s assessment
of other factors including liquidity, tax differences, name recogni-
tion, and investor preferences.

32See the analysis in Bayoumi, Goldstein, and Woglom (1995).



U.S. states was 84 basis points. Regarding the Cana-
dian provinces, a much more limited sample suggests
that spreads over Canadian federal issues ranged
from 36 basis points for Ontario to 78 basis points for
Quebec (Table 53).33

Yet a third indication is the pricing of European cor-
porate debt. If EMU member countries maintain their
sovereign ratings of AAA, it is reasonable to expect

that credit spreads between EMU member country is-
suers would be in the range of Standard & Poor’s
triple-A-rated corporate issuers. As of February 1997,
spreads for five triple-A-rated corporate issues were in
the range of between 10 and 45 basis points above
their respective domestic benchmarks.34

Overall, it should be expected that there would be a
convergence of interest rates on sovereign debt is-
sued—and outstanding—by EMU member countries.
Whether or not all of these issues trade at identical
spreads will be determined by the market. To the ex-
tent that spreads remain, market segments will be
identifiable. How much of an impact this will have on
market liquidity remains to be seen.

The plan to introduce the euro has reopened the
competition among European sovereign issuers for
providing EMU with the benchmark yield curve for
pricing other sovereign issues and private debt issues.
This renewed competition is likely to increase the po-
tential for further desegmentation of national debt
markets. From an investor’s point of view, the bench-
mark issue offers the highest return possible on what
is deemed to be a “safe” investment. Such issues are
usually high in volume, extremely liquid, and associ-
ated with various hedging instruments, with the added
advantage of low bid-ask spreads. Benchmark issues
are also used widely in repo markets and are typically
usable as collateral for a wide range of other financial
contracts. From the issuer’s point of view, the key ad-
vantage is that the yield is the lowest possible for that
particular market segment; the added liquidity also
provides easy access to a wide investor base for is-
suance. Thus, the importance of benchmark status is
that it provides access to the lowest-cost financing in
a liquid market.
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Table 51. European Union Countries, North
America, and Japan: Foreign Currency Debt, 1996
(In percent of total government debt)

Foreign
Currency Debt Year1

European Union countries
Austria 17.5 1996
Belgium 11.4 1995
Denmark 14.9 1996
Finland 42.9 19962

France 4.8 1995

Germany 0.1 1995
Greece 30.6 1996
Ireland 26.4 1996
Italy 6.1 1996
Luxembourg 3.5 1995

Netherlands 0.0 1996
Portugal 17.7 1996
Spain 7.3 1996
Sweden 28.2 1996
United Kingdom 4.6 1996

North America
Canada 2.6 19963

Mexico 89.0 1996
United States 0.0 1996

Japan 0.0 1996

Source: International Monetary Fund.
1Year for which the latest data are available.
2For central government.
3Data as of March 31, 1997, for the federal government.

Table 52. Estimates of Credit Spreads of EU Sovereigns, September 1996 and June 1997
(U.S. dollar spreads over treasuries in basis points)

Three-Year Dollar Issues Five-Year Dollar Issues Ten-Year Dollar Issues______________________________ ______________________________ ______________________________
September 1996 June 1997 September 1996 June 1997 September 1996 June 1997

Austria +4 –3 +10 +6 +24 +23
Belgium +6 +5 +15 +9 +28 +26
Denmark +6 +5 +13 +8 +27 +26
Finland +6 +6 +16 +10 +30 +29

Ireland +5 –6 +11 +9 +25 +25
Italy +10 +9 +22 +12 +34 +30
Spain +8 +8 +19 +11 +32 +30
Sweden +8 +6 +17 +10 +27 +28

Source: Paribas, London.

33See Salomon Brothers (1996).

34This range is from a sample of five Standard & Poor’s triple-A-
rated corporate issues with maturities in the 8- to 10-year range:
Bayerische Vereinsbank in Germany (14 basis points), Rabobank in
the Netherlands (19 basis points), British Telecom in the United
Kingdom (42 basis points), Credit Local in France (45 basis points),
and Unilever in the Netherlands (11 basis points).
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are also used widely in repo markets and are typically
usable as collateral for a wide range of other financial
contracts. From the issuer’s point of view, the key ad-
vantage is that the yield is the lowest possible for that
particular market segment; the added liquidity also
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suance. Thus, the importance of benchmark status is
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(In percent of total government debt)
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(U.S. dollar spreads over treasuries in basis points)

Three-Year Dollar Issues Five-Year Dollar Issues Ten-Year Dollar Issues______________________________ ______________________________ ______________________________
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Source: Paribas, London.

33See Salomon Brothers (1996).

34This range is from a sample of five Standard & Poor’s triple-A-
rated corporate issues with maturities in the 8- to 10-year range:
Bayerische Vereinsbank in Germany (14 basis points), Rabobank in
the Netherlands (19 basis points), British Telecom in the United
Kingdom (42 basis points), Credit Local in France (45 basis points),
and Unilever in the Netherlands (11 basis points).
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The main candidates for benchmark status are Ger-
man and French instruments, and it would appear that
France possesses several technical advantages (Table
54).35 First, the French sovereign market is widely
seen to be very liquid because relatively larger issues
are more evenly distributed across the maturity spec-
trum to generate a smooth yield curve. Second, French
markets are supported by a transparent and liquid mar-
ket for repurchase agreements; the bulk of deutsche
mark repo trading is located offshore, mainly in Lon-
don, mostly as a result of reserve requirements. These
requirements have been lifted and so this French ad-
vantage will soon be lost. Third, France has already
developed a strip market—which can be used to re-
calculate the exact value of each security on issue.
Fourth, the French auction schedule has been for some
time very regular and predictable, with the French
Treasury announcing its plans at the beginning of the
year. Finally, the French government has already an-
nounced its intentions to redenominate in euros the
outstanding stock of debt on January 1, 1999. Al-
though French paper is well placed to provide the
benchmark yield curve for euro markets, all these ad-
vantages could be matched by other markets if mea-
sures are taken by other countries, and in particular by
Germany, before the euro is introduced.

The “critical mass” approach requires that, starting
in 1999, all new issues of government bonds and bills
(at least those traded on the secondary market and ex-
piring after the end of 2001) will have to be denomi-
nated in euros.36 Countries have the option to rede-

nominate their outstanding stock of debt in euros as of
January 1, 1999. The coexistence of new euro-
denominated bonds and old national currency bonds
issued by the same government could segment the
newly created euro market for government securities
and reduce its relative liquidity. In addition to France,
Belgium has also announced its intention to redenom-
inate debt on January 1, 1999; Germany is in the
process of deciding.37

Prospects for a European Corporate Bond Market

EU financial market legislation and the rapid devel-
opment of the fund management industry have begun
to chip away at long-standing regulatory and tax im-
pediments to the development of European corporate
debt markets. These markets have remained relatively
small, however. Although outstanding debt securities
issued by EU private entities totaled about $4 trillion
(about 87 percent of the size of the U.S. corporate debt
market), about 25 percent of this total was issued in
international markets, of which about $268 billion
were issued by nonfinancial entities. Domestic is-
suance in 1995 was also low compared with other,
more highly developed markets: German firms issued
only $0.142 billion and French firms only $6.4 billion,
whereas U.K. firms issued $20.7 billion, Japanese
firms $77.2 billion, and U.S. firms $154.3 billion
(Table 55).38

194

Table 53. Interest Rate Spreads of Canadian Provinces

Indicative Bid-Side Spreads

Coupon (In basis points)__________________________________________
Province Rating (In percent) Maturity Dec. 30, 1996 May 23, 1997 Change

U.S. dollar issues
Ontario Aa3/AA– 6.000 Feb. 21, 2006 38 36 –2
Quebec A2/A+ 6.500 Jan. 17, 2006 58 58 0
Quebec A2/A+ 7.500 July 15, 2023 83 83 0
Saskatchewan A3/A– 8.500 July 15, 2022 59 63 +4

July 29, 1996_____________
Canadian dollar issues 

British Columbia AA+/Aa1 . . . 5 years 6
Newfoundland Baa1 . . . 5 years 27
Alberta Aa2/AA . . . 10 years 7
Nova Scotia A . . . 10 years 28

Sources: Goldman Sachs International, Fixed Income Research: Corporate Bond Monthly (June 1997), p. 41; and SBC Warburg (1996), p. 62. 

35Another possibility is that the euro benchmark yield curve will
be based on swap yields. Swap markets in EMU could become ex-
tremely liquid because all interest rate swap contracts, which are
currently segmented by currency, will become perfectly fungible
and will be unaffected by the credit standing of governments. If the
ECB issues short-term paper, ECB “debt certificates,” it is likely to
become a benchmark for very short dated paper. 

36See European Commission (1995).

37Debt redenomination creates a number of technical problems:
not all public debt is dematerialized; there are different numerical
trading and clearing conventions. Price display systems will have to
adapt to show national currency and euro pricing for the same
bonds. See Bank of England (1996) for a discussion of some of
these technical problems.

38This figure for the United Kingdom refers to international bond
issues as well because the domestic corporate bond market in the
United Kingdom has become inseparable from the Euromarket.



The introduction of the euro is likely to accelerate
the development of corporate bond markets, espe-
cially if the increased focus on credit risk in the EMU
sovereign markets enhances the European institutions’

expertise in assessing credit risk. First, as noted ear-
lier, a single currency provides incentives for the cre-
ation of a much larger effective European institutional
investor base. The increasingly yield-conscious be-
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Table 54. Euro Benchmark Yield Curve: Germany vs. France

Germany France

Instruments

BUBILLs Six-month maturity only; BTFs Maturities (every Thursday) up to one year;
issue size is up to ECU 3.2 billion issue size averages ECU 2.8 billion

SCHATZ Two-year maturity; BTANs Usually two- and five-year maturities; 
first issue was ECU 5.2 billion average size is ECU 8–11 billion

OBLs Five-year maturity; OATs Maturity of up to 30 years; 
issue size ECU 4.2–6.8 billion average size issue is ECU l5.5–17 billion

Bunds Ten- and 30-year maturity; TEC10 Floating-rate OAT
issue size ECU 5.2–13 billion

Treasury notes Issuing ceased in mid-1995 Treasury bonds No longer issued

Treuhand notes Issued in 1993 and 1994 only; Strips Available every six months; 
maturity was five years available from 0 to 30 years

Issuing Procedure

The Federal Bond Consortium operates under the lead Primary dealer system, which numbers 20 members (7 foreigners). 
management of the Bundesbank. It has the characteristics of an These are required to stimulate the secondary market, inform the
underwriting and placing syndicate. Since 1992, membership has  French Treasury about market developments, and take active part in 
been open to foreign firms’ legally dependent branches in Germany. tenders. Any financial institution may apply for and receive primary 
At end-1995, there were 95 institutions in the consortium, dealer status after a brief period of observation as a reporting dealer.
including 48 foreign-owned banks. The advantages of becoming a primary dealer are (1) access to 

tenders; (2) noncompetitive bids, enabling the purchase of more 
Since August 1990 the majority of federal bonds have been issued securities at the marginal price at the tender; (3) the authorization to 
by a combined method: one part via the syndicate and another strip and reconstitute OATs; and (4) the ability to market their trading 
by tender. In the case of Bunds and OBLs a portion of the issue status to clients.
amount is set aside for market management operations by the 
Bundesbank and subsequently sold in stages through the The French Treasury states its issuing plans in BTANs and OATs at 
stock exchange. the beginning of the year.

An auction schedule is published roughly two weeks before the Almost all national negotiable debt is issued through tenders, Dutch 
beginning of each quarter. The 2-year and 5-year bonds are now style.
issued on a regular quarterly schedule. However, the issuing 
calendar 10-year and more so 30-year paper remains the focus for The issuing agenda is very regular: BTFs on Monday; OAT tenders 
speculation. In addition, while issue size has been increased, on the first Thursday of each month, usually including a 10-year 
liquidity across the yield curve varies considerably. security; monthly BTAN tenders, usually on the 2-year and 5-year

benchmarks. Issue amounts are set two days before the tender after 
consultation with the primary dealers.

Strips Market

On June 13, 1996, the Bundesbank announced plans to introduce Since 1991, all OATs maturing on April 25 and  October 25 
the separation and separate trading of principal and interest for (13 bonds in total) can be stripped. There is a principal certificate 
particular 10- and 30-year federal bonds during the course of 1997. type for each strippable bond, but all coupon certificates with the

same maturity are fungible, making it possible to rebuild OATs with
coupons from another line. The amount that has been effectively
stripped represents 17 percent of the strippable bond total and 4.75
percent of the total French franc debt (whereas U.S. strips are 25
percent and 4.35 percent respectively).

Repurchase Market

The deutsche mark repo market is hindered by two key factors: The French franc repo market, whose development has followed the 
(1) the absence of a government-approved universal repo model of the U.S., is by far the most sophisticated in Europe. The 
agreement; and (2) the fact that many domestic institutions do not French Treasury initiated a legally binding repo agreement that forms 
make their bond holdings available for lending. This has meant the the basis of the market’s functioning. The market is very transparent 
bulk of DM repos are traded offshore, mainly in London. and liquid, with 20 primary dealers being required to post prices on 

Reuters from which any institution can trade.

Source: Paribas.
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havior of European investors, and the coincident
growth in fund management in Europe, has expanded
the investor base for corporate debt securities—EU
mutual funds now manage close to $1.4 trillion (see
Table 48).

Although the credit risk culture has yet to take off
in Europe the way it has in the United States, even a
moderate shift will have a significant impact on inter-
national capital markets. For example, if the degree of
disintermediation in EU countries was to close the se-
curitization gap (adjusted for economic size) with the
United States by 25 percent, this would unleash capi-
tal flows equal to roughly $2 trillion into international
capital markets. This is roughly half the size of the en-
tire market capitalization of EU or Japanese equity
markets.

Second, EU firms have begun to show an increased
desire to tap debt securities markets. An important
factor spurring firms to issue debt securities is that
European firms are beginning to adopt increasingly
sophisticated, value-maximizing corporate financial
policies. However, the underdevelopment of domestic
corporate debt securities markets has presented an
obstacle to firms wishing to issue debt securities. Al-
though this obstacle has been circumvented to some
degree by tapping the international securities markets,
there are significant additional obstacles to accessing
the international markets for all but the largest, “brand-
name” firms.

