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SECRETARY OF THE TREASURY
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DEPARTMENT OF THE TREASURY
WASHINGTON, D.C.

] February 27, 1995

MEMORAND'JM FOR THE PRESIDENT .
FROM: . Robert E. Rubir1‘ﬂ2,2ﬁ\
SUBJECT: Failure of U.K. Bank: Barings PLC

In your economic briefing this morning, you requested more
information about the failure of the U.K. bank, Barings PLC.
Barings is a world-wide U.K. merchant bank with subsidiaries and
affiliates that are broker-dealers, asset managers, and futures
merchants. The bank, while not large in terms of capital ox
assets, 1ls considered significant because it is over 200 hundred
years old and had a sterling reputation. The bank filed for an
"administration", the equivalent of bankruptcy, in London. The
filing was caused by a huge loss, estimated at between $800
million to a billion U.S. dollars or roughly twice the firm's
capital, from unhedged trading in futures and options in the
Singapors and Japanese markets. It appears the unauthorized
trades ware the work of a single trader. The main contracts
involved are a Japanese stock index(the Nikkei.225-share Average)
and the Japanese Government Bond. The contracts are so large
that, for example, a 1% decline in the Nikkei index would
increase the loss by $70 mllllon

The Bank of England is the supervising entity because its primary
operating company was registered as a bank in the U.K. The
members of the U.S. Working Group on Financial Markets (Treasury,
SEC, CFTC and the Federal Reserve) coordinated our fact finding
and were in contact with the Bank of England over the weekend to

~understand the unfolding facts and determine what, if any, impact

this failure might have on U.S. markets and financial
institutions. Barings owns a medium-sized broker dealer in the
U.S. regulated by the SEC which appears to have sufficient
capital and no substantial financial exposure to the bankrupt
affiliates. 1In addition, Barings owns 40% of Dillon Read; the
management of Dillon Read has announced that they are willing to
buy back that investment. No U.S5. bank appears to have a
significant financial exposure to Barings.

The initial financial market reaction to these events appears to
be primarily in Asia, especially in Japan. The Nikkei declined
as much. as 5.46% today before recovering to close down 3.8%.

. Japanese Government Bonds rose slightly in a "flight-to-quality"

reaction. On the Hong Kong exchange, stock prices declined 1.1%,
while in Singapore, stock prices fell 0.97%. This may have had

an impact in the European markets, although there were many other
factors at work. Certainly the Bank of England’s reputation as a



premler regulater has been tarnished, and there may be some
collaterzl damage to the reputation of British financial
institutions. U:S. bond markets continued their rally, although
our stock markets were down slightly after hitting record highs
last week.

In the U.S. we have regulatory structures in place that should
prevent unauthorized or inappropriate risk taking, or at least
limit the damage and stop systemic contagion. At the
institutional level, in addition to capital standards, our
regulaticns stress strong internal management controls including:
separate trading and control functions, limits on position taking
and counterparty exposures, and regular information reporting. ‘
On the broader market level, the CFTC has large trader position
reports aggregated across the U.S. futures exchanges on a daily
basis. They use this information to spot large or unusual
positions in the U.S. futures markets and question the exchanges
and the positions takers. They also work closely with the other
U.S. regulators to alert them to potential problems and combine
information from the futures and cash markets. Unfortunately, it
~1s impossible to prevent stupidity or fraud, but systems and
surveillance can limit the extent of the problems that result
from either. :

I will continue to monitor this situatioanlosely and will keep
you informed_as to further significant developments.



Background on Barings PLC

After suffering losses in Asian markets that press reports
put as high as $1 billion, Barings filed for
"administration" (apparently similar to a Chapter 11
bankruptcy in the U:S.). Britain's High Court appointed
Ernst & Young to be the administrator.

The Bank of England had previously attempted to devise a
bailout of Barings involving other British banks, but it was
unable to do this. Efforts are reportedly still ongoing to
have Barings acquired by another bank.

Barings has a large asset management operation that it could
presumably sell in order to meet its liabilities.

. According to the SEC, Barings was long $5.5 billion ..
(notional) in Nikkei futures on the Simex (Singapore) and
Osaka exchanges as of Friday's close. It was short $16
billion in Japanese Government Bond futures on the Tokyo
Stock Exchange. As of Friday, it had lost $500 million on
Nikkei futures and $140 million on the JGB futures. (We are
attempting to obtain more information concerning the time
period over which these losses occurred, the status of
variation margin payments to the clearlnghouses, and the
extent to which these contracts have now been -liquidated.)

A 28-year old trader in the Singapore office of Barings is
being blamed for the losses. The Wall Street Journal
"reports that the trader has "disappeared." .

The British parent bank advanced the funds to make margin
calls on the Asian exchanges. The problem for the parent
bank is that these loans to its subsidiary apparently now
have no value. It is not clear why the parent bank did not
spot. a problem earlier, since it was advancing funds and
there was no inflow from other positions.

The Monetary Authority of Singapore has issued a statement
that the Simex has adequate resources and that no customer
funds are in jeopardy.

out of an outstanding 27,000 contracts Barings had on Simex
on Friday, 7,000 contracts have been liquidated.

According to the CFTC, the Tokyo Stock Exchange has frozen
Barings' positions. It is not clear why they did this
rather than attempt to liquidate the positions as Simex is
doing.

A press report indicates that Barings had entered into
"short straddle" positions in the Nikkei on Simex late last
year. This, according to the report, was a bet that the
market would not move much, but the Japanese stock market



fell and then suffered a sharp loss after the Japanese
earthquake. The press report (Bloomberg News Service),
relying on other traders in.the market, goes on to state
that Barings then "bought an estimated 15,000 to 20,000
futures contracts on the Simex and Osaka Securities
Exchanges, the four traders said. That's a $3.4 billion bet
-- a bet so big that Barings was hoping it would pull
/futures prices, and the Nikkei average, up with it."

Other reports suggest that Barings sold puts in order to use
the premium to meet margin requirements on the futures
exchanges. We do not have any hard information on this.

According to the SEC, major U.S. broker-dealers have no
significant credit exposure to Barings. The bank regulators
indicate that there are no significant U.S. bank exposures
to Barings. "There is one bank with an exposure of over $100
million. All other banks have exposures that are much less.

Barings owns 40 percent of Dillon Read. This is a passive
investment. Apparently, Dillon’Read management, which owns
the other 60 percent, could buy out Barings' share. The New
York Stock Exchange will call Dillon Read today.

Baring owns a medium-size U.S. broker-dealer that we
understand has sufficient capital. :

The Japanése stock market was down as much as 5.46 percent
today, but closed down 3.8 percent. Other major Asian
markets showed lesser declines, for example, the Kuala
Lumpur index fell 1.72 percent. The Taiwan benchmark equity
index fell 3.15 percent. Most European stock markets were
down less than 1 percent this morning. U.S. financial
markets do not appear to have been affected in any
significant manner to the Barings situation.



DEPARTMENT OF THE TREASURY
WASHINGTON, D.C. 20220

February 27, 1995

MEMORANDUM FOR SECRETARY RUBIN

. THROUGH : DEPUTY SECRETARY NEWMANW(/ ‘

FROM: Darcy Bradbury
Deputy Assistant Secretary (Federal Finance)

SUBJECT : Memo to President on Failure of Barings PLC
ACTION FORCING EVENT:

In the economic briefing meeting this morning, the President requested
a briefing memo on the failure of Barings PLC:

RECOMMENDATICN:
4 , ' . /
That you sign the attached memo to the President. A
V/ Agree Disagree : ___Let’s Discuss

ATTACHMENTS :

Tab A: Memo to President
Tab B: Background on Barings PLC
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DEPARTMENT OF THE TREASURY
WASHINGTON. D.C.

SECRETYARY OF THE TREASURY

‘April 11, 1996

MEMORANDUM FOR HILLARY RODHAM CLINTON
FROM: ‘ Robert E. Rubin’ 62 9 N

© SUBJECT: National Economic Strategies

This is a somewhat belated response to your question some time
ago about other countries’ economic strategies that might be
instructive to the United States. You spec1fically mentioned
Denmark. Having recently returned from an APEC Finance
Ministers’ meeting, I was struck again by the truly remarkable
transformation of most of these countries from impoverishment
thirty years ago to consistent growth and enormous improvements
in levels of prosperity today. Moreover, many of their
strategies -- though not all -- are consistent with the
strategies the President has pursued for our economy.

Most ‘Asian developing member nations have very low deficits and
some, notably Thailand and Singapore, are running fairly
substantial budget surpluses. By and. large, these countries
invest heavily in education, and are extremely focussed on
promoting exports. As to differences, they generally have much
higher levels of savings and, with only two exceptions, have
51gn1f1cant barriers to free trade -=- though these are gradually
coming down.

- Denmark, by contrast, is more typical of Europe as a whole. As
you can see from the attached memo, Denmark instituted a very
genercus and expensive social safety net. While it reduced
poverty, this program has produced unintended and harmful
consecuences such as disincentives to work, high minimum wages
that price low-skilled workers out of the market, high levels of
unemployment, and very low levels of new job creation. 1995
taxes and public sector spending accounted for 60 and 62 percent
respectively of Denmark’s economy, more than double the
compalrable figures for our economy. Moreover, Denmark currently
is registering an unemployment level of 9.1 percent, down from 12
percent in 1993, and a roughly zero rate of growth.



As you know better than anyone, the President has had a
compreltiensive and sophisticated economic strategy from the
beginning of this Administration, and has either added on or
fleshed out elements through the past three years. Because of
cultural, demographical and other differences, it is always
dlfflcult to judge the applicabillty of the experiences of other
countries, but clearly there is much food for thought in these
experiences, good and bad -- perhaps for now but especially in
thinking about additions to the economic program to be pursued in
the second term.

I know that our offices have been trying to set up the dinner we |
talked about, in conjunction with Laura. More generally, I think -
it would be a good idea for you to have some sort of periodic

.dialogue on these economic issues, to provide a better framework

for your discussions elsewhere.

On another matter, you asked about tax laws that encourage
Americans to invest abroad. I am told current law does not
discriminate in favor of foreign investment. It is also worth
noting that a substantial fraction of American exports follow
overseas investment.

Attachment


http:overse.as

Denmark

Denmark is at an interesting point in its national economic strategy. In recent years, it has
chosen to preserve its generous safety net and to use austere macroeconomic policies
(including closely linking its exchange rate to the ERM) as a means of lowering inflation and
reining in unsustainable fiscal deficits. Overall, its fiscal policy has been tight, but deficit
reduction has been achieved primarily through tax increases rather than spending cuts.
Growth slowed to an average of 2 percent during the transition from 1987 to 1993,
quickened through mid-1995, but fell back to zero since then and has remained flat.

The government’s generous income redistribution policy has come at a hefty price. In 1995,
the OECD estimated that Denmark had the highest tax burden in the OECD at 59.7%, and
after Sweden, the highest level of government spending at 61.6% of GDP.

While it successfully lowered inflation, Denmark’s high level of structural unemployment did
not drop as much as expected during the recent expansion. In December, Denmark’s
unemployment rate was 9.1% compared to its previous high of 12% in 1993. Generous
unemployment benefits have reduced poverty, but also, have significantly reduced the -
economic incentives for active job-secking. Unemployment benefits cover up to 90% of the
wages of some low paid workers for up-to seven, years. Similarly, job training programs
provide full unemployment benefits to workers choosing to return to school. While designed
to encourage skill acquisition and job rotation, these programs have been loosely
administered, and have created real negative incentives to work.