While there are reasons for optimism about the de-
velopment of a Europe-wide corporate debt market, it
will most likely not occur quickly. The remaining im-
pediments to the development of these markets fall
into two categories: excessive regulation and the nar-
row institutional investor base. Excessive regulatory
burdens have simply prevented these markets from

developing in some countries. For example, tax policy
and issuance requirements prevented the development
of commercial paper and bond markets in Germany
until very recently. More generally, regulators in vir-
tually all EU countries have discouraged issuance of
lower-grade corporate debt securities. Regarding insti-
tutional investors, corporate debt securities are often
highly heterogeneous across issuers as well as across
issues (by the same issuer), so the costs involved in
evaluating their currency risk, credit risk, and legal
risk—contract terms, such as covenants—effectively
means that these markets will be successful only if
there is a large institutional investor base. Smaller is-
suers, small issues, and firms in smaller countries—in
which currency risk figures more prominently for for-
eign investors—therefore may face a limited investor
base.39

Equity Markets

The introduction of the euro is likely to accelerate
the processes of competition, consolidation, and tech-
nological innovation that have characterized equity
markets in recent years. In the second half of the
1980s, the London Stock Exchange attracted an in-
creasing share of turnover in continental equities by
creating a screen-based dealer market for non-U.K.
stocks called SEAQ International (SEAQ-I) separate
from the London dealer market. During this period,
competition among the European exchanges was
fierce. Since the early 1990s, continental exchanges
have recouped a substantial share of trading with new
electronic continuous auction markets, particularly
the CAC in Paris and IBIS in Frankfurt, and SEAQ-I
has declined in importance as an organized exchange.
Nevertheless, London dealers are still the primary
source of liquidity for large block transactions and
for program trading in a significant number of conti-
nental stocks, even though they engage in consider-
ably less customer dealing in continental equities, and
considerably more brokering through the continental
bourses.40 Thus, since the introduction of continuous
electronic trading on the continent, London dealers
have taken a smaller proportion of orders on their own
books and have worked orders mostly through the
continental markets. As such, the activity of London
dealers is reinforcing the liquidity of auction markets,
and the London-based dealer market and the conti-
nental-based auction markets are simultaneously com-
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Table 55. Funds Raised in Capital Markets by
Nonfinancial Enterprises in Selected Industrial
Countries, 1990–95
(In percent of total)

Bonds1 Shares Others2 Total

European Union countries
Italy –0.68 25.55 75.13 100.00
Netherlands 1.17 42.19 56.65 100.00
Spain 1.71 29.27 69.02 100.00
Sweden –0.88 33.73 67.15 100.00

Canada 7.14 27.91 64.95 100.00
United States 50.94 13.22 35.84 100.00

Japan 5.48 11.38 83.14 100.00

Source: Organization for Economic Cooperation and Develop-
ment, Financial Statistics, Part III: Nonfinancial Enterprises Fi-
nancial Statements (1995).

1Data for short-term bonds are not available for Italy, the Nether-
lands, and Japan.

2Residual including bank financing.

39See Smith (1995). The importance of this heterogeneity of cor-
porate debt securities is illustrated by the dominant role played by in-
stitutional investors in the most developed corporate debt securities
market, the U.S. market: at end-1995, 72 percent of the stock of cor-
porate bonds were held by domestic institutional investors, 7 percent
by foreign investors, and 14 percent by households. Insurance com-
panies were the largest single investor, holding 35 percent; public and
private pension funds held 16 percent; and mutual funds, 8 percent. 

40See Pagano (1996).
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Table 56. European Union Countries, United States, and Japan: Equity Markets, 1996

Domestic Market Annual Turnover________________________________________________________________________________
Listed Companies Capitalization Domestic____________________ _________________________

Domestic Foreign (In millions (In percent Domestic Foreign Total Domestic Foreign Total____________________ _________________________________ _____________________________ (In percent
(In units) of ECUs) of GDP) (In millions of ECUs) (In percent of EU total) of GDP)

Markets in EU countries
Amsterdam 217 216 302,452 96.10 149,587 653 150,241 8.96 0.11 6.58 47.53
Athens 217 0 18,988 19.64 5,695 0 5,695 0.34 0.00 0.25 5.89
Brussels 146 145 95,752 45.40 17,849 2,914 20,763 1.07 0.47 0.91 8.46
Copenhagen 237 12 57,281 41.46 29,111 698 29,810 1.74 0.11 1.31 21.07
Dublin 61 10 27,659 52.29 4,711 3 4,714 0.28 0.00 0.21 8.91

Germany 681 1290 531,553 28.34 621,454 18,778 640,231 37.22 3.06 28.04 33.13
Helsinki 71 0 49,444 50.41 17,538 0 17,538 1.05 0.00 0.77 17.88
Lisbon 158 0 19,706 23.40 5,658 0 5,658 0.34 0.00 0.25 6.72
London 557 833 1,368,000 153.61 335,644 580,777 916,421 20.10 94.59 40.13 37.69
Luxembourg 54 224 25,910 164.53 604 17 620 0.04 0.00 0.03 3.83

Madrid 357 4 194,681 42.25 63,869 18 63,888 3.83 0.00 2.80 13.86
Milan 244 4 206,997 21.79 82,532 18 82,551 4.94 0.00 3.61 8.69
Paris 686 187 472,426 38.48 220,608 4,828 225,436 13.21 0.79 9.87 17.97
Stockholm 217 12 194,045 97.42 106,434 5,021 111,455 6.37 0.82 4.88 53.44
Vienna 94 35 25,719 14.16 8,265 281 8,546 0.50 0.05 0.37 4.55

EU total 3,997 2,972 3,590,614 52.83 1,669,560 614,006 2,283,566 100.00 100.00 100.00 24.56

Other markets
New York 2,617 290 5,395,889 90.23 3,014,383 190,392 3,204,775 n.a. n.a. n.a. 50.41
NASDAQ 5,138 418 1,192,290 19.94 2,505,177 98,767 2,603,944 n.a. n.a. n.a. 41.89
Tokyo 1,766 67 2,374,733 64.88 738,711 1,214 739,925 n.a. n.a. n.a. 20.18

Sources: Federation of European Stock Exchanges; Federation of International Stock Exchanges; NASDAQ; New York Stock Exchange; and Tokyo Stock Exchange.



cause the operational differences between commercial
banks and other types of institutions have been gradu-
ally diminishing.

In relation to North America and Japan, some con-
tinental European banks have had traditionally wider
powers in terms of permissible activities and owner-
ship (“universal” banks). The Second Banking Direc-
tive has recently created the conditions for extending
similar powers to all EU banks, although the range of
permissible activities across the EMU is far from
being harmonized (see the first section of this annex).
Following the implementation of the directive, banks
have been allowed to enter the capital markets busi-
ness in France, Italy, Spain, Greece, and Portugal.
Moreover, in recent years, banks have considerably
increased their presence in the insurance sector.52

These trends, together with the expanding role of
wholesale activities, have resulted in a growing ratio
of noninterest income to gross income in almost all
EU countries.

Financial Structure

EU financial markets are overbanked at the retail
and local levels. Although the number of banking in-
stitutions in the European Union is substantially
smaller than in the United States (Table 57), the num-
ber of branches is much larger, with an average popu-
lation per branch in 1994 of 2,084 against 4,690 in the
United States (Table 58). The population per branch
ranges from 600 in Belgium to 8,384 in Greece and is
below average in Germany, Spain, Austria, and Lux-
embourg. No uniform trend emerges across Europe
except for the United Kingdom and some Nordic
countries (Finland, Sweden, and Denmark), which
have been reducing the density of their branches since
1985.

In recent years, the concentration of the banking
system, measured by the share of total assets owned
by the top 5 (or 10) institutions, has not shown a uni-
form trend in spite of an EU-wide reduction in the
number of banks (Table 57). In the largest countries,
with the exception of France, concentration has either
remained unchanged or increased, suggesting an in-
crease in EU-wide concentration. Nevertheless, Ger-
many and Italy have a very large number of banks and
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Table 57. Bank Restructuring: Number of Institutions and Size Concentration1

Number of Institutions___________________________________________________
Peak (since 1980) Concentration: Top Five____________________________________ _______________________________

Percent 19803 1990 19954

19952 Year change5 (Percent share in total assets)

European Union countries
Belgium 150 163 1992 –8 64 58 59
Finland 352 631 1985 –44 63 65 74
France 593 1,033 1984 –43 57 52 47
Germany6 3,487 5,355 1980 –35 17
Italy 941 1,109 1987 –15 26 24 29

Netherlands 174 200 1980 –13 73 77 81
Spain7 318 378 1982 –16 38 38 49
Sweden 112 598 1980 –81 64 70 86
United Kingdom 560 796 1983 –30 63 58 57

United States8 23,854 35,875 1980 –34 9 9 13
Japan 571 618 1980 –8 25 30 27

Other countries
Canada 1,030 1,671 1984 –38 55 65
Australia 370 812 1980 –54 62 65 67
Norway 148 346 1980 –57 63 68 58
Switzerland 415 499 1990 –17 45 45 50

Sources: Bank for International Settlements (1996a); British Bankers’ Association; Building Societies Association; and national data.
1Deposit-taking institutions, generally including commercial, savings, and various types of mutual and cooperative banks; for Japan, ex-

cluding various types of credit cooperatives; and for Canada, excluding trust and loan companies (in 1994, 83 institutions).
2For Finland, Japan, and Sweden, 1994.
3For Finland and the Netherlands, 1985; France, 1986; Italy, 1983; and Switzerland, 1987.
4For Belgium, Japan, Switzerland, and the United Kingdom, 1994; and Finland, 1993.
5From peak to most recent observation where applicable.
6For number of institutions, western Germany only. Data for the whole of Germany: 1995, 3,784; percentage change, –30 percent.
7Concentration data for commercial and savings banks only.
8Excluding credit unions: 1995, 12,067; percentage change, –36 percent.

52There is still little evidence of securitization (see Jeanneau,
1996).
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relatively low concentration. Moreover, consolidation
in Europe has been much slower than in the United
States, as indicated by the substantially smaller num-
ber and size of mergers and acquisitions (though the
fact that the United States began the 1980s with a far
more fragmented banking system than the European
one can partly account for its faster consolidation
process) (Table 59). 

The absence of significant consolidation is difficult
to explain against the background of strong competi-
tive pressures and incentives for change. In recent
years, local banking markets in Europe have experi-
enced heightened competition associated with deregu-
lation, the abolition of capital controls, and single
market initiatives. These competitive pressures have
lowered net interest margins (Table 60) and reduced
bank profits (Table 61), overshadowing the effects of
cyclical fluctuations.53 Some banking systems have
also had to increase provisions for nonperforming
loans as real estate and property-related sectors weak-
ened in the presence of declining or soft real estate
prices. In most cases, European banks have been un-
able to counteract these trends with cost reductions
and increased revenues in other areas of financial ser-
vices. The resistance to consolidation can be attributed
to a large extent to the remaining impediments to

cross-border competition in banking (see the appendix
at the end of this annex) and to such factors as home
currency advantage, extensive branch networks, and
strong traditional and cultural relationships.

Single Market Initiatives and Cross-Border Activity

The Second Banking Directive (SBD, adopted in
1989 for implementation on January 1, 1993) intro-
duced three key structural changes aimed at creating a
single market (or “single passport”) for banking ser-
vices across the EU.54 First, standards for prudential
supervision were to be “harmonized” across the EU.
Second, supervisory authorities “mutually recog-
nized” the way in which these standards were applied
in each EU country so that a single banking “license”
or “passport” was needed to provide an agreed list of
banking services throughout the EU (Table 45). Third,
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Table 58. European Union Countries, North America, and Japan:
Population per Bank Branch

Change______________________
1985–92 1992–94

1985 1992 1994 (In percent)

European Union countries
Austria . . . 1,695 1,715 . . . 1.18
Belgium 395 613 . . . 55.19 . . .
Denmark 1,534 2,096 2,316 36.64 10.50
Finland 1,670 2,106 2,784 26.11 32.19
France . . . . . . 2,212 . . . . . .

Germany 1,569 2,050 1,832 30.66 –10.63
Greece . . . 8,943 8,384 . . . –6.25
Ireland . . . . . . . . . . . . . . .
Italy . . . 3,221 2,862 . . . –11.15
Luxembourg 1,523 1,287 1,090 –15.50 –15.31

Netherlands 3,025 2,019 2,116 –33.26 4.80
Portugal 6,633 3,431 2,917 –48.27 –14.98
Spain 1,182 1,100 1,101 –6.94 0.09
Sweden 2,794 2,990 3,281 7.02 9.73
United Kingdom 4,163 4,937 5,272 18.59 6.79

North America
Canada . . . . . . . . . . . . . . .
Mexico 21,814 25,330 21,441 16.12 –15.35
United States 5,596 4,885 4,690 –12.71 –3.99

Japan . . . . . . . . . . . . . . .

Source: Organization for Economic Cooperation and Development, Bank Profitability: Financial State-
ments of Banks 1985–1994 (1996).

53See OECD (1996).

54Not all countries respected the deadline of January 1, 1993. The
SBD was implemented into national law in 1991 in Denmark; in
1992 in Germany, France, Ireland, Portugal, Greece, and the Nether-
lands; in 1993 in the United Kingdom, Italy, and Luxembourg; in
1994 in Belgium and Spain. Nine additional banking directives were
introduced between 1986 and 1992: the Consolidated Accounts Di-
rective (86/635), the Branch Establishment Directive (89/117), the
Own Funds Directives (89/299 and 92/16), the Solvency Ratio Di-
rectives (89/647 and 91/31), the Money Laundering Directive
(91/308), the Large Exposures Directive (92/121), and the Consoli-
dated Surveillance Directive (92/30). 



home country regulators had primary regulatory re-
sponsibility for all banks based in the country even
when the bank operated in another EU country.

Since the creation of a single market for banking
services, cross-border activity has increased consider-
ably in wholesale and investment banking and to a
smaller extent in retail banking. According to a recent
survey by Economic Research Europe (ERE96),55 in
the period 1992–95, the cost of supplying cross-bor-
der bank services has diminished. Moreover, cross-
border trade has grown significantly in off-balance-
sheet activities and investment management, but it has
grown only “slightly” in retail and corporate activities.
According to the same survey, EU banks carried out
cross-border activity mainly through subsidiaries, by
increasing sourcing of funds, and by acquiring con-
trolling, or minority, interest in other EU financial in-
stitutions. Only to a smaller extent have EU banks
opened cross-border branches and engaged in cross-
border alliances, joint ventures, and mergers. Never-
theless, statistics collected by the EU Commission
show a 58 percent increase in cross-border branches in
the period 1992–95 (from 308 to 487, including 32
transformations of existing subsidiaries) with the
United Kingdom, Germany, and France as the main

“home” countries, and Germany, the United King-
dom, and Italy as the main “host” countries. No recent
data are available on cross-border alliances and joint
ventures, but several alliances among banks have been
reported, as well as several linkups between banks and
insurance companies. Finally, although intra-EU
mergers and acquisitions have been much fewer than
domestic mergers and acquisitions, they increased in
the late 1980s and early 1990s in Germany, France,
Italy, and Spain.

Competitiveness, Efficiency, and Profitability

The single market program is expected to promote
the competitiveness of the European banking system
by reducing costs and increasing efficiency. Survey
studies conducted at the end of the 1980s identified
considerable scope for convergence of prices (defined
as the margin between the interest rate charged on
loans or paid on deposits and the money market rate)
in the banking sector toward the lowest prevailing in
the Community.56 The decline in net interest margins
reported in Table 60 seems to confirm this expecta-
tion. Furthermore, in the recent ERE96 survey, re-
spondents agreed that competition intensified consid-
erably in domestic retail and corporate markets during
the period 1992–95. This survey also indicates that in
all EU countries the margin between loan rates and

Annex IV European Monetary Union
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Table 59. Mergers and Acquisition Activity in Banking1

Number of Mergers and Acquisitions Value (in billions of U.S. dollars)____________________________________________ ____________________________________________
1989–90 1991–92 1993–94 1995–962 1989–90 1991–92 1993–94 1995–962

European Union countries
Belgium 11 22 18 12 0.0 1.0 0.6 0.4
Finland 6 51 16 4 0.4 0.9 1.0 0.8
France 52 133 71 43 2.7 2.4 0.5 3.2
Germany 19 71 83 27 1.1 3.5 1.9 0.7
Italy 41 122 105 65 8.2 5.3 6.1 3.0
Netherlands 12 20 13 7 10.9 0.1 0.1 0.8
Spain 30 76 44 26 4.0 4.3 4.5 2.1
Sweden 10 38 23 8 2.0 1.1 0.4 0.1
United Kingdom 86 71 40 28 6.4 7.5 3.3 21.7

Other countries
Australia 23 19 20 9 2.3 0.9 1.5 2.5
Canada 13 29 31 14 0.8 0.5 1.8 0.1
Japan 8 22 8 17 31.2 0.0 2.2 33.8
Norway 12 23 24 2 0.4 0.1 0.2 0.4
Switzerland 31 47 59 14 0.5 0.4 3.9 0.7
United States 1,501 1,354 1,477 1,176 37.8 56.8 55.3 82.5

Total 1,855 2,098 2,032 1,452 108.6 84.7 83.2 153.0

Memorandum item:
Total nonbank financial 2,075 2,723 3,267 2,267 99.0 63.7 122.2 90.7

Sources: Bank for International Settlements (1996a); and Securities Data Company.
1Classified by the industry of the target; completed or pending deals; announcement date volumes.
2As of April 4, 1996.

55The work, “A Study on the Effectiveness and Impact of Internal
Market Integration on the Banking and Credit Sector” (hereafter
ERE96), was commissioned by the European Commission and is
not yet published. Minor changes could still be made before its ex-
pected publication in the second half of 1997. 56See Commission of the European Community (1988a, b).
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money market rates has fallen in the period 1992–95
for all categories of loans: to a larger extent for corpo-
rate customer loans to both large and small firms, and
to a smaller extent for retail customer loans and mort-
gages. The most substantial declines have taken place
in France, Ireland, Spain, Denmark, and Greece. The
same survey indicates a smaller reduction in deposit
prices, again concentrated in France, Ireland, Spain,
and Greece. In contrast, banking fees have not fallen
and have even increased in some countries, in part be-
cause EU banks have tried to use fee income to com-
pensate for shrinking interest income. This evidence
notwithstanding, the convergence of banking prices in
the EU is far from being completed. The ERE96 study
shows that the highest price in the EU is often two (or
more) times greater than the lowest one for almost all
banking products, including commercial loans, mort-
gages, credit cards, checking accounts, personal eq-
uity transactions, and money transfer costs.

The single market program has not yet had a major
impact on the efficiency of the EU banking system. In
the period 1990–94, the EU-wide cost-to-income ratio
remained approximately unchanged and there were
few signs of convergence toward the EU average. In-
deed, in each country, costs seem to have followed
largely independent trends. In Germany, for example,
the cost-to-income ratio has fallen from above the EU
average to well below it, whereas in Italy, Spain, and
Greece the same ratio has increased from below the
average to well above it; at the same time, in the

United Kingdom and Ireland, costs have fallen farther
below the average. In most countries, above-average
staff costs seem to account for above-average cost-to-
income ratios (Figure 55).

These persistent cost pressures have not been offset
by substantial productivity gains. In the 1990s, greater
competition has reduced net interest margins across
the European Union for all categories and sizes of
banks, except for savings banks and small banks,
which have continued to enjoy higher margins. Coun-
tries with particularly high margins at the beginning of
the 1990s—Spain, Portugal, and Greece—have expe-
rienced the largest declines. In the same period, the
percentage of fee, commission, and other noninterest
income over total gross income has grown in almost
all EU countries, remaining well above the EU aver-
age in the United Kingdom, the Netherlands, Luxem-
bourg, and Greece and well below it in Spain and
Denmark.57 The higher share of noninterest income
has not allowed EU banks to maintain the profitability
levels of the early 1990s. In 1994, the return on equity
of all EU banks was half its 1990 level (5.5 percent
against 10.9 percent) with the sharpest reductions in
Italy and France, followed by Spain, Portugal, and
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Table 60. European Union: Net Interest Margins1

(In percent of average earning assets)

Change from
1989 1990 1991 1992 1993 1994 1995 High to 1995

European Union countries
Austria 1.91 1.95 1.95 2.13 2.01 1.96 2.13 0.00
Belgium 2.07 2.04 1.84 1.85 2.06 1.98 1.76 –0.31
Denmark 2.18 2.47 2.28 2.63 2.40 2.37 2.10 –0.53
Finland 1.96 2.19 1.89 1.34 2.90 2.73 2.12 –0.78
France 3.20 2.89 3.28 3.18 2.49 2.51 2.21 –1.07

Germany 1.72 2.10 2.07 2.43 3.35 2.96 2.60 –0.75
Greece 3.69 2.73 1.26 0.12 –0.65 0.83 1.75 –1.94
Ireland 1.27 0.91 2.92 2.04 1.98 –0.94
Italy 3.62 3.71 3.38 3.41 3.75 2.97 3.06 –0.69
Luxembourg 0.46 0.50 0.46 0.88 1.02 1.01 0.93 –0.09

Netherlands 0.92 0.93 1.03 1.27 2.72 1.66 1.70 –1.02
Portugal 6.32 6.06 5.89 3.45 2.84 2.87 –3.45
Spain 4.93 5.25 4.85 4.18 5.12 3.98 3.23 –2.02
Sweden 2.17 2.72 3.65 2.15 1.62 –0.99 5.52 1.87
United Kingdom 0.35 0.48 0.68 1.67 2.22 1.68 1.66 –0.56

Memorandum items:
North America

Canada 2.40 2.60 2.43 2.29 2.10 1.81 1.93 –0.67
Mexico 1.21 5.21 6.53 6.73 3.54 2.27 3.10 –3.63
United States 3.25 3.32 3.43 6.47 4.39 3.40 2.77 –3.70

Japan 0.48 1.90 2.07 3.53 2.72 2.22 2.36 –1.17

Source: IBCA Ltd.
1Numbers in bold indicate the highest net interest margin for the 1989–95 period for each country.

57The ERE96 study conducted an analysis of the productivity of
the European banking system taking into account not only interest
and noninterest income but also four different inputs. The conclu-
sion was similar: “European banking markets do not appear to have
become  systematically more productive during the 1990s” (p. 97).



Greece (where, however, the return on equity remains
well above the EU average). Sizable improvements
were recorded only in the United Kingdom, Ireland,
and Luxembourg.

Single Currency and Restructuring of the 
EU Banking System

In EMU, the existence of larger and more liquid
capital markets in Europe and the unavoidable re-
forms of European health, pension, and social security
systems will create a large private pool of investable
funds and will most likely expand the role of institu-
tional investors and the demand for specialized asset
management. This could open up each national market
to cross-border competition. Continental banks will
respond to this challenge by stepping up their current
efforts to acquire, or merge with, specialized firms,
and additionally to diversify their businesses against
the risk of disintermediation by forming groups with
institutional investors.

The creation of more liquid European capital mar-
kets—if not a Europe-wide capital market—is likely
to encourage small and medium-sized corporations to
access securities markets. Direct access to securities

markets will in turn affect the competitive position of
banks and could start a gradual process of disinterme-
diation. In this scenario, credit evaluation and local
market underwriting skills will become extremely
valuable. Thus, by creating incentives for the creation
of broad, deep, and liquid private securities markets in
Europe, the introduction of the euro and the establish-
ment of EMU creates an environment of competition
for shares of markets traditionally closely held and
maintained by domestic universal banking institu-
tions, both at the wholesale and retail level.

Wholesale Banking

At the wholesale level, with the removal of cur-
rencies and foreign exchange risk for intra-EMU
cross-border transactions, there will be few remain-
ing barriers to entry for the large global institutions.
The commoditization of wholesale services and the
cost of supplying them will determine customer rela-
tions. Competition in wholesale banking is driven by
price, access to distribution networks, and geograph-
ical reach. Only a limited number of large financial
institutions have the capital, resources, and geo-
graphical reach to compete globally in providing ser-
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Table 61. European Union: Bank Profitability

Pretax Profits1_____________________________________
1980–823 1986–88 1992–94 Return on Assets2__________________

(In percent of assets) 1994 1995

European Union countries
Belgium 0.40 0.40 0.30 . . . . . .
Denmark4 . . . . . . . . . 0.29 1.20
Finland5 0.50 0.50 –1.60 –0.69 –0.16
France 0.40 0.40 –0.10 0.17 0.27
Germany 0.50 0.70 0.50 0.52 0.56
Italy 0.70 1.00 0.80 . . . . . .
Netherlands 0.30 0.70 0.60 0.69 0.72
Spain 0.70 1.10 0.60 0.70 0.79
Sweden 0.30 0.80 0.50 0.55 1.23
United Kingdom 1.10 1.00 0.70 1.22 1.27

Memorandum items:
North America

Canada6 0.50 1.00 1.10 1.12 1.16
United States 1.00 0.70 1.60 1.81 1.87

Other countries 
Japan6 0.50 0.60 0.20 –0.217 –0.757

Australia 0.90 1.20 0.70 1.606 1.826

Norway 0.60 0.00 0.20 1.31 1.81
Switzerland 0.60 0.70 0.60 0.63 0.52

Sources: IBCA Ltd; and Organization for Economic Cooperation and Development as adapted from
Bank for International Settlements, 66th Annual Report (1996).

1For Australia, Belgium, the Netherlands, and Switzerland, all banks; for others, commercial banks only
(OECD data).

2Pretax profits of major banks (IBCA data).
3For Australia, Belgium, and France, 1981–82; and for Canada, 1982.
4The portfolio of securities is marked to market.
5The 1994 and 1995 reserves are not fully comparable because of a break in series.
6Fiscal years.
7The 1994 and 1995 data are combinations of half-year results at an annual rate and IBCA estimates.
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holdings of equities (65 percent), real estate (40 per-
cent), and loans (10 percent). Moreover, insurance com-
panies must diversify equity holdings so that they do not
hold more than 5 percent of the quoted shares of a single
company or 0.5 percent of the shares in an unquoted
company. Foreign currency investments are subject to
“congruence” or matching rules, which require that lia-
bilities in one currency be at least 80 percent matched
by assets denominated in the same currency.

Mutual (investment) funds and portfolio manage-
ment services are also subject to a number of regula-
tory barriers that obstruct cross-border trade. When
the ISD is fully implemented, in principle no formal
regulatory barriers should be left standing within the
European Union. In practice, however, some obstacles
to the distribution of funds across borders are bound to
remain because of requirements on domestic legal
forms and organizational structures (e.g., in the United
Kingdom), disclosure and registration rules (e.g., in

Germany), and, above all, discriminatory tax treat-
ment discouraging taxpayers from investing in foreign
funds and providing incentives for investment in
domestic equities or government paper. Additional
hindrances are the different accounting practices,
withholding taxes on dividends paid to foreigners, ad-
ministrative burdens, performance measurement prac-
tices and requirements, and transaction charges.70

Under the provisions of ISD, fund management
services offered by banks, insurance companies, in-
vestment dealers, or independent portfolio managers
should face very few restrictions, since these services
can be provided to other EU countries either through
a permanent establishment or cross-border.

In almost all EU countries, bond issues are subject to
the so-called anchoring principle according to which
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Table 62. Implementation of the European Union Capital Adequacy and Investment Services Directives

Year Laws and Regulations Comments

Austria 1996 First Amendment of the Banking Act (November 1, 1996).
Second Amendment of the Banking Act (January 1, 1997).

Belgium 1995 Law of April 6, 1995, on “secondary markets, investment 
firms, intermediaries and advisers.”

Denmark 1995 Laws nos. 1071 and 1072 of December 20, 1995.

Finland 1996 July 16, 1996, Act on Financial Services Firms Both have been in effect since 
(Sijoituspalveluyrityslaki); and Act amending the August 1, 1996.
Securities Market Act (Arvopaperimarkkinalaki).

France 1996 French Law no. 96-597 of July 2, 1996, “de modernisation 
des activities financières.”

Germany 1994 Law of July 26, 1994, “Wertpapierhandelsgesetz.”
Amendment of the Banking Act (January 22, 1996).
Principles Concerning the Capital and Liquidity of Credit 

Institutions (October 2, 1996).