The government is responding to these problems by'improving work incentives. These
efforts include: reducing the tax rate on most employees; broadening the tax base; and
reducing ehgtbllxty for unemployment benefits to. five years,

R



1999-SE-002636

DEPARTMENT OF THE TREASURY
© WASHINGTON

March 15, 1999

NOTE FOR DEPUTY SECRETARY SUMMERS

UNDER SECRETARY GEITHNER
UNDER SECRETARY GENSLER
ASSISTANT SECRETARY TRUMAN

FROM: Caroline Atkinson Q\P(

SUBJECT: Systemic Risk from International Financial Crises

-3

The attached notes and charts from a presentatlon by Lew15
Alexander (FRB) are mterestmg

They show that:

The recent incidence of international financial crises is not -
extraordinarily high by past standards;

In the US traditional systemic vulnerability (through bank credit -

" exposures) to international crisis is now far lower than in the

1980’s;
US banks contributed less than Japanese and European to the run
up in exposures in the latest cnsns probably reflecting better risk

management;

However, exposures through them in the derivatives (and market

- risk) are proportionally much greater now, complicating risk

management, and;

The spillover from emerging markets volaﬁlify to US markets was
negligible in 1994-1995, still small in 1997 - early 1998, and then
substantial after Russia.

CC: DAS Zelikow

“DAS Medish |
DAS Sachs
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DIVISION OF
INTERNATIONAL FINANCE
Date: March 5, 1999
To: - Govemors Meyer, Keliy, and Ferguson
From: | Lewis Alexander ,( , /4 .-’
Subject: | Notes from my pfesentation to’the F-6

Attached are the notes I spoke from in my presentation to the F-6. 1 hope to turn this
material into a short paper at some point, but I thought you might find the notes useful in the
meantime. - :

‘Attachment

ce: Spillenkothen, Ettin, Hooper, Henderson, Howard, Frankel, Connors, Dooley




March 4, 1999
Lewis Alexander

1) The question to be addressed:

a) Has the systemic risk ®r generated by international financial crises
changed?

b) If so how?
¢) The basic conclusions:

i) It is not obvious that the systemic risk generated by intermnational
financial crises has increased, but it is clear that the nature of that
systemic risk has changed.

“ii) Inthe 1 980s the source of systemic nsk was straightforward; U.S. ,
- banks’ direct exposure to Latin govenments were very large relative to
their capital and the value of those loans were extremely impaired.

iify In contrast, U.S. banks’ direct exposures to Asian borrowers in the late.
1990s were much smaller

iv) However, the events of the last two years suggest that policymakers
may need to pay increasing attention to the following:

(1) measuring and monitoring potential exposures arising from off-
balance sheet transactions;

(2) potential risks arising from latent weaknesses in financial
institutions from other industrial countries; and

(3) possible disruptive spillovers from international financial crises to
other financial markets.

2) The first issue I want to consider is (s the incidence and
- magnitude of international financial crises over the last two
decades.



a) Exhibit 1 shows the incidence of currency and banking crises in
emerging market countries. There is no obvious trend. Recent
increases are not out of line with earlier experience.

b) We took a more systematic look at this issue by looking at
unexpected changes in exchange rates.

i) We used monthly real exchange rate indices for 15 different emerging
market economies in Latin America and Asia that we have calculated
over the floating exchange rate era.

i) For each index we estimated a simple AR-12 model recursively.

iii) For each estimation period we calculated a one-period ahead (out of
sample) forecast and then calculated the forecast erors.

iv) The forecast errors for the Mexican peso and the Korean won are
shown in exhibit 2. These forecast errors are exchange rate shocks.
Large unanticipated exchange rate changes are one.indicator of
intemational financial crises.

v) The upper panel of exhibit 3 presents a measure of the standard
deviation of the forecast errors. (In this measure the out of sample
forecast errors are divided by the standard error of the regression used
to make the forecasts. Thus a magnitude of one indicates the forecast
errors have the same vanance as the errors from the regression.)

v vi) There is no obvious upward trend. The period 1991 to 1996 was
relatively calm, and the volatility of the last two years is clearly large
compared to the recent past, but looking over a longer period it is not
obvious that the incidence of crises has increased.

vii) The bottom panel shows the incidence of errors‘!arger than two
standard deviations. This does indicate that the recent experience is
extreme. :

3) The next question is how has the nature of the systemic risk
generated by international financial crises changed.

4) The systemic risk generated by debt crisis in the 1980s was
very direct.

a) US banks’ direct exposure to credit risk was substantial (Exhibit 4)



b) The potential credit losses on those exposures were large and
protracted (Exhibit 5)

5) The situation in the 1990s is very different
| a) Direct exposures are much lower (Exhibit 4)
| b) However, those exposures are more concentrafed (Exhibit 6)
| i) This could be problematic by increasing the vufnerabflity of key .
institutions. However, even exposures of Iarge institutions are down.

(Exhibit 4)

ii) It may help by concentrating exposures in institutions with better risk
mar;agement. :

¢) Exposure through off-balance transactions have become more
:mportant (Exhibit 7), particularly for large institutions. ‘

i) As exchange rates moved the value of those pos:tlons increased
sharply.

i) Even taking these positions into account, however, exposures are Iess‘
than they were in the 1980s.

iiij} But the importance of these exposures says something about the
adequacy of existing reporting regimes. Existing on-balance sheet
measures are increasingly mtsleadmg as measure of the true
exposure.

d) But even taking these factors into account, the exposures of u. S
institutions have declmed

6) The lower exposures in the 1990s reflect, in part better rtsk
management in U.S. banks.

a) U.S. banks contributed less than others in the run up of exposure to
~ Asian countries in the 1990s (Exhibit 8)

i) The increase in exposure by Japanese and Eumpean banks were
much Iarger than those by US banks

b) This disparity is partlcularly striking when the changes in exposure
are compared to changes in capital.
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c) Q[K by the ECSC suggests that to a significant degree this
difference in performance reflect better risk management in U.S.
institutions.

7) C)he potential channel for international financial crises to
adversely affect U.S. financial institutions is through the
presence of foreign banks in the United States.

a) ‘Foi'aign banks have a large presence in the U.S. ‘(Exhibit 9).

L) A major problem in a foreign banking system, if managed poorly,
could be a source of systemic risk for the U.S.

¢) Itis important to rec'ognize, however, that we have already
experienced such a problem with Japan. (Exhibit 9) '

i) The Japanese banking system has expenenced serious problems in
the 1990. The presence of Japanese banks in the U.S. has contracted
significantly.

| ii) The contraction of the Japanese banks has had little impact on the
U.S. in part because Japanese authorities have managed their
~ problem with an eye to minimizing the intemational impact.

8) The last two years have remmded us of some key lessons
about risk management :

a) The link between market and credit risk is :mportant—e g., GKOs and
Russ:an banks.

b) Itis difficult to assess the likely character and potential frequency of
extreme events, particularly in an environment of rapid structural
change in financial markets. This dramatically complicates the
problem of risk management.

9) In this context it is important to note that systemic risk can
arise even when the solvency of major financial institutions is -
not in doubt. As the Promisel Report stressed, disruptions to
financial markets can generate systemic risk. The financial
market volatility we experienced last fall, and its relationship
to financial crises abroad, should be evaluated in this context.

a) The financial market reactions in the period Aug-Oct of last year
were significant from two perspectives:
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b)

i) They were an extreme event that seemed out of line with previous
financial market beha wor

¥

‘ ;;) Those reactions appeared to be triggered by events in emergmg

markets.

To assess the significance of these effects we looked at the behavior
of four basic credit spreads since 1992.

i) The spreads considered were:

(1) The credit spread, relative to Treasury risk, on an index of
- Emerging market bonds, i.e., mostly Brady bonds.

(2) The US dollar interest rate swap spread.
(3) Credit spread for AA corporate bonds.
(4) Credit spread for high-yield corporate bonds.

i) For each credit spread we estimated a simple V.A.R. model recursively
using weekly data

iil) We used these models to est;mate one-penod ahead forecasts and
forecast errors.

iv) We used the forecast errors as a measure of unantlc:pated changes in
those basic credlt spreads. :

V) ' The purpose of this exercise was to gauge to degree to which financial
disruptions affecting emerging markets spilled over to other financial
markets.

vi) The estimated forecast errors for the Erﬁerging‘ Market Bond Index and
for the 10-year interest rate swap spread are shown in Exhibit 10.

vii} Three penods of financial disruption in emergmg manf(ets were
cons:dered

(1) Dec 1994 to May 1995, a pei'iod covering Mexico's devaluation.

(2) Oct 97 to Mar 98, a period that began with Hong Kong'’s interest |
rate shock and spanned the worst parts of the Korean and
indonesian financial crises.
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(3) Aug 98 to Feb 99, the period following the Russian devaluation.

viij)Both the standard deviation of the individual forecast errors and the
correlation among the errors were calculated.

ix) The main conclusions are:
(1) The degree to which volatility in emerging markets spilled over to
other financial markets varied: ,
(a) Essentially no spillover following Mexico’s devaluation in Dec 94

{b) Modest spillover following Hong Kong’s interest rate shock in

Oct. 1997.
| {c) Very substantial spillover following the Russian devaluétion in

“August 1997,
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(2) Correlations across these markets were modest in the Mexican

case, but they were significantly elevated in the latter two periods.

(3) The combination of high volatility and correlations across markets -

in the latter period is indicative of why this period was so difficult for
a wide range of financial institutions.

Questions for policy

a) The first question for policymakers is what can be done to prevent
international financial crises. There are two broad pohcy approaches
to this problem. :

k)

i)

i)

Improve basic macroeconomic and fi nanc:aa' sector po!fcves in L
emerging market countnes

Change the way we respond to intemational financial crises in a way
that make international investors, including banks, bear a greater
burden for the risk they take in extendmg credit to emerging market

. economies.

Given the fact that mtematlonal financial crises will happen, there
are several other questions worth considering..

)

i)

Given the risks that could potentially arise from foreign banking
systems it is worth considenng what information shculd be shared
among supervisors.

Given the increasing role of derivatives we need to assess whether
existing reporting regimes, both for individual institutions and for
aggregate data, are adequate for assessing vulnerabilities to
intemational financial cnises.

We need to understand the causes of the financial sector disruptions

that occurred last fall-in particular, we need to understand the link to
international financial crises--in order to be able to assess whether the
events of last fall are likely to be repeated.

.iv) Finally, we need to assess the implications of such financial market

disruptions both for major financial institutions and the economy more
generally.
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Materials for Presentatic:;n to F-6
on. |
Intemational Financial Crises and Systemic Risk

Lewis S. Alexander

‘March 4, 1999



Exhibit 1: Incidénce of Currency and Banking Crises in Emergmg Market

"Countries
Exhibit2:  Forecast Errors: Real Exchange Rate Indices -
Exhibit 3: Standardized Forecast Efror for Real Exchange Rate Indices

Incidence of Large Forecast Errors for Real Exchange Rate

Indices -

Exhibit 4: ~ Cross-Border Exposﬁre Relative to Capital for Groups of U.S.
Banks, 1982, 1997 '

Exhibit 5: Indicative Secondary Market Prices of Sovereign Bank Loans

Exhibit 6: Herfindahl Measures of the Concentration of U.S. Banks
Cross-border Exposure

Exhibit 7: Derivative Exposure of U.S. Banks, All Reporters,

Exhibit 8: Exposure of Domestically-owned Banks to KOREA

INDONESIA and THAILAND

Exhibit9: = Forelgn Banks’ Share of the U.S. Market

Exhibit 10: Forecast Errors: Credit Spreads

Exhibit 11: Mean Standardized Forecast Errors for Credit Spreads

Correlations Among Forecast Errors
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: Exhibit 1 ’ :
Incidence of Currency and Banking Crises in
Emerging market Countries

P

. Currency crises

Banking crises

1975 — 1980 ~ . 1985 1890 1995

Source: IMF, World Economic Qutiook, May 1898
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Exhibit 2

Forecast Errors: Real Exchange Rate Indices
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Exhibit 3 }
Standardized Forecast Error for Real Exchange Rate Indicies*
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* Squére joot of the mean of the square of one-period ahead forecast divided by standard emor of the

‘regression. If the forecast emmors have the same distribution as the historical regression errors then this

statistic should be one.

Incidence of Largé Forecast Errors for Real Exchange Rate Indicies**
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** Incidence of one-period ahead forecast erors larger that twice the the standard emor of the
regression.
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Exhibit 4
Cross-Border Exposure Relative to Capital for Groups of U.S. Banks, 1982, 1 997’
: (percent)
End of June 1982 End of June 1897
Money Other Money Other
. Center Large Al other Center Large  All other

AllBanks Banks®  Banks® Banks All Banks Banks>  Banks’ Banks

DEVELOPED COUNTRIES 297 413 300 176 67 . 139 64 15
) DEVELOPING COUNTRIES : © 189 287 o 192 é7 31 63 26 9
Latin America 125 181 129 65 18 36 14 5
Argentina 13 21 14 5 3 6 3 0

Brazil 31 46 33 15 5 11 5 1
Chile 9 12 10 6 1 3 1 0
-~ Mexico ' 38 50 41 24 5 10 2 .2
Asia . A 53 86 56 20 13 26 12 4
Indonesia , o 4 7 3 0 1 - 3 1 0
South Korea 14 19 17 7 5 9 4 2
Taiwan - 7 10 10 2 1 3 1 0
Thailand 3 4 3 1 1 3 2 1
TOTAL ALL COUNTRIES ' 519 . 754 521 277 ’ 108 226 g5 26

Source: Country Exposure Lending Survey

' Exposure measured after reallocating claims from country obligor to country of guarantor. Exposure excludes derivatives-related
exposures shown in Exhibit 7. Capital defined as equity, subordinated debt, and loan-loss reserves.

% The Money center banks include: BankAmerica, Bankers Trust, Chase Manhattan, Citicorp, First Chicago, and J.P. Morgan. Other large
banks include: BankBoston Corp., Bank of New York Co., First Union Corp., Republic NY Corp., and State Street Corp.

)
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Indicative Secondary Market Prices of Sovereign Bank Loans

Exhibit 5

(percent of face value, end of period)

Source: Salomon Brothers

1985 1986 1987 1988 1989 1990

Argentina 64 66 34 21 13 na.
Bolivia 5 7 11 10 11 n.a.
Brazil 75 75 46 40 22 25
~ Chile 67 67 61 57 59 37
Colombia 84 86 65 58 64 35
Ecuador 68 65 37 13 14 63
Mexico 60 56 50 43 36 46
Peru 19 18 7 5 6 20
Uruguay 63 65 59 60 50 3
Venezuela 79 74 57 41 34 20
Cote d'lvoire 74 76 40 23 6 39
Morocizo - 68 68 52 48 3 4
Nigeria 55 36 29 23 30 52
Philippines 57 72 50 49 49 61
Yugoslavia 84 78 49 45 51 16
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Exhibit &

Herfindahl Measures of the Concehtration of U.S.Banks’
) cross-border Exposure
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Exhibit 7

 Derivatives-relative Exposures of U.S. Banks'
" ($ millions, figures in parentheses are percentages of total exposure)

1997 1998

Mar. June Sep. Dec. Mar. - June Sep.

indonesia . 447 425 2,210 2,669 1,998 1,510 973
: (7) (6) (25 (30) , (30) (30) (22)
Korea - 1,592 1,415 1,486 5,910 3,577 3,135 2,656
' , , /] (6) (6) (23) (16) (16) (15)
Thailand 428 681 2,389 2,855 1,500 1,203 1,014
‘ " (5) (6) (23) 31) (19) (18) (15)
Subtotal: 2,467 2,521 6,085 11,434 . 7,075 5,848 4,643
: Y] (6 (14) (26) . (19) (18) (16)

Argentina - 258 185 207 490 520 586 609
~ () (1) (1) /I (2) 3 (3)

Brazil 255 284 273 . 600 582 253 570
: . R I/ (1) (2) (2) (1) - (2
Mexico 724 600 909 1,007 1,014 1,271 1,601
(4) 3 (4) 5 (5 (7) (7

Russia 6 75 898 o 144 203 157
o © (1) (19 . (1 (2 3 (9)
Cayman Islands 981 1,296 2,022 2,664 2,599 2,445 2,129

(11 (33) - (44) (24) (28) (27)
Total: 4,691 4,961 10484 16,266 > 11,934 10,606 9,708
@ @ (8 2 9 (@ (8)

! Market value of OTC derivatives positions after netting and other adjustments.

Source: Country Exposure Lending Survey

(17 .
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. . Exhibit8 )
Exposure of Domestically-owned Banks to KOREA, INDONESIA AND THAILAND

Exposure Proxy’

. ' Dec. June 4 - Change in

Nationality of banks' 1992 © 1997 - Change Capital®
{billions of U.S. dollars) {billions) {percent) {percent)

United States 13.0 132.8 - 19.7 152 88
Japan . 415 - 780 36.5 88 © -8
Belgium o 24 7.7 5.3 220 106
Luxembourg 0.1 0.8 0.7 1171 81
France 8.1 21.2 13.1 162 8
Germany 5.3 226 17.3 327 67
italy 1.0 2.0 1.0 101 0
Netheriands 2.3 6.9 4.6 199 67
Spain 0.3 0.8 07 260 na.
Switzerland : 14 55 - 41 286 38
Subtotal: 208 67.6 46.8 225 35
United Kingdom 32 13.1 99 309 127
Canada 11 33 : 22 190 44
ALL BIS REPORTERS 3/ 95.9 2372 1413 147 n.a.

! Data for the United States and other consolidated banking systems are for domestically owned
consolidated reporters.

% Exposure proxy is total claims (which are cross-border and foreign currency claims) plus local currency

- less-claims on branches and subsidiaries of non-local banks.

? Data for all BIS reporters include "domestically owned” consolidated reporters, non-domestically owned
claims consolidated reporters (subsidiary banks), and unconsolidated reporters {agencies and branches
of banks headquartered outside BIS countries) located in the BIS.reporting countries.

Source: BIS semi-annual international banking statistics.
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- ‘ ' | Exhibit 9
Foreign Banks' Share of the U.S. Market

All U.S. Offices of Foreign Banks ‘ : ‘ Percent
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Exhibit 10

Forecast Errors: Credit Spreads
(weekly) '
Emerging Market Bond Index ' Basis points
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Exhibit 11

Mean Standardized Forecast Errors for Credit Spreads'

Emerging U.S. Dollar AA Corporate  High Yield
Market Bond 10-year Swap Bond Spread Bond Index
Index Spread Spread Spread

Jan, 1892 to Jul. 1998 1.269 1.088 1.044 1.051.

Dec. 1994 to May 1995 . - 2.138 1.015  0.836 0.974

Oct. 1997 to Mar. 1998 1.334 1.354 1.089 . 0.965 .

Aug. 1998 to Feb. 1999 287 2685 1.969 211
‘Simple victor auto-regressive equaﬁons were estimated recursively using weekly data on each of the
four credit spreads. One-period ahead forecasts were caiculated. The figures reported are the square
root of the average of the square of the forecast errors divided by the standard error of the regressions. If

the forecast errors have the same distribution as the errors over the sample period then the mean
standardired forecast errors should be equaltoone.  ~

» Correlations Among Forecast Errors for Credit Spreads:

. Jan. 1992 to Jul. 1998 ' Dec. '1994 to May 1995
EM  Sw AA HY AA HY
EM 1 ‘ ‘ ~
S 0.177 1 ' s -0. 101 1
- AA| -0.042 -0.061 1 A -0.181 -0.136 1
HY| -0.001 0017 0627 1 0163 0110 0727 1
Oct. 1897 to Mar. 1998 Aug. 1998 to Feb. 1999
EM SW AA HY EM SW  AA HY
EM 1 ' 1
sw] 0623 1 : : - Sw| 0669 1 '
AA| 0410 0430 1 AA|l 0.103 0.116 1
HY| 0.630 0607 0682 1 0404 0476  0.586 1

Correlations among one-period ahead forecast errors for the different credit spreads.
EM — Emerging Market Bond Index spread;
SW-U.S. dollar 10-year swap spread;
AA — AA corporate bond spread;
HY - High yield bond index spread.



ASSISTANT SECRETARY

MEMORANDUM FOR SECRETARY SUMMERS |

SENSITIVE - CLOSE HOLD

DEPARTMENT OF THE TREASURY
WASHINGTON, o.c.:

August 5, 1999

FROM: Edwin M. Truman
‘ _ » . Assistant Secret ternational Affairs
SUBJECT: "~ Risks in the «Interhétit‘)ﬁalvEcoﬁomy

and External Vulnerabilities of the U.S. Economy

The risk of a global recession and an international financial meltdown - that emerged in -
1998 after the collapse of Russia and the ensuing bout of global contagion - has receded. The:
current prospects for world economic growth in 1999 and beyond appear brighter than at the turn
of the year. However, the world economy and financial system still face significant
vulnerabilities and risks that have to be monitored and addressed in the interests of the U.S.
economy. This memo describes such risks and suggests some pohcy responses There are three
broad areas of concern in the international arena:

1.

Some emerging market economies of systemic significance may experience a
financial and economic crisis that could spread to other emerging markets and to the
1J.S. and world economy. \

The United States economy and its financial markets face potential vulnerabilities
from our-external position. These include: the sustainability of our growing current
account position; the risks deriving from a sudden sharp weakening of the dollar; the
uncertain growth developments in the rest of the world; and the potential impacts of
such external factors on the stock market and domestic growth. N ‘

The Y2K problem poses potential risks for the liquidity of the international financial
system and the world business cycle. '

1. Risks of Financial Crisis in Emerging Market Economies

Some emerging market economies of systemic significance may experience a financial
and economic crisis with the risk that financial contagion to other emerging markets may occur, '
as in 1998. We focus on three groups of countries:

a. Large emerging market economies that would have a systemic 1mpact on global financial
conditions if they were to experience a crisis. Argentina and China at this point appear to
be the most vulnerable among this group. ‘

b. Other large emerging market economies that are potentlally fragile and thus may face
problems with systemic implications: Brazil, Mexico, Russaa, Korea, Indonesia, and
Turkey.

c. Financially fragile smaller economies that may be trigger a broader financial crisis, for X
example, Ecuador Colombia, Venezuela, Romania, and Ukraine.

" SENSITIVE - CLOSE HOLD




a, Large Potential Crisis Economies

Argentina _

Problem and Risk: . :

Argentma has been recently buffeted by a series of severe external shocks. The global
* contagion of 1998 led to a sharp increase in its sovereign spread and a reduction in the
availability of private international financing; the sharp fall in commodity prices hurt the
country’s terms of trade and exportS' and the devaluation and recession in Brazil worsened the
external balance.

All these shocks have taken atoll on Argentma where the straltJ acket of a currency board
does not allow monetary autonomy (and exchange rate adjustment) and where a small financial
system leaves little room for domestic financing of a fiscal expansion.

The economy is currently in a severe recession and the prospects for early recovery are
dim. As the recession continues, the build-up in non-performing loans will weaken the banking
sector. The recession, the large burden of external debt (very high relative to exports (449%) due
to the small traded sector (11.6% of GDP)), a real appreciation in trade-weighted terms that has
led to a loss in competitiveness, and the uncertainty about the future course of economic policy
- following thie presidential election in October have led to nervousness in domestic and
international financial markets. The ensuing sharp increase in dollar and peso denominated
‘interest rates has worsened the economiic contraction and the country s ability to finance its fiscal
and external imbalance.

. Therisk of a Speculatlve attack on the cun'ency, a sharp loss of conﬁdence by investors,
and an ensuing financial crisis is growing in part because there are legltunate doubts about the
long term wablhty of the current excha.nge rate regime. :

Proposed response:

In the short-term (until the October election), the authorities should ride out the ﬁnanmal
pressures by maintaining fiscal discipline, and should pass a proposed law to help ensure
continued declines in the fiscal deficit over the medium-term.

The U.S. should keep in close contact with the Argentme authorities and support a
beefed-up IMF program of precautionary financing. Such a program could rely on alternative
IMF facilities: either an augmented precautionary EFF program such as the one that Argentina is
currently following, or an application for the new Contingent Credit Line (CCL) designed to
provide precautionary financing to countries with sound fundamentals that are buffeted by .
international contagion. The IMF has, however, expressed some tentative concemns about
whether Argentina would qualify for a CCL.

In the medium term, Argentina will have to consider whether to proceed with
dollarization, and the U.S. will need to considér whether and under which conditions it would
support such dollarization.