Greece n.a. Implementation is expected.

Ireland 1995 Irish Investment Intermediaries Act 1995, dated July 1, 1995.

Italy 1996 Legislative Decree no. 415 of July 23, 1996.

Luxembourg n.a. Two bills were introduced in 
Parliament, one in July 1995, another
in July 1996. They have not yet been
adopted.

Netherlands 1995 Wet Toezicht effectenverkeer 1995.

Portugal 1996 Bank of Portugal Notices (“Avicos”) no. 7/96, 8/96, and 
Decree-Laws no. 232/96 of December 5, 1996, for 
Investment Services Directive and 9/96 of December 
1996 for Capital Adequacy Directive.

Spain n.a. Implementation is expected.

Sweden 1991 Securities Business Act, 1991, 981. All these measures took effect on 
Stock Exchange and Clearing Act, 1992, 543. January 1, 1995.
Financial Supervisory Authority Regulation 1995: 40, 43, 45, 

and 59.

United Kingdom 1986 Financial Services Act 1986, as amended.

Sources: International Monetary Fund; and Wymeersch (1996).

70See OECD DAFFE/CMF(96)19/REV1.
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Table 63. Regulatory Constraints on Portfolio Investment of Institutional Investors in 
Selected Industrial Countries

Pension Funds Insurance Companies Mutual Funds

Austria Minimum of 50 percent in bank 80 percent currency-matching rule. None.
deposits or bonds denominated in the 
Austrian currency. Ceiling on foreign 
financial assets (35 percent).

Belgium Ceilings on foreign assets (50 percent); 80 percent currency-matching rule. None.
equities (65 percent); any single 
company (5 percent); property 
(40 percent); investment funds 
(30 percent); and business of the plan 
sponsor (15 percent).

Canada A December 1991 law progressively A June 1992 regulation removed ceilings Limit of 20 percent on foreign assets 
raised the ceiling on foreign on foreign investments but limits may be in the Registered Retirement 
investment from 10 percent to imposed based on prudential Savings Plans (RRSP)–eligible 
20 percent in 1994. considerations. funds.

Denmark 80 percent currency-matching rule. 80 percent currency-matching rule. None.
Maximum limit of 40 percent on 
“high-risk assets” (Danish and foreign 
equities, property loans, and unquoted 
investments). 

Finland 80 percent currency-matching rule. 80 percent currency-matching rule. None.

France At least 34 percent of assets must be Investments are subject to the matching- Subject to disclosure and asset- 
invested in securities guaranteed by assets rule; the location rule; and the diversification rules. A fund may not 
the state. Ceilings on foreign assets allocation-of-assets rule. Ceilings on hold more than 10 percent of any 
(5 percent) and property (40 percent). foreign assets (5 percent) and property one category of securities of one 

(40 percent). Minimum share of public issuer. 
debt instruments (34 percent).

Germany Pensions Kassen: 80 percent currency- 80 percent currency-matching rule. None.
matching rule. Ceilings on EU equities 
(30 percent); non-EU equities 
(6 percent); non-EU bonds (6 percent); 
and EU property (25 percent).
Spezialfonds: Foreign fund manager 
is required to have a link with a 
German unit trust manager.
Book-Reserve System Funds: No 
restrictions.

Greece Ceilings on property and securitites 80 percent currency-matching rule. None.
listed in stock exchange (20 percent).

Italy 33.3 percent currency-matching rule 80 percent currency-matching rule. None.
(but assets denominated in ECU can 
be used to match liabilities in any 
currency). Ceiling on unlisted 
securities (50 percent if issued in 
OECD countries and 20 percent if 
issued by non-OECD countries). 
Ceilings of 20 percent on closed-end 
fund shares; 30 percent on securities 
issued by employer (20 percent if 
shares); 10 percent on securities issued 
by a single issuer (5 percent if unlisted);
10 percent on derivatives used for 
speculation.

Netherlands “Prudent person” rule: an investment 80 percent currency-matching rule. None.
must be “solid.” Limit on employer-
related investment or self-investment; 
5 percent in reserves and 10 percent 
in assets.

Norway Ceilings on equities (20 percent) and 80 percent currency-matching rule. None.
foreign assets (30 percent).
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all bond issues in a national currency should be lead-
managed by a bank, or bank branch, with a full-fledged
new issues department domiciled in the country. The
rationale behind this rule is that national central banks
believe they can monitor and ensure compliance with
their country’s monetary legislation (like the ban on
indexation in Germany) only if they have direct au-
thority over the banks concerned at all times.71 Simi-

larly, most issuing states require primary dealers in
government bonds to have a local presence and meet
local supervisory standards.

Banking

The small increase in cross-border banking activity
since 1992 is probably due to a number of remaining
impediments to cross-border competition. Respon-
dents to the ERE96 survey agreed that on average trade
barriers in banking had declined “to some extent” over
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Portugal Ceilings on foreign securities listed on 80 percent currency-matching rule. None.
OECD stock exchange (20 percent); 
unlisted bonds or on bonds listed on 
a non-OECD stock exchange or on 
commercial paper (10 percent); 
unlisted other securities or on other 
securities listed in a non-OECD stock 
exchange (5 percent), with the 
exception of money market 
instruments; property or mortgages 
(50 percent); single company 
(5 percent); companies belonging to
the same group (20 percent); and 
single unit trust (20 percent).

Spain Ceilings on assets other than bonds, 80 percent currency-matching rule. None.
equities, real estate, and bank deposits 
(10 percent).

Sweden Foreign asset ceiling (5–10 percent) 80 percent currency-matching rule. None.
but generally restrictions not 
applicable since most pension funds 
are managed through the book reserve 
system.

United Kingdom “Prudent person” rule. Self-investment Subject to matching and localization rules, Collective investment schemes (unit 
restricted to 5 percent. which require them roughly to balance trusts) are required to invest at least 

liabilities expressed in a particular 90 percent of their assets in 
currency with assets in the currency. A transferable securities in markets, 
company must ensure that its liabilities selected by the fund manager in 
are covered by assets of appropriate consultation with the trustees, that 
safety, yield, and marketability, having are regulated, recognized, operating 
regard to the classes of business carried regularly, and open to the public.
on, that its investments are appropriately
diversified and adequately spread, and 
that excessive reliance is not placed on 
investments of any particular category or 
description.

United States Regulated by a special federal law— U.S. state insurance regulations attempt Primarily regulated by the U.S. 
Employee Retirement Income “to prevent or correct undue concentration Securities and Exchange
Security Act (ERISA). Permissible of investment by type and issue and Commission (SEC) under federal 
investments subject to the “prudent unreasonable mismatching of maturities laws. An open-ended fund may not 
expert” rule, which includes a of assets and liabilities.” These laws hold more than 15 percent of its net 
requirement to give consideration to usually allow an unrestricted “basket” of assets in illiquid assets. Otherwise 
diversification and liquidity factors. investments for a certain amount of no explicit restrictions are imposed 
Otherwise no explicit restrictions on assets, which can be allocated to foreign on investment in foreign securities.
holding foreign securities, including securities in the range 0–10 percent of
foreign equities and foreign-currency- total assets.
denominated bonds.

Sources: International Monetary Fund; and Organization for Economic Cooperation and Development.

Table 63 (concluded)

Pension Funds Insurance Companies Mutual Funds

71See Deutsche Bank Research (1996).



nificant increases in their debt burden due to their ex-
posure to the Japanese yen. Between 1980 and 1994,
East Asian and Pacific countries expanded their bor-
rowing in Japanese yen from below 19 percent to
30 percent of total debt. Although the increase in yen-
denominated borrowing was due partly to large con-
cessional loans from Japan to Asian countries and the
growing role of the yen in international trade and fi-
nance, it also reflected the desire of Asian borrowers
to benefit from low interest rates on yen loans com-
pared with U.S. dollar loans. Most of the countries
did not hedge their yen exposure either in local cur-
rency or in the U.S. dollar, which accounts for a large
part of their foreign currency revenues. As a result,
the appreciation of the yen vis-à-vis the dollar and the
Asian currencies in the 1990s led to a significant rise
in the dollar value of their external liabilities (Table
65). The share of yen-denominated debt in total debt
was subsequently reduced to 27 percent in 1995, and
the share of yen-denominated foreign reserves
enlarged.

In Indonesia, for example, a third of the increase in
the dollar value of the external debt between 1993 and
1995 was due to cross-currency movements, primarily
the appreciation of the yen. Indonesia’s exposure to
the yen has been especially costly as about 90 percent
of its export revenues were denominated in dollars,
while 37 percent of its external debt was denominated

in yen. In the Philippines, which has a third of its ex-
ternal debt denominated in yen, the appreciation of the
yen accounted for about half of the rise in the dollar
value of the external debt in 1995. In China, the ap-
preciation of the yen is estimated to have increased the
servicing costs of the public debt by about $5 billion.
In Malaysia, the sharp appreciation of the yen in 1994
bumped up the dollar value of the external debt by 6
percent. In India, the external debt increased by al-
most 7 percent in 1995, almost exclusively on account
of exchange rate changes.2 The subsequent deprecia-
tion of the yen in 1996 offset some of the losses in-
curred by these countries.

The vulnerability of developing countries to exter-
nal shocks is largely a function of the maturity profile
of their foreign currency debt. A distinction needs to
be made between a short-maturity foreign currency
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Table 64. Long-Term Public and Publicly
Guaranteed External Debt Outstanding and
Reserves Excluding Gold in Selected Developing
Countries, 1995
(In billions of U.S. dollars)

Long-Term Public 
and Publicly 

Guaranteed External Total Reserves
Debt Outstanding Excluding Gold

Asia
China 94.7 75.4
India 79.7 17.9
Indonesia 65.3 13.7
Malaysia 15.9 23.8
Philippines 29.9 6.4
Thailand 17.2 36.0

Europe
Czech Republic 9.6 13.8
Hungary 23.6 12.1
Poland 41.1 14.8
Russia 100.3 14.4
Turkey 50.1 12.4

Western Hemisphere
Argentina 62.2 14.3
Brazil 96.6 49.7
Colombia 13.0 8.1
Mexico 94.0 16.8
Venezuela 28.5 6.3

Memorandum item:
All developing countries1 1,448.6 538.4

Sources: International Monetary Fund, International Financial
Statistics (June 1997);  and World Bank, Global Development Fi-
nance 1997.

1World Bank data. International reserves include the country au-
thorities’ holding of SDRs, the reserve position in the IMF, foreign
exchange holdings, and gold.

2Changes in external debt are measured in dollar terms, as the lat-
ter is the main trade or invoice currency for Asian developing coun-
tries. The dollar is also the main currency against which Asian do-
mestic currencies are managed (e.g., Indonesia, Philippines).
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debt and a short-duration foreign currency debt.3 In
the event of a currency crisis, a government with a
short-maturity debt is exposed to both currency and
interest rate risks, because both interest and principal
payments have to be refinanced at the higher ex-
change and interest rates. A short-duration, long-
maturity debt, however, exposes a sovereign only to
interest rate risk, because the principal does not nec-
essarily have to be refinanced during the crisis.

Events in Mexico during 1994–95 illustrate how re-
liance on short-term foreign currency debt can make a
country vulnerable to liquidity crises, as the need to
refinance a substantial volume of short-term debt in
turbulent foreign exchange markets creates additional
market pressure.4 One of the lessons of the Mexican
experience is that the external risk exposure of the
government (currency composition, maturity profile,
share of floating-rate debt, concentration of maturi-
ties) is as indicative as its debt leverage of its vulner-
ability to external shocks. Indeed, the Mexican crisis
was partly attributable to financial markets’ concerns
about the currency composition and maturity of the
public debt and not by its actual level, which was rel-
atively low by OECD standards—51 percent com-
pared with an OECD average of 71 percent.5 The vul-
nerability of the Mexican economy to a financial crisis
was exacerbated by the $29 billion of tesobonos ma-
turing in 1995, with about $10 billion maturing in the
first quarter, in light of the low level of foreign re-
serves ($6.3 billion) as of end-1994. Had the maturity
of the tesobonos been longer and not bunched in the
same quarter, the exchange rate crisis might not have
turned into a debt-servicing crisis.

The large stock of foreign currency debt held by de-
veloping countries is a consequence of several histor-
ical and structural factors, including low domestic
saving rates, the lack of domestic borrowing instru-
ments, and reliance on official financing (multilateral
and bilateral), which tends to be denominated in donor
countries’ currencies. Foreign currency debt may also
be issued to signal the government’s commitment to a
policy of stable exchange rates or prices. In a game
theory framework, the policymaker signals the time-
consistency and credibility of policies to the public by
raising the cost of reneging on the commitment. More
recently, as emerging markets have regained access to
international debt markets, the choice of currencies
and the maturity structure of their external borrowing
has often been driven by the lower risk premiums and
coupon rates, and the corresponding initial budget
savings.6 Such unhedged debt strategies may be un-
derestimating the risks associated with foreign cur-
rency borrowing for several reasons.

First, the capacity of governments to generate for-
eign currency revenues to repay their obligations is
generally limited because government assets are pre-
dominantly the discounted value of future taxes de-
nominated in the local currency. Governments have
direct access to foreign currency revenues only when
the economy is dominated by a public sector that de-
rives most of its revenues from exports (e.g., oil,
gold). Under those circumstances, foreign currency
borrowing creates a natural hedge to the sovereign ex-
posure. In a privatized and open economy, however,
the government’s currency exposure is limited to the
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Table 65. External Debt Profile of Selected Asian Countries, 1995

China India Indonesia Malaysia Philippines Thailand

External debt (in U.S. dollars) 118.1 93.8 107.8 34.4 39.4 56.8
External debt (in percent of GNP) 17.2 28.2 56.9 42.6 51.5 34.9
External public debt (in percent of GNP) 13.8 24.0 34.5 19.7 39.1 10.6
External public debt/reserves (in percent) 1.2 3.5 4.4 0.6 3.9 0.5
Short-term debt (in percent of total debt) 18.9 5.4 20.7 21.2 13.4 32.2
Share of long-term debt at variable rates 29.6 24.4 48.1 57.3 39.2 62.8

Currency composition of long-term debt (in percent)
U.S. dollars 57.9 53.3 21.5 45.1 31.5 26.6
Deutsche mark 1.7 6.5 4.9 1.1 1.5 2.3
Japanese yen 20.7 13.7 35.4 31.7 36.9 48.1
Other 19.7 26.5 38.2 22.1 30.1 23.0

Changes in debt stocks due to cross-currency 
valuations (1990–95) 6.8 6.8 12.7 3.2 4.4 5.5

Source: World Bank, Global Development Finance 1997.

3The duration of a security differs from its maturity in that it takes
into account the interest payments and amortization during the life-
time of the loan.

4See IMF (1995) for a discussion of the role of short-term foreign
currency debt in the Mexican crisis.

5Calvo and Goldstein (1995).

6Several emerging market governments (e.g., Argentina, Colom-
bia, Hungary, Mexico, and Turkey) have issued debt denominated in
yen and deutsche mark in the past few years, without having a sig-
nificant exposure to those currencies on the revenue side. Following
the negative impact of the yen appreciation in 1994–95, a few of
these countries (Colombia, Hungary, Mexico) began reducing or
hedging their yen exposure.
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Table 66. Institutional Structure of Debt Offices in OECD Countries: Debt Offices Within the Treasury

Australia Belgium Netherlands New Zealand Turkey

1.1 Position of debt management Branch of treasury. Treasury. Agency in treasury. Branch of the treasury. General directorate in 
office (DMO) in government treasury.
organizations.

1.2 Chief executive officer Treasurer. MoF. Treasurer. MoF. The undersecretary and
reports to: the minister.

1.3 Board of directors. No. No. No. Advisory board. No.

1.4 Degree of independence from Highly independent. Not independent. Independent. No specific independence. Independent under normal
political power. circumstances.

2.1 Does the DMO have specific Yes, both for long-term and No specific criteria. General criteria for the Qualitative performance No.
performance criteria? operational performance. maturity and the cost of criteria relating to all 

borrowing. services.

2.2 Who evaluates the performance DMO. No specific evaluation. Parliament. Secretary of treasury. . . .
criteria?

2.3 Is there a penalty in case of No. No. . . . . . . . . .
a loss?

3.1 Is there a legal limit for Yes, financial year budgetary Yes, limit on the cost of Only an implicit limit No legal limit. Only for government 
domestic borrowing? need. borrowing. (budgeted borrowing bonds; the limit is twice

requirement). the budget deficit.

3.2 Who decides on the new limits? DMO and the treasurer. Parliament. . . . MoF may alter the For government bonds,
program. the parliament.

4.1 Who makes the final decision in Treasury. MoF. Agent (chief executive of DMO. The undersecretary of
an auction? DMO). treasury.

5.1 Involvement of DMO with cash Closely related. Closely related. Closely related. Carried out by DMO. Direct involvement.
management budget office. Closely related.
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6.1 Duties other than debt Political authority is needed In a foreign exchange To suspend or withdraw an None. In consensus with 
management (in case of a crisis). for a direct offshore issuance. market crisis, may implement announced issue after monetary policy, may 

special issues with suitable consultation with treasurer. become an effective 
terms. instrument to handle the

crisis.

7.1 Comparative wage of a DMO Equivalent to civil servant, Equivalent to civil servant, Equivalent to civil servant, Comparable to civil Equivalent to civil 
officer. marginally lower than central lower than private bank lower than private bank servant, comparable to servant, lower than 

bank officer. officer. officer. bank officer. private bank officer.

8.1 Fiscal agent. Reserve Bank of Australia National Bank of Belgium Agency in treasury. Registry, Reserve Bank of Central bank.
(central bank). and financial intermediaries. New Zealand (central bank).

8.2 Agency services. . . . Collecting the coupons and Handling the mechanics of Money collection, Handling auctions, bond 
debiting the treasury account. sales. issuance, payments, and sales on tap, redemptions 

registration. and interest payments,
and deposit account
record keeping.

9.1 Size of book-entry form stock. More than 90 pecent. All treasury certificates and 3 percent. 100 percent. 0 percent.
part of other public loans.

9.2 Number of track-keeping staff. Five treasury officers for All treasury certificates and One person. Twenty-nine staff. Twenty treasury officers.
book-entry, 25 central bank part of other public loans 
staff for all areas of registry. (17 persons).

10.1 Who handles the statistical Debt management branch of Public debt office in the Financial reporting and . . . Budget and domestic 
followup and projection? the treasury. treasury. computer programming department provisions in

department of the agency. treasury.

11.1 Basis of accounting. Cash basis for budget . . . Cash and accrual basis. Cash accrual and marked- Cash basis for budgetary 
accounts; accrual basis for to-market basis. purposes; accrual basis 
financial statements. for following up the stock.

Source: Organization for Economic Cooperation and Development.
Note: DMO = debt management office; MoF = ministry of finance.
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Table 67. Institutional Structure of Debt Offices in OECD Countries: Autonomous Debt Offices

Austria Ireland Sweden

1.1 Position of debt management office Autonomous corporate body owned by MoF Autonomous agency under the MoF. Autonomous agency under the MoF.
(DMO) in government organizations. (AFFA).

1.2 Chief executive officer reports to: MoF. MoF. . . .

1.3 Board of directors. Yes. Advisory committee. Yes.

1.4 Degree of independence from Highly independent. Independent in some broad guidelines drawn Independent except for volume of 
political power. by MoF. foreign currency borrowing.

2.1 Does the DMO have specific No specific criteria. Yes. • For foreign exchange funding.
performance criteria? • For domestic funding.

2.2 Who evaluates the performance . . . J.P. Morgan evaluates and reports to MoF. Board of directors and MoF.
criteria?

2.3 Is there a penalty in case of a loss? . . . No. There is a limit only for foreign exchange
funding.

3.1 Is there a legal limit for domestic Yes, the limit is set by the Financial Law. No. There is a limit only for foreign exchange 
borrowing? funding.

3.2 Who decides on the new limits? Parliament. . . . . . .

4.1 Who makes the final decision in AFFA (DMO). Officials in charge of market operations. Officer in charge of auctions.
an auction?

5.1 Involvement of DMO with cash Closely related. Closely related. Takes the broad parameters. Taken for granted.
management budget office.

6.1 Duties other than debt management On request of MoF, gives opinion on budget No special duties other than taking part in the Must act parallel to the monetary policy
(in case of a crisis). financing. advisory committee. (especially in foreign exchange crisis).

7.1 Comparative wage of a DMO officer. Higher than civil servant, comparable to Higher than civil servant. Higher than civil servant, lower than 
bank officer. private bank officer.

8.1 Fiscal agent. Postal savings bank. Also for cash Agency, except for the settlement of Swedish Central Securities Depository 
management, other private banks. government bond transactions. (VPC) in domestic currency.

8.2 Agency services. . . . . . . Redemption of loans; payments of coupons.

9.1 Size of book-entry form stock. 73 percent. 100 percent. 100 percent till 1993.

9.2 Number of track-keeping staff. Two officers. Six officers and 15 central bank staff. Swedish Central Securities and one person
in debt office.

10.1 Who handles the statistical MoF. Department of finance. Debt office.
followup and projection?

11.1 Basis of accounting. . . . Cash basis for the most part; accrual basis for Cash basis supplemented by cost accounting.
the administrative budget.

Source: Organization for Economic Cooperation and Development (OECD).
Note: DMO = debt management office; MoF = ministry of finance.
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Table 68. Institutional Structure of Debt Offices in OECD Countries: Debt Offices Within the Central Bank

Denmark United Kingdom

1.1 Position of debt management office (DMO) Denmarks Nationalbank (central bank). Treasury and Bank of England.
in government organizations.

1.2 Chief executive officer reports to: MoF. Treasury minister.

1.3 Board of directors. No. No.

1.4 Degree of independence from political power. Borrowing program is approved by the MoF. Independent within the limits set by the remit.

2.1 Does the DMO have specific performance criteria? Only foreign currency portfolio is subject to evaluation. Performance against the remit.

2.2 Who evaluates the performance criteria? MoF. Ministers.

2.3 Is there a penalty in case of a loss? No. . . .

3.1 Is there a legal limit for domestic borrowing? Yes, limit on the level of debt outstanding. Yes, limit by the funding remit.

3.2 Who decides on the new limits? Parliament. . . .

4.1 Who makes the final decision in the auction? Denmarks Nationalbank. Bank of England.

5.1 Involvement of DMO with cash management Active involvement. Closely related.
budget office.

6.1 Duties other than debt management With the consensus of the bank and MoF, debt management Money markets and foreign exchange and reserve
(in case of a crisis). may become an instrument in handling the crisis. management.

7.1 Comparative wage of a DMO officer. Comparable to civil servant, lower than bank officer. Comparable to civil servant, lower than private bank officer.

8.1 Fiscal agent. Denmarks Nationalbank. Bank of England.

8.2 Agency services. . . . Advising treasury in timing of sales, and deciding the
acceptable price level of bids for stock.

9.1 Size of book-entry form stock. Nearly 100 percent. 90 percent (optional).

9.2 Number of track-keeping staff. Staff of 120 in Danish Securities Center (independent . . .
institution).

10.1 Who handles the statistical followup and Denmarks Nationalbank. Treasury for projections; bank’s Financial Statistical
projection? Division; government’s Central Statistical Office. 

11.1 Basis of accounting. Cash basis. Cash and accrual basis for calendar and fiscal year.

Source: Organization for Economic Cooperation and Development.
Note: DMO = debt management office; MoF = ministry of finance.



B
A

C
K

G
R

O
U

N
D

 M
A

T
E

R
IA

L
P

A
R

T
II

S
E

LE
C

T
E

D
 IS

S
U

E
S

226

Table 69. Institutional Structure of Debt Offices in OECD Countries: Debt Offices Within the Ministry of Finance

Canada Germany Greece Japan Mexico Switzerland

1.1 Position of debt management Department in MoF. Directorate in MoF. MoF. Department in MoF. Directorate in MoF. Unit in MoF.
office (DMO) in government 
organizations.

1.2 Chief executive officer MoF. MoF. . . . MoF, the government. General director, MoF. MoF.
reports to:

1.3 Board of directors. No. No. . . . No. No. Monitoring committee.

1.4 Degree of independence from . . . Independent except for . . . Dependent. Independent within the Independent with some
political power. important matters. broad objectives of the restrictions.

Development Plan.

2.1 Does the DMO have specific No. No specific criteria. . . . No formal criteria. A general (flexible) No specific criteria.
performance criteria? performance criterion.

2.2 Who evaluates the . . . . . . . . . . . . Undersecretary. . . .
performance criteria?

2.3 Is there a penalty in case of . . . . . . . . . . . . The director of public . . .
a loss? debt is responsible.

3.1 Is there a legal limit for Yes, Borrowing Yes, a limit is set by No, except for the limit Yes, a limit is set by Yes, a limit is set No legal limit.
domestic borrowing? Authority Act. federal legislative on treasury bill issues. Budget Law. according to the federal 

authorizations budget.
(Budget Law).

3.2 Who decides on the new Parliament. Parliament. Interest rates are set by The Diet (legislative Congress. . . .
limits? MoF; amount is deter- branch of parliament).

mined by subscription 
in the market.

4.1 Who makes the final decision Department in MoF. Division state secretary . . . Minister of finance. General director and Debt management unit.
in an auction? or MoF according to the undersecretary.

implications.

5.1 Involvement of DMO with . . . . . . . . . Related within the MoF. Closely related. Active involvement.
cash management budget 
office.



A
nnex V

R
isk M

anagem
ent of S

overeign Liabilities

227

6.1 Duties other than debt . . . In situations with . . . None. Government economic Management of assets, 
management (in case of political implications cabinet board decides interest rates, and
a crisis). may behave according what to do. currency risk hedging.

to the decision of MoF 
in cooperaton with 
Bundesbank or the 
cabinet.

7.1 Comparative wage of a . . . Equivalent to civil . . . Equivalent to civil Equivalent to civil Equivalent to civil 
DMO officer. servant; difficult to servant, lower than servant, lower than servant, lower than 

compare with bank officer. private bank officer. private bank officer. private bank officer.

8.1 Fiscal agent. Bank of Canada. German Bundesbank. . . . Bank of Japan (central Any private bank, Swiss National Bank.
bank). usually Citibank.

8.2 Agency services. Advising, recordkeeping, Lead manager in bond . . . Issuing, auction handling, Issuing in international Being counterparty in
issuing, redeeming, syndicate; tender redemption, international capital markets. money market; 
international payment procedures/auctions; payment, registration. functioning as 
registration, and deposit support and smoothing custodians; handling 
accounts. operations in the auctions; collecting 

secondary market. stamp duty.

9.1 Size of book-entry form stock. More than 90 percent. Nearly 100 percent. 0 percent. 98 percent. Approximately 2.5 percent of bonds and
40 percent. 96.5 percent of short-

term papers.

9.2 Number of track-keeping staff. CDS staff (privately Staff of 235 in federal . . . Twenty-five staff. Twelve staff. Four people in accounts
owned nonprofit debt administration department of treasury.
institution). (independent institute). 

10.1 Who handles the statistical Bank of Canada. Division of federal MoF. Government debt (Domestic debt) director Financial plan and 
followup and projecton? government debt. division for statistical of public debt, general budget division and 

followup; budget director of finance treasury back office.
bureau for projections. projections, treasury

department, central 
bank general director of 
government accounting.

11.1 Basis of accounting. Cash basis. Cash or accrual . . . Cash basis. Real (cash basis). Cash basis.
according to the 
statistical purpose.

Source: Organization for Economic Cooperation and Development.
Note: CDS = Canadian depositories for securities; DMO = debt management office; MoF = ministry of finance.
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Argentina net capital inflows were around 3 percent of
GNP, only slightly below those in the gold standard
era.