Regardless of whether Argentma proceeds with dollarization or maintains its current
~ system, the Argentine authorities will have to address the competitiveness problem through
reforms that make labor markets and nominal wages more flexible and micro reforms that
increase the long-run growth rate of productivity. While the management of public debt has been
reasonably sound, as maturities have been lengthened, the country will also need to further
tighten fiscal policy to provide a cushion against future market turbulence to generate a long run
decline in the relatively high level of domestic and extemal public debt



China ‘
‘ Problem and Risk: :
_ * The recent slowdown in economic growth and contraction of exports in China is a source
of serious risk and increased vulnerability. China’s exports have declined by 4.6% over the first
six months of 1999 compared with 1998 and its trade surplus has shrunk by 64.5% over the same
period. The ambitious pregram of medium term economic reforms pursued by Premier Zhu --
continued economic liberalization, phase-down of unprofitable state-owned enterprises, clean-up
of a distressed financial institutions, trade liberalization and WTO accession -- was politically
conditioned on economic growth remaining high and exports.growing at sustained rates.

The slowdown of economic growth has raised fears of unemployment and social
instability and could lead to reluctance by the Chinese authorities to aggressively pursue reforms.
In addition, slower growth, persistent deflation and sluggish exports have increased the pressure
on the government to change its exchange rate policy and to consider a devaluation. | ‘

Large sections of the financial system are under serious financial distress as non-
performing loans are increasing and many banks and financial institutions are effectively
insolvent. The implicit liabilities for the government deriving from the likely eventual bail-out of
the financial system are large and growing; they add future fiscal burdens to a fragile fiscal
' situation where actual fiscal deficits are even larger than what is revealed in official figures. The

true deficit is close to 10% of GDP.

Foreign reserves are rising very slowly and capltal controls have been tlghtened to stem

~ capltal flight, which had accelerated last year.

The medium-term sustainability of the current exchange rate regime, a de facto currency
peg, is in doubt. While the risk that a speculative attack may force a devaluation is small, given
capital controls and high reported reserves, economic conmderaﬂons may eventually lead to a
change in policy.

A mismanaged devaluation, in a regional env1ronment that is still fragile and where
pohtlcal and military tensions are mounting, may have the potentla] to create serious contagion -
effects. The risks of such contagion are not as high as last summer, when a yuan devaluation
would have put severe pressures on the Hong Kong peg and would have led to another round of
devaluations in the Asian region, but the risks of a mismanaged devaluation are real. Although
China does ot have an overall large amount of foreign currency liabilities, a devaluation may
lead to financial distress in the non-trade sectors and among those firms and financial institutions
that have significant foreign currency liabilities. '

Proposed response:

In the short-run, the United States should not ngldly lock China into maintaining a
particular exchange rate regime. :

It should be China’s choice whether and when to change its policy, and we should engage
them in a dialogue on their choice of currency regime if they wish, which is unlikely. (In
China’s latest Article IV consultation with the IMF, the staff encouraged the Chinese authorities
to consider a4 move toward a more flexible exchange. rate policy over the longer-term.)

For the medium term, we should continue to emphasize the néed for sustained market-
oriented economic reforms, including an early decisive clean-up of the financial system, a down-
sizing of the inefficient state-owned enterprise sector and a strong support of a WTO accession
by China on commercially viable terms. -



. b. Other Lclrge Economles at Possible Risk

Brazil: Absent full implementation of the medlum-term fiscal reforms in last year’s fiscal

' ‘package and a rapid government response to any judicial setbacks on the
package’s tax measures, Brazil is not yet on a sustamable fiscal path and the

- current stabilization plan may fail. .
Mexico: The financial outlook is good heading into the 2000 presidential election, but
:  political uncertainties surrounding what may be a truly democratic transition

present risks for the exchange rate and the economy given the country’s past
history of election cycle currency crises.

Russia: Political constraints and election jockeying may affect the incentives to
B implement a modest program of stabilization and reform..
Korea: The political momentum for corporate and bank restructuring is fading given the

. strong economic recovery.. However, the financial collapse of Daewoo may affect
- the recovery of Korea. A failure to restructure Daewoo properly may seriously
undermine economic and political reform in Korea. '

Indonesia:  Presidential election uncertainty and related uncertainty about the economic
policies of the new administration may negatively affect prospects for economic
recovery in an environment in which financial and corporate restructunng is

. lagging.
Turkey: A history of high inflation and a precanous international finaricial situation,
' combined with high domestic real interest rates and an unstable political situation,
~ raise concemn about the Turkish authorities’ ability to maintain macroeconomic
~ stability. Efforts to put together a stabilization program could well be too llttle too
late.

2. Vulnerabnhtles from the External Sector
Problem and Risk: Vulnerability to “Hard Landmg” Scenanos -
Four interrelated macroeconomic developments pose potential threats to the U.S. economy:
¢ the growing trade and current account deficit may become unsustainable and require a

. sharp adjustment,
the dollar may experience a sudden and sharp Weakenmg,
the stock market may suddenly crash, and , '
growth developments in the rest of the world may be unfavorable to the U.S..

While each of these developments may have potential beneficial effects, it may also be a
source of serious disruption to the U.S. economy in the short run. Four risky “hard landing”
scenarios, each triggered by one of these developments could become a matter for concern.

Each one could involve a scenario where the movements of asset pnces and real economic
quantltles may become excessive. Regardless of the source of the shock, in each scenario the
dollar could overshoot, the stock market could fall too far too fast, and the bond market may also
experience a sharp contraction. This generalized asset deflation may turn a desired “soft- landmg”
of the U.S. economy into a “hard landing/crash” with systemic risks of a globalized recession.

a. ‘An unsustamable current account deficlt
The current account deficit is large ($221 billion or 2. 6% of GDP in 1998) and forecast to
widen further in 1999 (to $331 billion or 3.7% of GDP) and to continue to widen in the



- foreseeable future This worsening of the current account deficit could trigger a sharp and
sudden fall in the value of the dollar.
~ Although such a depreciation of the dollar would over time, improve the trade deficit, it may
also cause unwelcome economic and financial effects in the short run. Investors may dump U.S.
assets:(equities and bonds) leading to a crash of the stock market and an increase in long-term
interest rates. As a result, the U.S. economy may cool, but a recession could ensue.

Protectionist pressures around the world and in the United States (and threats of trade wars)
could trigger or exacerbate these developments, reduce investors’ willingness to finance our
deficit and trigger a sharp dollar downtum that may have the nefarious consequences described
above.

b. A sharp depreclatlon of the dollar ——
The reversal in the flight to quality and/or sudden shifts in investors’ expectations and
appetite for U.S. assets may trigger a sharp contraction in the value of the dollar. . -
This could, in due course, be beneficial for the current account, but a sharp and sudden
“depreciation of the dollar may also spark panic about capital losses on U.S. assets and concerns
about inflation.
~ Arapid fall of the dollar could cause a sharp fall in the stock and bond markets with further
-negative feedbacks on the currency value.
A domestic and global recession could be the eventual outcome.

c. A sharp and rapid fall in the stock market

Although a gradual leveling off of the stock market could aid the cooling off of the U.S.
economy, a sharp sudden crash in the stock market could have serious consequences.

' Domestically, wealth and confidence effects may lead to a rapid fall in domestic demand
(consumption and investment) triggering a recession.

The stock market contraction would likely lead to a selloff of the dollar. Although the .
slowdown of the economy and the weaker dollar would improve the current accourit over time,
an excessive sharp depreciation of the dollar may have serious near term economic and financial
consequences. It may make it more difficult for the Federal Reserve to make the best pohcy
chome :

d. 'Faster economic growth in the rest of the world

Although a recovery in world economic growth will be beneficial as it will induce an

_improvement in the U.S. current account, it may also present some risks.

Economic recovery in Japan, more sustained growth in Europe, and faster global growth
among ‘emerging and industrialized countries will put downward pressure on the dollar as it
might lead to expectation of increasing interest rates in the rest of the world and increase the
relative aftractiveness of investments in those economies, as we may have seen in recent weeks.

An economiic recovery in Japan and Europe may also lead to greater current account deficits
in emerging markets, thus inducing competition for scarce world savings and causing the
reversal of the flight to quality that supported the recent financing of the growing U.S. current
account deficits. Thus, higher world growth may weaken the dollar and make it more difficult to
attract net capital inflows at unchanged interest and exchange rates. The negative effects may set
off a sharp contraction in U.S. asset prices (stock and bond prices), a contraction in U.S.

“economic activity and, possibly, a global downturn.



Proposed policy response:

The likelihood of a four crash scenario is not large, but careful management of our
pollcles will be required to insure an outcome where U.S. growth slows to a sustainable rate,
world growth picks up, the current account improves over time (perhaps associated with a
modest and gradual depreciation of the dollar), and the stock market is part of a slowdown in the -
growth of domestic demand as part of a process that leads to a needed improvement in the
external balance. ,

In this context, we should: ,

- maintain our strong-dollar pohcy and counter any perception of deviation- from it. We

- should be prepared to intervene in foreign exchange markets as appropriate.

- focus on our fundamentals: maintain sound fiscal policies and avoid fiscal actions that
reduce national savings; implement policies that boost private savmgs and follow
policies that support high growth rates of productivity

- continue to push for domestic-demand led growth in Japan and Europe and for the
pursuit of sound economic policies and reforms around the world

- avoid protectionist pressures at home while seekmg broad-based trade liberalization and :
market opening abroad

- ' respond to severe systemic shocks that may cause a global liquidity crisis by supportmg

‘ - easier monetary policies among G7 countries; IMF programs for emerging market
econiomies in distress, and in extremis being prepared to consider an increase in world
liquidity. via a special SDR allocation.

3. Global macroeconomic implications of the Y2K problem
' Problem and Risk: :
¢ Everyone is aware of the nature of the problem and different countries are at different
levels of preparedness in addressing it. The direct risk of a meltdown in financial markets is
negligible as financial institutions in the U.S. and in major countries abroad are well prepared for
the Y2K problem.
A bigger risk may be that economic agents and investors’ overpreparedness may cause
undesirable economic and financial repercussions. The risks are here twofold::
s On the real side, over-preparing for Y2K may cause a boom and bust sequence at the turn of
the year, due largely to an inventory cycle. :
¢ Onthe financial side, the investors” potential unwillingness to be exposed-to liquidity and
credit risks at the turn of the year may cause a shift in the preference toward highly liquid and
safe assets (such as U.S. Treasuries). This increase in risk aversion and preference for
liquidity may cause a liquidity squeeze and a credit crunch for a broad range of borrowers
(especially governments, banks and financial institutions and firms in emerging markets).

; The dollar could also be affected to the extent that non-dollar-based investors reduce their
claims on largely dollar-based emerging market economies, and instead "repatriate” their
holdings to their home country. Moreover, as the U.S. is a net debtor (in terms of stocks and
flows), it might face generalized downward pressure on the dollar from Y2K in the uncertainty
leading up to the end of the year. :



' Proposed Pollcy Response ;

. Although it may be too late for most countries to address comprehenswely the direct

effects of Y2K disruptions, the international community can work to minimize the financial

implications of the problem. A set of actions that may reduce the risk of ‘a generalized liquidity

crisis and excessive real side boom/bust cycle could include: '

e an IMF overdraft facility that prov1des transitory lending of liquidity between December ‘
1999 and January 2000 to minimize the risk of a global liquidity squeeze; -

o the implementation in other G7 countries and emerging market economies of central bank
liquidity facilities modeled along the lines of the facility designed by the U.S. Federal
Reserve to address unexpected 11qu1d1ty shocks that may hit the U.S. ﬁnancml system at the
turn of the year; and

' e awillingness by major central banks to ease monetary pollcles ofi a temporary basis if

-evidence of a serious liquidity crunch emerges.

cc: . Deputy Secretary Eizenstat
Sheryl Sandberg -
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Robert Lawrence (CEA)
Douglas Elmendorf (CEA)
~ Steven Braun (CEA)
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FROM:. : LawrenceH Summers 4/7/

‘ SUBJECT' | Potentlal R15ks to the Global Economy

One toplc we chd not ha\»e a chanice to cover in our Aucrust 11 meetmg that I wanted to brmcr to your

attention is thé deterioration in recent weeks of markets for- corporate bonds, ‘iriterest rate swaps,
mortgages and asset-backed securities. Spreads are approaching, arid in some cases have surpassed,

.levels reached during the fall of 1998. For example the spread of 30-year fixed rate mortgages over
- 30-year Treasuries was 205 basis points as of last Friday; compared to an average of 110 bps between

January 1997 and July 1998. Similarly, the spread of AAA corporate bonds over 30-year Treasuries
was 139 bps as of last Fnday VETSUuS an averave of 74 bps between January 1997 and July 1998.