Of crucial importance was the fact that, in contrast
to the earlier classical gold standard era, the capital
flows of the 1920s were procyclical rather than coun-
tercyclical and made the system far less stable and
more prone to crisis. Increases in domestic investment
in the United States coincided with increases in capi-
tal exports.9 This procyclicality in foreign lending was
in part associated with the fact that an upswing in in-
vestment in the United States was typically accompa-
nied by a sharp rise in domestic savings as well. In ad-
dition, the capital outflows also occurred during
periods of rising commodity prices, which increased
the perceived creditworthiness of the capital-import-
ing countries. On the upswing, increased creditworthi-
ness of capital importers coincided with greater avail-
ability of capital. On the downswing, reduced capital
flows combined with declining export demand, as the
United States economy slowed, reinforced the spiral.
To make matters more difficult for the emerging mar-
kets of the time, while the United Kingdom had fi-
nanced countries that produced goods that it imported,
U.S. capital exports were directed to countries that

produced goods that competed with its exports. And,
whereas the United Kingdom’s policy during the pe-
riod 1870–1914 was generally one of laissez-faire and
free trade, the United States followed a more protec-
tionist policy in the 1920s.

The experience in 1870–1914 and 1919–30 high-
lights three key features: (1) in both periods the flow
of capital to emerging markets was highly variable,
with sharp increases in flows regularly followed by
sharp downturns; (2) in both periods the downturns in
capital flows often involved some combination of di-
vergent macroeconomic conditions between the major
capital-exporting countries and the larger capital-
importing countries and economic or political crises in
individual capital-importing countries; and (3) both
periods of high capital mobility were ended by major
economic or political events (i.e., World War I and the
Great Depression, respectively).

International Capital Flows After the
First Oil Shock

While it is clear that there have been enormous
structural changes in the international financial system
and the global economy, the cyclical pattern of capital
flows between emerging markets and the international
financial centers in recent times does have similarities
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Table 70. Selected Crises, 1870–1914

Description Cause

Turkey (1875) Debt default Fiscal deficits were funded by foreign borrowing that eventually
could not be sustained.

Peru (1876) Debt default Falling guano exports and stagnation of other revenues combined
with increasing fiscal deficits to generate a crisis.

Egypt (1876) Debt default Increased foreign borrowing to finance consumption led to
unsustainable debt growth.

Argentina (1890) Debt crisis and institutional failure Argentina’s inability to meet debt-service payments led to the
bailout of Baring Bros.

United States (1873) Financial crisis Bank runs and failures and fears about U.S. commitment to gold
parity followed a stock market crash.

Greece (1893) Debt default Increased borrowing to finance consumption led to unsustainable
debt growth.

United States (1894–96) Speculative attack Speculation against the U.S. gold standard parity followed the
Sherman Act (1890) and increasing fiscal deficits.

Brazil (1898) Debt default A decline of 64 percent in coffee prices over the preceding five
years generated an external crisis. 

United States (1907) Financial crisis Banking panic and suspension of cash payments followed
interest rate hikes and bank failures.

Canada (1907) Speculative attack/banking crisis High interest rates in Canada (in response to hikes in the United
States) led to excessive credit expansion that generated
speculation against the Canadian dollar.

Brazil (1914) Debt default A sharp decline in coffee prices in the preceding two years
generated a debt crisis.

Sources: Fishlow (1985); Bordo and Schwartz (1996); and Rich (1989).

9Vos (1994).



with earlier periods, especially regarding the role of
divergent macroeconomic and structural develop-
ments between lenders and borrowers in producing
sharp changes in capital flows.

Capital Flows in 1973–89

The renewal of private capital flows to emerging
markets that began in the early 1970s followed a
nearly 40-year hiatus. The segmentation of capital
markets between mature and emerging market coun-
tries reflected both the disruptions associated with the
Great Depression and World War II as well as the
maintenance of comprehensive systems of capital
controls in many countries throughout the 1950s and
1960s. As a result, official capital flows and foreign
direct investment dominated the limited flows of fi-
nancial resources between mature and emerging mar-
ket countries (Table 71).

In contrast to the limited flows in the 1950s and
1960s, the period since 1973 has witnessed net private
capital flows to emerging markets amounting to nearly
US$1.32 trillion. Nonetheless, the pattern of flows has
been highly uneven, with an initial surge of inflows in
the 1973–82 period ($163 billion), followed by a col-
lapse of flows during the rest of the 1980s ($103 bil-
lion), and then a renewed surge in the 1990s.

The capital flows that took place between the first
oil crisis of 1973 and 1982 were closely associated
with the recycling of oil revenues. Bank loans were
the principal instruments for intermediating these
flows, and balance of payments data suggest that such
loans (including trade credits) accounted for 57 per-
cent of total flows. Geographically, the movement of
capital was concentrated on borrowers in Asia and
Latin America.

In many ways, the second recycling effort, in the
late 1970s, initially seemed less problematic than that
following the earlier shock of 1973–74. In part, this
reflected the view that the international financial sys-
tem had played an important role in facilitating the
first recycling. The optimism, however, was not borne
out by events. According to James (1996), the prob-
lems that arose as a result of the second wave of recy-
cling were related to the global imbalances that devel-
oped in the aftermath of the second oil price shock.
After the first oil price shock, many countries, con-
cerned about the fragility of their economies, had at-
tempted to postpone adjustment and maintained a re-
laxed monetary stance. The inflationary consequences
of such policies had undermined stability even further.
After the second oil price shock, most countries tight-
ened monetary policy but many were still unwilling to
make the necessary but painful fiscal adjustments. As
a result, real interest rates rose and borrowing became
expensive and more difficult to service.

The emergence of debt-servicing difficulties in
many heavily indebted emerging market countries in
mid-1982 brought to an abrupt halt the inflow of pri-
vate capital. Net private inflows fell from a peak of
nearly $49 billion in 1981 and $19 billion in 1982 to
only a $9 billion inflow in 1983 and a $5 billion out-
flow in 1984. This abrupt slowdown in lending, and in
some cases reversal of capital transfers, were even
more dramatic for heavily indebted emerging markets
in the Western Hemisphere, which together saw net
private inflows decline, from a peak of $46 billion in
1981 and $16 billion in 1982, and then reverse, to out-
flows of $9 billion and $2 billion in 1983 and 1994,
respectively. While net private inflows to all emerging
markets recovered modestly in the 1986 to 1989 pe-
riod (averaging roughly $20 billion a year), the West-
ern Hemisphere experienced virtually no net private
inflow during that four-year period.

In a number of respects, the sharp rise in capital
flows to emerging market countries in the 1970s fol-
lowed by the subsequent crash in the early 1980s was
similar to the pattern of lending booms in the 1880s
and the 1920s and the bust in the 1890s and 1930s.
However, the international lending of the 1970s dif-
fered from that of earlier periods in the extent to which
banks were directly exposed. By the end of 1981, it
was calculated that the exposure of U.S. banks to
Latin American debt amounted to 97 percent of capi-
tal and in many individual cases well above 100 per-
cent. The combined exposure of U.S. banks to Mexico
alone amounted to 34 percent of their capital.

The debt crisis that started in 1982 has been attrib-
uted to developments in the highly indebted countries
and to changes in their external environment. First, a
number of emerging markets pursued unsustainable
macroeconomic and financial policies during the late
1970s and early 1980s. External borrowing was used
to finance large fiscal imbalances, producing strong

Annex VI Capital Flows to Emerging Markets—A Historical Perspective
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Table 71. External Financial Resources to
Developing Countries 
(Percent shares)

1960–61 1970–72

Aid 56 47
Bilateral 54 37
Multilateral1 2 10

Other official flows 13 9

Private flows 31 44
Direct investment 19 17
Bank sector 6 16
Bonds n.a. 2
Private export credits 6 9

Total flows 100 100

Memorandum item:
Total flows (in billions of 

U.S. dollars; 1983 prices) 34.8 53.6

Source: Vos (1994).
1Includes grants by private voluntary agencies.
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Table 72. Moody’s Initial Ratings of Emerging Market Countries

1989
and Before 1990 1991 1992 1993 1994 1995 1996 1997:Q1

Rated countries
Yearly total 11 1 0 1 5 8 5 16 5
Cumulative total 11 12 12 13 18 26 31 47 52

Africa
Mauritius Baa2
South Africa Baa3
Tunisia Baa3

Asia
China A3
Hong Kong, China A2
India A2
Indonesia Baa3
Korea A2
Malaysia Baa1
Pakistan Ba3
Philippines Ba3
Singapore Aa3
Taiwan Province of China Aa3
Thailand A2

Europe 
Bulgaria B3
Czech Republic Baa3
Croatia Baa3
Cyprus A2
Hungary Baa2
Kazakhstan Ba3
Malta A2
Lithuania Ba2
Moldova Ba2
Poland Baa3
Romania Ba3
Russia Ba2
Slovak Republic Baa3
Slovenia A3
Turkey Ba3

Middle East
Bahrain Ba1
Egypt Ba2
Israel A3
Jordan Ba3
Kuwait Baa1
Lebanon B1
Oman Baa2
Qatar Ba1
Saudi Arabia Baa3
United Arab Emirates Baa1

Western Hemisphere
Argentina Ba3
Bahamas A3
Barbados Ba2
Bermuda Aa1
Brazil Ba1
Chile Baa2
Colombia Ba1
Mexico Ba2 Baa1
Panama
Peru B2
Trinidad and Tobago Ba2
Uruguay Ba1
Venezuela Ba3

Note: Moody’s rating:
Investment grade—Aaa, Aa, A, Baa
Noninvestment grade—Ba, B 
Default grade—Caa, Ca, C, D
In addition, numbers from 1 (highest) to 3 are often attached to differentiate borrowers within a given grade.



lowed by a crisis in the next 24 months—as well as
how often it gives a false signal (“noise”)—that is, it
is not followed by a crisis in the next 24 months. The
third column in Table 73 shows that virtually every in-

dicator correctly identified a crisis in at least half of
their respective samples. The authors then argue that
the noise-to-signal ratio can be used to decide which
indicators to drop from the list of possible indicators.
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Table 73. Performance of Crises Indicators

“Signals” Approach 
Regression Studies1 (Percentage of crises called)___________________________ ________________________

Number of Statistically Balance of
studies significant payments Banking

Indicators considered results crises crises

Capital account
International reserves 13 12 75* 81
Short-term capital flows 2 1 n.a. n.a.
Domestic-foreign interest  

differential 2 1 86 100*
Other 2 1 n.a. n.a.

Debt profile
Share of short-term debt 2 0 n.a. n.a.
Other 7 2 n.a. n.a.

Current account
Real exchange rate 12 10 57** 58**
Current account balance 6 2 n.a. n.a.
Trade balance 3 2 n.a. n.a.
Exports 3 2 85** 84*
Imports 2 1 54 60
Terms of trade 2 1 79 95
Other 3 0 n.a. n.a.

International
Foreign interest rates 3 1 n.a. n.a.
Foreign price level 2 1 n.a. n.a.
Foreign real GDP growth 1 0 n.a. n.a.

Financial 
Credit growth 7 5 56* 50
Money multiplier 1 1 73* 71**
Real interest rates 1 1 89 100*
Lending/deposit rates 1 0 67 69
Money supply-demand gap 1 1 61* 39
Change in bank deposits 1 0 49 64
M2/reserves 2 2 80** 77
Money 3 2 n.a. n.a.
Inflation 5 5 n.a. n.a.
Other 4 4 n.a. n.a.

Real sector
Real GDP growth or level 8 5 77* 89*
Unemployment  3 2 n.a. n.a.
Change in stock prices 1 1 64** 80**
Other 1 1 n.a. n.a.

Fiscal
Fiscal deficit 5 3 n.a. n.a.
Credit to public sector 3 3 n.a. n.a.
Government consumption 1 1 n.a. n.a.

Institutional/structural
Exchange/capital controls 2 1 n.a. n.a.
Financial liberalization 2 1 n.a. n.a.
Other 7 4 n.a. n.a.

Political 4 3 n.a. n.a.

Sources: Based on Kaminsky and Reinhart (1996); and Kaminsky, Lizondo, and Reinhart (1997).
Notes: *means that the indicator has a noise-to-signal ratio of less than 75 percent. 

**means that the indicator has a noise-to-signal ratio of less than 50 percent.
n.a. indicates variable was not considered in the cited sources.

1Balance of payment crises.
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Table A1. Merrill Lynch Global Investor Survey1

Heavily Moderately Neutral Moderately Heavily Net Exposure
Currency Exposure Overweight Overweight Weight Underweight Underweight Index1

U.S. dollar
Dec. 3, 1992 24 47 20 5 4 70.50
Dec. 2, 1993 19 36 27 11 7 62.25
Dec. 1, 1994 8 33 29 22 8 52.75
Feb. 21, 1995 12 32 26 23 7 54.75

May 26, 1995 8 36 26 21 9 53.25
Aug. 17, 1995 20 42 24 8 6 65.50
Nov. 21, 1995 10 52 22 12 4 63.00
Feb. 22, 1996 9 58 23 7 3 65.75

May 23, 1996 16 51 19 12 2 66.75
Aug. 21, 1996 10 46 22 19 3 60.25
Nov. 27, 1996 13 39 21 21 6 58.00
Feb. 26, 1997 20 58 12 8 2 71.50

Japanese yen
Dec. 3, 1992 11 13 42 11 23 44.50
Dec. 2, 1993 1 6 35 35 23 31.75
Dec. 1, 1994 3 18 31 21 27 37.25
Feb. 21, 1995 4 5 35 22 34 30.75

May 26, 1995 7 17 33 20 23 41.25
Aug. 17, 1995 2 9 24 23 42 26.50
Nov. 21, 1995 3 6 24 21 46 24.75
Feb. 22, 1996 2 2 25 39 32 25.75

May 23, 1996 2 9 33 34 22 33.75
Aug. 21, 1996 4 7 41 26 22 36.25
Nov. 27, 1996 7 8 28 28 29 34.00
Feb. 26, 1997 0 8 27 30 35 27.00

Pound sterling
Dec. 3, 1992 0 4 22 34 40 22.50
Dec. 2, 1993 6 31 47 9 7 55.00
Dec. 1, 1994 15 29 28 16 12 54.75
Feb. 21, 1995 4 17 36 22 21 40.25

May 26, 1995 4 9 50 19 18 40.50
Aug. 17, 1995 5 20 50 16 9 49.00
Nov. 21, 1995 1 25 46 16 12 46.75
Feb. 22, 1996 4 29 44 12 11 50.75

May 23, 1996 6 27 41 16 10 50.75
Aug. 21, 1996 3 32 46 8 11 52.00
Nov. 27, 1996 17 37 34 7 5 63.50
Feb. 26, 1997 12 32 39 12 5 58.50