' The spread widening appears to résult from several factors mcludmo 1) an acceleratlon of corporate

borrowing for year-end financing (possibly hnked to Y2K concerns); 2)-a reduction in liquidity
resulting from a reduced appetite for risk among market makers; 3) an increase in the use of
mstmments other-than Treasuries.as hedging vehicles in the bond markets; and 4) general caution in
the domestic debt markets given recent weakness in the dollar and the possrbthty of the F ederal
Reserve raising interest rates funher ‘ :

While these spreads are -hig :,h they do not appear to be posing major nsks to the financial system at
this time: We should be less concerned about the impact this spread movement is havingonthe .
financial system than we should be about the impact on the réal economy . caused by the higher
absolute borrowing costs that result from the widening of spreads and an increase in yields on

Treasury securities. We w111 continue to monitor the s1tuat10n and provzde updates as. they become. . ;
- necessary.’ R :

I am also at-.achmg several artxcles that I thou;,ht would be of1 mterest

1. f An August 13 Financial Times artrcle descnbmcr this recent w1demn<7 of spreads and tying it to"

the underlymo questlon of the sustamablhty of our current account deﬁmt

, 2. A short artrcle by Paul Krugman of ‘VIIT outlmmc hrs vrew of the rrsks to the dollar.

An excerpt from a report by Hon0 Konc Shan;,har Bankm Corporatron (HSBC) on the
xmphcatlons of a possible ﬁnanmal market bubble in the Umted States

L

4. A recent plece by Salomon Smrth Bamey hrchhc,htmo current market concems about emerging
© markets. : L
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Bond markets are under stress end tnvestment banks
~and hedge funds may be suffenng, says John Plender

ing to be a month of
extreme financial turbu-

' Jence. The US equity and bond
markets have been nervous. The'

dollar looks distinctly tired after
its long bull run. Meanwhile.
‘rumotrs are rife that at least opse
investment bank has incurred
big losses om its proprietary tmd
ing activities, . -

The trouble is thought to bav:

arisen in the interest rate swaps
- market, which is going through
unprecedented and stressful cor-
tortions. Such swaps are the
derivative instriments that ancw
companies and  banks -
exchange their fixed interes‘t
income -flows for floating ones,
and vice versa. - - -

Last weékend William

the head of the New . -
" that have based their trading

- McDanough, the

- ¥ork Federal Reserve, felt the
need to tell Dow Jones News-
wires that be knew of no situi-
tion that posed a systemic risk. ft
was the kind of central banker's

. denial that offers mixed comfoit -
" 1o pervous investors and traders. -

‘By the middle of this weelk,

: condmcms in the markets had .
-started 'to stabilise. Does that .
mean the scare is already at an

end? Probably not. because thie

. behawomofmarketssnnpoms‘

to. considerable aversion on the-
- part of investors and borrowers
* to taking on financial risks.
. Even after Mr McDonough’s
statement, spreads on 10-year
© swaps were higher than at the
time of the financial crisis in
August 1958, The spread reflects
the difference between'the fixad
rate being swapped and the yield
. ont a benchmark Treasury bond
" of comparable maturity. Any wid-
ening of the spread points to’
increased concern abodt the risk-
of lending money. to compames
relative to lending it to the 1S
. government - regarded as.the
most creditworthy of borrowers.

™ or the third year in sue- -
cession August is prov-

Thxs is nctewarthy bemuse it .
was the extreme gyration in-

swap . spreads that helped to

. inflict such heavy damage on’

John Meriwether’s Long-Term
Capital Management, the hedge

fund that was rescued by its-

bank crediters a year ago. To the

" extent that LTCM and others
bave stuck to their original strat- .

egxesmthehupethatthsywauld
become profitable again in less

“volatile markets, there is obvious.

scope for more trouble. That

muhleeauldaﬁectbothhedge .

- Sticking to the original tradi
strategies would have seemed
amply justified as late as Jife
this year. But the market gyra-
tions of the past six weeks could

have reversed many of the gains.

Indeed, all financial institutions

strategies on the assumption that
historieal relationships in ‘the

‘markets would hold firm are now

likely to be.facing losses. What is
causing the trouble? :
The immediate financial pres-
sure reflects concern that the
Federal Reserve will shortly raise

US interest rates again. Compa-

nies are refmancmg bank bor-
rowings in the corporate bond

marketmordertolcckm:oday’s )

low interest rates, .

Many are worried that the cor-
porate bond market will become
‘illiquid because of the Y2K mil-
lennium computer problem. They
bave brought forward their bor-
rowing plans. The pressure that
arises from such heavy issuance

" is part of the reason why spreads
" have widened in relation to the

US Treasury market, where the

.povernment is now huymg back

-its own debt.

Thesamepmssmélsmﬂected'

in spreads in the swaps market

where corporate treasurers_

: sxmnl:aneonsly- hedge mterest

rate risk in deals related to the

- bond issue. While corporate

demand for bond finance is

exceptionally strong, the supply -

of capital is now affected by a
shift in the global economic back-

" ground, and- possibly also in the

way the US economy works,
The US economy's ability to
grow faster than its underlying
potential for. long-term growth
has depended recently on the
continuation of a virtuous circle:
The existence of surplus. capacity
in the much weaker Asian and

Européan econcmies has impesed -

benign disinflationary pressure

on the US. Surplus liquidity from -

the  weaker econcmies has also
been sucked into the US capital
markets, thereby contributing to

kept import prices in check.
- 'These strong capital inflows
have helped finance a stock mar.

ket. and ‘corporate “investment

iboomatatmewhenUShouse-

holds are spending in excess of
their income. So the economy has
continued to grow despite a

growing current account deficit
.swap spreads is a direct reflec

that refleets the: shortfall of

- domestic savings against invest-

ment. : Economists such as Tim
Longdon ' of  Lombard Street
Research and Bill Martin of
Phillips & Drew have long argued

. that these imbalances in the US

economy are unsustainable. The
difficulty has been to predict pre-

cisely when mtemanonal inves-
tors will shy away from fmanc:ng .

a current account deficit that is
runming at $30bn a month.

_With the European economies

and much of Asia now recover
ing, the growth of global liquidity

-is slowing. Morsover. the change

in sentiment towards the dollar .

‘since mid-July carries a strong

hint that global capital flows may
be changing direction. Certainly
US and European institutional

Is a repeat of the’
financial crisis that
followed |ast year’s
Russxan default
’ under way? .

investors have been pouring
-large sums into.the Tokyo mar-

ket this year. The weakness of

the -US bond market points to-a: .

. similar conclusion.

So the widening of credit and

tion ‘of tighter supply and

markets, The question is whether

a repeat of the financial crisis

that followed last year's Russian

demand conditions in the capital .

default is under way. The present

credit crunch is clearly less:

severe. Big companies are still -
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able to raise funds in the ‘tond -

market ~ at a price. Nor are
Spreads in the US Treasury raar-
“ket widening as they did in 1998
to reflect fractional differences in
liquidity between bomnds:

Yet the markets bave a very

fragile feel And if a shift in the
pattern of global capital flows is.
indeed under way, the scope for
shocks will increase. One poten-

tiai horror story concerns the

currency markets. As Paul Krug-

man, the US economist, has

- pointed out. a weak dollar would
lead to economic cantram'mn

almost evervwhere. This is - ‘

Pecause currency depreciation
prompts.a positive demand shock

in the US and a negative- supply. -

shock for the country conceried.

That is to say, US goods would
become more competitive around
the. world. thereby. mcreas"mg
demand in an economy where
. demand already outstrips supply.
-At the same time a devaluation-

. . induced increase in import prices

. “would further constrain supply -

. -i.that. already “falls /short of
“ .. demand. With the US econemy
operating with no slack at afl, a’

-~ sudden dollar decline would jead
coot0 a waga-pncb spiral, which

‘. .would probably force the Fed to
Co '-raxse interest rates. .

" For the rest of the wnrld. wlm:h
still suffers from weak demand
- apd is only now beginning to

recover from an economic set- -

back: currency appreciation

romwas i

+

UJo&@Li‘e.ﬁL |

would have an equal and opro-

" gite effect. 1t would no ionger be

possible to rely on the US as the -

global spender of last resort. Yet -
the ability to respond to a falling
. dollar by reducing intersst rates
is limited in Europe and more
especially ~ Japan, where

short-term interest rates are
close to zero.

A changing pattern of capital -
" flows also poses a threat to heady

valuations in US equities. For as

Brian Reading, the economist, .

argues,; there are intri gum g par-

‘allels with 1987.' The crash of -
October that year, the worst . -

since 1929, is thought to have

_been partly caused by rising *

interest rates around the world,

and a row between James Baker, -
the then Treasury secretary, and -
the Germans after a Bundesbank . -
rate increase. Mr Baker was wor- - .
_ ried that the Germans were. -

reneging on their obligation
under the 1987 Louvre Accord to
support the dollar when the cur-

rent account deficit on:the US-
‘balance of -paymeats was
approaching 4 per cent of gross

domestic product.

Mr Reading says the role of the
Japanese, though larpely ignored
at the time, was important. On

'thgeveoftheaash.the.lapanese

of privatisat
Telephone and Telegraph at an
astonishing muitiple«of 300 times
earnings. As a result, the flow of
portfolio capital to the US from
the world’s biggest creditor coun-
try dried up. The recent interven-

tion to curb the appreciation of

the yen carries an. interesting

- echo of the Louvre interventions.

There are equally suggestive par-
allels in today's we;kening bond

markets and rismg mterest rates.
accompanied by a de'er:ar:;""o
US current acesuct. .

Of course. when the US eqmt'-
market finafly collapsed in Ccto-
ber 1987. it was nope other than
Alan Greenspan. the Fed chair-
nan, who. came to. the rescue.
Confrofted with a shock that

_ threatened the financial system. -
" he opeped the monetarr sluice
. gates. as e did in the crisis Jast .

autumn. Can the markets rely on
Greenspan coming to the rescue -

. yet again if the collapse of a big
" imstitution poses a systemic

threat or the markets take a
severe tumble? - ,
) I:wmxldcenaxnivheharderfor_
him to do so. Last year, the
threat of deflation was suffi-

" ciently real t justify a signifi-
. cant loosening of policy. This

year, the economy is still grow-

- ing strongly. labour market con-

ditions have tightened and the
dollar has weakenied. The threat

_ of inflation is more potent, which

means that the central bank
faces a larger dilermma. -~ :
The economy is no doubt suff- -

" ciently robust to survive a fair . .

measure of financial turbulence. -
Mr Greenspan must also be cop-
cerned that moral hazard - the
belief that the Fed is putting a -
safety net under-the market fol-
lowing last year's 0.75~per~cent“
crisis cut in interest rates - is

-contributing o high valuanans :

on Wall Street.

Buf much will depend on the -
scale of any problem. Stephen .
Lewis, chief ecomomist of
London-based Monmument Deriva-
tives, argues powerfully that the
Fed cannot allow historically
high swap rates to deter it from

tightening. credit. Otherwise it -

would undermine confidence in .
the anti-inflationary thrust of

- 'Fed policy.

Yet a fullblown stock market
collapse might be another matter.
Mr lewis also forecasts a very

- interesting month. He could well

be right.
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. Time does fly. A year ago Asian currercies were pluriging, hedge funds were attacking, and the world

A DOLLAR CRISIS? by Paul Krugman, August 1999

seemed on the brirk of crisis. Now Asian currencies are if anything too strong, it's the dollar that's under .
pressure - and the world is, poss1b1v on the brink of another crisis. S

Ts all the. buzz from investment newsletters, the Medley Report and so on - about a loornmo dollar crisis
justified? The truth is, [ don't know: while the dollar is surely overvalued on any "sustainability"”
calculation (see below), so is the stock market, and #2az bubble has gone on for a very long time. But
people in Washington are reported to be worrying about the subject (although the Medley Report's
statement that there is a formal working g_roup tums out to be untrue) SO some outs1de kibitzing seems to
be in order. :

'Let's-run through four questions:

) ,1 Why should we believe that the dollar is overvalued, and hence due for a fa11'7

2. Why rmvht a dollar decline turn into a dollar plunge?

| 3. Why-would'th_at be a bad thmg?

4. What should be done.about it?

1.Is the'dollar ov_ervalued?

The basic reason for believing that the dollar is overvalued is, of course, that the United States is running
very large current account deficits, and that the possessors of other major currencies - especmlly the yen -
are correspondingly running large current surpluses

‘Now current account nnbalances are not necessanly a warning s1gn Indeed, they are the necessary

counterpart of any transfer of funds from places with excess saving (Japan) to places with high returns on

-investment (the U.S.). Still, massive current account imbalances mean that the surplus countries are
‘holding an ever growing share of their wealth in the deficit countries, a process that cannot go on forever;
“and (Herbert) Stein's Law reminds us that things that cannot go on forever, don't. E_ventually the U.S.

~ deficit and the rest-of-world surplus must be sharply reduced, perhaps even reversed; and while this

adjustment could take place in other ways, it is likely that much of it will occur via a declme in the value of

the dollar vis-a-vis the yen, the euro, and soon. -

‘The "sustamablhty" questlon wh10h as far as [ know. [ first posed back in 1985 ina paper titled "Is the
strong dollar sustainable?" - is whether the market seems to be properly allowmo for that required future

currency decline. If not, the dollar is doing a Wile E. Coyote, and is destined to plunge as soon as investors -
take a hard look at the numbers. (For those without a proper cultural education, Mr. Coyote was the hapless

- pursuer in the Road Runner ¢artoons. He had the habit of running five or six steps horizontally off the edge
~ of a cliff before looking down, reahzmo there was nothmo but air beneath and only then plunging -

suddenly to the ground)

_ .And the numbers do havea deﬁmtely Coyotelsh feel. True interest rates in the. United States are h1°her

than those in Japan or Europe, which means.that the market is in effect predactm gradual dollar decline.

But inflation is also a bit higher in the United States; the real interest differential on long-term bonds is

R/16/99 6:46 PM
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probably only abcsut 2 percent vis-a-vis Japan, less vis-a-vis Europe. Thus investors are implicitly
. expec‘fmo cnly a 2 percent per annum real depreciation of the dollar against the yen over the long term;
« given the size of the current account unbalanc that j }ust isn't enouoh Besp beep! :

2. A dollar pszger?

There are, then, good reasons to expect a dollar dechne perhaps gven a sharp drop as markets start to pay
- attention to trade numbers again. Remember that in 1985, when the U.S. current account deficit was about

the same share of GDP as it is today, a rewsron of market perceptrons caused a drop from 240 to 140 yen

from 3.3 to 1.8 Deutsche marks.

But there is also a new element, which could amplify dollar decline, and cause a truly dramatic plunge:

- balance-sheet domino effects: According to people who ought to know, the "carry trade” that did so much-
. to drive exchange rates last fall is back in force: a relatively'small group of highly leveraged investors have
borrowed in'yen (and euros? the gossip is less clear) and invested the proceeds in higher-interest dollar
assets. Should the dollar fall sharply, they will suffer losses - which will force them to contract their
balance sheets, se ,hno dollars, and driving the currency lower still, in what could be a masswe oV ershoot
Now Rube Goldbero effects - mechanical lmkaoes via balance sheets producmo predrctable mrspncmo -
aren't supposed to happen in an efficient fmancral market. Efficient markets theory would tell us that in the-
face of an excessive depreciation of the dollar investors would recognize the long-term profit opportunity -

- and buy, greenbacks en masse - lonc-srahted Buffetts cor:apensatrn0 for the balance—sheet problems of the
hedge funds. Well, ma}fbe but maybe not.

3. W?zo cares?
Currencxes rise, cmrencres fall. Isn't it a zero-sum oame and for that matter arent the stakes pretty small in
any case? :

In general yes. And even if we are now facmv an unsustainable dollar overvaluatmn comparable to that of
early 1985, those old enough recall that despite grim warnings of an impending "hard landing”, the
.correction of that overvaluation was almost entirely benign. (Y es, some claim that it led mdrrectly to
Japan's bubble eccnomy - but that Isa comphcated story) ‘ '

t

" Bu‘c matters are a bit dlfferent now because we start from a different f)lace "Aréruably, the state of the wo\rid'v o
economy right now is such that a sharp dollar dechne would be centractronary almost everywhere (except
Argentina and Hong Kong

To understand why, bear in rmnd that a currency deprecranon (or more s?:nctly, a revision of expectations

_ leadmo to a currercy depreciation - the exchange rate is, of course, an endogenous variable) constitutes a
positive demand shock and a negative supply shock to the depreciated country. Itis a posrtrve demand -
shock because the count:ry s goods become more  competitive on world markets; it is a negative supply
shock because import prices increase. And conversely, of course, a currency appreciation is a negatlve
demand shock and a posrtlve supply shock. -~ .° ) _ : ~
The reason to be cencerned about-a sudden dollar declme then, is that it 50 happens that the United States
is currently a supply-constrained economy, while much of the rest of the world 1s demand-constramed So
the net effect is negative almost everywhere.

In the United States, where wages are ﬁnally beomnmg to reﬂect a mor°~than full employment. labor ‘
market, a sudden dollar decline would at least threaten to produce a waoe-prrce spn'al and the mere mreat '

“ e T . . : - . : RITAGG 6-45 PM
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~ would mean that the Fed would like ly be forced to raise rates. Whether t}ns would lead to a substantial
. tontraction is unclear --who the heck understands aggregate supply behawor theee day s? - but a dollar
. declme is certainly not positive for the U.S. n.J:lt now..

As for the rest of the world, demand shocks from a cur:encyvappreciation are normally easy to deal with:
just cut interest rates, which among other things limits the appreciation. But.of course Japan is firmly in a
liquidity trap, and cannot cut rates; the euro-zone is not in a liquidity trap, but a sufficiently sharp dollar
decline could put it into one. The only places that clearly benefit from a weaker dollar are
- -demand-constrained economies pegged to the dollar and Aroentma and Honcr Kong are just not big
" enough to chance the general plcture :

' Smxple textbook open-economy macroeconmmcs, then, tells us that stamnc from where we are right now -.

* 'aU.S. economy at or beyond capacity, a large part of the rest of the world well below capacity, and inor - -
near a liquidity trap - a drop in the dollar wﬂl be a global contractionary force. How strong a force? Well, it
depends on the drop; if markets were to force the U.S. to move rapidly to current account balance or

_ beyond, the numbets would be very troubling. This is unhkely, I think; but then serious Crises usually are,

| ex ante. :

- 4. What isv.iol be done? .
Can the dlstur'bmch scenario just sketched out be prevented?

“The U S. cannot, of course, relax its supply constramt We ve already had a \«u‘tual miracle in our ab111ty o
'expand this far before mﬂanon started to appear, it's not just sﬂly but greedy to ask for another

-

Can mterventlon stab1hze the dollar? If it is sterilized, or more generally if it is not-backed by some
fundamerital change in policies, the answer is probably not. Intervention can sometimes turn around a
market panic, but it cannot sustain the unsustamable Look at the issue from Japan's side: as [ argued
repeatedly last year, a liquidity-trap economy faces the persistent problem that it cannot get its currency
weak enough, because even at'a zero nominal interest rate its real rate is too high. You wouldn't expect’
sterilized intervention - or any intervention that does not change expectatmns about Japanese mflatxon to
‘work; and it won't. : ~

B What will work i 1s radical monetary expanswn in the demand—constralned economies - J apan deﬁmtely, B
maybe also Europe if necessary. I don't think I need to.go through the logic acam- ~it's all there in Japan:
Still trapped . But note that monetization will not only expand domestic demand, but help to limit the

“dollar’s fall (and relax the "sustainability" constraint by increasing demand for U.S. exports). These are the -
“same effects that would ﬂow from interest rate cuts in the apprec1atm0 countries under normal '
cucumstances ' :

‘ And that is the main point. The last time we had a seriously overvalued dollar, the inevitable correction did |
little harm, mamly because the apprematmc countries were easily able to expand domestic demand. If the
. current situation looks more troubling, it is because non-dollar countries cannot increase demand using

conventional pohc ies, and are unwilling to contemplate unconventional policies. That unwﬂlmsmess not
the dollar per se, is the source of the problem AR :
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gubbie tmubie

Bubbles past and present and what

‘happens if the us bubble bursts

*Bubble mdxcators and bubble reahty

Even with the advent of Iow inflation, financial ‘market buboies canv A
provide a significant threat to econcmxc stability, with booms typically
followed. by subswuent busts We examine a number of prevzousf y
bubbles to derive a set of bubble indicators. T'n_evse gndxcators suggest

that the US productivity miracie of recent years has now given way to a
financial market bubble, fuelling an economic boom. Good news cn
growth inthe short term is likely to be repiaced by declining asset pnces

by the end of this year and, poss:bly, a recession by 2001.

Althcuc'h weicome, the ongoing high-tech: revolution is reminiscent of»

t.’m production and communication breakthroughs cf the 1920s -

»ganume' umprovnments in productivity which, ‘nevertheless, gave way 1o

w
ekcessive equity valuaticns. . The detericrating US currant account

positiort is a classic indicator of bubble econcmies as are strong

demestic money supply growth and heightened inflows of capstal from

acroad -a egacy cf the Asian crisis.

We . show that the recent period of strong growth in  the US
accompanied by an absence of mﬂatxonary pressures, is again a
phenomenaon asscciated with past bubbies. The combination, although

- geod news in the short term, seducas investors ‘into believing in

permanant “new paradigms”. These ‘beliefs normally end in tears

Inflation may be low, but excess demand pressures typically stili trigger

an interast rate response. Marsover, excessive focus on the. pursuit of
inflation targets may increase the danger of financial bubbles. -

' The aftermath of a US bubble

The US bubbie is likely to burst through a combination of rising interest
rates and a falling, dollar. . We see both ccmmg through in the second

haif of this year, suggesting a significant risk of a sharp and sustained -
fall in- as setv prices towards the, end of the year and in: the first half of

2000. ‘
This E:oh’xbination is likély to deliver a slowdown in gr’oyﬁh throcugh 2000
and raiszs the risk cf outright recession in 2001. The rest of the world

will not be immune. Falling US equity prices and a weaker dollar will.

create riew problems for both Japan and Euroland increasing the

dangers cf ou’mght global recessicn.
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“The -:reng:h and durakility of the eccnemic upswing has now exceecsd

ali post-war reccros...This pericrmance comparss i *amurabiy not cniy '

with -cur own past, but aiso with the scocnomic pﬂmmarce of other
-countries....The plain fact is that the EBritish economy has been
transformed. Prudent fiscal policies have given Eusiness and industry the

con‘idenc= to aexpand, while sucply side rarcm-s have gradua[ly removed

zhe bamers to snterprise.