Deutsche mark, Netherlands guilder, and Swiss franc
Dec. 3, 1992 13 19 27 25 16 47.00
Dec. 2, 1993 7 25 25 32 11 46.25
Dec. 1, 1994 8 33 30 18 11 52.25
Feb. 21, 1995 23 24 28 14 11 58.50

May 26, 1995 21 30 26 16 7 60.50
Aug. 17, 1995 14 25 21 29 11 50.50
Nov. 21, 1995 20 45 17 13 5 65.50
Feb. 22, 1996 12 38 22 22 6 57.00
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May 23, 1996 8 20 25 34 13 44.00
Aug. 21, 1996 11 38 18 26 7 55.00
Nov. 27, 1996 12 16 34 25 13 47.25
Feb. 26, 1997 4 15 35 27 19 39.50

French franc, Belgian franc, Danish krone, and ECU
Dec. 3, 1992 4 19 28 29 20 39.50
Dec. 2, 1993 4 14 37 26 19 39.50
Dec. 1, 1994 2 9 35 34 20 34.75
Feb. 21, 1995 5 16 29 30 20 39.00

May 26, 1995 1 25 40 23 11 45.50
Aug. 17, 1995 0 29 41 20 10 47.25
Nov. 21, 1995 4 19 38 27 12 44.00
Feb. 22, 1996 4 11 38 34 13 39.75

May 23, 1996 1 9 35 33 22 33.50
Aug. 21, 1996 0 8 47 22 23 35.00
Nov. 27, 1996 2 5 39 32 22 33.25
Feb. 26, 1997 2 5 38 33 22 33.00

Italian lira, Spanish peseta, and Swedish krona
Dec. 3, 1992 4 19 28 29 20 39.50
Dec. 2, 1993 4 14 37 26 19 39.50
Dec. 1, 1994 5 17 27 21 30 36.50
Feb. 21, 1995 5 8 30 30 27 33.50

May 26, 1995 5 11 37 17 30 36.00
Aug. 17, 1995 9 29 31 12 19 49.25
Nov. 21, 1995 8 18 44 10 20 46.00
Feb. 22, 1996 6 20 39 13 22 43.75

May 23, 1996 11 28 34 12 15 52.00
Aug. 21, 1996 4 16 40 24 16 42.00
Nov. 27, 1996 7 27 31 21 14 48.00
Feb. 26, 1997 6 22 40 21 11 47.75

Source: Merrill Lynch Global Investor Survey.
1The Merrill Lynch Global Investor Survey is a regular survey of 100 international fund managers. The net exposure index as shown in the

sixth column is a weighted average of the first five columns, with weights of 1.00, 0.75, 0.50, 0.25, and 0, respectively.

Table A1 (concluded)

Heavily Moderately Neutral Moderately Heavily Net Exposure
Currency Exposure Overweight Overweight Weight Underweight Underweight Index1
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Table A2. Net Foreign Purchases of U.S. Bonds
(In millions of U.S. dollars)

Marketable Bonds of U.S. Government 
Treasury Corporations and Federally Corporate

Bonds and Notes Sponsored Agencies Bonds

1972 3,316 . . . 1,881
1973 305 . . . 1,961
1974 –472 . . . 1,039
1975 1,995 . . . 766
1976 8,096 . . . 1,202

1977 22,843 2,712 1,617
1978 4,710 1,273 1,024
1979 2,863 545 733
1980 4,898 2,557 2,879
1981 15,054 1,566 3,467

1982 17,319 –358 1,809
1983 5,427 –15 918
1984 21,499 1,175 11,721
1985 29,208 4,340 39,792
1986 19,388 6,976 43,672

1987 25,587 5,047 22,497
1988 48,832 6,740 21,224
1989 54,203 15,094 17,296
1990 17,918 6,267 9,672
1991 19,865 10,244 16,915

1992 39,288 18,291 20,789
1993 23,552 35,428 30,572
1994 78,801 21,680 37,992
1995 134,115 28,729 57,853

Of which:
Europe 49,976 21,209 49,109

Of which:
Germany 6,136 1,073 4,865
France 482 230 913
Italy 603 360 –302
United Kingdom 34,754 17,126 40,465
Spain –3,881 –39 80

Asia 32,467 4,934 2,594
Of which:

Japan 16,979 1,069 1,181
Singapore 8,875 268 –258
People’s Republic of China 703 855 14
Taiwan Province of China –3,405 –495 –63
Hong Kong, China 4,919 –58 956

1996 244,725 48,960 77,978
Of which:

Europe 118,345 18,803 56,194
Of which:

Germany 17,647 1,650 3,514
France 2,624 243 4,931
Italy 1,960 –84 –78
United Kingdom 65,381 10,942 43,702
Spain 18,414 7 462

Asia 98,001 14,596 9,806
Of which:

Japan 41,390 7,595 6,099
Singapore 7,802 1,341 1,095
People’s Republic of China 14,453 2,756 257
Taiwan Province of China 4,608 –1,129 8
Hong Kong, China 14,366 915 1,737

Source: U.S. Department of Treasury, Treasury Bulletin.
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Table A3. Net Purchases of Securities in Major Industrial Countries
(In billions of U.S. dollars)

Bonds Equities___________________________________________________________ ______________________________________________
United United United
States Japan Germany France Kingdom Canada States Japan Germany France Canada

Net purchases of domestic securities by nonresidents

1986 70.04 16.30 27.07 . . . 3.21 16.23 18.72 –15.76 6.82 . . . 1.35
1987 53.13 36.76 19.30 . . . 7.33 5.68 16.27 –42.84 –0.79 . . . 5.01
1988 76.80 13.49 1.24 . . . 1.50 12.64 –2.00 6.81 3.00 . . . –1.93
1989 86.59 78.15 11.96 . . . –3.10 14.78 9.87 7.00 12.11 . . . 3.34
1990 33.86 47.93 13.77 36.93 –7.97 12.33 –15.09 –13.28 –2.09 6.00 –1.48

1991 47.02 68.50 35.80 21.25 10.47 22.98 11.16 46.78 1.92 7.75 –0.87
1992 78.37 –0.56 79.79 48.30 4.10 14.54 –5.14 8.73 –2.03 5.65 0.77
1993 89.55 –31.07 126.44 19.94 20.82 21.70 21.54 19.99 4.89 13.64 9.23
1994 138.47 –13.72 14.62 –36.15 1.85 10.83 2.17 48.78 0.70 4.88 4.74
1995 220.70 –8.46 60.73 2.84 5.26 21.78 11.24 50.70 –0.78 6.82 –3.08

1996 371.66 25.27 64.97 –31.29 15.75 13.58 13.23 49.42 14.14 12.12 5.71
Q1 70.56 3.03 18.28 –20.22 5.05 0.26 3.63 24.86 0.60 3.12 1.22
Q2 64.48 10.18 9.75 –13.37 3.74 4.32 6.77 19.40 9.73 6.10 3.26
Q3 110.53 10.59 18.72 3.98 2.57 1.14 –0.54 1.16 –0.08 –1.28 0.05
Q4 126.09 1.46 18.23 –1.68 4.38 7.86 3.37 4.00 3.89 4.18 1.17

Net purchases of foreign securities by residents

1986 3.69 94.93 7.47 . . . . . . 0.13 1.89 7.05 2.25 . . . 1.49
1987 7.95 70.88 13.83 . . . . . . 0.66 –1.08 16.87 –0.35 . . . 0.81
1988 7.43 83.96 38.71 . . . . . . 0.09 1.94 2.99 2.77 . . . 2.36
1989 5.94 95.29 25.11 . . . . . . 1.34 13.12 17.89 1.65 . . . 2.05
1990 22.32 33.43 14.60 8.03 . . . 0.05 8.95 6.26 –0.39 –0.51 1.91

1991 15.65 70.68 14.50 9.41 . . . 0.99 31.39 3.63 1.15 2.90 4.76
1992 18.60 37.37 43.35 18.04 . . . 0.51 32.21 –3.01 0.75 1.57 5.16
1993 62.74 36.34 20.02 27.62 . . . 3.08 63.36 15.33 4.90 2.57 6.74
1994 11.58 69.55 30.93 23.41 . . . 0.17 47.13 14.06 7.01 2.10 6.28
1995 48.29 93.76 17.32 17.86 . . . 0.64 50.28 –0.16 –1.59 –1.60 3.30

1996 45.22 93.87 17.60 44.05 . . . 1.37 57.88 8.17 10.08 2.27 12.12
Q1 11.95 4.50 7.10 11.76 . . . –0.31 22.48 –4.29 3.85 0.02 3.17
Q2 2.80 27.06 4.09 9.83 . . . –0.89 17.40 8.60 –0.69 4.40 2.15
Q3 13.04 22.11 3.96 7.98 . . . 1.57 8.07 0.68 0.48 0.82 2.58
Q4 17.43 40.20 2.46 14.48 . . . 1.01 9.92 3.17 6.44 –2.97 4.23

Source: BZW Securities Limited, Global Economic Digest (April 1997); and U.S. Department of Treasury, Treasury Bulletin.
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Table A4. External Positions of Banks in Individual Reporting Countries 
(In billions of U.S. dollars)

Estimated Exchange-Rate-Adjusted Changes_____________________________________________________
Amounts Outstanding 1996____________________________ ____________________________________

1994 1995 1996 1994 1995 Total Q1 Q2 Q3 Q4

Assets
All countries 7,116.7 8,072.6 8,289.9 274.9 680.0 496.6 75.0 57.3 163.9 200.5

European countries 3,842.4 4,398.5 4,635.4 95.7 377.3 403.6 117.9 52.5 137.9 95.2

Austria 65.2 77.0 76.1 1.7 8.9 2.8 2.4 0.9 –0.9 0.5
Belgium 230.8 260.3 259.8 11.1 23.2 11.1 15.1 –8.0 17.6 –13.6
Denmark 46.4 52.2 57.7 –11.0 3.0 8.0 0.9 3.0 3.0 1.1
Finland 12.7 15.3 18.9 –0.3 2.2 4.0 1.3 1.0 0.5 1.2
France 541.4 623.7 583.7 –19.5 62.8 –14.7 3.1 –14.4 16.1 –19.5

Germany 469.2 563.7 597.1 –12.8 71.5 63.1 0.9 13.2 6.8 42.2
Ireland 28.3 43.0 65.2 3.9 14.2 22.8 6.2 4.2 6.2 6.2
Italy 136.6 162.4 214.5 –20.6 21.2 52.0 –2.4 14.2 8.4 31.8
Luxembourg 390.7 423.9 429.8 45.6 12.5 28.4 18.5 1.0 1.9 7.1
Netherlands 175.1 201.0 204.3 –7.4 19.8 12.4 22.6 4.6 14.2 –28.9

Norway 6.5 5.9 7.8 –0.3 –0.7 2.0 1.8 . . . –0.2 0.5
Spain 110.6 145.8 130.1 –11.8 30.1 –9.7 –5.0 –7.9 3.1 0.2
Sweden 24.7 36.2 44.7 –2.8 10.2 9.9 7.8 2.6 4.8 –5.3
Switzerland 404.3 437.6 485.6 22.2 13.2 68.5 18.0 17.6 8.2 24.7
United Kingdom 1,199.8 1,350.3 1,460.0 97.7 85.2 142.9 26.9 20.6 48.3 47.1

Other industrial countries 1,595.3 1,884.2 1,871.0 19.2 188.6 65.7 –33.6 11.5 0.1 87.7

Canada 55.8 65.6 80.3 14.0 9.5 14.9 1.6 5.0 –0.9 9.1
Japan 1,007.6 1,217.9 1,123.5 22.3 110.0 –20.1 –31.1 –2.3 –10.4 23.7

Japanese offshore market 573.7 667.7 573.0 26.5 111.8 –45.1 –35.3 –5.3 –13.0 8.6
Others 433.9 550.2 550.5 –4.2 –1.8 24.9 4.2 3.0 2.6 15.1

United States 531.8 600.7 667.1 –17.0 69.1 71.0 –4.1 8.8 11.4 54.8
International banking facilities 246.3 254.9 261.0 4.3 9.2 9.5 –7.8 –3.3 –2.5 23.1
Others 285.5 345.8 406.2 –21.4 59.9 61.4 3.6 12.1 13.9 31.7

Other reporting countries 1,679.0 1,790.0 1,783.5 159.9 114.1 27.4 –9.4 –6.7 25.9 17.6

Bahamas 194.2 188.5 192.7 26.1 –6.5 4.9 1.4 –11.8 14.5 0.9
Bahrain 61.0 60.0 63.4 4.3 –1.2 3.8 –1.5 –0.2 5.5 –0.1
Cayman Islands 437.5 457.7 460.5 40.6 19.0 4.6 –6.4 7.0 –6.2 10.2
Hong Kong, China 614.8 655.2 608.6 75.8 44.2 –22.8 –6.4 –11.6 –0.2 –4.6
Singapore 362.9 420.0 444.3 12.5 58.8 30.5 –1.5 9.5 11.6 11.0
Other1 8.7 8.7 14.1 0.6 –0.2 6.4 5.0 0.5 0.7 0.1
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Liabilities
All countries 7,154.4 7,827.5 8,066.5 572.6 475.1 498.0 134.1 45.9 127.3 190.7

European countries 3,891.0 4,402.9 4,673.6 303.7 307.1 436.8 177.7 54.5 104.7 99.9

Austria 73.7 84.4 89.7 2.4 7.1 10.2 5.3 0.2 4.2 0.5
Belgium 234.4 272.5 266.4 20.5 29.6 6.2 17.2 –7.8 8.4 –11.5
Denmark 28.7 31.9 38.8 1.0 1.6 8.2 1.3 3.5 3.6 –0.2
Finland 20.3 20.5 16.2 –3.1 –0.4 –3.7 –1.8 –1.5 0.3 –0.6
France 560.4 612.9 617.0 32.2 29.1 28.8 32.0 –9.5 19.5 –13.1

Germany 411.9 539.2 570.6 84.7 109.0 60.4 18.5 17.2 –4.0 28.7
Ireland 28.9 45.7 64.2 3.6 16.2 18.8 6.0 2.5 5.2 5.2
Italy 235.0 230.9 247.7 1.9 –13.9 21.0 10.1 4.7 1.3 4.9
Luxembourg 347.3 382.4 383.6 26.6 14.1 22.0 9.1 1.0 5.5 6.3
Netherlands 167.8 198.9 217.9 1.7 24.0 28.5 19.7 12.2 10.7 –14.0