Nigel Lawson, Budget Speech, 15 March 1588

»

“What 'Japénesa investors have become aware of is the dramatic way
- Japan’s blue-chip companies have changed the sources of their eamings
through restructuring. This has made their profits too erratic to give any
meaning to ng1d measures such as. a p/e ratio. In§tead investors have-
started to assess a company’s future stream of earnings by looking at the

total vaiue of a firm's assets.........The tmpi:catzon is that shares may be
undcrpncpd - - :

-

The Econemist, 15 April 1988

s rhe ﬁ.mdamenra! underpmmngs of the recent US economrc per‘onnance
are s’rong F?e,abie labour markets and the shift to surplus on the books of
the federal govamment are facilitating the bu:ld up in cutting edge capital
stock.....The new technologies and the optimism. of . .consumers and
investors are su ppor‘mg asset prices and sustammg spendmg

y

Alan Greenspari, Humphrey-Hawkins Testimony, 24 February 1899 '
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Bukkie wouble

e Fnancial markst bubbles provzde cne of the gr=at='st risks tc ecsrcmxc
_perfcrmance. They contribute to beoms in the short term which often
give way to subsequent busts. They are difficult to spot and are cfien
confused with productivity miracles. They lead 1o huge errers in-terms
of resource allocaticn. Countries can scmetimes take years to recover

aftera txubnie bursts. »

P ....-.,~...s,-»«~.=z~xv‘:£f1’é"?}s%l§§$ﬁ§ .‘3%(’%"%.‘?5@%

e This paper is an attenpt to provide some guidance on the devoiopment B
' of financial markat tubbles. It is divided up into nine main sections.
- -Aftar a short intrcduction, we look at typical developments during -
bubbie pericds {page 10) and assembie & bubbles checklist (page 27).
We then examine when bubbles burst (page 28). We assess the real
cests of bubbles (pag° 32) and look at evidence for tubbles today (page
' 37).  Ali arguments support the idea of a VUvaubbla now and, as a
' result, we map out a scenaric for a bursting of this bubble {page 44).
We conclude by suggesting that inflation targets may mcrease the risk

L ST TR
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of financial market bubbles (page 51, A z%'

e Our analysis of previous bubbles fccuses on four countnes Japan, the “
" UK, Spain and Mexico. We find a number of similarities which enabie %
Tus 1o construct a bubbies “checklist” which expands the results from ::
_our four casa s‘udxﬁs to cover other ccurtnes which have also sm‘fered - '{-:

; from bubbles. - -

o. Wz are able to debunk some common myths i’egérding enhanced b :—

}5.3
&

preductivity performance. . We show, for exampie, that most- bubbles
develop during a pericd of above average growth and below average
inflation. Alth .cugh ah ideal combination, we show that these periods
are typically unsustainable, giving rise to cxfrrent account problems and,
more often than not, an interest rate response which brings gmwth
expecta‘xons back to reality. with a bang.

).

-
L}
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» The association of bubbies with low mﬁatzon is an odd result Af*er all,.

“bubbles are typically a financial phenomenon asscciated - with rapxd":’*""""“ - o I »
grewth cfvdomés.tic money supply and, more often than not, substantial’ . ' ‘ o
inflows of liquidity from abroad as investors attempt to buy into a : ‘ RS

: supposed new paradigm. However, we show that bubbles often are
helped along by declines in glokal. commodsty prices ¢r strong
'exchangﬂ rates, both of whxch tend to restrain mﬂatxonary pressures in
the short term.

¢ We also show that bubbles tend to develop because policy makers are
unusually happy to disregard potentially .worrying' indicators of excess
domestic demand. Prime examples of this approach are the Japanese
atternpts to reduce the current account surplus in the late 1980s, UK.
attempts to follow a DM3.00 policy in the late 1980s and, mare recently,
. the Fed’s decisicn to lower intersst rates in Sepzember and October of
last year. :

e Our HS3C butbles checklist shows a consistent pattern among our four
- case studies together with other previous bubbie examples - including
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Summarising bukbies-

b

~ Sweden, Norway, Finland and Thailand. ‘The checklist aiso stongly

suppcits our conclusxon that the US is ncw fac.ng a similar bucble
experience. . ) C

Bubbles typically burst after a series of official interest rate increases. .

- One increase alcne ie nct normally enough to do the trick._Only when

| _persuade markets that the party .is over and thls typlcally lmphes a
sus‘amed penod of monetary nghtemng :

~

markets are persuaded both that there has been a permanem increase
in the discount rate to be’ applred to future earnings growth and that

earnings growth itseif is likely to weaken are asset pnces likely to fall

aggressively. In other words, central banks have 0 do- enough to

' Exceptxo.ns to this rule are those countries who rra\re benefited from A
abnormally high capital inflows from abroad, perhaps as a result of very

low returns e sewhere in the world.. Mexico's bubble, for example, was

. partly the result of very low US intérest rates in the early 1880s.. A- . |
sudder increase in returmns elsewhere can have an effect similar t6 a-

series. of domestic interest rate ‘increases. Mexrce s 1994 crisis was

tnggered by this process and it is possible ‘rhat the US now is vulnerable "

te the same threat, as recovery gathers pace elsewhere in the world.

Current US performance is in line with previous bubble examples.
Virtually all of the indicators cnthe bubbles checklist are fiashing red fcr_
the US." Although there may be a produc'wm; miracle, it is unhkeiy to

~ be sufficient to account fully for the exceptional GDP growth rates

achieved in recent years. As with previous bubbie examples, actual
long term gains in productivity are likely to be much smaller than is
currently being claimed.

Yet the connnued gams in equity. prices and the prxvate sector llabrlmes

built up alongsrde them - reflected in the wxdenmg current account A
.deficit - are probably based on faith i in an ongoing productivity miracle.
Reality, however, is likely to be less favourable. Strong growth in”
money suppiy, a rap!diy nsmg investment: share within GDP, a widening’

current accoum deficit and a perscnal sector spiralling into defi c:t are all

_classici ndscators ofa’ dcmesnc bubbie

s

- The bubble will prompt interest rate increases from the Fed. As with
previous bubble examples, these rate increases are more likely to reflect.

worries about future . inflation than about existing price mcreases.
Monetary txghtemng will, in turn, threaten the resilience of the domestic

stock market and a substantnal correction is now llkely hy the ﬁrst half of -

2000

_ On thrs basis, the risks of an ultrmate hard !andmg have subsrantxaily ‘
o increased. When bubb es burst, soft landings never seem to be within

reach. Although the short term cutlook fcr the US economy remains

rosy, the risks of recession in 2001, beth in the US and through the rest.

. of the warld, have grown significantly.

,“
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Increased concerns over a possible Chinese renminbi devaluation have been

most recently manifest in major spikes in implied nonfdelivemble forward (NDF) °
yields. Fuelled also by a major deterioration in relations with Taiwan, one-year

NDFs hit an early August peak of just under 20% in the one year tenor, thus
discounting sizeable devaluation. The Chinese authorities are under pressure .

to stimulate private domestic demand; with major fiscal stimulus and successive

cuts in interest rates yet to have the desired effect. Currency devalization remains

the one major stimulatory weapon left in the armoury.

In our opinion, there are several reasons why renminbi devaluation may not yet be
imminent. First, aspirations towards WTO membership remain. Second, devaluation
would be untimely in the run-up to the fiftieth anniversary of the foundmg of the

PRC on 1 October. Third, fiscal and monetary stimulus measures are probably not yet
exhausted. Fourth, devaluation now would come at a bad time for Hong Kong which
is battling still to re-establish positive growth post a successionof recent crisesof -

- confidence. Fifth, wider regional economic recovery may not yet be sufficientto wazd

off the threat of competitiveness nullifying depreciation. Sixth, the stronger Japanese
yen may draw some more of the immediate sting out of devaluation concerns.

-All the above said, there are clearer signs over recent weeks of a more open policy

debate within China over the virtues of a more flexible exchange rate policy which may
be part of a prolonged period of ‘expectaticns management’ on the part ;of the authorities.

We are comfortable with the view that there is no intention in Beijing to undermine the .
Hong Kong dollar peg, even in the event of a renminbi devaluation. To do so would be

to damage irretrievably Hong Kong’s status as an international financial centre. However
CNY devaluation concerms, the intensely complex geopolitical tensions with Taiwan,

as well as higher US interest rates, all mean higher Hong Kong dollar interest rates at
precisely the time when economic fundamentals are demanding stable to lower rates.

SALOMONSMITHRARNEY
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In Latin America, we maintain the view that the cunverﬁbxhty plan in Argenima will
endure. However the external environment remains a challenging one, given downward
pressure on agricultural comquny prices, the government’s counter-cyclical policies,

. and the prospectof a further rise in US interest rates. The recent weakeningof the
US dollar on international foreign exchange markets wﬂl be of some relief to Buenos -
‘Aires. While the furore over election candidate Duhalde sdebt forngeness remarks has
passed, further populist rhetonc is possible ahead of the hoﬂy contested late October
premdentzal election.

* Mexican peso economic ﬁmdamentals remam suppomve However market attention
- will gradually shift to prospects for next year’s presidential election. In this context,
the upcommg 2000 budget debate is likely to be lively. :

Adherence o a floating exchange rate has allowed the Brazilian authorxtxes the
luxury of continuing to cut local currency interest rates. We Ionk for further marked
'declines by calendar year end at the expense perhaps of further currency volatility.
Stronger-than-expectedgrowth and low inflation provide a strong fundamental
underpinning for financial markets, though more durable international confidence .
will be dependent on President Cardoso’s ability to regain political populanty and
to drive through more strmvent fiscal reform measures.

Resistance to excessive currency strenvth has been a prominent feature of currency
markets over recent months. Bank of Japan is fighting a losing battle, while Bank of
* Korea has played a much stronger intervention hand. Now, the Czech National Bank
* has expressed a desire to see a weaker koruna over the next few-months. We believe
that this may prove difficult to achieve given the probability of strong privatisation
related capital imﬂows later this year, and a dwindling current account deficit. -

. o - Improving fundamentalsjustify a progressively lower risk premium on Turkish local
o currency interest rates. Ankara is moving towards concluding a deal withtheIMF
later this year, the domestic political environmentis relatively stable, and the current
account is improving. Also, despite a disappointing July number and the threat of
higher oil prices, inflation expectationsare, at last, in declme Fiscal pohcy thouah
remains a majcr area for pohcy vigilance. - )

SAT OMONSMITHBARNEY ~ o | ' 5
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' MEMORANDUM FOR THE PRESIDENT

- FROM:

SUBJECT:

-SWE.EW AM

Update on Global Markets -
The Week Ending Iuly 30, 1999

- Global markets were agam thxs week dominated by the unpact of potential increases in U.S.
interest rates, moves in major currencies, ongoing uncertainties in several Latin economies, and
continued concerns about a possible Chinese devaluation. - :

Market expectations of higher U.S. interest rates increased following Chairman

- Greenspan’s Humphrey-Hawkins testimony and higher-than-expected U.S. Q2

employment costs. The resulting decline in U.S: stock and bond markets fed
through to markets overseas, but cun'ency and dollar spreads were relatively stable
in emerging markets :

The euro and yen appreciated moderately further this week, rising to their highest
levels versus the dollar since mid-May and mid-February respectively. There
appears to be a growing perception among market analysts that the dollar could
face significant downside risks. The euro continues to receive support from
growing evidence of European recovery.. Japanese economic prospects remain

- more tentative.

* Russian equity markets fell shérply this week, despite the IMF Board’s approval of

a $4.5 billion standby loan. Markets had already priced in approval of the IMF
loan but were concerned by critical statements from IMF managment regarding
Russia's past reserve management practlces and by the fact that the Central Bank
has recently been forced to intervene in the currency market to keep the ruble
steady. Russian reserves fell $500M last week to $1 1B, their lowest level since

‘March 1st.

Gold prices remained near recent lows despxte fading prospects that Congress would ; approve the
sale of IMF gold and despite rising U.S. inflation concerns and signs of stronger global growth
that could increase demand for gold. We are currently exploring alternatives to IMF gold sales.
that would not negatively impact the gold market. We are close to a solution, which we plan to
combine with a broader announcement, after the Congressional recess, of Administration support
for an increased budgetary contribution for debt relief. S

EXECUTIVE SECRETARIAT




: .Weekly Market Indicators for the Week Ending: July 30, 1999

11:04 AM :
;' ¥ 5 g% $ i
Changes are Fridsy 6 Friday ] ’ Ten-Year Government
Level ) % change Y ' BP change
Japan Y 114.75/% -1.4% : 98
Euro $1.0706/EUR -1.9%
Eurc-yen $123.0400/EUR ~ 05%
Germany 3 M Xotra-Dax 5101.87 -3.9% 4.81 14
UK. FI-SE100 6196.5 0.2% 5.35 12
France CAC-40 4367.92 -1.6% 4.97 17
ital MIB 30 32523 -3.0% 5.09 17
A U8, dollar depreciation/appreciation :
o Mérkets R
Exchange Rates . erging Market
% change Equities Sov, Bond Spread®
Level per USD (local coy) index : Level BP 8P change
Korea - . 1204 0.4% QKospi 970 221 -10
Indonesia A 6830. 1.6% QUsE 598 588 - 0
Thailand . 37475 . 0.6% §seT 457 214 10
Hong Kong 7.76125 0.0% QHang Seng .~ 13187 170 ‘ -5
Brazil 1.7870 1.6% QP Bovaspa 10515 820 -32
Argentina 1.0000 0.0% R Merval 475 704 29
Mexico ' 8.3935 -0.1% P Boisa - 5264 410 -1
Russia - 24215 0.2% Qr7s 118 1903 -30
india 43.33 -0.1% @ Bombay SE 4542 n/a n/a
Turkey 429,465 0.0% Qs 100 5805 551 _ -9
South Africa 6.152 0.7% RJSE 6391 292 -20
‘armmadity Markets:
Lavel % change
Gold , $256.05 0.49%
Ol , $19.96 3.47%

* spread on U.S. dillar-denominated soversign debt to 10-year U.S. Treasuries

i

Saurca: Bloomberg
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HULTIﬁATERAL SUPPORT FOBGRUSSIAN ECONOMIC REFORM

At am Aprll 1993 Tokyo conference, G-7 Foreign and Finance
Ministers announced a support program for Russia to provide up to
$43.4 billion. This extraordinary initiative reflected the
critical importance to world peace of Russia's successful
transition to a democratic market economy and Russia's special
needs during this unique transition process.

The G-7 stands by its commitment to provide the full amount of
support agreed upon at Tokyo. Of this total, about $29 billion
has already been approved to support structural reform and
initial efforts toward sound macroeconomic pollc1es, and for debt
rescheduling. The remainder of our support has not yet been
activated because Russia has not yet made adequate progress in
implementing . a full stablllzatlon program.

The report below provides an update on the status of the four
parts of the Tokyo package (amounts are in billions of dollars)
and on other G-7 support 1n1t1at1ves.

MULTILATERAL SUPPORT PROGRAM AMOUNT APPROVED
I. Support for Initial Stabilization $4.1. $3.5

In 1993, the IMF created the Systemic Transformation Facility
(STF) to support initial stabilization. Russia has drawn $3
billion under the STF in two equal tranches, in June 1993 and y
April 1994. '

The World Bank also agreed to provide up to $1.1 billion in

" initial stabilization support through critical import loans. The
Bank has disbursed almost all of the remaining $500 million under
a $600 million critical import loan made in 1992 and a second
loan of $600 million is expected to be approved this fall.

II. Support for Full Stabilization ' $10.1 $0

‘The G-7 envisaged that Russia would move from initial
stabilization supported by the STF toward full economic
stabilization with the support of an IMF (standby) loan of up to .
$4.1 billion. Discussions between. the IMF and Russia on a
program that can be supported by an IMF standby loan are expected
to begin in the second half of 1994.

The G-7 also agreed to create a $6 billion currency stabilization
fund to support the ruble, once Russia has implemented a rlgorous
standby program for several months.

III. Support for Structural Reforms $14.2 $10.6

Structural support for Russia is needed to help privatize
industry, build market institutions and infrastructure, and

develop sectors such as energy and agriculture. It can proceed
apart from the pace of stabilization support.
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The World Bank agreed to provide up to $3.4 billion in loans to
support restructuring. Of this total $2.3 billion has now been
approved, including loans to support oil sector restructuring,
highway rehabilitation, financial. institution development and
privatization. The EBRD also approved $250 mllllon in co- '
flnanc1ng for a World Bank 011 sector loan.

Under the $300 million Small and Medium Enterprise Fund (SME)
initiative, the G-7 and the EBRD will each provide $150 million
to finance small emerging entrepreneurs. A pilot project is
currently underway and will be rev1ewed as the basis for the
entire project.

The G-7 agreed that their export credit agencies (ECAs) could
provide $10 billion to finance needed capital imports. Over $5
billion in ECA assistance was granted in 1993 and the G-7 is
prepared to offer a similar amount in 1994. The United States
has approved close to $900 million in Eximbank guarantees and
will provide up to $2 billion under our oil and gas framework
agreement. ‘

IV. Official Debt Rescheduling » $15 - $15

In April 1993, Paris Club countries rescheduled roughly $15
billion of official principal and interest payments due in 1993.
The United States rescheduled $1.1 billion. (In June of this
year the Paris Club countries concluded a new rescheduling
agreement with Russia for debt due in 1994, which offers more
favorable terms than last year's rescheduling.)

TOTAL MULTILATERAL SUPPORT - : $43.4 $29.1

Special Privatization and Restructuring Program (SPRP)

Responding to a U.S. proposal, G-7 Heads of State, the World
Bank, IFC, and EBRD agreed in Tokyo to create the SPRP, to assist
in restructuring large firms. The SPRP will provide up to $3
billion in equity, loans and ECA support for enterprise
restructuring. A network of up to ten regional venture funds is
being established to make investments in Russian firms.

The United States contributed $100 million in grant support under
the SPRP to create the Fund for Large Enterprise Restructuring
(FLER). The FLER is now up and running under former Treasury
Secretary Michael Blumenthal, and will provide equity and loans
to newly privatized Russian firms. The United States also
pledged $250 million in ECA support under the SPRP.

Support Implementaticon Group (SIG)

At the Vancouver Summit, Presidents Clinton and Yeltsin agreed to
explore creation of a body to coordinate external assistance for
Russian reform. The United States took the lead in creating the
SIG, which was endorsed by the G-7 in Tokyo and initiated its
activities on September 1 of last year in ‘Moscow.



STATUS REPORT ON THE FIVE INITIATIVES
PRESIDENT PROPOSED TO PRESIDENT YELTSIN IN JANUARY

In January, President Clinton proposed five initiatives to
President Yeltsin to accelerate the pace of Russian reform and
Western support. Below is a status report on these initiatives.

1. Intensified engagement by G-7 Finance Ministries has moved
the IMF and World Bank to deepen their support for Russian
reform. REfforts by the IMF and World Bank to support Russian
reform were flagging last year. Responding to direction from the
G-7, both institutions have revitalized their programs this year.
IMF Managing Director Camdessus traveled to Russia in March and
worked personally with Prime Minister Chernomyrdin to get
agreement on a new $1.5 billion IMF loan. The World Bank
completed a $1.5 billion pipeline of projects by July and plans a
substantial increase in its fiscal year 1995 lending.

2. Efforts are underway to mobilize further multilateral
financing. We are urging the IMF and Russia to work together on
a 1995 economic program that can be supported by a new $4 billion
IMF loan this autumn. The G-7 is prepared to finance a $6
billion fund to.stabilize the ruble as part of an overall
economic sitabilization effort. We have also secured agreement of
other Paris Club creditors to consider a comprehensive multi-year
rescheduling of official debt when Russia and the IMF agree on a
1995 program.

3. IMF resources ava11able for Russia and other ex-Soviet states
will soon be expanded. Former Soviet countries face
unprecedented challenges as they strive to build democratic
market economies while reknitting their social safety nets and
maintaining public support for reform. At our urging, the G-7
countries have agreed that the IMF should raise the amount of
support available to these countries. Work on this initiative is
well—-advanced and we expect the results to be announced in early
October at the Annual Meetings of the IMF and World Bank.

o By increasing the amounts the IMF can ‘lend under traditional
programs, Russia could draw $1.4 bllllon more annually.

o Russia has drawn $3.0 billion from the IMF's special
systemic facility. By extending this facility, Russia will
be eligible for further borrowing of more than $2 billion.

o The IMF could dlstrlbute a special reserve asset to former
~Soviet countries, which could provide Russia with close to
$1.5 billion.
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4. Support for Russia's social infrastructure is being expanded
" under a number of initiatives. The World Bank recently approved
a $1.5 billion pipeline of projects, including loans to maintain
highways ($300 million), rehabilitate the o0il sector ($500
million), develop financial sector infrastructure ($200 million),
and advance agricultural reform ($240 million).

The $3 billion Special Privatization and Restructuring Program is
building a network of equity funds to help restructure large
privatized firms. This may include a $500 million World Bank
loan to help transfer social services from firms to the public
sector.

The Bank is considering other social loans, including $400
million for housing and $150 million to support renovation of
clinics, schools, and day care centers at the local level. It is
also planning a program to transfer operatlon of kindergartens
from enterprises to local governments.

5. The G-7 rescheduled Russia's official debt due in 1994 on
very favorable terms. In June the G-7 concluded a rescheduling
that gives Russia more favorable terms than last year, requiring
only $3 billion in payments to official creditors this year.
Unlike last year, the agreement was reached quickly, to the
satisfaction of all parties.
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DEPARTMENT OF THE TREASURY
WASHINGTON

UNDER SECRETARY
November 17, 1994

MEMORANDUM FOR SECRETARY BENTSEN
* - FROM: ‘ LAWRENCE H. SUMMERS

SUBJECT: MEMO TO THE PRESIDENT ON UKRAINIAN ECONOMIC REFORM
. AND PRESIDENT KUCHMA'’S STATE VISIT

ACTION FORCING EVENT

Ukraine’s President, Leonid Kuchma, will visit Washington on
November 22-23 for a state visit. President Clinton’s
discussions with him will focus importantly on Ukraine’s economlc
reform program and Western financial support for it. Treasury
has worked closely with Ukraine’s leadership in urging that
Ukraine proceed down the path of reform and in mobilizing G-7
financial support. For these reasons, I believe it would be
extremeLy useful for the Pre51dent to receive your views on these

issues.

RECOMMENQATIOE

That you s tHe attached memo to the frasident
Agre;:I~ f DiSagree Let’s biscﬁss

EXECUTIVE SECRETARIAT
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DEPARTMENT OF THE TREASURY
WASHINGTON

ACTION MEMO

ASSISTANT SECRETARY

MEMORANDUM FOR SECRETARY RUBIN ACTION

THROUGH: Lawrence Summers
‘ (I Deputy Secretary

FROM: i \A ~Jeffrey Shafer
, Assistant Secretary (International Affairs)

SUBJECT: - Memo to Vice President Gore on Economic Themes for Visit of
Ukrainian Prime Minister

ACTION FORCING EVENT:

Yevhen Marchuk,{&ime Minister of Ukraine will be in Washington September 27-28. He

will be meeting with Vice President Gore and other cabinet members. This memo outlines
the key economic themes which should be highlighted during those meetings. A background
paper is provided also which provides additional information on the status of reform.

RECOMMENDATI

That you sign thé attached memorandum to Vice President Gore.
Disagree Let’s Discuss /
BACKGROUND ANALYSIS:

Prime Minister Marchuk’s visit comes at an important time in Ukraine’s economic
transformation effort. While progress has been made toward stabilizing the economy, reform
momentum has slowed and Ukraine still has not completed its second IMF standby review.
Recently, the Government again has suggested weakening stabilization to help boost output

This memo lays out the key economic messages which should be delivered to the Prime
Minister during his meetings with Vice President Gore and other cabinet officials. Marchuk
needs to become actively involved in pushing forward Ukraine’s economic reforms.

In response to your inquiry about what the United States can do to support Ukraine’s
reforms: Marchuk’s visit is a key -opportunity to send the messages outlined in this
memo. The Administration is working also fo adjust its Tinancial support program to
better meet Ukraine’s immediate needs. To improve the quality of Ukraine’s economic
policies, the USG is preparing to send out a group of resident advisors to work in Kiev.

This project will concentrate on all major areas of macroeconomic pelicy.

ATTACHMENT:
Tab I: - Memorandum to Vice President Gore
Tab 2: Background on Economic Reform in Ukraine

EXEAIITNIE arnmmenn. .
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