Norway 6.9 8.2 17.9 –2.2 1.2 9.7 3.1 1.8 –0.2 5.0
Spain 103.2 112.2 128.0 9.8 0.9 20.5 3.3 6.2 6.7 4.4
Sweden 50.9 55.1 56.7 –1.9 1.8 3.3 7.5 –0.7 –0.3 –3.3
Switzerland 338.3 366.6 404.0 33.7 12.5 53.0 11.7 7.9 6.3 27.2
United Kingdom 1,283.3 1,441.5 1,554.9 92.7 74.2 149.8 34.8 16.9 37.5 60.5

Other industrial countries 1,626.9 1,690.3 1,660.3 115.8 61.0 11.5 –37.4 –6.3 –6.7 61.8

Canada 82.5 81.8 93.6 14.6 –1.3 12.0 –2.2 1.8 –0.4 12.9
Japan 723.7 738.3 695.8 3.0 14.4 –7.5 –13.1 –17.9 0.5 22.9

Japanese offshore market 291.8 306.6 294.4 5.3 17.8 –1.2 0.2 –11.6 4.9 5.3
Others 431.9 431.7 401.4 –2.2 –3.4 –6.3 –13.2 –6.3 –4.4 17.6

United States 820.7 870.2 870.9 98.1 47.9 7.0 –22.0 9.8 –6.7 25.9
International banking facilities 423.5 455.3 424.6 39.9 31.3 –25.8 –8.0 –7.8 –17.1 7.2
Others 397.2 414.9 446.3 58.2 16.7 32.7 –14.1 17.7 10.4 18.7

Other reporting countries 1,636.4 1,734.3 1,732.7 153.2 107.0 49.8 –6.2 –2.4 29.3 29.1

Bahamas 202.9 193.6 196.2 29.1 –9.9 3.2 –0.7 –13.4 14.5 2.7
Bahrain 57.7 55.6 58.7 5.4 –2.2 3.4 –1.2 –0.9 5.4 0.1
Cayman Islands 430.3 444.6 445.8 39.2 12.2 3.6 –7.0 7.7 –6.4 9.3
Hong Kong, China 582.3 620.3 579.9 74.2 47.3 –6.1 –3.5 –4.6 1.1 0.8
Singapore 357.3 413.4 441.4 6.7 58.7 41.2 2.6 8.4 14.1 16.0
Other1 5.8 6.7 10.7 –1.3 0.8 4.5 3.6 0.3 0.5 0.1

Source: Bank for International Settlements, International Banking and Financial Market Developments.
1Includes the Netherlands Antilles and the offshore branches of U.S. banks in Panama.

Table A4 (concluded)

Estimated Exchange-Rate-Adjusted Changes_____________________________________________________
Amounts Outstanding 1996____________________________ ____________________________________

1994 1995 1996 1994 1995 Total Q1 Q2 Q3 Q4
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Table A5. Annual Turnover in Derivative Financial Instruments Traded on Organized Exchanges Worldwide 
(In millions of contracts traded)

1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996

Interest rate futures 91.0 145.7 156.3 201.0 219.1 230.9 330.1 427.1 628.6 561.0 612.2

Futures on short-term instruments 16.3 29.4 33.7 70.2 76.0 87.3 144.9 180.0 282.3 266.5 283.6
Three-month Eurodollar1 12.4 23.7 25.2 46.8 39.4 41.7 66.9 70.2 113.6 104.2 97.1
Three-month Euroyen2 0.0 0.0 0.0 4.7 15.2 16.2 17.4 26.9 44.2 42.9 37.7
Three-month Euro-deutsche mark3 0.0 0.0 0.0 1.6 3.1 4.8 12.2 21.4 29.5 25.7 36.2
Three-month PIBOR futures4 0.0 0.0 0.5 2.3 1.9 3.0 6.4 11.9 13.2 15.5 14.1

Futures on long-term instruments 74.7 116.4 122.6 130.8 143.1 143.6 185.2 247.1 346.3 294.5 328.6
U.S. Treasury bond5 54.6 69.4 73.8 72.8 78.2 69.9 71.7 80.7 101.5 87.8 86.0
Notional French government bond4 1.1 11.9 12.4 15.0 16.0 21.1 31.1 36.8 50.2 33.6 35.3
Ten-year Japanese government bond6 9.4 18.4 18.9 19.1 16.4 12.9 12.1 15.6 14.1 15.2 13.6
German government bond7 0.0 0.0 0.3 5.3 9.6 12.4 18.9 27.7 51.2 44.8 56.3

Interest rate options8 22.3 29.3 30.5 39.5 52.0 50.8 64.8 82.9 116.6 225.5 151.1

Currency futures 19.9 21.2 22.5 28.2 29.7 30.0 31.3 39.0 69.7 99.6 73.7

Currency options8 13.0 18.3 18.2 20.7 18.9 22.9 23.4 23.8 21.3 23.2 26.3

Stock market index futures 28.4 36.1 29.6 30.1 39.4 54.6 52.0 71.2 109.0 114.8 119.9

Stock market index options8 140.4 139.1 79.1 101.7 119.1 121.4 133.9 144.1 197.5 187.3 178.7

Total 315.0 389.6 336.3 421.2 478.3 510.5 635.6 788.0 1,142.9 1,211.5 1,161.9

North America 288.7 318.3 252.2 287.9 312.3 302.7 341.4 382.3 513.5 455.0 428.2
Europe 10.3 35.9 40.8 64.4 83.0 110.5 185.0 263.5 398.0 354.7 425.8
Asia-Pacific 14.4 30.0 34.4 63.6 79.1 85.8 82.8 98.4 131.9 126.4 115.2
Other 1.6 5.5 8.9 5.3 3.9 11.6 26.3 43.7 99.4 275.4 192.7

Source: Bank for International Settlements.
1Traded on the Chicago Mercantile Exchange-International Monetary Market (CME-IMM), Singapore International Monetary Exchange

(SIMEX), London International Financial Futures Exchange (LIFFE), Tokyo International Financial Futures Exchange (TIFFE), and Sydney
Futures Exchange (SFE).

2Traded on the TIFFE and SIMEX.
3Traded on the Marché à Terme International de France (MATIF) and LIFFE.
4Traded on the MATIF. 
5Traded on the Chicago Board of Trade (CBOT), LIFFE, Mid-America Commodity Exchange (MIDAM), New York Futures Exchange

(NYFE), and Tokyo Stock Exchange (TSE).
6Traded on the TSE, LIFFE, and CBOT.
7Traded on the LIFFE and the Deutsche Terminbörse (DTB).
8Calls plus puts.
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Table A6. New Interest Rate and Currency Swaps 
(In billions of U.S. dollars) 

1987 1988 1989 1990 1991 1992 1993 1994 1995

Interest rate swaps
All counterparties 387.8 568.1 833.6 1,264.3 1,621.8 2,822.6 4,104.7 6,240.9 8,698.8

Interbank (ISDA member) 125.9 193.1 318.0 484.5 761.7 1,336.4 2,003.9 3,199.5 4,989.8

Other (end user and brokered) 261.9 375.0 515.5 779.7 860.0 1,486.2 2,100.8 3,041.4 3,709.0
End user 257.0 371.4 503.4 705.3 844.7 1,436.7 2,000.6 2,962.4 3,709.0

Financial institutions 168.7 238.1 317.9 420.1 492.4 853.9 1,115.7 1,632.5 2,292.9
Governments1 21.7 32.9 39.6 74.7 79.0 148.9 198.6 178.8 232.4
Corporations2 62.6 98.2 139.5 210.6 273.3 434.0 678.0 1,150.9 1,183.7
Unallocated 4.1 2.3 6.5 0 0 0 8.3 0.1 0

Brokered 4.9 3.5 12.1 74.4 15.3 49.5 100.2 79.0 0

Currency swaps
All counterparties 172.8 248.5 356.3 425.5 656.8 603.7 590.4 758.6 910.2
(Adjusted for reporting of both sides) (86.3) (124.2) (178.2) (212.7) (328.4) (301.9) (295.2) (379.3) (455.1)

Interbank (ISDA member) 35.8 58.7 101.3 122.6 208.0 132.4 110.9 162.3 307.6

Other (end user and brokered) 136.9 189.8 255.0 302.9 448.8 471.3 479.5 596.3 602.6
End user3 67.8 93.9 127.1 150.7 219.1 234.7 239.0 296.7 301.3

Financial institutions 31.9 43.5 52.2 51.4 98.6 78.9 77.2 107.6 143.8
Governments1 13.9 19.3 23.0 23.4 30.7 42.1 52.7 54.3 49.0
Corporations2 21.5 29.1 46.2 75.9 89.7 113.7 109.0 134.7 108.5
Unallocated 0.6 2.0 5.7 0 0 0 0 0.1 0

Brokered 1.2 2.1 1.0 1.6 10.7 1.9 1.5 3.0 0

Total (interest rate and currency 
swaps for all counterparties) 474.1 692.3 1,011.8 1,477.0 1,950.2 3,124.5 4,399.9 6,620.2 9,153.9

Sources: Bank for International Settlements, International Banking and Financial Market Development; and International Swaps and Deriv-
atives Association, Inc. (ISDA).

1Including international institutions.
2Including others.
3Adjusted for double counting because each currency swap involves two currencies.
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Table A7. Currency Composition of Notional Principal Value of Outstanding Interest Rate and 
Currency Swaps
(In billions of U.S. dollars)

June
1987 1988 1989 1990 1991 1992 1993 1994 1995 1996

Interest rate swaps
All counterparties 682.9 1,010.2 1,502.6 2,311.5 3,065.1 3,850.8 6,177.3 8,815.6 12,810.7 15,584.2

U.S. dollar 541.5 728.2 993.7 1,272.7 1,506.0 1,760.2 2,457.0 3,230.1 4,371.7 4,993.9
Japanese yen 40.5 78.5 128.0 231.9 478.9 706.0 1,247.4 1,987.4 2,895.9 3,853.7
Deutsche mark 31.6 56.5 84.6 193.4 263.4 344.4 629.7 911.7 1,438.9 2,128.0
Pound sterling 29.7 52.3 100.4 242.1 253.5 294.8 437.1 674.0 854.0 856.3
Other 39.5 94.8 195.8 371.5 563.3 745.4 1,406.1 2,012.4 3,250.2 3,752.3

Interbank (ISDA members) 206.6 341.3 547.1 909.5 1,342.3 1,880.8 2,967.9 4,533.9 7,100.6 . . .
U.S. dollar 161.6 243.9 371.1 492.8 675.0 853.9 1,008.4 1,459.8 2,287.3 . . .
Japanese yen 19.5 43.0 61.1 126.1 264.9 441.3 820.8 1,344.8 1,928.5 . . .
Deutsche mark 7.9 17.2 32.6 78.4 111.2 175.6 356.1 514.5 831.0 . . .
Pound sterling 10.4 17.6 40.0 100.1 106.3 137.2 215.2 315.4 477.7 . . .
Other 7.1 19.6 42.2 112.1 184.9 272.8 567.4 899.4 1,576.1 . . .

End user and brokered 476.2 668.9 955.5 1,402.0 1,722.8 1,970.1 3,209.4 4,281.7 5,710.1 . . .
U.S. dollar 379.9 484.3 622.6 779.9 831.0 906.3 1,448.6 1,770.3 2,084.3 . . .
Japanese yen 21.0 35.5 66.9 105.8 214.0 264.7 426.7 642.5 967.4 . . .
Deutsche mark 23.7 39.3 52.0 115.0 152.2 168.8 273.7 397.1 607.8 . . .
Pound sterling 19.3 34.7 60.4 142.0 147.3 157.6 222.0 358.7 376.2 . . .
Other 32.4 75.2 153.6 259.4 378.3 472.7 838.4 1,113.1 1,674.4 . . .

Currency swaps1

All counterparties 182.8 319.6 449.1 577.5 807.2 860.4 899.6 914.8 1,197.4 1,294.7
U.S. dollar 81.3 134.7 177.1 214.2 292.2 309.0 320.1 321.6 418.9 473.2
Japanese yen 29.9 65.5 100.6 122.4 180.1 154.3 158.8 170.0 200.0 263.9
Deutsche mark 10.7 17.0 26.9 36.2 47.6 53.4 69.7 77.0 119.0 105.9
Pound sterling 5.3 8.9 16.7 24.5 37.4 40.1 44.2 43.0 45.8 46.5
Other 55.7 93.5 127.8 180.3 250.0 303.7 306.9 303.4 413.8 405.2

Interbank (ISDA members) 35.5 82.6 115.1 155.1 224.9 238.9 218.5 211.3 310.0 . . .
U.S. dollar 16.7 34.1 48.2 59.7 86.8 90.9 82.3 80.4 114.3 . . .
Japanese yen 7.2 18.6 28.3 37.4 60.9 53.9 53.3 49.3 58.0 . . .
Deutsche mark 1.6 3.0 5.4 7.6 9.4 12.6 12.9 12.0 21.1 . . .
Pound sterling 1.1 1.6 4.3 6.2 8.4 10.4 7.1 6.5 6.9 . . .
Other 9.0 25.4 28.8 44.1 59.5 71.1 63.0 63.1 109.8 . . .

End user and brokered 147.3 237.0 334.1 422.5 582.3 621.6 681.1 703.6 887.5 . . .
U.S. dollar 64.6 100.7 128.9 154.5 205.3 218.2 237.7 241.2 304.7 . . .
Japanese yen 22.7 47.0 72.2 85.0 119.2 100.4 105.6 120.6 142.1 . . .
Deutsche mark 9.1 14.0 21.5 28.5 38.2 40.8 56.9 65.0 98.0 . . .
Pound sterling 4.2 7.3 12.4 18.3 29.1 29.7 37.0 36.6 38.9 . . .
Other 46.7 68.1 99.0 136.2 190.6 232.6 244.0 240.4 303.9 . . .

Sources: Bank for International Settlements, International Banking and Financial Market Developments; and International Swaps and De-
rivatives Association, Inc. (ISDA).

1Adjusted for double counting because each currency swap involves two currencies.
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